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K 123 Haven Street, Reading, Massachusetts 01867
June 9, 2005 (781) 662-0100 (978) 446-9200

FFIEC

Program Coordinator
3501 Fairfax Drive
Room 3086
Arlington, VA 22226

Re:  Proposed Inieragency Advisory on Limitations of Liability and Alternative
Dispute Resolution Provisions in External Audit Engagement Letters

Dear Sirs/Ladies:

MASSBANK is pleased to submit this comment letter in response to the FFIEC’s
Federal Register notice and request for comments on the proposed Interagency Advisory
on the Unsafe and Unsound use of Limitation of Liability Provisions and Certain
Alternative Dispute Resolution Provisions in External Audit Engagement Letters (the
“Advisory™).

MASSBANK is a BIF-insured, state-chartered savings bank with its principal
office in Reading and branch offices located in ten other towns and communities in
Middlesex County, Massachusetts. Shares of MASSBANK Corp., MASSBANK ’s
parent holding company, are traded on the Nasdaq Stock Market under the symbol
“MASB”. As of December 31, 2004, MASSBANK Corp. and the Bank had consolidated
total assets of $976.2 million and deposits of $849.5 million.

Having recently changed outside auditors rather than accede to such provisions,
MASSBANK has a particular interest in limitation of liability and alternative dispute
resolution (“ADR”) provisions in outside auditors’ engagement letters. MASSBANK
Corp. has been subject to the independent financial audit and independent auditor
aftestation requirements of Section 36(c) of the Federal Deposit Insurance Act, as added
by Section 112 of the Federal Deposit Insurance Corporation Act of 1991 (“FDICIA™),
since 1993, and to the Sarbanes-Oxley Act’s requirement that the outside auditor attest to
management’s assessment of internal controls since its inception in 2004.. From its
formation in 1986 through 2004, MASSBANK Corp. engaged KPMG, LLP (or a
predecessor firm), to audit its annual corporate financial statements and, after FDICIA, to
provide the attestation reports required by that legislation. Effective this year,
MASSBANK replaced KPMG as its outside auditor largely because of KPMG’s
insistence that MASSBANK agree to the insertion in its engagement agreement of
limitation of liability and ADR provisions of the types discussed in the Advisory.

A copy of MASSBANK s last engagement agreement with KPMG is attached at
Tab A. A copy of KPMG’s proposed new form of engagement agreement, with the
proposed limitation of liability and ADR inserts highlighted, is attached at Tab B. A
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copy of MASSBANK’s Form 8-K reporting to the Securities Exchange Commission its
change of outside auditors is attached to this letter at Tab C.

In seeking to replace its outside auditors in 2004, MASSBANK made inquiries of
a number of qualified CPA firms regarding their willingness to submit independent audit
engagement proposals to MASSBANK Corp. As a result of those inquiries,
MASSBANK determined that the “Big Four” CPA firms were either not taking on
additional financial institution audit clients or unwilling to do so without limitation of
liability and/or ADR provisions. Subsequently, MASSBANK Corp. identified and
engaged the regional CPA firm of Parent, McLaughlin & Nangle, CPAs, Inc., Boston,
Massachusetts (“PMN™), to provide independent audit services. PMN did not propose
and MASSBANK Corp.’s engagement letter with PMN does not contain any limitation
of liability or ADR provision such as those described in the proposed Advisory.

MASSBANK believes that inserting limitation of liability and ADR provisions in
outside auditor engagement letters is inconsistent with the “independence” requirement
for outside auditors imposed by FDICIA and other statutory and regulatory provisions
requiring independent audit and attestation reports. MASSBANK believes that the
Advisory is an appropriate regulatory response to parallel attempts by the Big Four CPA
firms to avoid the legal and financial responsibility the independence requirement
imposes on outside auditors. MASSBANK applauds the FFIEC and the federal banking
agencies for developing and publishing the proposed Advisory, and urges them to adopt
the Advisory as soon as possible in substantially its present form.

In the attached Appendix, MASSBANK responds specifically to each of the
numbered questions listed in the FFIEC Notice and Request for Comments.

If you have any questions or would like any additional information, please feel
free to contact the undersigned.

Very truly yours,

JA

erard H. Brandi
President & Chief Executive Officer.

Enclosures

908039



APPENDIX TO JUNE 9, 2005
COMMENTS OF MASSBANK, READING, MASSACHUSETTS

ON PROPOSED INTERAGENCY ADVISORY REGARDING UNSAFE

AND UNSOUND USE OF
LIMITATION OF LIABILITY AND ALTERNATIVE DISPUTE
RESOLUTION PROVISIONS
IN OUTSIDE AUDITORS’ ENGAGEMENT LETTERS

The advisory, as written, indicates that limitation of liability
provisions are inappropriate for all financial institution external
audits.

a. Is the scope appropriate? If not, to which financial institutions
should the advisory apply and why?

MASSBANK believes that the larger question is whether individual
institutions should be required to negotiate the terms on which audit
services the government requires them to obtain will be provided. Absent
government intervention, the balance of market forces can ordinarily be
expected to provide an appropriate range of price and liability terms for
outside audit services. The provision of such services without contractual
provisions limiting the auditors’ legal and financial responsibility for their
audits would presumably be available at a higher fee than might be
charged by the same audit firm for such services where its liability
exposure 1s contractually limited.

However, the intervention of government in the form of statutory and
regulatory requirements that financial institutions obtain specified audit
services, coupled with lawsuits aimed at shifting the financial costs of
bank failures from the bank and savings association insurance funds to the
failed institutions’ outside auditors has apparently prompted CPA firms to
attempt to limit their legal responsibility for audit engagements. Asa
result, financial institutions like MASSBANK find it difficult to obtain
audit services from the largest CPA firms, at any price, without
contractual [imitation of liability or alternative dispute resolution (“ADR™)
provisions.

As a result of governmental actions, and the response of the Big Four
CPA firms, engagement letters defining the terms on which their audit
services are available are not open to negotiation, based on price, but are
essentially “contracts of adhesion,” offered to captive financial institution
clients on a “take it or leave it” basis.
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Where government intervention has made the demand for outside audit
services inelastic, it is not meaningful to leave to “negotiation” between
auditor and audit client the legal responsibility provisions of audit
engagement agreements. Under these circumstances, it is necessary for
government to re-balance the market for required financial institution
audit services by imposing a corollary requirement that independent audit
firms stand fully behind their audit and attestation reports for financial
institution clients.

b. Should the advisory apply to financial institution audits that are
not required by law, regulation, or order?

In markets that have not been distorted by government intervention,
MASSBANK believes that private market forces provide the best
mechanism for balancing the competing needs of buyers and sellers of
professional audit services. Where government has not made demand
inelastic by imposing a regulatory requirement that particular services be
purchased by a particular class of institutions, institutions can decide for
themselves whether to purchase particular audit services, at what price, on
what contractual terms, and from whom. The resulting competition
among service providers will ensure that an appropriate range of price and
contract terms is available. MASSBANK does not believe that
government intervention in the form of the Advisory is necessary in
private markets for audit services that financial institutions are not
required by law, regulation or order to obtain.

What effects would the issuance of this advisory have on financial
institutions’ ability to negotiate the terms of audit engagements?

MASSBANK believes that the Advisory would significantly enhance
the ability of most insured financial institutions to obtain independent
audit services on satisfactory contract terms. In the current market for
financial institution audit services, characterized by government-mandated
demand and rigidly segmented sellers, most financial institutions do not
have a meaningful ability to negotiate key engagement terms. For the
most part, independent audit firms offer their services to financial
institutions on a “take it or leave it basis,” on terms and conditions the
audit firms define without meaningful negotiation with their prospective
clients. Because of the stratification of audit firms and government
mandated demand, there is no compulsion on audit firms to negotiate
engagement terms with most financial institutions. Accordingly,
government intervention in the form of'the Advisory is the only effective
way to ensure that outside audit services are provided on terms that make
the auditor legally responsible for the quality of services provided.
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Would the advisory on limitation of liability provisions result in an
increase in external audit fees?

Issuance of the Advisory would undoubtedly be cited by some CPA
firms as justification for charging even higher audit fees to financial
institutions. However, MASSBANK experienced no reduction in audit
fees when, after many years without such provisions, KPMG modified its
engagement agreement to include limitation of liability and ADR
provisions. MASSBANK believes that because of the previously
described structural distortions in the market for financial institution audit
services, there appears to be little if any price competition among the
largest accounting firms for this business. Accordingly, the current level
of fees is substantially higher than it would be if there were no market
distortions and forces of supply and demand were allowed to determine
the market price for financial institution audit services. Auditors’ fee
levels have substantially increased (see M. Brewster, “Are the Big Four
Gouging?” www.chiefexecutive.net, March 2005, copy attached at Tab D)
and would appear to be more than sufficient to provide fair profits to
accounting firms even without contractual limitations of lability and ADR
provisions.

a. If yes, would the increase be significant?

MASSBANK does not believe that issuance of the Advisory provides
justification for any increase in financial institution audit fees above their
current unprecedented levels.

b. Would it discourage financial institutions that voluntarily ebtain
audits from continuing to be audited?

No. The Advisory should not apply to audits voluntarily obtained
without governmental compulsion.

e. Would it result in fewer audit firms being willing to provide
external audit services to financial institutions?

No. In MASSBANK’s view, because of market distortions, the fees
currently charged to financial institutions for independent audit services
are sufficiently high and at the upper end, competition is sufficiently
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limited to provide ample profit incentive for audit firms to continue to
offer such services, even without contractual terms limiting their legal
responsibility for the quality of services rendered.

4. The advisory describes three general categories of limitation of
liability provisions.

a. Is the description complete and accurate?

In MASSBANK s view, there is no such thing as an exhaustive list of
the types of contractual provisions or other mechanisms which may be
utilized to limit auditors’ legal responsibility for the quality of their audit
services for financial institutions. Whenever a list of specific forbidden
clauses is finalized, additional provisions or mechanisms that are not on
the list will be devised to accomplish the same substantive results.

The proposed Advisory describes contractual client indemnification or
hold harmless and limitation of remedies provisions. Examples of other
mechanisms which might be utilized to achieve the same substantive
results include: use of thinly capitalized limited liability partnerships,
special purpose entities or other forms of limited liability entities to
perform audit services; combinations of comprehensive audit client
representations and warranties with auditor-absolving client default,
indemnification and set-off provisions; inconvenient or impracticable
notice, service of process, jurisdiction or venue provisions; onerous
preconditions to filing suit, e.g., notice and opportunity to cure provisions,
standing and third party beneficiary limitations, etc. To be effective, the
Advisory should speak in general terms of the substantive result to be
avoided and should not be limited to any specific listing of forbidden
formulations or provisions.

b. Is there any aspect of the advisory or terminology that needs
clarification?

The advisory should make it clear that to be meaningful, an outside
auditor’s certification must be backed legally and financially, either by
placing substantial capital at risk, by providing applicable liability
insurance coverage, or by some combination of the two.

5. Appendix A of the advisory contains examples of limitation of
liability provisions.

a. Do the examples clearly and sufficiently illustrate the types of
provisions that are inappropriate?

-
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Please see our response to Question 4.a., above.

b. Are there other inappropriate limitation of liability provisions that
should be included in the advisory? If so, please provide
examples.

The limitation of liability/ADR provision KPMG proposed to insert in
its audit engagement letter with MASSBANK Corp. reads in its entirety as
follows:

“Any dispute or claim arising out of or relating to the engagement letter
between the parties, the services provided thereunder, or any other
services provided by or on behalf of KPMG or any of its subcontractors
or agents to the Company or at its request (including any dispute or
claim involving any person or entity for whose benefit the services in
question are or were provided) shall be resolved in accordance with the
dispute resolution procedures set forth in Appendix 11, which constitute
the sole methodologies for the resolution of all such disputes. By
operation of this provision, the parties agree to forego litigation over
such disputes in any court of competent jurisdiction. * * **

Proposed Appendix 11 to the KPMG audit engagement letter, referenced in
the proposed insert above, provides for mandatory arbitration of disputes
and includes a contractual limitation of liability provision. It provides in
pertinent part (emphasis added):

“Appendix 11

“Dispute Resolution Procedures

“The following procedures are the sole methodologies to be used to
resolve any controversy or claim (“dispute™). If any of these provisions
are determined to be invalid or unenforceable, the remaining provisions
shall remain in effect and binding on the parties to the fullest extent
permitted by law. '

o ok Ok

“Arbitration

“Arbitration shall be used to settle the following disputes: (1) any
dispute not resolved by mediation 90 days after the issuance by one of

-5-
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the parties of a written Request for Mediation (or, if the parties have
agreed to enter or extend the mediation, for such longer period as the
parties may agree) or (2) any dispute in which a party declares, more
than 30 days after receipt of a written Request for Mediation, mediation
to be inappropriate to resolve that dispute and initiates a Request for
Arbitration. Once commenced, the arbitration will be conducted either
(1) in accordance with the procedures in this document and the Rules
for Non-Administered Arbitration of the CPR Institute for Dispute
Resolution (“CPR Arbitration Rules™) as in effect on the date of the
engagement letter or contract between the parties, or (2) in accordance
with other rules and procedures as the parties may designate by mutual
agreement. In the event of a conflict, the provisions of this document
and the CPR Arbitration Rules will control.

“The arbitration will be conducted before a panel of three arbitrators,
two of whom may be designated by the parties using either the CPR
Panels of Distinguished Neutrals or the Arbitration Rosters maintained
by any United States office of the Judicial Arbitration and Mediation
Service (JAMS). I the parties are unable to agree on the composition
of the arbitration panel, the parties shall follow the screened selection
process provided in Section B, Rules 5, 6, 7, and 8 of the CPR
Arbitration Rules. Any issue concerning the extent to which any
dispute is subject to arbitration, or any dispute concerning the
applicability, interpretation, or enforceability of these procedures,
including any contention that all or part of these procedures are invalid
or unenforceable, shall be governed by the Federal Arbitration Act and
resolved by the arbitrators. No potential arbitrator shall be appointed
unless he or she has agreed in writing to abide and be bound by these
procedures.

“The arbitration panel shall issue its final award in writing. The panel
shall have no power to award non-monetary or equitable relief of any
sort. Damages that are inconsistent with any applicable agreement
between the parties, that are punitive in nature, or that are not
measured by the prevailing party’s actual damages, shall be
unavailable in arbitration or any other forum. In no event, even if any
other portion of these provisions is held to be invalid or unenforceable,
shall the arbitration panel have power to make an award or impose a
remedy that could not be made or imposed by a court deciding the
matter in the same jurisdiction.

“Discovery shall be permitted in connection with the arbitration only to
the extent, if any, expressly authorized by the arbitration panel upon a
showing of substantial need by the party seeking discovery.
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“All aspects of the arbitration shall be treated as confidential. The
parties and the arbitration panel may disclose the existence, content or
results of the arbitration only as provided in the CPR Arbitration Rules.
Before making any such disclosure, a party shall give written notice to
all other parties and shall afford such parties a reasonable opportunity
to protect their interests.

“The award reached as a result of the arbitration will be binding on the
parties, and confirmation of the arbitration award may be sought in any
court having jurisdiction.”

Is there a valid business purpose for financial institutions to agree
to any limitation of liability provision? If so, please describe the
limitation of liability provision and its business purpose.

If a financial institution is not at risk and desires only to have a second
pair of experienced and knowledgeable eyes examine its financial
statements and accounts as an aid to management in consideration for a
significantly lower fee, it may be appropriate for the institution to agree
with the auditor on an appropriate limitation of liability and/or ADR
provision. However, to the extent such provisions undermine the
“independence” of the audit, they also reduce the audit’s utility and
reliability.

The advisory strongly recommends that financial institutions take
appropriate action to nullify limitation of liability provisions in
2005 audit engagement letters that have already been accepted. Is
this recommendation appropriate? If not, please explain your
rationale (including burden and cost).

For most if not all financial institutions, one of the primary purposes
of obtaining an audit is to satisfy the statutory and regulatory requirement
of an “independent™ audit report. A report prepared by an auditor who,
because of provisions in his or her engagement agreement, is not
“independent” with respect to the client financial institution, will fail in its
central and intended purpose.

To the extent that newly inserted and non-negotiable limitations of
liability/ ADR provisions in existing audit engagement letters undermine or
rebut the auditors’ claim to be “independent,” they also defeat the basic
purpose of the engagement — to satisfy applicable statutory and regulatory
requirements of an “independent audit.” The Federal banking agencies’
clarification of what is meant by “independent” in the context of an
outside auditor’s engagement therefore provides an entirely appropriate
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occasion to revisit and modify existing engagement agreements in order to
eliminate such inconsistencies and fully effectuate the parties’ original
intent.

9R2226.DOC
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consolidated financial statements of the Company, we are also required 10 follow the procedures sct forth
in the Privatc Securities Litigation Reform Act of 1995, which under cerlain circumsiances would require
us to communicate our conclusions 10 the Securities and Exchenge Commission.

Management is responsible for adjusting the consolidaied financial ‘statements 10 correct material
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public Accountants. The objective of a review of interim financial information is i provide us with 2
basis for commumicating whether we are aware of any matenial modifications that should be made to such

 imterim Fnancial nformation for it to conform with accounting principes generally accepted in the United

States of America. Owr procedures wil) be substantially less in scopt than an audit of financial statements
performed in accordance with auditing standards gencrally accepted in the United States of Amenica, the

_ objective 6f which is the expression of an opmion regarding the financial staferpents teken as 2 whole.

A(';cort_iingiy, we will not express an opimon on the Oc_ampany‘s interim financial inf?lmaﬁon.

. Qur teviews will consist prirxcijjally of performing analytical procedures app!ied to. financial datz.and
- taaking mquiries of Company persciniel responsible for financial and accounting mafiers. 'Qur reVIEws

will include obtaiming sufficient nowledge of the Company’s business 2nd its internal control as it relates
1o the preparation ef both annal and interim fpancial mforoation to (2) identify the types of potential

" material misstatements in the interim financial ‘information’ and consider the lkelihood of their
. gocurrencé, and {b) select the mquiries and analytical procedures that will provide us with a basis for
. ctnmmupicating whether we are awars of ay material modifications that should be made 0 the termn

fipancial ifformation for it to conform with accounting principles generally ateepted in the United States
cof America. - - o U o S T

‘At the conclusion of each review of interim fipancisl snformation, we will obtaiil a represtatation letter -
- “from management copfirining certain representations. wadle during the review. It shouid be understood
" that the rmanagement of the Company is responsible for the-fair presentation. of the Company’s wnterim
- financial thformation ifl conformity with accounting priveiples g'enzrallyrgqceifwdjnﬂae‘(}njted States of -
. America and-for establishing and conintainiog effestive mteroal controls apd procedres for fmancial
 Teporbing. Further, menagement is responsible Tor making all financial records- and related information

availablo to-us. - Mimagement is.also responisibie, for identifying and ‘ensuring that the Gonpany £osp Jies -
. ity the Taws-didregilations applicebluin tsacivitios, - o -+ SRR R

" Feview -does -aot contomplate et of il ‘comrels G wéGounting pards, ks of ésponses to .7
- inquiries by Obtaining corroborating evidential malter, and certatn ofher procedures ordmarily performed
“:guring an audit. Thus, a review Goes not provide assurante Fiat we will become aware of 2ll signihicant

 matters that would be-disclosed in an audit. Further, areview i not desigried to provide assurance on
interpal control -er to identify reportable conditions. However, wc will commmmicate 0 the andit
comzmttee any reportabie conditions that come to our attention. g L

Our review sapnot be relied upon to disclose exrors, fraud or illegal acts that yoay exist. However, to.the

[y

L ‘exient-ihat-fhcy come to-our-dfien ation i -ompleting-ou-quatic tly teview: procedures, we witl-inform

indnagenaent shout any matefial errors and any instancey of fraud or illegal acts. Further, to the extent that

they comc 1o our-attention, we will inform the audil commaittee about fraud and illegal scts that ‘i“"’f"l'_”e
sepjor inanagerment, fraud that in our judgment causes » ‘material misstatement of the intenm financial

. information, and illegal acts, unless clearly inconsequential, that bave ot otherwise heen gonmmica_ted

to the commitiee.

JEE——————

[CPPRE



PS/05/05 ©4:43pm P. 096

etz

Mr. Peter W, Carr

Audit Commitiee Chairman
MASSBANK Corp.
February 5, 2004

Page 5

If wo become aware of matiers during our Teview that cause vs fo believe that interim financial
information, filed or to be filed with the Securities and Exchange Conumission, is probably materially
rmisstated as a result of 2 doparture from accounting principles generally accepted in the United States of
Amirica, we will discuss the watter with manapement and, if appropriatc, commmunicate such matiers @
the audit commitiee. ' :

Management is responsible for adjusting the ipterim fnancial information to correct material
 misstaternents and for affirming to us in the representation letter that the, effects of any ubcorrected
misstaternents aggregated by us during the current engagement and peridning to.the cument-year
period(s) under review are immaterial, both mdividually and in the aggregate, to the vt ﬁn?rtcial
jnformation taken as a whole s . '

As agreed, we will not issue 2 written Tepert upon completion of earh review. However, we.will inform
you if we are aware, of any material modifications that should be made t the quaterly financisl
‘imiformation for it to-be m conformity with accounting prineiples generally accepted in the United States
of America. - Should conditions not now foreseen prechide us from, coropleting a Feview, we will advise

1 you and the andit committec of the Corapany promptly. . The Company agrecs fhat 7t will pot state U3 =y

.+, document filed with the Securities and Exchange Commiission.or issucd 16 stookholders that the interim
+ fpancidl information was reviewsd by us, 2s such statement may require us .0 issue a Wwritten yeport '

" Registration Stntemm and Other Offering Documents .

_V}-Ve upderstand _1'ha't the consoliﬂated' financial statements and our writien repmtﬂam as des:,cribcd
above, are 1o be included by the Company i its- annual report (Form 10-K), and that in so doing e
Company will be incorporating by refercace these consolidated. fnancial statémmonts and schedules and

" Guf Teport ﬂaexmn_ij:_rpreviousl_}i Sled and effective Forms -3 and 5-8. Prior o jssuing our consent 10 the
_fncoiporation by referense in fhess registration statfments of our report(s) with respect to the vonsolidated

™ Enanciel slalients described ahove; we will perform procedures as rquﬁréﬂ‘bjjsﬁfeiﬁéﬂf@".hu&iﬁng

R P

Standards No. 37, Fidings Unider. Pefleral Securities” Statutes; inichuding; bt Dot “imoited to, Teading
“mformation ‘meorporated by reference . fhese registration statements and performing subséquient event.

Should the Company wish o include or incorpozate by reference these consolidated Fnancial stéterpents
and our report thereon into a future filing under the &epuritics Act of 1933, ot an cxempt offering, priot 0

our consenting to .imclude or incorporate by reference our report on such consolidated financisl

WNo. 37, Filings Under Federal Securities 'Smrutes; including, but not-limited to, reading other miormation

-incorporated by rofercnee in the registration statement or othe: offering document and performing
. subseguent event procedures. Our reading of the other mformation included or incorporated by reference
in the offering document will consider whether such infonmation, er the manner of its presentation, 15

e o i e g B R

e e maad
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materially inconsistent with information, or the manner of its presentaion, appearing in the °_°“s°ﬁdafﬁd
financial staternents. However, we will not perform procedures 10 carroboraie such other information
(including forward-looking statements). The specific. terms of our future services with respect 10 future
filings or other offering docurnents will be determined at fhe iime the services are o be performed.

* % k%

. The work papers for this engagement ave the property of KPMG LLP (KPMG). However, we T2y be
regnested to make certain work papers available to the Federal Deposit Jnsurarice Corporation (‘FDIC)
-, or Massachusetts Office of Commissioner of Banks or other bank regolators pursuant to authority given
- to it by law or regulation. 1f requested, access to such work papers will be provided woder the SUpCrvision
of KPMG personnel. Furtheymore, upon.request, we ey provide photocopies.of selected work papers o
~* "FDIC or Massachusetts Office of Coprmissioner of Banks or otber bank reguiafors. These regulators M2y
. imiend, or decide, o distribute the photocopies ot smforraation contained therein to others; includmg other-
- gOVErnment agencies. T o : ' . . ‘
Tn' the event KPMG is requested pursuant 10 subpoena of other fegal process 1 produce its documents
relating to this engagement for the Coipany if. judicial eradministrative proveedings 1o which KPMG s
not & party, the Company shall “reipburse KPMG at standard bilimg rates for Hs professions] time 2nd
. expenses, ncluding reasonable attomey’s fees, incurred inresponding to such requests: . - 1. -
- \While the audit report may be semt to the Compiny electronically by the BPMG engagernent pariner for
" the Company’s ‘convenierce, only the manuslly sigsed andit report constitates ‘fhe Compgmy’s record
“oopy- - o Co T
‘Bascd upon our discisssions with 2nd represeittations of management, we estimate that our fees for 2004

i e - gadit -services, FDICIA soporting, and quarterly Teview services, will be $153,000, including: expenscs.

© Welso estmatc that.our fees for the 2004 audit of the MASSBANK Eriployee™s Stotk Ownexship Blan -
% d Trust will be $7,000, incjueling expenses. This estimate. based op e Jevel of expeicnce-of the
. 7. individuals who will perform e sovicds,  Whilc. the 2003 sudit included. addifional; procedures”
© - peiformed to substantially comply with the proposed new ittestation stapdard om internal contrdls: and

" " procedures for finsncial reporting, additional procedures may need t0 be performed once the applicable
 attestation stendard is finalized (such as the proposed provision for the external auditor to perform &sta:l :
owallc-throughs” and the proposed provision 0 evaluate the effectivencss of the audit committee’s

|- pversight)., We expect that the audit opimion will be dated fhe same as the Sarbanes-Odey 404 pitestation -

st S yesert WhiEH will ‘e subseguent-th, the conpletion. of the. audit work_on the consplidajed -financial . .

. "statoments znd footnotes. Should the scope of giir services chamge, we Wil notify you of any such
circumstances as they are assessed. : ' '
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Circumstances encountered during the performance of these services that warrant addi‘iicnal time g;
expense could canse us to be unable to deliver them within the above cstimates. We will endeavor
notify you of any such circumstances as they are assessed.

"We shall be pleased to discuss this letter with you at any time. For your convenience in confirming these
arrangements, we-coclose a copy of this Tetter. Please sign and return it 1o s,

Very truly yours,
KPMG LLP
" Jeanette Pritz

Partner

" e: M. Gerard B, Brandi :
: President and Chief Executive Officer

.i)LAssizANKCofp-
-, Mir. Peter W. Carr , -Dawg-rl

) - Audit Gommittee Chairman
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KPMG LLP
98 High Strent
Bosion, MA §2110-2371

September 13, 2004

The Audil Committee of MassBank Corp.

c/o Peter W. Cary, Audit Committee Chairman
36 Counting House Way

Falmouth, MA 02540

Dear Peter:

O5/26/85 @4:43pm P. 899

Telephone 617 BBE 1000
Fax B17 988 0800
Intermet  www,us kpmg.eom

We have enclosed an updated engagement Ietier for MassBank Corp. The engagement letter has
been revised to reflect the changes in the business and accounting regulatory environment rela:te:d
to the integrated zudit of fnternal control with an sudit of financial statements. Further, there1s a

new section regarding dispute resolution.

If you should have any questions or comments on the letter please do not hesitate to contact me at

(617) 988-1109.

Very truly yours,

Partner

2

cc: Reginald Cpmxicr

......

EPAG LR 5 L5 St SRRy PRINAEAD, 10 Tha UK.
mémbear firm of KPMG infermntionhl, o Swhs oooperative.
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KPMIG LLP Teiophone  £17 SHE 1000
91 Migh Straet Fax (17 988 0800
Bosion, MA 02110-231 Imerael  www s kpmg.com

MASSBANK Corp.
123 Haven Street
Reading, MA 01867

September 2, 2004

Attention: Mr. Peter W. Carr, Chairman of the Audit Committee:

This letter will confinm our understanding of our engagement to provide profess: onal services 10
MASSBANK Corp. (the “Company™).

Ohjectives and lmitations of services
Integrated Audit Services

We will perform an audit of the Company’s consolidated fmancial statements snd an audit of its
internal control over financial reporting (collectively, the Integrated Audit).

Based on our Integrated Audit, we will issue our Teports on:

®  The consolidated financial statements of the Company as set forth in Appendix L
®  Schedules supporting such financial statements;
®  Managemen!’s assessment regarding the effectiveness of the Company’s internal
. control over financial reporting and the effectiveness of mtcral control over financial
reporting as set forth in Appendix I

These reports will be included in the annual report Form 10K, proposed to be filed by the
Company under the Securities Exchange Act of 1934. ‘

A company’s internal control over financial reporting is 2 process designed to provide
reasonable assurance regarding the reliability of the financial reporting and preparation of
financial statements for external purposes in accordance with U.S. generally accepted accounting
principlcs. A company’s internal control over financial reporting includes those policies and
procedures that (1) pertain o the maintenance of records that, in reasonable detail, accurately
and fairly reflect the transactions and dispositions of the assets of the company; (2) provide

" reasonable assurance that transactions are recorded as nceessary to permit preparation of
finansial statements in accordanee with U.S. penerally acoepted accounting principles, and that

KPME LLP & LS, tmited iablilty partnerchip. is the UGS,
wescariae Tl nll EEAAS donnd w Fvars
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receipts and expenditures of the company are being made only in accordance with authorizations
of management and directors of the company; and (3) provide reasonable assurance rcgardmg
prevention or timely detection of unauthorized acquisition, use or disposition of the conmpany's
assets that could have a material effect on the financial statcments.

The Public Company Accounting Oversight Board (PCAOB), crested as a result of the
Sarbanes-Oxley Act of 2002 (Sarbanes-Oxley Act), has the authority to establish anditing,
quality control, ethics, independence and other stapdards relating to the preparation of audit
reports for issuers, as that term is defined in the Sarbanes-Oxley Act, subject to oversight by the
SEC.

We have a responsibilily to conduct and will conduct the:-

(a) audit of the consolidated financial statements in accordance with the standards of the
PCAOB (United States), with the objective of expressing an opinion as to whether the
presentation of the consolidated financial statements and schedulcs, faken as a whole,
conforms with U.S. genemlly accepted accounting principles.

(b) audit.of internal control over financial reporting in accordance with the standards of the
PCAOB (United States), with the objective of obtaining reasonable assurance about
whether effective internal control over financial reporting was maintained mall
matenal respects.

It should be understood that the consolidated financial statements and schedules, management’s
assessment of the effectiveness of internal control over financial reporting, and our reports

thercon may be subject to veview by the Securities and Exchange Commission (SEC) staff and
to the application by them of their interpretation of the relevant wles and regulations.

+ Our Integrated Audit will include:

(a) performing tests of the accounting records and such other procedures, as we consider
necessary in the circumstances, 10 provide a reasonable basis for our opinions.

(b) assessing the sccounting principles used and significant estimates made by

. management, and evaluating the overall consolidated financial siatement presentation.

(c) obfaining an understanding of internal control over finanéial reporting, evaluating
managemment’s related assessment, testing and evaluating the design and operating
effectiveness of internal control over financial reporting, and performing such other
procedures as we considered necessary in the circumstances.
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Qur Integrated Audit:

{a) will be planned and performed to obtain reasonable, but not absolute, assurance about
whether the consolidated financial statements are free of matcrial misstatement,
whether caused by error or frand, Absolute assurance is not attainable because of the
paturc of audit evidence and the characteristics of fraud. Therefore, there i5 a risk that
material errors, fraud (including fraud that may be an illepal act), and ofher illegal acts
may exist and nol be detected by an Integrated Audit performed in accordance with the
standards of the PCAOB (United States). Also, an 2udit 3s not designed to detect
piatiers that are imumaterial to the consolidated financial statements. Our Integrated
Audit will be plarmed and performed with an objective to obtam reasonable assurance
that no material weaknesses exist in intenal contro) over financial veporting as of the
Company'’s fiscal year end and that the copsolidated financial statements are frec from
matcrial masstaloment.

(b) cannot provide absolute assurance of achieving financial reporting objectives because
. of its inhesent limitations. Internal control aver financial reporting is a process that

involves human diligence and compliance and is subject to lapses . judgment and
breakdowns resulting from human failures. Enternal comtro] over financial reporting
can be circumvented by collusion or improper managemenl. override. Because of such
limitations, there is a risk that material roisstaternents may not be prevented or defected
on a timely basis by internal conirol over financial reporting, Also, projections of any
evaluation of effectiveness to future periods are subject to the nsk that controls may
become inadequate because of changes in conditions, or that the degree of compliance
with the policies or procedures may detoriomte.

Out reports will be addressed to the board of directors of the Compeny and will beine form that

* is in accordance with the published niles and regulations of the SEC and the standards of the

PCAOB (United States). We cannot provide assurance that ungualified opinions will be
rendered. Circumstances may arise in which if is necessary for us to modify our reparts or
withdraw from the engagement. '

As part of our Integrated Audit, wé will read the other mforpation in your annual report Form
10-K_and cousider whether such information, or the manper of its presentation, is materially
inconsistent with inforpation, or the manmer of its presentation, appearing in the consolidated
financial statements or is inconsistent with the results of our audit of internal control over
financial feporting. However, our Integrated Audit does not include the perforibance of

‘procedures to corroborate such other information (including forward-Jooking statervents}.
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FDIC Improvement Acr of 1991 (FDICIA)

‘We will examine management’s assertion regarding the effectivencss of the Company’s internal
control over financial reporting as of December 31, 2004, as required by Section 112 of the
FDIC Improvement Act of 1991 (FDICIA).

Quarterly Review Servicey

We will review the condensed consolidated balance sheets of the Company as of March 30, June
30 and September 30, 2004 and the related condenscd consolidated statcments of income,
changes in stockholders’ equity and cash flows for the quarterly and year-to-8ate periods, which
are to be inciuded in the quarterly reports (Forme 10-Q) propused to be filed by the Company
under the Securitics Exchange Act of 1934. We will also review the selected quarterly financial
data specified by Ttem 302 of Regulation S-K, which is required o be included in the annual
report (Form 10-K) proposed to be filed by the Company under the Securities Exchange Act of
1934

We have a respensibility to conduct our reviews i zccordance with the provisions of the
standards of the PCAOB (United States). The objective of a review of interim financial
niformation is to provide us with a bagis for commumicating whether we are aware of any

. material modifications that should be made fo such interim financial information for itio
conform with U.S.. penerally accepted accounting principles. OCwur procedures will be
‘substantially less in scope than an Integrated Audit perfonmed in accordance. with the standards
of the PCAOR (United States), the objective of which is the expression of opinions regarding the
financial statements taken a5 2 whole and internal control over financial reporting. Accordingly,

" we will not €xpress an opinion on the Company’s interim financial information.

Qur reviews will consist principally of performing analytical procedures applied to financial data
and making inquiries of the Company personnel responsible for financial and accounting
matters. Our reviews will include obtaining sufficient knowledge of the Company’s business
and its internal control as it relates to the preparation of both annual and interim financial
information to (a) identify the types of potential material misstatements in the mterim financial
mformation and consider the likelihood of their occutrence, and (b) select the inquiries and
analytical procedures that will provide us with a basis for commumnicating whether we are aware
of any material modifications that should be made to the interim financial information for it to
conform with U.S. gencrally accepted accounting principles.

e it e L e R
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A review does not contemplate tests of internal controls or accounting records, tests of responses
to inquiries by obtaining corroborating evidential matter, and certain other procedures ordmarnly
performed during an Intesrated Andit. Thus, a review does not provide assurance that we will
become aware of all significant matters that would be discloséd in an Integrated Audit. Furtber,
a review 15 1ol designed to provide assurance on internal control or to identify significant
deficiencies or materia] weaknesses and cannot be relied on 10 detect errors, fraud or illegal acts-

As agreed, we will not issuc a written report completion of each review. The Company
understand that any reference to interimn financial information as reviséd by us when such
mformation is included i documents issued to stockholders or third parties (including the SEC}
will necessitate the issuance of 2 wrtten review report, which must accompany the interim
fimancial information in the document.

Registration Statements and Other Offering Documents

We imderstand that the consolidated financial statements and schedules, management’s
assessment regarding the effectiveness of internal control over financial reporting, and our
written audit reports thercon, as described above, are to be included by the Company in ifs
amwal report (Form 10-K), and that in so doing, the Company will be incorporating by reference
the consolidated financial statements and schedules, management’s assessment regarding the
effectiveness of micmal control over financial reporting, and our reports thereon in previously
filed and effective Form S-8. Prior to issuing our consest to the incorporation by reference in
these registration statements of our reports with respect to the consolidated financial staterments
and schedules and imternal control over financial reporting described above, we will peaform
procedures as required by the standards of the PCAOB (United States), including, but not
limited to, reading information incorporated by reference i these registration statemnents and
performing subssquent event procedurcs.

Should the Company wish to inchude or incorporate by reference the consolidated financial
statements, management’s assessment regarding the effectivencss of internal control over
financial reporting, and our audit reports thereon into a future filing under the Securitics Act of
1933, or an exempt offering, prior to our consenting to include or incorporate by reference our
reports on the consolidated financial statements and intemnal control over financial reporting, we
would consider our consent to the inclusion of our reports and the terms thereof at that time. We
will be required to perfor procedures as required by the standards of the PCAOB (United
States), mcluding, but not limited to, reading other information incorporated by reference m the
registration statement or other offering document and performing subscquent event procedures.

St -
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Our reading of the other information mcluded or incorporated by reference m the offering
document will consider whether such information, or the manner of its presentation, is materially
inconsistent with information, or the manner of ils presentation, appearing in the consolidated
financial statements or is inconsistent with the results of our audit of mtemal control over
financial reporting. However, we will not perform procedures 1o corroborate such other
mformation (including forward-loolang statements). The specific terms of our future services
with respect to future filings or other offering documents will be determined 2t the time the
services are to be performed.

Comfort Letiers

Should a comfort letter be requested in conneetion with a future filing under the Securities Act
of 1933, or an exempt offering, the specific terms of our services will be determined at that time.
Prior to our issuance of 3 comfort letier, management of the Company agrees to supply us with a
Tepresentation Jeficr that will, among other things, confirm that no events have occurred that
would require adjustments to {or addjtiona! disclosures i} the andited consolidated financia)

- statements or management’s assessment regarding the effectiveness of the Company's internal

control over financial reporting as of December 31, 2004 referred to above and confirm the
Company’s responses 1o certain inquiries made m connection with our issuance of the comfort
letter,

Ouy responsibility to communicate with the Andit Committee

In copjunction with management, who is responsible for establishing the Company’s accounting
policies, we will discuss our judgments of the quality and understandability, not just the
acceptability, of the Company’s accounting policies and disclosures, prior to the filing of our
audit reports with the SEC. We believe verbal communication is the appropriate forum to
provide open and frank dialoguc. '
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We will report to you, in writing, the following matters prior to the {iling of our audit reports
with the SEC:

» Al sipnificant deficiencies’ and material weaknesses” identified during the Integrated Audit.
If a significant deficiency or mmatcrial wealoncsses cxists because of the oversight of the
company’s external {inancial reporting and internal control over financial veporting by the
audit committee, we report such deficiency in writing to the board of directors.

m  Audit adjustments arising from the Integrated Andit that could, in our judgment, either
individually or in aggregate, have a significant effect-on the Company’s financial reporting
process. In thig context, audit adjustments, whether or not recorded by the entity, are
proposed corrections of the finamcial statements that, in our judgment, may not bave been
detected except through the auditing procedures perforroed.

' Uncorrected misstatements ageregated during the current engagement and pertaining o the
latest period presented that were determined by management to be immaterial, both
individually and in aggregate.

m Al relationships between KPMG LLP and its related entitics and the Company and its
related entitics that, in our judgment, may reasonably be thought to bear on independence.

®  Alternative treatments within GAAP for accounting policies and practices related to materia)
items that have been discussed with management during the current andit period, including 1)
ramifications of the use of such altermative disclosures and freatments and the treatment
preferred by us and ii) the process used by manapement in formulating particularly sensitive
accounting estimates.

'@ Disagreements with management or other serious difficulties encountered in performance of
o audif or review services.

YA significant deficieney is & control deficiency, or combination of vonizol deficiencies, thar adversely affects an
entity’s ability to initiate. authorize, record, process, or report external financial data reliably in accordance with U.S.
generally accepted accounting principles such that there is more thim a remate likelihood that 2 misstetement of the
.'enﬁty’s annual or interim financial statements that is more than inconsequential will not be pireventcﬂ or detected.

% A material weakness is a significant deficiency, or combination of significant deficiencies, that results in more than 2
remote likelihood that 4 material misstateraent of the annual or interim financial statcments will not be prevented or
detected.
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m  Critical accounting policies and practices applied in the consolidated financial statements
and our assessment of management’s disclosures regarding such policies and practices,
including why certain policies and practices arc or 2re vot considered critical, and how
current and anticipated future events impact those detenminations.

®  Other matters required to be communicated by the standards of the PCAOB (United States).

We will also read minutes, if any, of audjt eomrnittee meetings for consistency with our
understanding of the communications made 10 you and determine that you have received copies
of all material written cormumications between ourselves and management. We will also
determine that you have been informed of 7) the injtial selection of, or the reasons for any change
in, sipnificant accounting policies or their application during the period under andit, ii) the
methods used by management to sccount for significant unusual transactions, and jii) the effect
of significant accounting policies in controversial or emerging arcas for which there is 2 lack of
authoritative guidance or consensus.

To the extent that they come to our attention, we will inform you and management about any
material errors and any mstances of fraud or illegal acts. Further, to the extent they come % our
attention, we will also communicate 0 you fraud that involves senior management or that, in our
judgment, causes a material misstatement of the financial statements and #llega) zcts that come to
our attention, unless they are clearly inconsequential. In the case of illegal acts which, in our
sudgment, would have a nyatenal effect on the consolidated financial statements of the Company,
we are also required to follow the procedures set forth in the Private Sccurities Litigation
Reform Act of 1995, which under certain circumstances requires us to cormmmuncate our
conclusions to the SEC.

I, during the performance of our Tntegrated Audit procedures, circumstances arise which make
it hecessary to modify our reports or withdraw from the engagement, we will communicate to
you our reasons for withdrmwal. Similarly, if during performance of our quarterly review
services we become aware of matters that canse us to believe the interim information filed, or to
be filed, with the SEC, is probably matcrially misstated as a result of a departure from U.S.
generally accepted accounting principles, we will discuss such matters with managerent and, 1f
appropriate, conmnunicate such matters to you.

In addition, if we become aware of mformation that relates to the consolidated financial
statements and/or management’s assessment regarding the effectiveness of micimal control over
“financial reportitig after we bave issued owr reports or coropleted our inlerjm review procedures,
but which was not Imown to us at the date of our reports or completion. 0f our interim TEVIEW
procedurces, and which is of such a nature and from such a souree that we would have
investigated that information bad it come to our attention during the course of our Integrated

PES/DG/RS ©04:43pm P. @17
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Audit and/or interim review procedures, we will, as soon as practicable; (1) communicate such
an occurrence (o you; and (2) undertake an investigation to determine whether the information 15
reliable and whether the facts existed 2t the date of our reports or completion of our interim
review procedures. Jn conducting that investigation, we will have the full cooperation of the
Company’s personnel. If the subsequently discovered informstion is found to be of such 2
nature that (a) our reports or completion of our interim review procedures would have been
affecied if the information had been known a5 of the date of our reports or conmpletion of our
interim review procedures and (b) we believe that the reports oy interim review procedures are
currently being rclicd upon or are likely to be relied upon by someone who would attach
importance to the information, appropriatc steps wiil be taken to prevent further reliance on our
reports or interim review procedures. Such steps include appropriate disclosures by the
Company of the newly discovered facts and the impact to the financial statements.

Audit commitiee responsibilities

The andit compmittee is dixectly responsible for the appointment of KPMG as independent
auditor, defermining our compensation, and oversight of our lntegrated Audit work, including
resolution of disagreements between mavagement and us regarding financial reporting. We
understand that we repori. diteetly to the audit commitice, The awdit committes 15 rcsponsfble for
preapproval of all audit and nonaudit sexrvices provided by us.

Management responsibilities

The management of the Company is responsible for the fair presentation, in accordance with
U.S. generally accepted accounting principles, of the consolidated financia) statements,
schedules, and interim financial information and 2l representations contained therem.
Management also is responsible for identifying and ensuring that the Cormpany complies with .

laws and regulations applicable to its activities, and for informing us of any known material
violations of such laws and regulations. Management slso is responsible for preventing and
detecting fraud, including the design and implementation of programs and centrols fo prevent
and detect fraud, for adopting sound accounting policies, and for cstablishing and mamtainng
cifective internal control over financial reporting and procedures for financial reporting to
maintain the reliability of the consolidated financial statements or interim financial information
and to provide reasonable assurance against the possibility of misstatements that are waterial to
the consolidated financial statements or interim financial information. Management is also
respensibie for informing us, of which it has knowledge, of all defieiencies i m the demgn or
operation of such controls.
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The management of the Company is also responsible for:

1. Aceepting responsibility for the effectiveness of the Company’s interna) control over
{inancial reporting;

2. Evaluating the effectiveness of the Company’s internal control over financial

reporting using a suitable control criteria;

Supporting its evaluation with sufficient evidence, including documentation; and

4. Presenting a written assessment of the effectiveness of the Company’s mternal control
over financial reporting as of the Company’s fiscal year end.

had

If management does not fulfill these responsibilities above, we cannot complete: the Integrated
Aupdit.

Management of theé Company agrees that all records, documentation, and information we request
in conpection with our Integrated Audit will be made available to us, that all matcrial
information will be disclosed to vs, and that we will have the full coeperation of the Company’s
personmel. As required by the standards of the PCAOB (United States), we will make specific
inquiries of management about the representations embodicd in the copsolidated {mancial
staternents or mierim financial information and the effectiveness of internal control over
financial reporting, and obtain a representation letter from management about these matters. The
Tesponses fo our inquiries, the writtcn representations, and the results of audit tests, among other
things, comprise the evidential matter we will rely upon in forming an opinion on the
consolidated financia] staicments, management’s assessment of internal control and the
effectiveness of mternal control over financial reporhing.

Manzagement is responsible for adjusting the annual consolidated financial statements and
interim financial information to correst material misstatérarnts and for affirming lo us in the
representation letter that the effects of any uncorrected misstatements ageregated by us during
the current engagement and pertaining to the latest period presented arc immaterial, both
individually and in the aggregate, to the consolidated financial statements being reported upo,
or the mterxn information being reviewed, taken as a whole,
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Dispute Resolution

Any dispute or claim arising out of or relating to the engapement letier between the parties, the
services provided thereunder, or any other services provided by or on behalf of KPMG or any of
its subcontractors or agents to the Company or at its request {including any dispule or claim
mvolving any person or entity for whose bepefit the services in question are or were provided)
shall be resolved in accordance with the dispute resolution procedurcs sel forth in Appendix T,
which constitute the zol¢ methodologies for the resolution of ail such disputes. By operation of
flus provisien, the partics agree to forego litigation over such disputes in any court of compcient
Junisdiction. Mediation, if sclected, may take place at a place to be designated by the parties.
Arbitration shajl take place in New York, New York. Either party may seek to enforce any
written agreement reached by the parties during mediation, or to confirm and enforce any final
award cntered in arbitration, in any court of competent jurisdiction.

Notwithstanding the agreement to sueh procedures, either party may seck injunctive relief to
enforce its rights with respect to the use or protection of (i) its confidential or proprietary
mformation or material or (31} 1ts names, trademarks, scrviee marks or logos, solely in the courts
of the State of New York or in the cousts of the Utnited States located in the State of New York.
The parties consent to the personal jurisdiction thercof and to sole venue therein only for such
PUIposes.

Other matters

This letter shall scrve as the Company’s anthorization for the use of e-mail and other clectronic
methods to transmit and receive information, including confidential information, between
KPMG LLP (KPMG) and the Company and between KPMG and outside specialists or other
enfities engaged by either KPMG or the Company. The Company acknowledges that e-mail

-fravels over the public Intemet, which is not a secure means of communication and, thus,
ctmﬁdenuahty of the transmitted information could be compromised through ne fault of KPMG.
KPMG will employ commercially reasonable efforts and take appropriate precautions (o protect
the privacy and confidentiality of transmyjtted information.

Further, for purposes of the services described in this letter only, the Company bereby grants to
KPMG a limited, revocable, non-exclusive, non-transferable, paid up and royalty-free license,
without right of sublicense, to use all names, logos, trademarks and service marks of the

Company solely for presentations or :Bports to the Company or for intemnal KPMG prescntations
.and intranet sites.

B LT B e N T R T DR R T
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KPMG is a limited liability partnership comprising both certified public accountants and ceﬁam
principals who are not licensed as certified public accountants. Such principals may participate
in the enpagements to provide the services described in this letter.

Without our prior written approval, the Company will not solicit for employment, nor will the
Company hire, any current or former partuer or any professionat employee of KPMG LLF or
any of its affiliated member firms, in 2 financial reporting-oversight role (as defined in the SEC
independence rules) if such parmer or professional employee previously participated in the audit
of the Company's consolidated financial statements or quartcrly review procedures unt} the
applicable "cooling ofi" period under the SEC independence rvles has expired. That period
would commence with the latest date on which the rndividual participated in the annual audit o

quarterly review procedures and would expire upon the filing by the Company-of its Form 40-Ko- oo

for the succeeding fiscal ycar.
Work Paper Access By Regulators and Others

The work papers for this engagement are the property of KPMG. In the event KPMG is
-requested pursuant to subpoena or other legal process to produce its documents relating to this
engagement for the Company in judicial or administrative proceedings to which KPMG is not 2
party, the Company shall reimburse KPMG at standard billing rates for its professional time and
expenses, meluding reasonable attomey’s fees, menrred m responding o such requests.

However, we may be requested to make certain work papeys available to the PCAOB, Federal
Deposit Insurance Corporation, Massachusetts Office of Commissioner of Banks or other bank
regulator pursuant to authority given to it by Jaw or regulation. If requested, access to such work
papers will be provided under the supervision of KPMG personnel. Furthermore, upon request,
we nay provide photocopies of selected work papers to the PCAOB, Federal Deposit Insurance
Corporation, Massachusetts Office of Commissioner of Banks or other bank regulator. The’
PCAOB, Federal Deposit. Insurance Corporation, Massachusetts Office of Cornmissioner of
Banks or other bank regulators may intend, or decide, to distribute the photocopies or
‘mformation contained therein to others, including the SEC and other government agencies. We
agree to communicate to you on a timely basis any requests by the PCAOB for direct coniact
with members of the Audit Committes,

Addirional Reports and Fees for Services

" Appendix I to this letter list the additional reports we will issue as part of this erigagement and
owr fees for professional scrvices to be performed per this letter.
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In addition, fees for any special auditsclated projects, such as research an_d/or consylation on
special business or financial issues, will be billed scporately from the audit fecs for profcssional
services sct forth in Appendix ] and may be subject to written amrangements supplemental to
those in this Jetter.

We have forwarded a copy of this letter to Mr. Reginald E. Cormier, Chief Financial Officer.

. We sha]l be pleased to discuss this letter with you at any time. For your convenience m
confirming these arangements, we enclose a copy of this letter. Plcase sign and return it 1o us.

Very truly yours,
KPMG ir
Jeanette Fritz
Portner
cc:  Mr. Reginald E. Cormmier
Chief Financial Officer
ACCEPTED:

MASSBANK. Corp.

Authorized Signature

Chaimman of the Audit Commitiee

Date
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Appendix 1

Fees for Services

Based vpon our discussions with and representations of MASSBANK Corp., our fees for
services we will perform are estimated as follows:

Integrated Avdit:

Audit of consolidated balance sheets of

the Company as of December 31, 2004

and 2003, the related consolidated statememts

of income, changes in stockholders’ equity and

cash flows for each of the years in the three-

year period ended December 31, 2004, (includes

quarter]y reviews) $153,000

Audit of internal control over financial reporting:
Our imtial estimate of the fees relatsd
to our audit of internal conirol over
financial reporting as of December 31, 2004 $ 46,000 and $77,000

Total integrated audit fee . $199,000 - $230,000

However, we are unzble to assure you that we cap complete the audit of internal
control over financial reporting within this estimated range due to the following:

@ the Company has not yet provided us with the complete documentation of
its internal control over financial reporting; '

u  the Company bas not corapleted its tests of design effectiveness or
operating effectiveness; and

®  Management of the Company has not rendered its own assessment of
nternal control over financial reporting;

D R T LT T = PRI T, T
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We will provide you updates of our estimatc of fees as management provides us this
information to us and, we will finalizc our professional focs once we have cornpleted our
work and Jmow the extent of actual professional hours that were cxpended.

Other Reports:
Another report that we will issuc as part of this engagement is as follows:
Report Fee

The MASSBANK Employee’s Stock
Ownership Plan and Trust. $7,000

The above cstimates are based on the Jevel of experience of the individuals who will perform the
services. Fxpenses for tems such as travel, telephone, postage, and typing, printing, and
reproduction of financial staternents are included i the fees quoted above. Circumstances
encountered during the performance of these services that warrant additional time or expense
could cause us to be unable to deliver themn within the above estumates. We will endeavor to
notafy you of any such circumnstances as they are assessed.

Our fees will be billed as charges-are incurred. The cthics of our profession prohibit the
rendexing of professional services where the fee for such services 1§ contingent, or has the
appearance of being contingent, upon the result of such services. Accordingly, in order to avoid
the possible implication thal our fee is contingent upon the success of the contemplated offering,
it is important that our bills be paid promptly when rendered. If a simation arises in which it
mmay appear that our independence would be questioned because of significant wpaid bills, we
may be prohibited from signing our audit report and consent.

e ke v mpan g 1 4 PTHRALE VRSN RRed ek mh hh e koo me wfe T e bk b 11
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Appendix 1T

‘Dispute Resolution Procedures

The following procedures are the sole methodologies to be used to resolve any controversy or
claim (“dispute”). If any of these provisions are determined to be invalid or unenforceable, the
femaining provisions shall remain in effect and binding on the parties to the fulies!. extent
permaticd by law.

Mediation

. Any party may request mediation of a dispute by providing a written Request for Mediation to

the other party or partics. The mediator, 35 well as the time and place of the mediation, sh_a.ll be
selected by apreament of the parties. Absent any other agreement to the contrary, the partics
agree to proceed in mediation using the CPR Mediation Procedures (cffective April 1, 1998)
issued by the Center for Public Resources, with the exception of paragraph 2 which shall nof
apply 1o any mediation conducted pursuant to this agreement. As provided in the CPR
Mediation Procedures, the mediation shall be conducted as specified by the mediator and as
agreed upon by the partics. The parties agree to discuss their differences in good faith and to
attempt, with facilitation by the mediator, to reach a consensual resolution of the dispute. The
mediation shall be treated as a settlement discussion and shall be confidential. The mediator
may not testify for any party in any Jater proceeding related to the dispute: No recording or
transcript shall be made of the mediation proceeding. Each party shal} bear its own costs in the

- mediation. Absent an agreement to the contrary, the fees and expenses of the mediator shall be

shared equally by the parties.
Avrbitration

Arbitration shall be used to settle the following disputes: (1) any dispute not resolved by
mediation 90 days after the issuance by one of the parties of 2 writien Request for Mediation (or,
if the parties have agreed 1o enter or extend the mediation, for such longer period as the parties
may agree) or (2) any dispute in which a party declares, more than 30 days after receipt ofa
written Request for Mediation, mediation to be inappropriate 1o resolve thaf dispute and imifiates
a Request for Arbitration. Once commenced, the atbitsation will be conducted either (1)

accordance with the procedures in this document and the Rules for Non-Administered

Arbitration of the CPR Institute for Dispute Resolution (“CPR Arbitration Rules™) as in effect on
the date of the engagemaont lctter or contract between the parties, or (2) in accordance with other
rules and procedures as the parties may designate by muival agrecment. In the event of a
conflict, the provisions of this document and the CPR Arbitration Rules will control.
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The arbitration will be conducted before a panel of three arbitrators, two of whom may be
desigmatcd by the parties using either the CPR Panels of Distinguished Ncutrals or the
Arbitration Rosters maintained by any United States office of the Judicial Arbitration and
Mediation Service (JAMS). If the partics are unable to agree on the composition of the
arbitration panel, the parties shal follow the screened selection process provided in Section B,
Rules 5, 6, 7, and 8 of the CPR Arhitration Rules. Any issue conceming the extent to which any
dispute is subject to arbitration, or any dispute concerning the applicability, interpretation, of
enforceability of these procedures, including any contention that all or part of these procedures
are invalid or umenforceable, shall be governed by the Federal Arbitration Act and resolved by
the arbitrators. No potential arbitrator shall be appointed unless he or she has agreed in writing
to abide and be bound by these procedures.

The arbitration panel shall issue ifs final award in writing. The panel shall have no power to
2ward non-monetary or equitable relief of any sort. Damages that are nconsistent wath any
applicable agreement between the pasties, that arc punitive in nature, or that are 0ot measured by
the prevailing party’s actual damages, shall be upavailable m arbitration or any other forum. kn
no event, even if any other portion of these provisions is held to be invalid or unenforceable,
shall the arbitration panel have power to make ap award or imposc  remedy that could notbe
made or imposed by a court deciding the matter in the same jurisdiction.

‘Discovery shall be permitted in comection. with the arhitration only w the extent, if any,

expressly authorized by the arbitration panel upon a showing of substantial need by the party

_seekang discovery.

- All aspects of the arbitration shall be trcated as confidential. The parties and fhe arbitration

panel may disclose the existenece, content or results of the arbitration only as provided in the
CPR Azbitration Rules. Before making any such disclosure, a party shall give written notice to

. all other partics and shall afford such parties a reasonable opportumty to protect their mterests.

The award reached as a result of the arbitration will be binding on the partics, and confirmation
of the arbitration award may be sought in any coust having jurisdiction.
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UNITED STATES
SECURITIES AND EXCHANGE COMMISSION
Washington, D.C. 20549

FORM 8-K/A

CURRENT REPORT
PURSUANT TO SECTION 13 OR 15(d)
OF THE SECURITIES EXCHANGE ACT OF 1934

Date of Report (Date of earliest event reported): March 31, 2005

MASSBANK Corp.

(Exact name of registrant as specified in its charfer}

Delaware 0-15137 04-2930382
{State or other jurisdiction of Commission file number (LR.S. Employer
incorporation or organization) Tdentification Neo.)

123 Haven Street, Reading, Massachusetts 01867
(Address of principal executive offices) (Zip code)

Registrant’s telephone number, including area code: (781) 662-0100
Not Applicable

{Former name or former address, if changed since last report)

Check the appropriate box below if the Form: 8-K filing is intended to simultaneously satisfy the filing obligation of the

registrant under any of the following provisions:
Written communications pursuant to Rule 425 under the Securities Act (17 CFR 230.425)
Soliciting material pursuant to Rule 14a-12 under the Exchange Act (17 CFR 240.14a-12)

oooaon

Pre-commencement communications pursuant to Rule 14d-2(b) under the Exchange Act (17 CFR 240.14d-2(b)}

Pre-commencement communications pursuant to Rule 13e-4(c) under the Exchange Act (17 CFR 240.13e-4(c))

http://www_sec.gov/Archives/edgar/data/799166/000119312505073747/d8ka.htm
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Item 4.01. Changes in Registrant’s Certifying Accountant.

On March 31, 2003, the Audit Committee of the Board of Directors of MASSBANK Corp. (the “Company™)
replaced KPMG LLP (“KPMG”) as the Company’s independent registered public accountants with Parent, McLaughlin
& Nangle. KPMG resigned as the Company’s independent registered public accountants as of such date. The reports
issued by KPMG on the Company’s financial statements for each of the past two fiscal years did not contain an adverse
opinion or disclaimer of opinion, nor were they qualified or modified as to uncertainty, audit scope or accounting
principles. During the Company’s two most recent fiscal years and through the date hereof, there were no disagreements
with KPMG on any matter of accounting principle or practice, financial statement disclosure or auditing scope or
procedure, which, if not resolved to KPMG’s satisfaction, would have caused them to make reference to the subject
matter in connection with their report of the Company’s financial statements for such years; and there were no
“reportable events™ as defined in Item 304{a)(1)}(v) of Regulation 5-K.

The Company provided a copy of the foregoing disclosure to KPMG prior to the filing of its original report
regarding the change in Certifying Public Accountant on Form 8-K on April 5, 2005. Attached as Exhibit 16.1 hereto is
a copy of a letter from KPMG dated April 8, 2003 stating that KPMG agrees with such statements.

On March 31, 2005, the Company engaged Parent, McLaughiin & Nangle to serve as the Company’s independent
registered public accountants for the fiscal year ended December 31, 2005, During the fiscal years ended December 31,
2004 and December 31, 2003, and through the date hereof, the Company did not consult with Parent, McLaughlin &
Nangle with respect to the application of accounting principles to a specified transaction, either completed or proposed,
or the type of audit opinion that might be rendered on the Company’s consolidated financial statements, or any other
matters or reportable events as set forth in Items 304(a)(2)(i) and (ii} of Regulation S-K.

Item 9.G1 Financial Statements and Exhibits.

{c) Exhibits
Exhibit No. Title
16.1 Letter from KPMG LLP dated April 8, 2605

SIGNATURE

Pursuant to the requirements of the Securities Exchange Act of 1934, the registrant has duly caused this report to be
filed on its behalf by the undersigned hereunto duly authorized.

MASSBANK Corp.

Dated: April 11, 2005 By: /s/ Reginald E. Cormier
Name: Reginald E, Cormier
Title: Senior Vice President, Treasurer
and Chief Financial Officer

http://www.sec.gov/Archives/edgar/data/799166/000119312505073747/d8ka.htm 6/8/2005
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EXHIBIT INDEX

Exhibit No. Title

16.1 Letter from KPMG LLP dated April 8, 2005
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EX-16.1 2 dex161.htm LETTER FROM KPMG LLP DATED APRIL 8, 2005
Exhibit 16.1

KPMG LLP Telephone 617 988 1000
99 High Street Fax 617 988 0800
Boston, MA 02110-2371 Internet  www.us.kpmg.com

April 8, 2005

Securities and Exchange Commission
Washington, D.C. 20549

Ladies and Gentlemen:

We were previously principal accountants for MASSBANK Corp. and, under the date of March 14, 2005, we reported
on the consolidated financial statements of MASSBANK Corp. as of December 31, 2004 and 2003 and for the years
ended, management’s assessment of the effectiveness of internal control over financial reporting as of December 31,
2004 and the effectiveness of internal control over financial reporting as of December 31, 2004. On March 31, 2005, we
resigned. We have read MASSBANK Corp.’s statements included under item 4.01 of its Form 8-K dated April 5, 2005
and we agree with such statements, except that we are not in a position to agree or disagree with MASSBANK Corp.’s
statement that the decision to appoint Parent, McLaughlin & Nangle was approved by the Audit Committee of the Board
of Directors or that Parent, McLaughlin & Nangle was not engaged regarding the application of accounting principles to
a specified transaction or the type of audit opinion that might be rendered on MASSBANK Corp.’s consolidated
financial statements.

Very truly yours,

KPre P

KPMG LLP, a .S limited liability partnership, is the U.S.
member firm of KPMG International, a Swiss cooperative.

http://www.sec.gov/Archives/edgar/data/799166/000119312505073747/dex161.htm 6/8/2005
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Susstmse

- Are the Big Four Gouging?

= Nearly three years afler the passage of Sarbanes-Oxley, audit costs at pu

_ companies are soaring, spurring cutrage among CEQOs.
| Seamcn BY MIKE BREWSTER

ConracTus

BOVERTISGHNG

As a licensed cettified public accountant and a former auditor at
one of the Big Four accounting firms, David A. Smith, CEO of
PSS/Woerld Medical, thought he understood a basic axiom of
auditing: The more rigorous a company’s financiat controls, the
less likely that an employee is cooking the books.

That's why Smith thought that his company’s auditing costs would
begin to decline in June 2004, when a major new auditing standard
governing public companies was approved by the Securities and
Exchange Commission. He figured the fees that PSS/ World
Medical's auditor, KPMG, charged for verifying the company's
internal controls—work required under the Sarbanes-Oxley Act—  §
would be offset by the fact that the auditors wouldn't have to do as }
many traditional audit tasks at the medical supply company’s 50
distribution centers.

TR e IR YA O T

But Smith and his fellow executives at the $1.35 billion company, based in Jacksonville, Fla., wi
a surprise. During discussions about the audit with KPMG partners in January, they learned tha
firm’s auditors had spent more hours—not fewer—doing the traditional financial statement audit
projects that PSS/World Medical’s total audit costs for fiscal 2005 will be double those of the pre
year. “If you are going to attest to our intemal controls, and you say we can rely on them, then ¢
we see a reduction in fees associated with the substantive testing?” says Smith, who once work
Coopers & Lybrand, a precursor to PricewaterhouseCocpers. "We haven't seen any of that. I's

gouging.”
KPMG, like the rest of the Big Four firms, does not publicly comment on its work with individual

The explosive rise of Big Four audit fees appears to be one of the many unintended consequenc
Sarbanes-Oxley, one that has CEOs like Smith shaking their heads in bafflement, resignation ai
more than a few cases, outright anger. Regardless of size, geographic location and industry, pu
companies are facing skyrocketing accounting fees—and management teams can do little abou
Smith says of KPMG: "We're going to push back on fees, but | don't have much power to impro
performance because they know we can't switch; it’s too much of a pain.”

Nearly three years after passage of the most far-reaching corporate governance legislation in U
history—driven by accounting scandals at Enron and WorldCom—the world’s biggest auditing f
realizing large increases in revenue. The surge in business is being enjoyed particularly by the E
which in addition to KPMG includes PricewaterhouseCoopers, Deloitte Touche and Emst & You
recent survey by the Corporate Executive Board, a consulting firm, found that the Big Four raise
audit fees during 2004 by an average of between 78 percent and 134 percent.

http://www_chiefexecutive net/mag/206/index.htm] 6/9/2005
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Leaders at some of the Big Four firms say rising auditing costs are the result of market forces a
CEOs, of all people, should understand. “Fees are market-driven—based on competition, our cc
efforts and the cost of recruiting the best people,” says Bob Lipstein, a KPMG partner who head
firm’s Sarbanes-Oxley Section 404 services. How would Lipstein respond to chief executives wk
the current situation? “CEOs,” he says, “have io start getting value out of the information that's .
out of the controls work.” Another basic reality, say the auditors, is that the government forced /
Andersen out of business because of its role at Enron and that dramatically reduced competitiol

marketplace.
] The rise in audit fees is a sensitive issue for the Big Four. Two of tt
fggﬁiﬁﬂmmmw : D:A-Iolitm and Ermnst & Young, declined requests to be interviewed for
. article.

G Aveoespe ey

"% The Big Four's revenues are likely to climb even faster in 2005, as -
i attest to their clients’ compliance with Section 404 of Sarbox, whict
: public companies to certify to the SEC that their financial controls &
: Ina July 2004 survey of 224 public companies with average reven.
: $2.5 billion, conducted by the trade association Financial Executive
international {FEI), executives predicted a 40 percent increase in th
fees their companies would be charged by external auditors. Recen
interviews with several CEOs and third-party experts found that ma
themn expect even higher rates of growth for audiing costs.

%
?

On-the-Job Audit Training The Boad to Sarb:
That's because the Financial Executives survey was done prior to the Oxiey

July 2004 release of the final version of the Public Company Accounting

Oversight Board's (PCAOB) Auditing Standard No. 2, a broad, open- » June 2000 SEC C
ended directive regarding Section 404-related audits. Among the Arthur Levitt propose
increased responsibilities auditors face under the standard is a mandate barring auditing firme
to evaluate all financial controls designed to prevent material fraud. As ~ providing most kinds
public companies scramble to include their interal controls certifications consulting services
in their annual reports to the SEC, auditors are spending enormous audit clients.
amounts of time applying the new standard. Colleen Sayther, president

and CEQ of FEi, estimates that average total fee increases from 2003 to « November 20007
2004 will be somewhere between 100 and 200 percent. approves a watered-¢
version of Levitl’s pre
including a provision
mandating that comp
annually disclose auc
consuiting fees.

One issue is whether the Big Four had adequate time to prepare for alf
these changes. They say they didn’t, but not everyone agrees. Lynn
Turner, former chief accountant at the SEC under Arthur Levitt, the
agency chairman who famously battled the accounting industry in the
late 1990s, says the firms had more than 18 months between the
passage of Sarbanes-Oxiey and the release of Standard No. 2 to prepare * October 2001 Eni
a new audit. “They didn't do it,” says Tumer, now managing director of ~ announces a $638 m
the analytical research firm Glass, Lewis & Co. and chairman of the audit third-guarter loss anc
committee at Sun Microsystems. “Now, you have a bunch of auditors billion reduction in
getting on-the-job internal controls training, which is asinine.” shareholder equity.

» December 2001 E
files for Chapter 11
bankruptcy protectior

There is a good reason why the enormous number of hours auditors
spend examining internal controls is not translating into efficiencies in the
financial statement audit, says Tumer. In the past, he argues, auditors
simply weren't doing a good job on financial statement audits, much less

looking at internal controls. Now, partners and managers at the Big Four » March 2002 Arthy
are struggling to improve both kinds of audits and keep regulators happy.
“Today, the audit firms are realizing that someone is coming in to see
[their work], and the PCAOB can take away a partner's license,” Turner
says. “So they better do the basic audit right, as well as the internal
control audit.”

Andersen is indicted
charges of obstructio
justice, based on shrt
documents related to
Enron audit.

" : » June 2002 Ander:
In addition fo the soaring costs, ancther problem public companies face  found guilty of obstru

is their auditors’ inability fo accurately predict how many hours will be justice, effectively lea
involved. Bill Zollars, CEO of Yellow Roadway, a $3 billion trucking the firm’s demise. Wt
company based in Overland Park, Kan., ran info this issue with KPMG.  announces that it ove
First, it was difficuft for his management team to obtain a forecast of the earnings for all of 20t
hours KPMG would need to complete its 2004 audit, because the tha firet miiarter nf 20
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accounting firm was reluctant to make any forecast before Standard No. 3.8 billion. (Lateres
2 was released. The number of hours KPMG eventually projected turmed  place the fraud at clo
out to be too low by roughly half. “It's hard to tell what value you're billion.)

getting for all that money spent, and it was hard to tell how much effort

on their part was required,” says Zollars. “Nobody likes surprises. And | July 2002 Preside

think a lot of companies are surprised at how much it costs.” KPMG signs the Sarbanes-C
declined to comment on its work for Yellow Trucking. into law.
The amount of money that companies are spending to comply with ¢ June 2004 SEC a

Section 404, in particular, is eye-popping. Yellow Roadway, for example, Auditing Standard Nc
has spent about $7 million in audit and related consulting fees to meet  establishing guideline
the new requirements, and approximately double that amount on intermnal auditing public comp:
expenses related to Section 404 compliance. On average, public internal conirols.
companies spent more than $3.1 million last year on 404 compliance,

according to Financial Executives International. That figure was driven up by the fact that comp:
revenues of $5 billion or more spent $8 million on average. (See chart, page 22.} To be sure, s&
Zollars, “it’s not all the accounting firms’ fault. The law has been a lot more invasive than it was

intended to be.”
e How did it reach this point? Recent shocks to the accounting indus
ff,ﬁf* 0 Bk Pl prompted the firms to try to squeeze fees out of lucrative clients wh

jettisoning risky and nonprofitable ones. First, Andersen’s demise it
threw thousands of public companies onto the auditing market, stre
the auditing staffs of the Big Four perilously thin and driving up hou
Then, the passage of Sarbanes-Oxley barred accounting firms frorr
providing most consulting services to their audit clients, eliminating
revenue stream for the firms and placing a premium on audit fees.
looms the specter of the PCAOB, which conducts annual inspectior
the major accounting firms and wields unprecedented power to dist
them.

e

Lo

After the results of the first PCAOB inspections of the Big Four were made public last August, iF
of audit work related to internal controls skyrocketed, according to Sayther of Financial Executiv
International. “The inspection reports were not that flattering,” she says, “and when the Big Four
they were going to be second-guessed every step of the way, the scope of the work basically
quadrupled.”

Some CEOQOs believe the power of the oversight board, together with the risks of doing a bad auc
embodied by the implosion of Anderser—has forced the Big Four into a highly expensive

conservaliveness. “One of the few firms was put out of business, so they’re running scared,” sa
Nigbor, chairman of the board of Benchmark Electronics, a $1.8 billion manufacturer in Angletol

Audit Fees: Art or Science?

These more painstaking audits eat up additional partner and manager hours, expensive time—L
an hour—that, ultimately, is paid for by shareholders. As Alan Annex, a corporate governance a
the New York law firm Greenberg Traurig, says: “Right now, all the firms are erring on the side «
overcaution. They're tracking the minutiae of hundreds of processes, from how companies oper
how they sign contracts.”

What's especially maddening about audit fees for many companies is that the accounting firms
sometimes seem o employ as much art as science in setting their fees. Projected annual fees ¢
the complexity of a company's accounting and are rarely fixed, meaning that if auditors spot a w
or an extra process to check, they go ahead and do it and bill for it later.

Jeff Rodek, chairman of the Santa Clara, Calif., software maker Hyperion, likens the effort to co
Section 404 to “running the high hurdies in the dark.” Steep audit fees, he says, is one of those
“We expected fees to go up,” Rodek says, “but the initial request was more than we expected. Y
higher fees, less choice and switching auditors implies that something is wrong.” Rodek believe
company's audit fees will be 50 percent higher than they were last year.

Aceording to several CEQOs, the Big Four are factoring the risk of a wayward audit into their fees
Fasola, chairman of RCN, a Princeton, N.J.-based telecomrnunications company that recently ¢
ways with PricewaterhouseCoopers to go to a second-tier firm, estimated that what the Big Fou
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“practice protection,” or insurance and legal costs, comes to about $250,000 per partner. That's
substantial percentage of the annual revenues that the average partner brings in.

In faimess, pricing for risk has long been part of the audit. The $25 million in audit fees that Enr
Arthur Andersen in 2000 was the second highest among public companies that year, even more
$23.9 million that General Electric paid KPMG. “On the face of it, there was no way that you col
Enron should cost more to audit than GE, which had something like 45 maijor subsidiaries,” say
Cheffers, a former PwC auditor who runs AccountingMalpractice.com, a Web site that advises ¢
on litigation risk. “The fact is that Andersen knew Enron was a risk and charged accordingly.” F
SEC Chairman Arthur Levitt believes it's only fair for risk to be a key pricing factor. “The CEOs i
grousing,” Levitt says, “but we're asking auditors to do a lot more than they used to. Before, inte
controls were an afterthought. Now, they are front and center.”

While the Accounting Oversight Board plays a direct watchdog role over the Big Four, other reg
are also keeping a close eye. New York Stock Exchange CEO John Thain, speaking at Chief Ex
CEQO summit in Palm Beach, Fla., in December, noted the lack of choice for large public compa
when it came to purchasing audit services. "Part of the reason that accounting firms have had ¢
blanche,” Thain said, “is that there are basically only four of them, and they’re employed by eve
company that has to do this. And they simply have the ability to charge high amounts.”

The SEC’s chief accountant, Don Nicolaisen, said at an accounting conference in late January il
York that he was hearing complaints from companies accusing their auditors of performing time
consuming, duplicative tasks. Nicolaisen went on to wonder aloud about whether Auditing Stanc
2 was being implemented in a manner “more costly than it needs to be.”

Maurice Taylor, CEO of Titan International, certainly thinks so. Taylor says of the
PricewaterhouseCoopers auditors assigned to the Quiney, lll.-based manufacturer: “These aren
auditors, these are kids. They are trying to read the law, but they don’t know what they're doing.

PricewaterhouseCoopers Vice Chairman John O'Connoer defends his firm’s ability o audit interr
controls. “l think next year you'll see more of an integrated audit,” O'Connor says. “It was hard t
this year when Standard No. 2 came out so late, and there was not a lot of interpretive guidance

Despite the prestige of a Big Four audit, no firms have a stranglehold on the auditing business ¢
largest U.S. companies. Partly because of the Big Four's tarnished reputation in light of the aco
scandals, a national or even a regicnal firm is now a viable option for many companies. In fact,
and third-tier accounting firms are seeing significant increases in business. According 1o the res
firm Audit Analytics, in two-thirds of the cases in which a Big Four firm and its client parted way
between from January through August 2004, it was the client that broke off the relationship.

The issue may be one of quality as well as cost. “Over the long term, our fees are probably a lifl
than the Big Four's,” says Ed Nusbaum, CEO of Grant Thornton, a leading second-tier firm. “Bu
Four's real problem isn’t that their fees are going up. It's that their fees are geing up and their se
getting worse.” RCN's Fasola believes a company is “better off” being a high-priority client of a s
tier firm than a low-priority client of a Big Four firm.

Pricing for Risk

For smaller and non-U.S. companies, some relief on the regulatory front may be on the way. Th
announced in early February that it would consider allowing “appropriate delay” for such compa
comply with Section 404 of Sarbanes-Oxley. Their current deadiine for compliance is this sumrm
However, large U.S.-based companies have no such leeway.

What’s more, for a truly global audit—and that’s what most major companies need—the interna
reach of the Big Four is a must. The bad news is that it appears fees won't be going down anytil
“The rates will likely have some increases, based on our cost increases,” says O'Connor.

While the Big Four talk of becoming more efficient as they get up to speed on internal controts,
observers remain skeptical. “The Big Four love Sarbanes-Oxley,” says Ron Baker, author of Finl
Fuiure, a book that argues that accounting and [aw firms should bill not by the hour but by the v
add. Baker suggests that the public auditing franchise be taken away from CPAs to trigger grea
competition and, in turn, iower prices.
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But for the foreseeable future, that isn'f going to happen. The PCAOB, which sets audit standan
United States, and the International Auditing and Assurance Standards Board, which sets stand
the rest of the world, appear committed to maintaining exacting audit standards, meaning upwa
pressure on fees.

From the point of view of overall public policy, the question is whether the cost and time involve
complying with ever-tightening standards is making boards more conservative and risk-averse,
therefore acting as a constraint on the ability of chief executives to take risks and increase sales
majority of CEQs probably believe that the answer fo that question is, “Of course.” But unless i
communicate that message to Washington, without sounding like cry babies, there's litle on the
but even more auditor hours, higher audit fees and greater CEQ frustration.

Mike Brewster is author of Unaccountable; How the Accounting Profession Forfeited a Public T
(Wiley & Sons, 2003).

On the AuditingWars

Lynn Turner, an industry insider, offers a historical perspective.

Lynn Turmner has been involved in the accounting industry for nearly 3
He recently served as point man for SEC Chairman Arthur Leviit's ba
accounting firms from selling consulting services to their audit clients.
is managing director of the analytical research firm Glass, Lewis & Ct
chairman of the audit committee at Sun Microsystems. Excerpts from
interview with Chief Executive:

On the ability of the Big Four to audit internal controls: “When | j
profession in July of 1976, we did a lot of testing on internal controls.
qwas, if controls are working the way they should, it gives you great co
that the numbers are good. Today, many Big Four partners have neve
B8 audit internal controls. That fell out of vogue in the early 1980s.”

*On the competition that drove down audit fees in the 1980s and !
“When the firms were forced to go to competitive bidding in the 1970s, corporations did a fantast
playing one firm off ancther from then on. The firms had to reduce hours to lower fees, and that r
audit that wasn'’t as good.”

On the impact of Sarbanes-Oxley: “There are a number of institutions, as a result of their SOX
have found controls weaknesses. A lot of companies haven't had the right controls in place, and-
time in years, they’re being forced to invest in the finance function.”

On the value of an audit: “People need to realize this is a very important function of the capital
It's worth a lot more than the 99 bucks an hour companies were paying for a fong time.”
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