
Attachment A

Testimony

of

The New York State Society of Certified Public Accountants

before the

New York State Senate Higher Education Committee

Kenneth P. LaValle, Chairman

Public Hearing: The Purpose and Mission of 21st Century Accounting Firms and Independence of Certified Public Accountants in the Post-Enron Era

February 6, 2002

The Graduate Center, 365 Fifth Avenue, New York, NY
Allen L. Fetterman, CPA, Loeb and Troper

Vincent J. Love, CPA, Kramer and Love

Marilyn A. Pendergast, CPA, Urbach, Kahn & Werlin

The events of the debacle at Enron deeply concern the members of The New York State Society of Certified Public Accountants (NYSSCPA).  The CPA’s primary responsibility is to protect the public.  The issues raised by the apparent failure of Enron’s management and external auditors to provide the public with appropriate financial reports cause us to want to find out what was known and done, by whom, and when.  We want to know to what extent inadequate accounting and auditing standards played a role in this case, so we can change them.  If inadequate standards were not the cause, but lax enforcement was, then we should address their enforcement.


The precipitous collapse of Enron is widely reported in the press as resulting from failures at every level in the systems of checks and balances that are supposed to protect the country and its citizens from such catastrophes.  Public company executives have moral as well as legal responsibilities to run companies for the benefit of their shareholders and to communicate with stakeholders honestly and completely about their financial and business results.  At Enron, they apparently failed to fulfill those responsibilities. Enron’s board of directors’ principal job was to ensure that its executives play by the rules to protect the interests of shareholders, but the directors reportedly authorized self-dealing, conflict of interest business arrangements between company executives and various partnerships. Enron’s audit committee was supposed to exercise oversight over managers in finance and accounting and over the independence and work of the external auditor, but reports suggest it did not do so effectively.  Enron’s auditors were supposed to make sure that the company’s financial reports provide a fair account of the company’s finances, but they apparently failed in that responsibility.  Lenders are supposed to scrutinize their borrowers’ creditworthiness, but Enron’s creditors and the credit rating agencies seemingly failed to anticipate the impending implosion at the company.  Wall Street analysts are supposed to ferret out the truth behind a company’s reported numbers and project the business opportunities for the companies they follow, yet virtually all analysts continued to recommend the purchase of Enron stock until nearly the end. The SEC, the regulator of public companies and the information they release to the public, failed to review Enron’s filings for several years and exempted them from other filings. The checks and balances in the country’s business systems failed to identify the problems at Enron resulting in the largest U.S. business bankruptcy ever.


In order to provide effective solutions, we need to learn whether the system of checks and balances itself is broken or so weakened that it can no longer operate effectively or whether the problem lies more in a lack of discipline and enforcement. The massive amounts of money that directors, executives, investment bankers, lenders, pension funds, brokers, politicians, and accountants were all reaping from the apparent pinnacle of the new business model may have undermined the checks and balances.  The heady, deregulatory spirit of the 1990s emphasized aggressive pursuit of the bottom line, motivating employees to maximize value with stock option incentives, and focused so strongly on the business of making money that many could have lost sight of the moral and professional responsibilities to manage a company for the benefit of its stakeholders - owners, investors, creditors, donors, beneficiaries, employees, and other constituents.  


The NYSSCPA is firmly committed to addressing the concerns of these hearings and the concerns about the financial reporting system raised by the Enron collapse.  A strong and independent accounting profession is necessary to support public confidence in the capital markets. Some of the issues that require new solutions will fall to the Securities and Exchange Commission (SEC), Congress, the Financial Accounting Standards Board (FASB), and the Auditing Standards Board, but others will be squarely in the purview of New York State for positive new directions.  Because New York is the financial capital of the world, our initiatives will serve as a model for others to follow.  The nature of such reforms in New York State relates directly to education, registration, independence, and enforcement of its accountancy laws and regulations.  


Recent actions of the Regents and proposed legislation already begin to address many issues raised by Enron’s failure as it relates to accountants.  For example, New York State now requires CPAs to take four hours of continuing education in professional ethics every three years.  The State Education Department has issued model guidelines for the content of such education and the NYSSCPA has been providing free ethics seminars across the state.  In addition, Senator LaValle has been a co-sponsor of a bill that would modernize the approach to CPA regulation by updating the educational background of CPAs, registering CPA firms performing regulated services, extending the peer review process, and requiring continuing professional education for all CPAs.  The NYSSCPA has supported that bill and now believes that it could be stronger.


The most striking issues from the Enron case as they relate to certified public accountants focus on two areas.  First, we must strengthen the perception of the auditor’s independence and the institutions, laws, and regulations that support independence as a cornerstone of our financial system.  Many private and public companies have relied on their CPA firms for auditing, tax, and consulting services since the beginning of the industrial age, yet it is imperative to satisfy the public’s concern with the perception of independence.  

Second, many Enron employees lost their life savings in the Enron collapse because they invested in Enron shares for their retirement accounts.  Proper advice about diversification in a retirement investment portfolio should be available to all citizens of New York State. In addition, the laws and tax rules that govern such retirement accounts are complex, often far beyond the ability of many people to fully understand and use effectively.  So many do not have affordable access to high quality advice, a problem that we should work to correct.  

CPA Firms and Consulting


The professional accounting firm arose in the late nineteenth century as business and financial practices became more complicated and vast enterprises such as the railroads looked to create standardized statistics, first for management and subsequently for investment and credit-seeking purposes. Then, most of their services were consultative in nature and any audits they performed were for known third parties for whom they essentially acted as agents.  Because such firms attracted individuals with quantitative and analytical skills with a business focus, their clients engaged them to perform tax services as taxes were enacted, first excise taxes and then other federal and state taxes.  Individuals and businesses have consistently sought the consultative advice from accounting firms on a broad range of activities related to their business or personal affairs because of accountants’ reputation for objectivity and integrity.  In the wake of the federal securities acts of 1933 and 1934, CPAs were granted a special franchise to audit companies regulated by the Securities and Exchange Commission.  Although some firms specialized in such audits while continuing to provide their other services, others maintained a more traditional mix of accounting, tax, and consulting work for audit and non-audit clients.  Prior to the 1980s, most accounting firms accounted for their revenues in three categories: accounting and auditing, tax, and consulting.  Almost all fees were based on time and expense billing.  In the late 1970s, however, changes in competitive practices led CPA firms to package their services as more discrete, identifiable products and many of the services formerly categorized together as accounting and auditing were split into auditing and various accounting consultative products.  During the 1990s, many firms expanded the scope of their consulting services in response to clients’ demands for help in implementing increasingly complex accounting standards, tax regulations, computer systems, and business models. 


Not every company can justify a full-time employee in every area where expertise is required.  In recognition that smaller public companies have legitimate needs and resource constraints, the SEC’s final rule on auditor independence permits them to rely more heavily on their external auditor for specified consulting services.  In the non-SEC registrant sector of our economy, any consideration to constrain consulting services should weigh carefully the effect on businesses and agencies that rely on their CPA firms for the best business advice possible.  CPAs and CPA firms throughout New York State provide a variety of audit and attest, tax, and consulting services to businesses, not-for-profit organizations, government agencies, and individuals in their local communities that are simply unavailable from any other source.  Removing such services would disrupt such organizations unnecessarily and force them to seek similar services from lesser-qualified providers outside their community or state.  Those clients consistently rate their local CPAs as their most trusted advisor, whether that CPA works in an office of a large firm or as a sole practitioner.


Accounting professional ethics address the issues related to the interplay between auditing, tax, and consulting, as do the rules of the Securities and Exchange Commission and other government agencies.  The profession’s ethical standards prohibit a CPA firm from auditing its own work, from making management decisions for auditees, and from having custody and control over the assets of any company it audits.  Certain types of consulting services to public company clients have been proscribed by the SEC on the basis that they appear to compromise the independence of the CPA firm regardless of any other consideration.  The rules of the SEC, GAO, and other federal and state agencies and the codes of professional conduct of the NYSSCPA, the American Institute of Certified Public Accountants (AICPA), and the International Federation of Accountants (IFAC) are very similar in their scope and details.  A concerted effort to converge them wherever possible has been a priority for the accounting profession for many years.  The New York State regulations incorporate by reference the accounting profession’s standards for auditing and accounting.


Audit committees are one of the most important elements in the system of checks and balances that supports the integrity of the corporate public reporting system.  The rules of the stock exchanges require that public company audit committees be composed of independent directors with no ties to management and that audit committees monitor closely all the work performed by and fees paid to the company’s auditors.  The audit committee is specifically charged with considering the auditor’s disclosure of fees and services and judging whether the type of consulting services or the magnitude of consulting fees jeopardize the auditor’s independence.


In addition to rigorous enforcement of the existing codes and rules, New York State should complement the SEC’s required public company disclosures to audit committees and in proxy statements by requiring disclosure of all audit fees and services to the audit committee or board of directors of all auditees.  Indeed, this is such an important step in promoting the appearance of independence that the NYSSCPA believes that standard independence disclosures for all audits on which third parties rely should be required, consistent with such requirements by federal agencies.  In this way, boards and others that contract with audit firms can make their own informed choices about the services rendered by their auditors.


Recently the accounting profession and its federal regulators have examined professional auditing and independence standards for public companies.  The Public Oversight Board’s O’Malley Panel on Audit Effectiveness identified a number of elements for improving the audits of public companies, including enhancing the independence of CPA firms.  The accounting profession has begun to make changes in auditing standards and ethics codes to implement the suggestions of the panel and the new SEC independence rules, including a much sharper distinction between permissible and impermissible consulting for audit clients. As the NYSSCPA has testified in the past before the O’Malley Panel and the SEC, the profession and its regulators should work together to deal effectively with auditor independence by rigorous enforcement of the existing standards rather than trying to redefine the services rendered by CPA firms.  While these efforts to strengthen standards are important, equally important is New York State’s enforcement of the existing professional standards of certified public accountants, which suffers now from inadequate staffing, funding, and organization.  New York State should act to significantly strengthen the regulatory environment for CPA firms.

Suggestions for Strengthening Accountancy in New York State

Reconstitution of the State Board of Public Accountancy.  Currently, New York State is the only state where the State Board of Public Accountancy functions in an advisory capacity to another body, the Regents of the State University of New York, rather than as an independent regulatory and enforcement body.  The role of public accountants in the economic well-being of New York State has grown so much, and is so critical to our future, that we need to reconstitute this board with more power, more independence, more stature, and more resources to do its job in protecting the public. As part of this initiative, consistent with other initiatives at the federal level, the reconstituted board should include additional public members with backgrounds and statures that would ensure strong and enlightened public oversight.

Enhancing the State Education Department’s capacity and resources.  The New York State Education Department Office of Professional Discipline is woefully understaffed and needs additional staff and more resources to perform their duties of investigation and discipline.  The disciplinary process must reinforce the ethics code of the profession and the laws of New York State and ensure compliance by registrants and providers with continuing professional education standards.

Private and public cooperation in disciplinary proceedings.  At the current time, disciplinary investigations by the NYSSCPA and the Office of Professional Discipline proceed independently. Consistent with the recent recommendations at the federal level, the NYSSCPA is committed to change its policies and procedures to cooperate with the Office of Professional Discipline in pursuing coordinated disciplinary investigations and in expediting their timely completion, similar to its existing joint enforcement arrangement with the AICPA.  The NYSSCPA requests that New York State join us in creating an effective, cooperative joint investigation and disciplinary action process to enforce the code of professional ethics and the public accountancy laws and regulations.

Extending and intensifying the peer review process.  Since 1988, CPA firms in New York have participated in a voluntary peer review program jointly administered by the NYSSCPA and AICPA.  In a peer review, one CPA firm analyzes the quality control processes and professional work product of another.  Any identified deficiencies must be corrected, and members of the deficient firm generally must obtain additional continuing education in any deficient area. Mandatory peer reviews in New York State should be required for all registered CPA firms that provide audit and attest services, complementing the federally mandated peer review system for CPA firms that audit SEC registrants.  Peer reviews already include an intense scrutiny of firms’ internal quality control system over ethics, knowledge, and technical competence.  To further improve this process, peer reviewers should not be the choice solely of the reviewed firm but chosen from a group of certified peer reviewers in conjunction with an independent body.  The NYSSCPA volunteers to work with New York State to create a peer reviewer certification program.

Registration and regulation of all CPAs.  Currently, New York State does not register or regulate CPAs that work as financial statement preparers, accountants, and internal auditors in the management of businesses and other organizations.  Such CPAs would be subject to the same code of professional ethics as members of the NYSSCPA, but they are neither required to register nor are their professional services regulated by New York State.  Like CPAs in public practice, they are an integral part of the overall system of checks and balances that provides integrity to financial statements. New York State should discipline such CPAs for breaches of the code of professional ethics.   Moreover, such CPAs should fulfill continuing professional education requirements, including the required ethics component.

NYSSCPA will raise the quality bar. The NYSSCPA has developed, and widely disseminated throughout its membership, educational programs and professional guidance on quality control processes for CPA firms. Several of its most important resources - committees and committee conferences, The CPA Journal, and peer review - are being more closely coordinated as part of an important strategic initiative to continuously enhance members’ proficiency.  New material, including more extensive guidance on policy manuals, the analysis of independence threats and safeguards, human resource and compensation policies, and document retention and recovery, is currently under development in order to further assist CPAs in their efforts to install effective quality control processes in their firms.

Elevating public confidence in financial reporting.  CPAs that report on financial statements of clients for third parties are held to a high standard of education, relevant experience, examination, licensure, registration, professional standards, ethics codes, and disciplinary processes.  The NYSSCPA has supported all these regulatory checks and balances and is poised to work for significant extensions and strengthening of the current regulatory environment.   Allowing unregulated individuals without such qualifications to offer similar services seriously misleads the public and undermines the integrity of the services offered by the regulated professional.  The NYSSCPA has consistently opposed allowing unregulated individuals to perform such services and again requests that New York State aggressively enforce statutory prohibitions against the unlicensed practice of public accountancy.

Ethics requirement in education.  Ethical behavior is critical to the proper function of our economic and financial systems.  All high school students should be required to take a general ethics course.  Moreover, students contemplating a career in public accountancy should understand early that technical competence, professional knowledge, and proficient skill sets are constrained by a demanding code of ethical conduct that places the importance of independence above all other qualities in the behavior of a CPA.  Business ethics and the code of professional conduct should be integral parts of their college curriculum.

Retirement investment advising.  Many individuals now invest for themselves in various employer- sponsored retirement plans.  The 2001 Tax Act permits employers to offer qualified retirement planning services as a deductible fringe benefit excluded from employees’ income.  New York State has a strong legislative history of helping its citizens benefit from federal tax incentives, such as tax deferred retirement plans and the college tuition savings plan program.  A state program that works in tandem with the federal one would assist New Yorkers in learning more about sound retirement investment principles. The NYSSCPA would enthusiastically support state initiatives to assist individuals in their retirement investment planning and would work with the state to develop such initiatives. 

Concluding Remarks


The New York State Society of Certified Public Accountants is committed to work with New York State to strengthen the quality of CPAs’ contributions to the economy of the state.  Although it is impossible to guarantee that businesses will not fail, as a profession we should provide all the checks and balances - accounting and auditing standards, firm quality controls, continuing professional education, licensure regulation, and discipline - necessary to support sound, reliable, and transparent financial reporting.
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