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February 25, 2010

Office of the Secretary

Public Company Accounting Oversight Board
1666 K Street, N.W.

Washington, D.C. 20006-2803

Via email to comments@pcaobus.org

RE: PCAOB Rulemaking Docket Matter No. 026: Re-Proposed Auditing Standards
Related to the Auditor’s Assessment of and Response to Risk; Proposed Conforming
Amendments to PCAOB Standards.

Dear Board Members:

The Auditing Standards Committee of the Auditing Section of the American Accounting
Association is pleased to provide comments on the PCAOB Rulemaking Docket Matter
No. 026: Re-Proposed Auditing Standards Related to the Auditor’s Assessment of and
Response to Risk; Proposed Conforming Amendments to PCAOB Standards. We very
much appreciate the opportunity to provide input.

The views expressed in this letter and attachments are those of the members of the
Auditing Standards Committee and do not reflect an official position of the American
Accounting Association. In addition, the comments reflect the overall consensus view of
the Committee, not necessarily the views of every individual member.

We hope that our attached comments and suggestions are helpful and will assist in
finalizing the proposed guidance. If the Board has any questions about our input, please
feel free to contact our committee chair for additional follow-up.

Respectfully submitted,

Auditing Standards Committee
Auditing Section - American Accounting Association

Committee Members:

Chair, James Bierstaker, Villanova University
Joseph Brazel, North Carolina State University
Steven Glover, Brigham Young University

Ed O’Donnell, Southern Illinois University
Randal J. Elder, Syracuse University

Robert J. Ramsay, University of Kentucky
Sandra Shelton, DePaul University

General Comments
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The Committee encourages the PCAOB (“the Board”) to maintain consistency
with International Standards on Auditing (ISA’s) when developing new standards. We
suggest the PCOAB use existing standards (AU’s and ISA’s) as the baseline and then
make adjustments as necessary for public company audits. This would allow the PCAOB
to leverage the work of the ISA and ASB and reduce the unnecessary differences between
the standards (Glover et al. 2009). For example, the clarified Auditing Standards Board
standards (AU’s) start with ISA’s and then make changes for the United States based on
the expertise of ASB members, which enhances convergence between the AU and ISA.
Similarly, the PCAOB could use AU’s as their base of standards. We believe that it
would be preferable to have one set of primary standards (based on ISA’s and AU’S),
with PCAOB auditing standards for requirements unique to U.S. registered securities
when necessary. With these standards, the Board is moving toward the development of
comprehensive standards that are largely overlapping with other auditing standards.

The following section presents a number of specific comments or suggestions relating to

the proposed standards, organized along the lines of the questions posed by the Board in
Appendix 9 of the proposed standards.

Comments Addressing PCAOB-proposed Questions

Proposed Auditing Standard, Audit Risk

2. Does the new proposed standard on audit risk describe clearly the concept of
audit risk and its components?

The revised standards consistently use the label “risk” when referring both to
auditor judgment about the likelihood for material misstatement and the actual likelihood
of material misstatement. Those two constructs are very different. Using the terms
interchangeably in an auditing standard could cause expectations gaps. The generally
accepted interpretation of the term “risk” is probability or likelihood. Because auditors
never know the actual likelihood, they never really respond to risk as the public
understands risk. An auditor’s assessment of and response to risk actually refers to their
informed opinion (or assessment) about the likelihood for material misstatement and the
decisions (or response) motivated by that opinion. Auditors respond to evidence under
ambiguous conditions, that is, conditions characterized by second order uncertainty. They
are never in a position to respond to risk by evaluating evidence when they know the
actual probability that misstatement exists. Perhaps the Board should consider defining
these terms separately.

Paragraph 8 states “Inherent risk and control risk are the company’s risk; they
exist independently of the audit”. This wording can cause confusion regarding the
importance of inherent risk and control risk on the auditor’s actions. It would be better to
emphasize that inherent risk and control risk are a function of the company’s
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characteristics but influence the auditor’s actions. It would be helpful to emphasize that
the auditor assesses these risks using risk assessment procedures and then design testing
to be responsive to those risks. In addition, while the assumption that inherent risk is
independent of the audit has been commonly held over time, the statement that control
risk is independent of the audit implies that the cost-benefit decision (audit/test controls
more (cost) to reduce control risk more (benefit) that is present in private company audits
is not an option for public company audits (i.e., in private company audits control risk is
typically not independent of the audit). The standards suggest that, for public companies,
the auditor is required to test controls (for all material cycles) until control risk can be set
at a minimum or “low” level or a significant deficiency or material weakness should be
reported. While this statement is appropriate for large public company audits, the
standards should highlight this difference from the audits of small public or privately held
entities.

Throughout the standards the phrase “misstatement...that could be material,
individually or in combination with other misstatements” is used. Clearly, any
misstatement could be material “in combination with other misstatements.” This phrase
apparently refers to the idea of tolerable misstatement. The standards should clarify the
link to tolerable misstatements. Also, the standards provide guidance as to how tolerable
misstatement is determined, but they should explain how auditors incorporate the concept
in risk assessment. For example, is the amount different for different accounts,
assertions, or disclosures?

There is surprisingly little discussion of going concern risk. The standards rightly
mention the entity’s going concern as an important disclosure and refer to AU 341, "The
Auditor's Consideration of an Entity's Ability to Continue as a Going Concern".
However, AU 341 does not direct auditors to specifically accumulate information about
the entity’s going concern status in the planning stage. Many of the procedures required
in these standards would provide important information about whether the entity can
continue as a going concern. The standards should specifically include gathering
information about the entity’s ability to continue as a going concern as part of the risk
assessment procedures.

The report of the risk assessment team of the PCAOB research synthesis program
recommends using risk assessment measures from other fields such as systems dynamics,
data envelopment analysis, and others to evaluate potential risks (Allen et al. 2006).
Consider recommending or mentioning such procedures for auditors. The research
synthesis team also points out that fraud risk assessments are enhanced by considering
fraud risks separately from risk of misstatements due to error. This might be specifically
suggested in the standards. Round numbers ($10,000) or numbers slightly below a
threshold ($9,999) are other important indicators of fraud that could be included in
Appendix C of “Evaluating Audit Results”.

Proposed Audit Standard, Consideration of Materiality in Planning and Performing
an Audit
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7. Are the provisions in the new proposed standard regarding consideration of
materiality in multi-location engagements appropriate in light of the auditor’s
responsibility to plan and perform audit procedures to detect misstatements that,
individually or in combination, would result in material misstatement of the
financial statements?

We agree that materiality at an individual location or component cannot exceed,
and generally should be less than, materiality for the financial statements as a whole. We
suggest the Board consider providing additional guidance in the area of multi-location or
group engagements. PCAOB inspections have noted a wide variety of practices in the
area of materiality in multi-location or group audits. Some of the practices have been
troubling. For example, some group engagement teams have allocated the full materiality
for the financial statements taken as a whole to all components, even when there are a
large number of components. Such an allocation methodology can result in an
unacceptable level of audit risk at the group level (see Glover et al., 2009). To partially
address this troublesome practice, the proposed standard could include simple directional
guidance such as, “as the number of locations or business units increases, the size of unit
materiality generally decreases in proportion to materiality for the financial statements
taken as a whole.” For other examples of additional guidance see ISA 600.21-23, A42-
A46, and Glover et al. 2009. For example, ISA 600.21 clarifies that the unit or
component materiality is established by the group engagement team. This is important to
adequately address audit risk at the group level. ISA 600.23 discusses statutory audits at
the component level (e.g., component materiality for a publicly traded subsidiary). ISA
600.43 clarifies that different component materiality may be established for different
components and that component materiality need not be an arithmetical portion of
financial statement materiality. Importantly, A43 clarifies that the aggregate of
component materiality may exceed the materiality for the group financial statements as a
whole. This notion that the aggregation of component materiality can be greater than
financial statement materiality is similar in concept to the concern raised below regarding
tolerable misstatement in the proposed standard.

In the section on tolerable misstatement we believe there is the potential for
confusion. The proposed standard, “Consideration of Materiality in Planning and
Performing an Audit” uses both terms *“amount” and “amounts” of tolerable
misstatement. Does “amounts” relate to classes of transactions (see note 2 in Appendix 3)
or is it the plural form of amount and thus is the aggregate of all the tolerable
misstatements? If it is the plural, a reader could inappropriately interpret “amounts of
tolerable misstatement should be less than materiality level” as a requirement that the
summation or aggregation of the individual tolerable misstatements cannot exceed
materiality for the financial statements taken as a whole (a similar inappropriate
interpretation could be made from PCAOB Interim Standard AU350.18 “combined for
the entire audit.”) We do not believe the use of the term “amounts” is useful or necessary
in the proposed standard. Furthermore, it is not conceptually correct, or consistent with
current practice in the U.S. or internationally, to cap the summation or aggregation of the
individual tolerable misstatements to financial statement materiality. For further
discussion on the determination and allocation of tolerable misstatement see Zuber, et al.
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(1983) and the AICPA 2008 Audit Sampling Guide. Capping the aggregation of
tolerable misstatements to financial statement materiality would result in over-auditing.

8. Are the revised provisions regarding reassessment of materiality appropriate in
light of the auditor's responsibility to plan and perform audit procedures to detect
misstatements that, individually or in combination, would result in material
misstatement of the financial statements?

Similar to having different materiality for particular accounts and disclosures, the
standards should discuss the propriety of having different quantitative materiality levels
for different evaluations. For example, a larger materiality amount is likely used to
evaluate misstatements that have no effect on net income (see AICPA 2008 Audit
Sampling Guide). Auditors also likely use a larger materiality amount for applying a
misstatement to prior periods under SAB 108. The propriety of using different
materiality measures in these instances should be addressed. The standards should also
clarify how having lower materiality for particular accounts and disclosures (e.g., related
party transactions) is different than tolerable misstatement.

Proposed Audit Standard, Identifying and Assessing the Risks of Material
Misstatement

9. Does the new proposed standard adequately describe the auditor's responsibilities
for performing risk assessment procedures that are sufficient to provide a
reasonable basis for the identification and assessment of risks of material
misstatement due to error or fraud and to design further audit procedures?

The proposed standard makes clear the auditor’s responsibilities for performing
risk assessment procedures. The wording of paragraph 5 is helpful in that it notes that risk
assessment procedures require gathering evidence. This wording helps auditors
understand the importance of the risk assessment procedures and that they should be
considered as important as tests of controls and substantive tests.

However, there are two reasons that assessments of fraud risks and business risks
may fail to affect the scope of testing. First, the standards are silent as to whether these
assessments should be at the engagement, cycle, account, or assertion level. Perhaps the
most efficient method would be one assessment for each at the engagement level.
Second, the standards provide little to no guidance on how fraud risk and business risk
are to be incorporated into the audit risk model. Specific guidance on how business risks
should be incorporated in the assessment of inherent risk would be useful. Although the
standards address how auditors should respond to the risk of fraud, they do not address
whether identified fraud risk should affect assessments of inherent risk.

In addition, the discussion of industry, regulatory and other external factors in
paragraph 9 should be expanded to provide similar detail as the other categories of risk
factors. For example, it should include a discussion of tax policies, international customs
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and regulations, etc. Moreover, the discussion of performance measures in paragraph 17
should be expanded to include incentives the performance measures may provide for
management to misstate the financial statements. The discussion on page A9, paragraph
31 might be helpful in this regard.

Paragraph 49 — In the third bullet point, consider adding of “of internal controls”
to “management override.” In the discussion of potential responses (fourth bullet point),
research has shown time and time again that auditors have difficulty changing the nature
of tests in relation to variation in fraud risk (Zimbelman 1997; Glover et al. 2003; Asare
and Wright. 2004). This may be an expertise issue and most audits (especially medium to
high fraud risk audits) would benefit greatly from a fraud specialist assisting in this area.
Thus, the fourth bullet point should stress that consideration should be given to using a
fraud specialist. The fraud brainstorming requirement and potential need to include a
forensic specialist should be cross-referenced in the standard Audit Planning and
Supervision.

The requirement to understand communications on page A4-13 in paragraph 32
should include understanding how management communicates to employees involved in
the financial reporting process. Paragraph 53.c(3) on page A4-21 should include
inquiring about the results of internal auditors’ procedures, and paragraph B4 on page
A4-32 should refer to AU 324 “Service Organizations.”

Finally, there should be some discussion of planning procedures to audit
beginning balances where a previous audit has not occurred.

10. Are the auditor's responsibilities regarding the additional procedures for
understanding the company and its environment in paragraph 11 clear?

The requirement to understand communications on page A4-13 in paragraph 32
should include understanding how management communicates to employees involved in
the financial reporting process, paragraph 53-c-3 on page A4-21should include inquiring
about the results of internal auditors’ risk assessments, control documentation, and audit
procedures, and on page A4-32, paragraph B4 should refer to AU 324 “Service
Organizations”.

11. Are the proposed requirements regarding obtaining an understanding of
internal control over financial reporting appropriate in light of the auditor’s
responsibilities for identifying and assessing the risks of material misstatement?

Proposed Auditing Standard, Identifying and Assessing Risks of Material
Misstatement

Paragraphs 19 and 20 discuss how auditors should test the design effectiveness of
internal controls. The Board should consider replacing “test” with “evaluate.” Auditors
pass judgment on the design effectiveness of internal control by learning what controls
are in place then evaluating whether those procedures accomplish all of the control
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objectives that should be in place. Auditors test control effectiveness by gathering
evidence that the control is working like it was intended to work. Auditing standards use
“test” when referring to a procedure for gathering evidence that something was done
correctly. Evaluating design effectiveness simply involves learning how controls are
supposed to work then forming an opinion about whether the suite of controls provides
sufficient protection. Auditors don’t need any evidence about whether the process was
executed correctly. Using the term “test” with respect to forming an opinion about both
design and operational effectiveness suggests that these two activities are similar in ways
that they are not.

In addition, the discussion of industry, regulatory and other external factors in
paragraph 9 should be expanded to provide similar detail as the other categories of risk
factors. For example, it should include a discussion of tax policies, international customs
and regulations, etc. Moreover, the discussion of performance measures in paragraph 17
should be expanded to include incentives the performance measures may provide for
management to misstate the financial statements. The discussion on page A9, paragraph
31 might be helpful in this regard.

Proposed Auditing Standard, The Auditor’s Responses to the Risks of Material
Misstatement

13. Are the proposed requirements for overall responses and responses involving the
nature, timing, and extent of audit procedures appropriate given the auditor’s
responsibility to opine with reasonable assurance about whether the financial
statements are presented fairly, in all material respects, in conformity with the
applicable financial reporting framework?

Paragraph 36 says: “The auditor should perform substantive procedures for each
relevant assertion of each significant account and disclosure...” The standard should
indicate if a significant account is the same as a material account. If so, use the label
“material.” If not, the standard should define what a “significant” account is. The
standard should reference the definition of significant accounting in AS5 as in footnote
26 on Page A4-23.

14. Does the new standard clearly describe when tests of controls are necessary in an
audit of financial statements only?

The standard is fairly clear that tests of controls need only be performed in an
audit of financial statements only if the auditor plans to assess control risk less than the
maximum (paragraph 16), or if substantive procedures alone do not provide sufficient
appropriate evidence (paragraph 17). However, there has been some confusion by
practitioners and in academia as to whether choosing not to test controls is an appropriate
audit strategy when a substantive approach is deemed more efficient. Further, paragraph
16 appears to require annual testing of controls and eliminate rotational testing, even for
automated controls. Any guidance in AS5 would not be considered applicable to an audit
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of the financial statements only. Additional guidance in the standard on this issue would
be helpful.

The standard would also seem to indicate that no reduction on control risk should
occur based on understanding the design effectiveness of controls. However, a control
that does not exist or is designed ineffectively should have a different impact on testing
than a control that is designed effectively, but was not tested by the auditor. However,
according to the standard, each situation would result in control risk assessed at the
maximum.

Paragraph 34(a) should indicate if the Board is referring to compensating controls.
It is unclear what controls are being discussed. Auditors test key controls for each
assertion on which they may be able to assess control risk as less than maximum. If those
controls are not functioning to the auditor’s satisfaction, what other controls could be
tested to support a control risk assessment at less than maximum?
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Additional Comments on the PCAOB-proposed Auditing Standards
Proposed Audit Standard, Audit Planning and Supervision

In Paragraph 7, there should be a specific emphasis on preliminary analytical
procedures as an integral part of planning, separate from analytical procedures performed
as risk assessment procedures. The importance of auditors’ fraud risk assessments,
including brainstorming, should also be emphasized as an important part of audit
planning. “Matters affecting the industry” should include knowledge of important
accounting principles. Paragraph 9 should discuss the need for specialists.

Paragraph 15 — In cases where changes are made during the course of the audit, it
would be prudent to mention that the audit fee or budgeted hours of the engagement
should be re-assessed to determine if they are adequate, given the change. Otherwise it is
possible that the re-assessment will not be done due to budgetary constraints, or that re-
assessments will lead to under-auditing if the fee or audit budget are not re-addressed.

Paragraph 23 (c) — Given the percentage of time engagement management spends
in review (because of its importance), it is surprising to observe that only a few
paragraphs were devoted to review. Specifically, it might be necessary to provide
examples of “levels of supervision” in relation to review. For example, research shows
that face-to-face review methods are preferred by reviewers when risks are high as this
review method positively affects the effectiveness of preparers’ work (Brazel et al 2004;
Payne et al. 2010; Agoglia et al 2010). However, reviewers find electronic review more
efficient and choose to use this method when balancing multiple clients. We have learned
much about the review process through research since SAS 22. It might be prudent to
incorporate this knowledge efficiently into this standard.

Proposed Audit Standard, Sufficient Appropriate Audit Evidence

On page A7-2, paragraph 7, the definition of quality of evidence as relevant and
reliable, although consistent with current standards, is necessary, but not sufficient. For
example, testing calculations for a complex derivative is both relevant and reliable for the
valuation assertion. However, it is not sufficiently persuasive. Another factor is needed
in the definition of appropriate evidence. Consider adding language regarding the
“diagnosticity” or “persuasiveness” of the evidence.
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March 2, 2010
Via E-mail: comments@pcaobus.org

Office of the Secretary

Public Company Accounting Oversight Board
1666 K Street, NW

Washington, DC 20006-2803

Re: PCAOB Release No. 2009-007, Rule Making Docket Matter No. 026,
Proposed Auditing Standards Related to the Auditor’s Assessment of and Response
to Risk, and Related Amendments to PCAOB Standards

Dear Members and Staff of the Public Company Accounting Oversight Board:

BDO Seidman, LLP welcomes this opportunity to comment on the PCAOB’s Proposed Auditing
Standards Related to the Auditor’s Assessment of and Response to Risk, and Related
Amendments to PCAOB Standards (the “new proposed standards™). Overall, we believe that
the new proposed standards have enhanced the clarity of the original proposed risk
assessment standards, such that they more clearly set out the Board’s expectations with
respect to planning and performing an audit using risk assessment principles. Additionally,
we appreciate the efforts made by the Board to promote transparency into the standards-
setting process by re-exposing these standards and providing enhanced discussion within the
release regarding the Board’s rationale for the more significant decisions made.

As set out in our comment letter on the original proposed standards, we support the Board’s
objective to update its extant interim standards to more fully incorporate guidance about
the risk assessment process, including gathering information, evaluating that information to
assess risks at the assertion level, designing and performing further audit procedures, and
evaluating results and reaching an appropriate conclusion. We believe the new proposed
standards largely achieve that goal.

Our comments are organized such that our overall comments are provided first, followed by
our responses to the specific questions posed in the release, which include additional
commentary on certain matters specific to an individual Appendix.

Overall Comments

Structure and Organization of the New Proposed Standards

To assist practitioners in understanding and effectively implementing the PCAOB’s standards,
we encourage the Board to continue to apply a consistent structure in developing its
standards, including (1) the use of objectives that provide the context within which the
requirements of the standard are to be performed, and (2) the use of appendices that

BDO Seidman, LLP, a New York limited liability partnership, is the U.S. member of BDO International Limited, a UK company limited by guarantee, and forms part
of the international BDO network of independent member firms.

BDO is the brand name for the BDO network and for each of the BDO Member Firms.
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include definitions of technical terms and expand upon special topics. A consistent
framework in developing standards promotes a clear understanding of the requirements
within a standard and the methods to implement those requirements.

Two areas where we believe the structure of the proposed standards may be improved
include the use of notes and appendices within the standards. We understand that notes and
appendices are integral parts of the standards and as such, they carry the same authoritative
weight as other portions of the standards; however, we believe that setting requirements in
notes and appendices may obscure essential guidance. We believe the structure of the
standards would be enhanced by organizing the standards such that notes only provide
further clarification and do not introduce additional requirements. Further, we believe that
the guidance included within appendices should not include requirements not otherwise
mentioned in the body of the standard, but rather should provide supplementary or
explanatory material on a special topic. This would be similar to the manner in which
appendices are used in the International Auditing and Assurance Standards Board (IAASB) and
Auditing Standards Board (ASB) standards, where appendices are also considered an integral
part of the standards.

Convergence
We understand that the PCAOB, in developing these new proposed standards, has taken into

account the risk assessment standards of the IAASB, and we support this convergence effort.
In describing the rationale for the differences that exist between the IAASB standards and
the new proposed standards, Appendix 9 to the release explains that since the Board’s
standards must be appropriate for audits of issuers and consistent with the Boards’ statutory
mandate to oversee the audit of public companies that are subject to the securities laws, its
standards will necessarily differ in some respects from I1AASB standards. While we agree that
certain differences will necessarily exist to reflect the PCAOB’s mandate to oversee audits of
public companies, these differences are not always specific to auditing in a public company
environment.

For example, the International Standards on Auditing (ISAs) use the term “performance
materiality” when referring to the amount or amounts set by the auditor at less than
materiality for the financial statements as a whole to reduce to an appropriately low level
the probability that the aggregate of uncorrected and undetected misstatements exceeds
materiality for the financial statements as a whole. The PCAOB standards use the term
“tolerable misstatement” for the same concept. We strongly recommend that the PCAOB
eliminate these types of differences, such that the remaining differences between the
standards reflect only differences necessary as a result of aspects unique to the U.S. public
company environment and/or for which auditor performance is expected to differ. This is
particularly important for those firms that audit both public and private companies and
those that audit companies with operations in multiple countries, which as a matter of
practicality, therefore, use the ISAs as the basis for their uniform methodologies for the
worldwide network.
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Additionally, we suggest listing differences from the ISAs that are expected to result in
significant differences in practice, such that if a difference were not listed, it could be
presumed not to be a significant difference that would require a different auditor response
than under the ISA.

Collaboration with Other Audit Standards-Setters

We acknowledge the steps the PCAOB has taken to participate with other standards-setters
in the development of auditing standards, for example, through attending IAASB meetings,
inviting the IAASB and ASB Chairmen to join the SAG meetings, and participating in joint
meetings of standards-setters. We support these efforts and encourage the PCAOB to work
more collaboratively with the IAASB and ASB, through participation on IAASB and ASB task
forces to benefit from the discussions held at this level in formulating the public company
perspective.

Additionally, we believe the Board could enhance its standards-setting process by
establishing external task forces to participate in developing and updating its own auditing
standards. Such an approach was used previously by the PCAOB in developing the PCAOB’s
Staff Views of An Audit of Internal Control Over Financial Reporting That Is Integrated with
An Audit of Financial Statements: Guidance for Auditors of Smaller Public Companies. This
guidance was developed, under the oversight of the PCAOB, by a working group of auditors
with experience in this subject matter. In developing this guidance, the PCAOB also
consulted with financial executives from smaller public companies.

Transparency of Standards-Setting Process

We encourage the PCAOB to continue to engage the various stakeholders in the standards-
setting process through the use of concept releases, re-exposing proposed standards when
necessary, and discussions at the open Standing Advisory Group meetings. Also, as mentioned
above, an important aspect of transparency is providing a complete and clear analysis of
differences between the PCAOB’s standards and the ISAs and, in particular, where such
differences are expected to result in a different auditor action, we urge the PCAOB to
provide such an analysis.

Effective Date

We note that the effective date set out in the release is expected to be for audits of fiscal
years beginning on or after December 15, 2010. In setting an effective date, we encourage
the Board to consider the time required for SEC approval, in addition to the time required by
firms to incorporate the standards into their audit methodologies and provide for training
prior to implementation. As such, we suggest revising the anticipated effective date if these
new proposed standards are not approved by the SEC prior to June 2010.
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Specific Questions Posed in the Release

1. Are the objectives in the new proposed standards useful in providing context for
the requirements in the standards?

Yes. We support the use of objectives in the new proposed standards and believe objectives
should be established for all PCAOB Auditing Standards. The use of objectives in each
auditing standard establishes a useful context for the auditor to evaluate whether the
procedures performed were sufficient to meet the stated objective. Such a construct
strengthens the standard and, as a result, audit quality is enhanced.

Appendix 1 - Audit Risk

2. Does the new proposed standard on audit risk describe clearly the concept of
audit risk and its components?

While the discussion in the new proposed standard appropriately defines audit risk as a
function of the risks of material misstatement and detection risk, it does not include a
discussion that explains that the assessment of risks is based on audit procedures to obtain
information necessary for that purpose and evidence obtained throughout the audit, and that
the assessment of such risks is a matter of professional judgment. Accordingly, we
recommend including such a discussion.

Further, we suggest clarifying that in assessing risk the auditor must evaluate both control
risks and inherent risks, but that a separate conclusion (e.g. high, medium, low) is not
necessary for each of these separately in reaching the conclusion as to the risk of material
misstatement for any assertion. We believe that the current discussion of risk may
inappropriately imply that a conclusion for each aspect of risk is necessary to determine the
overall risk of material misstatement for an assertion.

3. Does the new proposed standard on audit risk describe clearly the relationship
between detection risk and substantive procedures?

No. We do not believe that the relationship between detection risk and substantive
procedures is clearly described. While the new proposed standard appropriately explains that
the level of detection risk is reduced by performing substantive procedures, it does not
describe the interaction between detection risk and other procedures the auditor performs,
such as tests of controls, which impact the level of detection risk.

Appendix 2 - Audit Planning and Supervision

4. Are the proposed requirements for multi-location engagements appropriately
aligned with Auditing Standard No. 5?
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Overall, we believe the proposed requirements for multi-location engagements are
appropriately aligned with Auditing Standard No. 5. We have one suggestion, however,
related to the unpredictability of auditing procedures. Paragraph 14 of the new proposed
standard explains that the “auditor should vary the nature, timing, and extent of audit
procedures at locations or business units from year to year.” In addition to this guidance, we
believe it would be appropriate, within the context of multi-location engagements, to
include as an example of such unpredictability the concept of varying the location where
audit procedures are to be performed from year to year.

5. Is it clear how the proposed requirements for multi-location engagements would
be applied in audits of financial statements only?

Yes. We believe that the proposed requirements for multi-location engagements, which align
with Auditing Standard No. 5, clearly describe how such requirements would be applied in
audits of financial statements only.

6. Are the differences between the responsibilities for supervision of engagement
team members and oversight of specialists in accordance with AU sec. 336
appropriate in light of the auditor’s responsibilities to opine with reasonable
assurance on whether the financial statements are fairly presented, in all
material respects, in conformity with the applicable financial reporting
framework?

Overall, we believe the differences between the responsibilities for supervision of
engagement team members and oversight of specialists are appropriate. However, we
suggest enhancing the guidance by emphasizing the need to communicate the nature, scope,
and objectives of the work to be performed by the specialist with engagement team
members. Further, we support the Board’s current standards-setting project on this topic, to
consolidate into one standard all relevant guidance relating to using the work of an auditor’s
specialist, whether employed or engaged by the auditor.

Appendix 3 - Consideration of Materiality in Planning and Performing an Audit

7. Are the provisions in the new proposed standard regarding consideration of
materiality in multi-location engagements appropriate in light of the auditor’s
responsibility to plan and perform audit procedures to detect misstatements that,
individually or in combination, would result in material misstatement of the
financial statements?

Yes. We agree that the provisions regarding consideration of materiality in multi-location
engagements are appropriate.
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8. Are the revised provisions regarding reassessment of materiality appropriate in
light of the auditor’s responsibility to plan and perform audit procedures to
detect misstatements that, individually or in combination, would result in
material misstatement of the financial statements?

Yes. We agree with the revisions made to the original proposed standard, such that the
auditor’s reassessment of materiality and tolerable misstatement is made in light of whether
changes in circumstances or additional information that the auditor becomes aware of would
influence the judgment of a reasonable investor. The discussion in Appendix 9 explains that
this revision is intended to encompass situations such as when:

e Changes in laws, regulations, or the applicable financial reporting framework affect
investor’s expectations about the measurement or disclosure of certain items.

o Significant new contractual arrangements have attracted attention on a particular
aspect of a company’s business that is separately disclosed in the financial
statements.

We believe that these examples are important to the auditor’s understanding about how to
apply the requirement to reassess established materiality to reflect the broader principal
that materiality and tolerable misstatement should be reassessed not only as a result of
changes in amounts upon which materiality levels were first based but also on changes in
circumstances or information that may affect judgments of a reasonable investor. For this
reason, we suggest including these examples in the new proposed standard rather than in an
appendix to the release.

Additional Comment

We understand that the Board has considered the comments received on the original
proposed standard relating to the use of the term “performance materiality” and decided to
retain the term tolerable misstatement because it is well understood by practitioners. We do
not agree with the Board’s conclusion for two reasons:

1. Both the ISA’s and the ASB’s clarified risk standards refer to performance materiality
in reference to amounts set by the auditor at less than materiality for the financial
statements as a whole to reduce to an appropriately low level the probability that
the aggregate of uncorrected and undetected misstatements exceeds materiality for
the financial statements as a whole. As auditors begin implementing these
standards, (the clarified ISAs are effective for periods beginning on or after
December 15, 2009 and the effective date for the ASB’s clarified Statements on
Auditing Standards (SAS), while not yet set, is anticipated to be effective shortly
thereafter), this term will become well understood.

Since almost every registered audit firm will have both public and private company
engagements, and since many will also encompass international engagements using
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foreign auditors, having two terms to describe exactly the same concept makes it
unnecessarily cumbersome for audit firms to maintain in policies, procedures and
training materials, and will likely result in confusion as to the meaning of the two
terms.

2. The term performance materiality is distinguished from tolerable misstatement in
both the clarified ISAs and SASs in that performance materiality is used with respect
to assessing risks of material misstatement and determining the nature, timing, and
extent of further audit procedures, whereas tolerable misstatement is used in the
application of performance materiality to a particular sampling procedure.

Therefore, to avoid any confusion about the use of these terms, we strongly recommend that
the PCOAB replace the term “tolerable misstatement” with “performance materiality” in the
new proposed standard on materiality.

Appendix 4 - Identifying and Assessing Risks of Material Misstatement

9. Does the new proposed standard adequately describe the auditor’s
responsibilities for performing risk assessment procedures that are sufficient to
provide a reasonable basis for the identification and assessment of risks of
material misstatement due to error or fraud and to design further audit
procedures?

Generally, we believe the new proposed standard adequately describes the auditor’s
responsibilities for performing risk assessment procedures that are sufficient to provide a
reasonable basis for the identification and assessment of risks of material misstatement due
to error or fraud and to design further audit procedures.

However, we believe that a fundamental aspect of the objective is missing. To adequately
describe the auditor’s responsibility, it is essential to describe how such an assessment is to
be performed, which is primarily through obtaining an understanding of the entity and its
environment, including the entity’s internal control. Including this reference within the
objective emphasizes its importance in the risk assessment process and corresponds to the
prominence of this concept within the standard itself.

10. Are the auditor’s responsibilities regarding the additional procedures for
understanding the company and its environment in paragraph 11 clear?

No. We believe that the auditor’s responsibilities regarding all the procedures for
understanding the company and its environment, as set out in paragraph 11, should be
clarified by including a reference to paragraph 7 regarding the auditor’s responsibility to
understand the events, conditions, and company activities that might reasonably be
expected to have a significant effect on the risks of material misstatement. Without such a
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link, the connection between the auditor’s responsibilities and the requirement to consider
performing the listed procedures may not be clearly evident and the effectiveness of such
procedures may be diminished.

11. Are the proposed requirements regarding obtaining an understanding of internal
control over financial reporting appropriate in light of the auditor’s
responsibilities for identifying and assessing the risks of material misstatement?

Overall, the proposed requirements regarding obtaining an understanding of internal control
over financial reporting are appropriate. However, to strengthen the proposed standard, we
suggest including a more robust discussion of entity level controls, similar to the discussion
in Auditing Standard No. 5, paragraphs 23-24. While we agree with the discussion in
Appendix 9 that explains that the objective of an audit of only the financial statements
differs from an audit performed under Auditing Standard No. 5, we believe that the auditor’s
understanding of entity level controls, which add to or potentially mitigate risks of material
misstatement, is an essential component of the top-down approach to risk and controls
assessment and is essential to the effective performance of any audit, whether or not
integrated with an audit of internal control over financial reporting.

12. Are the proposed requirements regarding the discussion among engagement team
members about risks of material misstatement appropriate given the auditor’s
responsibilities for identifying and assessing the risks of material misstatement?

Yes. We believe the proposed requirements regarding the discussion among engagement
team members about the risks of material misstatement are appropriate.

Appendix 5 - The Auditor’s Responses to the Risks of Material Misstatement

13. Are the proposed requirements for overall responses and responses involving the
nature, timing, and extent of audit procedures appropriate given the auditor’s
responsibility to opine with reasonable assurance about whether the financial
statements are presented fairly, in all material respects, in conformity with the
applicable financial reporting framework?

Generally, we agree that the proposed requirements for overall responses and responses
involving the nature, timing, and extent of audit procedures are appropriate. One area
where we believe additional clarity is needed, however, is with respect to the factors that
may affect the extent of testing a control. Paragraph 31 of the new proposed standard
provides a list of factors the auditor should take into account when controls have been
tested in past audits, but it is unclear why some of these factors should only be taken into
account in these circumstances.
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We believe that the following factors listed in paragraph 31 are unique to circumstances
when controls have been tested in past audits:

e The nature, timing, and extent of procedures performed in past audits

e The results of the previous years’ testing of the control

e Whether there have been changes in the control or the process in which it
operates since the previous audit

However, we believe that the other factors listed are not necessarily unique to this
circumstance and suggest that the Board reconsider whether such factors should instead be
considered in all or many circumstances.

14.Does the new proposed standard clearly describe when tests of controls are
necessary in an audit of financial statements only?

We believe the new proposed standard clearly describes when tests of controls are necessary
in an audit of financial statements only.

Additional Comment

The objective as set out in paragraph 2 of the new proposed standard appears to be
inconsistent with the discussion in paragraph 3. Paragraph 3 explains that to meet the
objective of the standard, the auditor must address the risks that are identified and assessed
in accordance with the new proposed standard, ldentifying and Assessing Risks of Material
Misstatement, whereas the objective in paragraph 2 does not include the notion of
addressing the risks “assessed” by the auditor. To address this inconsistency, we recommend
that the Board add the clarifying word “assessed” to the objective paragraph.

Appendix 6 - Evaluating Audit Results

15. Does the new proposed standard clearly describe the auditor’s responsibilities for
accumulating and evaluating misstatements?

We believe the new proposed standard clearly describes the auditor’s responsibilities for
accumulating and evaluating misstatements. However, we do not believe the new proposed
standard sufficiently describes the auditor’s responsibility for communicating accumulated
misstatements to management on a timely basis to provide them with an opportunity to
correct them.

Paragraph 15 of the new proposed standard includes guidance for the auditor to
communicate accumulated misstatements to management on a timely basis to provide them
with an opportunity to correct them, but the guidance does not require the auditor to
request that management correct the misstatements. We believe that the requirement to
request management to correct the misstatement is significant and should be included to
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improve the likelihood that such corrections will be made. Such a requirement is included in
paragraph 12 of ISA 450, Evaluation of Misstatements Identified during the Audit, and
paragraph 7 of the ASB clarified risk standards, Evaluation of Misstatements Identified
During the Audit.

16.Does the new proposed standard appropriately describe the auditor’s
responsibilities for evaluating the presentation of the financial statements,
including evaluating bias, in light of the auditor’s responsibility to opine with
reasonable assurance on whether the financial statements are presented fairly, in
all material respects, in conformity with the applicable financial reporting
framework?

Yes. We believe the new proposed standard appropriately describes the auditor’s
responsibilities for evaluating the presentation of the financial statements. In particular, we
believe the guidance provided in paragraph 26 of the new proposed standard provides clarity
around the impact that bias has on the auditor’s evaluation of the effect of uncorrected
misstatements and the auditor’s assessment of risks.

Appendix 7 - Audit Evidence

17.Does the new proposed standard describe clearly how the auditor should
determine the financial statement assertions to use for both integrated audits and
audits of financial statements only?

Yes. The financial statement assertions are clearly described in the new proposed standard.

Proposed Amendments to PCAOB Standards

18. Are there provisions in the to-be-superseded standards that should be retained?

We did not note any provisions in the to-be superseded standards that should be retained.
*kkkkk

We appreciate your consideration of our comments and suggestions, and would be pleased to

discuss these with you at your convenience. Please direct any questions to Wayne Kolins,

National Director of Assurance at 212-885-8595 (wkolins@bdo.com) or Susan Lister, National

Director of Audit Policy at 212-885-8375 (slister@bdo.com ).

Very truly yours,

/s/ BDO Seidman, LLP

BDO Seidman, LLP
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March 1, 2010 Via E-Mail: comments@pcaobus.org

J. Gordon Seymour

Office of the Secretary

Public Company Accounting Oversight Board
1666 K Street N.W.

Washington, DC 20006-2803

Re: PCAOB Release No. 2009-007 Rulemaking Docket Matter No. 026
“Proposed Auditing Standards Related to the Auditor's Assessment of and
Response to Risk and Related Amendments to PCAOB Standards”

Dear Mr. Seymour:

| am writing on behalf of the California Public Employees’ Retirement System
(CalPERS), the largest public pension fund in the United States with
approximately $200 billion in global assets and equity holdings in over 9,000
companies. CalPERS provides retirement benefits to over 1.5 million public
workers, retirees, and their families and beneficiaries. Acting as fiduciaries to the
members of the system, the CalPERS Board of Administration and its staff invest
the pension funds of its members over the long term throughout the global capital
markets.

CalPERS philosophy is to promote best practices that facilitate integrity in
financial reporting. The financial interests of CalPERS beneficiaries are most
effectively served in an environment where investors can confidently utilize
financial statements to evaluate the risk and reward of an investment. Auditors
play a key role in decreasing the risk of material misstatements in financial
reports. An effective audit provides the investor with assurance that the financial
statements present reliable and valid information which conform to the Generally
Accepted Accounting Principles (GAAP). As such, CalPERS supports the Public
Company Accounting Oversight Board’s mission to reduce audit risk by
improving the existing framework for performing audits.

The Public Company Accounting Oversight Board (Board) has reproposed seven
auditing standards intended to enhance the effectiveness of auditor’s
assessment of and response to risk which would be effective for audits of the

California Public Employees’ Retirement System
www.calpers.ca.gov
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fiscal years beginning on or after December 15, 2010. The Board has considered
comments from issuers, auditors, institutions, regulatory agencies, professional
associations and academia in refining the original proposed standards. CalPERS
applauds the Board’s willingness to engage in open dialogue and incorporate
feedback into the proposed standards.

On February 18, 2009, CalPERS responded in support of the Board'’s efforts to
strengthen audit quality. CalPERS endorsed improved requirements related to
risk assessment, further integration of the audit of financial statements with the
audit of internal control over financial reporting and increased discussion of the
auditor’s responsibility to consider the risk of fraud during the audit. The
response also contained a set of guidelines developed by the Enhanced
Disclosure Working Group of The Global Auditor Investor Dialogue to support
enhanced disclosures relating to risk controls and the global convergence of best
practices. Notably, the reproposal discusses the Board’s thoughts on the issues
of fraud and convergence in the context of commenter feedback. In this context,
CalPERS provides the following:

Fraud

CalPERS is pleased to see that the Board'’s reproposed standards continue to
refine the language addressing areas of interest identified in the aforementioned
response letter. Specifically, we continue to emphasize the auditor’s
responsibilities for considering the risk of fraud during an audit. We continue to
support the approach the Board has taken with AU sec. 316, Consideration of
Fraud in a Financial Statement and agree that this section will reinforce to the
auditor the importance of performing a thorough evaluation of risks of material
misstatement due to fraud as an integral part of the audit process.

Convergence

CalPERS commends the Board for presenting a comprehensive comparison of
the proposed standards to the analogous standards of the International Auditing
and Assurance, the Auditing Standards Board, and the American Institute of
Certified Public Accountants. Acknowledging the regulatory constraints of
Sarbanes-Oxley, we support a convergence of the existing auditing standards.
The global nature of CalPERS investments requires frequent cross-border
comparisons of investment opportunities. Harmonized standards promote
investor confidence in the quality and comparability of all financial statements.
We are pleased to see the reproposed standards have eliminated additional
differences between the original proposed standards and the IAASB standards.
CalPERS also recommends that the Board continues to thoughtfully pursue the
goal of convergence.
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As outlined in the “Enhanced Disclosures” !, CalPERS continues to emphasize

the importance of thorough and complete interchange of substantive information
between management, the audit committee and the auditor in identifying and
assessing the risks of material misstatement and the risk of fraud. Shareowners
and investors rely heavily on the audit committee communicating that it has
received sufficient, reliable and timely information from management in fulfilling
its responsibilities and fiduciary duty to the owners of the company.

Thank you for considering our comments. If you would like to discuss any of
these points, please do not hesitate to contact me at (916) 795-9672 or Mary
Hartman Morris at (916) 795-4129.

Sincerely,
W
ANNE SIMPSON

Senior Portfolio Manager
Global Equity

cc:  Joseph A. Dear, Chief Investment Officer — CalPERS
Eric Baggesen, Senior Investment Officer — CalPERS
Mary Hartman Morris, Investment Officer — CalPERS

'Guidelines for Enhanced Disclosures to Assist Directors, Audit Committees, Shareowners and Investors,
April 2009, http://www.enhanceddisclosure.org/pdf/guidelines.pdf.
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March 2, 2010

Office of the Secretary

Public Company Accounting Oversight Board
1666 K Street, NW

Washington, DC 20006-2803

Re: Request for Public Comment: Proposed Auditing Standards Related to the
Auditor’s Assessment of and Response to Risk, and Related Amendments to
PCAOB Standards, PCAOB Rulemaking Docket Matter No. 026

Dear Office of the Secretary:

The Center for Audit Quality (CAQ) is an autonomous public policy organization
dedicated to enhancing investor confidence and public trust in the global capital
markets. The CAQ fosters high quality performance by public company auditors,
convenes and collaborates with other stakeholders to advance the discussion of
critical issues requiring action and intervention, and advocates policies and
standards that promote public company auditors’ objectivity, effectiveness and
responsiveness to dynamic market conditions. Based in Washington, D.C., the
CAQ is affiliated with the American Institute of Certified Public Accountants
(AICPA). The CAQ appreciates the opportunity to respond to the Public Company
Accounting Oversight Board’s (PCAOB or the Board) Proposed Auditing
Standards Related to the Auditor’s Assessment of and Response to Risk, and
Related Amendments to PCAOB Standards (the reproposal or reproposed
standards). This letter represents the observations of the CAQ, but not necessarily
the views of any specific firm, individual or CAQ Governing Board member.

Identifying, assessing and responding to risks are integral to the audit process and
fundamental to the conduct of high quality audits. We concur with the Board that
risk assessment should underlie the entire audit process and result in appropriate
audit procedures that are tailored to a company’s facts and circumstances,
including its size and complexity. As set out in our previous comment letter, we
are supportive of efforts to improve auditors’ assessment of and response to risks.
We have organized our overall observations and comments based on the following:

e Improvements to transparency of the standards-setting process
e Convergence of auditing standards
e Organization and consistency of the PCAOB’s standards

601 13" Street NW, Suite 800N, Washington, DC 20005, (202) 609-8120 www.thecag.org

Affiliated with the American Institute of CPAs
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In addition, we have comments that are specific to each of the seven reproposed standards and the related
amendments, which we have included as an Attachment to this letter.

Improvements to Transparency of the Standards-Setting Process

We recognize and appreciate the PCAOB’s efforts to increase the transparency of its standards-setting
process, including exposing a revised proposal for public comment. In addition, we appreciate the Board’s
consideration of the feedback from stakeholders on its original proposal and believe that the reproposed
standards are significantly improved in a number of areas. For example, we believe the reproposal better
integrates and aligns with the principles from PCAOB’s Auditing Standard No. 5, An Audit of Internal
Control Over Financial Reporting That Is Integrated with an Audit of Financial Statements (AS No. 5). In
addition, we believe the reproposed standards have been significantly improved not only with respect to their
organization but also in the clarity of the underlying requirements.

Further, we recognize and appreciate the Board’s efforts to provide its perspectives on the differences
between its proposed standards and those of the International Auditing and Assurance Standards Board
(IAASB) and the AICPA’s Auditing Standards Board (ASB). Comparisons with these standards, combined
with the Board’s rationale for any differences, provides registered firms and other interested parties with
useful insights into the Board’s thought process and some insight into its expectations for changes to audit
practice. This perspective enhances the ability for commenters to provide thoughtful feedback in response to
the Board’s proposals, which in turn should enhance the Board’s perspective and assist in its efforts to
improve audit quality.

While we commend the PCAOB for these measures, we request the Board consider further enhancements to
its standards-setting process that would provide additional visibility to the Board’s rationale and expectations
for changes to practice. We believe these enhancements are consistent with Acting Chairman Daniel L.
Goelzer’s' comments at the December 17, 2009 open meeting whereby he urged “the Board to continue to
explore ways of making its standard-setting — and the thinking that underlies its proposals — more open.”
Suggested enhancements could include the following:

Highlight Desired Changes to Practice

We note that Board member Charles D. Niemeier? suggested at the Board’s December 17, 2009 open
meeting that the PCAOB, as part of the release of a proposed or final standard or rule, should more
clearly express what they expect to change as a result of such standard or rule. We agree and believe
that providing specific descriptions of the Board’s desired changes to current audit practice as a result
of a proposal, final standard or rule would assist auditors and other interested parties in understanding
the changes expected from the relevant proposals or standards. We note that the Board could

! See statement of Daniel L. Goelzer at the December 17, 2009 open Board meeting at www.pcaobus.org.

? See statement of Charles D. Niemeier at the December 17, 2009 open Board meeting at www.pcaobus.org.

W CENTER FOR AUDIT QUALITY
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consider the approach utilized by the Financial Accounting Standards Board to provide this
information.

In addition, with regards to the comparisons of the PCAOB’s proposed standards to those of other
standard setters, we note that a large number of registered firms conduct audits in accordance with
standards from the PCAOB, ASB and IAASB. As such, given that the PCAOB uses different
drafting conventions and terminology than the ASB and IAASB, in situations where the underlying
objectives and requirements are similar, firms may infer that the PCAOB does not intend there to be a
different auditor action unless it is specifically highlighted by the PCAOB (or otherwise clearly
apparent within the context of the standard). As such, we continue to encourage the PCAOB to be as
comprehensive in their comparisons as possible to assist firms in recognizing and implementing any
intended differences.

Comparison to Original Standards

We note that Board member Charles D. Niemeier® also suggested at the Board’s December 17, 2009
open meeting that a comparison of proposed standards to existing standards may be more useful than
comparisons to standards developed by others. We agree that a comparison to the Board’s existing
standards conducted, for example, in a paragraph-by-paragraph fashion (where practical), would be
very helpful (along with the Board’s comparison of its proposed standards to those of the IAASB and
ASB). Similarly, in situations where there are significant conforming amendments to existing
PCAOB standards (such as, for example, the proposed conforming amendments to AU 3186,
Consideration of Fraud in the Financial Statement Audit) it would be helpful to auditors if the
PCAOB provided a copy of the affected standard marked for the proposed amendments. Such
comparisons, which are also likely to assist in the development and analysis of proposed standards by
PCAOB staff, could be provided as supplemental information accompanying the proposals. These
suggested practices would significantly assist commenters’ ability to evaluate the effect of the
proposal and therefore, improve the quality of their feedback.*

We believe that practices such as these would provide additional, helpful transparency to the Board’s
standards-setting process, facilitate a better understanding of the Board’s expected changes to practice,
enhance the feedback received by the Board, and encourage more consistent implementation through
enhanced clarity — all of which we believe would contribute to advancing the Board’s mission to improve
audit quality.

Convergence of Auditing Standards

As we have stated in previous comment letters, we fully support the Board’s consideration of the work of
other standard setters, such as the IAASB and ASB. We recognize that the Board may decide that different
procedures are appropriate in the U.S. public company audit environment. However, we encourage the Board

% Ibid

* We note that such comparisons are published by other audit standard setters for that very reason, and we would
encourage the PCAOB to consider such efforts in the future.

W CENTER FOR AUDIT QUALITY
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to continue to minimize the differences in its standards to only those matters that are unique to audits of
issuers in the U.S., as well as encourage the Board to continue highlighting the different procedures required
for U.S. public company audits.

As we have previously indicated, we recognize the Board’s efforts to provide increased information regarding
the Board’s rationale for the differences that remain through the Board’s responses to the comments received.
We also recognize the improvements made to reduce differences between the PCAOB’s standards and the
International Standards on Auditing (ISAs). For example, we noted a number of areas in which the
requirements in the reproposed standards were more closely aligned with the ISAs, including greater
consistency with the terminology used by the IAASB. Additionally, we noted that in areas where differences
in terminology remained, the Board provided rationale for maintaining the differences. We believe that
minimizing differences in language, clearly articulating the rationale for any differences and explaining the
expected auditor actions as a result of the differences can serve to enhance auditors’ and other interested
parties’ understanding of the differences between standards issued by each standard setter. Such enhanced
understanding will facilitate more consistent application of auditing standards, improve the effectiveness and
efficiency of implementing new standards, and improve audit quality. Minimizing differences allows firms,
for example, to cultivate synergies related to training, implementation, and the development and maintenance
of quality control systems that accommodate the standards of the various standards-setting bodies - all factors
that we believe contribute to enhanced audit quality.

However, we believe that the PCAOB should continue to work to further minimize differences between its
standards and those of other audit standard setters. We acknowledge the PCAOB’s efforts to participate in
the work of other standard setters by attending IAASB meetings, inviting the IAASB and ASB Chairs to join
the PCAOB Standing Advisory Group (SAG) meetings (as observers with speaking rights), and participating
in joint meetings of standards setters. We encourage the PCAOB to continue these efforts, including working
collaboratively with the IAASB in the development of standards. We believe that such participation would
complement the role of the SAG and the other forums that currently inform the Board's agenda and standards-
setting activities. In addition, the other standard setters would benefit from the PCAOB’s perspective on
current audit issues. Other advantages of participating in such activities include the opportunity for the Board
to:

e Hear and participate in discussions among various constituents about potential ways to address
issues while preserving the ability and flexibility to obtain perspectives and input through
existing practices;

* Minimize and avoid unnecessary differences between the Board's standards and global and U.S.
non-public company auditing standards; and

* Provide interested parties with an enhanced understanding of the rationale for differences that
remain between the standards.

We believe that such collaboration and dialogue between the PCAOB could have positive effects on the
standards-setting process and audit quality.
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Organization and Consistency of the PCAOB’s Standards

As we noted in our previous comment letter, adoption of these reproposed standards continues the
development of a third "style" of PCAOB standards that is inconsistent with the Board's other standards (i.e.,
interim standards, AS No. 6 and earlier standards) and there is not a clearly stated plan for updating existing
standards in the future. Given the PCAOB’s recent commitment to an extensive standards-setting agenda, we
are concerned that new standards may become increasingly cumbersome to navigate and apply with the
remaining interim standards without an overarching framework to guide the development of such standards,
as well as a plan for updating existing standards. Therefore, we recommend that the PCAOB consider
undertaking a project, similar to that undertaken by the ASB and IAASB, to redraft all of its auditing
standards in a consistent manner (e.g., consistent use of objectives), with the intent of encouraging greater
understanding and more consistent application. While we recognize that the PCAOB’s resources are limited,
we believe such a project, and the potential benefits to auditor understanding and performance, merits priority
on the Board’s agenda.

In the interim, we have noted a number of drafting conventions that we believe may make it more
cumbersome to understand and use these reproposed standards. Details of these conventions are included
below, including our recommendations to address them:

Use of Notes

The existence of requirements within notes may make them appear less prominent than if they were
placed in the paragraphs of the standards. As a result, we recommend that in situations where the
Board is establishing a requirement, that the PCAOB consider placing them in paragraphs, as
opposed to notes. .

Use of Appendices

Although we understand that appendices carry the same level of authority as the paragraphs within
the standard, the inclusion of requirements within appendices to standards may increase the
likelihood that auditors could overlook those particular requirements. Similar to the Board’s rationale
for incorporating the guidance from the Board’s interim standards related to fraud into the respective
auditing standards to encourage integration of fraud procedures within the various stages of the audit,
we recommend the Board consider incorporating requirements currently located in appendices into
the body of the applicable standards.

Other Comments on the Standards-Setting Process

Release Text

As we have previously indicated, we are supportive of the Board’s efforts to increase the transparency of the
standards-setting process, including efforts to provide its perspective on the differences between its proposed
standards and those of the IAASB and ASB, as well as its consideration of comments received. However, we
are concerned that in some situations, it appears that in addition to providing insight into the Board’s
decision-making process, the Board is also attempting to interpret aspects of the standard in the release (e.g.,
see comment 2c included in the Attachment to this letter). Interpreting standards through release text can
result in potential confusion over the requirements within the related standard and result in inconsistent
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application by auditors. In addition, given that the release is not ultimately part of the final standard, any
interpretive guidance contained within it may not be given the same consideration by auditors and other
interested parties. Also, to the extent such interpretive guidance is included in the release to a final standard,
such guidance could affect commenters’ previous understanding of the Board’s intent from previous
proposals, which not only causes confusion but also may have affected the quality of comments provided to
the Board during the public comment process. As a result, we encourage the Board to consider providing
such interpretive guidance within proposed standards as opposed to an accompanying release.

Public Involvement in the Standards-Setting Process

In addition to our comments supporting the PCAOB’s efforts to increase transparency in its standards-setting
process above, we encourage the Board to seek ways to increase the depth and accelerate the timing of public
involvement, including the auditing profession, in its standards-setting process. We acknowledge and
appreciate the recent efforts the Board has taken to more proactively engage the SAG in standards-setting
matters. In addition, consistent with Acting Chairman Daniel L. Goelzer’s” remarks at the PCAOB's October
21, 2008 open meeting (at which the original proposed standards were approved for exposure) we recommend
that the Board consider additional public forums or Board meetings to discuss comments received on a
proposal before final adoption of a standard.

We believe the Board could enhance its standards-setting process by establishing external task forces that
consist of members with significant expertise (including members of the auditing profession) to participate in
developing and updating its auditing standards. We note that the PCAOB utilized a similar model in the
development of the PCAOB’s Staff Views of An Audit of Internal Control Over Financial Reporting That Is
Integrated with An Audit of Financial Statements: Guidance for Auditors of Smaller Public Companies,
which included the input of a working group composed of auditors who had experience with audits of internal
control over financial reporting in smaller, less complex companies. In developing this guidance, the PCAOB
also consulted with financial executives from smaller public companies.

Establishing external task forces consisting of members with relevant expertise would provide the Board with
an opportunity to: 1) obtain public input from interested persons or organizations during the development
stage of its standards-setting process; and 2) identify any significant implementation issues prior to the formal
publication of a proposed standard for public comment. We also encourage the PCAOB to consider whether
field-testing certain proposed standards as part of the Board’s overall standards-setting process would provide
it with an opportunity to gain insights as to whether the proposed standards result in the Board’s intended
changes to auditor performance. We believe that such additions to the process would enhance the efficiency
and effectiveness of the standards-setting process.

Effective Date

We commend the PCAOB for responding to comments received from the original proposal and including a
discussion of the expected effective date in the release to the reproposed standards. With respect to the
PCAOB'’s expectation that the standards would be effective for audits of fiscal years beginning on or after
December 15, 2010, we note that such an expectation may be aggressive given the time required to consider
public comments received and obtain Board and SEC approval. As we have stated previously, we believe

> See statement of Daniel L. Goelzer at the October 21, 2008 open Board meeting at www.pcaobus.org.
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that given the foundational nature of the proposed standards, the effective date chosen should provide time
required for firms to incorporate the standards into their audit methodologies and training programs prior to
implementation, as well as be effective as of the beginning of the audit planning process.

*kk*k

Enclosed with this letter is an Attachment that provides more detailed comments specific to each of the
proposed standards and conforming amendments. As mentioned previously, we appreciate the Board’s
careful consideration of our comments, its efforts with regards to the reproposed standards, as well as the
overall improvements to its standards-setting process. We appreciate the opportunity to comment on the
proposed standards and would welcome the opportunity to respond to any questions you may have regarding
any of our comments and recommendations.

Sincerely,
Cindy Fornelli

Executive Director
Center for Audit Quality

Enclosure

cc. PCAOB

Daniel L. Goelzer, Acting Chairman

Willis D. Gradison, Member

Steven B. Harris, Member

Charles D. Niemeier, Member

Martin Baumann, Chief Auditor and Director of Professional Standards

SEC

Chairman Mary Schapiro
Commissioner Luis Aguilar
Commissioner Kathleen L. Casey
Commissioner Troy Paredes
Commissioner Elisse B. Walter
James L. Kroeker, Chief Accountant
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Attachment
CAQ
Comment # | Appendix 1 — Audit Risk
la Paragraphs 9-10 — We note that the reproposed standard could be improved by including
certain language currently included in the PCAOB’s interim standards related to the
concept of detection risk (i.e. paragraph 81 of the PCAOB interim standard AU 319,
Consideration of Internal Control in a Financial Statement Audit, which states “The
auditor uses the assessed level of control risk (together with the assessed level of inherent
risk) to determine the acceptable level of detection risk for financial statement assertions.”)
We believe this language could serve to enhance the understanding of the audit risk model
and would recommend that the PCAOB consider including it.
CAQ
Comment # | Appendix 2 — Audit Planning and Supervision
2a Paragraph 7 — This paragraph states that the auditor should evaluate whether certain listed

matters are important to the company’s financial statements and internal control over
financial reporting (ICFR) and if so, how they should impact the audit strategy and audit
plan. The ninth bullet in the list requires the auditor to consider “preliminary judgments
about the effectiveness of internal control over financial reporting.” However, unlike the
fifth bullet point related to the auditor’s preliminary judgments of materiality, this bullet is
not clear that it refers to the auditor’s judgments. We recommend that the PCAOB
modify the ninth bullet point to clarify that it pertains to the auditor’s preliminary
judgments or consider clarifying the intent behind the omission.

2b Paragraph 7 — As noted above, this paragraph states that the auditor should evaluate
whether certain matters listed are important to a company’s financial statements and ICFR
and, if so, how they will affect the auditor’s procedures. We are not clear how the
auditor’s actions to “evaluate whether” such matters, as currently drafted, would differ
from the requirement in the Board’s extant auditing standard (paragraph 3 of AU 311,
Planning and Supervision) that the auditor “should consider” such matters. Therefore, we
recommend the PCAOB consider modifying the language in paragraph 7 to replace
“should evaluate” with “should consider” or alternatively, describe any intended
difference in auditor performance and documentation requirements.

2¢C Paragraphs 11-14 — These paragraphs outline the auditor’s responsibilities with respect to
multi-location engagements. However, the Board states in Appendix 10 that these
provisions “are applicable to all multi-location audits, not just group audits.” The Board’s
existing interim standard (AU 543, Part of the Audit Performed by Other Independent
Auditors), is the PCAOB’s prevailing guidance with respect to referring to the work of
another auditor. The multi-location requirements in paragraphs 11-14, as well as in other
reproposed standards, are not clear as to how they are to be applied when another

auditor audits the financial statements of one or more subsidiaries, divisions, branches,
components, or investments included in the financial statements — specifically in
situations where an auditor refers to the work of another auditor. In addition we note that
the Board’s standards do not currently contain a definition of a “group audit,” nor do the
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standards or the Board’s release to the reproposed standards contain any discussion of
what the similarities and/or differences between multi-location audits and group audits
might be. Therefore, we request the Board to clarify its intent with respect to the
application of these paragraphs. (see further discussion in “Release Text” section on page
5 of this letter)

2d Paragraph 14 — This paragraph appears to create a narrower or more prescriptive
requirement than the requirement set forth in paragraph 5c of the reproposed standard,
Auditor’s Responses to the Risks of Material Misstatement, relating to introducing an
element of unpredictability in the auditing procedures auditors perform at locations or
business units from year to year. Paragraph 14 appears to require auditors to change the
nature, timing and extent of audit procedures performed at various locations each year,
whereas paragraph 5 requires that auditors incorporate unpredictability and provides
varying the locations where procedures are performed as an example of how that might be
achieved.

We agree with the requirement for auditors to introduce an element of unpredictability in
the audit plan. However, we do not believe it is necessary to dictate the specific manner
in which the element of unpredictability is to be introduced. Given that the requirement in
paragraph 5 is intended to impact the auditor’s overall response to the assessed risks of
misstatement, including the risk of fraud, we recommend deleting paragraph 14 from this
standard or including this paragraph as an example to paragraph 5 of the reproposed
standard Auditor’s Responses to the Risks of Material Misstatement.

CAQ
Comment # | Appendix 3 — Consideration of Materiality in Planning and Performing an Audit
3a As in the original proposal, the reproposed standard uses the term “tolerable

misstatement” (e.g., paragraphs 8 and 9), which is different from the term “performance
materiality” used in ISA 320 (Revised and Redrafted), Materiality in Planning and
Performing an Audit for essentially the same concept. As described by the Board in
Appendix 9 of the reproposed standards, we recognize that the term is well understood by
auditors and that the Board is not seeking to change the concept as described in existing
PCAOB standards. However we note that currently, the term is defined and largely
understood by auditors in the context of audit sampling (as defined in AU 350, Audit
Sampling, in the PCAOB’s interim standards). Using the same term in two separate
fashions — to both assist auditors in assessing risks of material misstatement for the
purpose of determining an appropriate audit response and to plan a sample — could result
in confusion for auditors and result in misapplication of the concepts, which in turn, could
have adverse impacts on audit quality. Therefore, to avoid potential confusion, we
recommend that the PCAOB replace the term “tolerable misstatement” in the reproposed
standard with “performance materiality,” which is the equivalent term used in the ISAs
and in the ASB’s analogous redrafted proposed standard.
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CAQ
Comment # | Appendix 4 — I dentifying and Assessing Risks of Material Misstatement
4a Paragraph 3 — This standard contains requirements and guidance related to the procedures

auditors should perform to identify and assess the risks of material misstatement.
Additionally, a significant portion of this standard relates to risk assessment procedures
auditors should perform to obtain an understanding of the entity and its environment in
order for the auditor to provide himself/herself with a reasonable basis to assess those
risks. However, we note that the objective excludes the concept that the identification and
assessment of risks are obtained through the auditor’s understanding of the company and
its environment. As such, we recommend the objective be modified to recognize that the
auditor’s identification and assessment of risks is “through understanding of the entity and
its environment.” The addition of this language to the objective will help emphasize how
the requirements articulated in the standard are intended to provide the auditor with the
requisite understanding of the entity and its environment. Such a clarification would
appear to be consistent with the PCAOB’s reproposed standard and would also be
consistent with the objective of ISA 315, Understanding the Entity and its Environment
and Assessing the Risks of Material Misstatement.

4b Paragraph 11 — This paragraph contains procedures an auditor should consider performing
as part of obtaining an understanding of the company. We agree that information from
such procedures, in many instances, would provide the auditor with meaningful insights
into the company and therefore, enhance the assessment of risks. However, we note that
the broad nature of the procedures, combined with the presumptively mandatory
requirement to consider performing the procedures, may result in auditors expending
significant efforts to identify such information and/or documenting the considerations
regarding the importance of such information to the auditor’s understanding of the
company (e.g. observing or reading transcripts of ... other meetings with investors...).
Such excess efforts may not result in a commensurate increase in audit quality. As such,
we recommend the PCAOB consider amending the requirement to indicate that the
auditor “might consider” the procedures outlined within the paragraph.

4c Paragraphs 13 and 68 — Paragraph 13 requires the auditor to identify the “necessary
disclosures for the company’s financial statements” in identifying and assessing the risks
of material misstatement related to omitted or incomplete disclosures. Paragraph 68 states
that the *“auditor’s evaluation of fraud risks...should include evaluation of how fraud
could be perpetrated or concealed through omitting or presenting incomplete disclosures.”
However, the reproposed standards contain no guidance related to the context in which
this assessment should be conducted. Therefore, we recommend that the PCAOB clarify
that, while the responsibility for identifying “necessary” disclosures resides primarily with
management, the auditor’s identification, assessment and evaluation of omitted or
incomplete disclosures should be conducted in the context of the company’s financial
reporting framework and the auditor’s overall assessment of the risk of material
misstatement of the financial statements.

4d Appendix A5 - The definition of significant risk should make clear that it is the auditor
who makes a determination of the areas that are deemed significant risk and thus require
special audit consideration based on the auditor’s assessment of the entity’s risks. This
concept is excluded from the definition as set forth in Appendix A. We believe the
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definition of significant risk would be enhanced by including the following language:

Significant risk — A risk of material misstatement that the auditor determines requires
special audit consideration.

de Paragraph 20 — With respect to control design effectiveness, the first Note to paragraph 20
states that “Walkthroughs that include these procedures ordinarily are sufficient to
evaluate design effectiveness.” However, the second Note to this paragraph, which
discusses evaluating whether a control has been implemented as designed, does not make
the same statement as it relates to evaluating whether a control has been implemented
through the performance of a walkthrough. Paragraphs 64-65 (as well as paragraphs 34
and 37 of AS No. 5) appear to indicate that walkthroughs would be sufficient for the
purpose of evaluating whether a control has been implemented as designed. We agree
and, accordingly, we recommend the Board clarify within the second Note to paragraph
20 that a walkthrough would “ordinarily” be sufficient for this purpose.

4f Paragraph 42 — This paragraph states that “If the auditor has obtained other information
relevant to identifying risks of material misstatement through other engagements
performed for the company, the auditor should take that into account in identifying risks
of material misstatement.” In the release to the reproposed standard, it appears that the
Board’s intent was for the auditor to consider and document the effect of all engagements
performed by the firm when assessing risks. We are concerned that this is a requirement
that extends beyond the existing guidance in AU 9311, Planning and Supervision:
Auditing Interpretations of Section 311 and may result in significant effort without a
corresponding benefit to audit quality.

Therefore, we recommend that the Board reconsider this requirement. We believe the
language included in the PCAOB’s interim standard, AU Section: 9311 provides the
appropriate responsibility for considering other engagements performed by the firm; it
states the following: “The auditor should consider the nature of non-audit services that
have been performed. He should assess whether the services involve matters that might be
expected to affect the entity's financial statements or the performance of the audit...” We
recommend similar language be included in the reproposed standard.

49 Paragraph 54 —This paragraph requires auditors to identify other individuals within the
company to whom inquiries about their views regarding fraud risks should be directed.
We recommend that certain deleted words from paragraph 24 of the PCAOB’s extant AU
316, the source for paragraph 54, be reinstated. Specifically, we recommend making the
following changes to the second sentence, “The auditor should identify other individuals
within the company to whom inquiries should be directed and determine the extent of
such inquiries by considering whether others in the company might have additional
knowledge that will be helpful to the auditor in identifying risks of material misstatement
due to abeut fraud, alleged or suspected fraud ...” Retaining the extant language will
make clear that the auditor is to make a determination about the extent of such inquiries
and explicitly relates the need for these inquiries to the risks of material misstatement.

4h Paragraph 56 — This paragraph sets forth a process for identifying and assessing the risks
of material misstatement using the information obtained from the risk assessment
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procedures and other relevant knowledge possessed by the auditor. Paragraph 56d
requires auditors to consider the likelihood and magnitude of potential misstatements to
assess the possibility that the risk could result in a material misstatement of the financial
statements. However, we note that paragraph 56f, which requires auditors to determine
whether any of the identified and assessed risks of material misstatement are significant
risks, does not contain similar language related to an auditor’s consideration of likelihood
and magnitude when evaluating whether an identified risk is a significant risk. While the
Note to 56f correctly states that the determination of significant risk is based on inherent
risk, without regard to the effect of controls, we believe an auditor’s evaluation of whether
or not a risk is significant when evaluating inherent risk includes consideration of the
likelihood and magnitude of the risk of misstatement. As such, we recommend the Board
clarify the note to 56f that likelihood and magnitude are factors for consideration in
significant risk determinations.

4i Paragraph 62 — This paragraph contains requirements related to objectives for the auditor
to achieve to understand the likely sources of misstatement, including a requirement to
identify controls that a company has implemented to address potential misstatements.
While these are largely consistent with AS No. 5, we note that in a financial statement
audit an auditor ordinarily would only be required to obtain an understanding of controls
sufficient to plan the audit. Therefore, we request the Board to consider whether such a
requirement significantly enhances the auditor’s ability to plan and perform the audit
given the potential increase in costs this identification may require, particularly in
financial statement audits where auditors may elect not to rely on a company’s controls.

CAQ
Comment # | Appendix 5—The Auditor’s Responsesto the Risks of Material Misstatement
5a Paragraph 2 — The objective as defined appears to be inconsistent with the discussion in

paragraph 3. Paragraph 3 clarifies that to meet the objective of the standard, the auditor
must address the risks that are identified and assessed in accordance with the reproposed
standard, Identifying and Assessing Risks of Material Misstatement. The objective does
not include the notion of addressing the risks “assessed” by the auditor. We recommend
that the Board add the word “assessed” to the objective to clarify the auditor’s
responsibilities. While we support the Board’s changes to include the concept of
“assessed risk” to create a better linkage to audit responses, we believe that the objective
of the standard should include “assessed risk” to make this same linkage.

5b Paragraph 5 — This paragraph requires the auditor to design and implement overall
responses to address the assessed risks of material misstatements. More specifically, item
5c of this requirement entitled “Incorporating elements of unpredictability in the selection
of audit procedures to be performed” indicates that the auditor should incorporate an
element of unpredictability in the selection of auditing procedures to be performed from
year to year as part of the auditor’s response to the assessed risks of material misstatement
due to error and fraud. While we believe that the focus of incorporating an element of
unpredictability into the auditor’s procedures should be based on the auditor’s response to
the assessed risks of material misstatement due to fraud, we recommend that the PCAOB
consider providing additional clarity regarding its application in response to risks other
than fraud risks.
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5¢ Paragraph 6 — This paragraph requires the auditor to “... evaluate whether it is necessary
to make pervasive changes to the nature, timing, or extent of audit procedures to
adequately address the assessed risks of material misstatement. Examples of such
pervasive changes include performing substantive procedures at the period end instead of
at an interim date; or modifying the nature of audit procedures to obtain more persuasive
audit evidence.”

Given the overall requirements of the reproposed standard is to address the risks of
misstatement by obtaining sufficient appropriate evidence, we do not believe the term
“pervasive” is needed and could result in confusion related to the underlying requirement.

5d Paragraph 31 — This paragraph provides guidance to assist auditors in determining to what
extent evidence obtained in past audits related to the design and operating effectiveness of
controls can impact the evidence needed to support the auditor’s control risk assessments
during the current year audit. While we recognize that this paragraph is largely consistent
with the requirements of AS No. 5, we believe it could be interpreted as requiring auditors
to evaluate and document their considerations of all controls tested in connection with the
prior year audit and consequently could result in a significant increase in effort without
providing a commensurate benefit to audit quality. We note that the requirement in AS
No. 5 is intended to allow the auditor’s experience in prior years to inform its assessment
of risk, which in turn impacts the nature, timing and extent of testing necessary. As such,
we recommend the PCAOB modify paragraph 31 to be consistent with paragraphs 47, 57
and 58 of AS No. 5 to better articulate the requirement.

CAQ
Comment # | Appendix 6 — Evaluating Audit Results

6a Paragraph A2 of Appendix A in the reproposed standard defines the word “misstatement;”
however due to the sequencing of the sentences, the definition could instead be interpreted
as defining “material misstatement.” As a result, we recommend that the PCAOB move
the second sentence, which deals simply with “misstatement,” to the first sentence of the
paragraph.

6b Paragraph 15 — This paragraph includes guidance for the auditor to communicate
accumulated misstatements to management on a timely basis to provide them with an
opportunity to correct them. Both the IAASB and ASB standards include a requirement
that the auditor request management to correct those misstatements and to understand
management’s reasons, if any, for not making the corrections. We believe that
understanding management’s rationale for not correcting misstatements could provide the
auditor with perspective that could enhance the risk assessment, including the fraud risk
assessment. In addition, requiring the auditor to make such a direct and specific request
of management may improve the likelihood that such corrections will be made in the
current period. As such, we believe this requirement should also exist in the PCAOB
standards.

6¢ Paragraphs 28 and C1 — Paragraph 28 provides that when evaluating the results of the
audit, the auditor should evaluate whether the accumulated results of audit procedures
and other observations affect the assessment of fraud risks made throughout the audit and
whether audit procedures need to be modified to respond to those risks. This paragraph
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also references Appendix C, which is titled “matters that might affect the assessment of
fraud risks.” However, paragraph C1 lists matters, if identified during the audit, that
“...the auditor should determine whether the assessment of fraud risks remain appropriate
or needs to be revised. “ This seems to indicate that the auditor is required to determine if
each item identified during the audit individually affects the assessment of fraud risks,
which appears inconsistent with paragraph 28. We recommend the following sentence
replace the first sentence of paragraph C1 in order to be consistent with paragraph 28 and
the title of Appendix C — “The following matters might affect the auditor’s assessment of
fraud risks, including whether that assessment remains appropriate or needs to be

revised.”
CAQ
Comment # | Appendix 7 — Audit Evidence
7a Paragraph 18 — The original proposed standard included a description that “[w]ritten

confirmations might be received in paper form, or by electronic or other medium.” We
note that this description is excluded from the reproposed standard. While we understand
the PCAOB is in the process of considering amendments to its interim standard, AU 330,
The Confirmation Process, we are concerned that the removal of the expectation that
confirmations be “written,” could have an effect on the auditor’s evaluation of
information provided from third parties as part of the audit. As such, we recommend that
the Board consider re-inserting the word “written” in the first sentence so it refers to a
“direct written response.” We believe such language would better maintain the existing
guidance until the completion of the Board’s current project on confirmations.

7b We note that a number of terms are used in this standard to describe the nature of audit
evidence obtained through the audit. For example, the words, “sufficiency”, and
“appropriateness” are used throughout to describe the characteristics of evidence that
auditors are required to evaluate in order to conclude the evidence they have obtained is
both sufficient and appropriate to support the related assertion. These terms, however, are
not formally defined. We recommend that the Board consider providing formal
definitions for these terms, using the guidance in paragraphs 5 and 6 of the reproposed
standards, which would allow them to be easily located within the standards as well as
promote consistency in performance of audits.

CAQ
Comment # | Appendix 8 — Proposed Amendmentsto PCAOB Standards
8a Proposed amendments to AU 350 — In our comment letter on the original proposed

standards, we expressed concern that the suggested amendments to paragraph 23A and 38
of AU 350, Audit Sampling, would require auditors who use non-statistical sampling
methods to calculate sample sizes using both statistical and non-statistical approaches in
all circumstances in order to be in a position to be able to compare the sample sizes and
demonstrate that the sample size under the non-statistical method equaled or exceeded
sample size under a statistical method.

In Appendix 9 of the reproposal, the Board appears to have clarified its view that this was
not its intent by stating “[t]he proposed amendments are not intended to require auditors

W CENTER FOR AUDIT QUALITY

601 13™ Street NW, Suite 800N, Washington, DC 20005, (202) 609-8120 www.thecaq.org



PCAOB-2010-01 Page Number 1388
Page 15 of 15

to compute sample sizes using statistical methods in all instances to demonstrate
compliance with the requirements.” Although we appreciate that the Board has attempted
to address the concern, we recommend the Board include this guidance within the
standard itself to avoid potential confusion or misinterpretation. The potential guidance
could leverage the language used in the release or, alternatively, language similar to
paragraph A1l of redrafted ISA 530 or footnote 5 from paragraph 23 of the ASB’s revised
AU 350.
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March 2, 2010

Office of the Secretary

Public Company Accounting Oversight Board
1666 K Street, N.W.

Washington, D.C. 20006-2803

Submitted via email to: comments@pcaobus.org

RE: PCAOB Rulemaking Docket Matter No. 026, Proposed Auditing Standards Related to
the Auditor’'s Assessment of and Response to Risk and Related Amendments to PCAOB
Standards, PCAOB Release No. 2009-007

Office of the Secretary:

Crowe Horwath LLP appreciates the opportunity to comment on the Public Company
Accounting Oversight Board’s (“PCAOB”) Proposed Auditing Standards Related to the
Auditor’s Assessment of and Response to Risk and Related Amendments to PCAOB Standards
(together the “Proposed Standards”).

We support the Proposed Standards, and generally believe adoption is an improvement to
existing standards. We also believe that adoption may not be difficult as many firms already
have in place many of the auditing processes and procedures that are provided in the Proposed
Standards. The Proposed Standards will provide value to the users of financial statements by
improving consistency in audit services.

However, we believe there are several matters that should be addressed before the Proposed
Standards might be adopted. We have provided general observations in the body of this letter,
and specific comments on the Proposed Standards in an attachment to this letter. The matters
in the attachment are organized by appendix number and paragraph number to expedite your
consideration. =~ We provide our observations and comments to assist the Board to better
achieve its goals for these Proposed Standards.

Auditor Judgment

The Proposed Standards’ effectiveness in operation will largely be determined by the auditor’s
ability to effectively apply reasoned professional judgment. Audits of financial statements have
always required the exercise of judgment. We have seen a recent trend in accounting to move
away from prescriptive requirements toward greater use of principles, which require
application of judgment, and that trend is also present in auditing standards. The Proposed
Standards are improved, but we want to stress the need for emphasis on use of the auditor’s
professional judgment in assessment of and response to risk. Additionally, risk concepts
appropriately allow an auditor to use judgment to determine the resultant testing approach.
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We note the auditing standard issued by the PCAOB for audits of internal control over financial
reporting emphasizes the need for professional judgment in taking a risk-based approach to
performing internal control audits. While the Proposed Standards appear to encourage use of
judgment, thus allowing scalability in application, they are still quite prescriptive and detailed.
There are likely certain provisions which are now stipulated as requirements that could be
made optional depending on the overall needs of the audit, after properly applying auditor
judgment.

Convergence of Auditing Standards

Convergence of standards should be a goal in setting auditing standards. We applaud the
Board’s consideration of the audit risk standards promulgated by other auditing standard
setters, including the Auditing Standards Board (“ASB”) which has risk related standards
already in effect in the United States for non-issuer entities, and the International Auditing and
Assurance Standards Board which creates standards commonly used in many other areas of the
world.  The Proposed Standard includes Appendix 10, “Comparison of Objectives and
Requirements of Proposed Auditing Standards to the Analogous Standards of the International
Auditing and Assurance Standards Board and the Auditing Standards Board of the American
Institute of Certified Public Accountants.” The ASB may update its risk related standards
during its clarity project, but we believe the additional guidance and comparison to the ASB’s
standards is beneficial to all firms. We applaud the Board’s efforts in providing this guidance
and comparison.

Another element of convergence is development of a more cohesive body of standards,
recognizing that there may be differences required to reflect law, regulation, or regional
economic issues. An example of such a difference required by the PCAOB standards is the
requirement for audits to report on the effectiveness of internal control over financial reporting.
Such differences would be more easily understood and consistently applied if the PCAOB
standards were codified into a single set of integrated standards.

* * * * * * * * * * * *

Crowe Horwath LLP supports the Board’s efforts to improve its auditing standards with the
objective of furthering the public interest. We hope that our comments and observations will
assist the Board in its consideration of the Proposed Standards. We would be pleased to discuss
our comments with members of the Public Company Accounting Oversight Board or its staff. If
you have any questions on our comments, please contact Wes Williams or Michael Yates at
(574) 232-3992.

Cordially,

(st M,{.(P

Crowe Horwath LLP
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ATTACHMENT
COMMENTS ON SPECIFIC PROVISIONS OF THE PROPOSED STANDARDS

The following comments are organized by Appendix and Paragraph Numbers in the Proposed
Standards.

Appendix 1: Audit Risk

Paragraph 3

Paragraph 3 states that “the auditor must plan and perform the audit to obtain reasonable assurance
about whether the financial statements are free of material misstatement due to error or fraud.
Reasonable assurance is obtained by reducing audit risk to an appropriately low level through applying
due professional care, including obtaining sufficient appropriate audit evidence.” The focus of our
observation is on the phrase “reducing audit risk to an appropriately low level”. The Auditing
Standards Board of the American Institute of Certified Public Accountants (“ASB”) added
clarity to this issue by stating “audit risk will be limited to a low level that is, in his or her
professional judgment, appropriate for expressing an opinion on the financial statements.” In
addition, footnote 3 at the end of paragraph 3 refers to AU 230, Due Professional Care.
Paragraph 11 of AU 230 (first sentence) states “reasonable basis for forming an opinion” versus this
paragraph 3 which states “an appropriate basis for expressing an opinion”. It is unclear why
“reasonable” should be changed to “appropriate”. This change combined with the omission of
the wording utilized by the ASB makes it unclear as to how to achieve “an appropriately low
level”.

We encourage the Board to consider adding clarifying language indicating that such a level can
be based on auditor judgment.

Appendix 3: Consideration of Materiality in Planning and Performing an Audit

Paragraphs 6-8

Paragraph 6 states - “the auditor should establish a materiality level for the financial statements as a
whole”. Paragraph 7 states - “The auditor should evaluate whether, in light of the particular
circumstances, there are certain accounts or disclosures for which there is a substantial likelihood that
misstatements of lesser amounts than the materiality level established for the financial statements as a
whole would influence the judgment of a reasonable investor.” Paragraph 8 states - “Accordingly, the
amount or amounts of tolerable misstatement should be less than the materiality level for the financial
statements as a whole and, if applicable, the materiality level or levels for particular accounts or
disclosures.”

The Proposed Standard would prevent the auditor from using their judgment on differences
that may quantitatively exceed the materiality level established but are clearly immaterial from
a qualitative perspective, such as a balance sheet reclassification. If a reclassification amount
exceeds the materiality established for the audit in paragraph 6, then the Proposed Standard
would indicate that it should be reflected in the financial statements. The Board further
clarified their position in Appendix 9, paragraph 4 stating - “The new proposed standard does not
allow the auditor to establish a materiality level for an account or disclosure at an amount that exceeds
materiality for the financial statements as a whole”. We believe this does not allow the auditor to
use appropriate judgment when evaluating individual potential adjustments as well as
aggregate potential adjustments. We encourage the Board to review this language and allow
the auditor to exercise judgment and due professional care. The ASB addressed this issue in
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SAS 107, paragraph 35 as follows: “To do so, the auditor should determine one or more levels of
tolerable misstatements. Such levels of tolerable misstatement are normally lower than the materiality
levels.” This phrase would allow the auditor to establish tolerable misstatement higher than
materiality, such as for a balance sheet only reclassification when appropriate.

Appendix 4: Identifying and Assessing Risks of Material Misstatement

Paragraph 56

This paragraph sets forth a process for identifying and assessing the risks of material
misstatement using the information obtained from the risk assessment procedures (paragraphs
4-55). Paragraphs 4-55 consistently utilize the terminology “risk of material misstatement”.
However, paragraph 56a states - “Identify risk of misstatement due to error or fraud using
information obtained from the risk assessment procedures (as discussed in paragraphs 4-55) and
considering the characteristics of the accounts and disclosures in the financial statements.” The original
proposal had the word “material” inserted before “misstatement” in that phrase, which would
be consistent with paragraphs 4-55. By eliminating the word material from paragraph 56a,
auditors appear to be required to identify many more risks present in an audit that are not
material, and to perform the detailed evaluation process outlined in 56a-56e. We believe
insertion of the word “material” is needed.

Appendix 5: The Auditor’s Responses to the Risks of Material Misstatement

Paragraph 45

This paragraph provides guidance on procedures that should be performed if information is
substantively tested at an interim date. The paragraph clearly indicates the auditor should
cover the remaining period by performing substantive procedures, or substantive procedures
combined with tests of controls that provide a reasonable basis for extending the audit
conclusions from the interim date to the period end. We believe this statement provides
sufficient guidance and direction to the auditor while recognizing the auditor needs to exercise
judgment on the sufficient appropriate audit evidence to gather to extend their conclusion from
interim to period end. The Board included specific requirements to the above guidance by
stating in the last sentence: “Such procedures should include (a) comparing relevant information
about the account balance at the interim date with comparable information at the end of the period to
identify amounts that appear unusual and investigate such amounts, and (b) performing audit
procedures to test the remaining period.” Requirements (a) and (b) make it clear that substantive
analytics (step “a”) from interim to year end alone are not sufficient and that the auditor would
be required to perform other audit procedures (step “b”) in order to conclude. We believe this
concept is not fully formed, and that the auditor should be able to determine the sufficient
appropriate audit procedures necessary to extend their conclusions from interim to period end.
We recommend the deletion of the last sentence in paragraph 45 or alternatively, develop the
extensive guidance necessary to adequately provide the options available.
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March 2, 2010

Public Company Accounting Oversight Board
Office of the Secretary

1666 K Street, N.W.

Washington, D.C. 20006-2803

Re: Request for Public Comment on Proposed Auditing Standards Related to the Auditor's
Assessment of and Response to Risk and Related Amendments to PCAOB Standards
(PCAOB Release No. 2009-007, December 17, 2009, Rulemaking Docket Matter No. 026)

Deloitte & Touche LLP appreciates the opportunity to respond to the request for comments
from the Public Company Accounting Oversight Board (the “PCAOB” or the “Board”) on its
Proposed Auditing Standards Related to the Auditor’s Assessment of and Response to Risk and
Related Amendments to PCAOB Standards (PCAOB Release No. 2009-007 (“Release”), December
17,2009, PCAOB Rulemaking Docket Matter No.026) (the “Proposed Standards”).

We continue to support the PCAOB’s efforts to improve its auditing standards related to the
auditor’s identification of, and responses to, risk in the conduct of an audit. The risk assessment
standards contain many of the core principles underlying the audit and the PCAOB has advised that
they will be used as a foundation for the development of other auditing standards. Given their
importance to the auditing standards as a whole, we believe transparency in the process undertaken
by the PCAOB to develop the risk assessment standards is essential. To that end, we commend the
PCAOB for its decision to revise and re-expose for public comment the Proposed Standards
following their original proposal in 2008. We note several improvements to the Proposed
Standards arising from the revisions made by the PCAOB. However, there are certain elements of
the Proposed Standards with which we continue to be concerned and therefore we have carried
forward certain comments from our comment letter on the original proposed standards. We have
also included new comments based on revisions proposed by the PCAOB. Our letter contains
Overall Comments and Specific Comments on Proposed Standards by Paragraph.

We welcome an opportunity to further discuss these matters with the Board and the staff.
Dialogue with commenters as the Proposed Standards are evaluated and changes are considered
will facilitate a more complete understanding of the comments, full consideration of related
implications, and, we believe, will ultimately improve the final standards and the auditor’s ability to
implement them effectively and efficiently. If you have any questions or would like to discuss

Member of
Deloitte Touche Tohmatsu


www.deloitte.com
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these matters further, please do not hesitate to contact John Fogarty at (203) 761-3227. We thank
you for your consideration of these matters.

Very truly yours,

/s/ Deloitte & Touche LLP

cc: Daniel L. Goelzer, Acting PCAOB Chairman
Bill Gradison, PCAOB Member
Steven B. Harris, PCAOB Member
Charles D. Niemeier, PCAOB Member
Martin F. Baumann, Chief Auditor and Director of Professional Standards

Mary L. Schapiro, SEC Chairman

Luis A. Aguilar, SEC Commissioner
Kathleen L. Casey, SEC Commissioner
Troy A. Paredes, SEC Commissioner
Elisse B. Walter, SEC Commissioner
James L. Kroeker, SEC Chief Accountant
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I. Overall Comments

We agree with the Board’s statement that these Proposed Standards “...address many
fundamental aspects of the audit process and are expected to serve as a foundation for future
standard setting...” Given the foundational nature of the Proposed Standards and as the PCAOB is
embarking on its active standard-setting agenda, we would like to take this opportunity to provide
more general input to the PCAOB on certain overarching aspects of its standard-setting processes,
including the structure and format of its auditing standards.

Within the context of our general comments on the standard-setting processes, we have
provided examples of our points in relation to the Proposed Standards. Our Overall Comments
include feedback on:

A. Transparency in the standard-setting process

B. Drafting conventions employed by the PCAOB in its auditing standards, including:
1. The structure of standards and releases

The use of terminology throughout the auditing standards

The application of Rule 3101

Documentation requirements

A

The integration of requirements and guidance related to multi-location
engagements in the Proposed Standards

C. Convergence with other auditing standard-setting bodies

D. Standard-setting agenda, timetable, and effective date

A. Transparency in the standard-setting process

The re-exposure of the Proposed Standards is one of several steps that we have noted the
PCAOB has taken towards increasing the transparency of its standard-setting process. We are
encouraged by the PCAOB’s objective, stated in its 2009 — 2013 Strategic Plan, to “maintain a
program to obtain input from investors, public companies, registered public accounting firms, the
academic community and other interested parties on the PCAOB’s proposals and emerging issues
related to its work™ through “[e]nhanc[ing] the transparency of standard setting and other
rulemaking initiatives by developing clear releases and other statements describing the objectives,
methods and intent of each proposal in a manner that allows the investing public and other
interested parties to understand the import and effect of the proposal and facilitates meaningful
public comment.”

We strongly support the inclusion of Appendix 9, Additional Discussion of New Proposed
Auditing Standards and Comments on Original Standards Proposed in October 2008 (“Appendix
9), and Appendix 10, Comparison of the Objectives and Requirements of Proposed Auditing
Standards to the Analogous Standards of the International Auditing and Assurance Standards
Board and the Auditing Standards Board of the American Institute of Certified Public Accountants
(“Appendix 107), in the Release. We believe the inclusion of these appendices marks a positive
step for the PCAOB in meeting its 2009 — 2013 Strategic Plan objectives for transparency.
Appendices such as these provide an opportunity for the PCAOB to clearly describe the rationale
for the structure and content of its Proposed Standards. At the same time, we believe that
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transparency would increase and usefulness would improve if a greater level of detail were
provided in these appendices. In particular, the appendices should set forth the reasoning for the
differences between the original proposed standards and the Proposed Standards. Importantly, the
appendices should clearly describe the details and rationale for the differences between the
Proposed Standards and the risk assessment standards in the International Standards on Auditing
(ISAs) of the International Auditing and Assurance Standards Board (IAASB) and the Statements
on Auditing Standards (SASs) of the Auditing Standards Board (ASB), which have been
implemented by many public accounting firms.

Board Member Niemeier indicated during the open meeting to approve the Proposed
Standards for public comment, “[w]e should use our releases to explain what we want to change.
This would help auditors understand our expectations.” We agree with this statement and we
believe that the Release, including Appendices 9 and 10, could have more clearly articulated the
expected changes in practice arising from the Proposed Standards.

For example, Appendix 9 describes a change made to the discussion of the concept of
materiality in Appendix 3, Consideration of Materiality in Planning and Performing an Audit. In
the PCAOB’s existing standard and in the original proposed standard of the same name, the concept
of materiality was linked to FASB Concepts Statement No. 2, Qualitative Characteristics of
Accounting Information. In the Proposed Standards, the concept of materiality has instead been
linked to case law and the Supreme Court’s articulation of the concept of materiality. In Appendix
9, only very limited explanation is provided for the revision, and it does not appear that the change
arose due to comments received on the original proposed standards. More importantly, there is no
indication of whether the PCAOB expects any change in practice from this revision, or whether it
views the concept of materiality as being significantly different between case law and the applicable
accounting frameworks used by issuers whose financial statements are being audited in accordance
with the PCAOB’s standards.

We also note that Appendix 10 is incomplete for several reasons:

e The appendix provides a high-level comparison between the Proposed Standards (in full)
and the objectives and requirements sections of the IAASB and ASB’s respective risk
assessment standards. This results in an “apples to oranges” comparison, as it excludes the
application material that is included in the IAASB and ASB’s standards. Such application
material is considered an essential part of the IAASB and ASB standards. Auditors are
required by the IAASB and ASB standards to have an understanding of the entire text of a
standard (including the application material) so as to be able to apply the related
requirements properly. For future such appendices, we believe a more comprehensive
comparison of complete standards (i.e., objectives, requirements, and guidance, including
application material) would be appropriate.

e Even for the components of the ISAs that are covered in Appendix 10 (i.e., objectives and
requirements), the appendix does not include all differences between the Proposed
Standards and the standards of the IAASB and ASB.

o For example, the wording of the second bullet of paragraph 10 in Appendix 2, Audit
Planning and Supervision (“Appendix 2”), differs from the corresponding wording
in ISA 300, Planning an Audit of Financial Statements (“ISA 300”) paragraph 9. In

" See Statement by Board Member Charles D. Niemeier at the December 17, 2009, open Board Meeting on
http://www.pcaobus.org.
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the ISA, the auditor is required to include in the audit plan a description of “the
nature, timing and extent of planned further audit procedures at the assertion level.”
In paragraph 10 of Appendix 2, the auditor is required to include in the audit plan a
description of “the planned nature, timing and extent of tests of controls and
substantive procedures” without mention of doing so at the assertion level. This
difference is not discussed in Appendix 10 and therefore it is unclear (1) whether a
difference is intended by the PCAOB and (2) what expected difference in practice, if
any, is intended as a result of the divergence.

o For example, paragraph 16 of Appendix 6, Evaluating Audit Results, differs from the
corresponding wording in paragraph 7 of ISA 450, Evaluation of Misstatements
Identified During the Audit. Paragraph 16 of Appendix 6 indicates that if
management has corrected an account or disclosure, the auditor “should evaluate
management’s work to determine whether the corrections have been appropriately
recorded and whether uncorrected misstatements remain.” Paragraph 7 of ISA 450
indicates that the auditor “shall perform additional audit procedures to determine
whether misstatements remain.” This difference is not discussed in Appendix 10 and
therefore it is unclear (1) whether a difference is intended by the PCAOB and (2)
what expected difference in practice, if any, is intended as a result of the divergence.

e There is no overall commentary from the PCAOB about whether the differences included in
Appendix 10 are, in the PCAOB’s view, the only substantive, intended differences between
the ISAs and SASs and the Proposed Standards, or whether there are other differences that
the PCAOB has chosen not to highlight but for which they expect a difference in practice.

As noted above, we believe comparative appendices can be extremely useful in highlighting
the intended differences between the PCAOB’s proposed standards and the analogous standards of
the IAASB and ASB.

In addition, and equally important, these appendices should be used to describe in detail the
differences between the existing PCAOB standard and the proposed PCAOB standard. This will
contribute to a higher level of audit quality, where the auditor can clearly determine what actions to
take that are different or additional when performing the audit in accordance with the standards of
the PCAOB. We also recommend that as the PCAOB continues to move forward with its standard-
setting agenda it would be useful when seeking public consultation on its proposed standards to
provide “marked changes” versions, showing changes from the existing PCAOB standards. This
will enable commenters to quickly identify and understand the changes proposed by the PCAOB,
particularly with respect to significant conforming amendments (such as those proposed with
respect to AU 316, Consideration of Fraud in a Financial Statement Audit (“AU 316”)). Such
information will enable the PCAOB to highlight in the information accompanying the proposed
standards (1) the reasons for those changes and (2) the expected changes in practice.

In addition to the transparency initiatives manifested in the re-exposure of the Proposed
Standards, we also recognize other activities the PCAOB has undertaken to more holistically
address transparency in its standard-setting processes. Most notably, the organization and structure
of the PCAOB’s last Standing Advisory Group (SAG) meeting in October 2009, which included a
discussion of comments received on the original proposed risk assessment standards, demonstrated
the PCAOB’s efforts to foster a two-way dialogue with the SAG about auditing standards while the
standards are in the process of being developed. We also encourage the PCAOB to consider
increasing the use of task forces comprised of audit practitioners for future standard-setting
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In addition to considering whether the following matter is important to a financial statement audit,
if the Board concludes that this matter is important to a financial statement audit, we believe the
following revision is necessary to make it clear that it pertains to the auditor’s judgments, which is
consistent with the bullet point in paragraph 7 related to materiality:

» The auditor’s Ppreliminary judgments about the effectiveness of internal control over financial
reporting

~ Paragraph 10a requires the auditor to develop and document the nature, “timing” and extent of
risk assessment procedures. We do not believe it is necessary to document the “timing™ of such
procedures, and we further believe that this would be impractical as risk assessment is an ongoing
process that occurs throughout the execution of the audit. Further, the related guidance in AU 311
Planning an Audit (Redrafted) (AU 311) paragraph 9 does not include this requirement. We
recommend the reference to “timing"” within paragraph 10a be removed. [Improved Transparency
of the Standards Setting Process and the Relationship of the PCAOB Standards to Other Auditing
Standards]

= Paragraphs 11-14 discuss the auditor’s responsibilities with respect to multi-location
engagements. However, we note that in the release text in Appendix 9 of the reproprosed
standards, the Board states that the provisions in these paragraphs “are applicable to all multi-
location audits, not just group audits.” This statement could be interpreted to indicate that the
PCAOB intends the requirements in these paragraphs to apply to situations where the principle
auditor makes reference to the work of another auditor. We believe that this requirement would
cause unnecessary duplication in audit effort without a corresponding increase to audit quality. We
recommend the PCAOB clarify its intent with regards to the applicability of these requirements
and as necessary modify the requirements within paragraphs 11-14 to reduce any unnecessary
duplication of audit efforts. [PCAOB Standards Setting Process]

» Paragraph 14 of this reproposed standard is an example of incorporating unpredictability in a
multi-location environment as discussed in paragraph 5 of reproposed standard The Auditor’s
Responses to the Risks of Material Misstatement; however, a presumptively mandatory
requirement has been added, which we do not believe is necessary. We do not believe that it is
necessary for the standards to prescribe how the auditor should incorporate an element of
unpredictability for multi-location audits. Therefore, we suggest that the Board consider removing
the presumptively mandatory requirement and, rather, including this as an example within
paragraph 5 of the reproposed standard, The Auditor’s Responses to the Risks of Material
Misstatement.

Appendix 3: Consideration of Materiality in Planning and Performing an Audit

~ Paragraph 3 states “it ordinarily is not practical to design audit procedures to detect misstatements
that are material based solely on qualitative factors.” The use of the term “ordinarily” leads the
auditor to believe that there are situations in which it would be appropriate to design audit
procedures based solely on qualitative factors. We believe that language in AU section 312
Materiality in Planning and Performing an Audit (Redrafted) (AU 312) paragraph 6 that states the
following “Although it is not practical to design audit procedures to detect misstatements that
could be material solely because of their nature (that is, qualitative considerations), the auditor
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considers not only the size but also the nature of uncorrected misstatements, and the particular
circumstances of their occurrence, when evaluating their effect on the financial statements” would
be more appropriate as we do not believe that it is practical to design audit procedures based solely
on qualitative factors. [Improved Transparency of the Standards Setting Process and the
Relationship of the PCAOB Standards to Other Auditing Standards]

Paragraph 6 states:

When planning the audit, the auditor should establish a materiality level for the financial
statements as a whole that is appropriate in light of the particular circumstances. This includes
consideration of the company’s earnings and other relevant factors.

We believe that there are certain situations when it is appropriate for the materiality level for the
financial statements to be based upon factors other than earnings. In applying this requirement, it
may be interpreted by auditors that the established materiality level should always be based upon
earnings. Therefore we recommend the Board clarify this requirement.

Paragraph 7 requires the auditor to evaluate whether “there are certain accounts or disclosures
for which there is a substantial likelihood that misstatements of lesser amounts than the
materiality level established for the financial statements as a whole would influence the judgment
of a reasonable investor. If so, the auditor should establish separate materiality levels for those
accounts or disclosures.” We believe that materiality is a concept that should be applied to the
financial statements as a whole and not influenced by any particular account or disclosure.
Establishing different materiality amounts for different accounts is inconsistent with this concept
and could result in a significant level of audit effort being applied at a more granular level and may
result in the auditor focusing more efforts on what is material at the account or disclosure level
rather than considering what is material to the financial statements as a whole. We believe this
would result in what could be virtually never ending effort in evaluating audit differences and
whether they are material to the financial statements as a whole. This increase in audit effort in
establishing different materiality levels at both the financial statement as a whole and at the
account and disclosure level and in evaluating whether audit differences are material at each of
these levels at the end of an audit may not result in a commensurate increase in audit quality. In
addition, we believe this concept is embedded in the requirement in paragraph 8 that states “the
auditor should determine the amount or amounts of tolerable misstatement for purposes of
assessing risks of material misstatement and planning and performing audit procedures at the
account or disclosure level.” This requirement is sufficient to address the risk that misstatements
of lesser amounts than materiality established for the financial statements as a whole are
appropriately identified when performing the audit. We therefore, recommend the Board remove
paragraph 7 from the reproposed standard.

Paragraphs 8 and 9 use the term “tolerable misstatement,” which is also used in AU350 Audit
Sampling (AU350). However, AU350.18 defines tolerable misstatement for purposes of the
sample as the maximum monetary misstatement for the balance or class while the reproposed
standard requires the auditor to determine the amount or amounts of “tolerable misstatement”
for purposes of assessing risks of material misstatement at the account or disclosure level. We
believe that using the same term, with different meanings, in the audit sampling guidance and the
risk assessment guidance will result in confusion for auditors. We recommend the PCAOB consider
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using different terminology in the risk assessment standards, such as “performance materiality.”
This term is consistent with the terminology used in ISA 320 paragraph 11 and AU 312
paragraph 11. The use of this term in the reproposed standards would reduce the confusion of
having “tolerable misstatement” applied by the auditor in two different contexts. [Clarification of
the Terms Used in the PCAOB Standards]

Appendix 4: Identifying and Assessing Risks of Material Misstatement

»  We recommend the Board consider including an additional statement within paragraph 3, the
objective of the reproposed standard, which emphasizes that the auditor’s identification and
assessment of risks of material misstatements is “through understanding the entity and its
environment, including the entity's internal control.” This language is consistent with ISA 315
Identifying and Assessing the Risks of Material Misstatement through Understanding the Entity and
Its Environment and would link to the requirements discussed within the reproposed standard in
paragraphs 7 and 8. [Improved Transparency of the Standards Setting Process and the
Relationship of the PCAOB Standards to Other Auditing Standards]

The reference in footnote 3 refers to a definition of fraud in AU 316. As the Board has integrated
aspects of AU 316 into the reproposed standards, we suggest that the Board include this
definition of fraud in Appendix A of the reproposed standard and include among its conforming
amendments the following change to the last sentence of AU 316.05 to clarify that the term
“fraud” as used in the Board's standards is an act that results in a material misstatement of the
financial statements:

For purposes of PCAOB auditing standards the-section; fraud is an intentional act that results in
material misstatement in the financial statement that are the subject of an audit.

Paragraph 7 requires the auditor to “obtain an understanding of the company and its environment
("understanding of the company") to understand the events, conditions, and company activities
that might reasonably be expected to have a significant effect on the risks of material
misstatement.” Since none of the bullets in paragraph 7 appear to be an "event, condition or
company activity”, we ask the Board to provide examples of the types of events, conditions and
company activities that might be considered to have a reasonable expectation of having a
significant effect on the risks of material misstatement so that the auditor is able to understand
the threshold of when such events are considered to have a significant effect on the risks of
material misstatement. Alternatively, we suggest that the Board revise paragraph 7 as follows:

“The auditor should obtain an understanding of the company and its enVIronment ("understandlng
of the company") to

:easenably-e*peeted-t@-ham&gmi«eant—eﬁe@t—gn assrst the aud/tor in /dentlfwnq and assessing

the risks of material misstatement.”

» The use of the terms “encompasses’ and “includes” in paragraphs 9, 10, and 24 may be confusing
for auditors in determining whether the Board meant all of the matters are required to be
considered. If this is the intent of the Board, we recommend the Board consider using “should”
instead of "encompasses” and “includes” so that the requirements are more clearly understood by
the auditor, [Clarification of Terms Used in PCAOB Standards]
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We recommend the following revision to the first note to paragraph 10:

“The size and complexity of a company might affect the risks of material misstatement and how
the company addresses those risks.”

We also recommend that the Board review the reproposed standards for other instances where the
Board uses “those risks” to define “risks of material misstatement” to ensure that when this
shorthand phrase is used, it is clear to the auditor that “those risks" are “risks of material
misstatement.”

The second Note to paragraph 10 states:

“The auditor should take into account the information gathered while obtaining an understanding
of the nature of the company when determining the existence of related parties..."

We recommend the Board consider including the note as a separate paragraph within the standard
as there is an embedded requirement contained within the Note that makes it difficult for the
auditor to reference and determine that it is appropriately applied. [Requirements within Notes
and Appendices]

The procedures required of the auditor in paragraph 11 appear to be very prescriptive and limiting
of the auditor's ability to apply judgment when determining the appropriate procedures that are
necessary to be performed as part of understanding the company, since certain of these
procedures may be less relevant for certain public companies (e.g., earnings calls may be less
relevant for companies that are not actively followed by analysts) and may be endless for others
(e.g., the number of blog sites and other publicly available information for certain companies is
virtually endless, such that reading all of such public information may well be impossible and, in
some cases, of little value) . We believe that the listed procedures within paragraph 11 would be
more appropriate to be referenced as examples of procedures that may be performed to meet the
requirements of paragraph 10 and therefore suggest that the Board replace the phrase “should
consider” with “may consider” within the first sentence of paragraph 11.

We suggest the following revision to paragraph 11 to be consistent with the overall requirement to
obtain an understanding of the company and its environment (“understanding the company”) in
paragraph 7:

Reading public information about the company relevant to the evaluation-of-thelikelihood-of
material-financial-statement identification of risks of material misstatements and-the-effectiveness

ofthe company'sinternal control-over-financialreporting,

Paragraphs 13 and 68 discuss requirements for the auditor to consider the risk of omitted or
incomplete disclosures and to identify the necessary disclosures for the company’s financial
statements. We recommend that the Board clarify that this evaluation is performed in the context
of the disclosures that are required by the company's financial reporting framework.
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Paragraph 15 of the reproposed standard provides examples of “which business risks might result
in material misstatement of the financial statements.” The examples provided within this
paragraph are examples of business risks; however, the examples do not demonstrate how the
business risks may result in material misstatements to the financial statements. We recommend
the Board consider expanding the examples to demonstrate how these example business risks
might reasonably be expected to result in material misstatements. This will allow auditors to better
understand the Board's view of business risks and when they could reasonably be expected to
result in material misstatement of the financial statements, so that the execution of these risk
assessment procedures are more likely to be consistently applied in all audits.

In the second Note to paragraph 20, it is not clear whether a walkthrough would be sufficient to
determine whether a control has been implemented. Paragraph 64 seems to imply this as it states
that “performing walkthroughs will frequently be the most effective way of achieving the
objectives in paragraph 62," and one of the objectives in paragraph 62 is to “Identify the controls
that management has implemented to address these potential misstatements.” Because of this
lack of clarity, we recommend the Board clarify that a walkthrough would be sufficient to
determine whether a control has been implemented by adding the following sentence to the end of
the second Note to paragraph 20:

Ordinarily, performing walkthroughs as described in paragraphs 64 and 65 are sufficient to

determine whether a control has been implemented.

Paragraph 28 requires the auditor to “obtain an understanding of the information system,
including the related business processes, relevant to financial reporting.” Paragraph 30 further
states that “Obtaining an understanding of the company’s business processes assists the auditor in
obtaining an understanding of how transactions are initiated, authorized, processed and
recorded.” While there may be some cases in which obtaining an understanding of the business
processes may be necessary for the auditor, or may assist the auditor, in obtaining an
understanding of how transactions are initiated, authorized, processed and recorded, we believe
that in most cases, this understanding can be gained without the need to gain an understanding of
the company's business processes. As a result, we do not believe that obtaining an understanding
of the company's business processes should be required. We do agree that obtaining an
understanding of how transactions are initiated, authorized, processed and recorded is necessary
to achieve the overall objective of an audit, and believe that gaining an understanding of related
business processes may be an example of a way in which to obtain such understanding. We
therefore recommend the Board remove the phrase “,including the related business processes,”
from paragraph 29 of the reproposed requirement, and modify paragraph 30 to indicate that
obtaining an understanding of the company’s business processes “may assist” the auditor in
obtaining an understanding of how transactions are initiated, authorized, processed and recorded.

Paragraph 33 requires the auditor to obtain an understanding of control activities that is
“sufficient to assess the factors that affect the risks of material misstatement.” Currently, the
reproposed standards do not establish a framework for evaluating the sufficiency of this
understanding. We are concerned that this requirement could be interpreted by the auditor as a
requirement to consider all of the company’s control activities regardless of their nexus to
financial reporting and to the audit. Such a requirement may result in a significant increase in
audit effort for audits of financial statements, where an auditor ordinarily would only be required
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to obtain an understanding of controls sufficient to plan the audit, and as a result, may develop an
audit strategy that does not rely on a company's control activities. We do not believe that this
increase in effort for financial statement only audits corresponds to an increase in audit quality.
Paragraph 20 states that obtaining an understanding of internal control includes evaluating
controls “that are relevant to the audit,” which we believe provides an appropriate framework for
determining the appropriate level of understanding. We recommend the Board consider clarifying
the requirements in the reproposed standard such that the auditor's responsibility is for
understanding the control activities that are relevant to the audit.

We recommend the following revision to paragraph 42:
If the engagement partner-auditor has obtained other information relevant to identifying risks of

material misstatement through other engagements performed for the company, the auditor
should take that into account in identifying risks of material misstatement.

The Note to paragraph 56a. should reference paragraphs 66-70 rather than paragraphs 67-70.
The Note to paragraph 56c. states:

“the auditor should evaluate how risks at the financial statement level could affect risks of
misstatement at the assertion level.”

We recommend the Board consider including this requirement as additional discussion within
paragraph 56c. [Requirements within Notes and Appendices].

We also recommend that the Board review the proposed standards to assure that the word
“material” is appropriately placed after the words “risks of” and before the word “misstatement”
throughout the proposed standards.

Paragraphs 62-64 contain requirements related to understanding likely sources of misstatement.
While these are largely consistent with AS 5, in a financial statement audit an auditor may elect
not to rely on a company’s controls. The requirements in paragraph 62, for example, for the
auditor to identify controls that management has implemented go beyond what should be required
in a financial statement only audit. We recommend the Board consider whether the requirements
to identify all the controls management has implemented to address potential misstatements
significantly enhances the auditor’s ability to pian and perform a financial statement only audit
given the potential increase in costs this identification may require.

We recommend the following revision to the second bullet of paragraph 62:

Verify-that-the-auditor-has-identified Identify the points within the company's processes at which a
misstatement - including a misstatement due to fraud - could arise that, individually or in

combination with other misstatements, would be material;

The reference made in paragraph 66 to the “preceding paragraph” should actually say “earlier in
this paragraph” as the illustrative risk factors are discussed within paragraph 66 and not within
paragraph 65.
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We recommend the following revision to paragraph 67:

The-auditorshould notassume-that All of the conditions discussed in paragraph 66 must are not
required to be observed or evident to conclude that a fraud risk exists. The auditor might conclude
that a fraud risk exists even when only one of these three conditions is present.

We believe the Appendix A definition of significant risk in paragraph A5 should include the concept
that a significant risk is based upon those risks that the auditor determines need special audit
consideration. Therefore, we recommend the Board consider the following revision to the
definition of significant risk which is also consistent with the definition of significant risk in AU 314
and ISA 315:

An identified and assessed risk of material misstatement that the auditor determines requires
special audit consideration.

The information included in Appendix B Consideration of Manual and Automated Systems and
Controls includes several presumptively mandatory requirements that we believe make it difficult
for auditors to reference and determine that they are appropriately applied in an audit. We also
believe that the content of the appendix is important for auditors to consider during the risk
assessment process and therefore recommend the Board incorporate the requirements and
guidance in Appendix B within the reproposed standard. [Requirements within Notes and
Appendices]

Appendix 5: The Auditor’s Responses to the Risks of Material Misstatement

£

In order to align the objective of this reproposed standard with the objectives of the entire suite of
reproposed standards (i.e., that the auditor's procedures are designed to be responsive to the
assessed risks of material misstatement), we recommend the following revision to paragraphs 1
and 2:

The standard establishes requirements and provides direction regarding designing and
implementing appropriate responses to the assessed risks of material misstatement.

The objective of the auditor is to address the assessed risks of material misstatement through
appropriate overall responses and audit procedures.

We also recommend that the Board consider changing the title of the proposed standard to add
the word “assessed" to the title.

The Board discusses in appendix 9, in relation to the overall responses to risk, that paragraph 5c.
of this reproposed standard is intended to extend the requirement of incorporating an element of
unpredictability into the audit, such that the auditor should incorporate an element of
unpredictability as part of the response to the risks of material misstatement including the risk of
fraud. We do not believe that the requirements within paragraph 5c¢. will be applied consistent with
this interpretation, unless this interpretive guidance is included within the reproposed standards.
Further, we do not believe that it is appropriate or necessary to incorporate an element of
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unpredictability to risks other than fraud risks in the audit, as this requirement would increase the
audit effort without a corresponding increase in audit quality. Therefore, we recommend that the
Board consider incorporating elements of unpredictability in the selection of audit procedures in
the context of responding to the risk of material misstatement due to fraud only. [PCACB
Standards Setting Process]

Paragraph 6 states the following:

The auditor should also evaluate whether it is necessary to make pervasive changes to the nature,
timing, or extent of audit procedures to adequately address the assessed risks of material
misstatement. Examples of such pervasive changes include performing substantive procedures at
the period end instead of at an interim date; or modifying the nature of audit procedures to obtain
more persuasive audit evidence. We note that the original reproposed standard used the term
“general" to describe these types of changes. It is unclear why the Board changed the term from
‘general’ to ‘pervasive’ and whether there was any intended change to auditor performance. We
recommend the Board consider whether a definition of the term “pervasive” is necessary to clarify
the point. [Clarification of Terms Used in PCAOB Standards]

Paragraph 9c. relates to integrated audits only, therefore we recommend the Board include this
requirement within AS 5 and not in the reproposed standard as the requirement is not relevant to
financial statement only audits. [Conforming Changes to Auditing Standards No. 5]

The Note to paragraph 23 states:
To obtain evidence about whether a control is effective, the control must be tested directly;

This requirement is consistent with AS 5. However, we suggest including additional discussion to
clarify the meaning of “tested directly.” For example, the Board could consider adding the concept
that while the absence of misstatements does not support the effective operation of a control, the
absence of misstatements can inform the risk assessment associated with a control and, as such,
affect the nature, timing and extent of testing of a control for operating effectiveness. We believe
this additional clarification would be helpful to the auditor in better understanding what is meant
by “tested directly.” [Clarification of Terms Used in PCAOB Standards]

We also recommend that the Board consider including this requirement either within paragraph 23
or as a separate paragraph within the reproposed standard in order for the auditor to be able o
better identify and refer to the requirement within the reproposed standard. [Requirements within
Notes and Appendices]

The requirements in paragraph 31 under the heading "“Using Audit Evidence Obtained in Past
Audits” are largely consistent with the requirements of AS 5 paragraphs 47 and 58. However, the
requirements as they are included within the reproposed standard could be overly burdensome for
the auditor as they could be interpreted as a requirement to evaluate and document the auditor's
considerations of all controls tested in connection with the prior year audit. The requirement
within AS 5 is intended to provide for the auditor's experience in prior years to inform the current
year assessment of risk, which in turn affects the nature, timing and extent of testing necessary.
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We believe it is necessary to include these additional considerations from AS 5 paragraphs 47 and
58 in the reproposed standard to better articulate the requirement. [Conforming Changes to
Auditing Standard No. 5]

Paragraph 34 provides the auditor with direction when control deficiencies are detected. The
proposed standard however does not provide direction for the auditor when a control deviation
occurs. We recommend the Board include the guidance in AS 5 paragraph 48 which provides
direction for the auditor when a control deviation is identified. [Conforming Changes to Auditing
Standard No. 5]

We suggest removing the presumptively mandatory requirement from the second sentence of
paragraph 45. We believe the requirement in the first sentence provides the appropriate level of
direction for the auditor. The detailed procedures to perform should be determined by the auditor
based on professional judgment.

Appendix 6: Evaluating Audit Results

e

The Note to paragraph 6b. includes a requirement for the auditor to modify the audit procedures
or perform additional procedures when there is discovery of a previously unidentified risk of
material misstatement.

The second Note to paragraph 17 includes a requirement for the auditor to take into account
certain factors when the reassessment of materiality results in a lower amount.

The Note to paragraph 25a. includes a requirement for the auditor to obtain an understanding of
the reasons management did not correct audit misstatements.

Due to the importance of each of these requirements, we recommend the Board consider including
these notes as separate paragraphs within the reproposed standard. [Requirements within Notes
and Appendices]

Paragraph 15 includes guidance for the auditor to communicate accumulated misstatements to
management on a timely basis to provide them with an opportunity to correct them. The original
proposed standard also included the requirement for the auditor to request that management
correct the misstatements. This requirement has been removed from the reproposed standards.
Both ISA 450, Evaluation of Misstatements Identified during the Audit and AU 312 paragraphs 7-9,
include a requirement for the auditor to understand management’s rationale for not recording
identified misstatements and the effect on the audit. Requiring the auditor to make a direct
request of management to correct misstatements will encourage management to make such
corrections in the current period. Therefore, we believe this is an important requirement to retain
and recommend the PCAOB include the requirements from ISA 450 within the reproposed
standard. [Improved Transparency of the Standards Setting Process and the Relationship of the
PCAOB Standards to Other Auditing Standards]
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We recommend the following revision to footnote 11 of paragraph 20:
Misstatements also include omission or incomplete presentation of disclosures.

We do not believe that Appendix B Qualitative Factors Related to the Evaluation of the Materiality
of Uncorrected Misstatements has been referenced within the body of the reproposed standard.
We suggest that the Board add such a reference (for example, to paragraph 17) to clarify the
intended purpose of the Appendix.

Fraud risk was defined in paragraph 4d. of the reproposed standard. Therefore we recommend the
following revision o paragraph 26:

Also, the auditor should evaluate whether the auditor’s risk assessments, including in particular,
the assessment of risks-of-material-misstatementdue-to fraud risks, and the related audit
responses remain appropriate.

The Note to paragraph 31 states:

if the financial statements, including accompanying notes, fail to disclose information that is
required by the applicable financial reporting framework, the auditor should express a qualified or
adverse opinion and should provide the information in the report if practicable, unless its omission
from the report is recognized as appropriate by a specific auditing standard.

The description above may lead auditors to believe that it is necessary to disclose information that
is not material to the financial statements and if this information is not disclosed then the auditor

should express a qualified or adverse opinion. We therefore ask the Board to clarify that there is a
materiality threshold for determining the appropriate disclosures in the financial statements.

Paragraph 37 relates to audits of internal control over financial reporting only; therefore, we
recommend the Board consider removing this from the reproposed standard, consistent with the
discussion in Paragraph 1 of Appendix 1 of the reproposed standards, and retaining the concept
within AS 5. [Conforming Changes to Auditing Standard No. 5]

The definition of “misstatement” in paragraph A2 of Appendix A as it is currently drafted implies
that the definition is defining “material misstatement” as opposed to “misstatement.” We
recommend that the Board consider moving the second sentence of the definition that deals
simply with “misstatement” to the first sentence of the paragraph and include the following
revision:

A misstatement mayrelate-to is a difference between the amount, classification, presentation, or
disclosure of a reported financial statement item and the amount, classification, presentation, or
disclosure that should be reported in conformity with the applicable financial reporting framework.

These changes will provide a better understanding for the auditor of what defines a
“misstatement” and the implications to the financial statements when misstatements are material.
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Appendix 7: Audit Evidence

We recommend the following revision to paragraph 12 to be consistent with the description used
in paragraph 62 of the reproposed standard, /dentifying and Assessing Risks of Material
Misstatement:

if the assertions are sufficient for the auditor to identify the types of potential misstatements and
to respond appropriately to the risks of material misstatement in each significant account and
disclosure that have a reasonable possibility of containing misstatements that would cause the
financial statements to be materially misstated, individually or in aggregate with other
misstatements.

» Paragraph 16 discusses the limited nature of audit evidence that can be obtained through the use
of observation as an audit procedure, and provides the auditor’s observation of inventory counting
as an example of an observation. The performance of an inventory observation includes not only
performing observations but also making inquiries and inspecting evidence of the existence of
inventory, and thus provides considerably more evidence than the type of observation that might
provide more limited evidence. Therefore we recommend the Board include an example of
performing observations that is something other than performing an inventory observation.

A different example of observation that the PCAOB may consider is the auditor’s observation of
the presentation of the Chief Financial Officer’s explanation of the key variations in the quarterly
financial results to the Audit Committee or the auditor’s observation of the accounts receivable
manager checking the credit limits of a customer prior to processing an order from the customer.

» The word "written” related to confirmations was deleted from the original proposed standard in
paragraph 18. We believe that “written” is important to include within paragraph 18 as it relates to
confirmations and without this word it could have effects on the evaluation of information
provided from third parties as part of the audit. We therefore recommend the Board consider the
following revision to paragraph 18:

A confirmation represents audit evidence obtained by the auditor as a direct written response to
the auditor from a third party.

Paragraph 21 does not include “scanning” as part of analytical procedures. We believe this is an
important procedure for the auditor to consider. Therefore, we recommend the Board consider
including “scanning” as an analytical procedure and also incorporate the scanning guidance from
AU section 326, Audit Evidence (Redrafted) paragraph A22 within the reproposed standard.
[Improved Transparency of the Standards Setting Process and the Relationship of the PCAOB
Standards to Other Auditing Standards]
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Appendix 8: Conforming Amendments

Paragraph 1 of the reproposed standard, Audit Evidence, uses the phrase "sufficient appropriate
audit evidence.” We note that the Board's conforming amendments would replace the term
“competent” with the term “appropriate” throughout the extant standards. The resulting phrase in
many instances is “sufficient appropriate evidential matter.” Audit evidence is defined in the
reproposed standards; however, “evidential matter” is not. Therefore, we believe that the
conforming amendments should be revised to replace the phrase “sufficient competent evidential
matter"” with “sufficient appropriate audit evidence” to be consistent with the phrase used in the
reproposed standard, Audit Evidence.

Appendix 9 states that AU sections 350.23 to 350.38 have been amended to explain more
specifically how the principles in the standard apply for determining sample sizes when
nonstatistical sampling approaches are used. To this end, appendix 8 proposes to add paragraph .23A
and to add a sentence to the end of paragraph .38 of AU section 350, Audit Sampling, which
includes the following:

When circumstances are similar, the effect on sample size of those factors should be similar
regardless of whether a statistical or nonstatistical approach is used. Thus, when a nonstatistical
sampling approach is applied properly, the resulting sample size ordinarily will be comparable to,
or larger than, the sample size resulting from an efficient and effectively designed statistical
sample.

We believe that this addition to AU section 350 may lead auditors to infer that it is necessary to
calculate sample sizes using both statistical and nonstatistical approaches, in all circumstances, in
order to be in a position to be able to compare the sample sizes. We suggest that the PCAOB
remove the phrase “or larger than" from the second sentence in the proposed sentence and add
footnote 5 from the ASB's revised AU section 350.23 fo clarify that is not the intent.

= The conforming amendment to AS 3 paragraph 9 adds additional documentation requirements for
the auditor to document risk assessment procedures and responses to risk of misstatement that
“include (1) a summary of the identified risks of [material] misstatement and the auditor’s
assessment of risks of material misstatement at the financial statement and assertions levels and
(2) the auditor's responses to the risks of material misstatement, including linkage of the
responses to those risks.” We believe these additional documentation requirements will result in an
unnecessary linkage and a matrix- like mentality to documentation that will not improve audit
quality but will likely increase the cost of performing audits.

In addition to reconsidering these documentation requirements, we also recommend the Board
consider adding additional documentation requirements within the reproposed standards where
the PCAOB believes special documentation considerations, beyond the requirements of AS3, are
warranted. This approach is also consistent with the ISAs and SASs approach to establishing
documentation requirements for the auditor.
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Auditing Standard No. 5, An Audit of Internal Control Over Financial Reporting That Is Integrated
with an Audit of Financial Statements (AS 5)

We recommend the following conforming amendments to AS 5. [Conforming Changes to Auditing
Standard No. 5]

a. Delete paragraphs and Notes 28, 29,30, 36, and 38 (guidance included in corresponding
paragraphs 56e, 57, 59,60, 63, 65 of reproposed standard /dentifying and Assessing Risks of
Material Misstatement)

b. Delete footnote 13 (guidance included in footnote 28 of the reproposed standard /dentifying
and Assessing Risks of Material Misstatement)

c. Delete the guidance in paragraph 33 and replace with the following sentence:

After applying the guidance within paragraph 61 of reproposed standard Identifying and
Assessing Risks of Material Misstatement refer to the direction in Appendix B for multiple
location scoping decisions.

d. Delete the first 2 bullets included within paragraph 34 and include a footnote reference within
paragraph 34 to reproposed standard /dentifying and Assessing Risks of Material Misstatement
paragraph 62 so that the auditor applies the guidance in AS 5 in combination with paragraph
34 of the reproposed standard for integrated audits.

e. Delete paragraphs 42, 43,45, 49, 50, and 51 (guidance included in corresponding paragraphs
19, 20,22, 23, 24, and 25 of reproposed standard The Auditor’s Responses to Risks of
Material Misstatement)

f. Delete paragraph 44 and include the related note as part of the guidance included in
reproposed standard The Auditor's Responses to Risks of Material Misstatement paragraph 21.

g. Delete paragraph 47 and incorporate the related notes within paragraph 31 of the reproposed
standard The Auditor’s Responses to Risks of Material Misstatement

h. Delete bullets from 47 and 58 that are included within the reproposed standard The Auditor’s
Responses to Risks of Material Misstatement paragraph 31
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Re: FEE Comments on the PCAOB Release No. 2009-007: Proposed Auditing
Standards Related to the Auditor's Assessment of and Response to Risk and
Related Amendments to PCAOB Standards

FEE (the Federation of European Accountants) is pleased to provide you with its
comments on PCAOB Proposed Auditing Standards related to The Auditor's Assessment
of and Response to Risk and Related Amendments to PCAOB Standards.

FEE welcomes an improved set of proposed standards and the decision by the PCAOB to
re-expose them. FEE also appreciates the approach to setting standards on audit risk in
the US that is based on an international approach and the improved statement of the
differences between PCAOB standards and the International Standards on Auditing (ISAs).
As a result of increased global acceptance of ISAs, they have become the global
benchmark for auditing standards. Devoting efforts to quality standards and convergence
in such a significant area in audit as audit risk will therefore be beneficial to all
stakeholders.

FEE’s comments on significant aspects of the proposed audit risk standards are set out
below.
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1. Convergence

The benchmark auditing standards are the clarified International Standards on Auditing
(ISAs)

As mentioned in the FEE comment letter dated 18 February 2009 to the PCAOB Release
No. 2008-006: Proposed Auditing Standards Related to the Auditor's Assessment of and
Response to Risk and Related Amendments to PCAOB Standards, FEE has been
advocating for the use of the (clarified) ISAs in the European Union (EU) for over ten
years. In addition, the worldwide use of the ISAs has steadily expanded over the last few
years, making ISAs the global benchmark auditing standards. In 2009, FEE has
reconfirmed its support for ISAs in Europe in the FEE Policy Statement on International
Standards on Auditing (ISAs)".

FEE fully supports the adoption of ISAs as the use of harmonized international auditing
standards will serve to increase audit quality and enhance confidence in the reliability,
comparability and consistency of financial statements.

In general, FEE believes that uniformity in auditing standards world-wide, to the maximum
degree possible, is beneficial for capital market participants with cross-border interests and
global activities and enhances the quality of audits based on globally accepted auditing
standards at national level, including the acceptance of audit reports beyond home
jurisdictions.

Aligning PCAOB auditing standards to ISAs

Therefore, FEE welcomes the PCAOB’s initiative to align its standards with the clarified
ISAs as a step towards the ultimate worldwide application of one set of auditing standards
for capital market entities and also other entities.

We also reiterate our support for the update of the PCAOB'’s audit risk standards, reflecting
the importance the PCAOB attaches, and is right to attach, to the new risk approach (i.e.
risk assessment and responding to identified risk) to an audit which is already embedded
in the ISAs.

The improved draft standards support to a greater extent than before further global
convergence. In an environment of convergence to international accounting standards, the
globalisation of auditing standards is also expected to facilitate consistency in the audit of
financial statements. The alternative is cumbersome reconciliations covering differences in
auditing standards that detract from an efficient and effective audit.

Towards globally accepted auditing standards or convergence?

We recognise that the PCAOB issues standards separately and different from those of the
IAASB because the PCAOB standards need to take into account U.S. securities law and

1

http://www.fee.beffileupload/upload/Auditing%20and%20Assurance%20PS%201%20International%20Standards%200on
%20Auditing%20%281SAs%29%201%20090430145200923149.pdf
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