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recommends the following two-step
mechanism described below.

First Step—Internal Governance
Mechanism

The Committee notes that auditing
firms operate as partnerships, generally
led by a centralized management team,
with a supervisory board of partners
overseeing management’s strategy and
performance.259 In the event of
threatening circumstances at a larger
auditing firm, the Committee believes
that a lack of effective centralized
governance mechanisms may delay
crucial decision making, impede
difficult decisions that could sustain the
firm and its human assets, and lessen
the firm’s ability to communicate with
maximum responsiveness and
effectiveness with private, regulatory
and judicial bodies.

The Committee therefore recommends
that larger auditing firms (those with
100 or more public company audit
clients that the PCAOB inspects
annually) establish in their partnership
agreements a contingent internal
governance mechanism, involving the
creation of an Executive Committee
(made up of partners or outsiders) with
centralized firm management powers to
address threatening circumstances. The
centralized governance mechanism
would have full authority to negotiate
with regulators, creditors, and others,
and it would seek to hold the firm’s
organization intact, including
preserving the firm’s reputation, until
the mitigation of the threat, or, failing
that, the implementation of the second
step outlined below. The auditing firm
voluntarily would trigger the operation
of this mechanism upon the occurrence
of potentially catastrophic events
specified in the partnership agreement,
such as civil litigation or actual or
significantly threatened government or
regulatory action. If necessary, the SEC
and the PCAOB could encourage the
firm to trigger the mechanism through
private communications, public
statements, or other means. Regulators
could also assist in maintaining the
firm’s organization intact by, for
example, increasing the time period for
registrants that are audit clients to have
audits or reviews completed and
providing accelerated consultative
guidance to registrants that are audit
clients.251 The Committee recognizes

250 Center for Audit Quality, Report of the Major
Public Company Audit Firms to the Department of
the Treasury Advisory Committee on the Auditing
Profession 13 (Jan. 23, 2008).

251 See, e.g., Securities and Exchange
Commission, Temporary Final Rule and Final Rule:
Requirements for Arthur Andersen LLP Auditing
Clients, SEC Release No. 33—8070 (Mar. 18, 2002);

the precise details of such a mechanism
would vary from auditing firm to
auditing firm, depending on firm
structures, history, and culture.252

Second Step—External Preservation
Mechanism

The Committee also recommends that
the larger auditing firms establish in
their partnership agreements a
rehabilitation mechanism under SEC
oversight. The failure of the internal
governance mechanism to preserve the
auditing firm outlined in the first step
above would trigger this second step,
which would require legislation. Upon
triggering of the second step, either
voluntarily by the firm or by the SEC,
the SEC would appoint a trustee, subject
to court approval, whose mandate
would be to seek to address the
circumstances that threaten survival,
and failing that, to pursue a
reorganization that preserves and
rehabilitates the firm to the extent
practicable, and finally, if
reorganization fails, to pursue an
orderly transition.253 If this second
mechanism is to include an element that
addresses claims of creditors (which
could include investors with claims,

Securities and Exchange Commission, Press Rel.
No. 2002—39 and Order Rel. No. 33-8070 (Mar. 18,
2002) (indictment of Arthur Andersen); SEC Staff
Accounting Bulletin No. 90 (Feb. 7, 1991)
(bankruptcy of Laventhol & Horwath).

252 Note that some commenters sought more
prescription surrounding the implementation of
this mechanism. See, e.g., Record of Proceedings
(June 3, 2008) (Written Submission of Jean C.
Bedard, Timothy B. Harbert Professor of
Accounting, Department of Accountancy, Bentley
College, 9), available at http://www.treas.gov/
offices/domestic-finance/acap/submissions/
06032008/Bedard060308.pdf (recommending that
the SEC and/or the PCAOB be granted the power
to “require a firm to invoke its internal governance
mechanism or to directly invoke the external
preservation mechanism when particularly severe
threats arise’’); Deloitte LLP, Comment Letter
Regarding Draft Report and Draft Report Addendum
27-29 (June 27, 2008), available at http://
comments.treas.gov/_files/
DeloitteLLPCommentLetter.pdf (stating that “‘the
only effective way to stave off disaster is to ensure
that the threat itself is mitigated at its source”);
Cynthia Fornelli, Executive Director, Center for
Audit Quality, Comment Letter Regarding Draft
Report and Draft Report Addendum 34-35 (June 27,
2008), available at http://comments.treas.gov/_files/
CAQCommentletter62708FINAL.pdf; Record of
Proceedings (June 3, 2008) (Written Submission of
Barry Mathews, Deputy Chairman, Aon
Corporation, 1), available at http://www.treas.gov/
offices/domestic-finance/acap/submissions/
06032008/Mathews060308.pdf.

253 Some witnesses questioned whether the SEC
would be willing to assume such a role. See, e.g.,
Record of Proceedings (June 3, 2008) (Written
Submission of Charles W. Gerdts, III, General
Counsel, PricewaterhouseGoopers, LLP, 9),
available at http://www.treas.gov/offices/domestic-
finance/acap/submissions/06032008/
Gerdts060308.pdf (noting that the SEC may not
have the resources, expertise, or will to assume
such a role).

audit and other clients, partners, other
employees, and others), legislation to
integrate this mechanism with the
judicial bankruptcy process may be
necessary.

It is important that this mechanism
not be used as insurance for partner
capital; that is, this mechanism should
not be developed to “bail out” a larger
auditing firm, but rather to preserve and
rehabilitate the firm in order to ensure
the stable functioning of the capital
markets and the timely delivery of
audited financial statements to investors
and other financial statement users.
Accordingly, there must be powers that
can be exercised in furtherance of the
objective of holding the firm together.254

In addition, the Committee
recommends that, in order for the SEC
to make effective and timely use of its
powers under this Recommendation and
for the DOJ to have the opportunity to
be informed as to the consequences that
would result from a potential charging
decision against a public auditing firm
(as distinct from individuals within a
firm), the DOJ should inform the SEC
prior to bringing criminal charges
against such a firm.

The Committee also notes that the
larger auditing firms are members or
affiliates of global networks of firms and
rely on these networks to serve their
global clients. Since the networks are
maintained through voluntary
contractual agreements, the fact that a
U.S.-based firm may be facing
threatening circumstances could lead to
the disintegration of the network. In this
regard, in developing this mechanism,
auditing firms, regulators, policy
makers, and other market participants
must consider the practical implications
resulting from the relationship between
the U.S.-based firms and the global
networks.

Recommendation 3. Recommend the
PCAOB, in consultation with auditors,
investors, public companies, audit
committees, boards of directors,
academics, and others, determine the
feasibility of developing key indicators
of audit quality and effectiveness and
requiring auditing firms to publicly
disclose these indicators. Assuming
development and disclosure of
indicators of audit quality are feasible,

254 Record of Proceedings (Dec. 3, 2007) (Written
Submission of James R. Doty, Partner, Baker Botts
L.L.P., 11), available at http://www.treas.gov/
offices/domestic-finance/acap/submissions/
12032007/Doty120307.pdf (Dec. 3, 2007) (“It is an
anecdotal but firmly held perception of the
profession that no accounting firm has entered
bankruptcy and emerged to continue its practice.
The hard assets of the firm are not significant: the
professionals and the clients are the lifeblood of the
registered firm. With any anticipation of
bankruptcy, these mobile assets are gone.”).
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require the PCAOB to monitor these
indicators.

A key issue in the public company
audit market is what drives competition
for audit clients and whether audit
quality is the most significant driver.
Currently, there is minimal publicly
available information regarding
indicators of audit quality at individual
auditing firms. Consequently, it is
difficult to determine whether audit
committees, who ultimately select the
auditor, and management are focused
and have the tools that are useful in
assessing audit quality that would
contribute to making the initial auditor
selection and subsequent auditor
retention evaluation processes more
informed and meaningful.255 In
addition, with the majority of public
companies currently putting
shareholder ratification of auditor
selection to an annual vote,
shareholders may also lack audit quality
information important in making such a
ratification decision.256

The Committee believes that requiring
firms to disclose indicators of audit
quality may enhance not only the
quality of audits provided by such
firms, but also the ability of smaller
auditing firms to compete with larger
auditing firms, auditor choice,
shareholder decision-making related to
ratification of auditor selection, and
PCAOB oversight of registered auditing
firms.

The Committee recognizes the
challenges of developing and
monitoring indicators of audit quality,
especially in light of the complex factors
driving the potential impact on the
incentives of market actors, and the
resulting effect on competitive
dynamics among auditors.257

The Committee has considered
testimony and comment letters as well
as other studies and reports in
developing this recommendation. A
possible framework for PCAOB
consideration is reviewing annual

255 See, e.g., New York Stock Exchange, Listed
Company Manual § 303A, which the SEC approved
on November 4, 2003, for the responsibilities of
exchange-listed companies’ audit committees.

256 Institutional Shareholder Services, U.S.
Corporate Governance Policy—2007 Updates 3
(2006).

257If the idea proves to be workable,
implementation could be a major undertaking for
the PCAOB. Developing meaningful quality
indicators, defining how they should be measured,
and rolling out the measurement process could take
significant PCAOB time and effort. Auditing firms,
public companies, investors, and academics would
all likely have valuable ideas as to approaches the
PCAOB could take. However the indicators were
devised, firms would have to build their internal
processes for measuring the audit quality indicators
and the PCAOB would have to develop procedures
and training to monitor those processes.

auditing firm reports in other
jurisdictions. For example, one auditing
firm’s United Kingdom affiliate lists in
its annual report nine “key performance
indicators, including average
headcount, staff turnover, diversity,
client satisfaction, audit and non-audit
work, proposal win rate, revenue, profit,
and profit per partner.” 258 The
Financial Reporting Council recently
published a paper setting out drivers of
audit quality.259 In addition, the PCAOB
also could consider some of the factors
that auditing firms present to audit
committees, such as engagement team
composition, the nature and extent of
firm training programs, and the nature
and reason for client restatements.260

The Committee therefore recommends
that the PCAOB, in consultation with
auditors, investors, public companies,
audit committees, boards of directors,
academics, and others, determine the
feasibility of developing key indicators
of audit quality and requiring auditing
firms to publicly disclose these
indicators.261 Testimonies and comment
letters have suggested specific output-
based audit quality indicators—
indicators determined by what the
auditing firm has produced in terms of
its audit work, such as number of frauds
discovered and nature and reason for
financial restatements related to time
periods when the underlying reason for
restatement occurred during the
auditing firm’s tenure as auditor for the
client- and input-based audit quality
indicators—indicators of what the
auditing firm puts into its audit work to
achieve a certain result, such as the
auditing firm’s processes and

258 See KPMG LLP, UK Annual Report 2007 46.

259 FRC Update 4.

260 Record of Proceedings (Dec. 3, 2007) (Written
Submission of Wayne Kolins, National Director of
Assurance and Chairman, BDO Seidman LLP, 4),
available at http://www.treas.gov/offices/domestic-
finance/acap/submissions/12032007/
Kolins120307.pdf.

261 See, e.g., Deloitte LLP, Comment Letter
Regarding Draft Report and Draft Report Addendum
29, (June 27, 2008), available at http://
comments.treas.gov/_files/DeloitteLLP
CommentLetter.pdf; Ernst & Young LLP, Comment
Letter Regarding Draft Report and Draft Report
Addendum 33-34, (June 27, 2008), available at
http://comments.treas.gov/_files/EYACAP
CommentLetterFINAL.pdf; Cynthia Fornelli,
Executive Director, Center for Audit Quality,
Comment Letter Regarding Draft Report and Draft
Report Addendum 36-38, (June 27, 2008), available
at http://comments.treas.gov/_files/CAQComment
letter62708FINAL.pdf (noting that the feasibility
study should state the overarching objectives of
quality indicators, consider the differences in firm
size, partnership model, audit practice scope and
audit specialty, and recognize the costs, difficulty
and complexity involved); Record of Proceedings
(June 3, 2008) (Written Submission of Kenneth
Nielsen Goldmann, Capital Markets and SEC
Practice Director, J.H. Cohn LLP, 4), available at
http://www.treas.gov/offices/domestic-finance/
acap/submissions/06032008/Goldmann060308.pdf.

procedures used for detecting fraud, the
average experience level of auditing
firm staff on individual engagements,
the average ratio of auditing firm
professional staff to auditing firm
partners on individual engagements,
and annual staff retention.262 The
Committee believes that the PCAOB
should consider both output-based and
input-based indicators.263 The

262 See, e.g., Anonymous Retired Big 4 partner,
Comment Letter Regarding Discussion Outline
(Nov. 2007) (recommending public disclosure of the
following audit quality drivers: (1) Average years of
experience of audit professionals, (2) ratio of
professional staff to audit partners, (3) chargeable
hours per audit professional, (4) professional
chargeable hours managed per audit partner, (5)
annual professional staff retention, and (6) average
annual training hours per audit professional);
Matthew J. Barrett, Professor of Law, Notre Dame
Law School, Comment Letter Regarding Draft
Report and Draft Report Addendum (June 13, 2008),
available at http://comments.treas.gov/
index.cfm?FuseAction=Home.View&Topic&_id=9&
FellowType&_id=1&CurrentPage=1; Dennis
Johnson, CFA, Senior Portfolio Manager, CalPERS,
Comment Letter Regarding Draft Report and Draft
Report Addendum 3, (June 13, 2008), available at
http://comments.treas.gov/_files/200806_
13ACAP_addendum_commentltr.pdf (suggesting to
include, among other things, “‘average headcount,
staff turnover, diversity, client satisfaction, audit
and non-audit work, proposal win rate, revenue,
profit, profit per partner, engagement team
composition, the nature and extent of training
programs and the nature and reason for client
restatements”); Record of Proceedings (Dec. 3, 2007)
(Written Submission of Wayne Kolins, National
Director of Assurance and Chairman, BDO Seidman
LLP, 4), available at http://www.treas.gov/offices/
domestic-finance/acap/submissions/12032007/
Kolins120307.pdf (recommending the issuance of
regulatory guidance on qualitative factors to be used
by audit committees and other market participants
to evaluate auditing firms); Record of Proceedings
(Dec. 3, 2007) (Written Submission of Dennis M.
Nally, Chairman and Senior Partner,
PricewaterhouseCoopers LLP, 6), available at http://
www.treas.gov/offices/domestic-finance/acap/
submissions/12032007/Nally120307.pdf (suggesting
that disclosure of “‘key elements that drive audit
quality would be a useful benefit to the capital
markets”” and could include “firm disclosure and
discussion of the levels of partner and staff
turnover, average hours of professional training,
risk management and compliance measurements,
and metrics related to the quality of management
and firm governance processes”); Anonymous
Private Investor, Former Auditor, and Former CFO,
Comment Letter Regarding Draft Report and Draft
Report Addendum (May 11, 2008), available at
http://comments.treas.gov/index.cfm?FuseAction=
Home.View&Topic&_id=9&FellowType&_
id=1&CurrentPage=2 (recommending that the
auditor’s report disclose, in addition to the location
of the office conducting the audit, the percentage
of office revenue attributed to the client, the length
of the audit firm’s tenure with the client, and the
length of time until the lead and concurring partner
must rotate).

263 See, e.g., Matthew J. Barrett, Professor of Law,
Notre Dame Law School, Comment Letter Regarding
Draft Report and Draft Report Addendum (June 13,
2008), available at http://comments.treas.gov/
index.cfm?FuseAction=Home.View&Topic_id=9&
FellowType_id=1&CurrentPage=1 (suggesting that
the SEC require registrants to publicly disclose any
financial fraud uncovered by the auditor, including
numbers and amount of all audit adjustments, and
the number of restatements of financial statements

Continued
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Committee also recommends that, if the
proposal is feasible, the PCAOB,
through its inspection process, should
monitor these indicators.

Recommendation 4. Promote the
understanding of and compliance with
auditor independence requirements
among auditors, investors, public
companies, audit committees, and
boards of directors, in order to enhance
investor confidence in the quality of
audit processes and audits.

The Committee considered testimony
and comment letters regarding the
significance of the independence of the
public company auditor—both in fact
and appearance—to the credibility of
financial reporting, investor protection,

with unqualified opinions); Joseph V. Carcello,
Chair, AAA Task Force to Monitor the Activities of
the Treasury ACAP Ernst & Young Professor and
Director of Research—Corporate Governance Center
University of Tennessee, Jean C. Bedard Timothy B.
Harbert Professor of Accountancy Bentley College,
Dana R. Hermanson Dinos Eminent Scholar Chair
of Private Enterprise and Professor of Accounting
Kennesaw State University, Comment Letter
Regarding Draft Report and Draft Report Addendum
10 (May 15, 2008), available at http://
comments.treas.gov/_files/
ACAPCommentLetterMay152008.pdf (suggesting
that the Committee consider “output-based
measures of audit quality” such as fewer client
frauds, fewer client restatements, less earnings
management, and more accurate auditor reporting
before a bankruptcy filing); Record of Proceedings
(Dec. 3, 2007) (Written Submission of Wayne
Kolins, National Director of Assurance and
Chairman, BDO Seidman LLP, 2), available at
http://www.treas.gov/offices/domestic-finance/
acap/submissions/12032007/Kolins120307.pdf;
Gilbert F. Viets, Comment Letter Regarding Draft
Report and Draft Report Addendum 2-3, (May 19,
2008), available at http://comments.treas.gov/_files/
TREASURYLETTERS3.doc (suggesting disclosure of
instances where the auditor found and corrected,
prior to their disclosure, material financial
statement errors and the firms’ ““acceptable audit
risk” in discovering material errors). The
Committee recognizes the concerns noted by certain
testimony and commentary regarding the use of
audit quality indicators. See, e.g., Cynthia M.
Fornelli, Executive Director, Center for Audit
Quality, Comment Letter Regarding Draft Report
and Draft Report Addendum 37 (June 27, 2008),
available at http://comments.treas.gov/_files/
CAQCommentletter62708FINAL.pdf (“Any
feasibility study should also consider—as the [UK’s
Financial Reporting Council] has recognized—how
the key indicators being considered may vary due
to factors unrelated to audit quality.”); Wayne
Kolins, National Director of Assurance and
Chairman, BDO Seidman, LLP, Comment Letter
Regarding Draft Report and Draft Report Addendum
11 (June 27, 2008), available at http://
comments.treas.gov/_files/ResponsetoAdvisory
Committee0627final. PDF (‘‘Disclosure of indicators
would only be meaningful if they have a clear and
demonstrable relationship to audit quality and,
even if they do, only if they can be understood in
the context of a particular audit.”); Record of
Proceedings (June 3, 2008) (Written Submission of
Brian O’Malley, Senior Vice President and General
Auditor, Nasdaq Stock Market, 3), available at
http://www.treas.gov/offices/domestic-finance/
acap/submissions/06032008/OMalley060308.pdf
(cautioning against an auditing industry managing
itself towards some set of preconceived metrics that
might sway them from investor protection).

and the capital formation process.264
The auditor is expected to offer critical
and objective judgment on the financial
matters under consideration, and actual
and perceived absence of conflicts is
critical to that expectation.

The Committee believes that auditors,
investors, public companies, and other
market participants must understand
the independence requirements and
their objectives, and that auditors must
adopt a mindset of skepticism when
facing situations that may compromise
their independence. In that regard, the
Committee makes the following
recommendations:

(a) Compile the SEC and PCAOB
independence requirements into a
single document and make this
document website accessible. The
American Institute of Certified Public
Accountants (AICPA) and state boards
of accountancy should clarify and
prominently note that differences exist
between the SEC and PCAOB standards
(applicable to public companies) and
the AICPA and state standards
(applicable in all circumstances, but
subject to SEC and PCAOB standards, in
the case of public companies) and
indicate, at each place in their standards
where differences exist, that stricter SEC
and PCAOB independence requirements
applicable to public company auditors
may supersede or supplement the stated
requirements. This compilation should
not require rulemaking by either the
SEC or the PCAOB because it only calls
for assembly and compilation of existing
rules.

In the United States, various oversight
bodies have authority to promulgate
independence requirements, including
the SEC and PCAOB for public company
auditors, and the AICPA and state
boards of accountancy for public and
private company auditors.26% The

264 See, e.g., Record of Proceedings (Dec. 3, 2007)
(Written Submission of Dennis M. Nally, Chairman
and Senior Partner, PricewaterhouseCoopers LLP,
5), available at http://www.treas.gov/offices/
domestic-finance/acap/submissions/12032007/
Nally120307.pdf (“Independence forms the bedrock
of credibility in the auditing profession, and is
essential to the firms’ primary function in the
capital markets.”); Record of Proceedings (Feb. 4,
2008) (Written Submission of Edward E. Nusbaum,
Chief Executive Officer, Grant Thornton LLP, and
Chairman, Grant Thornton International Board of
Governors, 3), available at http://www.treas.gov/
offices/domestic-finance/acap/submissions/
02042008/Nusbaum020408.pdf.

265 See, e.g., SEC Regulation S-X, Article 2, Rule
2-01—~Qualifications of Accountants, 17 CFR
§210.2-01; SEC Financial Reporting Policies, Sec.
602.01—Interpretations Relating to Independence;
SEC Final Rule, Amendments to SEC Auditor
Independence Requirements “Strengthening the
Commission’s Requirements Regarding Auditor
Independence”, SEC Rel. No 33-8183 (2003); SEC
Final Rule, Revision of the Commission’s Auditor
Independence Requirements, SEC Rel. No. 33-7919

Committee recommends that the SEC
and PCAOB compile and publish their
independence requirements in a single
document and make this document
easily accessible on their websites.266
The Committee recommends that the
AICPA and state boards of accountancy
clarify and prominently state that
differences exist between their
standards and those of the SEC and the
PCAOB and indicate, at each place in
their standards where differences exist,
that additional SEC and PCAOB
independence requirements applicable
to public company auditors may
supersede or supplement the stated
requirements.267

(2001); PCAOB, Interim Independence Standards,
ET Sections 101 and 191; Independence Standards
Board, Independence Standards Nos. 1, 2, and 3,
and ISB Interpretations 99-01, 00-1, and 00-2;
PCAOB Bylaws and Rules, Section 3, Professional
Standards; AICPA Code of Professional Conduct, ET
Sections 100-102.

266 See, e.g., Cynthia Fornelli, Executive Director,
Center for Audit Quality, Comment Letter
Regarding Draft Report and Draft Report Addendum
38-39, (June 26, 2008), available at http://
comments.treas.gov/_files/
CAQCommentletter62708FINAL.pdf (agreeing that
“such a document would make it easier for auditors
to understand the independence requirements that
apply to them”’); Record of Proceedings (June 3,
2008) (Written Submission of Brian O’Malley,
Senior Vice President and General Auditor, Nasdaq
Stock Market, 3), available at http://www.treas.gov/
offices/domestic-finance/acap/submissions/
06032008/OMalley060308.pdf (stating that the
Recommendation would be a ““great asset”);
PricewaterhouseCoopers, Comment Letter
Regarding Draft Report and Draft Report Addendum
19, (June 30, 2008), available at http://
comments.treas.gov/_files/PwCCommentLtrTreas
CmtDraftandAddendumé63008.pdf (supporting this
Recommendation). Note that the Committee
received testimony and comment letters suggesting
that the Department of Labor independence rules be
included in this compilation. See, e.g. Deloitte LLP,
Comment Letter Regarding Draft Report and Draft
Report Addendum 30, (June 27, 2008), available at
http://comments.treas.gov/_files/
DeloitteLLPCommentLetter.pdf; Record of
Proceedings (June 3, 2008) (Written Submission of
Kenneth Nielsen Goldmann, Capital Markets and
SEC Practice Director, J.H. Cohn LLP, 7), available
at http://www.treas.gov/offices/domestic-finance/
acap/submissions/06032008/Goldmann060308.pdf.
(recommending the inclusion of the Department of
Labor and others in the Recommendation); Mayer
Hoffman McCann P.C., Comment Letter Regarding
Draft Report and Draft Report Addendum 5, (June
17, 2008), available at http://comments.treas.gov/
_files/MayerHoffmanMcCannCommentLetter. pdf
(suggesting the Recommendation include the SEC,
PCAOB, AICPA, DOL, and GAO).

267 The Committee took note of concerns
expressed regarding independence issues from a
variety of perspectives. See, e.g., Andrew D. Bailey,
Jr., Professor of Accountancy—Emeritus, University
of Illinois, and Senior Policy Advisor, Grant
Thornton LLP, Comment Letter Regarding
Discussion Outline 9 (Jan. 30, 2008), available at
http://comments.treas.gov/_files/
BAILEYCOMMENTSONTREASURY
ADVISORYCOMMITTEEOUTLINE
FINALSUBMISSION13008.doc (suggesting
simplifying the current SEC independence
standards); Dana R. Hermanson, Kennesaw State
University, Comment Letter Regarding Discussion
Outline 1 (Oct. 4, 2007), available at http://
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(b) Develop training materials to help
foster and maintain the application of
healthy professional skepticism with
respect to issues of independence and
other conflicts among public company
auditors, and inspect auditing firms,
through the PCAOB inspection process,
for independence training of partners
and mid-career professionals.

The Committee considered testimony
and commentary that, to comply with
the detailed and complex 268
requirements, some auditors may be
taking a “‘check the box” approach to
compliance with independence
requirements, and losing focus on the
critical need to exercise independent
judgment or professional skepticism
about whether the substance of a
potential conflict of interest may
compromise integrity or objectivity, or
create an appearance of doing so.269

The Committee recommends that
auditing firms develop appropriate
independence training materials for
auditing firms, especially partners and
mid-career professionals, that help to
foster a healthy professional skepticism
with respect to issues of independence
that is objectively focused and extends
beyond a “check the box” mentality.270

comments.treas.gov/_files/
HermansonStatement10407.pdf (stating that
consulting and auditing were incompatible and
posed a significant threat to the long-term
sustainability of the profession); Record of
Proceedings (Dec. 3, 2007) (Written Submission of
Dennis M. Nally, Chairman and Senior Partner,
PricewaterhouseCoopers LLP, 5), available at http://
www.treas.gov/offices/domestic-finance/acap/
submissions/12032007/Nally120307.pdf (“The
independence rules should be re-evaluated
periodically to examine whether the rules continue
to strike the right balance between cost burden and
benefit.”); Record of Proceedings (Dec. 3, 2007)
(Written Submission of James S. Turley, Chairman
and Chief Executive Officer, Ernst & Young LLP, 5),
available at http://www.treas.gov/offices/domestic-
finance/acap/submissions/12032007/
Turley120307.pdf (recommending consideration of
potential changes to aspects of independence rules).
Note that one witness called for adoption of a single
set of independence rules for public and private
companies. See, e.g., Record of Proceedings (June 3,
2008) (Written Submission of Kurt N. Schacht,
Managing Director, Centre for Financial Market
Integrity, CFA Institute, 6), available at http://
www.treas.govoffices/domestic-finance/acap/
submissions/06032008/Schacht060308.pdf.

268 See, e.g., Record of Proceedings (Dec. 3, 2007)
(Written Submission of Michael P. Cangemi,
President and Chief Executive Officer, Financial
Executives International), available at http://
www.treas.gov/offices/domestic-finance/acap/
submissions/12032007/Cangemi120307.pdf;
Financial Executives International,
Recommendations to ADDRESS Complexity in
Financial Reporting (Mar. 2007).

269 See, e.g., Consideration of Fraud in a Financial
Statement, Interim Auditing Standard AU 316,
Paragraph.13 (Pub. Company Accounting Oversight
Bd. 2002) (‘“Professional skepticism is an attitude
that includes a questioning mind and a critical
assessment of audit evidence.”).

270 See, e.g., Record of Proceedings (June 3, 2008)
(Written Submission of Dan Guy, Former Vice

The training materials should focus on
lessons learned and best practices
observed by the PCAOB in its
inspection process and the experience
of other relevant regulators as
appropriate. To ensure the
implementation of this training on an
overall basis, the PCAOB should review
this training as part of its inspection
program.

Recommendation 5. Adopt annual
shareholder ratification of public
company auditors by all public
companies.

Although not statutorily required, the
majority of public companies in the
United States—nearly 95% of S&P 500
and 70%—80% of smaller companies—
put auditor ratification to an annual
shareholder vote.271 Even though
ratification of a company’s auditor is
non-binding, the Committee learned
that corporate governance experts
consider this a best practice serving as
a “‘check” on the audit committee.272
Pursuant to Sarbanes-Oxley, audit
committees of exchange-listed
companies must appoint, compensate,
and oversee the auditor.273 SEC rules
implementing Sarbanes-Oxley
specifically permit shareholder
ratification of auditor selection.274
Ratification allows shareholders to voice
a view on the audit committee’s work,
including the reasonableness of audit
fees and apparent conflicts of interest.

The Committee believes shareholder
ratification of auditor selection through
the annual meeting and proxy process
can enhance the audit committee’s

President, Professional Standards and Services,
American Institute of Certified Public Accountants,
3), available at http://www.treas.gov/offices/
domestic-finance/acap/submissions/06032008/
Guy060308.pdf (stating that auditors fail to detect
material financial statement fraud due to, among
other things, the lack of professional skepticism);
Record of Proceedings (June 3, 2008) (Written
Submission of Brian O’Malley, Senior Vice
President and General Auditor, Nasdaq Stock
Market, 3), available at http://www.treas.gov/
offices/domestic-finance/acap/submissions/
06032008/0OMalley060308.pdf (noting that “auditor
skepticism throughout an auditor’s career is the
keystone, all incentives and disincentives should be
focused on its achievement”);
PricewaterhouseCoopers, Comment Letter
Regarding Draft Report and Draft Report Addendum
19, (June 30, 2008), available at http://
comments.treas.gov/_files/PwCCommentLtr
TreasCmtDraftandAddendum63008.pdf (stating
that “independence forms the bedrock of credibility
in the auditing profession, and is essential to the
firm’s primary function in the capital markets”).

271 nstitutional Shareholder Services, ISS U.S.
Corporate Governance Policy—2007 Update 3 (Nov.
15, 2006).

272 Institutional Shareholder Services, Request for
Comment—Ratification of Auditors ON THE Ballot
1.

273 Sarbanes-Oxley Act, 15 U.S.C. § 78j—1 (2002).

274 SEC, Final Rule: Standards Related to Listed
Audit Committees. Release No. 33-8220 (Apr. 9,
2003).

oversight to ensure that the auditor is
suitable for the company’s size and
financial reporting needs.275 This may
enhance competition in the audit
industry. Accordingly, the Committee
encourages such an approach as a best
practice for all public companies. The
Committee also urges exchange self-
regulatory organizations to adopt such a
requirement as a listing standard. In
addition, to further enhance audit
committee oversight and auditor
accountability, the Committee
recommends that disclosure in the
company proxy statement regarding
shareholder ratification include the
name(s) of the senior auditing partner(s)
staffed on the engagement.276 The

275 See also FRC Update 5, 7 (recommending that
“the FRC should amend the section of the Smith
Guidance dealing with communications with
shareholders to include a requirement for the
provision of information relevant to the auditor re-
selection decision,” and that “investor groups,
corporate representatives, firms and the FRC should
promote good practices for shareholder engagement
on auditor appointment and re-appointments”’).

276 See, e.g., Andrew D. Bailey, Jr., Professor of
Accountancy—Emeritus, University of Illinois, and
Senior Policy Advisor, Grant Thornton LLP,
Comment Letter Regarding Draft Report and Draft
Report Addendum 4, (June 16, 2008), available at
http://comments.treas.gov/_files/
TREASURYLETTER3BAILEY61608.doc (‘“Knowing
that any failure will be clearly and unambiguously
associated with the named individuals and that the
veil of the firm will not be there to obscure their
responsibility may be of value.”); Record of
Proceedings (June 3, 2008) (Written Submission of
Jean C. Bedard, Timothy B. Harbert Professor of
Accounting, Department of Accountancy, Bentley
College, 11), available at http://www.treas.gov/
offices/domestic-finance/acap/submissions/
06032008/Bedard060308.pdf (supporting the
Recommendation and suggesting further that the
Committee recommend an advisory shareholder
vote on each member of the audit committee for
companies that have not adopted a majority vote
provision for all board members, and that the
engagement partner sign both his or her name as
well as the firm’s name to the audit report, making
it a more direct public statement of responsibility
than proxy disclosure); Paul Lee, Director, Hermes
Equity Ownership Services Limited, Comment
Letter Regarding Draft Report and Draft Report
Addendum 4, (June 13, 2008), available at http://
comments.treas.gov/_files/
ACAPresponse13Jun08.pdf (stating that an auditor
should not continue in office unless it receives a
majority of the votes of shareholders in favor of
ratification, and noting that accountability and
professional judgment would be increased if
auditors’ reports were signed by individuals as well
as in the names of the relevant audit firm); Record
of Proceedings (June 3, 2008) (Written Submission
of Kurt N. Schacht, Managing Director, Centre for
Financial Market Integrity, CFA Institute, 6),
available at http://www.treas.gov/offices/domestic-
finance/acap/submissions/06032008/
Schacht060308.pdf (supporting the
Recommendation and further recommending
disclosure of other key engagement individuals in
addition to the lead audit partner, and transparent
disclosure of audit quality, firm financial strength,
and professional skill level at least to the audit
committee, if not publicly). But c.f., Deloitte LLP,
Comment Letter Regarding Draft Report and Draft
Report Addendum 21-22, (June 27, 2008), available
at http://comments.treas.gov/_files/
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Committee notes that there might be
other audit-engagement specific data,
such as the auditor’s tenure with a
specific public company client, useful
to shareholders and audit committees.

Recommendation 6. Enhance
regulatory collaboration and
coordination between the PCAOB and
its foreign counterparts, consistent with
the PCAOB mission of promoting
quality audits of public companies in
the United States.

The globalization of the capital
markets has compelled regulatory
coordination and collaboration across
jurisdictions. Regulators of public
company auditors are no exception, as
companies increasingly seek investor
capital outside their home jurisdictions
and the larger auditing firms create,
expand, and, in some audits,
increasingly rely on global networks of
affiliates in order to provide auditing
and other services to companies
operating in multiple jurisdictions.277
The Committee considered commentary

DeloitteLLPCommentLetter.pdf (noting that the
Recommendation goes against the team nature of
audits, raises personal security and privacy
concerns, and is unrelated to audit quality); Ernst
& Young LLP Comment Letter Regarding Draft
Report and Draft Report Addendum 28, (June 27,
2008), available at http://comments.treas.gov/
&lowbar;files/EYACAPCommentLetterFINAL.pdf;
Mayer Hoffman McCann P.C., Comment Letter
Regarding Draft Report and Draft Report Addendum
3, (June 17, 2008), available at http://
comments.treas.gov/_files/MayerHoffmanMcCann
CommentLetter.pdf (suggesting that “[o]ther
individuals involved in the audit might actually
feel less responsibility if only the engagement and
concurring partners sign the report or only top
partners are named, precisely the opposite of what
should be encouraged”); David McDonnell, Chief
Executive Officer, Grant Thornton International Ltd,
and Edward E. Nusbaum, Chief Executive Officer,
Grant Thornton LLP, and Chairman, Grant
Thornton International Ltd Board of Governors,
Comment Letter Regarding Draft Report and Draft
Report Addendum 4, (June 27, 2008), available at
http://comments.treas.gov/_files/GTCommentletter
toACAPJune2008_FINAL.pdf (noting the team effort
aspect of audits and stating that partners may be
unwilling to accept the added risk, personal
security issues, and privacy issues). As discussed
above, the Committee also believes that this
ratification process would be made more
meaningful if accompanied by the development and
disclosure of key indicators of audit quality.

277 See Record of Proceedings (Feb. 4, 2008)
(Written Submission of Cynthia M. Fornelli,
Executive Director, Center for Audit Quality, 16),
available at http://www.treas.gov/offices/domestic-
finance/acap/submissions/02042008/
Fornelli020408.pdf (noting the “growing consensus
that regulators on every continent would be well
served by working more closely together in the
interest of improving worldwide audit quality”’);
PCAOB Press Release, PCAOB Meets with Asian
Counterparts to Discuss Cooperation on Auditor
Oversight (Mar. 23, 2007), available at http://
www.pcaobus.org/News_and_Events/News/2007/
03-23.aspx (‘“The PCAOB strongly believes that
dialogue and cooperation among auditor regulators
are critical to every regulator’s ability to meet the
challenges that come with the increasingly
complicated and global capital markets.”).

regarding the PCAOB’s regulatory role
on a global basis.278

The PCAOB has the statutory
responsibility for ensuring quality
audits of public companies. In a world
of global business operations and
globalized capital markets, the PCAOB
benefits from cooperation with foreign
auditing firm regulators (many created
and modeled after the PCAOB) to
accomplish its inspections of registered
foreign auditing firms, including firms
that are members of global auditing firm
networks.

In May 2007, the PCAOB hosted its
first International Auditor Regulatory
Institute where representatives from
more than 40 jurisdictions gathered to
learn more about PCAOB operations. In
2006, the PCAOB formally joined the
International Forum of Independent
Audit Regulators, created to encourage
regulatory collaboration and sharing of
regulatory knowledge and experience.

The Committee believes that these
types of global regulatory coordination
and cooperation are important elements
in making sure public company auditing
firms of all sizes are contributing
effectively to audit quality. The
Committee strongly supports the efforts
of the PCAOB to enhance the efficiency
and effectiveness of its programs by
communicating with foreign regulators
and participating in global regulatory
bodies. The Committee urges the
PCAOB and its foreign counterparts to
continue to improve regulatory
cooperation and coordination on a
global basis.279

278 See, e.g., PCAOB Briefing Paper, Oversight of
Non-U.S. Public Accounting Firms (Oct. 28, 2003);
PCAOB Final Rules Relating to the Oversight of
Non-U.S. Public Accounting Firms, PCAOB Rel. No.
2004-005 (June 9, 2004); Request for Public
Comment on Proposed Policy Statement: Guidance
Regarding Implementation of PCAOB Rule 4012,
PCAOB Rel. No. 2007—001 (Dec. 5, 2007); PCAOB
Chairman Mark Olson and EU Commissioner
Charlie McCreevy Meet to Discuss Furthering
Cooperation in the Oversight of Audit Firms,
PCAOB Press Rel. (March 6, 2007); PCAOB Meets
with Asian Counterparts to Discuss Cooperation on
Auditor Oversight, PCAOB Press Rel. (Mar. 23,
2007); Establishment of the International Forum of
Independent Audit Regulators, Haut Conseil du
Commissariat aux Gomptes Press Rel. (Sep. 15,
2006); PCAOB Enters into Cooperative Arrangement
with the Australian Securities and Investments
Commission, PCAOB Press Rel. (July 16, 2007);
Board Establishes Standing Advisory Group,
PCAOB Press Rel. (Apr. 15, 2004).

279 Sge, e.g., Joseph Carcello, Chair, AAA Task
Force to Monitor the Activities of the Treasury
ACAP Ernst & Young Professor and Director of
Research—Corporate Governance Center University
of Tennessee, Jean C. Bedard Timothy B. Harbert
Professor of Accountancy Bentley College, Dana R.
Hermanson Dinos Eminent Scholar Chair of Private
Enterprise and Professor of Accounting Kennesaw
State University, Comment Letter Regarding Draft
Report and Draft Report Addendum 11, (May 15,
2008), available at http://comments.treas.gov/_files/
ACAPCommentLetterMay152008.pdf (agreeing with

In addition, the Committee recognizes
the challenges that the globalized
regulatory environment creates for
smaller firms, particularly with respect
to the increasing acceptance of IFRS.280
The Committee believes that regulators
and policy makers must recognize the
importance of including smaller firms in
international roundtables, discussions,
and policy making decisions.281
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the Recommendation); Record of Proceedings (June
3, 2008) (Written Submission of Brian O’Malley,
Senior Vice President and General Auditor, Nasdaq
Stock Market, 4), available at http://www.treas.gov/
offices/domestic-finance/acap/submissions/
06032008/OMalley060308.pdf (agreeing with the
Recommendation); Record of Proceedings (June 3,
2008) (Written Submission of Kurt N. Schacht,
Managing Director, Centre for Financial Market
Integrity, CFA Institute, 6), available at http://
www.treas.gov/offices/domestic-finance/acap/
submissions/06032008/Schacht060308.pdf
(agreeing with this “most important”
Recommendation).

280 Record of Proceedings (June 3, 2008)
(Questions for the Record of Mr. Kenneth Nielsen
Goldmann, Capital Markets and SEC Practice
Director, J.H. Cohn LLP, 21-22 (June 30, 2008)),
available at http://www.treas.gov/offices/domestic-
finance/acap/agendas/QFRs-6-3-08.pdf (noting the
difficulty and costs associated with implementing
IFRS for smaller firms); Record of Proceedings (June
3, 2008) (Questions for the Record of Mr. Kurt N.
Schacht, Managing Director, Centre for Financial
Market Integrity, CFA Institute, 73-74 (June 30,
2008)), available at http://www.treas.gov/offices/
domestic-finance/acap/agendas/QFRs-6-3-08.pdf
(stating the difficulty in maintaining competence in
IFRS, GAAP, and local/national standards).

281 Sge, e.g., Record of Proceedings (June 3, 2008)
(Written Submission of Kurt N. Schacht, Managing
Director, Centre for Financial Market Integrity, CFA
Institute, 3), available at http://www.treas.gov/
offices/domestic-finance/acap/submissions/
06032008/Schacht060308.pdf (stating that
demonstrating technical competence in
international matters is of increased importance
especially for smaller firms).



