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VEDDER PRICE VEDDER, PRICE, KAUFMAN & KAMMHOLZ

805 THIRD AVENUE

NEW YORK, NEW YORK 10022-2203
212-407-7700

FACSIMILE: 212-407-7799

DAN L. GOLDWASSER A PARTNERSHIP INCLUDING VEDDER, PRICE, KAUFMAN & KAMMHOLZ, P.C
212-407-7710 WITH OFFICES IN CHICAGO, NEW YORK CITY, AND LIVINGSTON, NEW JERSEY

December 12, 2000

Independence Standards Board

1211 Avenue of the Americas, 6th Flr.
New York, NY 10036-8775

Attn: ED 00-02

Re: Statements of Independence Concepts

Gentlemen:

I wish to commend you for the excellent job you and your staff have done in formulating
a conceptual framework for audit independence standards. Quite frankly, I would not change a
single word (a recommendation I only infrequently make - see my comments dated July 16, 2000
on the SEC’s independence proposal, a copy of which is attached hereto). Not only is this
document a logical and clear statement of the factors which must be considered in formulating
independence standards, it is sufficiently flexible to enable the Board to address the issue of the
client’s economic importance to the audit firm and audit team, an issue which has too long been
ignored by the profession the professional literature. I, therefore, encourage you to adopt this
statement even though it is not in accord with the current thinking of the Securities and Exchange
Commission (the “SEC”) as more fully discussed below.

The major problem with your Exposure Draft is that it is not wholly consistent with the
SEC’s newly adopted independence standards. Indeed, one of the reasons why I urged the SEC
not to adopt its proposed independence rule was that it would impair the Board’s ability to adopt
a conceptual framework. Now, rather than designing the ideal structure for formulating
independence standards, you are forced to design a structure that must accommodate the
principles embodied in the SEC’s new rule. This is truly unfortunate and I remain puzzled why
the public members of the Board encouraged the SEC to proceed with the adoption of its
proposal.

To be sure, there is much in the SEC’s new rule which is consistent with the Board’s
proposed Statement of Independence Concepts. For example,
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. The SEC has recognized that the primary goal of independence standards
1s to maximize the reliability of financial data and that independence
standards are only a means to that end,

. The SEC has recognized that audit independence can never be perfect and
that a certain degree of impairment can be tolerated; and

. The SEC has adhered to the principle of “independence in appearance”
and has opted for a “reasonable man” standard to apply that principle.

On the other hand, there are three fundamental differences between the approach taken by
the Board and the approach taken by the SEC, and those differences are discussed below.

Use of Safeguards

Fundamental to the Board’s proposed conceptual framework is the concept of safeguards;
1.e., that certain impairments of independence may be sufficiently mitigated by establishing
safeguards that are likely to assure objectivity and integrity notwithstanding factors which either
impair or are perceived to impair audit independence. The SEC’s proposal does not evidence
this concept and the Staff of the SEC has categorically rejected the safeguard approach.
Although the SEC rule does provide for the mitigation of sanctions for certain violations of its
independence rules if certain safeguards are in place, that provision is simply designed to
encourage the use of safeguards without eliminating the violation. From a legal prospective,
both the client and its auditors could be subject to civil liability claims as a result of the
infraction. I consider to be an unfortunate choice on the part of the SEC.

The Disclosure Concept

The SEC, in dealing with the gray areas of independence impairments, has chosen to
employ a disclosure concept. Thus, the SEC has mandated the disclosure of certain relationships
which it believes might be perceived as impairing audit independence. Thus, the SEC considers
such matters simply to be a “cost of capital” issue or a “business question” and not a “legal
question.” By requiring public companies to disclose the extent of the non-audit services being
provided to it by its outside auditors, investors and creditors would be able to decide whether
reliance upon the auditors’ report entails added risk and their perception of that added risk will be
reflected in an increase in the company’s cost of capital. In this way, the company’s board or
audit committee will have to decide whether it is more beneficial for the company to employ its
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outside auditors to perform non-audit services or to refrain from doing so and possibly enjoy a
lower cost of capital.

While this concept appears logical on its face and has the advantage of decentralizing the
decision-making process, it is flawed in practice. As I pointed out in my letter to the SEC,
disclosure of non-audit services does not really provide the reader with useful information. At
best, this is secondary information as it provides the reader with no further understanding of the
operations, assets or prospects of the subject company. It only addresses the reliability of the
expertised financial information. Secondly, it does not provide the reader with sufficient
information to make an informed judgment regarding the reliability of the financial information
as it does not convey the extent of the audit testing performed by the auditors or the safeguards
that are in place to assure objectivity and integrity. Equally important, it tells the reader little
about the importance of the client to the audit firm and the audit team. Lastly, by providing this
information, the reader is caused to doubt the entire regulatory scheme. Thus, if the reader
believes that the performance of non-audit services will likely impair the auditors’ objectivity
and integrity, he will begin to wonder what the independence rules actually accomplish, if
anything. Thus, the reader might not only regard the subject company’s financial statements to
be less than reliable, but also that all audited financial statements are suspect. In this sense, the
disclosure concept will deter the public’s willingness to rely upon audited financial information,
not enhance that willingness. In short, it will be counterproductive to the whole purpose of
having independence standards.

For these reasons, I have come to reject the disclosure approach and believe that the
Board’s safeguard approach is the best way to address the gray areas of audit independence.

The Carve-Out Concept

In the rule adopted by the SEC, there is an exemption from the limitation on internal audit
services for companies with less than $200 million in total assets. This is clearly a compromise
with respect to companies that are not likely to be able to afford their own internal audit
functions. The Board’s proposed conceptual framework does not appear to embrace such an
exclusion, notwithstanding its flexible approach. On the other hand, to the extent that small
public companies are less likely to be able to influence the objectivity of outside auditors than
large public companies, this approach may not be inconsistent with the Board’s approach. The
problem, however, is that if a small public company is audited by a small CPA firm, the risk to
audit independence may actually be greater. In short, it is not the size of the client, but rather the
size of the client in relationship to the size of the audit firm that threatens audit independence.
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The Board’s Dilemma

In the final analysis, the Board must decide whether it wishes to adopt a conceptual
framework which it believes is in the best interest of the public and the profession or whether it
will modify its proposal to make it compatible with the rules adopted by the SEC. There can be
no question that the SEC has the final word on such matters as the Board exists only at the
pleasure of the SEC which is free to ignore any and all determinations which the Board might
make. Nevertheless, I strongly urge the Board to stand by its convictions on this issue and not
acquiesce to the SEC’s position even if this may precipitate the Board’s demise. I so urge the
Board for two reasons:

(1) By altering its approach to audit independence, the Board will not be able to
effectively address the issue of the client’s economic importance which is the
principal (if not the only remaining significant) independence issue; and

2) The SEC’s rule was not primarily aimed at audit independence, but rather was
aimed at increasing the relative importance of the audit practices of the Big Five
firms so as to make them effectively subject to regulation. Thus, the SEC’s rule
should not be considered of precedential value to the Board’s determination.

The SEC’s rule addressed the issues of when consulting and legal services, among others,
impair audit independence. If also addressed the financial interests in clients and entities within
a mutual fund complex and client employment issues. At best, these areas are now only subject
to minor interpretation and hardly justify the Board’s further existence. Indeed, considering the
four “guiding principles” which the SEC has adopted, any such interpretation is likely to be a
thankless task as these principles provide no useful guidance. Thus, if there is any reason to
continue the Board’s existence, it is to develop a standard for addressing the client’s economic
importance to the audit firm and audit team.

From my perspective, this cannot be achieved without some means of assuring audit
objectivity and integrity when it passes beyond the limits of the reasonable man standard. In
such cases, one would have to conclude that certain companies which are dominant in a given
geographic area simply cannot receive an independent audit. For example, is there an audit team
or audit office with such a broad spectrum of work that it could remain viable without the
continued audit business of a Walmart, Caterpillar, Dupont, Kodak or Microsoft. Each of these
companies is the dominant economic force in their community, and the loss of their audit
business would be the death knell of the audit office servicing the account. Thus, the only way to
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maintain the objectivity of the audits of these companies is to have the audit determinations
reviewed and approved by persons working in other offices whose compensation and continued
employment by their firm would not be adversely affected by the loss of the client. Even ifa
disclosure concept works (which I do not believe is the case for the reasons discussed above), it
would not be sufficient to offset this factor as no reasonable investor should give any more
credence to an audit report rendered by an auditor whose continued livelihood depends upon the
preservation of the client relationship than a set of financial statements published by the client
alone. In such cases, knowledge only makes the user better aware of the problem, but does not
serve to limit the risks faced by the user. It is for this reason that I believe that if the Board is to
serve any further useful purpose it must adhere to the safeguard approach.

Secondly, I have concluded that the SEC proposed its new rule, not in an effort to
establish clear and viable independence standards (as the Board was well on its way to achieving
that goal), but rather to address a problem which the Board is not empowered to address; namely,
the fact that the Big Five accounting firms are deriving a diminishing percentage of their
revenues and profits from their audit practices. Thus, the day is not far off when such firms
might simply decide to abandon their audit practices in view of their high potential for liability
claims and their relatively low level of profitability. The decision of Andersen Consulting to
sever its ties with Arthur Andersen underscores this possibility. Thus, I believe that the SEC was
seeking to cause the Big Five firms to limit their consulting practices so that their audit practices
would remain at the core of their operations. In this way, the SEC would avoid the nightmare of
the Big Five firms’ simply informing the SEC that they no longer wished to engage in a public
company audit practice.

While this may sound implausible, it does explain many of the stranger aspects of the
SEC’s recent actions; to wit:

. It explains why the SEC chose to promulgate an independence standard
which did not address the all-important economic importance issue:

. It explains why the SEC has devoted so much emotional and political
capital to this issue even thought there was neither a public outcry for this
action, one or more notorious cases of non-audit services leading to audit
failures, nor statistical evidence supporting this conclusion;

. It explains a number of anomalies in the SEC’s proposal such as why the
SEC sought to prohibit legal advice but not tax advice;
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It explains why the SEC has pushed for independence investigations
within the Big Five firms, but has taken no enforcement action with
respect to even the serious violations that have been uncovered;

It explains why the SEC has chosen to prohibit contingent fees and
commissions but not regulate total fees;

It explains why the SEC was willing to jeopardize the continued existence
of the ISB when the ISB represents the best hope of addressing the
economic importance issue;

It explains why the SEC was so vehement in contending that its proposal
does not affect non-Big Five firms when its proposal made no such
distinction;

It explains why the SEC chose to negotiate the final provisions of the rule
with the Big Five firms rather than simply base its rule on the public
submissions as is customary in agency rulemaking;

It explains the very personal attacks by the SEC on the AICPA and its
leadership and the SEC’s efforts to divide them from the AICPA members
who practice in small firms; and

It also explains why the SEC was simultaneously lobbying for enhanced
public participation in the POB and the AICPA’s disciplinary processes.

Robert Elliott, the former Chairman of the AICPA, perhaps first identified this possibility
when he characterized the SEC’s independence proposal as a “solution in search of a problem.”
To be sure, the SEC perceived there to be a problem; however, it was one which the Congress
had not empowered the SEC to address. For this reason, the SEC chose to address it with the
only power it had -- its authority to define audit independence. Thus, the Board should not
interpret the SEC’s rule as one designed to assure audit independence, but rather one intended to
prevent regulatory independence.

VPNY/#66544.1
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Conclusion

Again, I wish to commend the Board for its superb Statement of Independence Concepts
and to encourage the Board to adopt it and to press forward with a statement addressing the

overall economic importance of the audit client.

//,_ ..

Very truly yours, p

C_ edadl S s

Dan L. Goldwasser

/mbb
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BRrucE CoMmmITTE, PHD

ATTORNEY AT LAW Lok
BRENT BUILDING, SUITE 322 o
17 SOUTH PALAFOX PLACE
PENSACOLA, FLORIDA, USA 32501
Telephone (850) 439-1999
INDEPENDENCE STANDARDS BOARD 20 December 2000

1211 Avenue of the Americas, 6th Floor
New York, NY 10036-8775

RE: Exposure Draft: Statement of Independence Concepts.
Immediate Response.

Dear Board:

This is my immediate response to your Exposure Draft
Statement of Independence Concepts. My remarks below address the
definition of Independence.

Your standard needed a definition of Independence, and now
you have one. Good. The definition includes an objective,
reasonable person clause: "or can reasonably be expected to
compromise.”" This is good.

The definition, however, still has a lot of deficiencies:

1. Generally, the ED definition is more imprecise than it
could or ought to be. The words "pressure," "other factors,"
"compromise," and "ability" are too fuzzy. I am especially

concerned that an essential element of the definition relies on
the auditor’s "ability" to make unbiased decisions. Arguments
over what are persons’ "abilities" will go on for ever.

2. The concept of risk ought be overtly in the definition
because it is so essential to the meaning of auditor
independence. Just look at how often the word "risk" appears in
the ED. Put it in the definition if it is that important, which
it is.

3. "Unbiased" is a modern day term: Instead use the term
"impartial" because that was the term used during 1932-1934
lawmaking hearings which caused the independence requirement to
be inserted into the bills eventually becoming the U.S.
securities laws. I believe it is beneficial to liken the
required impartiality of an auditor (accountant-examiner) to that
of a judge. Using the word impartial or impartiality makes this
connection better. I prefer an impartial judge to an unbiased
judge. "Impartial" is a stronger term than "unbiased." We need
judges and auditors who are impartial, not just "unbiased."

4. As I have stated before, I find it regrettable that the



ED makes no reference whatsoever to the state of affairs which
gave birth to the U.S. securities laws and to the insertion of
the independence provisions into those laws. These sources of
the independence requirement cannot be legitimately ignored by
any person or body charged with the duty of producing an
authoritative definition of independence warranting any public
support. One gets the impression that the Board so dislikes the
legal system and the professionals who participate directly in it
that the Board has purposefully chosen to ignore that system in
producing an independence definition notwithstanding that that
system is the mother of the modern day audit profession. This
attitude toward the law is the profession’s roadblock to
meaningful progress, even when the job of making progress is
handed to it on a silver platter as is the case of the SEC
handing the job to the Board in this case. I have previously
informed the task force and the Board where it might begin its
acquisition of this knowledge; see Committe citation below.

5. The following definition of independence is a much
better definition:

Free from relationships that a reasonable person

would expect to increase the risk of the accountant
examiner losing judgment-making impartiality.

Committe, Bruce Edward, "Independence of Accountants and
Legislative Intent," 41 Administrative Law Review 33, 53 (1989).

Sincerely,

Bruce Committe, CPA



BRUCE COMMITTE, PHD PN
ATTORNEY AT LAW .-) }}
BRENT BUILDING, SUITE 322 { e T
17 SOUTH PALAFOX PLACE e
PENSACOLA, FLORIDA, USA 32501

Telephone (850) 439-1999

INDEPENDENCE STANDARDS BOARD 23 December 2000
1211 Avenue of the Americas, 6th Floor
New York, NY 10036-8775

RE: Exposure Draft: Statement of Independence Concepts.
Extended Response.

Dear Board:

In a letter dated 20 December 2000 I sent my immediate
response to the Exposure Draft on Statement of Independence
Concepts: A Conceptual Framework for Auditor Independence (ED).
Now I provide an extended response in the format of answering the
five questions which appear on pages iii thru iv of the ED under
the same headings I use below.

DEFINITION OF AUDITOR INDEPENDENCE

As I previously stated on 20 December 2000, the proposed ED
definition of independence uses words and terms that are too
fuzzy, indirect, and indefinite in their meaning ("other
factors," "compromise," "unbiased," and "auditor’s ability."

Too, the definition appears to come out of thin air rather than
from logical and orderly development of ideas using authoritative
sources which would be, and are, the transcripts reporting 1932-
1934 hearings leading to insertion of the accountant-examiner
independence requirement into Congressional bills that eventually
became The Securities Act of 1933 and The Securities Exchange Act
of 1934. The failure of the ED even to make reference (much less
make use of its content) to the one and only research report of
Congress’ 1932-1934 consideration of the accountant-examiner
independence requirement is inexcusable and likely is best
explained by the fact that too many Board members have a large
indirect, but certain, financial interest in the outcome of its
work, that is, in whether CPA firms can continue lucrative but
conflicting consulting work along side their independent audit
work otherwise pursuant to the requirements of the federal
securities laws. See research report: Committe, Bruce Edward,
"Independence of Accountants and Legislative Intent," 41
Administrative Law Review 33, 53 (1989).

The term "risk" should appear directly in the definition.

1



The following definition is based on the hearing transcripts
referenced above, and the Board should adopt it instead of the
one now proposed:

Free from relationships that a reasonable person

would expect to increase the risk of the accountant
examiner losing judgment-making impartiality.

GOALS OF AUDITOR INDEPENDENCE

The goal is not to report reliance on any "process." Too,
those who make, and others who do not make but are nevertheless
interested in, wealth distribution decisions have more on their
mind than just "market efficiency." The goal of auditor
independence is to produce information that is trustworthy as to
its content and useful to the public in making wealth allocation
decisions, including, but not limited to, wealth allocation
decisions made within the environment of what is now conceptually
well known as the traditional and developing capital markets.

CONCEPTS AND BASIC PRINCIPLES OF AUDITOR INDEPENDENCE

The ED proposes four basic concepts of auditor independence:
threats, safeguards, independent risk, and significance of
threats/effectiveness of safequards. These should be replaced
with the following single concept: The auditor must eliminate and
avoid risks to his or her independence by avoiding all
relationships that a reasonable person would expect to increase
the risk of the accountant examiner losing judgment making
impartiality. ©Note how this basic concept and principal tracks
the above quoted definition of independence. Whenever concerns
of independence arise, determining the appropriate action to take
requires merely asking and answering the question whether such
stated risk is present given any set of facts. Simple is better.

RISK MODEL

Forget the model stuff. The risk model appears to be a back
door way of inserting the concept of materiality into the
proposed independence rule. The reasonable person concept in
both the ED definition and my above proposed definition take care
of any materiality factor relevant to a rule on independence.
That is, the reasonable person idea subsumes the idea of
materiality. Note that my above proposed definition of
independence has the word "risk" built in; that is, there is no
need for a side bar discussion of "threats," "safeguards," "cost-
benefits," etc. Such matters are common sense, and do not
deserve special mentioning. By mentioning them and not other
relevant concepts they take on more importance than they should.
Such side bar discussions merely detract from the definition.



Keep it simple. Human concepts like "independence'" are
best not reduced to models as humanity is too complex for such
simplifications that might work well outside the social sciences.
Models are useful devices for academic thought development within
the social sciences, but they can are not useful in societal
rulemaking the purpose of which is to describe behavior the
violation of which is to be the basis for public sanctions.

OTHER ISSUES

If the Board still expects to produce its independence
conceptual framework without any significant attention given to
the independence idea developed and contained in 1932-1934
hearings eventually leading to insertion of the independence
requirement into the statute, at the very least the Board ought
to explain, in its proposed independence conceptual framework,
why it has chosen to ignore such lawmaking authority.

To determine whether the definition of audit independence
proposed in this letter is better than the one proposed in the ED
I ask that the Board perform the following test: As a group,
read both definitions aloud, one after the other, and let each
Board member immediately after the reading aloud choose for
himself or herself which one sounds better (seems more logical).
Each writes his or her choice on paper. Then, let each Board
Member reveal his or her choice and state the reasons why the one
each selected sounds better (seems more logical). Those reasons
can form the basis for fleshing out the conceptual framework
beyond the mere defintion. If those participating in the test
drop whatever agendas they bring to the table from those who sent
them there, I believe the proposed definition that I have
offered will be selected by most, if not all, members of the
group.

The reason that my proposed defintion will seem more logical
is because its source is collective experience (revealed in 1932-
1934 Congressional hearings which focused on the problem that
Congress planned, in part, for the independence requirement to
solve), and experience, especially in the social sciences, is a
very powerful (though not full proof) learning tool and guide
post as to what makes sense (is more logical). Too, the
definition that I propose is a simple collection of a lot of
experience, and such simplifictions, or reductions, are usually
more appreciated because of their immediately recognizable better
utility.

CONCLUSION

The ED has ignored the circumstances, events, and therefore
the purposes which have given rise to the legal requirement that
accountant examiners be independent in performing audit services
required by the U.S:. and other securities laws. The ED appears

3



to be a hodge podge of ideas very much influenced by those who
have a desire to retain the current conflicts of interest which
exist when public accounting firms provide both audit and non-
audit services sometimes to the very same business entity; what
other explanation could there be for ignoring the prelude to the
legal audit independence requirement?

For all the reasons stated above, the ED should consist of
the entire contents of Committe, Bruce Edward, "Independence of
Accountants and Legislative Intent," 41 Administrative Law Review
33, 53 (1989) wherein the last sentence reports the definition of
audit independence quoted above at the top of page 2 of this
extended response letter.

Sincerely,

Y/

Bruce CTommitte, CPA



wallmans@foliofn.co To: "Arthur Siegel (E-mail)" <ASiegel@cpaindependence.org>
m (Steven Wallman) cc:
12/25/00 05-44 PM Subject: Conceptual Framework ED

Please respond to
wallmans

Arthur - Happy Holidays.

I read the November 2000 ED on independence and thought it was a great step
forward. Congratulations on making progress. I hope 2001 is a good year
for you.

Steven M.H. Wallman

wallmans@foliofn.com

FOLIOfn Inc.,

8401 0Old Courthouse Road

Vienna, Virginia 22182

703.245.4000; F: 703.245.4943

www.foliofn.com

What's Next.

This email message and any files transmitted with it are confidential
intended only for the person(s) to whom this email message is addressed. If
you have received this email message in error, please notify the sender
immediately by telephone or email and destroy the original message without
making a copy. Thank you.
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RALPH S. SAUL

2030 ONE LT AN SQUARE
187k & CHERRY STREETS
POUBOX 7718

PHILADELFHIA, PA 19192

December 26, 2000

Dear Art:

This letter responds to you request of December 14,
2000 for comments on the Board's exposure draft of a
""Conceptual Framework for Auditor Independence'.

My major comment on the exposure draft relates to
the impact of the SEC's recent revision of the Commission's
Auditor Independence Requirements upon this project and
the broader issue of the future role of the Board. It
would appear that the SEC's rule amendments regarding
auditor independence have preempted not only the proposed
conceptual framework but most of the future work of the
Board.

The definition of auditor independence in the draft
would appear to be preempted by the Preliminary Note to
Rule 2-01 and by Rule 2.01(b). Not only does the Commission
set forth a general standard for auditor independence in
Rule 2.01 but it also sets forth factors in the Preliminary
Note that it will consider in determining whether a rela-
tionship or the provision of a service compromises inde-
pendence. Moreover, the Preliminary Note in the Commission's
rule further preempts the Board's work by going on to say
that registrants and accountants are encouraged to consult
with the Commission's Office of the Chief Accountant before
entering into relationships, including relationships in-
volving the provision of services, that are not explicitly
described in Rule 2-01. The Commission makes no reference
in Rule 2.01 to the future role of the Board - a Board which
the Commission itself created.

If this action by the Commission were not enough to
undermine the Board's work, the Chief Accountant, in his
December 6, 2000 speech at the 28th Annual National Confer-
ence on Current SEC Developments, appears to reject the
Board's entire conceptual framework because it does not
incorporate the four basic principles in the Commission's
Preliminary Note and the appearance concept in Rule 2.01.



As you know, the Commission over the past year has
urged the profession to strengthen its self-regulation
and it has praised the efforts of the Public Oversight
Board to act as overseer of the various professional bodies,
including the ISB, devoted to improving the quality of
audits of publicly held companies. The majority of our
Panel on Audit Effectiveness adopted this approach in its
report by asking the SEC to exercise restraint in its
rule making authority by delegating to the Board the
determination of any services that audit firms may not
provide to their clients. We also recommended that the
Board identify factors to be considered by auditors, audit
committees and client management in determining whether
a specific non-audit service is appropriate.

it is unfortunate that the Coummission rejected this
approach but instead came forward with its own rule which
in the end echoed the Panel's recommendations and followed
the directions in which your Board appeared to be heading.
In my view, this Commission, by choosing to regulate
directly, has seriously weakened your efforts and the future
efforts of the POB to act as a strong self-regulator for
the profession.

I have not provided detailed comments on the conceptual
framework, Art, because I think it is wvital that the Board,
working with the POB, first determine its future role and
its relationship with the Commission. In my view, that
relationship must be based on the principle that the
auditing profession should regulate itself through a
strengthened POB, as well as ISB, as recommended by the
Panel on Audit Effectiveness. I think experience over
the next several years will demonstrate the wisdom of
that recommendation.

Sincerely,

cc: William T. Allen, Chairman
Independence Standards Board

Charles A. Bowsher, Chairman
Public Oversight Board

Shaun F. 0'Malley, Chairman
Panel on Audit Effectiveness



Mr. Arthur Siegel

Executive Director
Independence Standards Board
1211 Avenue of the Americas
New York, NY 10036-8775



Tom Horton To: isb@cpaindependence.org
< thorton@stetson.ed cc:
u> Subject: Exposure Draft: Statement of Independence Concepts

12/29/00 10:36 AM

Attention: Arthur Siegel, Executive Director

Dear Mr. Siegel:

This conceptual framework, in my opinion, strikes just the
right balance. I have no suggestions for change.

Congratulations on the achievement of a difficult task.

Sincerely,

Thomas R. Horton

Chudit o i Puslien)
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University of Wisconsin-Madison School of Business

Grainger Hall

975 University Avenue
Madison, Wisconsin 53706-1323

January 20, 2001

Independence Standards Board
6" Floor

1211 Avenue of the Americas
New York, NY 10036-8775

Dear Board Members:

Please find enclosed a copy of a paper that we are submitting as part of the comment process
for the Statement of Independence Concepts: A Conceptual Framework for Auditor
Independence (ED 00-2).

The paper, "Antecedenis and Consequences of Independence Risk: Framework for Analysis,"
presents a framework that examines how incentives that may increase independence risk
interact with environmental and other factors to affect actual or perceived audit quality. We
explore the combined effects of direct incentives (e.g., direct investments, potential
employment), indirect incentives (e.g., interpersonal relationships), and judgment-based
decisions (e.g., difficult accounting issues, materiality decisions, audit conduct decisions) on
independence risk. We also explore factors that may mitigate independence risk, such as
corporate governance, regulatory oversight, auditing firm policy and culture, and individual
auditor characteristics. Where relevant, we discuss {indings irom academic research as they
relate to the elements of our framework and provide an analysis of the effects of independence
risk on various stakeholders. We conclude the paper with suggestions for future actions by the
auditing profession, auditing firms, regulators, and academic researchers.

While the primary goal of the framework in our article is to provide direction for future
academic research, we believe that it also may be useful to the Independence Standards Board
for analyzing the issues identified during the Board’s consideration of the Conceptual
Framework Exposure Draft. Our comments, detailed specifically below. address your request
for input with particular emphasis on your Question Four.

Question Four: "What are your views on the appropriateness of the independence risk model?
Is there research that the Board should be made aware of that would be helpful in expanding
the model or otherwise making it more useful for independence decision makers?"

We believe that you have developed a potentially useful independence risk framework and
one that shares a number of similarities to the one presented in our article. For example, the
threats and safeguards articulated in the Conceptual Framework correspond to our analysis of



environmental conditions and mitigating factors relating to independence risk (see p. 25 in the
enclosed paper).

However, while there is overlap between our frameworks, ours differs from yours in the
following respects. First, our framework is more comprehensive in its discussion of factors
that contribute to possible threats to auditor independence (paragraph 11 in the Conceptual
Framework). For example, as discussed above, our framework includes a discussion of
various judgment-based decisions that allow independence risk to affect audit quality (e.g.,
pressure on difficult accounting issues, pressure on materiality judgments, and pressure on
audit scope and conduct). We believe that without a judgment-based decision, no mechanism
other than compromised integrity enables the threats to auditor independence to result in
reduced audit quality (see pp. 6 - 8 and p. 25 in the enclosed paper). We encourage the Board
to consider adding this type of discussion to the Conceptual Framework to better
communicate to all independence constituencies (auditors and non-auditors) the contexts in
which threats to independence arise.

We believe that the Board’s discussion of the safeguards to auditor independence is relatively
complete and is consistent with our analysis of mitigating factors. We prefer the method
whereby you categorize the safeguards according to where they reside (paragraph 14a of the
Conceptual Framework) because it is from the perspective of these various independence
constituencies that actions could be taken to respond to independence risk. We view the two
perspectives outlined in paragraphs 15 and 16 as secondary in describing the nature of these
actions and we believe that these should not be presented as alternatives to the discussion in
paragraph 14.

We are particularly interested in the idea of audit firm culture with respect to important
safeguards, and our paper proposes an audit firm culture continuum that you may wish to
consider as you further develop the Conceptual Framework (see p. 12 - 15 and p. 26 in the
enclosed paper). We believe that explicit and implicit auditing firm messages regarding
appropriate conduct within the firm likely have a significant impact on independence risk. We
propose an auditing firm culture continuum anchored by a "public duty culture" on one end
(lowest independence risk) and a "client advocacy culture” on the other end (highest
independence risk). This type of characterization may be helpful to the Board in clarifying
"advocacy threats" (paragraph 12c¢ of the Conceptual Framework).

Other Comments

In paragraph 23 of the Conceptual Framework. a continuum of independence risk is
introduced as a way to characterize levels of independence risk that might trigger action by
independence decision makers. While the continuum is useful for illustrating the range of
independence risk, the discussion in paragraphs 24-26 may imply a higher level of precision
in implementation than the Board intends. For example, based on the discussion in paragraph
25. it is unclear whether action will be triggered by independence decision-makers when
independence risk is judged as at or below the remote level. Given that the Board introduces
the continuum and notes specific points along it, explicit discussion of "trigger" points seems

o



appropriate. Alternatively, it may be preferable to introduce the continuum by describing only
its endpoints, avoiding concerns over unnecessary specificity. Another concern regarding the
wording in the continuum is that the terms "remote” and "probable” are not unambiguously
defined. We caution the Board that this type of wording may lead to implementation
difficulties in the future.

With respect to the discussion of costs and benefits within the Conceptual Framework, one
cost that is not discussed, but that is in our framework (see the section "How are stakeholders
affected by independence risk?", p. 16), is the cost that other auditors, the broader profession,
and capital markets may bear when an individual auditor assumes a level of independence risk
that leads to a decline in audit quality. This can be viewed as one of the "second order”
effects 1n that it represents an externality that arises when an individual auditor does not fully
mternalize the costs of his or her actions on the profession as a whole and on the efficient
allocation of capital. The Board might consider adding such a discussion, because such
externalities provide an important motivation for regulation and enforcement -- i.e.,
independence rules. As recognized in the Conceptual Framework, it 1s difficult to measure
the costs and benefits of public goods such as financial statements and audit opinions. The
Board may wish to refer to a similar discussion in this regard by accounting standard setters
(see FASB Concepts Statement No. 2, paragraphs 133 - 140).

In addition to the above comments, you may find our summary of prior auditor independence-
relevant research helpful (see footnotes 2, 3,4, 5,6,7, 8,9, 11, 12, and 13 in the enclosed

paper).

Please feel free to contact any of us if you have questions about our paper.

Sincerely,
; j ) : /

P Lot v / W

H it /
Karla Johnstone Terry Warfield
Assistant Professor Associate Professor
kjohnstone@bus.wisc.edu twarfield @bus. wisc.edu
Enclosure

Cc: Michael H. Sutton
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Mr. Arthur Siegel Thomas J Reilly Jr

. . Suite 2600
Executive Director 1601 Market Street
Independence Standards Board Philadelphia PA 19103-2499

1211 Avenue of the Americas
New York, New York 10036-8775

Re: ED 00-2
January 24, 2001
Dear Mr. Siegel:

The ED of the ISB’s conceptual framework is well thought-out and comorehensive. After
reading the ED I have only one comiment/suggestion. This deals with the emphasis or relative
importance of safeguards listed in paragraph 14.

My suggestions are based on 31 years experience with a Big 5 firm (including serving as
internal quality control review partner for several U.S. and non-U.S. offices), two years as a
member of an audit committee of a public company and four years as an “independent
director” of three private companies.

I believe that the most important safeguard is the value that firms and individual auditors
place on their reputations, followed very closely by the auditee’s “tone at the top.” Without
very high personal integrity underlying those two safeguards, the remaining safeguards are of
relatively little value. I therefore suggest a reordering of the safeguards in paragraph 14 to
emphasize those two and would reorder the remainder based on my experience on both sides
of the table (original #’s in parenthesis):

1  Value of reputations (D)
2 Auditee’s “Tone at the Top” 4)
3 Legal Liability )
4  General Oversight 3)
5 Peer Review programs 2)
6 Rules, standards, etc. )
7 Disciplinary Actions (6)
Sincerely,

{
ByM
Thomas J. Reilly, J.

Retired Partner — Arthur Andersen LLP

Copy to: Dr. Henry R. Jaeniche, Drexcl University



February , 2001

Independence Standards Board, 6™ Floor
1211 Avenue of the Americas

New York, New York 10036-8775
Dear ISB Members:

The comments below are offered in response to the release of ED 00-2. They bear on the ED's
definition of Auditor Independence and the terminology employed for concepts of the Risk Model.

Yours truly,

Edward R. Scott

Independence Definition: -
Practitioner Reference:
As this exposure draft purports to provide a conceptual model for auditor independence it would
seem that a better definition of auditor independence might be as follows:

Auditor Independence is the objective application of auditing procedures.

As stated in paragraph #33 objectivity is the ability to make unbiased audit decisions. Such a definition
would be consistent with General Standard #2 requiring an independence of mental attitude on the part of
the auditor." As Carmichael observes "independence of mental attitude" has historically served as the
conceptual definition of auditor independence:

There has been an official definition of audit

independence since Generally Accepted Auditing Standards were first
proposed in 1947 (Tentative Statement of Auditing StandardsTheir
Generally Accepted Significance and Scope). Essentially the same
definition exists today in AU section 220 of the AICPA's codification of
auditing standards.

This concept of "practitioner independence" is recognized in the classical treatise by Mautz and Sharaf
when they say:

We can agree with those who contend that independence is basically a
state of mind. "

In an empirical study of professional sanctions Moriarity in a recent study noted that sanctions against
members of the AICPA for independence violations have increased at a lesser rate than have those for
violations of auditing standards. Although no tests were conducted here to assess the likelihood of the
sanctions being from populations of equal proportion or even opposite in magnitude these results would
seem to suggest that the conceptual definition in use is providing appropriate guidance to members of the
profession.™ In addition, Barry Melancon, the President of the AICPA, has noted that the SEC has never
brought an action alleging a lack of auditor independence.

Even the SEC enforcement director has admitted the commission has never
brought a case alleging that an audit failure occurred as a result of the
accounting firm's lack of independence. "



- Although, as ED paragraph #44 states, the auditor's state of mind can never be known by the
independence decision maker, it is the auditor's state of mind that is if fact of particular relevance.
Paragraph #6 makes clear that conformity to a set of rules alone is not sufficient when it states:

To be independent, an auditor must be able, and be reasonably expected
to be able, to overcome pressures and other factors that would prevent
unbiased audit decisions. Accordingly, the absence of a rule violation
does not mean that the auditor is independent

The "state of mind" criterion is also conceptually consistent with the personal attributes approach taken in
the exposure draft.

Construction:
In addition, it conforms to the rules for the construction of connotative definitions which require
that a definition be stated in the affirmative rather than negative. "' That is it stipulates the distinguishing

property of independence which can exist although a lack of freedom from influences that might lead to bias
may not. Just as one may have fuel, oxygen, and heat without a fire the presence of a potentially biasing

influence may be a necessary, but not sufficient, condition to actually result in bias. Also, the definition
offered in the exposure draft requires a complete specification of the "pressures and other factors" to give it
meaning whereas the above definition is complete in and of itself.

As noted in paragraphs #37-39 the personal attributes approach adopted places a focus on the
individual auditor rather than an enumeration of the various relationships that might lead to a compromise
of independence. The suggested definition is more consistent with the adopted approach. Efforts to
combine an operational definition of independence with a "genus and difference" definition risks
conflicting extensions of the definition itself. Thus, one may conclude that an auditor is independent by
virtue of having none of the enumerated and prohibited relationships while an as yet unspecified
relationship may be a substantial Bias Factor. Although ED #49 seems to sanction an operational
definition of independence when it states:

An auditor is independent when independence risk is at an acceptably
low level, as determined by a particular independence decision maker.

such a definition seems more consistent with a rules approach to defining independence than to the
personal attributes approach. This statement provides an operational definition of independence as
opposed to a conceptual one. It is the equivalent of explaining a straight line as the result of placing a ruler
on a page and drawing a pencil along one side.

Furthermore, as observed in the exposure draft complete freedom from potentially biasing
conditions is an impossible state of affairs considering the client fee payment arrangement. As Mautz and
Sharaf also observe the very institutional arrangements or environment in which the auditor performs his
work contaminates his independence in the minds of users.*® These institutional factors may be as
significant to the user's evaluation of auditor independence as any potentially compromising personal
factors. The ED definition, therefore, is unattainable whereas the one suggested is at least conceptually
achievable, a desired condition as stated in ED paragraph #41. In addition, a definition such as that
suggested offers a concept to which anyone involved in any attest engagement, whether a public company
or not, could subscribe. Although not the ISBs obligation internal consistency with other pronouncements
and standards would, nevertheless, seem a desirable property.

Profession Reference:
Whether this pillar of the profession is significant to a user is a matter of argument. Conventional
wisdom holds that it is independence of the audit that gives value to the auditor's opinion. The idea of
auditor independence is so ingrained that it's significance is never examined. As Mautz and Scharaf note:

The significance of independence in the work of the independent auditor is
so well established that little justification is needed to establish this concept
as one of the cornerstones in any structure of auditing theory.""

However, it may instead be that the value added by an audit opinion is derived from an
existence of auditing standards as they apply to the application of auditing procedures coupled with
the legal implications for failure to observe them. Again, as Melancon notes the SEC has never brought
an action for a lack of independence, only for substandard audit work.* It should be observed that the
mere presence of independence in and of itself is no defense against a failure to perform required audit
procedures satisfactorily. Instead it merely asserts that in the absence of motive the auditor may be
presumed to have performed his job for the benefit of the user. It hardly matters to a user that his loses



were the result of an independent auditor doing his work poorly or from an auditor lacking independence
doing his work poorly. Either way he will look to the legal system for a redress of grievances.

As useful as this presumption of independence may be for refuting legal claims it may not be as
critical to the profession as conventional wisdom would lead one to believe. For example, investors have
always committed large sums of money to investments on the basis of broker recommendations. However,
it is well known that broker's have no requirement of independence.

Legal Dimensions:

Finally, a focus on "mental attitude" may preserve for the auditor a defense against a prima facia
case established by a claimant arising from a difference in the risk assessment of a potentially biasing
condition. The traditions of our legal system place the burden of proof on a claimant in cases of
negligence. Violation of an auditor's professional duty to provide an objective application of auditing
procedures should remain the standard of proof rather than a mere appearance of compromised
independence resulting from a violation of an independence rule. An accidental or unknown violation
could expose the auditor to liability when in fact he has performed a "quality audit."

Terminology:

"Threats™ is a term filled with negative emotional implications. "Bias Factors" or some other term with a
more benign connotation would be preferable. As Kemeny states, "A philosopher is supposed to be free of
emotions, and hence philosophical discussions are supposed to avoid such words."* It would seem this
same criterion ought to apply to any conceptual model developed by the ISB.

i Douglas Carmichael, CPA Journal, May 1999

ii Robert Mautz and Hussein Sharaf, The Philosophy of Auditing, American Accounting Association,
1961, p. 206

iil Shane Moriarty, "Trends in Ethical Sanctions Within the Accounting Profession," Accounting Horizons,
December 2000.

¥ Barry Melancon, "The Proposed SEC Rule on Auditor Independence and its Consequences", Journal of
Accountancy, October 2000, p. 26 - 28. It should be noted that a lack of auditor independence may
correlate highly with a substandard performance of audit procedures. Since evidence of the later may be
more relevant to a proof of injury by a claimant than a lack of independence it may be that the quality of
the audit has been the subject of SEC actions although the substandard audit may have stemmed from a
lack of independence. There is currently no evidence to my knowledge to support either position.

Y Introduction to Logic, 7 Edition, Irving Copi, p.161

“"Morris Cohen and Ernest Nagel, An Introduction to Logic and the Scientific Method, (Harcourt, Brace
& World, 1934), pp. 223-244

vii Robert Mautz and Hussein Sharaf, The Philosophy of Auditing, American Accounting Association,
1961, pp. 210-211.

viil Mautz and Sharaf, p. 204

 Barry Melancon

* John Kemeny, A Philospher Looks at Science, (D. Van Nostrand Co, 1959), p.5
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ED 00-2: Statement of Independence Concepts ? A Conceptual
Framework for Auditor Independence
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Please see after the commenting letter from the Ethics Working Party of the
European Federation of Accountants (FEE) on ED 00-2. A formal letter will
also follow by post.

Best regards,

Héléne Parent

FEE Director of Regulatory Affairs

1/4
Brussels, 16 February 2001
Independence Standards Board
6th Floor
1211 Avenue of the Americas
New York, NY
10036-8775
USA
Dear Madam, dear Sir,
Re: Exposure Draft ED 00-2: Statement of Independence Concepts ? A

Conceptual Framework for Auditor Independence

The Federation des Experts Comptables Europeens (FEE) wrote to you on 6
June 2000 relating to the Discussion Memorandum you issued on the above
subject and we are pleased to have the opportunity to submit our comments

on the Exposure Draft.

We very much welcome the Board's work advocating the use of a conceptual
framework in the determination of guidance on auditor independence. As we
explained in more detail in our letter of seven months ago, the use of a
conceptual approach underpins FEE's own Common Core of Principles, set out
in 1998. The International Federation of Accountants and the European
Commission, in the current drafts of their forthcoming papers on
independence, have since adopted a similar approach. In an increasingly
global economy, international harmonisation is an important goal and the
consideration of the conceptual framework in the context of the U.S.

auditor independence code will greatly assist in this process.

We set out below some general observations on key aspects of the paper,
together with some specific comments following up some of our responses to

the questions posed in the Discussion Memorandum.



General observations

Firstly, we wonder whether the four basic guidelines needed to implement
the conceptual framework are best described as 'principles'. In our view,
the principles are the underlying requirements that auditors perform their
work with objectivity and professional integrity. The conceptual framework
of assessment of threats and safeguards is a means to achieving those
principles.

The section of the Exposure Draft on the consideration of costs and
benefits raises an important question and your paper considers the nature
of some of the costs and benefits 1likely to result from auditor
independence. We entirely agree with the conclusion that costs and
benefits should be considered: independence cannot be absolute and it is
reasonable to consider costs and benefits when determining the level of
independence that is acceptable. In this connection, the concept of
proportionality should be observed. This concept when applied to law or
regulation requires that the effect of the law or regulation on the market
place should be "proportionate" to the objective of protecting the public
interest. However, the analysis of costs and benefits should not be

overcomplicated.

Another issue that we believe could usefully be developed further is who
is best placed to apply the framework. We believe there are merits in
considering the benefits of placing the responsibility for making the
decision on whether to undertake the engagement on the auditor alone. This

is considered further below.

In the context of international harmonisation, we suggest that the
definitions and the terminology should be revisited and adapted so that
there is as much consistency as possible with the definitions used by IFAC
in its ED on Independence and the EU in its proposed recommendation on
statutory auditors' independence. The latter paper can be found at:

http://europa.eu.int/comm/internal_market/en/company/audit/news/indintro.htm


http://europa.eu.int/comm/internal_market/en/company/audit/news/indintro.htm

Comments on the resolution of certain issues raised in the Discussion

Memorandum (DM 00-1)

Introduction ? Scope and content

FEE 1is concerned that the conceptual framework is referred to, in
paragraph 2 and several other contexts, as a tool for resolving
independence issues "in the absence of ISB standards or other rules", or
words to that effect. A reader could get the impression that all
imaginable independence problems should ideally be covered by detailed
rules, and that the conceptual framework is intended for use only in
situations where such rules are not (yet) in place. For similar reasons
FEE 1is also concerned over the definition of 'independence decision
maker'. The definition includes individual auditors in assessing their own
independence and in making decisions 'when faced with situations for which
there 1is neither authoritative guidance nor firm policy'. As FEE noted in
its response to the Discussion Memorandum, "the wuse of casuistic
checklists may foster a mechanical attitude towards compliance with
independence requirements. Auditors and supervisory bodies may get the
false impression that if all the detailed prohibitions have been observed,
independence issues need no more attention." In fact, this weakness of

detailed rules is indirectly admitted in paragraph 6 of the ED.

In FEE's opinion the conceptual framework should serve the individual
auditor as the main tool for resolving all independence issues. In the
framework approach adopted internationally, the ability to cater for the
infinite variety of individual circumstances that arise in practice is
considered to be best served by placing the onus on the auditor actively
to consider independence issues for each engagement. It goes without
saying that the auditor must comply with any existing prohibitions,
whether or not he finds them appropriate in the individual case. Such
rules, however, should never be regarded as exhaustive. Even in a
situation that 1is covered by detailed rules the auditor has to use an

analytical approach in accordance with the framework model to identify any



threats to independence that are not anticipated by the rules. In such
circumstances, it must of course be incumbent on the auditor to be able to
demonstrate that a responsible conclusion has been reached, assisting with
the quality insurance that is necessary to retain public confidence. The
regulator should complement the conceptual framework with detailed rules
only to give guidance on the application of the general principles to
specific situations, such as prohibitions where no other safeguard would

be acceptable.

Goal of auditor independence

The Introduction to FEE's own Common Core of Principles notes that the
statutory audit was introduced into the 1legal framework in Europe to
protect the interests of shareholders and of other stakeholders in
enterprises and, wmore generally, the public at large. We support the
adoption of an outward-looking goal: independence is not an end in itself,

but a means to an end.

Defining auditor independence



We agree that it is appropriate to consider independence of appearance as
well as independence of mind. The draft European Union document
Consultative Paper on Statutory Auditors' Independence in the EU: A Set of
Fundamental Principles, adopting a definition similar to that in the

Common Core of Principles, considers that independence should address:

° "Independence of mind, i.e. the state of mind which has regard to all
considerations relevant to the task in hand, but no others; and
° Independence in appearance, i.e. the avoidance of facts and

circumstances which are so significant that a reasonable and informed
third party would question the Statutory Auditor's ability to act
objectively."

We are concerned, that your definition will be taken to imply an

unrealistic degree of absoluteness to independence: a fear that you

express yourselves in Appendix C.

Basic Principles of Auditor Independence *? Analysing Threats and
safeguards

In the section concerning the determination of the acceptability of the
level of the independence risk, it is mentioned in paragraph 26 that
'independence decision makers should identify the individual or groups
affected by threats to auditor independence and the significance of those
threats'. To that end, FEE in its commenting letter on DM-001, categorised
three groups of individuals in the audit firm whose ability to influence
the outcome of the audit varies substantially. We consider that it would

be helpful to introduce a categorisation of this sort into your document.

Basic Principles of Auditor Independence *? Considering Stakeholders'
Perceptions

In FEE's response to the Discussion Memoranduﬁ, it was observed that
whilst the importance of stakeholder perceptions is acknowledged, the
paper did not deal enough with what their perceptions are. We welcome the
further analysis and definitions of who these stakeholders might be in the

ED, but regret that no additional comments are made on those perceptions.



Again, we suggest that ISB considers the new and radically different
paradigms of stakeholder engagement in the emerging fields of social,

environmental and sustainability reporting.

We would be pleased to be of any assistance to you in respect of this

project and in particular, any issues raised by this letter.

Yours sincerely,

Dr. Harald Ring
Chairman,

FEE Ethics Working Party



.THE INSTITUTE OF INTERNAL AUDITORS Professional

Development
[ ] L] L] L] L] L]
William G. Bishop 111, CIA Research
President Foundation

Certified
Internal Auditor ®

February 16, 2001

Arthur Siegel, Executive Director
Independence Standards Board

1211 Avenue of the Americas, 6™ Floor
New York, NY 10036-8775

Dear Art:

Thank you for the opportunity to comment on the Independence Standards Board’s (ISB)
Exposure Draft (ED) on Statement of Independence Concepts — A Conceptual
Framework for Auditor Independence (ED 00-2). The Institute of Internal Auditors (IIA)
supports the development of a conceptual framework for auditor independence that will
help the ISB issue principles-based independence standards for auditors of public
companies. Our comments to the questions raised in the exposure draft are as follows:

1. Definition of Auditor Independence

The definition of auditor independence contained in paragraph four may be flawed in
that “freedom from those pressures” seems to denote an absolute. The next sentence
modifies the definition so as not to imply.that an auditor must be free from all
pressures. Paragraph six states that, “an auditor must be able, and be reasonably
expected to be able, to overcome pressures and other factors that would prevent
unbiased audit decisions.” Clearly, the document states that the definition of
independence cannot be the absolute freedom from pressures.

The International Federation of Accountants (IFAC) issued a draft revision to their

Code of Ethics concerning independence. They do not define independence on its

own (Section 8.3) because the definition can create misunderstandings. Rather they

state (section 8.2) that the reporting accountant (auditor) must be both independent of

mind and independent in appearance. They define both as follows:
249 Maitland Avenue
Altamonte Springs,
Florida 32701-4201
USA.

tel 407 830-7600

fax 407 831-5171
email wbishop@theiia.org
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e Independent of Mind — “The state of mind that permits the provision of an opinion
without being affected by the influences that impair professional judgment; when
used in conjunction with the independence required of a reporting accountant
(auditor), it includes the qualities of integrity, objectivity and professional
skepticism.

e Independence in Appearance- The ability to demonstrate that risks to
independence of mind have been eliminated, or limited to such clearly
insignificant matters, so that an informed third party (investors) would not
reasonably question the reporting accountant’s objectivity.

We recommend that a format and concept similar to IFAC s be used in place of the
definition of independence exposed by the ISB.

2. Goal of Auditor Independence
We agree that the goals are appropriate.
3. & 4. Concepts and Basic Principles of Auditor Independence

We believe that the concepts and basic principles are appropriate and will provide
a framework for evaluating auditor independence.

5. Other Issues

We do not believe there are other issues that should be addressed.

Established in 1941, the Institute of Internal Auditors is an international professional
organization with world headquarters in Altamonte Springs, Florida. The IIA has over
70,000 members in internal auditing, governance, internal control, IT audit, education
and security. Many of our members share membership with professional accountancy
bodies throughout the world. With representation from more than 100 countries, the
Institute is the acknowledged leader in standards, certification, education, research and
technological guidance for the profession worldwide.

Again, thank you for this opportunity to provide the Institute's comments on this
exposure draft. If the IIA can provide further assistance please feel free to contact me.

Sincerely,

Qiam 7 Bishop III;CIA



[ABA LETTERHEAD]

February 23, 2001

E-mail: isb@cpaindependence.org
Independence Standards Board

6™ Floor

1211 Avenue of the Americas
New York, New York 10036-8775

Attention: ED 00-2

Re: Exposure Draft (ED 00-2) Statement of Independence Concepts, A
Conceptual Framework for Auditor Independence (November 2000)

Dear Members and Staff:

We are pleased to submit this letter of comments on ED 00-2 on behalf of the
Committee of Law and Accounting, Section of Business Law, American Bar
Association. Qur letter was prepared by a drafting group comprised of members
of our Committee. Those other members of our Committee who reviewed drafts
of our letter, which were widely circulated through our Committee’s listserv, were
in general agreement with our letter. However, our letter does not reflect the
official views of our Committee, the Section of Business Law or the American
Bar Association.

Introduction
We agree with the Board’s conceptual goal “to support user reliance on the
financial reporting process and to enhance capital market efficiency.” We also
agree that auditor independence is critical to achieving that goal.

Discussion

The Board proposes to define auditor independence as “freedom from those
pressures and factors that compromise, or can reasonably be expected to

0669/99999-602 DCLIB1/196395 v1 02/23/01 01:18 PM (00000)
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compromise, an auditor’s ability to make audit decisions”. However, the Board
does not propose that independence or lack of independence in fact be determined.
Rather, the Board proposes a “threats/safeguards” approach, which would require
an assessment of “independence risk” by “independence decision makers”.

Under ED 00-2, “independence risk” is “the risk that threats to auditor
independence, to the extent that they are not mitigated by safeguards,
compromise, or can reasonably be expected to compromise, an auditor’s ability to
make unbiased audit decisions”.

We recognize that ED 00-2 is a proposal to establish a conceptual framework for
auditor independence and we do not disagree with the Board’s approach.
Nevertheless, we believe that any standards developed within the proposed
framework must be clear and workable in practice. We address some of our
concerns in this regard below.

One aspect of the Board’s approach that troubles us is that it would establish an
objective standard- “whether well informed investors and other users of financial
statements would reasonably consider the activities, relationships, or other
circumstances in question as precluding independence.” However, in practice, this
standard may be applied subjectively by auditors, in the first instance, and then by
“independence decision makers”, including audit committee members. We are
concerned that this could result in greater exposure to audit committee members
when a tribunal applies an objective standard to an essentially subjective decision.
If the audit committee is an independence decision maker, relied upon by
investors and other users of financial statements to make independence decisions,
there must be clear and workable criteria that they can apply and may rely on to
protect them from liability for reasonable judgments made in good faith.
Accordingly, we urge that any implementing standards provide audit committee
members with objective criteria to look to in applying this standard.

We also believe that any implementing standards should draw a better line
between inappropriate advocacy by independent auditors and their appropriate
support of a client’s position on accounting matters.

Further, we believe that the threat to independence from an auditor’s desire to
preserve the audit engagement to earn audit fees, which the Board recognizes,
should be addressed in any implementing standards.
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We thank the Board for the opportunity to submit our comments on ED 00-2.
Members of our Committee would be available if the Board wishes to discuss our
conclusions and suggestions.

Respectfully submitted,

/s/ Richard H. Rowe

Richard H. Rowe
Chair, Committee on law and Accounting

Drafting Group:

Richard H. Rowe
Dan L. Goldwasser

cc: Dan L. Goldwasser
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bcc:  Gwen Quillen
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Date Secrétariat Fédération Rue de la Loi 83

Général des Experts 1040 Bruxelles

Comptables Tél. 32 (0) 2 285 40 85
Européens Fax 32 (0) 2 231 11 12

Brussels, 16 February 2001 E-mail Secretarj EE.be

Independence Standards Board r 2

6™ Floor

1211 Avenue of the Americas

New York, NY

10036-8775

USA

Dear Madam, dear Sir,

Re: Exposure Draft ED 00-2: Statement of Independence Concepts — A Conceptual Framework
for Auditor Indeperndence

The Federation des Experts Comptables Europeens (FEE) wrote to you on 6 June 2000 relating to
the Discussion Memorandum you issued on the above subject and we are pleased to have the

opportunity to submit our comments on the Exposure Draft.

We very much welcome the Board’s work advocating the use of a conceptual framework in the
determination of guidance on auditor independence. As we explained in more detail in our letter of
seven months ago, the use of a conceptual approach underpins FEE’s own Common Core of
Principles, set out in 1998. The International Federation of Accountants and the European
Commission, in the current drafts of their forthcoming papers on independence, have since
adopted a similar approach. In an increasingly global economy, international harmonisation is an
important goal and the consideration of the conceptual framework in the context of the U.S.

auditor independence code will greatly assist in this process.

We set out below some general observations on key aspects of the paper, together with some
specific comments following up some of our responses to the questions posed in the Discussion

Memorandum.

General observations

Firstly, we wonder whether the four basic guidelines needed to implement the conceptual
framework are best described as ‘principles’. In our view, the principles are the underlying
requirements that auditors perform their work with objectivity and professional integrity. The
conceptual framework of assessment of threats and safeguards is a means to achieving those

principles.
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The section of the Exposure Draft on the consideration of costs and benefits raises an important

question and your paper considers the nature of some of the costs and benefits likely to result from
auditor independence. We entirely agree with the conclusion that costs and benefits should be
considered: independence cannot be absolute and it is reasonable to consider costs and benefits
when determining the level of independence that is acceptable. In this connection, the concept of
proportionality should be observed. This concept when applied to law or regulation requires that
the effect of the law or regulation on the market place should be “proportionate” to the objective of
protecting the public interest. However, the analysis of costs and benefits should not be

overcomplicated.

Another issue that we believe could usefully be developed further is who is best placed to apply
the framework. We believe there are merits in considering the benefits of placing the responsibility
for making the decision on whether to undertake the engagement on the auditor alone. This is

considered further below.

In the context of international harmonisation, we suggest that the definitions and the terminology
should be revisited and adapted so that there is as much consistency as possible with the
definitions used by IFAC in its ED on Independence and the EU in its proposed recommendation
on statutory auditors’ independence. The latter paper can be found at:

http://europa.eu.int/comm/internal_market/en/company/audit/news/indintro.htm

Comments on the resolution of certain issues raised in the Discussion Memorandum (DM 00-1)

Introduction — Scope and content

FEE is concerned that the conceptual framework is referred to, in paragraph 2 and several other
contexts, as a tool for resolving independence issues “in the absence of ISB standards or other
rules”, or words to that effect. A reader could get the impression that all imaginable independence
problems should ideally be covered by detailed rules, and that the conceptual framework is
intended for use only in situations where such rules are not (yet) in place. For similar reasons FEE
is also concerned over the definition of ‘independence decision maker’. The definition includes
individual auditors in assessing their own independence and in making decisions ‘when faced with
situations for which there is neither authoritative guidance nor firm policy’. As FEE noted in its
response to the Discussion Memorandum, “the use of casuistic checklists may foster a mechanical
attitude towards compliance with independence requirements. Auditors and supervisory bodies

may get the false impression that if all the detailed prohibitions have been observed, independence
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issues need no more attention.” In fact, this weakness of detailed rules is indirectly admitted in

paragraph 6 of the ED.

In FEE’s opinion the conceptual framework should serve the individual auditor as the main tool
for resolving all independence issues. In the framework approach adopted internationally, the
ability to cater for the infinite variety of individual circumstances that arise in practice is
considered to be best served by placing the onus on the auditor actively to consider independence
issues for each engagement. It goes without saying that the auditor must comply with any existing
prohibitions, whether or not he finds them appropriate in the individual case. Such rules, however,
should never be regarded as exhaustive. Even in a situation that is covered by detailed rules the
auditor has to use an analytical approach in accordance with the framework model to identify any
threats to independence that are not anticipated by the rules. In such circumstances, it must of
course be incumbent on the auditor to be able to demonstrate that a responsible conclusion has
been reached, assisting with the quality insurance that is necessary to retain public confidence. The
regulator should complement the conceptual framework with detailed rules only to give guidance
on the application of the general principles to specific situations, such as prohibitions where no

other safeguard would be acceptable.

Goal of auditor independence

The Introduction to FEE’s own Common Core of Principles notes that the statutory audit was
introduced into the legal framework in Europe to protect the interests of shareholders and of other
stakeholders in enterprises and, more generally, the public at large. We support the adoption of an

outward-looking goal: independence is not an end in itself, but a means to an end.

Defining auditor independence

We agree that it is appropriate to consider independence of appearance as well as independence of
mind. The draft European Union document', adopting a definition similar to that in the Common

Core of Principles, considers that independence should address:

“Independence of mind, i.e. the state of mind which has regard to all considerations relevant to
the task in hand, but no others; and

Independence in appearance, i.e. the avoidance of facts and circumstances which are so

significant that a reasonable and informed third party would question the Statutory Auditor’s
ability to act objectively.”

' Consultative Paper on Statutory Auditors’ Independence in the EU: A Set of Fundamental Principles
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We are concerned, that your definition will be taken to imply an unrealistic degree of absoluteness

to independence: a fear that you express yourselves in Appendix C.

Basic Principles of Auditor Independence — Analysing Threats and safeguards

In the section concerning the determination of the acceptability of the level of the independence
risk, it is mentioned in paragraph 26 that ‘independence decision makers should identify the
individual or groups affected by threats to auditor independence and the significance of those
threats’. To that end, FEE in its commenting letter on DM-001, categorised three groups of
individuals in the audit firm whose ability to influence the outcome of the audit varies
substantially. We consider that it would be helpful to introduce a categorisation of this sort into

your document.

Basic Principles of Auditor Independence — Considering Stakeholders’ Perceptions

In FEE’s response to the Discussion Memorandum, it was observed that whilst the importance of
stakeholder perceptions is acknowledged, the paper did not deal enough with what their
perceptions are. We welcome the further analysis and definitions of who these stakeholders might

be in the ED, but regret that no additional comments are made on those perceptions.

Again, we suggest that ISB considers the new and radically different paradigms of stakeholder

engagement in the emerging fields of social, environmental and sustainability reporting.

We would be pleased to be of any assistance to you in respect of this project and in particular, any

issues raised by this letter.
Yours sincerely,
Dr Harald Ring

Chairman
FEE Ethics Working Party
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February 28, 2001

Susan McGrath, CPA

Director

Independence Standards Board
1211 Avenue of the Americas
New York, NY 10036-8775

Re: Independence Standards Board (ISB) Exposure Draft (ED 00-02) Statement of
Independence Concepts - A Conceptual Framework for Auditor Independence

Dear Ms. McGrath:

One of the objectives that the Council of the American Institute of Certified Public Accountants
established for the PCPS Executive Committee is to act as an advocate for all local and
regional firms and represent those firms’ interests on professional issues, primarily through the
Technical Issues Committee (“TIC”). This communication is in accordance with that objective.
These comments, however, do not necessarily express the positions of the AICPA.

TIC has reviewed the above referenced exposure draft (‘ED”) and is prowdmg the following
comments for your consideration.

Issue 1: DEFINITION OF AUDITOR INDEPENDENCE

The proposed conceptual framework defines auditor independence as “freedom from
those pressures and other factors that compromise, or can reasonably be expected to
compromise, an auditor’s ability to make unbiased audit decisions.”

TIC agrees with the definition of auditor independence as stated in the ED and is pleased with
the approach taken to address the “appearance of independence” issue.

Issue 2: GOAL OF AUDITOR INDEPENDENCE

The proposed conceptual framework states that the goal of auditor independence is “to
support user reliance on the financial reporting process and to enhance capital market
efficiency.”

TIC believes the goal of auditor independence is appropriate as stated.

Issue 3: CONCEPTS AND BASIC PRINCIPLES OF AUDITOR INDEPENDENCE
Are the concepts and basic principles appropriate and sufficiently operational? If not,
what changes would you suggest, and why?

TIC believes that more specific guidance should be provided regarding the definition of self-
review threats in paragraph 12b. TIC believes that, without further clarification, the scope of

American Institute of Certified Public Accountants
Harborside Financial Center, 201 Plaza Three, Jersey City, NJ 07311-3881 ¢ 1 800 CPA FIRM e fax (201) 938-3404

Partnering for CPA Practice Success * The AICPA Alliance for CPA Firms



Susan McGrath, CPA
February 28, 2001
Page 2

the definition may be misinterpreted. Paragraph 12b currently defines self-review threats as
“threats that arise from auditors reviewing their own work or the work done by others in their
firm.” TIC identified two possible interpretations of the definition: ‘

1. an auditor’s review of the working papers prepared by staff or contract employees for an

audit engagement (a quality control issue)
2. an auditor’s review of the work of others in his/her own firm that have performed nonaudit

services for a client (an independence issue).

TIC understands the ISB’s intention was to limit the definition of self-review threats to the
independence context only. To avoid additional confusion, TIC recommends, at a minimum,
that clarifying language be substituted for the word “work” and that examples be given to
illustrate the scope of the definition.

Other Issues: APPLICABILITY OF CONCEPTUAL FRAMEWORK

TIC noted that the scope paragraph from the conceptual framework DM 00-1, paragraph 2,
seems to have been omitted entirely from the ED. TIC believes that the Statement of
Independence Concepts should include a scope paragraph to state the applicability of the
conceptual framework. TIC understands that the ISB’s mandate is to set standards for auditors
who are required to meet SEC independence requirements. However, since TIC believes that
there should be no conceptual differences between audits of public and private firms, TIC
recommends the inclusion of a scope paragraph that encourages all firms to adopt the
Statement of Independence Concepts — A Conceptual Framework for Auditor Independence.

TIC appreciates the opportunity to present these comments on behalf of PCPS member firms.
We would be pleased to discuss our comments with you at your convenience.

Sincerely,

Conolans. Mg Ft

Candéce Wright, Chair
PCPS Technical Issues Committee

cc: PCPS Executive and Technical Issues Committees
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ACCA is the largest global professional accountancy body, with
250,000 members and students in 160 countries. ACCA's headquarters
are in London and it has 28 staffed offices around the world. The
ACCA syllabus has been recognised by the United Nations as
providing the basis for a global accountancy qualification. ACCA's
mission is to provide quality professional opportunities to people of
ability and application, to be a leader in the development of the
global accountancy profession, to promote the highest ethical and
governance standards and to work in the public interest.

Further information on ACCA is available on ACCA's website,
www.accaglobal.com.
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Executive Summary

The Association of Chartered Certified Accountants (ACCA) is
pleased to have the opportunity to comment on Exposure Draft ED
00-2 Statement Of Independence Concepts A Conceptual
Framework For Auditor Independence (the proposed Statement)
issued by the Independence Standards Board (ISB).

ACCA welcomes the proposed Statement as it embodies a
framework approach to independence. This consideration of threats
and safeguards is inherently superior to a rules based approach and is
supported by the International Federation of Accountants (IFAC), the
European Union, ACCA and many other professional bodies.

In our view, the most important step which can be taken to serve the
public interest and protect and promote investors’ confidence in
securities markets is the adoption of an appropriate approach to
auditor independence which is consistent worldwide. In order to
achieve this, we consider that it is imperative that ISB repositions the
proposed Statement and its extant Standards to align with the
relevant aspects of the IFAC Code of Ethics for Professional
Accountants (the IFAC Code of Ethics).
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1.1

1.2

General Comments

Status of the Independence Standards Board

With the exception of the proposed Statement, ISB has deferred
development of its pronouncements. We understand that this
action has been taken as a result of the separate decision of
the Securities and Exchange Commission (SEC) to modernise its
auditor independence requirements (Rule 2-01). We assume,
therefore, that ISB and its stakeholders will reconsider its mission
in the light of these circumstances. In this regard, we would like
to highlight the following structural matters.

Historically, the American Institute of Certified Public
Accountants (AICPA) has acted as both professional body and
standard setter. To an extent, for public companies, the SEC
has acted as both a regulator and a standard setter. We
suggest that ISB has not been able fully to establish itself as an
independent standard setter because:

e ISB is concerned with independence rather than the whole
range of professional ethics

e ISB is concerned only with auditors of public companies
and

e ISB is not independent of the profession (there is no majority
of lay members on its Board).
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1.3

1.4

Consistent worldwide approach to independence

The IFAC Ethics Committee is currently developing revised
material for the independence aspects of the IFAC Code of
Ethics. We strongly suggest that the proposed Statement should
be aligned with that material since, when it is finalised, it will
have worldwide authoritative status.

The principal advantages of aligning the proposed Statement
to the finalised IFAC Code of Ethics are that:

a consistent worldwide approach to auditor
independence will best serve the public interest and
protect and promote investors’' confidence in securities
markets

benchmarking of US requirements to best international
standards will protect and promote US investor confidence

there is greater likelihood of auditor compliance with US
independence requirements when these are familiar
because they are equivalent to requirements in other
jurisdictions (for example, where an overseas subsidiary of a
US corporation has local auditors)

and

compliance with US independence requirements may be
enforced through accountancy bodies which promulgate
the IFAC Code of Ethics and which have the power to
discipline members in all jurisdictions.
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1.5

1.6

1.7

Effect on the proposed Statement of the mission of the
Independence Standards Board

The foreword to the proposed Statement notes that:

The mission of the Independence Standards Board (ISB or Board)
is fo establish independence standards applicable fo the audits
of public entities in order tfo serve the public interest and to
protect and promote investors’ confidence in the securities
markets. One of the Board’'s most fundamental projects since its
establishment has been the development of a conceptual
framework for auditor independence to help the Board issue
principles-based independence standards for auditors of public
companies.

The mission and the proposed Statement may be contrasted
with the pronouncements (and proposed pronouncements) of
other bodies dealing with professional ethics. Because of its
importance, we restrict our comparative analysis to differences
between the proposed Statement and the IFAC Code of Ethics.

In two respects, the proposed Statement may be seen to have
a narrower focus than the IFAC Exposure Draft ‘'iIndependence
Proposed Changes to the Code of Ethics for Professional
Accountants’ {the proposed IFAC Ethics Code):

e the proposed Statement focuses on audits, whereas the
proposed IFAC Ethics Code deals with assurance
engagements which are wider in their application (as
defined in International Standard on Auditing 100
'Assurance Engagements’)

and

o the proposed Statement focuses on the audit of public
entities, whereas the proposed IFAC Ethics Code is
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applicable to public and non-public entities alike.

1.8 In our comments at paragraph 1.2 above, we drew attention to
the effect that this narrow focus could have on the ability of ISB
fully to establish itself as an independent standard setter.

1.9 In one significant regard, however, the proposed Statement is
much less clearly focused than the proposed IFAC Ethics Code.
The objective of the proposed IFAC Ethics Code is to assist
reporting accountants in decision making with regard to
independence. The proposed Statement explains, however,
that its principal purposes are:

a. to help the Independence Standards Board (ISB or Board)
meet its responsibilities to set sound and consistent
standards by providing direction and structure for resolving
independence issues

b. to assist other independence decision makers in resolving
questions about independence in the absence of ISB
standards and other independence rules

c. to help investors, other users of financial information, and
other interested parties understand the nature,
significance, and limitations of auditor independence

and

d. to focus debate and serve as a boundary for discussions
about auditor independence issues, thereby helping
interested parties contribute to the develooment and
application of, and better understand the rationale and
process underly<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>