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UNITED STATES OF AMERIC:
Befare the
QFFICE OF THRITT SUPERVISICHN

Re: 9S0-30233

-

In the Matter of:
Dated: December 11: 1990

S -

YERRES & MICHELS,

JOHN . CARROLL,

LOUIS H. MICHELS,
MICHAEL BALDASSARC, AND
RANDY HOFFMAN

The Former Audit Pirm, Partners
and Senior Auditor of

First Federal Savings and Loan
Association of Independence,

et Nt Nttt o T el bt ! it el it tnt® o B St

Independence, Xansas

CONSENT ORDER

Pursuant to the oprovisions of Part 313 of the Rules and

Regulations .of the Office of Thrift 5up¢:vision; 12 C.F.R. §513 et

seq. (1999) ("OTS Regulations”™) (successor, for scome purposes, Lo

the Federal Home Loan Bank Board ("FHELBB")), the Cffice of Thrift

Supervision ("OTS") has the authority to suspend or permanently

revoke the privilege of any person or entity to practice before

it., Yerkes & Michels {("Y&M") is a partnership of certified public
accountancs Llocatsed in Independences, Xansas. Y&M was zngaced by

First rFederal Savings and Lecan Association o¢f Independence,

perform an independent

- -

Independence, Kansas {"First ©©S&la”) to

audit of its financial statements for the years ended September
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30, 1988 and 1989, and to issue opinions on these financial
statements. Y&M knew, or should have known, that those financial
statements and opinions would be provided to the OTS pursuant to
Section 563.17-1 of the FHLBBE Requlaticns, 12 C.F.R. § 563.17-1
({1988 and 1%89), renumbered in pertinent part as Section 563.170
of the OTS Regulations, 12 C.F.R. § 563,170 (1990). YaM performed
such audits and issued ungualified opinicns on said financial
statements which were provided to the 0TS pursuant to Section
§63.170 of the OTS Regulations, 12 C.F.R. § 563.170 (19%0). Thus,
in connection with 1its audits of First FS&LA’s 1988 and 1589
financial statements, Y&M was practicing Dbefcore the 0TS as that
term 1s used in Section 513.2Z2{e){2) of +the QTS Regulations, 12
C.F.R., § 513.2{(e}(2) (1890;}.

v&M reported that in its opinion First FS&lLA’s financial
statements for the figcal years ended September 30, 13888 and 1989,
were presented in acccrdance with generally. accepted accounting
principles ("GAAP") and that the audits of these financial
statements were éonducted in accordance with generally accepted
auditing standards ("CGAAS"). The engagsment partner £or these
audits was John D. Carroll. Randy Hofiman was assigned bv Y&M as
one of the "Senior Auditors” responsible for the £ield work on
these zudits,

forth, the 0TS has concluded that

(

9 financial statements
were not performed or prepared in accordance with GAAS or  the

applicable CTS Rules and Regulations.
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Yerkes & Michels, Jonn D. Carrecll, Louis H. Michels, Michael
Baldassaro and Randy Hoffman, by their executicn cf the attached
Stipulation and Consent Agreements, without admizting or denvying
any of the statements, c¢onclusions or terms hersin, have
stipulated and consented to the entry of this Order by the 0TS,
Their execution of these Stipulation and Consent Agreements is for
the sole purpose of resolving the issues in these procsedings.
These individuals, without trial, presentation of any evidence, or
findings of fact pursuant to an administrative judicial hearing,
have consented to the terms o¢f the Stipulation and Consent

greements. The 0TS has determined that it is appropriate and in

>

£

the best interest of the public to execute the attached
Stipulatien and Consent Agreements. This Crder and the attached
Stipulation and Consent Agresments are issued solely toc settle

this proceeding, and are not the result of factual findings.

I. BACRGRCUND

First FS&LA 1s a federally-chartered savings and loan

asscgciaticon with 1ts principal place of business in Independence,
¥ansas. First FS&ala engaged the accounting firm of Y&M to perform

—

rLIDS

Ity

FS&LA's financial statements for the

F

tne annual audits o

il
jot
n
[

al years ended September 30, 1988 and 1989%, in accordance with
GAAS., YaM was subseguently engaged to periorm the annual audit of

First FS&La’s financial statements £for the fiscal vyear ended

o

September 30, 1990, alsc in accordance with GAAS.
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Under GAAS and 0TS regulations, YsM and the engagement

partner were required to ensure that the audits of Firs:s FSalac:

2 were performed by persons having adeguate technical
training and proficiency as an auditor, including adequate
knowledge of the savings and loan industry;

@ were adeguatel planned and assistants croperly
supervised;

¢ obtained sufficient competent evidential matter to afford
a reasonable basis for an opinion regarding the financial

stafements;

2 resulted in reasonably adequate informative disclosures in
the financial statements;:

professional

O
h

° werse performed with an attitude
skepticism; and

“ K performed by gualified public accountants whe were in

independenc.

ct {D

1

e
a

b %

The impertance of the items listed above in the proper

completion of an audit in cempliance with GAAS and the QTS Rules

and Regulaticons <cannct be overemphasized. For example, the

requirement £for an auditor to have adeguate technical training,
including adequate knowledge of the savings and loan industry, is
critical 9Dbecause the accounting principles and regulations are
very specialized, and transactions undertaken by savings

associations can be extremely complex.
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II. The 1988 and 1%8% audits of First FS&LA, as Issued By
Yerxes & Michels, Were Not ?Prepared 8v "Qualified Public
Accountants”

Section S563.170{aj){2; of the OT3 Regulations, 12 C.F.R.
§553,170{(a)f2) (1990), reguires each savings association to be
audited once in each calendar vear bv gualified public accountants
in the manner prescribed by the 0TS rules, regulations and policy

statements. Section 371.2(ci(2)(i) of the 0TS Regulaticns, 12

Fad
S

STL.2(ci2y(2) (18%0), defines a "gualified 9public

+
L£31
.
)
*

accountant®” as "a person who is a certified public accountant or
licensed public accountant, certified or licensed by a requlatory
authority of a Stats or other pelitical subdivision of the United
States and who i1is in goecd standing as such under the laws of the
State or other political subdivision of the United States in which
is located the home office of the savings association that is to
be audited”.

77

YsM expended a total of 664 man-~hours -and 772 man-hours on

the 1988 and 1989 audits, respectively. Although Mr. Carreoll, a

certified public accountant {"CPA"}, was designated as the
"accountant-in-charge", he charged only £ifty-three (23] and
fifty-one (51) hours to the 1988 and 1989 audits, respectively,

and he was seldom on-site to provide oversight and supervision to

the audit process. Less than twelve percent {(12%) of the hours

he]

expended on the 1988 audit, and less than twenty percent (20%) of

rhe hours expended on the 198% audit, were lcgged by CPAs of Y&iM.
Neither of the Senicr aAuditsrs assigned oy Y&eM to the 1988 cr 1989

193
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audits held the designation of CPA, and cne of the Senior Auditors
did not possess a college degree. In addition, approximately
£ifty percent (50%) of the <total man~-hours expended on the 1388
and 1989 audits were logged by repressentatives of Y&M who did not
possess college degrees.

The OTS has, therefore, concluded that Y&M and Mr. Carroll
failed to conduct the 1988 and 1989 audits of First FS&LA in
accordance with the applicable 0TS Rules and Regulations because

the audits were not staffed nor performed by qualified public

accountants.
TIT. The 1988 and 1989 Audits Were Not Performed In Accordance
Witn Generally Accented Auditing Standards

Statements of Auditing Standards ("SAS") are pronouncements

on auditing matters issued by the Auditing Standards Board, the

senior technical bedy designated by the American Institute of
Certified Public Accountants ("AICPA™) to issue such
pronouncements. SAS are considered interpretations of GAAS and
any departure from these standards reguire proper ijustification.
GAAS includes the General Standards, the Standards of Field

work and the Standards of Reporting. These three standards are

interrelated and interdependent and, in many instances, lack of
compliance with «cne standard mav also result in a lack of
compliance with another. These standards are presented in the
AICPA’s "Professional Standards,” vVelume 1._ This cgodificaticon of
auditing standards is divided into sections, hersinafter referred
tc as AU Standards, Section

£h
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A. Training and Proficiency of the Independent Auditor

The first General Standard of Auditing states that "[t]he
audit 1s to be performed 0Dy & person or persons having adequate
technical training and proficiency as an auditor™. AU Standards,

Section 210. Paragraph .02 of Section 210 notes that ragardless

*N_,c

of an individual’s capabilities in business or finance, ". . . he

meet the reguirements of the auditing standards without

cannct
proper education and experience in the <field of auditing”.

Paragraph .03 further notes that "{tlhe independent auditor must

undergs tralning adequate to meet the requirements of a

professional."” AU Standards, Section 210.

As noted above, the Senior Auditors assigned by Y& to the

1988 and 1989 audits of First ¥SalLA were not CPAs; one of the

P 4

Senict Auditors did noc possaess a college degree; and,

-

approximately f£ifty percent (50%) of the field werk was performed

by Y&M staff who did not possess college degrees. In addition,

during . the past ‘three 'vyears, only nine hours of <continuing

education related tec financial institutions has been
completed by Y&M partners and stafi.
General wexpertise and experience in auditing is not adequate

audiz of an insured depository institution.

¥
[}
>

&}

te perficrm a compe

Specialized industry audits, such as savings association audits,

[

ise that cannot Dpe develcped

reguire very specialized eaxpert
instantly by merely utilizing an industry audit guide.

an entity’s business and

4

ih

Consequently, a thorcugh understanding ©

the industry in which it operates is essential. The 0TS is of the

7
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opinion that such an understanding can only be gained through
propesz continuing professional training and appropriate
experience,

Based wupon the foregoing, the 0TS has concluded that Y&M and
Mr. Carroll failed to 2nsure, as required by AU Standards, Secticon

S&LA’s 1988 and 1989 financial

t'l'i

210, that the audits of First
statements were prepared and performed Dby perscnnel with the
requisite credentials, education, experience and training

sufficient to audit a federally insured depository institution.

B. Independence of “he Auditor

-

The second General Standard of Auditing regquires that "{i]n

all matters relating to the assignment, an independence in mental

*

attitude 1is to be maintained by the auditor and auditors”. AU

Standards, Section 220. This standard was not met by Y&M or Mr.

Hoffman, as fully discussed in Part IV., belouw.

€. Due Care in the Performance of the Audit

The third General Standard of Auditing states that "[d]ue

o Dbe exercised in the performance of the

[N

it

professiconal care is

audit and the preparation of the repcrt". AU Standards, Section

230,

in August 1850, rhne Districe Director fsr the OTS-Topeka
District rejectaed First FSglLA’s financial statements for the year
ended September 30, 13989, due to several deficiencies, including

e R o =



non-conformance with PA-7a and GAAS. Among other things, Ye¢M's
auditors’ opinion did not conform to GAAS and the financial
statements did not include adeguate disclosures pertaining to
certain significant accounting policies; the market values of
investment securities; the components of the Ilcan portiolic; the

reporting of lcans in process as a compcnent ¢f loans receivables;

[ Y
(3]
O

gnition of

it

the reporting of accounting policies affecting the re
interest on lcans, deferred loan crigination fezes and commitment
fees; the composition of savings accounts Dy interest rate; and,
outstanding commitments £or funding of loans.

The 0TS, therefore, has concluded that the 1989 audit

ES

repared Dby Y&M, under the supervision of the engagement pariner,

ko]

=

r. Carroll, was not prepared or performed with due professional
care. Accordingly, the audit did not comply with Section 230 of

the AU Standards.

D. Planning and Supervision of the Audit

The first Standard of Field Work states that "[tihe work is
to be adeguately planned and assistants, 1f any, are to be
properly supérvised“. AU Standards, Section 310. In accordance
with this standard, the auditecr must develcp an overall strategy
that defines the scope of an audit. As such, he must determine

rocezdures based oo th

B

audit

by

is)

Lae natuire, gxoeni an timing ¢
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size and complexity of the entity he audits. Furthermore, the

level of supervision of an audit is .dictated by many factors

s
1Y

the wentity’s crcerations and the

[

inciuding, ‘the complexity o

fications of the staff assigned to the audit. AU Standards,

Jae

ral

i+]

The 0TS has concluded that Y&M’'s audits of First FS&LA’s
financial statements for fiscal years 1988 and 188% were not
adequatelvy planned because Y&M and Mr. Carrocll did not, among
other things, identify areas that may have a high level of risk

exposure; perform any analytical review of First FS&aLA’s

La's systems ¢f internal

o

cperations; adeguately evaluate First FS

aff the examination with

(a3

accounting and operating contrcls; or, s
gualified perscnnel. The 0TS has further concluded that Y&M and
1

ely supervise the preparation of the

(%32

did not adegua

1988 and 1989 audits of First FS&LA. The total hours expended by

Mr, Carroll cn the 1988 and 1989 audits, irncluding supervision of

¥Y&M staff, accounted for only seven percent {7%) and nine percent

{9%), respectively, of the total hours logged by YsM personnel.

o

a

ederally

£33

Given the nature of First 3&LA’s cperations a&s a i

sured depository institution and the guestionable gqualifications

o

-
S

the sraff assigned to these audits, Y&M’s and Mr. Carroll's

th

<

i

]

supervision of the fiesld work on the 1888 and 1989 audits was

[}

deficient and did not comply with Secticon 310 of the AU Standards.

R % .
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The OTS has, therefore, concluded that Y&M's audit procedures

were clerical in nature and did not evaluate the collectibility

and recoverability c¢f assets, and were gntrary to the AU
Standards, Section 326. v&M and Mr. Carroll did not undertake
adequate independent inspections, c¢bservations, inguiries or

confirmaticons o support its opinicn on First F3&LA’s financial

statements for the fiscal year 1989.

F. Profeagsional Skepticism in the Audit Process

Proper preofessional skepticism also is necessary to properly

complete an audit. AU Standards, Section 316.16-21. Accepting

management’s representations, Dboth verbal and written, without

adequate and reasonable support and znalysis can contribute to an

inaccurate representation of the financial condition «of the

financial institution.
application of GAAP can result in misleading financial statements.

GAAS provides that transactions and other events should be

accounted for and presented in accordance with their substance and

financial reality and not merely with their legal form. AU

Standards, Sections 334.02, 411.07, 411.09% and 411.10. As
previcusly noted, ¥Y&M and HNr. C

independent vreview of loan valuations and colle

- = -~ + P A ] 3 P om o Y - oA
pragarad T issues an ungualliied cpinien C©f  FilIst  Fo&LATS

financial stactements for fisczl year 198% that did net include

eni valua®ion allowances

¢ and general

+
P

h

32.3 niftlion of s

arj

inszitution.

12

A

This is particularly true where a literal
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In the savings and loan industry, a substantial portion of
the lending is supperted by collateral, particularly real estate.

ricst FS&LA 1s no excspticn. An  independent auditor must

the appraisal preocess and <critically evaluate the
the loamr to be serviced and repaid from the collateral
or other sources that the borrower mav have. The GAAS requirement

tc maintain an attitude of professicnal skepticism 1is essential

when using appraisals as a determinant £or the necessity or

adequacy of a loan loss allcowance.

During the audit of First FS&LA’s 12989 financial statements,

YsM and Mr. Carroll failed to undertake any critical review of the

valuation or collectibility of real estate loans, Ne analysis

whatsoever was undertaken to review the qualifications of First

FSsLA'S appraisers, cobtain confirmation letters from appraisers of

their independence, check appraisal assumptions such as
capitalizaticn and lease~up rates for

reasonableness,

regqulatory

to real estates loans. In summary, Y&M and Mr. Carrell

3
[a

H

i)
in
o
’:

o

LG

failed £o exercise proper professional skepticism.

I.m.i
g
't

simp

3

the 0TS is of the cpinion that professional skepticism

*id

[

vrovides the cornerstone of an independent audit. Without proper

professional skepticism by an auditor, an audit’s results are

neither reiiable nor meaningiul.

[y
(VY )

censistency and .
review appraisals to determine whether they met

standards, or otherwise critically evaluate the values

L
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G. Overall Conclusions Regarding Noncompliance With GAAS

The 0TS has concluded that YaM's audits of First #SsLA’'s 1988
and 198% financial statements were not conducted 1in acrcardance
with GAAS hecause Y&M and Mr. Carroll did not pocssess, and did not
provide, adequates technical training and preficiency 1in the
performance and preparaticn of the audits; did not exercise due
care in the performance of the audits; did not adegquately plan and
supervise the audits; did not perform adeguate audit procedures;

did not apply the apprcoriate professional skepticism to the audit

process; and, were not independent of First FS&LA.

& Michels and Randy Hof

l1 t“
e
vapl b

IV, Yerkes f; an Lacgl
erform the 1986 and 1589 Audizs 0L First

Section E£71.2 of the 0TS Regulations, 12 C.F.®R. § 571.2

{1990}, sets feorth the "...criteria <£for determining that an

auditor or an audit is satisfactory to the CfZice". Among other .

requirements, Section 571.2{(c}{3}{ii) cf the CTS Regulatiocons, 12

rey

71.2 (e){3){ii) (1990), states that "[t]o be acceptable,

in

C.F.R. §

an audit must be made by a gualified public ac¢cgountant or internal
auditor who is in fact independent”. This regulation further

P

provides that a public accountant is neot considered independent if

he has locans from the institution other than loans secursd by his
principal residence, savings accounts, or consumer loans used for
personal, family or  household opurposes. Further, subseciion

{ci{2)(ii){F) cf this regulation provides that a public accountant

[
i

R W e

O

o 4



is not considered independent if he has ". . .any interest, direct

ar indirect, financial or otherwise, in any real property  owned

by, or securing any loan made by, the savings association . .

except as provided in paragraph (<} {3)(ii}{(D}".
Section §$71.2(c)(3)(iv} of the CTS Regulations, 12 C.F.R. §
371.2(c)y{3)(iv) (19890}, states that "{t]he requirements as ¢to

independence are applicable to these members or employees of a

fw

irm of public¢ accountants wheo, in any way, are in a positieon to

e

influence or control the «conduct of an audit of a savings

o

assocliation or to influence or ceontrol the presentation of facts

and other information in the report of such audit." In addition,

Secticn S571.2(¢}(3)(v) notes that "[i]jt is the responsibility of

the public accountant or internal auditer to disclose [the

independence issue}] to the District Director. . . and to have

resolved any guestion as to independence befcre proceeding with

the audif”.

As noted above, the second General Standard of Auditing“

requires the auditor td& Dbe independent of the wclient. AU
Standards, Section 220. Paragraph .03 of section 220 notes that
in order for an auditer ". . . to be recognized as indepsndent, he

must be free Irom anv cpligaticn to or interest in the client. .

urther states that

th

L {emphasis added) This standard
"{ilndependent auditeors should not only be independent in fact;

ers Lo <oubn

they should aveid siziuations that may lead ouzsic
their independence.” The independence standards ars Iurther
supplemented by the AIC2A Code of ?Professional Conduct. Article

IV of this Code states that "[a] member ian public practice should

15
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be independent in fact and appearance when providing auditing and

other attestation services.” Paragraph .01 of Article IV further

recludes relationships that may appear

kel

nctes that "[i]ndependence

Lo impalr a member’s obiectiviity in rendsrin attestation
L g a

services."

While the AICPA interpretation oL the independence

reguirement does not consider secured lcans made under "neormal

lending oprocsdures, Zerms, and reguirements” as an indicator of

lack of independence, the interpretaticn further states that
"{rlelated prohibitions that may be more restrictive are

prescribed bv certain state and federal agencies having regulatory

autherity over such financial institutions". As such, the more

requirements prevail.

ol
0
i

restrictive CTS independe

As of September 30, 1988, First F3S&La had extended

in 1lgans to Mr., Hoffman, or entities in

-

<

i

approximately $561,00

nifi

[§]

b
w0y

which he held a s

loans™). As previgusly noted, Mr. Hoffman was one of Y&M's Senior
2 ¥ 4

Auditors on the 1988 and 1989 audits. As of September 30, 1989,

SaLa nad increased o

127}

the Hoffiman loans outstanding at First

$592,000. In additicn, loans tao four other Y&M partners and staff
members totaled approximately 3200,000. The Hofiman loans

n Mr, EBcoffman’s principal residence.

(]

included a $3%,000 mortgage

The remaining $553,00C of loans at September 30, 1989, were for

; “

commercial purpcses, secursd Dy rental properiies principally
located in Independence, Xansas. When the Hoffman lcans are

aggregated pursuant to the 0TS’z lcans-to-one-borrower regulation,

iZ2 C.#F.R. §583.9-3 (1988 and 1%89), it is revealed that Ar.

ant ownership interest (the "Hoffman

N s 50 e
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at the time of the 1988 and 1889 audits, ane of the

Boffman was,

ten largest borrowers of First FS&LA. In the OTS's opinion, based
on  the regulatory reguirements concerning indecpendence, and the
independence reguirements of GAAS, neither Mr. Hoffiman nor vsM
were independent with respect to First FS&LA for the years ended
September 30, 1988 and 198%. Furthermore2, neither Mr. Hoffman nor
ve atﬁemgtad ta resclve this independence proeblem with the

District Director.

-
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Order

NOW, THEREFDRE, IT I3 BEREBY ORDERED AS FOLLOWS:

1 Yerkes & Michels is permanently suspended from practice

before the 0TS from and after the date of this Order. No officer,

director, employee or partner of Yerkes & Michels shall, directly

or indirectly, prepare or participate in the preparation of any

statement, opinion, financial statement, audit report, cor other

document or report for, or on behalf <f, any savings asscciation,

savings and loan holding ceompany, or wholly or partly owned

subsidiary of any savings association or savings and loan holding

company (hereinafter collectively referred to as "savings
association").
2. John D. Carroll is permanently suspended from practice

before the OTS from and after the date of this Order. Mr. Carroll

shall not, directly or indirectly, prepare or participate in the

preparation of any statement, opinion, financial statement, audit

report, or cother document or report for, or on behalf ¢f, any

savings asscciation.

ently suspended from praciice

’ £ this Crder. Mr. Michels

. , = . . ‘ .
pefore the O7TS5 from and aftsr the date ©

i

shall not, directly or indireccly, prepare or participate in the

praparation of any statement, cpinion, financial statement, audit

18
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report, or other document or report for, or on behalf of, any

savings assoclation.

4. Michael Baldasgsaro is permanently suspended = fraom
practice before the 0TS <ZIrom and after the date of this Crder.
Mr. Baldassaro shall not, directly or indirectly, prepare or
participate in the 9preparation of any statement, gpinion,

financial statement, audit report, or cther document or report

for, or cn behalf cf, any savings asscciation.

s. Randvy Hoffman {s permanently suspended <£from practice
before the CTS from and after the date of this Order. Mr. Hofiman

irectly, prepare or participate in the

oy

n

§o

shall not, directly or

preparation of any statement, opinion, £financial statement, audit
report, or other document or report for, or on behalf ¢f, any

savings asscciation.

§. For purposes of this Order, unless otherwise noted, the

phrase "savings asscociation” s defined 1in accordance with 12
U.5.C. §1813{b)(1). The pnrase "insured depository institution”
is defined to include savings associations, commercial banks,

ar entities that holid federally

-
-

ot

#

credir unicns and other si:

insured depcosits. The word “practice” is defined in accordance

-

the CTS Regulaticns, 12 C.F.R.

-
-~

13.3

[$33

(el

iy

with Section 313.2{e;j o
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7. All technical words or terms used in this Order, for

wnich meanings are not specified or otherwise provided for by the

provisions of this Order, shall, insofar as applicakle, have

Chapter V ¢f Title 12 of the Code of

ke’

meanings as defined in

Federal Reaulatrions or as such definition 1s amended after the

techniczl words or terms

execution of this Order, and any such

used in this Order and undefined in said Code of Federal
that accord with ‘their bhest

Requlations, shall thave meanings

custom and usage in the savings and loan industry.

8. The terms and provisions of this Order shall be binding

uponi, and inure to the benefit of, the parties hereto and their

suceessors in intersst.

9. This Order shall remain in effect until modified or

terminated by the 07S.

OFFICE OF THRIFT.SUPERVISION

‘ | /S /

Timothy Ryanﬁ Director
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