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Abstract: Professions are seen in terms of their economic monopolies,
their professional work and skills, and their ideologies. Following these
three lines of thought, critics trace the potential economic effects of a
decline in professional status, the potential effects of loss of professional
control over auditing practices and standards, and the likely public interest
effects from changes in professional ideology. Professional accountancy
bodies and firms under their umbrella are perceived to be non- performer
in delivering their professional responsibilities towards the stakeholders. In
every economic turmoil, stock market crash, Bank failures and economic
downturns the accountants are criticized whether this failure originated
from wrong economic theory or not. This paper is to identify the different
steps that needed accountancy profession to bring under more scrutiny and
surveillance to avoid the conflict of interest and protect the stakeholder
interest and independence of public accountants. This paper tries to identify
the causes of oversight on accountancy profession in general and, in
particular, and highlight the developments in the United States, Scandina-
vian country Sweden, Denmark, EU and Middle Eastern and Asian coun-
tries and a brief sketch of state of oversight on accountancy profession in
Bangladesh. Given the objective, the paper provides a literature review on
the foundation of the public accountancy profession on its existence. Open
discussion on the justification oversight with details on the causes of the
failure of public accounting profession with stress and scandals, lawsuits,
and criticism and reforms in regulation process including oversight of the
profession. Deals with emerging need of oversight on the Accountancy
profession in particular, enactment of Sarbanes-Oxley Act and establish-
ment of public company accounts oversight Board in the USA. Attempts to
display the updates on the implementation Sox Act and process develop-
ment for implementation also the impact on auditing profession. In particu-
lar, this provides an insight on how PCAOB started functioning and the
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accountancy firm inspection process followed. Provides a sketch on Public
Company Oversight Board in 15 countries which covers 7 Middle East and
8 EU countries. Details a brief on International Forum of Independent
Audit Regulators with 39 members that includes 10 country survey results
on accounting oversight Board and the regulation process. A brief sketch
on the regulation process is provided with a brief on the current state of
oversight on Accountancy Profession in Bangladesh and documented the
summary of the paper and the rationale for the establishment of Public
Accounting Oversight Board in Bangladesh.

Introduction

Professions are seen in terms of their economic monopolies, their professional
work and skills, and their ideologies. Following these three lines of thought, critics
trace the potential economic effects of a decline in professional status, the potential
effects of loss of professional control over auditing practices and standards, and
the likely public interest effects from changes in professional ideology. The work
of two particular socio- logical theorists forms the framework for this analysis.
Abbott [1988] theorizes professions as groups with jurisdiction over professional
tasks—a jurisdiction that is based in economics, negotiated with other groups, and
in a constant state of change. Freidson [1986; 2001] bases his analyses on the char-
acteristics of an ideal profession with emphasis on understanding the key interac-
tions between those characteristics. While some see the public accounting
(auditing) profession as distinct from other accounting professions, such as educa-
tion, private enterprise, not-for-profit and governmental [Handrikson 1986], some
define the accounting profession more broadly and see the various segments as
internal differentiation within a profession. In the U.S. and elsewhere the premier
event leading to professional status for accountants was the franchise given to
public accountants by the securities legislation of the 1930s [Merino and A. G.
Mayper 2001]. This legislation both requires publicly traded companies to
purchase independent audits of their financial statements and defines public
accountants as the sole providers of such audits. The professional status of
accounting is therefore dependent on the public wing of the profession. However,
even the American Institute of Certified Public Accountants has only a minority of
its members currently in public practice. Both in the UK and the US the profession
is fragmentary with many sub- specializations. Roslender [1992] notes that aside
from auditing, the accounting profession is not exclusive and does not depend on
a government supported monopoly. One does not have to be a CA to provide
taxation, statement preparation, and other services.

Abbott [1988] and Freidson [2001] explain that once a profession has achieved
professional status, they begin to bring various related functions under the
umbrella of that professional distinction. So, for example, accountants in the US
have provided taxation and information services as an adjunct to audit practice and
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these activities are clothed in the ideological mantle of the profession for a market-
ing advantage when supplied by CAs—although both services can be bought as
well from non-accountants. This is precisely the type of situation theorized by
Abbott [1988 ] where a number of related functions rely on the professional status
of the core function in competition for professional jurisdiction or work.

Key Aspects of Professionalism: Public accountancy, is generally viewed as a profes-
sion both by academics and the public. Friedson [2001] notes five interdependent
elements of the ideal type professionalism of which three key elements are the exist-
ence of a “labor market shelter” by which the profession is shielded from competition,
retention of professional control (as opposed to client or state control) over judging
and evaluating professional work, and maintenance of a public interest ideology.

A labor market shelter represents “occupational control over supply and the
substance of demand” for particular work and effective formally negotiated labor
market shelters are always based on some public claim of specialized training and
skill that secures a state sanction for an exclusive right to supply certain kinds of
labor [Friedson, 1994, pp. 82-83].

Another key characteristic of professionals is that they have technical autonomy
and some degree of discretion in performing work that must be conducted in
accordance with a personal, schooled judgment [Friedson, 1986, p. 141]. Even
though professional work is often employed within bureaucratic setting and
control, supervision of the professional work and judgment of its quality is the
purview of skilled professionals. For example, in accounting it is the peer review
process, not the opinion of the client, that determines the quality of an audit. Free-
dom from the authority of others over their work is one of the defining characteris-
tics of professions [Friedson, 1994, p. 115] and one that has been lost by the US
auditing profession and elsewhere in the world with the current accounting scan-
dals like Enron, World Com, Syatom, Parmalaot and many others since 1940s and
more seriously in 1990 onwards..

Objective and structure of the paper

Professional accountancy bodies and firms under their umbrella are perceived to be
non-performer in delivering their professional responsibilities towards the stake-
holders. In every economic turmoil, stock market crash, bank failures and economic
downturns the accountants are criticized whether this failure originated from wrong
economic theory or not. The objective of this paper is to identify the different steps
that needed the accountancy profession to bring under more scrutiny and surveil-
lance to avoid the conflict of interest and protect the stakeholder interest and inde-
pendence of public accountants. This paper tries to identify the causes of oversight
on accountancy profession in general and, in particular, highlight the developments
in the United States, Scandinavian country Sweden, Denmark, EU and Middle
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Eastern and Asian countries. Finally, the paper provides a brief sketch of oversight
on accountancy profession in Bangladesh. The paper is organized as follows.
Section-I: Provides a literature review on the foundation of the public accountancy
profession. Section-II. Open discussion on the causes of the failure of public
accounting profession with stress and scandals, lawsuits, and criticism and reforms
in regulation process including oversight of the profession. Section-III: Mainly
deals with the emerging need of oversight on the Accountancy profession, in
particular, enactment of Sarbanes-Oxley Act and establishment of public company
accounts, oversight Board in the USA. Section IV: Attempts to display the updates
on the implementation of Sox Act. In particular, this section provides an insight on
how PCAOB started functioning and the accountancy firm inspection process
followed. Section V: Provides a sketch on Public Company Oversight Board in 15
countries, which covers 7 Middle East and 8 EU countries. Section VI. details a
brief on country survey results on accounting oversight Board and the regulation
process in Asian Countries. A brief sketch on the regulation process is provided in
this section with a brief on the current state of oversight on Accountancy Profession
in Bangladesh. Section VII: documents the summary of the paper.

Section I: Literature review on Public Accounting Profession
1.1 Issues in the Accounting Profession

While the Sarbanes-Oxley (Sox) legislation was a response to a particular set of
market scandals, a number of unresolved issues had been developing surrounding
public accountancy for years. If these underlying problems remain un-resolved,
they will continue to affect the ability and willingness of the accounting profession
to meets its public interest obligations. Several recent accounts trace the factors
that led to the failure of the profession to retain its full professional status. Zeff
[2003, pp. 189-205] places the pinnacle of status of the US accounting profession
in the 1940s to mid 1960s. However, the subsequent movement of the profession
into information-based services triggered an internal differentiation that would
ultimately erode the public interest ideology of the profession. As the markets
gained increased prominence and importance in the 1960s, activities surrounding
the markets became more visible. The late 1960s ushered in an era of “scandals,
lawsuits, and criticism of the profession” [Zeff, 2003, p. 196]. In the 1970s account-
ing standard setting passed from the profession to a private standard-setting body
and Zeff notes a decline in interest by the profession in taking public positions on
accounting standards. Congressional hearings in the late 1970s resulted in the first
of a series of reforms in the self-regulation process of the profession. In addition,
growth of controversial management advisory services continued despite the
concern of regulators. Zeff [2003, pp. 267-286] notes a deterioration of profes-
sional values and professional climate in the 1980s on due to increases in the com-
petitive environment. Economic pressures in turn led to an increasing move into
provision of consulting services and changes in expectations of partners from deliv-
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ering high quality audit services to bringing in revenue growth.

The profession responded weakly to the Savings and Loan crisis, other scandals
and additional congressional hearings. Pressure from clients for favorable account-
ing treatments that showed continual growth also escalated in the 1980s and 1990s.
Zeff [2003, pp. 267-286] concludes that the auditors themselves became even less
involved with professional issues or identification, focusing more on growth of
their consulting businesses. Zeff notes that the concerns of regulators were
opposed or ignored by audit firms and the work climate and business model of
accounting practice became even more oriented toward consulting work.

1.2 Economic Differentiation

In sociological theories of professions [Friedson 2001, Abbott 1988 , Larson
1977], economic interests are at the core of the professional project. When the
perceived economic value of a peripheral activity, such as information technology
consulting, begins to surpass the perceived economic value of the profession’s
core monopoly activity (auditing), problems are bound to result. The motivation of
the profession to protect the value of its core product is diminished. In the case of
auditing there are further problems because pursuit of the peripheral activity argu-
ably has implications for the ability of the auditor to maintain a vestigal degree of
independence from the client.

The “fall of the accounting profession” can be seen as a situation where perverse
economic incentives associated with the consulting culture overwhelmed positive
economic incentives to preserve the integrity of audits [Larson 1977] or as a situa-
tion where internal differentiation of the profession resulting from the precipitous
rise of information services/consulting played havoc with the ability of the profes-
sion to remain committed to its core business of auditing [ Abbott 1988]. For either
of these two explanations, the solution is to revitalize the economic incentives
associated with auditing—and ironically the internal control certification require-
ments associated with Section 404 of the Sarbanes-Oxley act appear to have just
that effect. Douglas Carmichael, Chief Auditor of the PCAOB, presents the goal of
the auditing profession in economic terms. He relies on the theory of inspired
confidence, an economic theory wherein the goal of auditing is to meet society’s
needs and states that auditing standards will be set with a goal to “perform enough
work to meet the expectations the auditor has aroused in society” [Carmichael,
2004, 13, p. 129].

In the short term Sarbanes-Oxley provisions, particularly in relation to internal
control requirements, may have the effect of revitalizing the economic value of
audit practice. Furthermore, Sarbanes-Oxley legislation severely restricts the
ability of firms to provide consulting services to audit clients, therefore changing
the business model that has dominated accounting practice. However, in the long
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term, economic conflicts between the value of auditing and consulting are bound
to reappear. The internal differentiation of the profession will continue to pose
problems for the profession. While the public accounting profession, particularly
the large firm segment engaged in audits of publicly traded companies, is directly
affected by Sarbanes-Oxley, other segments of the accounting profession are
affected as well. Abbott [Abbott 1988] explains that the different segments of
professions and the other work groups with whom they compete are all inter-

related. Abbott’s “system of professions” is always in flux, with different work
groups competing for jurisdiction.

1.3 Professional Character

Zeff [2003] and Wyatt [2004] describe the decline of the accounting profession to
a turning away from the central ethical commitment of professionalism. This situa-
tion is not unique to accounting. Wolfe [1989] asserts that there has been a change
in the moral sensibility of American society from reifying moral or character-

based traits to admiring economic traits. Reiter and Williams [2004] explain how
the narratives of legitimation of the profession have changed over the years from
emphasis on the professional character of accountants to emphasis on the judicial
neutrality of accountants to promotion of accountants as economic characters
upholding audit independence because it serves their self-interest. While the SEC
and the government seek to restore public confidence in CAs and audited financial
statements by taking over regulation of auditing standards and practices and
enhancing the role of corporate governance, particularly audit committees, in over-
seeing the actions of management, the accounting profession is seeking to reestab-
lish trust in CAs. PWC [2003] exhorts auditors to rebuild trust through rededica-
tion to core values such as integrity, re-activation of professional judgment, and
adoption of clear codes of conduct and corporate cultures emphasizing integrity.

Section II: A Chronology of stress on Accountancy Profession

All was not rosy as the three decades from the 1940s through the close of the
1960s. Threatening clouds began to form over the accounting profession in the
middle and latter 1960s. Financial scandals burst on the scene, raising questions
about the performance of auditors. Trailing in the wake of the scandals, auditors
found themselves as defendants in a number of highly publicized lawsuits. And the
accounting profession lost its prized authority to pronounce on generally accepted
accounting principles (GAAP) to an independent body, with unfortunate ramifica-
tions for the vitality of professional discourse.

Accounting scandals are political and/or business scandals which arise with the
disclosure of financial misdeeds by trusted executives of corporations or govern-
ments (See table 1) Such misdeeds typically involve complex methods for misus-
ing or misdirecting funds, overstating revenues, understating expenses, overstating




Jamaluddin Ahmed : Watching the Watchdogs 27

the value of corporate assets or underreporting the existence of liabilities, some-
times with the cooperation of officials in other corporations or affiliates.

In public companies, this type of "creative accounting" can amount to fraud, and
investigations are typically launched by government oversight agencies, such as
the Securities and Exchange Commission (SEC) in the United States. It is fairly
easy for a top executive to reduce the price of his/her company's stock — due to
information asymmetry. The executive can accelerate accounting of expected
expenses, delay accounting of expected revenue, engage in off balance sheet trans-
actions to make the company's profitability appear temporarily poorer, or simply
promote and report severely conservative (e.g. pessimistic) estimates of future
earnings. Such seemingly adverse earnings news will be likely to (at least tempo-
rarily) reduce share price. (This is again due to information asymmetries since it is
more common for top executives to do everything they can to window dress their
company's earnings forecasts). There are typically very few legal risks to being
'too conservative' in one's accounting and earnings estimates.

A reduced share price makes a company an easier takeover target. When the com-
pany gets bought out (or taken private) — at a dramatically lower price — the takeo-
ver artist gains a windfall from the former top executive's actions to surreptitiously
reduce share price. This can represent tens of billions of dollars (questionably)
transferred from previous shareholders to the takeover artist. The former top
executive is then rewarded with a golden handshake for presiding over the fire sale
that can sometimes be in the hundreds of millions of dollars for one or two years
of work. This is nevertheless an excellent bargain for the takeover artist, who will
tend to benefit from developing a reputation of being very generous to parting top
executives.

Similar issues occur when a publicly held asset or non-profit organization under-
goes privatization. Top executives often reap tremendous monetary benefits when
a government-owned or non-profit entity is sold to private hands. Just as in the
example above, they can facilitate this process by making the entity appear to be in
financial crisis — this reduces the sale price (to the profit of the purchaser), and
makes non-profits and governments more likely to sell. It can also contribute to a
public perception that private entities are more efficiently run, thereby reinforcing
the political will to sell off public assets. Again, due to asymmetric information,
policy makers and the general public see a government-owned firm that was a
financial 'disaster' — miraculously turned around by the private sector (and
typically resold) within a few years.

Not all accounting scandals are caused by top executives. Often managers and
employees are pressured or willingly alter financial statements for the personal
benefit of the individuals over the company. Managerial opportunism plays a large
role in these scandals and public accountants through certification process become
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part of these scandals. For example, managers who would be compensated more
for short-term results would report inaccurate information, since short-term
benefits outweigh the long-term ones such as pension obligations.

Table 1: List of reported accounting scandals

Company Year Audit Firm Country Notes
Associated Electrical 1967 United
Industries, after being Kingdom
acquired by General
Electric Company plc
Pergamon Press 1969 United
Kingdom
Lockheed Corporation | 1976 United States
Nugan Hand Bank 1980 Australia
7777 Best 1986 United States Ponzi scheme
run by Barry
Minkow
Barlow Clowes 1988 United Gilts
Kingdom management
service. £110
million
missing
MiniScribe 1989 United States
Polly Peck 1990 United
Kingdom
Bank of Credit and 1991 United
Commerce Kingdom
International
Phar-Mor 1992 | Coopers & United States mail fraud,
Lybrand wire fraud,
bank fraud,
and
transportation
of funds
obtained by
theft or fraud
Informix Corporation | 1996 | Ernst & Young United States
Sybase 1997 | Ernst & Young United States
Cendant 1998 | Ernst & Young United States
Waste Management, 1999 | Arthur Andersen United States Financial
Inc. misstatements
MicroStrategy 2000 | PWC United States Michael Saylor
Unify Corporation 2000 | Deloitte & Touche | United States

Computer Associates 2000 | KPMG United States Sanjay Kumar
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Company

Lernout & Hauspie

Xerox

One.Tel
Amir-Mansour Aria

Bank Saderat Iran

Enron

Swissair

Adelphia
AOL
Bristol-Myers Squibb

CMS Energy
Duke Energy
Dynegy

El Paso Corporation

Year
2000

2000

2001
2011

2011

2001

2001

2002

2002

2002l
20][26]

2002!
20)(27)

20021

20]

2002

2002

Audit Firm
KPMG

KPMG

Ernst & Young
TAO (Audit
organization) and
other Audit firms

TAO (Audit
organization) and
other Audit firms

Arthur Andersen

PricewaterhouseC

oopers

Deloitte & Touche

Ernst & Young

PricewaterhouseC

oopers

Arthur Andersen

Deloitte & Touche

Arthur Andersen

Deloitte & Touche

Country
Belgium

United States

Australia
Iran

Iran

United States

Switzerland

United States

United States
United States

United States
United States
United States

United States

29

Notes
Fictitious
transactions in
Kotea and
improper
accounting
methodologie
s elsewhere
Falsifying
financial
results

Business
Loans
Without
Putting any
Collateral and
financial
system
financial
transactions
among banks
and Getting a
lot of
Business
Loans
Without
Putting any
Collateral
Jeffrey
Skilling,
Kenneth Lay,
Andrew
Fastow

John Rigas
Inflated sales
Inflated
revenues
Round trip
trades
Round trip
trades
Round trip
trades
Round trip
trades
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Company
Freddie Mac

Global Crossing

Halliburton

Homestore.com

ImClone Systems

Kmart

Merck & Co.

Merrill Lynch

Mirant

Nicor

Peregrine Systems

Qwest

Communications

Reliant Energy

Sunbeam

Symbol Technologies

Tyco International

Year

2002

2002

2002

2002

2002

2002

2002

2002

2002

2002

2002

2002

2002

2002

2002

2002
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Audit Firm

PricewaterhouseC
oopers

Arthur Andersen

Arthur Andersen
PricewaterhouseC
oopets

KPMG

PricewaterhouseC
oopers

Pricewaterhouse
Coopers

Deloitte & Touche

KPMG

Arthur Andersen

KPMG

1999, 2000, 2001
Arthur Andersen
2002 October
KPMG

Deloitte & Touche

Arthur Andersen

PricewaterhouseC
oopers

Country

United States

Bermuda

United States

United States

United States

United States

United States

United States

United States

United States

United States

United States

United States

United States

United States

Bermuda

Notes

Understated
earnings
Network
capacity swaps
to inflate
revenues
Improper
booking of
cost overruns
Improper
booking of
sales

Samuel D.
Waksal
Misleading
accounting
practices
Recorded co-
payments that
were not
collected
Conflict of
interest
Overstated
assets and
liabilities
Overstated
assets,
understated
liabilities
Overstated
sales

Inflated

revenues

Round trip
trades
Overstated
sales and
revenues
Overstated
sales and
revenues
Improper
accounting,
Dennis
Kozlowski
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Company Year Audit Firm Country Notes
WorldCom 2002 | Arthur Andersen United States Overstated

cash flows,
Bernard
Ebbers
Royal Ahold 2003 | Deloitte & Touche | United States Inflating
promotional
allowances
Parmalat 2003 | Grant Thornton Italy Falsified
SpA accounting
documents,
Calisto Tanzi
HealthSouth 2003 | Ernst & Young United States Richard M.
Corporation Scrushy
Nortel 2003 | Deloitte & Touche | Canada Distributed ill
advised
corporate
bonuses to
top 43
managers
Chiquita Brands 2004 | Ernst & Young United States Illegal
International payments
AIG 2004 | PricewaterhouseC United States Accounting of
oopers structured
financial deals
Bernard L. Madoff 2008 | Friehling & United States Massive Ponzi
Investment Securities Horowitz scheme.[*4
LLC
Anglo Irish Bank 2008 | Ernst & Young Ireland Anglo Irish
Bank hidden
loans
controversy
Satyam Computer 2009 | PricewaterhouseC | India Falsified
Services oopers accounts
Lehman Brothers 2010 | Ernst & Young United States Failure to
disclose Repo
105
transactions
to investors
Sino-Forest 2011 | Ernst & Young Canada-China
Corporation
Olympus Corporation | 2011 | Ernst & Young Japan tobashi using
acquisitions
Autonomy Corporation | 2012 | Deloitte & Touche | United States Subsidiary of
HP.

The Enron scandal turned in the indictment and criminal conviction of one of the
Big Five auditor Arthur Andersen on June 15, 2002. Although the conviction was
overturned on May 31, 2005 by the Supreme Court of the United States, the firm
ceased performing audits and is currently unwinding its business operations. The
Enron scandal was defined as being one of the biggest audit failures. The scandal




32 Bangladesh Journal of Political Economy Vol. 31, No.-3

included utilizing loopholes that were found within the GAAP (General Accepted
Accounting Principles). For auditing a big sized company such as Enron, the audi-
tors were criticized for having brief meetings a few times a year that covered large
amounts of material. By January 17, 2002, Enron decided to discontinue its
business with Arthur Andersen claiming they had failed in accounting advice and
related documents. Arthur Andersen was judged guilty of obstruction of justice for
getting rid of many emails and documents that were related to auditing Enron.
Since the SEC is not allowed to accept audits from convicted felons, the firm was
forced to give up its CPA licenses later in 2002, costing over 113,000 employees
their jobs. Although later the ruling was overturned by the U.S. Supreme Court, the
once-proud firm's image was tarnished beyond repair, and it has not returned as a
viable business even on a limited scale.

On July 9, 2002 George W. Bush gave a speech about recent accounting scandals
that had been uncovered. In spite of its stern tone, the speech did not focus on
establishing new policy, but instead focused on actually enforcing current laws,
which include holding CEOs and directors personally responsible for accountancy
fraud. In July, 2002, WorldCom filed for bankruptcy protection, in what was
considered the largest corporate insolvency ever at the time.

These scandals reignited the debate over the relative merits of US GAAP, which
takes a "rules-based" approach to accounting, versus International Accounting
Standards and UK GAAP, which takes a "principles-based" approach. The Finan-
cial Accounting Standards Board announced that it intends to introduce more
principles-based standards. More radical means of accounting reform have been
proposed, but so far have very little support. The debate itself, however, overlooks
the difficulties of classifying any system of knowledge, including accounting, as
rules-based or principles-based. This also led to the establishment of Sarbanes-
Oxley.

On a lighter note, the 2002 Ig Nobel Prize in Economics went to the CEOs of those
companies involved in the corporate accounting scandals of that year for "adapting
the mathematical concept of imaginary numbers for use in the business world".

In 2003, Nortel made a big contribution to this list of scandals by incorrectly
reporting a one cent per share earnings directly after their massive layoff period.
They used this money to pay the top 43 managers of the company. The SEC and
the Ontario securities commission eventually settled civil action with Nortel.
However, a separate civil action will be taken up against top Nortel executives
including former CEO Frank A. Dunn, Douglas C. Beatty, Michael J. Gollogly and
MaryAnne E. Pahapill and Hamilton. These proceedings have been postponed
pending criminal proceedings in Canada, which opened in Toronto on January 12,
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2012. Crown lawyers at this fraud trial of three former Nortel Networks executives
say the men defrauded the shareholders of Nortel of more than $5 million. Accord-
ing to the prosecutor this was accomplished by engineering a financial loss in
2002, and a profit in 2003 thereby triggering Return to Profit bonuses of $70
million for top executives.

In 2005, after a scandal on insurance and mutual funds the year before, AIG was
investigated for accounting fraud. The company already lost over 45 billion US
dollars' worth of market capitalization because of the scandal. Investigations also
discovered over a billion US dollars worth of errors in accounting transactions.
The New York Attorney General's investigation led to a $1.6 billion fine for AIG
and criminal charges for some of its executives. CEO Maurice R. "Hank" Green-
berg was forced to step down and is still fighting civil charges being pursued by
New York state.

Well before Bernard Madoff's massive Ponzi scheme came to light, observers
doubted whether his listed accounting firm—an unknown two-person firm with
only one active accountant in a rural area north of New Y ork City—was competent
to handle a multi-million dollar operation. Ultimately, Madoff's accountant, David
G. Friehling, admitted to simply rubber-stamping Madoff's filings with the SEC.
He also revealed that he continued to audit Madoff even though he had invested a
substantial amount of money with him. Accountants aren't allowed to audit
broker-dealers with whom they're investing. He agreed to forfeit $3.18 million in
accounting fees and withdrawals from his account with Madoff. His involvement
makes the Madoff scheme the largest accounting fraud in world history.

2.2 Scandals, Lawsuits, and Criticism of the Profession

The collapse of Westec (1965) and National Student Marketing (1969), which
were notorious practitioners of what Abraham J. Briloff, an acerbic critic of
unprincipled accounting, called dirty pooling. (Briloff 1967, 1970), as well as the
bankruptcies of Penn Central and Four Seasons Nursing Centers (both in 1970),
visited huge losses on investors and raised questions about the performance of
their auditors. The Westec case eventually animated a serious concern that its
auditor’s independence was compromised by rendering certain consulting services
to the audit client. During the second half of the 1960s, criticism of the accounting
profession was on the rise. John L. Carey, the Institute’s administrative vice presi-
dent, said in 1967 that the accounting profession is going through a most unusual
and difficult period. On some days it seems as though we were being attacked from
all sides. He was concerned over a feeling that CPAs are not quite the stalwart
protectors of investors and creditors that the public had assumed they were.

The second half of the 1960s witnessed a series of important federal court
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decisions: Fischer v. Kletz (1967), also known as the Yale Express case; Escott v.
BarChris (1968); and United States v. Simon (1969), also known as the Continen-
tal Vending case triggered a litigation explosion against auditors in the 1970s.
After decades of comparative calm, the profession was coming under attack by the
plaintiff’s bar. By the mid-1970s, hundreds of suits were filed against auditors.

2.3 Tribulations of the Accounting Principles Board (APB):

In the mid-1960s, under pressure from the SEC and from the Big Eight firms and
at a time when the accelerated pace of corporate merger activity focused increased
attention on the earnings measure, the APB began to issue longer and more
prescriptive opinions. Several of these pronouncements attracted significant num-
bers of dissenting votes from board members. In two instances (on inter-period tax
allocation in 1967 and on business combinations/goodwill in 1970), a board
member from a Big Eight firm infuriated his colleagues in the majority by rescind-
ing his vote on a contentious opinion after the board had, in a final vote, approved
a position that had secured a bare two-thirds majority. In 1967, the reversal
occurred after the Opinion in 1967 was printed and ready for distribution. In both
instances, the board met in emergency session to rescue the pronouncement. Thus
was the intensity of pressure on board members, probably brought, directly or
indirectly, by a firm’s important clients. Burton alluded to complicity by audit
firms in helping their clients escape the adverse effects of the APB’s pronounce-
ments: By writing precise rules, the APB has made it possible for people to
observe the letter and avoid the spirit, with the blessing (and often the assistance)
of their auditors, a state of affairs that continues today.

In August 1970, the APB finally issued its two hotly contested Opinions, Nos. 16
and 17, on accounting for business combinations and goodwill; the two Opinions
were regarded more as the result of intense lobbying by industry than the product
of sound thinking and analysis. The Big Eight accounting firms themselves
differed profoundly and even emotionally over the best solution, partly fueled by
their clients’ preponderant views. So strong were the firms’ reactions to the
pressurized process in which these two opinions were developed that three of the
Big Eight notified the Institute in November 1970 that they had lost confidence in
the APB. The three firms recoiled at the powerful intrusion of self-interested
lobbying and lamented the board’s lack of agreement on the objectives of financial
statements. In August 1970, the American Accounting Association (AAA) became
involved by appointing a special committee to inquire into the formulation of
accounting principles. Acting swiftly, the committee urged the Institute and other
interested bodies to cooperate with the AAA to convene a Commission of Inquiry
to develop a better alternative to the APB. The Association’s Executive Committee
promptly endorsed its report (Report of the Committee on Establishment of an
Accounting Commission 1971).
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2.4 The Profession Loses its Accounting Standard Setting right

Declining to share the standard-setting stage with the AAA, the Institute itself
appointed a Study Group to recommend a better way of establishing accounting
principles. This Study Group, chaired by Francis M. Wheat, a former SEC Com-
missioner, recommended the establishment of the Financial Accounting Standards
Board (FASB), which was to be an independent body, not a committee of the Insti-
tute. The Institute’s Council promptly endorsed the Wheat recommendation in its
entirety, thereby, for the first time, ceding the authority for setting accounting
standards to a body outside the province of the organized accounting profession.
Members of the FASB would hold full-time appointments, be supported by a large
research staff, and could count on financial support to be provided by a newly
established, broad-based Financial Accounting Foundation (FAF) (Report of the
Study on Establishment of Accounting Principles 1972). This sea change disen-
franchised the Big Eight firms from representation on the standard-setting body.
As will be seen, this repositioning of the big firms from the center to the margin of
standard setting soon served to dampen their interest in actively participating in the
public dialogue on accounting principles, which should be a sine qua non of
professional discourse. But the Institute did not surrender all of its influence over
the new standard setter. The FAFs bylaws provided that four of the seven board
members must be CPAs with experience in public practice and that the Institute’s
board of directors would be the sole elector of the FAFs trustees.

Yet, in 1977, the FAF’s trustees repealed both of these provisions (Status Report
No. 50 1977, 1). In 1974, less than a year after the APB passed the standard-setting
baton to the FASB, Leonard M. Savoie (1974, 64), the Institute’s principal spokes-
man on APB matters from 1967 to 1972, expressed his disappointment with the
handover and the recent behavior of the big firms.

Even while the Wheat Study Group deliberated, the APB suffered another setback,
again on the investment tax credit. In November 1971, when the Congress was
about to enact a new form of the investment tax credit, the board, in its third such
try, approved an exposure draft that required the deferral method, but the Treasury
opposed it, as did the same large segment of industry as before. The opponents
succeeded in persuading Congress to insert a provision in the eventual legislation
that taxpayer corporations could use any method of accounting for the credit in
their financial statements filed with the SEC.

The FASB’s relations with the SEC during its first five years were anything but
smooth. In 1978, the SEC again rebuffed the FASB, this time on accounting for oil
and gas exploration. The SEC’s decision took the FASB aback, yet the SEC made
it clear that the oil and gas issue was a unique case and did not represent any
change in the Commission’s basic policy of looking to the FASB for the initiative
in establishing and improving accounting standards. (Securities and Exchange
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Commission Report to Congress on the Accounting Profession and the
Commission’s Oversight Role 1979, 50).

2.5 Important Implication of the Loss of the Professions Standard Setting right

It was not long into the FASB’s tenure that the Big Eight firms began withdrawing
from an active dialogue over accounting principles and standards, perhaps in the
belief that their task had become one of persuading the FASB of their views and
no longer persuading either academics or their brethren in the profession. Indeed,
this was also a time when many accounting academics seemed to abandon interest
in accounting policy issues as well. Another reason for audit partners withdrawing
from this public dialogue was the increasing proliferation, complexity, and techni-
cal detail in the FASB’s pronouncements.

By the mid-1980s, speeches by Big Eight audit firm partners taking positions on
controversial accounting issues had almost disappeared from the scene, and only a
few audit partners in, at most, three of the Big Eight firms continued to write
articles intermittently on such topics. Moreover, in 1982 the Journal of Account-
ancy, the Institute’s journal, announced that it was encouraging the submission of
practical. articles, code language for the avoidance of controversy. As the audit
market became more competitive, one inferred that the firms did not wish to give
prominence to their views on controversial issues, lest it might offend important
clients, who might seek an audit firm with more accommodating views. Opinion
shopping, which began to occur in the 1960s, continued into the 1970s and 1980s,
as companies actively sought out more client-friendly audit firms.

2.6 More Scandals, and Attacks from Congress

In 1973, the sudden collapse of Equity Funding, coming on the heels of the Stirling
Homex bankruptcy a year earlier, jarred the accounting profession. (See Report of
the Special Committee on Equity Funding 1975. As the Institute’s executive direc-
tor later wrote.The huge losses by investors in [Equity Fundings] securities,
closely following a series of other business failures, dealt a shattering blow to the
credibility of independent auditors. Propelled by these embarrassments, the Insti-
tute in 1974 appointed a Commission on Auditors Responsibilities, headed by
former SEC Chairman Manuel F Cohen. These celebrated collapses, coupled with
the discovery of illegal and improper payments by major corporations that were
not disclosed in their financial statements, prompted two Congressional commit-
tees to level criticism at the accounting profession and at the private-sector setting
of accounting standards. The profession thus came under its first broad attack in
the Congress.

Rep John E. Moss, Democrat from California, chaired his sub-committees’ inves-
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tigation of federal regulatory agencies. The sub-committees report recommended
that the SEC play a direct role in setting accounting and auditing standards
(Federal Regulation and Regulatory Reform 1976, 51. 53) and thus remove this
authority from the private sector. On the Senate side, a subcommittee headed by
Sen Lee Metcalf, Democrat from Montana, launched a major investigation of the
accounting profession. His subcommittees 1,760-page staft study, The Accounting
Establishment (1976), consisted of an extensive factual examination of the Big
Eight firms, the Institute, and the FASB, accompanied by a number of highly
controversial conclusions and recommendations. Wallace E. Olson, the Institute’s
full-time chief executive, characterized the staff study as almost as damaging to
the profession as the Japanese attack on Pearl Harbor was to the U.S. Navy in
1941.

Two of the staff study’s conclusions were that the Big Eight firms lacked inde-
pendence from their clients and that they dominated both the Institute and the
process of setting of accounting standards. The study also asserted that the Big
Eight firms, through their influence on the FASB, did the bidding of their corpo-
rate clients (The Accounting Establishment 1976, 1.24). Almost mirroring the
course taken by the Moss subcommittee, the Metcalf sub-committees’ staff study
recommended that the federal government set accounting and auditing standards
for publicly traded corporations (The Accounting Establishment 1976, 20.24).
Although both subcommittees, held hearings and issued reports, they produced no
legislation. Nonetheless, the two subcommittees’ lengthy and well-publicized
investigations, which finally concluded in 1979, put the accounting profession on
the defensive.

In April 1977, both the Institute and the FASB responded at length to the Metcalf
staff study’s findings and recommendations. The Institute issued a 40-page book-
let, The Institute Responds, in which it countered the arguments in the Metcalf
staff study. To the charge that the Big Eight firms compromised their independ-
ence when they advocated positions that were favorable to their clients, the Insti-
tute asserted that, by doing so, they are not tools of their clients (The Institute
Responds 1977, 32). Yet, a scant six years later, Touche Ross & Co. issued a book-
let, Employers’ Accounting for Pensions (1983, 3), in which it offered to help
clients prepare an effective and persuasive response to the FASB by which the firm
would assist your company in evaluating the effects, developing empirical
supporting evidence, and identifying the economic consequences of the positions
your company supports and rejects. Thus, as the competition for the favor of
clients intensified in the 1980s, at least one of the Big Eight firms Touche Ross
was willing to become a blind advocate for its clients. In its 44-page reply, the
FASB defended the integrity, independence, and objectivity of its process (FASB
1977).
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2.7 Under the Gun, the Institute Reforms

The unwanted public attention led the Institute to adopt a hurried reform in
September 1977: creation of a Division for CPA Firms, composed of an SEC Prac-
tice Section and a Private Companies Practice Section.

The Institute also installed a Public Oversight Board (POB), composed of distin-
guished public servants, to oversee the activities of the SEC Practice Section,
including the setting and enforcing of quality control standards and a newly estab-
lished peer review process. The SEC, which had ordered several major firms to
undergo peer reviews because of alleged audit deficiencies in early and middle
1970s, welcomed the Institute’s new section and the POB (Securities and
ExchangeCommission Report to Congress on the Accounting Profession and the
Commissions Oversight Role 1978, 15.27). But pressure from Congress had
clearly precipitated the Institute’s restructuring.

2.8 Intrusions of Federal Antitrust Bodies that Fundamentally Altered
the Professional Climate:

During the 1970s and 1980s, the Institute also felt unrelenting pressure from the
Department of Justice and the Federal Trade Commission (FTC) over portions of
its Code of Professional Ethics alleged to be in restraint of trade. In 1972, the Insti-
tute gave in to the department of Justice by removing the ban on competitive
bidding from its code of ethics. By 1979, Justice and the FTC compelled the Insti-
tute to drop its rules prohibiting direct, uninvited solicitation and advertising that
is purely informational. Many Institute members strongly opposed these forced
concessions. During the 1980s, the FTC also pressed the Institute to remove its ban
on contingent fees and commissions. In the end, the two bodies reached a compro-
mise: to allow the receipt of commissions only from non-attest clients. These
amendments to the Institute’s code of ethics, particularly on competitive bidding
and direct, uninvited solicitation, profoundly changed the climate in which audit
firms conducted their affairs.

The elimination of the Institute’s bans on competitive bidding, uninvited solicita-
tion, and advertising, coupled with the apparent topping out of the audit market, all
fundamentally changed the character of CPAs’ relations with clients. Eli Mason,
the managing partner of a medium-sized CPA firm in New York City, who had
long been a vocal critic of the big firms and the Institute, complained in 1985 that
the practice of accounting was no longer a profession, but an industry: Today, the
media describes public accounting as an industry, seldom as a profession and it
does have all the earmarks of an industry including cut-throat competition, low-
balling, cheap advertising, and open solicitation by one CPA of another CPA’s
clients. Mason blamed the FTC and the Justice Department for creating this unpro-
fessional and undignified atmosphere.
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The heightened competitive climate in which the firms operated seemed to haunt
partners’ conduct in audit engagements. A gradual development within the Big
Eight firms during the 1980s was a significant shift in the posture of audit partners
toward their clients, probably spurred by their perceived pressure to retain valued
clients. In previous years, partners conveyed a firm position on the propriety of any
borderline accounting and disclosure practices adopted by the client, but increas-
ingly in the 1980s partners would be seen huddling with the firms technical
specialists to find any means perhaps restructuring a major vehicle, reconfiguring
a transaction, or straining to rationalize the application of a suitable analogy to
enable the firm to approve the accounting treatment sought by the client. The
accommodation or negotiation mentality fostered by this important shift in focus
may have led many audit partners to incline toward compromise rather than invoke
their principles even in routine discussions with clients. More will be said about
this development later.

Section III: Institutionalization of Oversight on Public Accountancy Profession

In 2001 the world was chocked as it was revealed that some senior managers at
Enron, an energy trading company, had embezzled a large sum of money. The
Chief Financial Officer (CFO) had been using off-balance sheet accounts to shuf-
fle around large amounts of money, which eventually ended up in his own pocket
(Brewster, 2003). Since off-balance sheet accounts were used, these transactions
did not appear on the financial statements and therefore investors had no reason to
mistrust the financial health of the company. Though, the truth was that Enron had
been completely depleted of its funds and was forced to declare bankruptcy in
2002 (Reinstein & McMillan, 2004). At about the same time WorldCom, a
telecommunication company, declared bankruptcy after having revealed that
profits had been blown up in the financial reports in previous years (Moeller, 2004;
Lander, 2004; Braun, 2005). The years of 2001-2002 came to be known as the dark
years in American industry with Enron and WorldCom as the most prominent
examples of large frauds.

The scandal that received the most attention was Enron. Its senior management
had been helped somewhat by one of the “big five” auditing firms, Arthur
Andersen, which led the Securities and Exchange Commission (SEC) start an
investigation of the firm. However when SEC arrived at Andersen headquarters all
documents had been destroyed. Andersen was convicted and sentenced to pay a
fine of $500,000 and five years probation (Moeller, 2004; Brewster, 2003).
Andersen’s clients fled and the company ceased to exist in 2002 ending a 90-year
long auditing career and “the big five” was reduced to four.

These circumstances pushed the U.S. market into uncertainty and the creditability
of auditing firms plummeted. The American Institute of Certified Public Account-
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ants (AICPA) received most of the criticism since they were responsible for estab-
lishing auditing standards (Moeller, 2004). However, Andersen had clearly violated
almost all of these standards and AICPA had not been able to notice this and there-
fore could not act accordingly. The U.S. Congress felt that AICPA clearly had failed
in their role and argued that a radical change was needed to cool off the current
climate and to satisfy investors. The solution was a new Introduction legislation that
would be the most radical change in auditing since the 1930s. The law was called
Sarbanes Oxley Act (SOX) and was authorized by the American President George
W. Bush on the 30th of July, 2002 (Lander, 2004). SOX is a law regarding internal
and external accounting and corporate governance. The main purpose of SOX is to
rebuild the public trust of companies and to prevent failure of inaccurate reports and
frauds (Cenker & Nagy, 2004). With the implementation of SOX came much more
strict rules about the general auditing role. Auditors are now given more direct
responsibility for errors and are also subject to much more controls. A new control-
ling organ has been formed, Public Accounting Oversight Board (PCAOB), whose
major task is to act as a controller over auditors and to make sure that the new legis-
lation is followed (Moeller, 2004). Not only American auditing firms are affected
by PCAOB. All firms, disregarding geographical location that performs audit on a
company must follow SOX. This means that Swedish auditing firms who perform
audits on SOX-clients must comply with PCAOB.

3.1 An overview of Sarbanes Oxley Act

To easier understand and interpret SOX, the Act is divided into eleven sections
covering different issues regarding corporate accountability. The sections are
given below with a short explanation. Public Company Accounting Oversight
Board: consists of nine different sub-sections (101-109) which consider areas as
registration of auditing firms, independence and accounting standards, and disci-
plinary actions. The overall task of the board is to review external auditors who
perform audits for companies who comply with SOX. Auditor Independence:
contains nine sub-sections (201-209) regulating various areas regarding the inde-
pendence of the auditor as for example, audit partner rotation and that auditing
firms are prohibited to offer both audits and non-audit services to a client. Corpo-
rate Responsibility: is divided into eight sub-sections (301-308) emphasizing on
the importance of corporate responsibility when conducting audits. For example,
an audit committee should be independent and the responsibility of management
has been extended.

Enhanced Financial Disclosures: consist of nine sub-sections (401- 409). This
part is considered to be the most extensive, which deal with internal control and
documentation. Further, it contains a code of ethic and comprehensive demands of
accounting and financial reports. Analysts Conflicts of Interest: sub-section 501,
restrains securities analysts and their independence towards companies aiming to
provide investors with more accurate information. Commission Resources and
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Authority and Studies and Reports: contains sub-sections (601-604 and 701-705)
which traverse rules related to the violation of professional or ethical public
accounting standards and the involvement of SEC in future studies.

Corporate and Criminal Fraud Accountability: and White-Collar Crime Penalty
Enhancement and Corporate Tax Returns: consists of sub-sections (801-807,
901-906 and 1001) which mainly brings up rules regarding forgery and destruction
of documents but it also includes protection for employees that disclose corporate
fraud. Finally, the last title, deals with the particular obligation of the CEO to
confirm the corporate income tax return. Corporate Fraud and Accountability:
contains sub-sections 1101- 1107 which describe overall corporate responsibility
for irregularities in financial reports. This part differs from the others since it is the
company as an entity, not the individual that is punished when violating the rules
(Sarbanes-Oxley Act, 2002; Moeller, 2004).

3.2 Public Company Accounting Oversight Board (PCAOB)

The PCAOB was founded through SOX by the U.S. congress and SEC (Hilary &
Lennox, 2005). PCAOB has major influence in rule making and regulatory power
(Tackett, et. al, 2004; Grundfeld, 2004). Furthermore, PCAOB is a new non-profit
board which is led by five members who are appointed by SEC. Three out of the
five must not be auditors (Sarbanes-Oxley Act, 2002). This standard is stressed in
SOX since one of PCAOB’s roles is to be an unbiased controller (Moeller, 2004).
The board members are instead dominated by lawyers and public interest activists.
“The function of PCAOB is to restore the public's confidence in the accounting
profession” (Osterland, 2004, p. 1).

Besides the role of controller, the board will issue ethics and conflict-of-interest
standards and be responsible for disciplining auditors who do not comply with the
standards. PCAOB will also conduct annual reviews of the auditing firms (Green,
2004). In short PCAOB is a regulative board who will control external, not internal
auditors (Moeller, 2004). On the 25th of April 2003, it was determined by SEC that
PCAOB was sufficiently organized and had enough resources to carry out its tasks,
and by that PCAOB was launched (Lander, 2004). Since then, PCAOB has been
constantly growing and in December 2004 PCAOB employed 260 persons besides
its five board members (PCAOB, 2006a). PCAOB is an American institution but
its powers stretch far beyond the US boarder. In Sarbanes-Oxley Act, section 106,
it is clearly stated that any auditing firm, disregarding geographical location, that
conducts an audit on a company which must comply with SOX is subject to
PCAOB with its rules and standards (Sarbanes-Oxley Act, 2002). This basically
means that auditing firms around the world that has an interest in conducting audits
on companies registered on SEC or are partially owned by such a company must
comply with PCAOB.
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3.3 The tasks of PCAOB

As mentioned above, the overall role of PCAOB is to control auditing firms.
Indirectly, this means that all auditors are under control of PCAOB. To do this,
more specific responsibilities have been given to the board. These responsibilities
are mentioned below.

First, PCAOB was to make sure that all public auditing firms register at PCAOB
no later than 180 days after PCAOB was launched (Sarbanes-Oxley Act, 2002). In
reality this means that in the end of 2003 all public accounting firms in America
had to be registered at PCAOB. Non-American auditing firms had an extra six
months to register and only the firms that deals with companies who has to comply
with SOX must register (Lander, 2004). As of today there are 1646 registered
auditing firms and the Swedish firms are: KPMG Bohlins AB, Ernst & Young AB,
BDO Feinstein International AB, Deloitte & Touche AB and Ohrlings Pricewater-
houseCoopers AB (PCAOB, 2006b).

Second, PCAOB is responsible for setting and administrating news standards
about quality controls, ethics, independence and general auditing (Moeller,
2004).In the beginning these standards will look much like the old already existing
ones but then continuously they will be replaced and developed to be more com-
plex and detailed (Moeller, 2004). PCAOB will conduct reviews of registered
firms in a quality-related matter. With these inspections the board shall assess if
the firm follows the standards and SOX in general (Sarbanes-Oxley Act, 2002).
These reviews are one of the key tasks of the board and it is expected that the
American firms should be checked annually and non-American every three years
(Lander, 2004).

Third, PCAOB must establish rules and manuals for how to deal with auditing
firms that fails to comply with SOX. These disciplinary actions must be fair and
are not just applicable towards entire firms but also towards individuals
(Sarbanes-Oxley Act, 2002) An example of such a disciplinary procedure would
be to prohibit an auditing firm to perform audits on companies that must follow
SOX (Moeller, 2004). Such a disciplinary reprimand would be a hard blow against
the firm and probably lead to its bankruptcy (Moeller, 2004).

Fourth, though not directly legislated in SOX but indirectly PCAOB should lobby
strongly for that auditors and auditing firms achieve higher quality and become
more trustworthy (Svernlév & B:son Blomberg, 2003). PCAOB are allowed to get
involved in other areas that does not deal directly with auditing if that leads to
better protection of investors and if it is in line with the public interest (Moeller,
2004).
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Fifth, the most significant change for the auditor is the establishment of an inde-
pendent controller, PCAOB. The auditing profession set rules and standards
through their professional organizations which are represented in America by the
American Institute of Certified Accountants (AICPA) and in Sweden by FAR
(Moeller, 2004). These organizations, which still exist today, consist of mostly
auditors. This means that even though the auditors themselves, on an individual
level, did not determine the rules for an audit, the organization that did still consist
of auditors with basically the same knowledge and preferences. Furthermore, audi-
tors were also controlled by other auditors before PCAOB (Hill et al., 2005). The
system for controlling auditors was based on peer-reviews performed by AICPA.
In Sweden the control of auditors were done by the Supervisory Board of Public
Accountants (Revisorsndmnden). To summarise, the PCAOB today controls func-
tions that earlier were self-regulated.

34 The current academic debate about PCAOB

Tackett, Wolf and Claypool (2004) are critical towards the likelihood of PCAOB’s
ability to reduce audit failures. According to a study that examined audit failures
that have occurred for over 30 years in US, the conclusion was that the reason for
audit failure was not dependent on the absence of a needed auditing rule or
technique (Tackett et al., 2004). Instead, the major root of audit failure is that audi-
tor ignored applying existing auditing rules and techniques. However, they further
argue that the PCAOB’s ability to do reviews of auditing firms to secure quality
control may reduce the possibilities of audit failures.

This optimistic view of PCAOB’s ability to enhance quality is not shared by every-
one. Alles, Kogan, Vasarhelyi and Warren (2006) believes that PCAOB will have
the same trouble as the old peer review groups since many of the board members
are trained in the same way as auditors. PCAOB is independent but it is highly
unlikely that they have developed a new inspection technique that would detect all
errors (Alles et al., 2006). Bazerman et al. (2002) concur with this statement as
they believe that PCAOB will not be able to change the true problem. The problem
is that the mistakes from auditors are not deliberate and instead are caused by
negligence and missed information. Since PCAOB reviewers will look at the same
information the possibility for them to find and correct such a mistake is therefore
minuscule (Bazerman et al., 2002). Alles et al. (2006) further argue that a more
appropriate approach for the PCAOB would be to develop and enhance the audit-
ing process rather than detecting faults that has already happened. The PCAOB’s
current approach presents an interesting dilemma. The key role of PCAOB is to
restore the faith in auditing for investors and the public. By detecting the faults
after they have happened and then publish this information will generate exactly
the opposite. How could this happen? What did the auditors do? Such questions
will then be the response from the public and faith towards auditor will only dimin-
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ish further. Therefore PCAOB should try to detect faults before they happen and
avoid this publicity (Alles et al., 2006).

3.5 Threats to the auditing profession

One of Montagna’s ten attributes, a common body of knowledge, functions as a
foundation for the auditing profession. Due to this, some problems have arise
which can be considered as a threat to the legitimacy of the auditing profession
(Hines, 1989). One of these is the expansion and diversification of auditing work
which can have a negative effect on the profession (Hines, 1989, Artsberg, 2005).
Furthermore, Zeff (1987) argues that the auditing profession has evolved towards
an industry which he considers to be a sign of de-professionalizing. This is
supported by Artsberg (2005) who discusses the fact that auditing firms nowadays
offer non-auditing services, which has made the auditing profession developed
more to an industry.

A prevention of auditing firms to offer non-auditing services to clients is therefore
something that Swedish auditors strongly disagree with (Ohman et al., 2006). One
explanation of this might be that the auditing firms are dependent on the huge
revenues that stems from the possibility to offer non-auditing services. A restric-
tion on that possibility would certainly strike the profession hard (Ohman et al.,
2006). When such a variety of services are performed it is hard to distinguish a
formal “body of knowledge” of auditors according to Hines (1989). This has
required the auditing profession to absorb knowledge from other professions
which results in that the knowledge base of the auditor profession does not solely
consist of accounting knowledge anymore. Hence, due to the diversified tasks
offered by auditors the coherent “body of knowledge” to sustain the profession is
questioned (Hines, 1989). Ohman et al. (2006) points towards another threat of the
auditing profession, namely, the standardization of work procedures. According to
their study auditors are today focusing their attention on matters that they have
standards and given procedures in order to quickly make a satisfactory audit.
”Doing things right seems to be more important than doing the right things”
(Ohman et al., 2006, p. 1). Hence, the unwillingness to change current practice and
the presence of too many standards threatens the profession (Ohman et al., 2006).

3.6 Profession and change

With the establishment of PCAOB the auditing profession faced some changes, as
discussed earlier. A profession can be characterized by change but the auditing
profession is rather characterized by stability and similar work procedures
(Matthews & Pirie, 2001). However a profession must react and adapt when the
surrounding conditions are changing and according to Artsberg (2005) scandals
involving auditors tend to strengthen the auditing profession and the requirement
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of extended auditing increases which had been noticed during the 20th century.
However, according to Hytti (2003) a strong profession tends to be less willing to
accept changes and the auditing profession is considered to be a strong profession
with a high level of professionalism according to Matthews and Pirie (2001). They
further found that auditors see themselves as experts in their field of work and
therefore do not appreciate when others try to force changes or rules upon them.
This depends on the long period of time that auditors have worked in similar ways
and therefore built up controls and manuals that they believe are completely satis-
factory in terms of control (Matthews & Pirie, 2001). This is also confirmed by
Hill et al. (2005) in their study. However, even though auditing is a strong profes-
sion, change is not considered bad by everyone. Zeff (2003) argues that the audit-
ing profession is in some cases positive to change and that it even changes too
quickly. He exemplifies this by pointing at the 1990s during which a large portion
of the auditing profession changed their beliefs and became more concerned in
making money than in doing good audits. He argues that this is a case of a major
change in the profession that should have been taken a bit slower since much of the
fundamental issues were lost (Zeft, 2003).

However, this fundamental change in the 1990s to the auditing profession was
generated from within the profession by auditors which could be one explanation
to why auditors adapted easily to this change (Zeff, 2003). A more reasonable
explanation is though that auditors were exposed to large corporate pressure but
were also rewarded extensively if they complied, argues Zeff (2003). However,
PCAORB is not a change that comes from within the profession but instead from the
government and therefore constitutes a regulatory change (Moeller, 2004). Such a
change is there but still there is a great unwillingness to conform to in Sweden
according to Ohman et al. (2006). The reason for this is that Swedish auditors are
generally traditionalist and only twice in the last 25 years have external pressure
succeeded in changing the profession and its practices. Further, it is assumed that
there is a very high degree of homogeneity in the Swedish auditing profession
which means that auditors basically think alike. Such a strong tradition and high
level of homogeneity are signs of a strong profession according to Artsberg (2005)
and Ohman et al. (2006). However, PCAOB constitute a major change for the
profession which means that according to theory the implementation of PCAOB
will be problematic. The establishment of PCAOB affects the whole profession
which the theoretical discussion has focused on. However, the auditing profession
consists of individuals which together creates and affects the professionalism of
the profession. Therefore, it is also important to study and understand how
individuals perceive changes in their profession.
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3.7 US Supreme Court Upholds Constitutionality of the Public Com-
pany Accounting Oversight Board

On June 28, 2010, the Supreme Court announced its ruling in Free Enterprise
Fund, et al. v. Public Company Accounting Oversight Board, requiring changes to
the oversight structure by the Securities and Exchange Commission (SEC) of the
Public Company Accounting Oversight Board (the PCAOB) but declining to
invalidate the entirety of the Sarbanes-Oxley Act of 2002 (SOX) Peter et al (2010).

In Free Enterprise Fund, a nonprofit public interest organization (Free Enterprise
Fund) and a Nevada accounting firm (Beckstead and Watts, LLP) brought suit
against the PCAOB seeking declaratory and injunctive relief. Those plaintiffs
made two arguments about SOX: (1) the PCAOB violated separation of powers by
conferring executive power on Board members not subject to presidential control
because they were not freely removable; and (2) Congress violated the Appoint-
ments Clause of the Constitution by giving the SEC the power to appoint members
of the PCAOB. The trial court granted the United States’ and PCAOB’s motions
for summary judgment and found that PCAOB was constitutional, and the D.C.
Circuit affirmed. The plaintiffs then sought and were granted certiorari.

The Supreme Court’s Decision: The Supreme Court unanimously rejected the
overall challenge to the PCAOB. But in a 5-4 opinion authored by Chief Justice
Roberts, the Court ruled that the mechanism for removing PCAOB members was
defective as it violated the Constitutional separation of powers. Under SOX as
written, PCAOB members were appointed by the SEC Commissioners, and could
only be removed “for good cause.” Likewise, SEC commissioners can only be
removed by the President for good cause. Thus, the majority reasoned that there
were two layers of good-cause restrictions on the President’s ability to control the
actions of the PCAOB. The Court rejected such an arrangement, noting that “[t]he
result is a Board that is not accountable to the President, and a President who is not
responsible for the Board.” Because the removal of executive officers is a key
element of the President exercising his executive powers, the arrangement SOX
created for the PCAOB “stripped” the President “of the power our precedents have
preserved, and his ability to execute the laws — by holding his subordinates
accountable for their conduct — is impaired.”

Although the case had the potential to invalidate the entire SOX law, the Court
rejected the plaintiffs’ argument on that point. The Court explicitly rejected the
notion that the existence of the PCAOB violates separation of powers, and instead
ruled only that its removal process was defective. The Court proceeded to analyze
the severability of the PCAOB’s removal process from the rest of the law, and
found it severable. The Court noted that unconstitutional provisions from other-
wise constitutional laws were to be severed when possible, so long as the “remain-
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ing provisions are not incapable of functioning independently.” Finding that the
rest of SOX was permissible and capable of functioning apart from the removal
mechanisms originally established for the PCAOB, the Court ruled that SOX
“remains fully operative as a law with these tenure restrictions excised.” But
PCAOB members must now be removable by the SEC “at will.” Id. Finally, the
Court found no fault with PCAOB and the Appointments Clause, finding it
permissible for the SEC to appoint PCAOB members. Thus, the PCAOB will
continue to function largely as it did prior to this litigation, albeit with more poten-
tial for SEC oversight.

Section IV: Development of Oversight in Post PCAOB

4.1 Report Concerning Annually Inspected Firms : Misstatements and
infringements ascertained

The Sarbanes-Oxley Act of 2002 requires the Public Company Accounting Over-
sight Board ("PCAOB" or "the Board") to conduct an annual inspection of each
registered public accounting firm that regularly provides audit reports for more
than 100 issuers. The Board's report on any such inspection includes this preface
to provide context for information in the public portion of the report.

A Board inspection includes, among other things, a review of selected audits of
financial statements and of internal control over financial reporting. If the Board
inspection team identifies deficiencies in those audits, it alerts the firm to
the deficiencies during the inspection process. Deficiencies that exceed a certain
significance threshold are also summarized in the public portion of the
Board's inspection report. The Board encourages readers to bear in mind two
points concerning those reported deficiencies.

First, inclusion in an inspection report does not mean that the deficiency
remained unaddressed after the inspection team brought it to the firm's attention.
Under PCAOB standards, a firm must take appropriate action to assess the impor-
tance of the deficiency to the firm's present ability to support its previously
expressed audit opinions. Depending upon the circumstances, compliance with
these standards may require the firm to perform additional audit procedures, or to
inform a client of the need for changes to its financial statements or reporting on
internal control, or to take steps to prevent reliance on previously expressed audit
opinions. A Board inspection does not typically include review of a firm's actions
to address deficiencies identified in that inspection, but the Board expects that
firms are attempting to take appropriate action, and firms frequently represent that
they have taken, are taking, or will take, action. If, through subsequent inspec-
tions or other processes, the Board determines that the firm failed to take appropri-
ate action, that failure may be grounds for a Board disciplinary sanction.
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Second, the Board cautions against drawing conclusions about the comparative
merits of the annually inspected firms based on the number of reported deficien-
cies in any given year. The total number of audits reviewed is a small portion of
the total audits performed by these firms, and the frequency of deficiencies identi-
fied does not necessarily represent the frequency of deficiencies throughout the
firm's practice. Moreover, if the Board discovers a potential weakness during an
inspection, the Board may revise its inspection plan to target additional audits that
may be affected by that weakness, and this may increase the number of deficien-
cies reported for that firm in that year. Such weaknesses may emerge in varying
degrees at different firms in different years.

4.2 Notes Concerning the Report:

Portions of this report may describe deficiencies or potential deficiencies in the
systems, policies, procedures, practices, or conduct of the firm that is the subject
of this report. The express inclusion of certain deficiencies and potential deficien-
cies, however, should not be construed to support any negative inference that any
other aspect of the firm's systems, policies, procedures, practices, or conduct is
approved or condoned by the Board or judged by the Board to comply with laws,
rules, and professional standards.

Any references in this report to violations or potential violations of law, rules, or
professional standards should be understood in the supervisory context in which
this report was prepared. Any such references are not a result of an adversarial
adjudicative process and do not constitute conclusive findings of fact or of viola-
tions for purposes of imposing legal liability. Similarly, any description herein of
a firm’s cooperation in addressing issues constructively should not be construed,
and is not construed by the Board, as an admission, for purposes of potential legal
liability, of any violation.

Board inspections encompass, among other things, whether the firm has failed
to identify departures from U.S. Generally Accepted Accounting Principles
("GAAP") or Securities and Exchange Commission ("SEC" or "Commission")
disclosure requirements in its audits of financial statements. This report's descrip-
tions of any such auditing failures necessarily involve descriptions of the related
GAAP or disclosure departures. The Board, however, has no authority to prescribe
the form or content of an issuer's financial statements. That authority, and the
authority to make binding determinations concerning an issuer's compliance with
GAAP or Commission disclosure requirements, rests with the Commission. Any
description, in this report, of perceived departures from GAAP or Commission
disclosure requirements should not be understood as an indication that the
Commission has considered or made any determination regarding these issues
unless otherwise expressly stated.
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4.3 2008 Inspection of KPMG LLP in the United States

In 2008, the Board conducted an inspection of KPMG LLP ("KPMG" or "the
Firm"). The Board is today issuing this report of that inspection in accordance
with the requirements of the Sarbanes-Oxley Act of 2002 ("the Act"). The Board
is making portions of the report publicly available. Specifically, the Board is
releasing to the public Part I of the report, Appendix A, and portions of
Appendix B. Appendix A provides an overview of the inspection process. Appen-
dix B includes the Firm's comments, if any, on a draft of the report.

The Board has elsewhere described in detail its approach to making inspection-
related information publicly available consistent with legal restrictions. A substan-
tial portion of the Board's criticisms of a firm (specifically criticisms of the firm's
quality control system), and the Board's dialogue with the firm about those
criticisms, occurs out of public view, unless the firm fails to make progress to the
Board's satisfaction in addressing those criticisms. In addition, the Board gen-
erally does not disclose otherwise nonpublic information, learned through
inspections, about the firm or its clients. Accordingly, information in those
categories generally does not appear in the publicly available portion of an inspec-
tion report.

4.4 Inspection Procedures and Certain Observations

Members of the Board's inspection staff ("the inspection team") performed an
inspection of the Firm from April 2008 through October 2008. The inspection
team performed field work at the Firm's National Office and at 29 of its approxi-
mately 90 U.S. practice offices. Board inspections are designed to identify and
address weaknesses and deficiencies related to how a firm conducts audits. To
achieve that goal, Board inspections include reviews of certain aspects of selected
audits performed by the firm and reviews of other matters related to the firm's
quality control system. Appendix A to this report provides a description of the
steps the inspection team took with respect to the review of audits and the review
of certain firm-wide quality control processes.

In the course of reviewing aspects of selected audits, an inspection may identify
ways in which a particular audit is deficient, including failures by the firm to iden-
tify, or to address appropriately, respects in which an issuer's financial statements
do not present fairly the financial position, results of operations, or cash flows
of the issuer in conformity with GAAP. It is not the purpose of an inspection,
however, to review all of a firm's audits or to identify every respect in which a
reviewed audit is deficient. Accordingly, a Board inspection report should not be
understood to provide any assurance that the firm's audits, or its issuer clients'
financial statements or reporting on internal control, are free of any deficiencies
not specifically described in an inspection report.




50 Bangladesh Journal of Political Economy Vol. 31, No.-3

4.5 Review of Audit Engagements

The scope of the inspection procedures performed included reviews of aspects of
selected audits performed by the Firm. Those audits and aspects were selected
according to the Board's criteria, and the Firm was not allowed an opportunity to
limit or influence the selection process. In reviewing the audits, the inspection
team identified matters that it considered to be audit deficiencies. These deficien-
cies included a failure by the Firm to identify or appropriately address an error in
the issuer's application of GAAP. In addition, the deficiencies included failures by
the Firm to perform, or to perform sufficiently, certain necessary audit procedures.

In some cases, the conclusion that the Firm failed to perform a procedure may be
based on the absence of documentation and the absence of persuasive other
evidence, even if the Firm claims to have performed the procedure. PCAOB
Auditing Standard No. 3, Audit Documentation ("AS No. 3") provides that, in
various circumstances including PCAOB inspections, a firm that has not
adequately documented that it performed a procedure, obtained evidence, or
reached an appropriate conclusion must demonstrate with persuasive other
evidence that it did so, and that oral assertions and explanations alone do not
constitute persuasive other evidence. For purposes of the inspection, an observa-
tion that the Firm did not perform a procedure, obtain evidence, or reach an
appropriate conclusion may be based on the absence of such documentation
and the absence of persuasive other evidence.

When audit deficiencies are identified after the date of the audit report, PCAOB
standards require a firm to take appropriate actions to assess the importance of the
deficiencies to the firm's present ability to support its previously expressed opin-
ions, and failure to take such actions could be a basis for Board disciplinary sanc-
tions. In response to the inspection team's identification of deficiencies, the Firm,
in some cases, performed additional procedures or supplemented its work papers.
In some cases, the deficiencies identified were of such significance that it appeared
to the inspection team that the Firm, at the time it issued its audit report, had not
obtained sufficient competent evidential matter to support its opinion on the
issuer's financial statements.

4.6 Review of Quality Control System

In addition to evaluating the quality of the audit work performed on specific audits,
the inspection included review of certain of the Firm's practices, policies, and
processes related to audit quality. This review addressed practices, policies, and
procedures concerning audit performance and the following five areas (1) manage-
ment structure and processes, including the tone at the top; (2) practices for partner
management, including allocation of partner resources and partner evaluation,
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compensation, admission, and disciplinary actions; (3) policies and procedures for
considering and addressing the risks involved in accepting and retaining
clients, including the application of the Firm's risk-rating system; (4) processes
related to the Firm's use of audit work that the Firm's foreign affiliates
perform on the foreign operations of the Firm's U.S. issuer audit clients; and (5)
the Firm's processes for monitoring audit performance, including processes for
identifying and assessing indicators of deficiencies in audit performance and
processes for responding to weaknesses in quality control. Any defects in, or
criticisms of, the Firm's quality control system are discussed in the nonpublic
portion of this report and will remain nonpublic unless the Firm fails to address
them to the Board's satisfaction within 12 months of the date of this report.

4.7 The Inspection Process

The inspection process was designed and performed to provide a basis for assess-
ing the degree of compliance by the Firm with applicable requirements related to
auditing issuers. This process included reviews of components of selected issuer
audits completed by the Firm. These reviews were intended both to identify
deficiencies, if any, in those components of the audits and to determine whether
the results of those reviews indicated deficiencies in the design or operation of the
Firm's system of quality control over audits. In addition, the inspection included
reviews of policies and procedures related to certain quality control processes
of the Firm that could be expected to affect audit quality.

4.8 KPMG LLP Response to the Draft Inspection Report

Pursuant to section 104(f) of the Act, 15 U.S.C. § 7214(f), and PCAOB Rule
4007(a), the Firm provided a written response to a draft of this report. Pursuant to
section 104(f) of the Act and PCAOB Rule 4007(b), the Firm's response, minus
any portion granted confidential treatment, is attached hereto and made part of this
final inspection report.

We appreciate the opportunity to read and comment upon the PCAOB's Draft
Report on the 2008 Inspection of KPMG LLP dated April 24, 2009 ("Draft
Report"). We share a common objective - serving our capital markets by perform-
ing high quality audits - and we value the input and information provided
by the PCAOB in connection with its inspection process.

We acknowledge the professionalism and commitment of the PCAOB inspection
staff and the important role the PCAOB plays in improving audit quality. We
would also like to recognize the people of KPMG and the effort they expend to
perform high quality audits in an increasingly challenging environment.

We recognize that professional judgments are involved in both the performance of
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an audit and the PCAOB's inspection process. In specific circumstances, we may
have differing views on the assessment of audit risk, the materiality of particular
issues in the context of the financial statements taken as a whole and the related
nature and extent of necessary auditing procedures, resulting conclusions, and/or
required documentation. We also understand that the comments made on
individual Issuers cannot by their nature include a description and analysis of all
procedures performed in a particular audit area.

As we previously communicated to the PCAOB, we conducted a thorough review
of the matters identified in the Draft Report and addressed the engagement-
specific findings in a manner consistent with PCAOB auditing standards and
KPMG policies and procedures. Based on this review, in some cases, we
performed additional audit procedures and/or supplemented our audit documenta-
tion; in other cases, we determined that no remediation was necessary.

None of the matters identified by the PCAOB required the reissuance of any of our
previously issued reports.

In the past several years, we have further strengthened our commitment to quality.
We remain dedicated to evaluating our systems of quality control, monitoring
audit quality and implementing changes to our policies and practices in order to
enhance audit quality. We have taken these actions mindful of our responsibility
to the capital markets. We are committed to continually improving our firm
and the profession and working constructively with the PCAOB to improve audit
quality.

4.9 US Senate Members Proposal to PCAOB Rulemaking on Disclosing
Audit Engagement Partners

Proposed Amendments. In 2009, in a bid to strengthen audit quality, transpar-
ency, and accountability, the PCAOB issued a Concept Release seeking comment
on whether auditors should require the engagement partner with final responsibil-
ity for a particular audit to sign the audit report. The engagement partner is the key
person within a registered public accounting firm who is "responsible for the
engagement and its performance," and who coordinates and oversees the audit
work and issuance of the audit report. After receiving multiple comments, the
PCAOB in 2011 issued the revised proposal currently under consideration. This
proposal would require public auditors to disclose the name of the engagement
partner in each audit report, but would not require the partner to sign the report; it
would require each audit report listed in a public accounting firm's Annual Report
Form to identify the relevant engagement partner; and it would require each audit
report to disclose the name of any independent public accounting firm or other
person who took part in the audit. All three of these proposals are important
reforms that would strengthen public company audits.
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Increased Public Disclosure. The Board's proposal to increase public disclosures
about who actually conducts and is responsible for a particular audit is a welcome
departure from a history of excessive secrecy and weak accountability for public
company audits. Most public company audits are now performed by a small
number of large firms. The "Big Four" accounting firms, which reported $45
billion in revenue in 2011 alone, employ thousands of auditors with differing expe-
rience, qualifications, expertise, and work performance. Currently, these firms
provide no routine public information about the engagement partner who is
responsible for the audit of a particular company nor do they provide information
about any third party contributor to their audits. Investors, lenders, regulators, and
others currently have no means for tracking audit partners responsible for accurate
audits, audit failures, or audits later found to have varying strengths and weak-
nesses. Because auditing firms are paid by the companies whose financial state-
ments they audit, inherent conflicts of interest make public accountability and
transparency all the more important. An accounting firm that receives large audit-
ing fees from a client becomes susceptible to pressures by that client to overlook
problems or resolve auditing issues in ways that are overly favorable to the client,
or risk losing fee revenue. Engagement partners that recommend advising a client
to accept a disagreeable auditing result may receive little or no support from
colleagues concerned about losing business. Public accountability, in which
specific individuals are recognized for high quality audits, as well as audit failures,
can be a powerful antidote to such internal pressures.

Disclosing the Engagement Partner. Multiple reasons support disclosing the
name of the engagement partner responsible for a particular audit. First is the
impact on audit quality. Publicly tying the lead auditor's professional reputation to
the audits for which that partner is responsible would encourage the partner to
require better audit procedures, exercise better supervision of the audit team, and
perform a more careful review of the audit results. It may also deter poor over-
sight, sloppy procedures, and high risk audit practices leading to unreliable audit
opinions.

Second, disclosure of the engagement partner's name would strengthen audit trans-
parency by shedding light on the audit process and facilitating communications.
Identifying the engagement partner would alert the audited corporation's officers,
directors, audit committee, and employees to the key person responsible for
resolving audit issues and help corporate employees communicate any auditing
concerns to the right person. It would also inform third parties, including inves-
tors, lenders, regulators, and others, of the right person to contact with financial
reporting interests or concerns. In addition, knowing the key person responsible
for an audit could facilitate investigations, simplify research, and aid in evalua-
tions of audit reports. Investigations examining financial misconduct would also
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be more efficient and effective if they had ready access to the names of the engage-
ment partners responsible for particular audit reports.

Public disclosure would also facilitate evaluation of senior auditors and the audit
reports for which they are responsible. Disclosure would enable not only the audit
client, but also investors, lenders, regulators, and other financial statement users,
to identify and evaluate an engagement partner's experience, expertise, track
record, and work for other clients that might present conflict of interest problems.

Third, disclosure of the engagement partner would strengthen both partner and
firm accountability for audit failures. Right now, when a company is found to
have engaged in misleading or fraudulent accounting, the identity of the engage-
ment partner is not readily apparent; making that information publicly available
would facilitate holding particular engagement partners accountable for the audits
they oversee. Because both the engagement partner and the public accounting firm
would be identified in the audit report, the current proposal intentionally and
clearly signals that accountability is intended to attach to both. In addition, as
engagement partners are often indemnified by their employers in the same manner
as officers and directors of corporations, any lawsuit over inaccurate financial
reporting would likely affect the firm as well as the partner, providing an added
incentive for the firm to monitor the performance of its engagement partners.

A fourth reason to support the PCAOB proposal is that it would promote auditor
independence by highlighting the occasions on which an engagement partner is
replaced. The Permanent Subcommittee on Investigations conducted an examina-
tion into the collapse of Enron Corporation in 2002, and discovered that when an
Arthur Anderson senior partner raised objections to certain Enron accounting prac-
tices, he was removed at Enron's request, with no public notice. The Enron investi-
gation demonstrates that even senior auditors can be removed at the request of a
client displeased with their accounting advice. Disclosure of an engagement
partner's name and any replacement might discourage audit clients from inappro-
priately pressuring that partner or the audit firm to cooperate with its accounting
requests, since any replacement would require public notice and, in turn, raise
public questions about the reasons for the replacement. To further support auditor
independence, the proposal could be strengthened by requiring registered public
accounting firms to file a special report on Form 3 within a few days of replacing
an engagement partner in charge of a public company audit.

Still another reason to support disclosure of the engagement partner is that it would
bring U.S. audit professionals in line with other U.S. corporate professionals and
their international counterparts. U.S. corporate officers already sign their names to
a variety of opinions and reports filed with the SEC, including certifications




Jamaluddin Ahmed : Watching the Watchdogs 55

regarding the accuracy of the corporation's financial statements, while a majority
of corporate directors sign their corporation's Annual Form 10-K. Attorneys are
required to sign a variety of documents filed with federal and state regulators and
the courts. In addition, the Federal Reserve already requires bank holding compa-
nies to provide the names of audit engagement partners. The European Union
already requires its member states to compel audit reports to be "signed by at least
the statutory auditor(s) carrying out the statutory audit on behalf of the audit firm."
The PCOAB would bring U.S. audit professionals into closer alignment with other
public company professionals by requiring public auditors to identify their audit
engagement partners in the documents which they make publicly available and
which they intend to be relied upon by the investing public.

Requiring A Signature. The PCAOB proposal seeks comment on whether, in
addition to disclosing the name, an engagement partner should be required to sign
the audit report for which the partner is responsible. The proposal should require
such signatures. Critics contend that requiring a signature would increase liability
for individual audit partners, while decreasing the liability of the audit firm as a
whole. Those criticisms fail to acknowledge, however, that through indemnifica-
tion and insurance agreements, the liability of senior audit partners and their
employers are already typically closely intertwined. In addition, professions such
as public accounting have long nurtured trust and respect by placing the reputation
of their senior professionals on the line in support of their work. An audit report
that carries the personal signature of a financial professional would not only
strengthen audit quality, transparency, and accountability, but also help restore the
personal responsibility critical to a trustworthy and respected accounting profes-
sion.

Disclosing Engagement Partners in Annual Reports. Public accounting firms
currently file with the PCAOB an Annual Report Form listing each of the audit
reports they have issued during the covered year. The proposal would amend the
Annual Report Form to also require public accounting firms to identify the engage-
ment partner for each of their listed audits. This proposed disclosure offers an
inexpensive, sensible, and effective means for further strengthening public audits.

The proposed disclosure would provide a convenient mechanism for financial
statement users to retrieve information about the work assigned by a public
accounting firm to its engagement partners over the course of a year. Naming
engagement partners in the Annual Report Form would further strengthen audit
quality, transparency, and accountability by enabling more efficient and effective
research into the work of individual partners and of audit firms as a whole. These
disclosures would encourage engagement partners to provide consistent, high
quality work, because knowing that the public can obtain one's name only by
inquiring about a particular audit is not the same as knowing that the public can
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easily associate one's name with every audit performed during the year. In addi-
tion, the disclosures would help ensure that public accounting firms assign audits
to engagement partners with appropriate expertise and availability, and avoid
conflicts of interest that might otherwise be hidden from public view. The disclo-
sures could also promote auditor independence by highlighting any engagement
partner replacements during the covered year.

Disclosing Third Party Audit Participants. In addition to disclosing engage-
ment partner names, the PCAOB proposal contains an important provision that
would require disclosure of third party participants in particular audits. This provi-
sion would significantly strengthen audit quality, transparency, and accountability.

The Permanent Subcommittee on Investigations has firsthand experience with the
variability of audit work performed by different firms. For example, a year-long
investigation conducted by the Subcommittee into illicit money flows involving
banks in foreign jurisdictions uncovered a host of problems with foreign auditors,
especially those operating in foreign jurisdictions with strong secrecy laws and
weak anti-money laundering controls. A number of foreign accountants contacted
during the investigation were uncooperative or even hostile when asked for infor-
mation. A PricewaterhouseCoopers auditor in Antigua serving as a government
appointed liquidator for Caribbean American Bank (CAB), for example, refused to
provide copies of its report on CAB's liquidation proceedings, even though the
reports were filed in court, they were supposed to be publicly available, and the
Antiguan government had asked the auditor to provide the information to the
investigation. The investigation also came across evidence of conflicts of interest
and incompetent or dishonest accounting practices. Naming engagement partners
in the Annual Report Form would further strengthen audit quality, transparency,
and accountability by enabling more efficient and effective research into the work
of individual partners and of audit firms as a whole. These disclosures would
encourage engagement partners to provide consistent, high quality work, because
knowing that the public can obtain one's name only by inquiring about a particular
audit is not the same as knowing that the public can easily associate one's name
with every audit performed during the year. In addition, the disclosures would
help ensure that public accounting firms assign audits to engagement partners with
appropriate expertise and availability, and avoid conflicts of interest that might
otherwise be hidden from public view. The disclosures could also promote auditor
independence by highlighting any engagement partner replacements during the
covered year.

Section V: Public Oversight System in Mediterranean Countries

This survey has been prepared by Federation Des Experts Compatables Mediterrn-
eens, the representative organization of the accountancy profession in the Mediter-
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ranean area, and the objective of this survey is to provide a brief overlook of public
oversight arrangements across the area. Fifteen countries, of which 8 are EU
member states, plus Kosovo, a special status territory within Serbia, have contrib-
uted.

5.1 Existing public oversight systems or the implementation in the near future

The Survey poses the question which Mediterranean Countries have an imple-
mented public oversight system and which will see an implementation in the near
future. The answer is that a public oversight system exists in 7 out of the 15 coun-
tries which contributed to the survey. A public oversight system exists also in the
Kosovo region. Of these 7 countries, 5 are EU member states (France, Greece,
Italy, Malta, and Spain) and 2 are non EU member states (Isracl and Tunisia). Of
the other 8 countries which do not have a public oversight system, 3 are EU
member states (Cyprus, Bulgaria and Romania). To comply with the EC Directive
on Statutory Audit, these countries would however have to implement a public
oversight system. Among the remaining 5, only Serbia and Turkey envisage to
implement a PO system in the near future, while Albania, Egypt and Morocco do
not. Respondents from Albania and Egypt think that a public oversight system is
needed in their countries, while respondents from Morocco indicated that the intro-
duction of such a system would not be needed in the near future, because a “quality
control system’ has just recently been introduced and members need some time to
be trained and used to quality control procedures.

5.2 Details of public oversight systems implemented

The public oversight systems differ significantly among the responding countries,
also among those within the EU member states, depending on the regulatory
framework for the statutory audit activity (the EU Directive allows for the imple-
mentation of a range of different public oversight systems in the European
Unionl).

5.3 Nomination procedure and Composition (practitioners/non-
practitioners)

In 5 out of 8 countries the public oversight board is nominated by the local govern-
ments. In Spain, there is a national law stating the composition of the public over-
sight board and its members are appointed with consideration of their position in
other regulatory bodies such as Stock Exchange, Central Bank, etc. In France,
Greece, Italy, and Spain (within the EU) as well as in the Kosovo region, the public
oversight board is composed by a majority of non-practitioners. In Malta, the
public oversight board currently has a majority of practitioners but will change
over the next two years to conform to the EU Statutory Audit Directive. In Tunisia,
the public oversight board functions are carried out by two committees: the Disci-
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pline Committee with a majority of non practitioners, and the Quality Control
Committee, composed equally of civil servants and practitioners. In Israel, the
public oversight board (Steering Committee) is composed by all practitioners.

5.4 Scope of activities and responsibilities

Regarding the scope of activities and responsibilities, all respondents mentioned
that a public oversight system exists in their countries and its functions include
monitoring and supervision of the auditing profession. In all countries having a
public oversight board in place, the board also has the responsibility to ensure the
oversight of the profession through quality control. Within the EU, France, Italy
and Malta’s public oversight board approves and registers statutory auditors and
audit firms. This is also a responsibility of the board in the Kosovo region. Stand-
ard setting is a public oversight system responsibility in France, Greece, Spain
(within the EU) and in the Kosovo region. The investigative and disciplinary
systems are a public oversight board’s responsibility in France, Italy, Malta
(within the EU) as well as in the Kosovo region.

5.5 Composition (practitioners/non-practitioners) in Public Accounting
Oversight Board

France: The Haut Conseil du Commissariat aux Comptes is composed of 12
members. Three judges from the Cour de Cassation, Cour des Comptes and the
judicial order, the President being the judge from the Cour de Cassation. The
President of the AMF (Autorité des Marchés Financiers, former COB) or his repre-
sentative, one representative from the Ministry of Economy, a university professor
specialised in legal, economic or financial matters. Three experts in financial and
economic matters : two being competent in public issue matters, one being compe-
tent in small or medium sized companies or in matters involving associations.
Three statutory auditors, two of which having knowledge in the statutory audit of
companies issuing securities to the public or in donation. The members are nomi-
nated by decree for a period a six years. The HC is renewable by half every three
years.

Greece: The President and two Vice Presidents are appointed by the Minister of
Finance. The Bank of Greece (Central Bank), the Capital Market Committee, the
Federations of Greek Industries and Industries of Northern Greece nominate one
member each. Total number of members are hence seven.

Italy: The Commissione Centrale per i Revisori Contabili is composed of 12
members, three of them are practitioners.

Kosovo: Of the seven members of the board, five shall be representatives from the
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Kosovo business community and the
accounting and auditing professions.

Malta: The board currently has a majority of practitioners but will change over the
next two years to conform to the Eight Directive of the EU where the number of
practitioner has to be in minority.

Spain: The Advisory Auditing Committee of the Accounting and Auditing Insti-
tute is an advisory body chaired by the Chairman of the Institute and composed by
the following 13 members appointed by the Ministry of Economy. One member
proposed by the Tribunal de Cuentas (Public Account Court). One member from
the “Intervencion General del Estado”. One member from the Ministry of Justice.
One member from the National Bank. One representative from the CNMV (Stock
Exchange Institution) and by an investor analyst. One member from the “Direc-
cion General de Seguros” (Insurance Department). Four members by the Profes-
sional Auditing Bodies. A Professor at University and an expert on auditing and
accountancy. Some other experts on the issue may be invited to participate if
needed.

Tunisia: Two committees legally supervise the activities of the Tunisian practi-
tioners. The "Chambre de Discipline" (Discipline Committee). Chaired by a
Judge, designated by the Minister of Justice. Three civil servants, designated by
the Minister of Finance. Three practitioners elected for 3 years at a time. It is
referred to in case of violation of the Code of Conduct and the Internal Rules and
Regulations of the profession. The "Commission de Contréle" (Quality Control
Committee). Three civil servants, designated by the Minister of Finance, one of
them being the Chairman. Three practitioners elected for 3 years at a time. It is
responsible for the quality control of the practitioners engaged in statutory audits.

5.6 Scope of activities (quality assurance, standard setting, approval of
auditors, discipline, education and others for listed, public interest or other entities)

France: The legislator has charged the Haut Conseil du Commissariat aux
Comptes with two main missions: to ensure the oversight of the profession; to
check that ethics is duly followed and that the independence of the statutory audi-
tors is duly maintained. To this end, the Haut Conseil should: organise the reviews
of the professionals in practice, give its opinion to the Minister of Justice on the «
Code de déontologie des commissaires aux comptes », gives its opinion to the
Minister of Justice on professional standards, identify and promote the good
professional practices, define and supervise the new professional trends and the
framework of periodic reviews.

Greece: Activities include recommendations to the Ministry of Finance on
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accounting and auditing standards, professional ethics setting, quality control on
auditor's work and oversight of the audit profession.

Israel: Peer review, administrated by the Steering Committee. Its responsibilities
include selection and affirmation of certified public accountants who will under-
take the review work; supervision over the review - timing and frequency of the
review, branch offices that are reviewed, considering the need for repeat reviews,
etc. In deciding on the timing of the review, the steering committee will take into
account, inter alia, the periods of work — related pressures at the firms under
review. Receiving the review reports and the preparation of findings. The Steering
Committee will consider forwarding its broad findings to every firm and will
consider the need to publish its guidelines/clarifications, and if necessary, will
forward its recommendations to the Accounting Standards Committee for further
attention.

Italy: The Commissione Centrale per i Revisori Contabili keeps the statutory
auditor’s register (including the practical trainer register); it approves the auditors
and supervises their activity. It carries out investigation and provides sanctions on
the basis of external complaint for inadequate execution of the statutory audit.
Consob supervises the auditing firms and their activity, verifies their independence
and technical adequacy and recommends the auditing standards. The quality assur-
ance carried out by Consob regards the internal quality control system of the audit
firm and its client dossier.

Kosovo region: The board shall be independent in the execution of its responsi-
bilities and functions, subject to the overall authority of the Special Representative
of the Secretary-General. It may issue administrative instructions on any matters
pertaining to its functions. It shall have the authority to enter into contracts as
required to carry out its functions, including employment contracts and contracts
for rental accommodation and leasing of equipment. The Board shall issue
accounting standards in conformity with IAS. The board shall determine which
IAS standards apply, taking into consideration the business environment in
Kosovo. It shall further issue auditing standards in conformity with ISA and
provide technical guidance and information to business organizations concerning
accounting and auditing standards issued by it. The board shall establish and issue
standards for the technical training for certification of accountants and for the
licensing of auditors, as well as having the responsibility for the licensing of audi-
tors.

Malta: The Accountancy Board (the Regulator and Public Oversight Board) has a
wide scope and is responsible for the conduct of the profession in Malta even
though it appoints recognised professional bodies to assist it in the execution of its
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role. For example whilst it remains responsible for CPE, it delegates its administra-
tion to the Malta Institute of Accountants.

Spain: The Advisory Committee has an advisory role on audit issues (standard
setting, quality assurance, control and discipline of auditors etc.) The final decision
is taken by ICAC. The Professional bodies recognized by ICAC are responsible
for: a) To draft, adapt and review audit and ethical standards, as well as the code of
professional conduct of its members and to control the compliance with such
standards and code, as provided for in the Audit Law and related legislative provi-
sions. b) To collaborate with the Institute of Accounting and Auditing (Instituto de
Contabilidady Auditoria de Cuentas, ICAC) in exercising the technical control
assigned to the said Institute in the Audit Law. Due to an agreement with ICAC,
the professional institute carries out quality control revisions on behalf of ICAC.
¢) To propose to the Institute of Accounting and Auditing (ICAC) that disciplinary
procedures be taken against members, in accordance with applicable legislation. d)
To carry out the corresponding disciplinary procedures against members. e) To
provide CPE and Access Education, namely: - to provide, either directly or
through delegation, theoretical training programmes to be approved by the Insti-
tute of Accounting and Auditing, and to be mastered by those wishing to become
members of the Official Register of Auditors; - to establish the standards and
procedures to be followed in the practical training of those wishing to become
members of the Official Register of Auditors. f) To organize the access examina-
tion to enter into the Official Register of Auditors. The Examination Board is
chaired by the ICAC who has the final decision on the admission of a candidate. g)
To maintain the professional training of its non-practising members. h) To regulate
the professional practice of its members, whether this be on an individual basis or
through some form of association with auditors or other professionals.

Tunisia: The Quality Control Committee is responsible for the Peer review of the
Tunisian auditors. But the financial auditor(s) also report to other public oversight
bodies: The "Banque Centrale de Tunisie" (The Central Bank) BCT : Are
forwarded to the BCT. The banks auditor(s) report(s) as well as the mid-term audit
report and monthly and quarterly statistic data. The listed entities and issuers’
audit report(s). The audit reports of entities with over 5 million Tunisian dinars
(about 3.5 Million USD) of financial debts. The audit report(s) of consolidated
financial statements of entities with over 10 million Tunisian dinars of assets. The
“Conseil du Marché Financier” (Listed Entities Oversight Board): It supervises the
listed entities and is entitled to control the auditors work. Are forwarded to the
CMEF. The listed entities and investment funds audit report(s) : Financial audit
reports and Internal Control reports. The mid-term financial reports of listed
entities. Any "warning report' at any time. The quarterly statistical data on the
activities of the listed entities. The "Comité Général des Assurances" (The super-




62 Bangladesh Journal of Political Economy Vol. 31, No.-3

vising body of Insurance Companies) CGA. Are forwarded the CGA. The audit
reports of insurance companies. A specific financial and statistics report prepared
by the auditors. Mid term audit reviews Started from 2005,"Loi sur la Sécurité
Financiére" (The financial Security Act) introduced. The joint audit for banks,
multi-branch insurances and consolidated financial statements for entities with
other 50 million Tunisian dinars of assets. The obligation for listed entities to have
an "Audit Committee". The requirement for auditors to give an opinion on the
Internal Control Procedures of listed entities. The State Owned Entities are
controlled by several public control structures (Cour des Comptes; CGF etc.) They
also have to be audited by a member of the OECT.

5.7 Funding of Accounting Oversight Board

France: The Haut Conseil du Commissariat aux Comptes is a public body. It is
funded by the Ministry of Justice, and the Minister in charge of the budget.

Greece: The public oversight system in Greece is entirely funded by contributions
by the audit firms. These are calculated as a percentage of audit fees.

Israel: The committee is funded by the audited firms. The rate is set according to
the number and the size of the public companies.

Italy: Both the public oversight bodies are public, and funded by public resources.
The statutory auditors enrolled in the register kept by the Commissione Centrale
per i Revisori Contabili have to pay a contribution for the keeping of the register.
Also the audit firms enrolled in the special register kept by Consob have to pay a
contribution proportional to their revenue.

Kosovo: The board shall have an annual appropriation from the Kosovo Consoli-
dated Budget that provides honoraria, reasonable expenses and adequate adminis-
trative and technical support that shall be no less than the amount appropriated
from the previous year's budget.

Malta: It is funded by the Ministry of Finance. It also levies fees on practitioners.

Spain: The ICAC is a department of a Ministry and therefore funds come from the
General Budget of the State. However, recently a special tax has been issued to
finance the quality control of audits.

Tunisia: The OECT has its own budget levied through membership fees. From
this budget, two sub-budgets are allocated to the “Discipline Committee” and the
“Quality Control Committee”. The other entities that have the possibility to control
and supervise the work of the auditors (Banque Centrale; CMF; CGA etc.) have
their own budgets.
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Section VI: Public Accounting Oversight in Asia

After global focus on the U.S. accounting scandals of the early 2000s, several
Asian economies adopted measures to enhance the integrity of their local account-
ing professions and to promote the transparency of financial statements issued by
local companies. As in the United States, these economies focused on two major
types of provisions: the creation of an accounting oversight organization and the
tightening of auditor rules. The roles of Asian accounting oversight bodies are
similar to those of the PCAOB in the United States. All oversee the registration of
public accounting firms and inspect the quality of audits performed by these firms.
The quality of an audit is determined by a number of factors, including an auditor’s
independence from the firm it reviews and it’s testing of internal controls. To
support audit quality, independence, and accurate financial statements, accounting
oversight bodies may mandate a number of requirements, including: (i) auditor
rotation, (ii) restrictions on non-audit services, and (iii) attestations by external
auditors on the quality of a firm’s internal controls over financial reporting.

The regulatory bodies of seven Asian economies—Japan, Malaysia, Singapore,
South Korea, Sri Lanka, Taiwan, and Thailand—have joined the International
Forum of Independent Audit Regulators (IFIAR), an organization of independent
audit regulators through which members share their experience and knowledge
about regulatory practices and activities. As of early 2012, IFIAR had 39 member
economies, including the United States. Although Hong Kong and China are not
IFIAR members, they do have regulatory organizations that perform the audit
oversight function of firms operating within their territories. Table 2 summarizes
the structure of accounting oversight bodies in selected Asian economies and the
United States.

Table 2: Accounting Oversight Bodies in Asia and the United States

Economy | Accounting Oversight Body | Description

IFIAR Member Economies
Japan Certified ~ Public  Accountants & | Under the Financial Services Agency (FSA).
Auditing Oversight
Board (CPAAOB)
Malaysia Audit Oversight Board (AOB) Under the Secutities Commission (SC).
Singapore Accounting and Corporate Regulatory | Statutory board under the Ministry of Finance
Authority (MOF).
(ACRA)
South Korea Financial Supervisory Service (FSS) Under the Financial Services Commission (FSC).
Sri Lanka Sri Lanka Accounting and Auditing | Currently funded by the Parliament. Its governing
Standards board is heavily comprised of government
Monitoting Board (SLAASMB) officials, including the Director General of the

Securities and Exchange Commission
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Taiwan Financial =~ Supervisory ~Commission | An independent authority under the Executive
(FSC) Yuan (the executive branch of the government).

The Accounting and Auditing Supervision

Division of the Securities and Futures Butreau

under the FSC implements audit regulatory

oversight.

Thailand Securities and Exchange Commission | An independent state agency whose board

(SEC) chairman is appointed by the Finance Minister
United Public Company Accounting Oversight | A private-sector, nonprofit corporation under the
States Board oversight of the Securities and Exchange

(PCAOB) Commission (SEC).

Non-IFIAR Economies

China Ministry of Finance (MOF) Acts as the primary audit oversight body, but the

Chinese Institute of Certified Public Accountants
conducts quality reviews of public accounting

firms.s
Hong Kong Hong Kong Institute of Certified A professional accounting association responsible
Public Accountants for both overseeing auditor registrations and audit
(HKICPA) quality.s The Chief Executive of the Hong Kong

Special Administrative Region
may appoint four lay persons to its Council.

Source: “‘Accounting Regulatory Architecture in Asia”, COUNTRY ANALYSIS UNIT FEDERAL
RESERVE BANK OF SAN FRANCISCO APRIL 2012, Asia Focus-

6.1 Key Audit Roles and Requirements in Four IFIAR Member Economies

A detailed comparison of the key roles of accounting oversight bodies and related
audit requirements is possible based on available information covering four IFIAR
economies: Japan, Malaysia, Singapore, and Thailand. These roles and require-
ments are summarized below.

Registration of Auditors and Audit Firms: In audit oversight practices, a desig-
nated authority is responsible for registering the auditors and audit firms of
relevant companies under their jurisdiction. Typically, this responsibility lies with
the appropriate national accounting association or oversight body. The audit regis-
tration requirement implies that the designated authority has reviewed and played
a role in vetting the quality of the auditor or audit firm in order to approve the
registration. The requirement also ensures that auditors and audit firms fall under
the oversight of the designated authority. All four Asian economies require all
audit firms to register with their respective audit oversight body or national profes-
sional organization. In addition, some Asian economies require firms that audit
financial institutions to register separately with the local bank regulator. For exam-
ple, bank audit firms in Malaysia, Singapore and Thailand must receive approval
from their regulatory agency, which is the central bank in these economies. This
additional requirement ensures an adequate level of oversight for bank because of
their economic importance.

Inspections of Audit Quality and Audit Firms: Audit inspections play a critical
oversight role in ensuring audit quality. In audit inspections, the designated author-
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ity reviews the quality of audit firms’ work and their internal controls and prac-
tices. Depending on the designated authority’s scope, the inspection may review
compliance with auditing and ethical standards, the quality of individual audit
reports, and the potential impact of corporate culture on audit quality. Audit
inspections are typically more rigorous for the Big Four and other major audit
firms that employ a large number of auditors or audit a large number of listed
clients. Both the United States and the four Asian economies subject these firms to
a more frequent inspection cycle ranging from one to four years, as opposed to
three to five years for smaller audit firms. Audit inspections target the Big Four
because they tend to audit the majority of listed companies in a given economy,
ranging from 61 to 88 percent in the selected Asian economies and 98 percent in
the United States. As such, the quality of the Big Four’s audit performance has a
greater potential impact on the integrity and reliability of financial reporting in the
market. Indeed, Japan’s audit oversight agency (CPAAOB: the Certified Public
Accountants & Auditing Oversight Board) subjected these firms to a series of
special investigations following a spate of accounting scandals in 2005. The inves-
tigations resulted in the agency’s issuance of a number of recommendations to
improve audit quality control at the four accounting firms (CPAAOB, 2005),

Requirements on Auditor Rotation: Audit rotation requirements mandate that com-
panies periodically change auditors or audit firms to ensure auditor independence.
The concern is that if an auditor works with the same client for an indefinite period
of time, the auditor may develop too close a relationship with the client that might
impair his/her objectivity and professional skepticism. The Enron scandal high-
lighted the importance of auditor independence, particularly given Arthur
Anderson’s questionable role in shredding key documents. Audit rotation require-
ments may apply to auditors, audit firms, or both. They typically specify the length
of the mandatory rotation period and the length of the subsequent “time-out
period,” during which the auditor or audit firm may not engage in an audit for a
particular client. The strictness of requirements strictness varies across Asian
economies, with the audit rotation period for key auditors ranging from five to
seven years, and the time-out period for key auditors ranging from two to five
years, if any. Singapore is the only selected Asian economy that requires manda-
tory rotation of audit firms; however, this requirement applies only to firms that
audit banks. These firms face a five-year rotation period and five-year time-out
period.

The United States also does not require the mandatory rotation of audit firms,
although PCAOB is seeking public comments on a proposal to do so (Public Com-
pany Accounting Oversight Board, 2011). During a public hearing in March 2012,
the Big Four and many large U.S. corporations expressed opposition to the
proposal (Reuters, March 22, 2012).They argued that new auditors would not have
the institutional knowledge required for an in-depth audit, particularly for complex
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multinational corporations. They alleged that this lack of familiarity with the client
operations would lead to more costly audits because of the time required to fully
understand the company’s business and accounting system. Opponents also opined
that there could be a higher risk of missing potential problematic areas resulting in
poor audit quality, and that the mandatory audit partner rotation is sufficient for a
“fresh look™ at the audit. The PCAOB reportedly expects the debate over manda-
tory audit firm rotation to extend into 2013.

Restrictions on Providing Non-Audit Services: Audit oversight agencies in both
the United States and Asia restrict audit firms from providing non-audit services to
promote independence. The importance of non-audit service restrictions is high-
lighted by Arthur Anderson’s non-audit services to Enron in both the nature of the
service provided and the magnitude of the fees. Arthur Anderson had provided
extensive tax advisory services in structuring many of Enron’s special purpose
vehicles, which hid the company’s off-balance sheet losses. In addition to services
that directly affected Enron’s financial statements, Arthur Anderson’s non-audit
fees exceeded its audit fees from Enron and generated a significant conflict of
interest in providing an objective audit opinion. Restrictions on non-audit services
vary based on how the audit regulatory body anticipates which activities will
impair the auditor’s independence. The restrictions may range from a prescriptive
list of prohibited services to broad guidance. For example, similar to the United
States, Japan explicitly prohibits the same audit firm from providing non-audit
services related to the client’s financial statements and investment advisory
services. However, Singapore allows the same audit firm to provide non-audit
services if the resulting threat to auditor independence is at an “acceptable” level.
Malaysia is unique in that it provides a quantitative criterion based on audit fees.
Specifically, the non-audit fees may not be more than 20 percent of audit fees.

Attestation of Internal Controls: Auditor attestation of internal controls over finan-
cial reporting is a relatively new development in Asia. Under this requirement, the
external auditor must issue a statement that opines on the effectiveness of the inter-
nal controls over financial reporting. This statement effectively ensures that the
auditor thoroughly assess internal controls as part of the external audit. Auditor
attestation requirements have been partially driven by accounting scandals, which
by nature imply a breakdown of internal control. This breakdown of internal
control at management levels was exemplified in the Enron scandal in the United
States and in Japan by the Livedoor and Nikko Cordial scandals in 2006 and 2007,
respectively. In 2011 and 2012, Japan and China implemented auditor attestation
requirements similar to those of the United States (Standard for Enterprise Internal
Control, dated May 22, 2008). These are the only two economies to have issued
such requirements. Notably, both economies have experienced a number of
accounting scandals in recent years. Indeed, the high-profile Kanebo scandal in
2005 was one of the catalysts that prompted audit oversight reforms in Japan.
China goes beyond requiring the review of internal controls over financial report-
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ing by including non-financial reporting objectives.

Over the last decade, regulators in Asia have acknowledged the need for continual
improvement in audit regulatory oversight. High-quality external audits are crucial
to ensuring the integrity of financial statements and bolstering market confidence.
During critical times, market stress may add pressure on corporate management to
meet performance targets and expectations, and manage cash flow and ongoing
operations. Indeed, recent accounting scandals in some Asian economies reinforce
the importance of audit oversight. Given the increasing complexity of business
transactions and the opportunity for “creative” accounting practices, the continual
development of audit oversight by Asian economies is highly encouraging and
should contribute to supporting market confidence and stability.

6.2 Oversight of Accountancy Profession in Bangladesh

Soon after the independence of the country in 1971 from the Pakistani rulers,
accountancy profession started its journey with the former 77 members of Pakistan
Institute of Chartered Accountants located in the newly created Bangladesh
through passing an ordinance. Accountancy profession worked under an environ-
ment where 92% of industrial assets were nationalized. The professional account-
ants took lead in taking over industrial and financial service conglomerates aban-
doned by the Pakistani owners. The Government of Bangladesh was the main
service receiver from the professional accountants when the country was running
to implement the socialist economic agenda. The Stock Exchange located in
Dhaka was not in operation up to 1976 until starting of financial deregulation and
denationalization. The changing economic philosophy from command to market
started grounding in Bangladesh. Liberalization of import and export, foreign
exchange, and the right of ownership took place and the country was exposed to
international market when Dhaka Stock Exchange started operation, restriction on
foreign investment in stock market was withdrawn, and the accountancy profes-
sion was exposed to international and national investors, including the govern-
ment. As a critical component of market economy, accountancy profession started
playing its role. Professional Accounting bodies became member of IFAC, IASB
and Regional bodies and adopted International Accounting Standards (IAS/IFRS)
and International Standards on Auditing (ISA).

Soon after the independence, Bangladesh became a hot destination for the interna-
tional donors and funding agencies and subsequently the UNDP, World Bank,
Asian Development Bank and International Monetary Fund took interest in the
accountancy profession. Several studies were done on the structure and function-
ing and development of the profession by development partners. Bangladeshi
researchers undertook PhD research on the Accounting and Financial Reporting in
universities of UK, USA, Australia, Canada, New Zealand, India and in many
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other countries. All these research studies and reports identified problems of
accountancy profession. In particular, structural problems relating to the Institute
of Chartered Accountants of Bangladesh (ICAB), practicing CA firms with regard
to corporate governance, code of ethics, independence, disciplinary process and
the quality of financial reporting, including corporate financial disclosures, are
widely criticized by the stakeholders and regulators. All these reports suggested
for oversight on the accountancy profession since the country was fast moving
towards marker economy considering private sector as the engine for growth. The
latest one was produced by the World Bank. This report came with specific
suggestion to reach an oversight Board in the post Enron Era similar to the creation
of Public Company Accounting Oversight Board of USA under the Sarbese-Ouxly
Act. In Bangladesh, the name of the Act is proposed as Financial Reporting Act
(FRA) under which Financial Reporting Council (FRC) would be enacted and
established to oversight the Accountancy Profession of Bangladesh. Regulators
like central bank, Securities and Exchange Commission, stock exchanges, bankers
association, FBCCI, MCCI, DCCI and other trade bodies like Association of
Listed Companies are supporting the oversight of accountancy profession in line
with the developments taken place internationally.

Arguments put forward in favor of Financial Reporting Act and the proposed
Financial Reporting Council under the proposed act is that the ICAB and ICMAB
are operated through elected body voted by the members. This is a conflicting
situation as compared to the separation of management from the owners in public
companies. In the corporate world there is a line of separation from management
and the Board. However, the accountancy profession of Bangladesh is operated by
the elected body and management is not separated. The council members seek
votes from the members and after election they rule them. Those who voted
against the elected members suffer in the hands of the winning council members,
like the members of stock exchange in pre-demutualization era. In the Stock
Exchanges, elected members used to sit at committees like, listing, surveillance,
Board, and doing brokerage and working as [IPO managers, including consulting
on valuation of IPO of listed companies. The ICAB council members sit at com-
mittees like Executive Committee, Examination Committee, disciplinary, ethics
and independence, and award committee on evaluation of financial reports. There
is widespread criticism on the state of transparency, governance, and accountabil-
ity of the Institute of Chartered Accountants of Bangladesh and practicing
accounting firms. History provides ample evidence that when regulatory institu-
tions run by elected body cannot perform efficiently and miserably fail in dealing
with conflicting situation and right handling with the independence and maintain
professional ethics, it ultimately leads to moral hazards. At the end of the day those
who are engaged in such profession become greedy and do anything they wish to
do.
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There exists evidence that large number of partners of public accounting firms is
engaged actively in the ownership of Brokerage Companies in the Stock
Exchanges, conduct tax practice in the prevailing corrupt environment of revenue
department of Bangladesh. Many practicing partners in public accounting served
as Board members of the clients and used their transport logistics. In case of
foreign clients they use international travel facilities and other logistics, including
the local clients.

Taking disciplinary action against those who are involved in violation of code of
ethics, principles of independence, certification of false financials (one for bank,
one for tax and regulators and other unprofessional actions) is not politically feasi-
ble by the elected council (vote seekers). Consequently, like other institutions,
ICAB as a professional body has failed to establish regulatory norms within its
members. Most of the practicing members are involved in share business which is
restricted in other market economy countries as they are treated as insider having
access to confidential and price sensitive information. In the recent time many
CA firms as auditors have merchant bank and member of brokerage firm which is
their important window of revenue. These are few of the justifications for estab-
lishing an oversight institution over the public accounting profession.

There is a competitive bidding who becomes the Chairman of Award for Best
Financial Reporting Evaluation Committee on annual basis. There is a rumor that
in the market listed companies remain busy to appease the Chairman and Commit-
tee members of ICAB and ICMAB. Listed companies perceive that with high
marking market value of their share will increase. Critics argue that this is unethi-
cal and market sensitive. Partners of public accounting firms lobby to enter in this
committee to help their audit client getting higher score. In the context of price
sensitive information the BSEC need to interfere against all these unethical activi-
ties that can adversely affect the general investors of Bangladesh.

Big international public accounting firms Deloitte, Ernst & Young, KPMG, PWC
and Stephen Moore started creating liaison with Bangladeshi public accounting
firms in different nomenclature followed in line with their own culture. However,
out of the current big four, only KPMG has their member firm in Bangladesh with
3 partners and other 3 do not have their relationship with Bangladesh local firms.
In the recent time Grant Thronton and BDO is known to establish their practice
with the Bangladeshi local firms.

All these informations on the current state of public accounting profession justify
the creation of an independent authority to have oversight for establishing trans-
parency to promote generation of reliable financial report.
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Section VII: Summary and Recommendations

This paper deals with public accountancy (audit) profession. It has reviewed the
literature on how public accountancy has emerged as a highly prestigious profes-
sion and positioned itself as one of the critical components of market economy. As
a self regulatory body of public accountancy profession it has gained social respect
being respectful and compliant to their own prescribed code of ethics, independ-
ence and by gaining professional skill and competence. Public accountancy has
played its role differently compared to Government Accounting, education
accountancy, and non-Government accountancy. Governments provided legal and
institutional support for creation of professional accountancy bodies through rules
and acts with economic growth under different development models. Public
accountancy profession has played a crucial role in establishing oversight by
reporting to stakeholders, which is very significant for the investors.

The paper has presented a chronology on the state of oversight on the public
accounting profession. Initially, the oversight of audit firms was self regulatory
meaning that the institutes used to regulate their Public Accounting Practicing
firms based on certain principles like Stock Exchanges in pre-demutualization
period. In the post II world war period USA became the engine of capitalist devel-
opment and Public Accounting profession positioned as the critical component of
market economy. Listed companies, public entities, banks and financial institu-
tions and other components of financial, capital and bond markets are certified by
the public accountants. Literature review reveals how public accountancy emerged
as a highly prestigious profession and played a crucial role in establishing over-
sight by reporting to stakeholders, which is very significant for the investors. Sum-
mary of this paper is documented in the following.

1.  Failure of Public Accounting Profession: Public accounting profession
requires due diligence with regards to ethics, independence, and dealing with
conflicts of interest, but due to personal greed and lack of core professional
competence it has failed to protect public interest. Consequently, social
confidence and public perception regarding their integrity decreased. After
every incidence of share market crash, economic recession, financial scan-
dals, the public accountancy came under scrutiny. These events put a black
mark on the self regulatory right of the profession. The era of self regulation
started getting reduced and oversight on the public accounting profession got
upper hand.

2. Whistle blow from the USA: The USA being the engine of capitalist devel-
opment after World War 11, took the lead on the oversight of public account-
ancy profession compared to their English counterpart, which once was
considered as the nucleus of public accounting profession. The Securities and
Exchange Commission (SEC), Senate Committee, Politicians & Policy
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makers, Public interest groups raised their concern and started chalking out
regulation for oversight of public accountancy profession. Rules and proce-
dures were developed for compliance to deal with the accounting and audit-
ing standard setting, principles of corporate governance, ethics and inde-
pendence, conflict of interest, separation of statutory audit service from con-
sulting services on tax, human resources, ICT and other areas. The public
accounting profession gradually lost its image and prestige.

3. Role of Big Accounting Firms: The big public accounting firms started influ-
encing major government policy decision, including framing laws to serve
their interest just like syndicate in capturing business. They exert influence in
Accounting and Auditing Standards, fiscal and commercial codes in favor of
their clients jeopardizing public interest. Perception is that public profession
as institutional body and firm negotiate with government and policy makers
in favor of their clients but not in the public interest. Evidence from Bangla-
desh company law 1994 can be seen that the big public accounting firms (in
disguise) influenced government to keep a provision putting a restriction on
change of auditors which protected big accounting firms from losing their big
multi-national private companies. This is a violation of constitutional rights
of citizens. For example since the creation of KFCO in 1982 the audit firm
was not changed as of today. The same also applies to Lever Brothers of
Bangladesh. Foreign banks also fall in such category. Still the foreign banks
and MNCs use the same technique in a different way. By appointing a
dummy auditor they keep their old ally audit firms in different capacity.
Critics claim that public accounting firms in Bangladesh could not attract the
international firms’ affiliation. For experimental basis, few have been associ-
ated, but they (PWC, Ernest &Young and Deloitte) left witnessing bitter
experience of bad corporate governance within their associate firms regard-
ing disputes on fake partnership deed, partners’ involvement in share broker-
age business, certification of false financials, keeping the firm within family
limit to keep fake financials of the firm etc.

4.  Accounting Scandals: Series of accounting scandals took place in different
parts of the world, including Bangladesh. These scandals resulted in huge
loss to the economy and led to the recession. Issuing of false financials with
underground support of public accounting firms, the record of Bangladesh is
proven more black after the share market crash (2010), and Banking Scams.
Politicians and other policy makers became alert after each scandal and
shocks routed from excessive greed and growth at any cost syndrome,
increasing trend in violation of self regulatory code of conduct spread among
public accounting firms. Allegation began to surface that fierce competition
among firms for clients became more intense and vicious. For winning client,
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Bangladeshi firms started paying bribe to the clients to win audit assignments
at higher figure than professional service fees.

Taking over of standard setting to independent body: In the public inter-
est, the policy makers took initiative for oversight of public accounting
profession from principle based to rule based by creating independent regula-
tor like public oversight Board in USA. The standard setting process was
taken over by separate independent body to monitor the public accounting
practitioner.

Professional accounting bodies under Gun: Reform of the professional
accounting bodies took place under gun from the regulators of market and the
USA took the lead. Attack on Congress and public representative became
more and more fierce in case of more accounting scandals and audit failures.

Conflict of interest and separation of statutory audit and other profes-
sional services : Restrictions are imposed on the public accounting firms
with regard to statutory audit tax, consulting, system design, ICT, Human
Resources and any other consulting services, employment of relatives and
former employees of the auditor firm in the client companies. The SOX has
sharpened this separation to get rid of the conflicting situation. The SOX
requires the auditor of subsidiary companies outside USA to enlist in the
Stock exchange in the jurisdiction where the parent company is located. For
example, auditor of Bangladesh subsidiary of a foreign parent company
listed in the US stock exchange needs to meet the eligibility criterion of
PCAOB prescribed rules of that stock exchange.

Impact of SOX on the public accounting profession:. SOX and PCAOB
have changed the land scape of public account profession. Conflicts of inter-
est, partner rotation, employment of relatives, separation of audit consulting
and taxation services including any other consulting services have been
prohibited starting from USA. All other market economy countries have
followed and others are set to follow the process of creation of oversight
bodies to oversee and control professional accounting bodies solely run by
the elected council members. The public accounting firms earlier considered
the watch dog on management of publicly listed and public interest entities
from the stakeholder side and the Government are now surveillance by
another watch dog in different name in different countries. The self regula-
tory regime of public accounting profession is shifted to oversight bodies
under the defined professional code of conduct, conflict of interest regula-
tion, firewall between audit and non-audit services. In accepting audit assign-
ments the audit firm partners are to be careful whether they have any share
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holding in such client. In case of bank audit the auditor cannot be a borrower
of that bank, auditor cannot be a director of stock brokerage firm, merchant
bank including his family members and partners. Like the BSEC, central
bank, insurance regulator, BTRC and other regulator including Proposed
Financial Reporting Council in Bangladesh shall do surveillance on the
ICAB and ICMAB like other country practice.

Legal challenge of creating oversight body: In many countries creation of
watch dog for the watch dogs was challenged in the court by the public
accounting firms which was denied by the highest court of the country. For
example, Free Enterprise Foundation challenged the formation of Public
Accounting Oversight Board in the USA but the Supreme Court awarded
verdict against this challenge. This rejection by the Supreme Court has
become a demoralizing case reference to countries where public accounting
firms were preparing for legal action against the proposed oversight bodies to
oversight public accounting profession.

Updates on institutionalization of oversight bodies: Obviously, USA took
the lead in post Enron collapse and demise of Arthur Anderson, one of the
mighty big five. After enactment of SOX and establishment of PCAOB
which is now doing surveillance on the public accounting firms and profes-
sion in parallel to Securities and Exchange Commission, most of the West
European Countries including Scandinavian countries made quick response
to such change. The Mediterranean and European countries also responded to
the establishment of oversight body for watching watch dogs of public
accounting profession. In South Asian region, Bangladesh is going to be the
first country to respond to the call for watching the watch dogs of public
accounting profession. This is going to happen (although late) by accepting
the draft bill on Financial Reporting Act and establishing the Financial
Reporting Council.

Recommendations:

Implementation of Financial Reporting Act and Financial Reporting
Council: Government of Bangladesh should form a task force stipulating
time limit to make rules and regulation i.e. Standard Operating Procedure and
rules of business to function and activate Financial Reporting Act and Finan-
cial Reporting Council without any further delay to stop harmful routes dam-
aging for operation of efficient financial and capital market.

No objection on auditor appointment: BSEC, Central Bank and relevant
regulators before issuing no objection certificates to the appointment of
public accounting firms as auditors mandatorily take a declaration in appro-




4

Bangladesh Journal of Political Economy Vol. 31, No.-3

priate form that partner of audit firm (or his close relative as defined by
central bank in case of bank director) his shareholding in the listed entities,
borrowings, directorship (sponsor or nominated). Original copy of the
partnership deed of the firm certified by the ICAB needs to be submitted.

Separate auditor for Statutory, Branch and Incentive Audit: In case of
Bank audit, statutory auditors should not be allowed to audit the Export
Incentives Audit. Appoint separate auditor to audit bank branches. Specific
Terms of Reference for Statutory Audit and Export Incentive Audit need to
be drawn recommended by the audit committee, approved by the Board and
then forwarded to the central bank for information.

Standard Methodology for Evaluation of Public Accounting Firms: Cen-
tral Bank, BSEC and other regulators must work out methodology for evalu-
ating the institutional, intellectual, ICT and logistical capacity of public
accounting firms counting also audit failures on yearly basis to determine
who can handle what volume of clients. Currently central bank has a three
year term while SEC and other regulators do not have such practice. The
partnership deed (registered with RJSC) of public accounting firms is like
that of memorandum and articles of association of public and private limited
companies should be submitted to the Bangladesh Bank for scrutiny by the
bank for transparency. This would give indication as to who can do what.

Signing the Audit Report: Critics argue that currently audit report is signed
in the name of firms which is ridiculous and not acceptable and creates
confusion in terms of legality. There is ample scope for forgery of signature.
There is a requirement that the signing partner must put his name below
which is not followed in most reports. To have a check on this kind of forgery
the ICAB on issuing of practicing license to a public accountant should
preserve specimen signature card mandatorily like banks keeping their
customers specimen signature. The regulators should also maintain specimen
signature of public accounting firms’ specimen signature to stop forgery in
audit report signing. There are many instances that audit reports are signed by
the manager, articled students which clients can not detect. However, as per
mandate, the audit report can only be signed by a partner.

Limit on Bank audit and listed entity: Critics argue that there should be
maximum limit for audit of complex and economically sensitive clients like
Banks, FIs, and listed companies in a particular year. There is, say, a public
accounting firm that accepts assignment beyond its capacity and at end it
cannot deliver the reliable and quality service because less/inexperienced
staff. The central bank, BSEC and other regulators can establish monitoring
process over the issue to reduce the possible scam. Critics also argue that
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currently more than 90% of the listed companies are audited by those public
accounting firms who do not possess the institutional capacity.
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