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March 31, 2003

Mr. Gordon Seymour
Acting General Counsel.

Public Company Accounllng Oversight Board

1666 K Street, NW
Washington, DC 20006-2803

U.S.A.

Dear Mr. Seymour

PCAOB RuJema1ctAg Docket Matter No.l101

We have made II comment on the proposed rules that have been i&sued regarding the

, registration system for public accOlUlting fInns.

The Japanese Institute of Ce:rti.6ed Public Accountants (JICPA) Is established

rom.pull!Ory \IJ1der the CPA Law ofJapan (Law No. 103, 1948) (as amended) as the only

professional accounting body In Japan. Every CPA in practices in Japan is required to

be a member of the JICPA. The JICPA's roles under the CPA Law sre to effectively

exercise guidance to, communiCllte with, and supervise the members In order to

uphold professional standards and to improve and advance the profession. Members

an! legally required to comply with the JICPA ConstitutiOIL The Conslltution

includ"" provisions on members' obligallons to observe the Code of Ethics and other

reolutlom of various committees including the Audit Standards Committee, the

Quality Control Review Committee, the Audit Practice and the Review Committee,

Pursuant to the JICE'A Constitution, members are subject 10 reporting requirements,

direction and discipIinary action by JICPA. In addition, CPAs and Audit

Corporations (audit firms, known In Japan as kansa hojin) that perform audits for

publicly held corporations are reviewed periodically by the Quality Control Reviewers

of the JICE'A.
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We understand and appreciate the efforts of the United States to protect Investors'

interests and Its prompt response to the unprecedented crisis In the capital market.

The Japanese accounting professional, regulato'"" and olb.". market participants are

also concentrating their resources on enhancing the public confidence In the market.

The audit profession in Japan has been developed under strong government leadership

in over the last fifty )"'ats. The CPA Law provides the basic structure of the audit

profession, including the scope of services to be provided by CPAs, mechanisms of the

national CPA examination, requisites of the CPA qualification, establishment of Audit

Corporations, duties and responsibilities of CPAs, the role and organization of JICPA

and disdplJnary and crimlnal sanctions against CPAs. The Financial $ervi= Agmcy

(FSA) Is designated to have authoritative power to oversee CPAs, Audit Corporations

and the JICPA in accordance with the CPA Law. Regulators' oversight of auditol"S in

Japan has been built-in since the establishment of the modem Japanese capital market

several decades ago.

Under the CPA Law and the Code of Ethics, Japanese CPAs should be independent of

their audit clients, and CPAs have a duty to perform their work using their

professional competence with integrity and objectivity, due care, confidentiality and

professional behavior. The CPNs function is one of the most Important pillars in the

Japanese economy and these CPA requirements are stipulated in order to suve the

public interest as professionals In aUditing and accounting. It is required that each

Audit Corporation rotate engagement partners for particular audit engagements of

listed companies at least every seven years. There are two different oversight

systems: !he Quality Control Review and the Audit Practice Review. both of which are

OVerseeJ\ by the JICPA The Qu~ty ContrOl Review exmnnes whether CPAs

properly imp1eJnent professional requirements concerning independence, integrity..

confidenllallty and professional behavior. It also examines (a) whether CPAs at the

audit firms attain and malntaln necessary skills and competence by satisfying

continuing professional education requizements, (b) whether audit firms Implement

the proper assignment policies such as the seven-year partner rotation rule, Cc) whether

audit engagements are independently reviewed by an Independent review partner at

the audit firms, (d) whether acceptance and retention of clients 8re properly controlled

and (e) whether monitoring is adequately performed at the audit flws. The Audit

Practice and Review Committee examines how CPAs perfonn their auditing work and

determines whether the issued auditor's opinions are proper. Pubhc oversight of

these reviews has been provided as JICPNs self-regulatory system, but it will be
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strengthened by itltrodudng the CPA and Auditing Oversight Board as part of the FSA

consisting of ten members (which indudes two full time members). The CPA IlI1d

Auditing Oversight Board will be created in ac<:ordaru;e with the amendment bill of the

CPA Law brought in to the current year 2003 session of Diet of Japan.

Section 106 of the Sarbanes-Oxley Act stipulates that, "Any foreign public accounting

firm that prepares or furnishes an audit report with respect to any issuer, shall be

subject to this Act IlI1d the rules of PCAQB and the Securities and Exchange

Commission (SEC) issued under this Act, in the same manner and to the same extent as

a public accounting finn that is organi~d and operates under the law of the United

Slates..... Accordingly; such Japanese Audit Corporations will be zequized to provide

vanous detailed periodic inionnation to PCAOB pursuant to Section 102 of the Act and

to be periodically inspected by PCAOB pursuant to Section 104.

Wonnation to be required and obtained by PCAOB includes some items not required

by, or provided to even the FSA in Japan. Submission requirements may be deemed

to infringe upon the confidentlality duties imposed upon CPAs and Audit

Corporations and accordingly violate the Japanese laws, Article 27 of the CPA Law

stipulates that "a Certified Public Ac:countant or a junior Accountant sha1l not without

justifiable reason divulge to others or use to his advantage the confidentia1 mattexs",

Also, the Civil Code (Law No. 89, 1896) (as amended) requirea c:oniidentlality terms
agreed to between an accountant and its client should be stipulated in the service

agreement. This duty shall be discharged where disclosure is permitted lIDder the

agreement, or where each party has a justifiable reason fur disclosure such as the other

parly'S consent, compliance with law, etc. The Code of Ethics of the ]JCPA presoi'bes

that confidentiality terms between CPAs and Audit Corporations can be discharged

only when such justlflable reasons as the cJie1lt's consent, compliance with legal

obligations and the pro~on of the a=untant's professional Interest In judicial

proceedings are met. It is commonly understood that the Japanese law does not directly

extend to include the laws and judicial proceedings of foreign countries and accordingly

compliance of foreign countries law as the SarbaneH)x)ey Act or the PCAOB (who Is not a

goverrunenl authority but a foreign corporation) requlremenls would nol constitute a

"justifiable reason". Thus, .... do not believe that an accounting fum can respond to the

PCAOB with such information without the risk of being In breach of the duties of

confidentiality under the CPALaw.

Therefore, it is understood that CPAs and Audit Corporations are deemed to have

violated the confidentiality requlrements If they try to meet PCAOB requirements.
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It Is not appropriate that the U.S. law requIres Japanese professIonals, who are

qualified under the Japanese law and are providing professional servi~ in Japan, to
register and to provide peAOB with certain confidential infonnation. We believe that

PCAOB is not recommended to demand registration to foreign accounting firms but it

achieves its goals through any bi-lateral cooperation wIth the Japanese regulating

authority. We also believe that the PCAOB Inspection of the Japanese CPAs and Audit

Corporations, entities that are already overseen by the' Japanese oversight system,

would be redundant. We propose that the PCAOB apply the exemption clause of

Section 106 of the Act for JICPA members on the grounds that the Japanese auditor

oversight system Is essentially equivalent to that of the U.S. system. We are willing to

discuss with PCAOB any other measures that may enable PCAOB to obtain the

infOIDlation it needs without infringing on Japanese laws.

Detailed points

We have highlighted key issues iJ\ the preceding paragraphs. We do not agree with

PCAOB registration requlrements for Japan_ ae:counting finns as well as Its

Inspection procedures. We reiterate these comments as well as provide our opinion

on other aspects of your proposed rules that cause the followlng conflicts with

Japanese Laws:

1. The definition of .. "'mbstuttial :tOle" and the registration re'iuhmnents of foreign

public a_ting limt8 .. a rollclitlon to playing a "'substantial role" in prepualioll

or famishing of an audit report

Only a parent company and its auditor have Wormation regarding the amount of

assets and revenues as well as total engagement hours or fees of the parent company

and subsidiaries and can calculate and identify if Japanese Audlt Corporations "playa

substantial role In the preparation or fwnishing of an audit report" (I.e. meet the 20%

criterion). It Is not feasible for a Japanese Audit Corporation that audlts a Japanese

subsidiary of an issuer that trades its securities In the U.s. markets to Identify whether

It is required to register with PCAOB. Certaln1y, a lower criterion such as the 10 percent

threshold should not be set

2.1IlformatlOll requhed ill Form 1



In prlnciple. we do not agree to the requirement of foreign public accounting firms to

be registered with PCAOB and forced to provide it with not only certain prescribed

infonnation but also any other information it requests (Rule 2105(c».

Since It Is asked to comment on the infonnation required in Form t we describe the

following issues that we note cause problems. Obviously, describing these issues does

not mean that we are ready to follow the regi8tration requirement.

2-a. LUting of applJant's pablJc company audit clients and related fee and applicant

financial infonnatiOD

Foreign regisb'anl$ have not been required to disclose audit and other professional

service fBe$. Gathering fee information from all of subsidiaries, especially operating

outside of Japan" Is not feasible in a short period of time_ It may also take many

months to establish an adequate information system to gather the audit and other

profe5Sional service fee information of foreign subsidiaries. Therefore, it is not

feasible for a foreign public accounting finn to register within 180 days of the date of

the SEC's detenninalion that the PCAOB is capable of operation.

Japanese Audit Corporations provide only audit services. They do not provide tax or

other significant services. As for tax services, J.~ Audit COI:porations are

prohibited from providing them by law. Other entities, whim are qualified under the

Ucensed Tax Accountllnt Law of rapan, using similar names to Audit Corporations are
permitted to provide tax services. Under Japanese laws, tax accountant £inns and

other finns that do not have equity relationships or other relationships with Audit

Corporations are deemed independent of Audit Corporations. Therefore, it is not

appropriate to include tax service fees of tax accountant firms as well as other service

fees not provided by Audit Corporations because they are independent.

2-b. Applieont's quality control polides

For SEC registrants, Japanese Audit Corporations apply a quality control policy

different from the policies applied for domestic clients, in accordance with the

requirements of the Appendix K of the AlQ>A SEC Practice Section Reference Manual.

Note that this does not mean the quality -control policy for domestic clients ill less

rigorous than the quaUty control policy for SEC registrant clients. For instance, u peer

review" is not' considered an appropriate quality control system in Japan. Our

understanding is that the proposed rules request that foreign accounting firms need to

focus on information on quality control policies for the audils of the SEC registrants.
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We believe that PCAOB needs to provide clearer indication on the scope of the

required infonnation.

2-c. Listing of certain proceedings involvlDg the appJicant's aucUt practlees

Japanese Audit Corporations operale under Japanese laws and regul.lions. Japanese

laws and regulano,.,s, as well as the litigation environment are different from those of

foreign countries. Submission of the list of certain legal proceedings based on

Japmese Jaws and regulations may oocasionally lead to significant misunderstanding.

Furthennore it may be almost impossible to describe all of the litigations of the firm

during the past 10 years or flve years depending on the type of litigation. including

out-of-court settlements, In a manner that can be clearly understood by people who are

unfamiliar with the Japanese legal system.

2-4. Usting of accow>tlng disagreements

The disclosure of acrounting disa~ents has been required for registrants,

historically. Listing of this information by applicants may be permllled under the U.s.

laws but may be unlawful wtder the confidentiality requirement of the Japanese laws.

2-11. ClIJl5snt of applicants

We are wllllng to cooperate with PCAOB If it asks Japanese Audit Corporations for

voluntary assistance. However, if it demands that U.s. should have jurisdiction over

Japanese Audit Corporations, we disagree to such demands. Japanese CPAs are

required to comply with duties and responsibilities stipulated in the Japanese laws and

regulations, never those of any foreign country.

S. Registration requirements conflictwith the laws of Japan

As described above, it is not appropriate that the U.s. law requires Japanese

professionals, who are qualified under Japanese laws, and are providing professional

services in Japan. to register and to provide PCAOB with certain confidential

information. Submission requirements may be deemed to infringe upon the

confidentiality duties imposed upon CPAs and Audit Corporations and accordingly

violate the Japanese Jaws. We stress the fact that CPAs and Audit Corporations are

deemed to have violated the confidentiality requirements If they try to meet PCAOB

6
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requirements.

4. 'Oifferent requirement for UassociatedW foreign public accounting firms

For foreign public accounting firms that are "associated entity", U.S. public accounting

firms play important roles such as quality control review of the audit services provided

by the foreign public accounting firms for US. registrant companies. Therefore, we

believe that PCAOB does not need most of the registration data requited of foreign

public accounting firms.

5. Board iNpection for foreign public accounting finns

We believe that the oversight system in Japan should be relied upon without

necessitating PCAOB inspection. Japan has an oversight system that is equivalent to

the oversight required of professional accountants in the U.s. Cuuently, aU Audit

Corporations and CPAs shall be reviewed once every three years to assess whether

they conduct audit practices in compliance with the JlCPA Auditing Standards

Committee StateJtlent No. 12, which is modeled after the International Standards on
Auditing 220 and other related requirements. Considering practicability, espedally

for smaller firms, JICPA does not employ the firm-<>n-firm peer review system. The

whole review sYstem is monitored by the Quality Control Oversight Board, which ha.

been created within JICPA to monitor the review sYStcIn's efficiency and independence.

This board is made up of fi"" distinguished individuals (from among industry, the

finandaI industry, the stock exchange, the media and academia) and the former JICPA

President.

As mentioned sbove and in the Appendix, the oversight system of auditors in Japan

will be strengthened in the amendment bill of CPA Law of Japan. The amendment

proposal of the CPA Law stipulates that a CPA and Auditing Oversight Board be created in

order to monitor and oversee the JICPA quality control review. This amendment will be

effective as of April 2004. The CPA and Auditing Oversight Board will have ten members

who are to be nomin~ted by the Prime Minister with the· consent of the Diel At a

minimum. the chairperson and one member of the new Board will be full-timers.

6. Other teq\ll.rements of the Act from whith foreign public ll_tiJlg firlns sho"tl1d

be exempted

7



,.
Auditor independence req\lirements stipulated in the Japanese laws should be applied

to Japanese CPAs and Audit Corporations, not auditor independence rules of the U.s.
As described in the Appendix, the Japanese auditor independent requirements will be

strengthened in the amendment bill of the CPA Law of Japan.

7. Board's oversight of N associated" fonoign publi~ a«ounting firms

As desaibed above, for foreign public accounting firms that are associated with U.S.

public accounting firms, U.s. public accounting finns play important roles such as

quality control review of the audit services provided by the aSSOciated foreign public

accounting firms for U.s. registrant companies. Therefore, we believe that PCAOB
does not need to inspect associated foreign public accounting finns, because its

inspection over the US. public a«ounting firms could extend over practices of

"assodated" foreign public accounting firms regarding audit engagements of the SEC

registranlB. In fact, it could obtain necessary information through its inspection over

the U.$. public acrounting finns.

Again, PCAOB should rely on the Japanese oversight system without necessitating its

Inspection in Japan that has an oversight system that is equivalent to the OVersight

required of professional ac:countmts in the U.S.

Appl!lldix

A detailed explanation of the Oversight system and independence requirements of the­
CPA audit in Japan Is provided in the appendix.

Very Truly Yours,

AIda Okuyama

President and CEO

The Japanese Institute of Certified Public Accotmtants
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Amendment project of the CPA Law
The bjlJ for aJllendment of the Certified Public Accountants Law (Law No.lOa, 1948)
(the CPA Law) has been brought in to the C\Itt'llnt session of the Diet and is expected to be
made into law perhaps in May or June 2003.

Amendment of the CPA law, which will be the biggest change since the 1970. , has been
called for in s""era! yean after the bubble economy eraehed in the early 1990s and is
finally conduded under strong influencee ofthe U.S. Sarbanes'Oxley Act of 2002.

The fOllowing points will be included in the amendment bill to the CPA Law:

1. Auditor independence rules
1-1 Non-llIJdit services
The present CPA Law allows CPA. to provide compiling financial statements,
reseaxching or planning financial matters, or responding to consultation on financial
matters, to the extent that it does not impede the audit service.

The amendment of the CPA Law propos,," to prohibit Audit Corporation from providing
certain non'audit services to any audit client in addition to tax services which have been
prohibitsd by the preeent law.
The list of non-audit eervices prohibited, which will be provided in the supplemental
cabinet ordinance, includes:

1 Services related to book keeping, financial documonta, and accounting books,
2 Design of:linanoial ur ac:eounting information !!ystems,
aSorvices related to appraisal of the contribution'in-kind rsports,
4 Aetuary .ervicee,
IIlnternal audit outsouroing services,
6 Any service of dealing in, or heinr promoter of .hare. or other interests of audit

clients,
7 Other services that are eQuiva!ent to the above lietcd services, which may involve

management decisions or lead to oelf'audit of the financia! documents the auditor
examines.

It will be prohibited to provide theee non-audit services to any clients that are required to
be audited in accordance with the Securities and Exchange Law and certain large
companies that are statutorily audited in accordance with the Commercial Code. The
amendment will bo effective a. ofApril 2004.

1·2 Audit partner rotation
Currently, engagement partner rotation is required in the JICPA's Audit Standards,
Committee Statement Il.S 8""en years term with two years time-out period. In the
amendmant of the CPA Law, any enl:al:ement partllers IlhaII be legally required to rotata
every eertain period within seven years with time'out period which will he prescribed in a
cabinet order. Partner rotation will also be required with regard to statutory audit
engagements that are baeed on the Securities and ExeheniO Law and the Commsrcial
Code for the certain large companies. In this respect, the audit engagements to which tho
partner rotation rule shall be applied are the same as thOSe for the prohibition of certain
no~·eudit$ervices.

1·5 Cooling off
The present CPA Law has no clause that prohibit. Audit Corporations from having an
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audited client that employs a retired partner of the Audit Corporation as
management.

In the proposed amendment of the CPA Law, an engagement partner who performs audit
service. to a client shall not be in the management of such a client as a director or some
other important position until at least one year elapsea after the end of the accounting
period dlll'ing which this partoer waa involved in auditing this client. This amendment
will be effective .... ofApril 2004. .

2. Strengthening auditor ovemght
Currently FSA, as the regulator in Japan, ovoroce. auditors and JICFA to protect the
public interest. FSA has a Board named the CPA Investigation and Exsminstion Board,
and this Board over.e.. CPAexamination and disciplinary action for CPAs.
The amendment _oaal of the CPA Law also stipulates that a new CPA and Auditing
Oversight Board be established by ....organization of the preeent cPA Investigation and
&lamination Board in order to enhance monitoring and oversight of CPAs and JICPA
quality control review. .
The CPA and Auditing Oversi~tBoard will have ten members who are to be nominated
by the Prime Mini8ler with consent by the Diet and at least a chaizperson and one
membar of the new Board will be full-timers.
.Also, the amendment introduces the legal authority for JICPA to conduct quality control
review. The quality control review will become a legally required measure.

3. Refmm of CPA Examination
The sinendment proposal of the CPA Law contains the refDrm of the CPA examination
system and this amendment regarding the CPA examination will be effective as of
January 2006. The new CPA exemination will be simpJilied to a single step examination
(currently three steps).
All candidates who have pa....d CPA examination are required to tab two yeare practice
tl'aining, which can be taken before sitting for the examination, one year schooling and the
final_sment to be provided by JICPA in orcIOT to be acknowledged as CPAs.

4. Introduction ofumtted liabilities of partners
Presently, every partner of an Audit Corporation is jointly and un'limiteclJy liable for
liabilities. In the proposed amendment of the CPA Law, a new concept nsmed 'designated
partner' will be created to alleviate burden of partners who are not designated as
engagement partner.. This amendmont will be effective as of April 2004. Only the
partners who performs audits (designated partner) is jointly and eevere1ly liable for
miseonduct and nel:!igenQO, and other partners who are not involved in th. audits in
question are liable to their equitios, at maximum, in the audit corporation with reprd to
the liabilities claimed by audit clients.

However, this designated partner system is diJierent from limited liability partnership.
Non-eIlilagement partners ""e still liable for third party claims. In this respect,
non"engagement partners are jointly and severally liable for third party claims toll"ther
with the engapment partner(s). .
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1. Struetuft of the CPA l'rofession in Japan
1-1 InlJ'odllction
Historically, the audit profession in Japan developed under strong govt!mment

. leadership over the last fifty years in order to promote sound development of the
. Japanese capital market.

The first group of professional accountants in Japan Is said to have emerged around 1907,
but it was not until 1927, when the Accountants Law was enacted, that a fledgling
institute of professional accountants came into existence. However, the formal
institutionalization of the profession had to wait for the enactment of the CPA Law (as
amended) in july 1948, following the enactment of the Securities and EXchange u.w (Law
No. 25, 1948) in April 1948. lhe CPA Law was designed to ensure the quality of
professionals compared with those in the U.s. mainly, and to establish sodally recognized
status for CPAs. The Japanese Institute of Certified Public Accountants UICPA) started
in 1949.

Many such measures were introduced under the supervision of the General
Headquarters (GHQ) during the Allied Forces occupation period after World War n.
These measures helped 10 respond to the growing post-war demand for the
democratization .of business, the disclosure of corporate information following the
dissolution of Zllibatsu (conglomerate), and the introduction of foreign capital Since that
time, the audit profession in Japan has been highly zegulated by the regulatory
authorities.

1-2 The CPA Law
The CPA taw provides the basic structure of the audit profession in Japan. It includes
the scope of services to be prOvided by CPAs, mechanisms of the national CPA
examination, requisitions of the O'A quallfication, establishment of audit firms (Audil
Corporation: kllTlStl hojin), duties and :responsibilities of CPAs, roles and organization of
jICPA, roles of regulatory authority and the disciplinary and criminal sanctions again$!
CPAs. The Financial Services Agency (FSA) is given authoritative power to oversee
CPAs, Audit Corporations and jICPA by the CPA Law.
(FSA submitted a bill to amend the CPA u.w to the Diet in order to respond to rteent
environmental changes in the capital market in Japan as well as in the world. The
details and the directions of these changes are explained in the first chapter
comprehensively as well as various chapters dealing with respective topics in this paper.)

1-3 Financial Services Asen"Y (FSA)
FSAhas oversight responsibilities over the accounting profession in Japan.
The CPA examination is conducted by the CPA Investiption and Examination Board
established in FSA (Article 15 of the C1'A Law). An Audit Corporation cannot be legally
estab1ished unless it obtains FSA's approval (Articles 34-7 and 34-a). Mergers and
dissolution of Audit COIporations shall be approved by FSA (Articles 34-18, (2) and 34-19,
(2)). The recently proposed amendment of the C1'A law changes F5A's authority to approve
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or di$approve the establishment of Aud1t Coxporalions to much simpler filing of the Audit
Corporations with FSA. The Audit Corporations and CPAs are subject to FSA's
requirements of reporting and submission of the necessary materials (Article 49-3) and
are subject to d1sdplinary SOInctions including suspension of practice or revocation of
qualiflcation registrations (Articles 29 through 31, 34-20 and 34-21). The Audit
Corporations and CPAs are subject to examinations and inspectiOns by FSA (Articles 32,
33 and 34-21). FSA also oversees )lCPA, the description of which follows.

1-« The Japanese Institute of Certified l'lIblic Accountants (JICPA)
The establishment of JIO'A is compulsory under the 0'A Law (Article 43, (1) of the 0'A
Law). JICPA is the only professional accounting body In Japan. It was originally
formed in 1949 lIS a voluntary body; and in 1966 it was reorganized into its present form
requiring every CPA in practice to become a member of the InstItute.

The ,nost important role of JICPA Is to keep a register of CPAs. All qualified CPAs
should be registered under his or her oWn name and address in the Register of the
Institute (Articles 17 and 18). Inclusion In the register denotes qualification as a CPA in
Japan. ]1CPA can revoke registration of memben who are disciplinary sanctioned as
such. In this regard, JIO'A may perfonn the role of the State~tancy Board in the
USA. 'The Institute's other roles under the CPA Law are to effectively exercise guidance
to, communicate with, and supervise the members in order to Uphold professional
standards and to improve and advance the profession (Article 43, (2». Members are
legally required to comply with the ]1O'A Constitution (Article 46-3). The Constitution
includes provlslons on ,nembers' obligations to observe the Code of Ethics and other
resolutions of various committees including the Audit Standards, the Quality Control
Review, the Audit Practice and the Review Committees. OIanges in the JICPA
Constitution must be approved by FSA (Article 44, (2». Pursuant to the JICPA
Constitution, members ore subject to 'reporting requirements, direction and d1sciplinary
action by JICPA (Article 46-3). In add1tion. O'As 8Ild Audit Corporations who perform
audits for publicly held corporations should be reviewed periodically by the Quality
Control Reviewers from JICPA (Article 87, (3) of the JICPA Constitution).
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2. Publir Practire of CPAs and Audit COJpOrations
2-1 Quallfilllltions (The cPA Examination System in Japan) .
Instituted in 1948 upon the promulgation of the CPA Law, the CPA examination is
considered one of the most difficult examinations conducted by the Japanese
Government. The examination has been adopted in order to assure that those who have
adequate professional ability and practical experience, together with a high level of
professional ethics, perform audits. Some amendments have been made according to
the demands of the changing times with the aim of improving the quality of Japanese
CPA&. All examinations are prepared by knowledgeable experts, such as experienced
CPAs and university professOIS under the oversight of the CPA Investigation and
ExaminatiOJ'l Board established in fSA (Articles 15, 3S and 38 of the CPA Law).

The subj«ts included in the first examination are Japanese, I!nglish, Mathematics,'.",l an
:Essay. Its aim i. to mea.,,'" a candidate's general literacy (Article 6). University graduates
and their equivalents are exempt from the first examination. The subjects of the second
examination are Accounting Theory, Accounting P....cllc:e (bookkeeping), Cost Accounting.
Auditing Theory, the Commercial Code (Law No.48, 1899), &anomies, Business
Administration, and the Civil Code (candidates select two from among the last three .ubjects).
The second examination aims to me""""" whether a candida12 holds a univeraity graduate's
level of competency (Article 8). Successful candidates of the second examinallon are
qualified as junior CPAs. Before taking the third examination, junior cPAs ate required to
go through the minimum of three years of professional training, including two years of
Internship, and one year of schooling (Article 11). The third examJnatlon measures the level
of professional competency In the subjects of Auditing Practlccs, Finandal Analysis Praeti""",

Thxatlon Practices and an Essay (Artlcle 10). After p....ing the third examination, candidatea
are given the title CPA. The following chart shows the number of candidates and the
number of successful candidates from among them.

The amendment proposal of the cPA Law reforms the CPA examination syslem and this
8J]lendment regarding the cPA examination will be effective as of Januaty 2006. The new
Cl'A examination will be simplified to a single examination. People who satisfy certain
requirements, successful candidates of eertain other professional examinations and people
who are quallfied professionals are exempt from taking certain subjects in the CPA
examination.

However, all candidates who have passed CPA examination are required to take two yeaTS
practice training, which can be taken before sitting for the examination, one year schooling
and the final .~ent to be provided byJICPA In order to be awarded a CPA qualification.
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,. Historical Trends of Candidates/Successiul Candidates of the CPA Examination
First Level Second Level Third Level

Applv Pass % A=lv Pass "f. Applv Pass %
2002 150 30 20.0 13.389 1,148 8.6 n.a n.a n.a
2001 119 19 16.0 12,073 961 8.0 1,154 710 61.5
2000 141 28 19.9 11,058 838 7.6 1,143 679 59.4
1999 221 34 15.4 10,265 786 7.7 1,154 654 56.7
1998 227 27 11.9 10,006 672 6.7 1,150 651 56.6

Cumulative 29,040 4,435 15.3 274,970 20,482 7.4 48,203 15,124 31.4
Total sin""
inception

2-2 Alldit Corporations and cPAs
A5 of March 31, 2002, thexe were 13,721 CPAB, 4,301 junior CPAs and 147 Audit
Corporations in Japan. An Audit Corporation is a corporation that consistls of <mly
CPAs who are all unlimited liability contributors and are also expected to pnticipate in
management (Article 34-4). These CPAs are not legally regarded as partners since
Japanese law does not provide for this form of partnership common in the United States
and EUlOpe for professional services (but "partner" is used hereafter for the readers of
this paper). An Audit Corporation is a legal entity performing an audit. The Audit
Corporation system was introduced by the CPA Law amendment of 1966 in order to take
advantage of a larger business base that would justify the establishment of larae
professional firms to have organized audit services and acceptable competence of CPAs
that can be comparable to world best practices. It was hoped that Audit Corporations
would assist CPAs in better maintaining their independence and integrity as
professionals and increase the public trust in the profession.

Presently; every partner of an audit corporation Is jointly and un·limibodly liable for liabilities.
In the proposed amendment of the 0'A Law, a new concept named'designated partner' will
be created to alleviate buTden of partrnm> who ore not engagement partnen. This amendment
will be effective as of April2()()4. The only partners who perform audits (designated partner)
are jointly and severally liable for misconduct and negligen"" and other partners who are not
in'l'olved in the audill! in question are liable, at maximum, to their equities in the audit
corporation wlth regard to the liabilities claimed by audit clients.

However, this designated partner system is different from limited liability partnership.
Non-engagement partners are still liable for third party claimS. That Is, If their equities in the
audit "1rporation are not enough to payoff all the third party clai1l1$, they have to pay for the
third party claims with their personal properties. In this respect. non-engagement partners
are jointly and severaDy liable for third party claims together with the engagement partner.

One of the future agenda lor the CPA profession Is the introduction of limited liability system
which is not permitted in Japan. Therefore, limited liabliity partnership system for the audit
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corporation shan continue to be considered in the future amendment of the CPA law.

147 Audit Corporations account for 50.5% o{ CPAs and 60.7% of junior CPAs. Even
though the.re are many Audit Corporations, most o{ them are very small while (our Audit
Corporations are Vety large as shown below.

Number of CPAs at the four Jar!?:e Audit CorPorati
Audit CDr]). Number of CPAs

A 1.361
B 1.255
C 1,242
0 1.126

Total 4,984

The.re are almost 4,500 companies subject to the statutory audits required by the
Securities and I!xchange law of Iapan (both listed and non-llsted). The largest four Audit
Corporations in Iapan provide audit services to almost 3,400 companies in accordance
with the Securities and I!xchange law, accounting for 76.4% ofall companies.

The breakdown of auditors (or companies subject to statutory audits based on the
Securities and Exchange law are as follows:

No. of audit clients Share
tar!?:e four Audit Corp. 3397 76.4%

Small Audit Con>. 744 16.7
Sole practitioners 305 6.9

Total 4M6 100%

The practioe of the Audit Corporation is limited to audits and other services including 1)
compilation of financial state.rnents, research- advice and consulting services relating to
financial matters for clients and 2) schooling of junior C1'As; as long as such work does
not impede the audit service (Article 34-5). Any Audit Corporation is not permitted to
provide tax services; however, an individual C1'A is permitted to provide tax services
(Article 3 of the Licensed Tax Accountant law).
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Accordingly, all large Audit Corporations concentrate on providing audit services.
Consulting and tax services are prOVided by legally separated entities of each group.
The revenue of conSUlting and tax services is relatively small compared with similar
groups in the U.S. and other countries. The following table shows the fee split of these
groups.

Fee split of the four laIl!:e Audit Corporation lmlutlS (in billions of ven)
Audit Corp. A B C 0

Groups
Revenue % Revenue % Re'let\ue % R"""""" %

Audit Corporation ¥46.1 72.6 ¥425 82.3 '1'40.5 55.3 ¥36.8 M.5
Consultinll; entity 9.2 13.9 1.4 2.8 28.6 39.0 14.9 26.1
Tax entity 9.0 13.5 7.7 14.9 4.1 5.7 5.3 9.4
Total ¥66.3 100.0 ¥51.6 100.0 ¥73.2 100.0 ¥57.0 100.0
(Source: Nihon Keizaj ShimbllIl, August 21, 2002)

2-3 Profu.ional Competency
The Japanese CPA examination does not require a candldate to have. university degree
in accounting Or management. However, the second CPA examination tests whether a
candidate has a thorough knowledge (equivalent to an undergraduate level) of
accounting, auditing and related business subjects and the third examination tests
professional knOWledge obtained through three years of professional training. In this
sense, de facto pre-qualificalion education Is required for Japanese CPAs.

The mechanism for the maintenance of post-qualified professional competency Is
provided by Continuing l1:ofessional Education (CPE). CPE has been mandatory slnce
April 2002 for CPAB, who are full members of JICPA (Article 83, (2) of the JICPA
Constitution). Junior CPA. are not required to satisfy CPE requirements because the
majority of junior CPAs are enrolled in the three-year practice training courses.
Furthermore, junior CPAs have to take the third examination in order to be qualified as
CPAs.

In April 1997, the CPR program was recommended by the CPA Investigation and
Examination Board under, "Recommendations to Strengthen CPA Audits." in April
1998, CPR was first Introduced to JICPA members as a voluntaty program that each
member was recommended to follow. JICPA sets torty hours of training as an annual
target for CPE.

JICPA classifies CPE training as self-study and seminar. Self-study is a broad category
that includes not only reading but also watching videos, listening to audio tapes, taking
distance educational programs, and attending small study-group meetings. A member
can earn required credits by applying one or more self-study methods. For example, a
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member can eam certain credits by reading books and articles. Up to twenty credits a

year can be earned by self-study of reading the articles in the }IO'A Journals and
Newsletters, both of which are JIO'A monthly pUblications. When a member reports
which articles he/she has read, he/she has to write a short essay on each article.

Members usually earn at least twenty credits by attending seminars to satisfy forty
credits a year. Now that CPE is mandatory effective April 2002, members have even
more incentive to take seminars. They can earn credits by attending seminars organized
by various institutions: ]lCPA, Audit Corporations, the Bar Association or the Ucensed
Tax Accountants Association.

]ICPA holds topicll! subject seminars frequently throughout the year. In addition, it
holds three- or four- day intensive seminars Ii"" times a year. More than 4,000 people
attended winter seminars held in thirteen dlies throughout Japan between January 24
and 26, 2001. More than 5,400 people attended summer seminars held in Tokyo and
Osaka between August 23 and 31, 2001. ]ICPA held the following four-dlly seminars In
early December 2002. A member can choose from any topic to attend.

Thefo is a sample of the four-day seminars llCl'A held in eaTlv December 2002:
Date Credits TODlcs
12/3/02 2 Newly created company-reo lion-law: basics

12/3/02 2 Case studies of CPA ethll;O\ code violations
12/3/02 2 Comparative studies of US GAAP. Japanese GAAP and International

Acrountinp; Standards
12/4/02 2 The Information Technology Committee statement No. 1 entitled,

''Evaluatian of control risks in information technology in the financial
statl!ment audita'

12/4102 2 Capital trarlsfer tax: ..... studi..

12/4102 2 Taxes on sales of oroDerties and ..,<urities: case studies
12/5/02 Z New consuJlinll area: actuaries

12/5/02 2 Bu$iness Dhms to "";.. funds for venture businesses

12/5/02 2. Coqx>rate income taxee: case studies
1'1/6/02 6 Extemal auditors for local JtQvermncnls

12/6/02 6 Accountln~ fot retiren'lent-benefit plam

When members fail to submit CPE reports, JICPA follows up by sending them a reminder.
CPE results are maintained in JlCPA website to which members can access. }ICl'A
members are required to earn forty credits a year. Ifhe or she does not earn forty credits
in a year, he Or she has to earn extra credits in the follOWing year(s). If a member did not
earn forty credits for a year without any reasonable excuse, he or she will be sanctioned.
cPE credit completion lor audit team members of Audit Corporations Is an Important
review subject for the Quality Control Review.
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3. Sbndanl Setting
3·1 Audit SUJlc1ard SettiJlg in the Business Accounting Council
In Japan, audit standards are developed by FSA's Business Accounting Council (BAC)
and lICPA's Auditing Standards Committee. The BAC Audit Standards Sub-Group
consists of nineteen mcmbCIS who are dtawn from universities, businesses and Auelit
Corporations, and develops core audit standards through a consensus among
stakeholders. Core audit standards underline basic concepts for audits of financial
ststements.

In January 2002, BAC issued new auditing standards. This issue w¥ prompted by both
the need to harmonize with the present international state on auditing standards
including the International Standards on Auditing (lSA) and the changes in the Japanese
corporate and audit environment. In these new standards, the fonowing basic concepts
have been Introduced In audit practices:
a) Audit objectives emphasizing that auditors obtsin reasonable assurance that the

finandal statements taken as a whole are free from material misstatement.
b) Recognizing that cmnpany management is responsible for preparing financial

statements. while the auditors are responsible for forming and expressing opinions on
the financial statements. The responsibility for preparing and presenting the
financial statements lies with the JIllIIIagement, and an audit of the financial
statements does not relieve management of their responsibilities.

c} Company management is required to disclose serious going concern issues that may
jeopardize the viability of the company in limoncial statements. Auditors are required
to audit the appropriateneA of such disclosures and are obligated to refer to such
going concern issues in the audit report to provide information to the public. In
addition. auditors must state adverse opinions when they have determined that it is
not appropriate for the company to prepare Its financial statements based on the
going concern assumption.

d) In the new auditing stmdards, JICPA is clearly recognized as the auditing-guideline
setter. The preface to the new auditing standards states that the auditing standards
together with the guidelines issued by JICPA form generany accepted auditing
standards (GAAS) In Japan.

3-2 JICPA"s Allclit Standard$ Committee
In the last ten yellI1l, BAC and JICPA have been sharing in the process of standard setting.
Thus, the JICPA Auditing Standards Committee has issued more than 20 statements,
which are largely modeled after !SA. In addition to the Auditing Standards Committee,
the Auditing Committee has issued various statements and guidelines regarding practical
issues that have emerged during audits. JICPA members should follow these committee
statements and guidelines (Article 20 of the JICPA Constitution). These statements and
guidelines Issued by the Auditing Standards Committee and Auditing Committee are
integral part of GAAS in Japan.
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There are thirty-four members on the Auditing Standards Committee (all of them are
]lO'A members). The Committee organizes a plenary session and several Sle<!ring
committees that prepare statements based on consultation with the ]lCPA Council. The
JIePA Council issues the final approval on statements. There is also an advisory forum:
the Audit Issues Discussion Forum, which consists of members from academics, users,
preparers (public companies) and CPAs in order to gather views and opinions outside
CPA profession. Major proposed drafts of the standards are exposed to the public for
conunents. Between August 2001 and July 2002, twenty-four plenary sessions and

eighty-one steering committee meetings were held.
The Audlting Commillee lncludes ninety-six members (all of them are ]lCPA members)
who meel in plenary sessions, chair &: vice-chair sessions and steering committees, which
are established for each project (currently nine steering committees exist). certain drafts
are exposed to the public for comments. Between April 2001 and March 2002, four
plenary sessions, ten chair &; vice-chair sessions and forty-five steering committee
meetings were held.

3-3 lbe Code of Ethics
]lCPA develops the Code of Ethics for Its membelS. In 2000, ]lCPA's arolUa! assembly
approved a revision of the Code of Ethics that was proposed by the Enhancement of
Professional Ethics Project Team in }ICPA. The new Code of Ethics is haimonized with
the, "Code of Ethics for Profesaional Accountants- (revised in 1998) of the International
Federation of Accountants (ll'Aq. Further development of the Ethics Code is under
way in the newly established Independence Study ad-hoc Committee, in order to reflect
IFAC's new principle-based independence rules, which were announced in 2001.
The Code of Ethics presenCes that "Certified Public Accountants have a duty to perform
their work with professional competence, integrity and objectivity to benefit the public
interest and to contribute -to the d~opmentof a sound society as professionals In
auditing and accounting," and requires O'A. to have integrity, objectivity, professional
competency; due care, confidentiality and professional behavior.
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4. Independence Reql1irements for CPAs
Independence requirements for extemal auditors exist in laws and the Code of Ethics.

4-1 CPA Law
4-1-1 Individual CPA.
In accordance with Article 24 of the CPA Law, a CPA shall not render audit services in the
followings cases:
(a) The financial statements of those corporations or any other organizations in which

he/she or hisfher spouse is, or was, within the past year an officer or staff member
corresponding thereto or a responsible official in charge of affairs conceming financial
matters.

(b) The financial statements of those coxporations or any other. organizations for which
he/she is, or was an employee within the past year.

(c) In addition to those coming under the preceding items, the financial statement. of
those corporations or any other organizations which he/she has substantial interests.

"Substantial interests" prescribed in item (c) above of the preceding paragraph shall
include business, financial or other relationship between • CPA or his/her spouse and the
corporations or any other organizations (clients) in order to maintain fairness in an audit
by a CPA described as follows:

i) A CPA or his/her spouse was a director and/or an offiCer of the client during the
audit period.

ii) A CPA's spouse is or was an employee of the client during the past one year.
iii) A CPA's spouse Is or was a government official that had a close relationship

with the client during the past two years.
iv) A CPA or hls/her spouse owns stock of the client and/or debt or credit
v) A CPA or hislher spouse has special economic interests such as office rent or

borrowing money with free or unreasonably low tent or interest.
vi) A CPA or his/her spouse provides tax services for the audit client
vU) A CPA or his/her spouse is provided special economic interests described above

in v) by any clliector of the audit client or provides tax services for any director
of the audit clieT\t.

viii) A CPA or hislher spouse Is a director of an affiliated company of the audit client.
ix) A CPA or his/her spouse Is an employee of the parent company or subsidiary of

the audit client.

A CPA who was once a national or local government official shall not conduct, during hi.
tenure of office or during the two years following his termination. an audit practice with
respect to the financial affairs of those business enterprises closely related to the duties of
the office held during the two years preceding hi. retirement.

4-1-2 Alldit Corporations
Also in accordance with Article 34-11 of the CPA Law, an Audit Corporation shall not
conduct audit practices relating to those financial statements falling under one of the
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following items:
(a) Financial statements of the companies or entities whose stock the Audit Corporation

owns or in which the Audit Corporation is investing.
(b) In addition to those stipulated in the preceding item, .financial statements of

companies or others in which the Audit Corporation has substantial interests.

"Substantial interests" in item (b) above of the preceding pamgraph shalllndude such
businesses, finances, llJ1d so on between the Audit Corporation or its partners and the
company or others as described below:
i) An Audit Corporation is either a debtor or creditor of the audit client in any

amount.

ti) An Audit Corporation has special economic interests such as office rent Or
borrowing money with free or unreasonably low rent or Interest

Iii) An Audit Corporation is provided special economic interests described in the
above from a director of the audit client

iv) Any partner of an Audit Corporation is a director, a corporate statutory auditor
and/or an employee of the audit client and/or the parent company or subsidiary
offt.

v) Any partner of an Audit Corporation provides tax services for the audit client.
vi) The majority of partners of an Audit Corporation have any kind of relationship

as d,escribed in Article 24 of the CPA Law (relationship of individual CPAs as
referred to above).

Further, any partner of an Audit Corporation who has a relationship as described in
Paragraphs (1) to (3) of Article 24. with the company or others shall not be engaged in an
audit practice conceming the financial statements of such companies or entities
conducted by the Audit Corporation.

Audit Corporations are permitted to provide financial advisory and consulting services
for any clients as long as such services do not impede the audit service (Article 34-5), but
they are prohibited from providing tax services. On the other hand, individual CPAs
an! permitted to provide tax services excluding the ones for audit clients (Article 3 of the
licensed Tax Accountant Law).

4-Z JICPA's Code ofEthics
Article 14 of the Code of Ethics requires independence of auditors as follows:
(1) When undertakinG or performinG an audit, CPAs shall not accept any position

prohibited by law or ordinance, or to hold any financial interest in clients or
concerned parties, and shall take care to avoid relationships or appearances which
may impair their independence.

(2) The positions and relationShips described in the preceding paragraph shall include
situations applicable to any of the follOWing:
i) A CPA who is engaged with audit for an entity as a support staff has 6Uch

relationships as detailed in the CPA Law.
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ii) Any relatives within the second degree of a CPA who;s engaged with audit for an
entity, as a sole practitioner or as a engagement partner of an audit corporation, has
such re1ationships as detailed in Article 24 of the CPA Law.

Appearances that may impair a CPA's independence are described in the Interpretation
Guidance for ArtIcle 14 of the Code as follows:

(1) Audit fee received from a certatn client or its group exceeds fifty percent of total
revenue of a CPA or an Audit Corporation.

(2) A partner or partners have been engaged with an audit client for a long (more
than seven year) period.

(3) A lawsuit exists or will exist with an audit client.
(4) Unreasonably expensive gifts are provided by an audit client.
(5) A CPA was once an officer of an audit client.
(6) A CPA or an Audit Corporation owns an audit client's stock.

Another Interpretation Guidance of the Code also prevents a CPA or Audit Corporation
from executing or consummating management authority or responsibility when
non-audit services are provided for an audit client.

Further development of the Ethics Code is under way in the newly established
inelependence Study ad-hoc Committee in order to reflect IFAC's new principle-based
independence rules and recent U.s. developments.

4-3 S«urities and bchange Law IJId Commercial Code
Similar independence requirements are proVided in the.. laws as follows:
(a) All provisions required in Article 24 (for individual CPAs) and 34-11 (for Audit

Corporations) of the CPA Law are appllcable to CPAs and Audit Corporations
performing the audit required by the Securities and bchange Law. In fact,
independence rules are stricter in the Securities and Exchange Law than in the CPA
Law, and auditors are required to comply with these more rigorous rules for the
Securities and Exchange Law audits. Por example, the coverage of related persons
described as "CPA end h1S/her spouse" is widened to "CPA, hls/her spouse and
relatives within the second degree." Economic relationships with the client
"company" are widened to the client "company and any of its affiliates included in
the consolidated financial statements" (Article 2 of the Cabinet Ordinance telating to
the audit of financial statements). .

(b) All CPA Law provisions are applicable to CPAs and Audit Corporations performing
Commercial Code audits (Article 4 of the Law Concerning Special Measures under
the Commercial Code with respect to the Audit of Corporations).

4-4 Audit Partner Rotations
The JICPA Audit Standards Committee Statements No. 12 "Quality Control for Audit"
recommends that each Audit Corporation rotate engagement partners for particular audit
engagements of listed companies at least~ seven years with lime--out period of two
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years.

In the amendment of the CPA Law, any engagement partners shall be legally required to
rotate every certain period within aeven years with time'out period which will be
prescribed in a cabinet em....
Parlner rotatien will be required in the Securlties and EXchange Law audit lUld certain large
company audit pursuant to the Commerdal Code. The amendment will be effective as of
AprlI2004.

4-5 Prohibition 01 Tax Praetke
As previously described, an Audit Corporation is not pennitted to provide tax services
(Article 3 of the Tax Accountant Law).

4-6 Seope 01 Audit Cmporation servkes
A. previously mentioned, the scope of Audit Corporation services is limited to audits and
audit-related services: including compilation of financial statements, research, advice and
consultation on financial matters as long as such services do not impede conducting .the
audit service (Article 34-5 of the CPA Law). This requirement virtually prevents Audit
Corporations from providing extensive consulting services to their audit clients.

The amendment of the CPA Law proposes to restrict audit firms in providing certain
non-audit services to any audit client.
The list of non-audit ""rvices prohibited will be provided in the supplemental cabinet order
as follow.:

1 Services related 10 book keeping, financial documents, a<COUnting books,
2Design of llnandal or accounting infonnation systems,
3 Services related 10 appraisal of the contribution-in-kind reports.
4Aetuary services,
51ntemal audit outaourclng services,
6Any tlervioe ofd~HngIn,. or being promOtei' of shares or other inten!StS of audit clients,
7 Other BeIVlces that are equivalent to the above listed services, which may Involve
management decisions or lead to ""If....udit of the financial documents the auditor
examines.

These nOlWludit serviczs will be prolubited to any clients that are required 10 be audited In
acwrdance with Securities and Exchange Law and certain large companies that are requited
audit by Commercial Code. The amendment will be effective lIS of April 2004.

4-7 CooliJlg off
Previously, there were no rules regarding whether an engagement partner is permitted to
accept a management position in the audit client.
In the proposed amendment of the CPA Law, an engagement partner who performs audit
services to a client shall not be in thell'lanagement of such a client as a director or some
other Important position until at least one year elapses after the end of the accounting
period during which this partner was involved in auditing thls client. This amendment
will be effective as of Aprll2004.
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S. Oversight of Statutory Audits in Japan
5-1F5A
!l·l-l Regulator Function of StatutoI)' Audits by FSA
FSA is responsJble for ensuring the stability of the finandal sys!=l in Japan! and the
protection of depositors, insurance policy holders, and securities investors by inspecting
financial institutions and conducting surveillance ofsecurities transactions.
Pursuant to these responsibilities, FSA inspects and supervises banks, securities
companies, insurance companies, and other finandal institutions, and FSA also perfonns
activities related to corporate disclosure and securities markets such as: supervision of
CPAs and Audit Corporations, surveillance of rules governing securities markets, and the
establishment of roles for trading in securities markets.
The Office of the Director for Corporate Accounting and Disclosure In FSA Planning and
Coordination aureau monitors both auditing activities of Audit Corporations and CPAs,
and reviews financial statements of certain publicly owned companies that are filed
pursuant to the Securities and Exchange Law.

(1) Monitoring of Audit Activitie.
1) Approval of estabHshment of Audit Corporalions
FSA has various oversight responsibilities over the accounting profession In Japan.
For example, Audit Corporations cannot be legally established unless they obtain FSA's
approval (Articles 34-7 and 34-8 of the CPA Law). When an Audit Corporation plllIl5 a
merger with another Audit Corporation, they are required to obtain FSA's approval
(Articles 34-18, (2) and 34-19, (2) of the CPA Law).

However, the recently proposed amendment of the CPA law changes FSA's authority to
approve or disapprove the establishment ofAudit Corporations to much simpler filing of
the Audit Corporations with FSA. In the proposed amendment, the procedures for
establishing, dissolving an audit corporation, merging an audit corporation with some
other audit corporation, and modifying the articles of inCOrporation of Audit Corporation
shall be changed from requiring FSA"s approval to simply filing with FSA.

2) Review of A...clit CorporallOD!' IUl11Ual report and the S1IlIUD~ of Individual audit
engagements
Every year FSA reviews the Audit Corporations' annual business reports including
financial statements. Audit Corporations are required to file these documents with FSA
(Artide 34-16 of the CPA Law).
FSA also reviewS the summary reports of individual audit engagements, descnbed below,
prepared by O'As or Audit Corporations. CPAs and Audit Corporations are required to
file with FSA the summary report of all individual audit engagements for audits required
under the Securities and Exchange Law. CPAs and Audit Corporations are also required
to file with JICPA a copy of the aboVl! summary and other similar summ~Ties for audits
required under the Commercial Code. These swtllmIries may serve as a basic measure
to evaluate whether adequate engagement hours were spent, and determine whether key
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audit procedures were conduded. They are not disclosed to the public.

The summary to be submitted to FSA is required to include the following desaiptions:

s) The 'l"slifications (namely "lead auditor or engagement partner," "CPA," "junior
CPA," and 'other audit staff") and names of audit staff.

b) Any changes in the lead engagement partner, Audit CorpOl'lltion, or responsible CPA
in case of a sole practitioner engagement.

c) Total engagement hours spent on the audit work for each facility of the client
(separately described according to the auditors' qualifications).

d) Audit fee amount for the year and previous year.
e) lnfonnation related to major audit procedures on financlal statements including:

(i) Confirmation of balances
(U) Observation of inventory taldng (the adopted method has to be disclosed)

(D Balance sheet amount of inventories (a)
lID Observed inventory taking amount «(3)
® Coverage (13/axlOO) (%)
@ Criteria for selecting the sites auditors visited.

£) Wormation of reliance on other auditors' audit results, if any.
g) Additional explanations of an auditor's opinions when unqualified opinions are not

expressed.
h) Wonnatlon on the independent review.

Furthermore, if FSA find. it n""""""'Y to obmln additlonaJreports from Audit Corporation>
andlor CPAs, It is entitled to collect such reports (Article 49-3 of the CPA Law).

3) Enhancement of FSA oversight function
The anumdment proposal of the CPA Law enhanCl!$ FSA authority by introducing the
general authority of on-sit.: inspections of Audit Corporations while presetltly FSA's
on-slte inspections shall be conducted for the putp05e of taking disciplinary actions. In
this amendment, FSA will also introduce the authority of administrative direction against
Audit Corporations while currently FSA is not empowered to take administrative
dltections and simply authorized to take such disciplinary action6 as business suspension
orders and revocation of approvals of establishment. Furthermore, the amendment will
newly grant FSA to have business improvement order against JlCPA while presenUy FSA
d0e6 not have such power.

(2) Rmew of mandaI statel!lents of certain cOl!lpanies
All Japanese pUblicly owned companies file their onnual securities reports including
fiJ,ancial statements audited by CPAs or Audit Corporations with FSA (actulllly local
finance bureaus of the MinIstry of Finance (MOP)) within three months after the clo5e of
the fiscal year (Article 24 of the Securities and Exchange Law). There are eleven regional
finance bureaus that are spread all over Japan. The Kanto Local Finance Bureau
received and reviewed 3,068 securities reports, accounting for approximately 68% of the
total 4,486 securities reports received by all local bureaus in fiscal 2001.
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5-1·2 CPA Investigation and Examination Board
The CPAInvestigation and Examitlation Board has two responsibilities:
(1) administer the O'A examination by establishing items necessary f()l' the

administration of the examination;
(2) consider the d1sdpllnary action& against O'As or Audit Corporations that have

committed audit failures, and advise to FSA whether the proposed disciplinary
actions are adequate.

The O'A Investigation and Examination Board consists of nine distinguished people:
three executives from listed companies, three academics, the former Japanese
Governmental Accounting Office Chief, a representative from the Japanese Securities
Dealers Assodation, and the llO'A l'resident.
Each resolution will be decided by majority rule at the CPA Investigation and
Examination Board. The meetings are held several times a year.

The amendment proposal of the CPA Law stipulate. that a nl'W CPA and Auditing OversIght
Soard be created in order to monitor and oversee 0'As and the JICPA quality control review.
This amendment will be effective aa of April 2004. 'The CPA and Auditing Oversight Board
will have ten members who arc lu be nominated by the Prime Minister with consent by the
Diet and at leaot a chairperson and one member of the tI<lW Board will serve fun-time. The
new Board will replace the current 0'1> Investigation and Examination Board which oversees
CPA examination and disciplinary action for CPAs.

5-2]1CPA
As previously described, FSA is given authoritative power to oversee JlO'A by the CPA
Law. JlO'A hes two different oversight systems. First, the Quality Control Review
oversees quality control of members' audit engagements. Second, the Audit Practice
and Review Committee oversees individual audit engagements.

5-2-1 Quality Control Review
(1) Introduction
During the 1990's economic recession, the Jepanese accounting and auditing system was
Wlder scrutiny, and Improvement of the system was considetl!d necessary. Paced with
increasing public attention over external auditing, ]lCPA introduced a post-audit review
system. In March 1997, JlCPA established a project team for Quality Control. In April
1997, the O'A Investigation md Examination Board, then m advisory body to the
Finance Minister, recommended II post-audit review system. Meanwhile,]lCPA's
Auditing Standards Committee issued the Auditing Standards Committee Statement
No.12 "Quality Control of Audits" that requires all Audlt Corporations and CPAs to
perfQl'ffi quality control of audit practices. In March 1998, the Quality Control Project
Team issued an Important statement regarding the Implementation of quality control
reviews in Japan proposing that ]ICPA's full-time professionals conduct
quality-assurance monitoring reviews of all Audit Corporations and 0'As who are
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engaged In the listed company audits. All such Audit Corporations and CPAs shall be
reviewed once in every tlrree years to assess whether they conduct audit practices in
compliance with the Auditing Standards Committee Statement No.l2, which is modeled
after the Intemational Standards on AUditing 220 and other related requirements.
Considering practicability, espedally in smaller firms, jIcPA did not employ the
firm-on-finn peer review system. At the ]JcPA General Assembly in July 1998, its
members approved a proposal to require quality control reviews. The quaHty control
review teams began conducting their reviews in April 1999.
In the amendment of the cPA Law, a clause will be newly created to provide JICPA with
the legal authority to conduct quality control review.

The ]lCPA quality control review is performed for audit praetices only, not
management-consulting services. In March 2001, there were 308 auditors (including
sole practitioners and Audit Corporations) that were subject to the quality control review
from among the audits of 3,843 listed companies.

(2) Review OrgaDization and Procedures
In order to implement the quality control review system, ]JCPA created a Quality Control
Review Committee consisting of predominantly ]JCPA council members and other
well-experienced :members that plans quality control reviews and directs the Qualfty
Control Review 'Tham that executes reviews. The Quality Control Review Team Is
Independent of other ]JCPA organiziltions and reports directly to the Quality Control
Review Committee. The team consists of full-time reviewers including one chief
reviewer and five- qualified reviewers. Bach reviewer must be independent of the
reviewed firm and is required to have enough CUlTent and additional knowledge on audit
practices. Also, the reviewers are required to preserve the confidentiality of information
that they may find during the course of review.

The reviewers must establish a reasonable basis for expressing an opinion on whether the
firm's system of audit quaHty conttols, both fum·wide and on an individual engagement
basis, has been well designed in acoord.nce with the ]JCPA Quality Control Standards,
and that such quality control polic:ies and procedures have been adequately implemented.
The review does not determme whether auditors' conclusions are appropriate, rather It
reviews the audit process conducted by the auditors.

The review procedures include interviews with professional personnel at various levels
and the review of relevant audit working papers. In accordance with the JICPNs
Auditing Standards Committee Statement No. 12 and other standards, reviewers are to
examine whether audit firms (including both Audit Corporations and sole practitioners)
properly adopt the professional requirements of independence, integrity, confidentiality
and professional behavior. Also, reviewers examine (a) whether necessary skills and
competence are attained ond maintained through CPE, (b) a proper assignment policy
such as the ]lCPA's seven-year partner rotation rule is adopted, (c) audit engagement is
independently reviewed by an independent concurring partner, (d) acceptance and
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retention of clients are properly c01'ItroJ1ed and (e) monitoring is adequately provided.
Based 01'1 the review, a written report is addressed to the firm's chief executive partner.
If reviewers find that anything needs to be improVl!d or the reviewed firm hilS not
conformed to the quality control· policies and procedures, the findings and
recommendations are to be reported to the firm. The firm must respond in writing in
due course. Sometimes it takes some months for an audit firm to determine the
corrective measures.

The review team usually spends an average of two-three man-days for a sole practitioner
office and five-six man-days for a small audit finn while It spends over a hundred
man-days for a large audit finn as shown in the following table.

Average number of man-days for quality control review by the number of auditors for a
two- vear period (April 1999 to March 2oo]):

No. of flrn;ls or offices Man--davs Averil!\! man-davs
Larlle audit flnns 6 645 107.5
Small audit firms ]09 639 5.9
Sole pm:titioner om"", 2]5 502 2.3
Total 330 ],786

The total]1CPA cost of these reviews is almost ¥loo million per year. It mainly consists
of salaries for reviewers and travel expenses. In order to cover these costs, fees are
collected from all ]1CPA members who are engaged in audits of publicly held companies
based on (approximately 0.] percent of) their audit engagement fee.

(3) Review results
In fiscal year 2001 (between April 2001 and March 2002), the Quality Control Review
Teams reviewed 107 audit firms, Includlng eleven audit firms whose review began in
fiscal 2000. The Review T~ms lssued the review reports of 104 audit firms and also
Issued letters of recommendations to ninety-nine audit firms. The Review Teams will
issue the review reports to the five remaining audit firms in fiscal 2002 because the
review reports were not completed. as of March 31, 2002. In the six months between April
and September 2002, the Quality Control Review Teams issued review reports to three
eudlt £Inns. However, they have not issued review reports to the remaining two audit
firms. These two cases are related to sale practitioners, and It took some time for these
practitioners to reply to the inquiries or recommendations proposed by the Quality
Control Review Teams.

In the first six months of fiscal 2002 (between April 2002 and September 2002), the Quality
Control Review Teams completed their fieldwork for thirty-seven audit firms, and issued
review reports to eleven audit firms. However, they have not issued review reports for
twenty-six audit firms yet because they have not received the audit firms' preliminary
responses to their draft recommendations, or they are .till preparing the letters of
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recommendations, or the review committee's intemM review has not been completed.

(4) Quality Control OveISigbt Board
The whole review system is monitored by the Quality Control OveJ$ight Board" which
has been created within JICPA to monitor the review system's efficiency and
independence.
This Quality Control Oversight Board evaluates whether the Quality Control Review
Committee and Team adequately performs the 'l"ality control reviews. This board is
made up of flve distinguished Individuals (from among industry, the financial industry;
the stock exchange, the media and academia) and the former JICPA President.

The Quality Control Oversight Board, for example. reviewed the whole process of the
quality control review in the year, for example, which ended March 2001 and
recommended a few important agenda items to the JICPA Quality Control Committee in
July 2001 as follows:
(a) Risk approach will be formally required in the new auditing standards to ensure

widespread use of risk approaches among Audit Corporations and CPA offices.
(b) Some small-to-medium sized firms have not ensured In written confitmation

whether potential breach of independence exists between audit clients and audit
supporting staff. Since auditor Independence is one of the most Important building
blocks In external audits, It Is highly recommended that JICPA prepare practical
guidelines on this mattex; Including a revision of ethical rules.

(c) Faced with Increasing public attention over auditing. cleazly detennine whether the
results of quality control reviews should be disclosed; and If It should be disclosed,
what the altmon for disclosure will be, and what the method of Informing to the
public will be. Credible and traIlsparent disclosure will enhance the Integrity iUld
fairness of the quality control review.

The Quality Control av..rs;ght Board wlll be reformed in a=rdance wlth the creation of the
CPA and Allditing Oversight Board that oversee the quality control review system as an
Independent thlrd-pazty board that Is established within FSA.

(5) JICJWs reaction to the baud's :tI:l:Ommendatiol\S
In accordance with the above recommendations, JICPA drafted a guidebook that
explained the auditing techniques based on risk approaches especially for smaller firms
to llse as a reference in applying audit practices, and It also renewed rules on confirming
the independence of auditors in November 2001 under the Implementation Guidance for
Article 14 of the Code of Ethics, which are proVided for reference in audit practices.
JICPA has decided to gradually inaease Its disclosure of QualIty Control Review results
to the public. JJO'A continues to strive to ensure even more transparency by increasing
the amount of information disclosed based on the reBlllts of the review.
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5-Z-:2lncllvidual Engageml!Jlt Review
(1) The Audit Practice and Review Committee
1) PurpOIe ....d structute
The purpose of the Audit Practice and Review Committee, which was established in 1978
in order to respond to reinforcement requirements of ]TCPA self-regulatory functions at
that lime, is to support )ICPA members to properly perform and develop their auditing
work. Namely; the Review COII\I1littee examines how the CPAs perform their auditing
work and whether their audit opinions are well substantiated. The Review Committee
picks out from the news covered in major newspapers' articles descnbing suspicions of
window dressing in financial statements, fraudulent accounting, massive loss disclosures
and bankruptcies. In addition, the Review Committee examines whistle-blowing
infOI'IIllltion given to ]ICPA as necessary.

When the Review Committee decides upon review that the auditlng work hIlS beer>
carried out in a considerably improper manner, it may give a corrective recommendation
to the CPAs concerned. When the Review Committee delennines that an audit client
has exercised significantly improper accounting treatments, it may recommend to the
relevant CPAs that they propose a correction of such improper accounting treatments a.
well as change their audit opinions. In the event that the Review Committee decides
further examination is necessary from an ethical point of view, it refers the case to the
Audit and Discip1inary Investigation Committee, where the c.se is investigated as to
whether further procedures .re necessary in the Ethics Committee.
Most importantly, the Review Committee holds a position that fumlshes CPAs with
guidance for strengthening their auditing work and does not go beyond the line of taking
disciplipary acllons against them.

The Review Committee consists of fifteen members of which seven are ]TePA executive
directors. Occasionally, the case being reviewed involves a company audited by an
Audit Corporation to which one of the members of this Committee belongs. When a
member has an interest in • case being reviewed by the Review Committee, that member
may not participate in the decision making of the case. In addition, all the members of
the Review Committee .re held responsible for confidentiality. Consequently, any
matters discussed or reviewed by the Review Committee will not be disclosed to the
public.

2) Review proudure and results
The types of cases handled by the Review Committee are generally divided into (a)
SuspicioUS eng.gement cases and (b) Concurring cues.

(a) Suspicious engageD'leTlts review
When the Review Committee picks up a case, it first assigns two members who have no
interests in the case, and then they make a written inquiry and set up an interview with
the auditor in question as necessary. The Review Committee is entitled to require
reports from O'As lor inquiring on matters thereof and to request submission of
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reference material, as considered necessary for the puzpose of the CPAs to <:any out their
audits (Article 89-2-2 of the JICPA Constitution). The examination results are reported
and reviewed at a general meeting with the full committee member to be held once a
month in principle.
The conclusions determined at the general meeting will be notified to the relevant CPAs
in one of the following forms:
i) The review was closed with no problems.
ii) The review was closed with comments given to the pertinent CPAs.
ill) The review was 5l.ISpended for the time being, but the final decision is reserved until

later since future moves need to be observed.
iv) Recommendation as to improvement in certain audit procedures.
v) Further examination is required from the Audit and DIsciplinary Investigation

Committee.
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Breekdown of the review results of the Review Conunittee for the period from Apri12001
to March 2002 are as follows:

llnl.kdown of the ea- Number of Ca_
C.ses carrled OVt!r from the orcviaus t>eriod
1) Securities and Exchan2e Law Audit

Susuicion of window dresslru!: 2
Massive loss 4
Bankruptcy 3
Other 2

2) Educational Institution Audit
Miscellaneous 3

Total 14
Newly picked-up Cas...
1\ Securities and Exchanee Law Audit

Suspicion of window clNssinK 40

Massive loss ,..."orled 2
Bankruotev 21
Other 4

2) Commerd.l Code Audit
SusDldon of window dresolnl< 1
ll.nkru"tcv 1

3) Edueational Institution Audit
Miscellaneous 1

Sub-Total 340
Tot.l number of cases nlviewed in the ".mod 48

Cases concluded
RevIew closed without any problem 4
Review closed with comments noted 10
SustICTlded 4
Sent to Audit and Dlsoplinarv Investbration Commlttee 8

Total 26

cases outstandinl< 22

(b) Concurring case review
The Review Committee also examines some issues that are broad in nature and not
limited to certain audit engagements. There are two types: one is related to
appropriateness of level of auditing practices such as unreasonably low fees, insufficient
staff assigIlIl'lents or insufficient field work hours indicated in the summary report of
individual audit engagements filed with JICPA The other is related to emerging
aCCOWlting issues.
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SmaIl study groups are fonned for the respeclive cases. Then, with the leadership of the
study group leaders, the cases are examined (including inquiries to particular CPAs as
necessary) and analyzed. The c;onclusions and necessary actions are discussed at a
general meeting of the Review Committee.

(i) With respect to the level of auditing practice Issue, for example, the Review Committee
has recently examlned and discussed the followi',og two cases:

At first, based upon audit summaries, the Review Committee examined and
analytically compared the audits performed in the three consecutive periods from FY1998
to FY2000 in relation to the Securities and Excl,"mge Law audit with a special focus on
issues that are unique to each industry. The Review Committee finished analyzing the
data and noticed some cases where sufficient 'auditing time and tees were not relatively
secured in certain Industries. The Review Committee, therefore, is considering
measures to improve the quality of audits by those CJ'As. Second, after discussions with
the JICPA regional chapters, the Review Committee discovered that the usage rate for the
independent review by other CPAs, which was a substitution measure for sole
practitioners or small practices that have no independent review partner. is low. In
response to thls finding, the Review Committee;" considering measures to be taken.

(il) With respect to the emerging accounting iSSl;tes, for example, the Review Committee
recently pointed out an issue whether necessary accrued cost provisions are properly
accounted for in the "sales-point system" in the financial statements of retail industries.
The sales-point system was widely introducoed a. a means of promoting retail sales in
which small portion of the sold amount is later paid back to customers in the form of
goods or services. In order to conduct a field survey, the Review Committee nndomly
selected forty major companies in retail industries and implemented Inquiries to the
relevant CPAs. As a nlSult, the Review Committee decided no special measure is
required at the moment. However, It sent to the CPAs who responded to the inquiries
results of Its analysis and points 10 be noted in thE' auditing practice.

(2) Audit Practice MoDitorlng Board
In order to improve the transparency of JICPA activities, the Audit Practice Monitoring
Board was established as a permanenl institutian al the JICPA 2001 General Assembly.
In December 2001, ]lCPA fonnally established the Audit Practice MOnitoring Board, to:
(a) Examine activities of the ]lCPA Audit Practice and Review Committee, the Ethics

Committee and the Audit and Disciplinary Investigation Committee and,
(b) Publish the annual report regarding ]TCPA's audil practice monitoring to the public.

]lCJ'A President initially chooses the board candidates. The board members are as
follows: as Chairperson, the former JICPA President, and five other members: the director
of the Tokyo Stock Exchange, a member of the Editorial Board/Editorialist of e leading
newspaper company, an executive vice presidenl of a large manufacturing company, a
Jaw professor at the University of Tokyo and a business professor at another university.
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6. Corporate GoveJJlilIlce and Oversight of CPAs
6-1 Corporate Govetl\aJ\ce Structure of Japanese Corporations
The corporate governance structure of Japanese companies consists of two organizations:
the Board of Directors ~nd the corporate statutory ."ditors. The board of directors of
Japanese corporations usually performs both the m~gement function as well as the
oversight of each director and officer. Corporate statutory auditors are unique in the
Japanese corporate governance structure. They are lndependetlt of the board of
directors and oversee and monitor the board of directors and directors.

In a large corporation, which Is either capitalil:/ld with 500 million yen or more, or has a
total amount of liabilities of 20 billion yen or more, It Is required to be audited by
corporate statutory auditors, as well as by CPAs or an audit corporation (hereafter
"external auditors") (Article 2 of the Audit Special Law)." Such large companies are also
required to have at least tIu<!e corporate statutory auditors, and at least one full-time
corporare statutory auditor and at least one outside corpo...te statutory auditor ,,"der lhe
Audit Special Law.

Pursuant to the Securities and Exchange Law, al1l1sted companies and other companies
that have raised capital from lhe public exceeding a certain number of subscribers Ilnd a
certaln number of subscriptions are requirecl to have their financial statements audited by
elClemal auditors, namely CPAs or an Audit Corporation in addition to the Audit Spedal
Law requirement (ArtIcle 193·2 of the Securities and Exchange Law). Accordingly, a
large Japanese corporation is required to be audited in accordance with the requirements
of the two different laws, the Commerdal Code (Audit Spedal Law) and the Securities
and Exchange Law.

In practice, the same external auditor Is usually engaged to audit the company following
both the Audit Spedal Law and the Securities and Exchange Law audits requirements.
Audit standards and practices are the same for these two audit engagements; however,
audit opinions of the external auditors are different in wording. Extemal auditors'
opinions prepared for the Audit Special Law requirement is published In an annual
operation report toge1her with financial statements to be sent to shareholders as an
invitation to the general shareholders' meeting. Another audit opinion for the Securities
and Exchange Law requirement Is attached to the annual securities report 10 be flied with
MOP's local finance bureaus after the general shareholders' meeting.

6-2 Ovemight of extemal auditon
6-2·1 Appointment and dismissal of external auditors
Under the Audit Special Law, external auditors shall be appointed at the general
shareholders' meeting and consent of board of corporate statutory auditors to board of
.dlrectors' proposal on the appointment of external auditors shall be necessary when
board of directors proposes it to the shareholders' meeting (Article :3 of the Audit Spec1a1
Law). Dismissal of the external auditors can be made at any time if it is approved by
shareholders at the general shareholders' meeting (Article 6 of the Audit Special Law).
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Corporate statutory auditors cm dismiss external auditors due to their malpractice or
health condition with subsequent report to the general shareholders' meeting (Article 6-2
of the Audit Special Law).

6-2-2 Ovenigbt of exteml1a"cIite by corporate stamtolY auditors
Monitoring of external auditors Is Important in the corporate governance structure, and
rorporate statutory auditors assume this responsibility In Japan. The Audit Special
Law requires external auditors and corporate statutory auditors to have a close
relationship in a due course of audits. At year-end, external auditors report results of
their annual audit of the company's financial statements (Article 13 of the Audit Special
Law). Each corporate statutory auditor is required to examine the external auditors'
audit results and to report to the board of corporate statutory auditoxs mel report each
auditor's audit result to the board of directors (Article 14 of the Audit Special Law).
Corporate statutory auditors are also required to report their audit results at the
shoreholders' meetings (Article 275 of the Commercial Code). In order to fuI£llI their
duties, corporate statutory auelltors usually request assistance of internal audit functions
and external auditors. Corporate statutory auditors can also require external auditors to
report on any issue at any time (Article 8, (2) of the Audit Special Law).

6-8 Corporate statlltory aud!torll
Corporate statutory auditors are important and indispensable in the corporate
governance of a Japanese corporation. The Commercial Code and Audit Special Law
protect their positions and carefully designs their duties and responsibilities.

6-3-1 Appointment and dismissal of coJPO!'lte statutDty auditors
Corporate statutory llUelItors are elected at the general shareholders' meeting where not
less than one-third of the total number of outstanding shares is represented. The
Commercial Code provides qualifications for corporate statutory auditors. A director or
employee of the company or ils subsidiary cannot be a rorporate statutory auditor
(ArtIcle 276 of the Commercial Code). Corporate statutory auditors are not required to
be qualifled public acrountanls.

A I;Qrporate statutory auditor has the authority to express opinions at the shareholders'
meeting regarding the election of other rorporate statutory auditors (Article 275-3 of the
Commercial Code). The tenn of corporate statutory auditors is three years (Article 273
of the Commercial Code). This is one year longer than directors' tenn. The term of a
corporate statutory auditor has been extended by a year In a recent revision of the
Commercial Code so that a company will need to elect a corporate statutory auditor for a
four-year term starting with the shareholders' meeting for the first fiscal year-eld after
May I, 2002.

Shareholders may resolve to dismiss a corporllte statutory auditor (ArtIcle 280, (1) of the
Commercial Code) before expiration of the term. However, a corporate statutory
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auditor has the ri~ht to claim to the company compensation for damages due to dismissal
without justifiable cause. When a corporate statutory auditor wishes to state histher
opinion at the shareholders' meeting about the proposal for dismissing him/her, his/her
opinion shall be summed up in a proxy statement that Is distributed to shareholders
(Article 275-3 of the Commercial Code).

A corporate statutory auditor may resign at any time. The revised Commercial Code
empowers a resigning corporate statutory auditor to state his/her reason for the
resignation at a shareholders' meeting (Article 275-3-2 of the Commeroal Code). A
company must send a notice of a shareholders' meeting to the resigning corporate
statutory auditor.

If a company uses a proxy-voting method to obtain shareholders' dec:i£ions about the
proposed agenda of the shareholders· meetings, it has to include the summary of opinions
of the resigning corporate statutory auditor in the proxy statement.

Other incumbent corporate statutory auditors are entitled to state their opinion about the
resignation of a fellow corporate statutory auditor at the shareholders' meeting.
'Therefore. even if the resigning corporate statutory auditor has flIiIed to come to the
shareholders'meeting, other corporate statutory audllors can speak their views about the
resignation of the fellow corporate statutory auditor at the shareholders' meeting.

The corporate statutory auditor's position is well protected. Company management
cannot dismiss him/her at will because it has to calJ Q shareholders' meeting and explain
to shareholders why it wants to dismiss him/her.

6-3-2 Remuneration
RemunerauOJl for eorporate statutory auditors must be set in the articles of incorporation
or by a resolution at the shareholders' meeting, separately from the compensation for
directors (Article 279, (1) of the Commercial Code).

6-3-3 Power md responsibDity
Corporate statutory auditors examine the activities of directors (Article 274 of the
Commerdal Code). They must attend the board of directors' meetings and express their
views and opinions about company management (Article 2~3, (1) of the Commercial
Code). When corporate statutory auditors believe any director's activities {all outside
the company's business purpose or are in violation of laws or the compllny's articles of
incorporation. they must report it to the other directors or request convening board. of
directors' meeting (Article 26()"3, (2) of the Commercial Code). If there Is a possibility
that a director's action Is In violation of laws or the company'. articles of incorporation or
if It will cause considerable damage to the company, then corporate statutory auditors
have the power to request the director to stop the action (Artlcle 275-2 of the Commercial
Code). If a director discovers a fact that is expected to cause serious damage to the
company, he/she shall immediately report It to a corporate statutory auditor (Article 274-2
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of the Commercial Code).

If corporate statutory auditors fall to fulfill their dutles, they are liable to pay
compensation for damages. If they have neglected any of their duties, they should be
jointly and severally liable in damages to the company (ArtIcle '17l of the Commercial
Code). When corporate Stlltutory auditoTS are at fault for not performing their duties
properly, company directors are almost always responsible for damages to the company
or shareholders. Therefore, when both dlrectors and corporate statutory auditors are
liable in damages either to the company or to a third party, they shall be jointly and
severally liable (Article 278 of the Commercial Code).

6-3-4 Independence
(l) Each corporate statntory auditor has autonomous power and responsibility
As described above, each corporate statutory auditor is independently required to
examine directors' behavior and activities and external auditors' audit results and to
report to the other corporate statutory auditors (Article 14 of the Audit Special Law).
The board of corporate statutOI)' auditors is not expected to make a resolution on the
audit result as a board. Instead, each auditor's audit result must be independently
reported to the shareholders' meeting because there may be differing opinions between or
among corporate statutory auditors. This is because each corporate statutory auditor is
independent, md each has a variety of skills and experience such as outside corporate
statutory auditor or inside corporate statutory auditor; full-time corporate statutory
auditor or part-time corporate stlltutory auditor.

(2) OuIRde Corporate Statutory Auditor
The present Commercial Code stipulates that out of three or more corporate statutory
auditors, at least one must be an outside corporate statutory auditor. ThIs outside
corporate statutory auditor requirement was added to the Commerdal Code in Its 1993
revision. However, the number of outside corporate statutory auditors will be increased
to at le.st half the total number of auditors In 2005 pursuant to the recent revision of the
Commercial Code. Since the outside corporate statutory auditor system was introduced
to provide objectM: audit over the directors' activities, the Commercial Code stipulated
an independence rule. The Audit Special Law Article 18 (1) stipulates the definition of
an outsider as someone who hu not worked for the company lIS a director or an
employee of the company or its subsidiary as a director or an employre.

The Commercial Code stipulates a restriction on who can be elected as an outside
corporate statutory auditor. aefore the recent revision of the Commercial Code, a
fonner director or employee of the company or its subsidiary could be elected u an
outside corporate statutory auditor as long as he/she had not been a director or employee
of the company or its subsidiary for the last five years. In the revised Commercial Code,
the five-year rule was changed. The new rule requires that an outside corporate
statutory auditor must have never been a director, executive or employee of the company
OT its subsidiary. It is noted that a director, executive Or employee of the parent
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company can be an outside (corporate) auditor of its subsidiary.
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6-4 Newly ereated Audit Committee framework in Japan
In early 2002, the Audit Special Law was amel'lded to add an audit committee system as
an alternative optiOJ'\ to the present corporate statutory auditors system. This change Is
effective as of April 1,2003, so it will be possible for a Japanese company to establish an
audit committee by dissolving the board of corporate statutory auditors. It should be
noted that it is not mandatory for a Japanese company to establish an audit committee.

If a Japanese company establishes an audit committee, the Audit Spedal Law requires the
audit committee to include at least three directors, and the majority of them must be
outside directors. This means that if the committee consists of three directors, then two
of them must be outside directors.

The audit committee system is linked to the executive officer system where the board of
directors is designed to strictly supervise the CEO and his/her subordinates. Under the
new system, the authority and responsibility of the position Is clearly distinguished by a
complete separation of offi=s such as the CEO and the directors who are often ou1Siders.
Under this system. offi=s are responsible for the management of the company, but they
are also accountable to the managemern-supervisory organization consisting of the
directors. In the audit committee system, a company has to set up (1) an audit
COJrIInittee, (2) a nominating committee, and (3) a compensation committee.

39



IF 41/ 41

7. Disciplinary Actions and Sanctions of CPAs
7-11JCPA
7-1-1 Audit Practice &; Revio:w audAudit .. DisdpJinuy Investigation Committees
The Audit Practice and Review Committee oversees CPAs audit practices and makes
inquiries when they find any im!gularlties. As a result of inquiry, in the event that the
Review Committee decides furlhet examination is neC'eSllllry from an ethical point of view.
it refers the case to the Audit md Disciplinary Investigation CommUtee. where the case is
investigated as to whether further procedures are necesSllry in the Ethics Committee.

The Audit and Disciplinary Investigation Committee consists of eight CPAs who are
]ICPA vice presidents. executive directors or directors. This committee must carefully
study and investigate each case referred from the Audit Practice and Review Committee
as to whether the case shows any vIolations of ethics or CPA requirements. When it is
tentatively concluded that members under review may have violated the Code of Ethics,
the Committee recommends that the President of JICPA request5 the Executive Directors
Board to discuss whether the case is to be referred to the Ethics Committee for
disciplinary actions or not (Article 89-3 of the JICPA Constitution. Article 5 (2) of Ethics
Committee Rule).

When the Executive Directors Board determines that the case should be referred to the
Ethics Committee, the President asks the Ethics Committee to investigate the case for
possible disciplinary action.

7-1-2 Ethics eoDlDlittee
The Ethics Committee consists of twenty-seven memben who investigate CPAs or Audit
Corporations involved in the referred cases- CPAs are subject to inquiry and
requirements of reporting and submitting of necessary materials to the Ethics Committee
(Article 8 of Ethics CommIttee Rule). Disciplinary sanctions are as fallows: a) a
reprimand, b) a suspension of the right of a member for a certain period, and c) a request
to FSA to revoke the CPA's or Audit Corporation's qualifications and other sanctions
staled in the CPA Law. For junior CPAs, the Ethics Committee may expel them from
JICPA's membership.
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The following table shows the disclpImary actions taken by JICPA between 1990 and
2002.
Year Audit failures Violation of the Failure to pay Failure 10 pay

resulted in Licensed Tax membership membeIShip dues
suspension. Accountant Law or dues resulted in resulted in
revocation or other resulting in suspension of expulsion of junior
reprimand suspension or memberships accountants

other
1990 2
1992 3
1993 2 suspensions ,

1 reprimmd
1995 8
1996 8 3
19971'> 1 suSl'ension 7
1998 11
1999 1 revocation 10 2

, reauest to FSA
2Q()()l'l 1 SUspensi01l II) 6

2001(3) 3 suspension 1
2002(0} 1 suspension of 1 suspension 13 6 junior CPAs were

audit 1 reprimand t removed
corporation

Total 7 5 69 11

7·2FSA
The A"dit Corporationa and CPAs are subject to the requirements of reportiIlg and
submitting necessary materials to FSA (ArtIcle 49-3 of the CPA Law) and are subject to
disciplinary sanctions including suspension of practice or revocation of qualification
registration or approval of establishment (ArtIcles 29 through 31, and 34-21 of the CPA
Law). Under the CPA Law Article 46-10, when JICPA finds facts regarding its members
that fall under a disclpllnary provision, it is requi:red to report them to FSA. FSA hears
the opinions of the CPA Investigation and Examination Board that reflects public opinion
before FSA determines what sanctions are appropriate for CPAs and/or A"dit
Corporations.

FSA makes public notices of its disciplinary actions (Articles~ (3) and 34--21, (2) of CPA
Law). For example, in October 2002 FSAIIIIlde a public notice of revocation of two CPAs
who c:onducted a faulty audit on a transportation company. In addition, a FSA
dlsdplinary action was made public: a suspension of the auditing practice of an Audit
Corporation for one year was posted in FSA homepage. The penalty to suspend practice
of an Audit Corporation virtually means its clOSUl'e b~ause it i6 not permitted to provide
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auditing services to any of its clients for a year. In fact, audit clients of the
aforementioned Audit Corporation changed auditors one after <another as soon as the
practice suspension was made publiC.

The folJowin table shows the disci lInary actions taken b FSA between 1990 and 200
Year Rovocation of Suspension of Reprimand

rulstratJon of CPAs •Dracti""
1993 2 Csust>enSions) 1(for iIJ1 audit finn)
199711)

1999 1 (due \0 audit
failute)

2()()O(7l 2 (CPAs)'l 1 (an audit corporation)Q
1 (CPA)"l 2ICPAs)·)

2001(3) 1 (insider trading 2 (due to violation of
violation) Tax Accountants

LaW)
200214) 2 (due to violation 01

2 (due to an audit Tax Ac=tanls
(ailure) Law)

1 (an audit
comoralion)

Total 4 10 <I

2.

In some years discrepancies tlXist between the disciplinary actions of FSA and JICPA.
Here is a year-by-year 5UIl1JrIary.
(1) In 1997, nCPA suspended the membership of a CPA. However, the MOP (presently

FSA) did not reprimand this CPA.
(2) In2000, i) an Audit Corporation and Its two partners were involved in an audit fallure.

JICPA withheld disciplinary action for these three members because they were
involved In dvI1 litigation. However, FSA suspended the qualifications 01 the two
CPAs for months and gave a reprimand to the Audit Corporation, and il) a CPA in
charge and two supportlng CPAs were involved in another audit fallure. JICPA and
FSA suspended the qualifications of the CPA lor months. As ror the two supporting
CPAs, FSA reprimanded them. but JICPA did not

(3) In 2001, a CPA, who enriched himself from insider inEonnation, was sentenced to
Imprisonment for one year. As a result, FSA revoked this CPA's registration.
However, JICPA was unable to do any disciplinary action since he was arrested and
not available for }JCPA questioning. In addition, both FSA and JICPA suspended the
two CPAs' practice licenses because they evaded their own income taxes. Another
CPA was alleged to have embezzled money, and JlCPA suspended his practicing
license. However, FSA did not suspend his practicing license because the lawsuit
was not finalized yet.
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(4) In 2002, an audit corporation and its two partners were involved in an audit failure.
FSA revoked the practicing licenses of the two CPAs and suspended the license of the
Audit Corporation. Since FSA revoked the practicing licenses of the CPAs, these CFAs
were no longer members of }JCPA. Therefore. JlCPA was no longer able to remove or
suspend the CPAs' licenses.

7-3 Civil Sanctions
Articles 21, 22 and 24-4 of the Securities and Exchange Law provide that a securities
issuer's management and external auditors may be liable to compensate for damages
resulting from the false statements or omissions in securities registration statements or
annual securities reports.

Article 9 of the Audit Special Law requires that if the external auditors have caused
damages to the company due to negligence of their duties, such extemalauditors shall be
liable to jointly and severally compensate the company for dlllllllges. Article 10 of the
Audit Special Law requires that if the external auditors have caused damages to a third
party by having made a false statement in the audit report required by the Audit Special
Law, such external auditors shall be jointly and severally liable for the damages to the
third party. However, if the external auditors prove that they had not failed to exerei5e
due CQI'C in performing their functions, then they will not be held re&p<m6Jl>le for
damages. Artiele 11 of the Audit Spedal Law also requires that in the ease where the
external auditors are liable to compensate the company or a third party for damages, the
directors or the corporate statutory auditors are also liable, the external auditors,
directors and corporate statutory auditors are all Jointly and severally liable.

Japanese Audit Corporation partners are required to assume unlimited li.bilities even
when the partner hlmsel£/herself is not personally responsible for the Clluse of the
lawsuits.

7-4 Criminal SaneHons
The Securities lind Exchange Law requires that any person who prepare. a false securities
registration prospectus or annual securities report filed with MOF local finance bureau.
shall be imprisoned for not mOre than five years and/or fined not more than five million
yel\ (500 million yen, in case of accused juridical person) (Articles 197 and 207 of the
Seeurities and Exchange Law).

The Audit Special Law requires that any external auditor who obtains, by means of false
or fraudulent pretenses, Or who requires or promises any money in connection with
his/her duties, shalJ be imprisoned for not more than five years or tined not more than
five million yen (Artide 28 of the Law).
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Oversight ofAuditors in Japan (before the CPA LawAmendment)
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Supplement Z]aplUlese Companies Registered with the SEC
1) 'The number of Japan... companies listed in the US capital market and registered with the SEC

fas of December 2002 was thim-three, the names 0 which are as follows:
Japanese Companies Registered and Reporting

With the U.s. Securities and bchanRc Commission CAs of December 4, 20021

Com"anv Name Market
1 Advanlest Coro. NYSR
2 Amway TaDan Lid. OTC

3 Canon Inc. NYSE
4 Cravfish Co. Ltd. NMS
5 Crosswave Communications Inc. NMS
6 Hitachi Ltd. NYSB
7 Honda Motor Co. Ltd. NYSB
8 Internet Inltlativc Ia""n Inc. NMS
9 lto-Yokado Co. Ltd. NMS

10 Komatsu Ltd. OTC

11 Konaml Corp. NYSE
12 Kubota Corp. NYSB
13 Kvocera COTD. NYSB
14 Makita Corp. NMS
15 Matoushi!a Electric Industrial Co. NYSE
16 Millea Holdln... Inc. NMS
17 Mimubishi Tokvo Financial GrouD, Inc. NYSB
18 Mil!Ni &: COrnDanv Ltd. NMS
19 Mitsui Sumitomo Inourance Co. Ltd. arc
20 mCCOll'. NMS

21 NidecCorP. NYSE
22 Ni1>l>on TelelC'DDh and Teleohone Corn. NYSE
23 Niosin Co. Ltd NYSE
24 Nomutll Holdln"., Inc. NYSE
25 NTT Dacoma Inc. NYSB
26 OrlxCoro. NYSB
27 Pioneer Corp. NYSE
28 R1coh Company Ltd. arc
29 SonvCorP. NYSE
30 TOKCorp. NYSE
31 Tovota Motor COrP. NYSE
32 Trend Micro Inc. NMS

33 Wacoal CorP. SMCAP
Ltgend:

NYSE - NtlD York Stodc Exchnnge
NMS - Nosdnq Stock Milrkef.Naticnud Market System
SM CAP - Nasdilq Stock Morkct·S"",1l Otp MilrkEt
OTC· Oaer-iM-Olunl<r Milrket

Unless otil.....is. noted under 'Market, 'r<gis~ se..rilic8 are common eljuily securities.
(Source; http://www'!!CC'W/divi.'!jonsla>q1fmlintemat!IJOO'P'!lWric.bbn etc)
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2) The number of subsidlarles and affiliates of non-Japanese <:ompm;es (mdudmg U.S.
companies) regjstered with the SEC and operating In Japan and audited by the Japanese
largest four Audit Corporations are estimated to be approximately 380 as of November 2002.
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