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   SEC’s Offi ce of the Chief Accountant 
Responds to Questions About 
Auditor Independence  

 The Offi ce of the Chief Accountant has updated its responses to  fre-
quently asked questions  about auditor independence. The updates 
cover areas related to fi nancial relationships, prohibited and non-

audit services, audit committee preapproval, fee disclosures and the 
cooling off period. 

 With respect to fi nancial relationships, OCA advised that second mort-
gages, home improvement loans, equity lines of credit and similar obli-
gations that are collateralized by a primary residence, are subject to the 
same exception as mortgages secured by the primary residence if one 
is not a covered person at the time of the loan origination. If the owner-
ship of the loan changes and the borrower becomes a covered person, 
the staff would not object to the auditor’s independence based solely 
on the existence of the loan as long as there is no modifi cation in the 
terms or conditions after the borrower becomes a covered person, or in 
contemplation of becoming a covered person. 

 OCA said that a successor auditor’s independence would not be im-
paired in the current period if he or she provided prohibited and non-
audit services relating to the fi nancial statements of a prior period that 
were audited by a predecessor auditor as long as the services related 

continued on page 10

An accountant would not be considered 
independent if, at any time during the 
audit and professional engagement 
period, he or she provided translation 
services to SEC audit clients based in 
foreign jurisdictions or U.S. clients with 
foreign operations.
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Congress  

  America COMPETES Act Gives SEC and PCAOB Time to 
Reform Internal Control Mandates 

 A provision in the American COMPETES Act (PL 
110-69) inserted by Senate Banking Committee 
Chair Christopher Dodd (D-CT) and cospon-

sored by Richard Shelby (R-AL), the committee’s 

ranking member, would give the SEC and PCAOB 
more time, but not unlimited time, to reform the 
internal control reporting mandates under section 
404 of the Sarbanes-Oxley Act. Section 8002 of the 
Act expresses the sense of Congress that the SEC 
and PCAOB should implement the section 404 
mandates in a manner that limits the burdens 
placed on small and mid-size public companies. 
The Act was passed by Congress and signed into 
law on August 9, 2007. 

 Dodd and Shelby inserted the amendment into the 
Senate bill (S. 761). The House bill (H.R. 2272) did 
not have a similar provision, but adopted the Sen-
ate provision. 

 In section 8002, Dodd said that Congress makes a 
strong statement in two respects. First, Congress 
will continue to protect investors in public compa-
nies. Second, Congress supports efforts currently 
underway to ensure that small and mid-size busi-
nesses are not unduly burdened by rules intended 
to protect investors. 

 The Dodd-Shelby provision endorsed section 404 
for greatly enhancing the quality of corporate gov-
ernance and fi nancial reporting for public compa-
nies and for increasing investor confi dence. They 

praised the SEC and the PCAOB for determining that 
Auditing Standard No. 2 had imposed unnecessary 
and unintended cost burdens on small and mid-
sized public companies. Congress is also pleased 

that the SEC and the PCAOB 
completed the adoption of 
the fi nal guidance and stan-
dards under section 404. 

 Dodd emphasized that the 
SEC chair has wide latitude 
within which to operate, 

since the statute gives broad discretion. Dodd has a 
long history of involvement in federal securities 
regulation, particularly in areas involving fi nancial 
accounting and the audits of public companies. His 
guiding principle has been that investor confi dence 

continued on page 10

The provision sends a message to the SEC 
and the PCAOB that Congress is watching 
what they do very carefully.
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Reports

  Paisley Outlines 10 Steps for Management in 
Implementing AS5 

 Paisley, a provider of software for governance, 
risk and compliance, has issued a list of 10 
steps to implement the PCAOB’s Auditing 

Standard No. 5 for management, starting with pre-
cise entity level controls and a strong control envi-
ronment. Paisley’s checklist recommends that 
management ask auditors to share their assess-
ment of the reliability of the entity level controls 

before they begin the process level control testing. 
To ensure a strong control environment, the check-
list urges companies to use COSO, and notes that 
55% of reported defi ciencies have been linked to 
control environment breakdowns. 

 The checklist advises that management should 
know how it would react to the most common 
fraud scenarios that it may face. Management 
should identify the 10 most common fraud scenar-
ios for its industry, which should include revenue 
overstatement, noncompliance with GAAP and 
forced adjustments to hit earnings targets. Paisley’s 
checklist recommends that management describe 
how its controls would prevent, detect or mitigate 
those risks, and the role the audit committee would 
play in assessing the effectiveness of the controls. 

 Paisley reports that 41% of defi ciencies relate to 
problems with periodic fi nancial reporting. The 
checklist outlines the critical period-end fi nancial 
reporting risks that should be identifi ed and as-
sessed. Management should focus on signifi cant 
accounts. The signifi cant risk factors may include 

accounts that relate to executive compensation, 
those with accounting and reporting complexities, 
and those that involve related party transactions, 
among others. 

 Risk assessment should be done by the company, 
rather than the external auditors, according to Pais-
ley. The checklist explains that external auditors 

are almost always lacking 
the necessary insight. The 
checklist also urges man-
agement to limit the rele-
vant assertions, noting that 
unwarranted assertions 
drive huge and unneces-
sary costs. The PCAOB re-

quires a reasonable possibility test for assertion. 
Paisley said that a senior executive should approve 
all assertions. Excessive assertions at the account 
level are a symptom of bad control design or the 
lack of entity level control assessment, according 
to the checklist. 

 Management must identify signifi cant locations, 
which should be known by the amount of atten-
tion they attract from management and the board. 
The checklist points out that the largest location 
may not be the most signifi cant. Qualitative factors 
should carry as much or more weight than quanti-
tative factors. 

 IT general controls only generate about 5% of defi -
ciencies, according to the checklist. Management 
should not rely on IT controls that reduce account-
ability in order to save costs. 

 Management should track all deficiencies and 
develop a deficiency reporting policy. The high 
rate of restatements does not mean that the 

AS5 is silent on root cause analysis, the 
checklist notes, so management must fi ll 
the gap.

continued on page 5
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Courts

   U.S. Solicitor General Says Scheme Liability Is 
Counter to Congressional Intent  

 The U.S. Solicitor General has urged the Su-
preme Court to reject scheme liability for non-
speaking secondary actors in private securities 

fraud actions since such an expansion of liability 
would upset the delicate balance Congress has 
crafted. In its brief, the Solicitor General argued that 
scheme liability runs counter to the congressional 
balance between exposure to private actions for 

aiding and abetting and empowering the SEC alone 
to pursue secondary claims against non-speaking 
actors, such as lawyers and accountants. 

 At the same time, the Solicitor General maintained 
that nonverbal conduct by secondary actors can 
constitute deception within the meaning of rule 
10b-5, but in this particular case, although decep-
tion could be alleged, the investors did not rely on 
any conduct by the non-speaking vendor. 

 In the case of Stoneridge Investment Partners, LLC 
v. Scientifi c-Atlanta, Inc. (Doc. No. 06-43), the Court 
is slated to determine whether non-speaking actors, 
such as investment banks and auditors, that know-
ingly commit securities fraud, can be held liable for 
their actions. The brief addressing this question, a 
concept known as scheme liability, was fi led in sup-
port of the defendants in the Stoneridge case.  

 In urging the Court to reject scheme liability, the 
Solicitor General said that allowing liability for a 
primary violation against a non-speaking vendor 

when the investors did not even allege that they 
were aware of the transactions that the vendors ex-
ecuted with the company would be a sweeping 
expansion of judicially implied private actions that 
could expose accountants and lawyers who advise 
issuers, as well as vendors far removed from the 
market, to billions of dollars in potential liability 
when issuers make misstatements to the market. 

 In the Solicitor General’s 
view, scheme liability would 
considerably widen the 
pool of deep-pocketed de-
fendants that could be sued 
for an issuer’s misrepresen-
tations, increasing the likeli-
hood that the private right 
of action would be em-

ployed abusively. This radical expansion of liability 
is a task for Congress, not the courts, according to 
the Solicitor General. 

 In this case, the parties allegedly backdated transac-
tions as part of a scheme to infl ate the issuer’s oper-
ating cash fl ow in the fi nancial statements. While 
this alleged conduct could constitute a deception 
under rule 10b-5, the Solicitor General said it could 
be no more than aiding and abetting since the inves-
tor alleged no reliance on the vendors’ alleged de-
ceptive conduct. The investor relied only on the is-
suer’s alleged misstatements. The Solicitor General 
said that secondary actors cannot be held liable in a 
private securities action by virtue of an investor’s reli-
ance on misstatements made only by the company. 

 The Solicitor General emphasized that the prin-
ciple at the heart of the distinction between pri-
mary liability and secondary liability of the kind 
rejected in Central Bank is that words or actions 
by a secondary actor that facilitate an issuer’s 

In the Solicitor General’s view, scheme 
liability would considerably widen the pool 
of deep-pocketed defendants that could be 
sued for an issuer’s misrepresentations.

continued on page 11
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Industry Views

  Accounting Firms Support PCAOB Proposal to Remove 
GAAP Hierarchy From Auditing Standards 

 Major accounting fi rms expressed strong sup-
port for a PCAOB proposal to remove the 
GAAP hierarchy from auditing standards and 

place it in the accounting standards. The Board’s 
proposal is driven by a FASB plan to incorporate the 
GAAP hierarchy into its accounting standards. 

 Currently, the GAAP hierarchy is directed at the au-
ditor despite the fact that it is the company, and not 
its auditor, that is responsible for selecting account-
ing principles for fi nancial statements that are pre-
sented in conformity with GAAP. Since the GAAP 
hierarchy identifi es the sources of accounting prin-
ciples, the PCAOB believes that it is more appropri-
ately placed within FASB’s accounting standards. 

 The separation of the GAAP hierarchy from the 
auditing literature is a natural and appropriate 
change, according to the Crowe Chizek fi rm, 
which noted that the overall selection of account-
ing policies and the application of accounting 

rules is a function of the company’s management, 
while the auditing of the application of GAAP is 
the function of the auditor. In comments support-
ing the proposal, the GAO also emphasized the 
importance of recognizing that it is the company, 
and not the auditor, that must select and apply ac-

counting principles and 
take ultimate responsibility 
for the adequacy of fi nan-
cial statement disclosure. 

 PricewaterhouseCoopers 
said the Board’s proposal is 
an appropriate response to 
FASB’s proposal on GAAP 
hierarchy. Grant Thornton 
agreed that the GAAP hier-
archy appropriately belongs 

in the accounting literature and should be removed 
from the auditing standards upon its inclusion in 
the accounting standards. 

 Deloitte, while also applauding the removal of the 
GAAP hierarchy from the auditing standards, asked 
the PCAOB to consider whether any audits of state, 
local or federal governmental entities have audits 
performed in accordance with PCAOB standards 
and, if so, whether the GAAP hierarchy summary 
currently in AU section 411 is necessary guidance 
for those audits.  ■

  James Hamilton   

 Since the GAAP hierarchy identifi es the 
sources of accounting principles, the 
PCAOB believes that it is more 
appropriately placed within FASB’s 
accounting standards. 

Sarbanes-Oxley Act is working, according to 
Paisley. In order to maintain investor confidence 
in financial reporting, management must ana-
lyze the root causes of any deficiencies. AS5 is 

silent on root cause analysis, the checklist notes, 
so management must fill the gap.  ■

  Jacquelyn Lumb   

Steps for Implementing AS5
continued from page 3
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International Developments

  IOSCO Roundtable on Audits Examines Valuation 
And Liability Issues 

 Participants at a recent IOSCO roundtable on 
public company audits agreed that the cur-
rent certifi cation is not entirely adequate. 

They suggested that the auditors’ position be ex-
panded to include judgments, with additional in-
formation to be provided, such as business matri-
ces and other information used by the industry 
to estimate the future value of companies. The 

roundtable participants also believe that audits 
of large and complex companies could be en-
hanced through the use of internal auditors. It 
might also be useful to implement some fraud en-
hancement mechanisms within the regular audit 
process, although separate forensic investiga-
tions were generally not deemed appropriate. 

 Former SEC Chief Accountant Lynn Turner said it is 
crucial that the numbers presented in fi nancial 
statements be accurate. Financial statements are a 
snapshot of a company at a given moment, he not-
ed, and the role of auditors is to provide a high 
level of assurance that this snapshot is accurate. If 
they are unable to offer such assurance, he said, it 
would signifi cantly change stock pricing and capi-
tal allocation activities. 

 However, Turner agreed that including addition-
al key measures of performance, which every 

successful management team tracks, could be 
equally useful for investors. He also noted that 
audit committee chairs could ensure that the in-
formation provided is better targeted and more 
relevant than that provided through a broad gen-
eral regulation. If companies are unwilling to 
adopt such an approach, he said it might be nec-
essary for regulators to intervene. 

 On the question of auditor 
liability, Turner said that, be-
fore applying any liability 
caps, greater transparency 
should be required on the 
part of auditors. Since audi-
tors have not made their fi -
nancial information public, 
they have not provided any 
fi nancial reason for impos-
ing caps. Auditing fi rms 

would not even adopt the good governance prac-
tices required of public companies, which Turner 
sees as problematic, considering the important 
public function they provide to the worldwide cap-
ital markets. 

 Michael Cook, a former Deloitte CEO, mentioned 
that, following the fi nancial debacles of Enron 
and others, there has been a pronounced cultur-
al shift within the fi nancial reporting community 
from making the numbers to doing it right.  Other 
factors, such as Sarbanes-Oxley and whistleblow-
ing, have also contributed to the enhancement of 
audit quality. 

 The SEC has also made a signifi cant contribution 
by emphasizing the role of audit committees, Cook 
said, and the PCAOB has provided helpful support 
through its guidance and inspection programs. In 

 In Cook's view, the large number of material 
weaknesses and restatements is actually 
proof that the system is working properly, 
since people are making signifi cant changes 
in their reporting systems. 

continued on page 14
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International Developments

 IAASB Redrafts Standard on Independent Auditor’s 
Report on Financial Statements 

 As part of its ongoing project to redraft and re-
vise international audit standards, the IAASB 
has proposed a redrafted standard on the in-

dependent outside auditor’s report on fi nancial 
statements. The redrafted ISA 700 would require 

the auditor, in forming an opinion on the fi nancial 
statements, to conclude whether reasonable assur-
ance has been obtained about whether the fi nan-
cial statements taken as a whole are free from ma-
terial misstatement. 

 In addition, the new standard would require that the 
auditor’s evaluation of whether the fi nancial state-
ments are prepared and presented, in all material 
respects, in accordance with IFRS, for example, in-
cludes the consideration of the qualitative aspects of 
the company’s accounting practices and indicators 
of possible bias in management’s judgments. 

 The standard also requires auditors to evaluate 
whether the fi nancial statements adequately dis-
close the signifi cant accounting policies selected 
and applied, and signifi cant interpretations by man-
agement of regulatory or legal requirements. Audi-
tors must also evaluate whether the accounting esti-
mates made by management are reasonable. 

 The auditors should also determine if the informa-
tion presented in the fi nancial statements is rele-
vant, reliable, comparable and understandable. 

Auditors must also determine whether the fi nan-
cial statements provide adequate disclosure to en-
able the intended users to understand the effect of 
material transactions and events on the informa-
tion conveyed in the fi nancial statements. 

 The outside auditor must 
evaluate whether the fi-
nancial statements achieve 
fair presentation. In doing 
so, the auditor must con-
sider the overall presenta-
tion, structure and content 
of the fi nancial statements 
and whether they faithfully 

represent the underlying transactions and events 
in a manner that achieves fair presentation. 

 The auditor’s report must also include a section on 
management’s responsibility for the fi nancial state-
ments, which must state that management is re-
sponsible for the preparation and presentation of 
the fi nancial statements in accordance with the ap-
plicable fi nancial reporting framework, such as 
IFRS, and that this responsibility includes main-
taining internal controls, applying appropriate ac-
counting policies and making reasonable account-
ing estimates. 

 The current timetable envisions that all interna-
tional auditing standards will have been revised 
and redrafted by late 2008. The IAASB has provi-
sionally agreed that the complete set of standards 
will be effective for audits of fi nancial statements 
for periods beginning on or after December 15, 
2008. The date will depend on satisfactory prog-
ress being made, and will be amended to a later 
date if necessary.  ■

  James Hamilton  

The auditors should also determine if the 
information presented in the fi nancial 
statements is relevant, reliable, comparable 
and understandable.
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International Developments

 PIOB Chair Calls for Transparently Adopted International 
Audit Standards 

 Market globalization and the concomitant 
need of investors for external consistency 
and cross-border comparisons has fueled 

the demand for principles-based international audit 
standards, in the view of Stavros Thomadakis, chair 
of the Public Interest Oversight Board. At a recent 
seminar in Mexico City, he said it is important to 

recognize that traditional national standard setting 
has limitations that cannot be overcome in this new 
environment. Thomadakis also emphasized that in-
ternational audit standard setting must be a trans-
parent and fl exible process administered by trans-
parently selected and independent standard setters. 
The PIOB is the oversight body of the International 
Audit and Assurance Standards Board. 

 Financial reporting is much more than a historical 
representation of economic events over a specifi ed 
period, Thomadakis noted. It is critical for key fi -
nancial decisions and infl uences how these deci-
sions are implemented. Standards governing the 
production and validation of credible, clear and 
comprehensive accounts are a critical element in 
the development of fi rms, markets and economies. 

 In 2003, a group of international organizations, 
including IOSCO, the Basel Committee and the 
European Commission entered into an agreement 

with IFAC, the parent of the IAASB, to substantial-
ly reform the international audit standards. The 
agreement recognized the need to elevate the 
consciousness of public interest within the stan-
dard setting process. It instituted ways in which 
the public interest could be recognized and ex-
plicitly inserted into standard setting activities, 

starting with the creation 
of an independent board to 
oversee all aspects of stan-
dard setting. 

 The reform agreement also 
called for a shift in the com-
position of standard setting 
bodies away from the domi-
nance of practitioners and 
the creation of consultative 
stakeholder groups along-

side the standard setting bodies to offer ongoing 
advice to standard setters. 

 In Thomadakis’ view, it is now axiomatic that high 
quality international standards are indispensable 
in meeting international public interest objectives. 
In order to be widely accepted and adopted, he 
said that the standards must include clear objec-
tives and sound principles. They must be clearly 
written for ease of understanding and application. 
In addition, they must operate in widely varying 
local environments in terms of the level of develop-
ment and legal and regulatory requirements. They 
must also be suitable for application in a variety of 
client and auditor situations. 

 It is not enough for international standards to be of 
high quality, Thomadakis said. The process by 
which the standards are set must also inspire confi -
dence. It must be transparent, forward-looking and 

 Thomadakis also emphasized that 
international audit standard setting must 
be a transparent and fl exible process 
administered by transparently selected and 
independent standard setters. 

continued on page 15
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International Developments

  Choice of Audit Firms Will Remain Market Driven 

 There should be no regulatory intervention to 
create a Big Five audit fi rm. A U.K. audit over-
sight group’s recommendation that increasing 

the choice of audit fi rms should be driven by mar-
ket solutions, not regulation, received the support 
of a broad industry consensus. Comments on the 

report by the Market Participants Group of the Fi-
nancial Reporting Council, which oversees audits 
of public company fi nancial statements, expressed 
the belief that market-based solutions will be more 
enduring than shorter-term regulatory measures. 

 In the wake of the implosion of Arthur Andersen, a 
number of groups are examining the issue of audi-
tor choice, including the European Commission 
and the U.S. Paulson Committee. A recent survey 
indicated that global institutional investors would 
welcome greater auditor choice. 

 One main objective of the FRC report is to reduce 
the perceived risks to investors of selecting a non-Big 
Four audit fi rm to audit the company’s fi nancial state-
ments, as well as to improve the accountability of 
boards for their auditor selection. Another important 
objective is to reduce the risk of audit fi rms leaving 
the market without good reason and to reduce dis-
ruption costs when a fi rm leaves the audit market. 

 In its comment letter, Grant Thornton said that 
market solutions are unlikely to have a dramatic 
impact upon the structure of the audit market in 
the short term. However, taken together over time, 

they are likely to increase the awareness and qual-
ity of information used by those responsible for 
auditor appointment decisions. The fi rm recogniz-
es that audit fi rms seeking to increase their pres-
ence in the larger corporate audit market need to 
invest and be seen to invest in their audit offering 

in order to continue to per-
suade more audit commit-
tees to use their services.  

 The Institute of Chartered 
Accountants in England 
and Wales believes that 
market-based actions are 
the most effective means to 
achieve an impact.  As such 

actions tend to involve information dissemination, 
persuasion and education, they may not have an 
immediate effect. They tend to be more effective 
since, once accepted, they work with the market 
and avoid the unintended consequences that often 
follow from regulation. 

 The market group recommended that the FRC pro-
vide guidance on a company’s use of joint audits in 
which more than one audit fi rm network works on 
the audit. The Institute said there may be circum-
stances where audit quality would not be harmed 
by the use of auditors from more than one network.  

 PricewaterhouseCoopers said that it would gener-
ally by unwilling to be the group auditor where its 
network fi rms were not also auditors of all or sub-
stantially all of the group. There are good reasons 
why large audit fi rms developed global networks, 
said PwC, and good reasons why companies em-
ploy a single network as worldwide auditor. 

 KPMG was concerned that the use of more than 
one audit network fi rm would have an adverse im-
pact on audit quality. It is important for the parent 

One main objective of the FRC report is to 
reduce the perceived risks to investors of 
selecting a non-Big Four audit fi rm to audit 
the company’s fi nancial statements.

continued on page 15
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solely to the prior period audited by the predeces-
sor and were performed before the successor was 
engaged to audit the current period. 

 An accountant would not be considered indepen-
dent if, at any time during the audit and professional 
engagement period, he or she provided translation 
services to SEC audit clients based in foreign juris-
dictions or U.S. clients with foreign operations. OCA 
explained that translation services require decisions 
and judgments on behalf of management with re-
spect to the use of various words and phrases, and 
specifi c accounting, business and industry terms. In 
conveying the meanings as expressed by manage-
ment in the original language, OCA said it could cre-
ate a mutual or confl icting interest between the ac-
countant and the audit client and may put the auditor 
in the position of auditing his or her own work. 

 Whether the independence of an auditor of a Form 
11-K employee benefi t plan fi ler would be impaired 
when providing prohibited nonaudit services to the 
nonaudit client sponsor of the plan depends on the 
type of service provided, according to OCA. The em-
ployee benefi t plan is a separate issuer but is consid-
ered to be an affi liate of the sponsor to the plan, so it 
is subject to the prohibited services rules. Since the 
accountant is auditing the plan, and not the plan 
sponsor, the services would be permissible as long 
as the services are limited to prohibited nonaudit ser-
vices that contain the modifi er “unless it is reason-
able to conclude that the results of these services 
will not be subject to audit procedures during an au-
dit of the client’s fi nancial statements” and the audi-
tor does not provide any services that would affect 
the plan’s fi nancial statements or the audit. 

 OCA advised that auditors of parent fi nancial state-
ments must be independent of entities that are 

consolidated due to the application of  FASB Inter-
pretation No. 46, Consolidation of Variable Inter-
est Entities  (“FIN 46R”). An enterprise that consoli-
dates variable interest entities may obtain the 
ability to make decisions that affect their activities 
through contracts or their governing documents. 
OCA added that registrants may wish to consult 
with the staff if an enterprise believes that it does 
not control a variable interest entity that it was re-
quired to consolidate under FIN 46R. 

 The audit committee of a plan sponsor of an em-
ployee benefi t plan does not have to preapprove 
the audit of the plan. However, audit committees 
are not precluded from establishing policies for 
preapproval. Audit committees are required to pre-
approve services provided by the issuer’s principal 
accountant to variable interest entities that are 
consolidated under FIN 46R. 

 Issuers must include in their fee disclosures any fees 
paid to the principal auditor of a sponsor for the au-
dit of its employe benefi t plan, regardless of whether 
the fees are paid by the sponsor or the plan. The is-
suer may identify the fees paid to the accountant that 
were not paid by the issuer or were not subject to the 
preapproval requirements if it wishes. 

 In response to an inquiry about the application of 
the cooling off period to the three years of audited 
fi nancial statements included in an initial public of-
fering and periods after a company becomes an is-
suer, OCA advised that accounting fi rms must con-
sider their relationship with the client prior to and 
after the client becomes an issuer. Since the IPO will 
contain an audit report for three years, the cooling 
off rules would apply to all years. In applying the 
cooling off rules for time periods prior to the IPO fi l-
ing, the day after the audit report release date consti-
tutes the commencement of the audit procedures.  ■

 Jacquelyn Lumb  

Auditor Independence
continued from page 1

in the accuracy of the outside audit of corporate fi -
nancial statements is absolutely crucial to the suc-
cessful functioning of the securities markets. Dodd 
was a principal architect of Title I of the Sarbanes-
Oxley Act, which created the PCAOB. 

 The Dodd-Shelby provision agrees with recent 
statements by SEC Chair Christopher Cox that Sar-
banes-Oxley did not need to be amended, but that 
the regulators need to change the way the law is 

America COMPETES Act
continued from page 2

continued on page 11
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America COMPETES Act
continued from page 10

implemented. It is the implementation of the law 
that has caused the excessive burden, in Dodd’s 
view, not the law itself. 

 Dodd praised the deliberative process of rulemak-
ing and standard-setting conducted by the SEC 
and the PCAOB in reforming the internal control 
mandates of section 404 and commended the SEC 
for responding very well to the concerns about the 
section 404 requirements, particularly those of 
smaller public companies. 

 Shelby observed that the SEC’s management guid-
ance and new PCAOB Auditing Standard No. 5 are 
mutually reinforceable and should signifi cantly im-
prove the implementation of section 404, making it 
more effi cient and effective for small and medium-
sized businesses. Shelby is satisfi ed that the agen-
cies recognize that the unnecessary costs imposed 
by section 404 are a real problem for both large 
and small companies. 

 Dodd does not believe that Sarbanes-Oxley should 
be opened up to an amendment at this time. He 

believes that it would be irresponsible for Congress 
at this juncture to jump in and greatly reduce the 
number of companies that would have to comply 
with section 404. 

 The SEC must be allowed to do its job, he said. If 
the Commission does not do the job, he continued, 
and the burdens of section 404 still exist, Dodd 
would welcome an opportunity to address it. In his 
view, the provision sends a message to the SEC 
and the PCAOB that Congress is watching what 
they do very carefully. 

 Shelby was also willing to give the SEC and the 
PCAOB time to make the signifi cant changes need-
ed to reduce the unacceptable costs and burdens 
of section 404 compliance. The problems are very 
complex, he added, and the regulators should be 
given a chance to fi x them. 

 While Shelby is willing to give the SEC and 
PCAOB additional time to fix the problem, he is 
not willing to give them unlimited time. He said 
that the Banking Committee will monitor closely 
their progress.  ■

  James Hamilton   

misstatement, but are not themselves communi-
cated to investors, cannot give rise to reliance, 
and thus primary liability in a private action. 

 The Solicitor General contended that the issue has 
international repercussions. Extending liability to 
vendors could effectively and substantially expand 
liability for foreign companies that trade with pub-
licly-listed companies. In a brief fi led by interna-
tional organizations, including the Federation of 
German Industries, they pointed out that Germany 
and the U.K. limit liability for misstatements to the 
issuer and potentially certain of its offi cers and di-
rectors. They do not provide for claims against si-
lent third parties to commercial transactions that 
the issuer misreports. 

  Former SEC Chairs Urge Supreme 
Court to Approve Scheme Liability  
 Former SEC Chairs William Donaldson and Arthur 
Levitt have fi led a brief on behalf of investors urg-
ing the Court to hold that non-speaking actors who 
engage in deceptive acts as part of a scheme to 
defraud investors may be liable under rule 10b-5 
even if they did not directly issue fraudulent state-
ments. Former SEC Commissioner Harvey Gold-
schmid also joined the brief. 

 The battle over scheme liability is joined when 
investors argue that an investment bank or an 

Scheme Liability
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Scheme Liability
continued from page 11

auditor need not have made misleading statements 
or omissions to be liable for securities fraud since 
participating with scienter in a sham transaction 
with no legitimate business or economic purpose 
should suffi ce. The countervailing argument is that 
the actors must make a misleading statement to be 
held liable under rule 10b-5 and scheme defen-
dants who remain silent and owe no duty of can-
dor to investors are categorically exempt.  

 The circuit courts are split on this issue. The Ninth 
Circuit articulated a test under which participants 
in schemes with the principal purpose and effect 
of defrauding investors are held liable whether or 
not they made misleading statements to investors. 
By contrast, the Eighth Circuit in  Stoneridge  and 
the Fifth Circuit in  Enron  have adopted what earlier 
amici called a narrow interpretation of scheme li-
ability based on an erroneous interpretation of the 
Supreme Court’s 1994 decision in  Central Bank of 
Denver v. First Interstate Bank of Denver . 

 The former SEC chairs called the action one of the 
most important securities cases to be heard by the 
Supreme Court in many years. They believe it is 
critical to the antifraud purposes of the federal se-
curities laws that actors, other than issuers and 
their offi cers and directors, who actively engage in 
deceptive conduct for the purpose and with the ef-
fect of creating a false statement of material fact in 
the disclosure of a public company, continue to be 
held liable in private securities fraud actions.  

 In their view, the Court’s reaffi rmation of liability 
for actors such as investment banks and account-
ing fi rms that actively engage in deceptive conduct 
as part of a fraudulent scheme will have a profound 
effect on the deterrence of fraud and the ability of 
investors to recover their losses. On the other hand, 
the rejection of fraudulent scheme liability would 
make invulnerable those who purposely engage in 
deception and immunizes non-issuers who com-
mit securities fraud from private liability merely 
because they were cunning enough to avoid mak-
ing a public statement. 

 Non-speaking actors who engage in fraudulent 
acts as part of a scheme with the issuer to defraud 

investors should be held primarily liable, the former 
chairs said, regardless of whether they speak to the 
market, assuming all of the other elements of rule 
10b-5 are met. In their view, a failure to do so would 
dramatically undermine private enforcement of the 
securities laws and investor confi dence. 

 The former SEC chairs pointed out that the Commis-
sion’s traditional position has been that a person 
may commit a manipulative or deceptive act consti-
tuting a primary violation of the antifraud rule with-
out making a public statement. The SEC has consis-
tently expressed this position through rulemaking, 
amicus briefs and enforcement actions. 

 The SEC’s disgorgement and civil money penalty 
powers, while enhanced by the Sarbanes-Oxley 
Act, generally cover only a fraction of the dam-
age done to investors by serious securities fraud. 
The SEC, with limited resources, cannot bring ac-
tions in every one or even most of the fi nancial 
fraud cases that have proliferated over the past 
few years. 

 The former SEC chairs fear that the elimination of 
fraudulent scheme liability would mean, in practi-
cal terms, that defrauded investors would not be 
able to recover their losses from any party other 
than the company that issued the fi nancial state-
ments. Since the issuer often becomes bankrupt or 
is unable to satisfy a judgment once the fraud is 
exposed, investors would be unable to recover 
much of their losses if the issuer is the only party 
they could proceed against. 

  Former SEC Chairs Hills, Pitt and 
Williams Urge Supreme Court to 
Reject Scheme Liability  
 Former SEC Chairs Harvey Pitt, Rod Hills and Har-
old Williams, along with a number of former com-
missioners, have fi led a brief urging the Supreme 
Court to reject scheme liability for non-speaking 
secondary actors in private securities fraud ac-
tions. The former SEC offi cials call scheme liabil-
ity a semantic ploy designed to recast secondary 
conduct as a primary violation of rule 10b-5 in or-
der to get around the Court’s ruling in the Central 

continued on page 13
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Bank case that there is no private right of action 
against secondary actors who aid and abet secu-
rities fraud. 

 The former chairs warned that the approval of 
scheme liability would inject confusion into rule 
10b-5 actions since not even the proponents of 
scheme liability can consistently defi ne this amor-
phous concept. They further contend that scheme 
liability exposes those engaging in commercial 
transactions with public companies to dispropor-
tionate damages of a magnitude greater than the size 
of the transaction alleged to give rise to the liability. 

 Among the former SEC commissioners who joined 
the three chairs on the brief were Joseph Grundfest, 
Richard Roberts, Aulana Peters, Edward Fleisch-
man, Stephen Friedman, Isaac Hunt and Laura Un-
ger. Former SEC general counsels James Doty and 
Simon Lorne also joined the effort. 

 In interpreting the 1994 Central Bank opinion, the 
former chairs said that scheme liability involves 
secondary conduct within the meaning of the 
Court’s opinion and that mere knowing participa-
tion in another’s alleged fraud is not enough for li-
ability to attach. They maintain that Congress has 
sanctioned this approach since the 1995 Private 
Securities Litigation Reform Act which specifi cally 
gave the SEC enforcement power against second-
ary actors who aid and abet securities fraud. 

 Since Congress expressly refrained from similarly 
empowering private investors, the former SEC offi -
cials said the Court should not do by fi at what Con-
gress declined to do by statute. The former SEC of-
fi cials concluded that Central Bank and the 
congressional reaction to it clarify that the anti-
fraud rule does not encompass scheme liability. 
They emphasized that the implied private right of 
action under rule 10b-5 is a judicial creation and 
that the days of judicially implied private actions 

are “long past.” The Court has recognized that an 
expansive reading of the implied right is suscepti-
ble to abuse, according to the brief. 

 The former offi cials pointed out that no express 
provision in any of the federal securities laws al-
lows investors to sue a non-speaking actor that did 
not transact in the issuer’s securities and owed no 
duty to investors. Since Congress has never ex-
pressly authorized such a private suit, the former 
SEC offi cials said there is no reason to assume that 
Congress implicitly did so in the securities anti-
fraud provision. 

 The former SEC offi cials reject the idea that the pri-
vate right of action under rule 10b-5 should be ex-
tended to cover secondary actors to promote inves-
tor compensation. They noted that there is a broad 
consensus in the academic community that the 
out-of-pocket measure of damages used in rule 
10b-5 class actions challenging aftermarket fraud 
is economically irrational because it bears little re-
lation to the actual net harm suffered by investors. 

 The wisdom of extending the current rule 10b-5 
remedy is far from obvious, in the former offi cials’ 
view, particularly since the money paid to settle 
the action is most often funded by other innocent 
investors. They observed that the SEC can now 
provide investors with meaningful compensation 
pursuant to its authority under the Fair Funds pro-
vision of the Sarbanes-Oxley Act. 

 The former offi cials similarly rejected deterrence 
as a justifi cation for scheme liability since, in their 
view, substantial deterrents already exist. For ex-
ample, the SEC and the Department of Justice can 
pursue claims against aiders and abettors of secu-
rities fraud. In addition to fi nancial penalties, the 
SEC has available to it a panoply of remedies that 
enable it to perform its deterrent function in a fi ne-
ly calibrated manner, depending on the facts and 
circumstances of the case, they advised.  ■

 James Hamilton  

Scheme Liability
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his view, the large number of material weaknesses 
and restatements is actually proof that the system 
is working properly, since people are making sig-
nifi cant changes in their reporting systems. 

 Paul Koster, chair of CESR-FIN, advised that the Eu-
ropean Commission has made great efforts within 
the Financial Services Action Plan to improve the 
reliability of fi nancial statements. Many directives 
have been introduced, such as the Transparency 
Directive and the Audit Directive. 

 Koster, who is also a member of the Netherlands Au-
thority for Financial Markets, noted that a recent 
survey published by CESR on the communication of 
auditors with the public demonstrates that it might 
be useful if auditors provided a more detailed expla-
nation of their work in the fi nancial statements.  For 
example, they could explain what actions they have 
taken to ensure their independence, and the audit’s 
specifi c risks and focal points of attention. 

 There are times when the margins of a certain 
company are rising, while those of most compa-
nies in the same sector are declining. In those cas-
es, investors would like the auditors to explain their 
actions in order to be reassured that the numbers 
are correct. 

 Koster also reiterated his position that fi nancial 
statements should include an accountant’s discus-
sion and analysis. Such information would also 
help the auditing profession make a better impres-
sion on the fi nancial markets by communicating 
how well they are performing their tasks. 

 EALIC Chair Alain Joly agreed that there has been 
a dramatic improvement in the reliability of the 
numbers being produced. At the same time, he be-
lieves that there has been an increasing number of 
disclaimers by auditors. He is concerned about 
this because shareholders must ultimately rely on 
the judgment of the auditors. 

 He disagreed with the suggestion that auditors 
describe their work in more detail. This would 
lead to 500-page annual reports, he said, which 
would become unreadable. At the end of the day, 

auditors should stick their necks out, and clearly 
state whether, to the best of their knowledge and 
understanding, they believe the company’s state-
ments to be fair and honest, in his view. 

 Joly is also concerned about the IASB-FASB shift 
towards a full fair value approach. While historical 
accounting has its limits, he conceded, it is still 
based on facts. He believes that historical account-
ing, supplemented by some asset impairment con-
siderations and fair value treatments for some spe-
cifi c instruments, is the optimal solution. A shift to 
full fair value would destroy the separation of the 
past and the future, he warned, since a number of 
judgments on the balance sheet will be based on 
fancy forecasts, rather than facts. 

 On the issue of auditor fraud detection, Turner advo-
cated the adoption of a better fraud standard in the 
context of a regular audit, and dismissed the idea of 
a separate forensic audit. He also noted that audi-
tors are still not using procedures that are used by 
other professionals, such as hedge fund analysts, to 
greatly enhance the possibility of detecting fraud. 

 Consequently, it is not unusual for an analyst to de-
tect fraud where an auditor failed, although the lat-
ter has access to the company records.  In Enron, 
Turner noted, two large hedge funds managed to 
detect that the company’s books were cooked, 
while the outside auditor did not. 

 On the issue of cooperating with internal auditors, 
Koster said that the groundwork has been laid for 
the examination of a closer relationship between ex-
ternal and internal auditors. First, following Sar-
banes-Oxley, companies have invested huge 
amounts in improving their internal control environ-
ment.  Second, companies are becoming increas-
ingly complex, particularly in certain sectors, such 
as the pharmaceutical industry. Cooperation must 
be conditioned on securing the independence of in-
ternal auditors through direct reporting to the audit 
committee. Audit quality standards should be en-
sured, and the authorities should probably license 
some internal auditors. Finally, regulators should 
perform some oversight on internal auditing. 

 Turner said it would be extremely useful to have an 
internal auditor present around the clock. Their 

IOSCO Roundtable
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support can be particularly important in the area of 
whistleblower programs, since they can offer a quick-
er and more effi cient response to such situations than 
external auditors. 

 Concerning valuation issues, Joly noted that compo-
nents of goodwill valuation models are extremely sen-
sitive to changes. There is concern that, since an in-
creasing amount of goodwill is included in companies’ 
balance sheets, and since goodwill is no longer depre-
ciated, there will be serious problems down the road. 

 Koster has valuation concerns in the area of pri-
vate equity and hedge funds. The information 
used to conduct such valuations is self-reported, 
he noted, and is thereby subject to selection bias. 
The valuations are based on both unrealized and 
realized returns, and are thereby subject to biases 
due to subjective accounting treatment. He also 
noted that private equity hedge funds have be-
come liquid pools of money. While returns are 
said to be exceptional in this area, they are less 
impressive when the liquidity element is taken 
into account.  ■

  James Hamilton   

fl exible, provide ample opportunity for stakeholder 
input, and be subject to independent oversight. 

 The individuals who serve as international stan-
dard setters must be experienced and committed 
to the public interest. They must act independently, 
be responsive to emerging needs and open to 

stakeholder input. They must be drawn from di-
verse backgrounds in terms of professional experi-
ence and affi liation. Finally, they should be a blend 
of practitioners and non-practitioners who are se-
lected by a transparent process.  ■

  James Hamilton       

Transparent Audit Standards
continued from page 8

company auditor to control the work performed by 
the auditors of the company’s subsidiaries, KPMG 
advised, and this is enhanced when all the fi rms 
involved in the audit use a common methodology. 
KPMG cited Parmalat as an example of what can 
go wrong when more than one audit fi rm is in-
volved. Deloitte said that, in this area, nothing must 
be done that could damage audit quality. 

 The U.K. audit fi rm Mazars supports the recommen-
dation of joint audits as vital to promoting a more 
competitive audit market. The fi rm asked the FRC to 
conduct a study on joint audits. The fi rm believes that 
joint audits facilitate the benchmarking of the quality 
of audit work and client services.  They also reduce 
the risk of systemic instability if a major fi rm were to 

leave the market since issuers would still have an au-
dit fi rm. Joint audits also allow leading non-Big Four 
fi rms to play a substantial role in global audits. 

 The FRC group also recommended that audit com-
mittees communicate with shareholders on the se-
lection of outside auditors. The Institute noted that 
transparency in the process may encourage audit 
committees to consider a wider selection of audi-
tors. However, there is concern that this could be 
counterproductive, with audit committees becom-
ing even more conservative to avoid potential criti-
cism that they are contemplating an auditor which 
is an unknown quantity.  ■

  James Hamilton   

Choice of Audit Firms
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