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The Public Company Accounting Oversight Board ("Board" or "PCAOB") has
evaluated the submissions of KPMG LLP ("Firm") pursuant to PCAOB Rule 4009(a) for
the remediation periods ended October 15, 2016 and November 9, 2017 concerning the
Firm's efforts to address certain quality control criticisms included in the nonpublic
portions of the Board's October 15, 2015 and November 9, 2016 inspection reports on
the Firm ("Reports”). The Board has determined that as of October 15, 2016 and
November 9, 2017, respectively, the Firm had not addressed certain criticisms in the
Reports to the Board's satisfaction. Accordingly, pursuant to Section 104(g)(2) of the
Sarbanes-Oxley Act of 2002 ("Act") and PCAOB Rule 4009(d), the Board is making
public the portions of the Reports that deal with those criticisms.*

The Firm has notified the Board that it will not seek Securities and Exchange
Commission review of the determination, which the Firm has a right to do under the Act
and Commission rules. The Firm has requested that a related statement by the Firm be
attached as an Appendix to this release, and the Board has granted that request. By
allowing the Firm's statement to be attached as an Appendix to this release, however,
the Board is not endorsing, confirming, or adopting as the Board's view any element of
the Firm's statement.

! Those portions of the Reports are now included in the versions of the

Reports that are publicly available on the Board's website. Observations in Board
inspection reports are not a result of an adversarial adjudicative process and do not
constitute conclusive findings of fact or of violations for purposes of imposing legal
liability.
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The quality control remediation process is central to the Board's efforts to
oversee firms' efforts to improve the quality of their audits and thereby better protect
investors. The Board therefore takes very seriously the importance of firms making
sufficient progress on quality control issues identified in an inspection report in the 12
months following the report. The Board devotes considerable time and resources
(particularly with the largest firms, which are inspected annually) to critically evaluating
whether a firm did in fact make sufficient progress in that period. The Board makes the
relevant criticisms public when a firm has failed to do so to the Board's satisfaction.

It is not unusual for an inspection report to include nonpublic criticisms of several
aspects of a firm's system of quality control. Any Board judgment that results in later
public disclosure is a judgment about whether a firm has made sufficient effort and
progress to address the particular criticisms articulated in the report on that firm in the
12 months immediately following the report date. It is not a broad judgment about the
effectiveness of a firm's system of quality control compared to those of other firms, and
it does not signify anything about the merits of any additional efforts a firm may have
made to address the criticisms after the 12-month period.

ISSUED BY THE BOARD.

/s/ Phoebe Brown

Phoebe W. Brown
Secretary

January 25, 2019
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Nothing is more important to KPMG LLP than fulfilling our critical role in the capital markets by
performing high-quality audits and consistently executing on our responsibilities to audit
committees and investors. We recognize and support the Public Company Accounting Oversight
Board’s (“PCAOB”) mission of promoting high quality auditing, and we are committed to resolving
the concerns identified in the PCAOB’s inspection reports. We appreciate the professionalism and
commitment of the PCAOB and its staff, and value the important role the PCAOB plays in
improving audit quality at our firm and across the profession.

The PCAOB has made public portions of Part II of its Reports on the 2014 and 2015 Inspections of
KPMG LLP (the “Reports™) because the PCAOB determined that the firm had not satisfactorily
addressed the quality control criticisms within the 12-month period after the publication of the
Reports. We agree with the PCAOB’s determination,

We take seriously our failure to timely address these criticisms. Notably, during a significant
portion of the applicable periods, remediation efforts were being led by individuals who engaged in
conduct that undermined the integrity of the regulatory process through their inappropriate use of
PCAOB confidential information. The conduct of these individuals was contrary to the firm’s Code
of Conduct, what we expect and demand of our people, and intolerable. Upon learning of such
conduct through an internal source in February 2017, the firm took immediate remedial actions that
clearly demonstrated the firm’s commitment to professional integrity, audit quality and the
regulatory process. We immediately informed the PCAOB and the Securities and Exchange
Commission (“SEC”) and opened an investigation conducted by outside counsel. Since then, when
information came to the firm’s attention that indicated that individuals, including those responsible
for leading the Audit practice at the time, had engaged in conduct contrary to both the letter and the
spirit of the regulatory process, our Code of Conduct, or the firm’s system of internal controls, the
firm took appropriate remedial action, including separating responsible individuals from the firm.

Over the last 18 months, we have made significant changes to our audit leadership team, including
the appointment of a new Vice Chair-Audit, a new National Managing Partner-Audit Quality and
Professional Practice, a new National Managing Partner of Audit Operations, a new Chief Auditor,
and a new Inspections Leader. All were chosen for their roles, first and foremost, because of their
demonstrated record of sound judgment, professionalism, ethics, integrity, as well as their ability to
inspire the trust of our people and command confidence from our clients. We also enhanced our
overall governance process with the addition of two independent directors to our Board of
Directors. In addition, over the last year we undertook an enterprise-wide culture assessment with
external experts in organizational ethics and culture change, to explore how we can integrate culture
more explicitly into our sustainable operating model. We listened, collected and analyzed responses



to inform an integrated, comprehensive and multidisciplinary approach to achieve progress toward
improving our firm’s culture. We believe that our new leaders and directors, our focus on our
culture and the quality focused investments and audit quality actions described below, make clear a
new tone at the top and underscore our commitment to audit quality.

Internal control and estimates

We have made significant investments in a new audit methodology and the related workflow
technology that supports the execution of our audits. These investments in particular are
specifically focused on auditing internal controls over financial reporting and estimates. These
investments, to be fully implemented in 2020, will ensure a clear alignment of our audit
methodology with the auditing standards and the facilitation of audit execution through a new
technology platform. Certain elements of the methodology related to risk assessment have been
accelerated into 2018 to expedite improvement in the auditing of internal controls over financial
reporting and estimates.

Professional skepticism, supervision and review, and engagement quality control review

We recognize the importance of our responsibilities related to professional skepticism, supervision
and review, and engagement quality control reviews (“EQCR”), and we have increased training,
clarified roles, modified processes, and enhanced accountability to ensure improved execution in
these areas. For example, we have enhanced our workflow to require and document early partner
and EQCR involvement in key areas of the audit, bringing essential expertise and a critical
viewpoint to all phases of the work.

Monitoring programs

We have changed our approach to engagement monitoring and the oversight of our Inspections
Group. This group now reports outside of our Audit practice and into our Vice Chairman — Legal,
Risk and Regulatory. It serves no engagement support role (that role now being confined to the
Audit practice itself), ensuring that its activities are directed solely to a critical assessment of our
processionals’ performance. The output of our own monitoring and the results of external
inspections are synthesized through our root cause analysis to ensure that we develop remedial
actions that are responsive to our control deficiencies and meet the standards required of those
actions.




Accountability

Under new leadership, responsibilities for audit quality have been clearly defined for roles from the
engagement partner to the Chairman and CEO, which has given us a framework to ensure
accountability for audit quality beyond the cngagement team. We have implemented performance
assessment and compensation processes to align with those roles and responsibilities. More
broadly, we have initiated a project to more clearly delineate core competencies by organizational
level. Our training curriculum and promotional processes will align directly to this core

competency framework.
Our commitment to continuous improvement

We define audit quality as the outcome when audits are executed consistently, in line with the
requirements and intent of applicable professional standards, within a strong system of quality
controls. We have gained global alignment on this definition to ensure our professionals have a
clear vision of our view of quality at both the engagement level and related to our overall system of
quality controls. Because the quality of each audit rests on our foundational quality controls, we are
building a process to document and continually evaluate our overall system of audit quality controls
and our implementation of the quality control standards applicable to our work.

We believe that the significant actions we have taken in the past 18 months demonstrate that we are
dedicated to reinforcing a tone at the top that reflects our unwavering commitment to improved
audit quality and respect for the regulatory process. We require our professionals to exhibit the
highest level of professionalism and integrity and to embrace their roles in driving audit quality and
improving our system of audit quality control. We take seriously our responsibility to the capital
markets and are committed to continuously improving our firm and working constructively with the
PCAOB to maintain the public’s trust.

Very truly yours,

KPMG LLP
A, S Cok £ Ol
Lynne M. Doughtie Frank E. Casal

Chairman and Chief Executive Officer Vice Chair - Audit
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Public Company Accounting Oversight Board

2015 INSPECTION OF KPMG LLP
Preface

In 2015, the Public Company Accounting Oversight Board ("PCAOB" or "the
Board") conducted an inspection of the registered public accounting firm KPMG LLP
("the Firm") pursuant to the Sarbanes-Oxley Act of 2002 ("the Act").

Inspections are designed and performed to provide a basis for assessing the
degree of compliance by a firm with applicable requirements related to auditing issuers.
For a description of the procedures the Board's inspectors may perform to fulfill this
responsibility, see Part 1.D of this report (which also contains additional information
concerning PCAOB inspections generally). The inspection included reviews of portions
of selected issuer audits. These reviews were intended to identify whether deficiencies
existed in the reviewed work, and whether such deficiencies indicated defects or
potential defects in the Firm's system of quality control over audits. In addition, the
inspection included a review of policies and procedures related to certain quality control
processes of the Firm that could be expected to affect audit quality.

The Board is issuing this report in accordance with the requirements of the Act.
The Board is releasing to the public Part | of the report, portions of Appendix B,
Appendix C, and Appendix D. Appendix B consists of the Firm's comments, if any, on a
draft of the report. If the nonpublic portions of the report discuss criticisms of or potential
defects in the Firm's system of quality control, those discussions also could eventually
be made public, but only to the extent the Firm fails to address the criticisms to the
Board's satisfaction within 12 months of the issuance of the report. Appendix C presents
the text of the paragraphs of the auditing standards that are referenced in Part I.A in
relation to the description of auditing deficiencies there.

Note on this report's citations to auditing standards: On March 31, 2015, the
PCAOB adopted a reorganization of its auditing standards using a topical structure and
a single, integrated numbering system. See Reorganization of PCAOB Auditing
Standards and Related Amendments to PCAOB Standards and Rules, PCAOB Release
No. 2015-002 (Mar. 31, 2015). The reorganization will be effective as of December 31,
2016, but the reorganized numbering system may be used before that date. In this
report, citations to PCAOB auditing standards use the numbering system and titles of
standards that were in effect at the time of the primary inspection procedures. A table
cross-referencing the section numbers of those standards included in Part | of this
report as reorganized is included at Appendix D.
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PART I
INSPECTION PROCEDURES AND CERTAIN OBSERVATIONS

Members of the Board's staff ("the inspection team") conducted primary
procedures? for the inspection from November 2014 to July 2016. The inspection team
performed field work at the Firm's National Office and at 26 of its approximately 80 U.S.
practice offices.

A. Review of Audit Engagements

The inspection procedures included reviews of portions of 49 issuer audits
performed by the Firm and a review of the Firm's audit work on three other issuer audit
engagements in which the Firm played a role but was not the principal auditor.

The descriptions of the deficiencies in Part I.A of this report include, at the end of
the description of each deficiency, references to specific paragraphs of the auditing
standards that relate to those deficiencies. The text of those paragraphs is set forth in
Appendix C to this report. The references in this sub-Part include only standards that
primarily relate to the deficiencies; they do not present a comprehensive list of every
auditing standard that applies to the deficiencies. Further, certain broadly applicable
aspects of the auditing standards that may be relevant to a deficiency, such as
provisions requiring due professional care, including the exercise of professional
skepticism; the accumulation of sufficient appropriate audit evidence; and the
performance of procedures that address risks, are not included in the references to the
auditing standards in this sub-Part, unless the lack of compliance with these standards
is the primary reason for the deficiency. These broadly applicable provisions are
described in Part 1.B of this report.

! For this purpose, the time span for "primary procedures” includes field

work, other review of audit work papers, and the evaluation of the Firm's quality control
policies and procedures through review of documentation and interviews of Firm
personnel. The time span does not include (1) inspection planning, which may
commence months before the primary procedures, and (2) inspection follow-up
procedures, wrap-up, analysis of results, and the preparation of the inspection report,
which generally extend beyond the primary procedures.
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Certain of the deficiencies identified were of such significance that it appeared to
the inspection team that the Firm, at the time it issued its audit report, had not obtained
sufficient appropriate audit evidence to support its opinion that the financial statements
were presented fairly, in all material respects, in accordance with the applicable
financial reporting framework and/or its opinion about whether the issuer had
maintained, in all material respects, effective internal control over financial reporting
("ICFR"). In other words, in these audits, the auditor issued an opinion without satisfying
its fundamental obligation to obtain reasonable assurance about whether the financial
statements were free of material misstatement and/or the issuer maintained effective
ICFR.

The fact that one or more deficiencies in an audit reach this level of significance
does not necessarily indicate that the financial statements are misstated or that there
are undisclosed material weaknesses in ICFR. It is often not possible for the inspection
team, based only on the information available from the auditor, to reach a conclusion on
those points.

Whether or not associated with a disclosed financial reporting misstatement, an
auditor's failure to obtain the reasonable assurance that the auditor is required to obtain
is a serious matter. It is a failure to accomplish the essential purpose of the audit, and it
means 2that, based on the audit work performed, the audit opinion should not have been
issued.

2 Inclusion in an inspection report does not mean that the deficiency

remained unaddressed after the inspection team brought it to the firm's attention.
Depending upon the circumstances, compliance with PCAOB standards may require
the firm to perform additional audit procedures, or to inform a client of the need for
changes to its financial statements or reporting on internal control, or to take steps to
prevent reliance on its previously expressed audit opinions. The Board expects that
firms will comply with these standards, and an inspection may include a review of the
adequacy of a firm's compliance with these requirements, either with respect to
previously identified deficiencies or deficiencies identified during that inspection. Failure
by a firm to take appropriate actions, or a firm's misrepresentations in responding to an
inspection report about whether it has taken such actions, could be a basis for Board
disciplinary sanctions.
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The audit deficiencies that reached this level of significance are described in Part
I.A.1 through 1.A.20, below.

Effects on Audit Opinions

Of the 20 issuer audits that appear in Part I.A, deficiencies in 17 audits relate to
testing controls for purposes of the ICFR opinion, and deficiencies in 14 audits relate to
the substantive testing performed for purposes of the opinion on the financial
statements, as noted in the table below. Of the 14 audits in which substantive testing
deficiencies were identified, seven audits included deficiencies in substantive testing
that the inspection team determined were caused by a reliance on controls that was
excessive in light of deficiencies in the testing of controls.

Number of Audits

Deficiencies included in Part I.A related to both 11
the financial statement audit and the ICFR

audit

Deficiencies included in Part I.A related to the 3

financial statement audit only

Deficiencies included in Part I.A related to the 6
ICFR audit only

Total 20

Most Frequently Identified Audit Deficiencies

The following table lists, in summary form, the types of deficiencies that are
included most frequently in Part I.A of this report. A general description of each type is
provided in the table; the description of each deficiency in Part I.A contains more
specific information about the individual deficiency. The table includes only the three
most frequently identified deficiencies that are in Part I.A of this report and is not a
summary of all deficiencies in Part I.A.
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Issue Part I.A Audits
Failure to sufficiently test the design and/or 14 Audits:
operating effectiveness of controls that the Firm | Issuers A, B, C, D, E,
selected for testing. F,G I,L,M, N, P, Q,
and S
Failure to sufficiently test controls over, or 8 Audits:
sufficiently test, the accuracy and completeness | Issuers B, C, D, E, F,
of issuer-produced data or reports. G,J,and O
Failure to perform substantive procedures to 7 Audits:
obtain sufficient evidence as a result of relying | Issuers A, B, D, F, J,
too heavily on controls (due to deficiencies in L, and O
testing controls).

Audit Deficiencies
A.l. Issuer A

In this audit, the Firm failed in the following respects to obtain sufficient
appropriate audit evidence to support its audit opinions on the financial statements and
on the effectiveness of ICFR —

. The Firm failed to perform sufficient procedures related to the issuer's
revenue and inventory. Specifically —

o] The issuer generated revenue and held inventory at numerous
locations. In determining the scope of its tests of controls, the Firm
assumed that the controls over revenue and inventory were
homogeneous at the locations, except for certain inventory-costing
controls. Based on this assumption, the Firm reduced the number
of locations selected for testing. The Firm and the issuer identified
multiple control deficiencies related to the same controls at several
of the locations tested, but these control deficiencies were not the
same at each location. The Firm failed to consider whether these
dissimilar control deficiencies indicated that the Firm's assumption
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of homogenous controls was incorrect. (AS No. 5, paragraphs 48
and B10)

The Firm failed to perform sufficient substantive procedures to test
revenue and inventory.

. The Firm performed substantive procedures to test the
existence of inventory at certain of the issuer's locations. The
remaining locations, at which the Firm performed no
procedures, represented over 30 percent of total inventory
and presented a reasonable possibility of material
misstatement. The Firm determined this extent of testing
based on the unsupported assumption of homogeneous
controls over inventory that is described above. (AS No. 9,
paragraphs 11 and 12)

. For the locations at which substantive procedures were
performed related to revenue and inventory, the Firm
designed its substantive procedures - including sample
sizes — based on a level of control reliance that was not
supported due to the unsupported reduction in the number of
locations selected for testing that is discussed above. As a
result, the sample sizes the Firm used to test revenue and
inventory were too small to provide sufficient evidence. (AS
No. 13, paragraphs 16, 18, and 37; AU 350, paragraphs .19,
.23, and .23A)

. The Firm failed to perform sufficient procedures related to the issuer's
deferred tax assets. Specifically —

(0}

The Firm selected for testing one control over foreign deferred tax
assets. This control consisted of the reconciliation of amounts from
tax packages prepared by the issuer's foreign subsidiaries and
supporting schedules provided by those subsidiaries. This control,
however, did not address the risks that the amounts in the tax
packages and supporting schedules were not valid deferred tax
assets or were not appropriately valued, and the Firm failed to
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identify and test any other controls that addressed those risks. (AS
No. 5, paragraph 39)

o] The Firm selected for testing a control that included management's
review of a financial forecast used in the analysis of the deferred
tax asset valuation allowance. The Firm's testing of this control was
limited to inquiring of the control owner and inspecting an industry
report that constituted one of several inputs the control owner used
to form his expectations. The Firm failed to evaluate whether the
control operated at a level of precision that would prevent or detect
material misstatements, as it failed to evaluate the nature of the
review procedures performed by the control owner, including (1)
whether the control owner evaluated if the forecast was prepared at
an appropriate level of disaggregation, (2) the expectations applied
in the review (other than by inspecting the industry report noted
above), and (3) the criteria used by the control owner to identify
items for follow up and the resolution of such matters. (AS No. 5,
paragraphs 42 and 44)

o] To test the domestic deferred tax asset valuation allowance, the
Firm developed two independent expectations of the estimated
future tax benefit. The significant assumptions that the Firm used to
develop its independent expectations were revenue growth rates,
years of profitability, operating expenses, and the percentage of
profit allocated to domestic operations, and the Firm used industry
data as well as historical data for certain time periods to develop
these assumptions. The Firm failed to support the appropriateness
of the data used and assumptions made in developing these
expectations. In addition, for one of the independent expectations,
the Firm failed to identify that the spreadsheet that it used
contained formula errors that affected the calculated expected tax
benefit by an amount that exceeded the Firm's established level of
materiality. (AU 342, paragraph .12)

A.2. Issuer B

In this audit of an issuer that generates its revenue through the sale of online
advertising, the Firm failed in the following respects to obtain sufficient appropriate audit
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evidence to support its audit opinions on the financial statements and on the
effectiveness of ICFR —

. The Firm failed to perform sufficient procedures related to revenue and
accounts receivable. Specifically —

(0]

The Firm's procedures related to revenue generated at certain of
the issuer's locations, which in the aggregate represented a
significant portion of total revenue and accounts receivable and
presented a reasonable possibility of material misstatement, were
limited to testing certain entity-level controls. These controls
consisted of (1) a review of subsidiaries' comparisons of recorded
to forecasted operating results and changes in balance sheet
amounts, with investigation of variances over certain thresholds; (2)
comparisons of quarterly consolidated balance sheets to the
previous year-end consolidated balance sheet and the investigation
of variances over a threshold; (3) comparisons of quarterly
consolidated income statements to forecasted amounts and the
investigation of variances over a threshold; and (4) certification by
location personnel that their financial statements and balance sheet
account reconciliations were accurate and complete.

The Firm's procedures to test these controls were insufficient, as
they were limited to (1) inquiring of issuer personnel; (2) attending
one meeting that constituted part of the operation of one of the
controls; (3) observing evidence that the various elements of the
controls had occurred; (4) determining whether explanations were
provided for all variances over the controls' investigation thresholds;
(5) tracing information to the general ledger, reports, and/or
supporting documents; and (6) testing the mathematical accuracy
of certain calculations. The Firm, however, failed to evaluate
whether identified variances were appropriately investigated and
resolved. As a result of this deficiency, the Firm's procedures
related to controls over revenue generated at these locations were
not sufficient. (AS No. 5, paragraphs 42, 44, and B10)
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o] The Firm failed to perform any substantive testing of revenue and
accounts receivable at the locations described above. (AS No. 9,
paragraphs 11 and 12)

o] With respect to the locations for which the Firm tested process-level
controls and performed substantive testing —

The Firm identified deficiencies in certain information
technology general controls ("ITGCs") related to access to
two applications that the issuer used to process revenue and
accounts receivable, as well as access to data within these
applications and a server supporting them. In evaluating
these ITGC deficiencies, the Firm identified and tested
compensating controls and concluded that the deficiencies,
individually and in combination, did not rise to the level of a
significant deficiency or material weakness. The Firm,
however, failed to sufficiently evaluate these compensating
controls. Specifically, for each control either (1) the Firm
failed to identify that the compensating control was not
designed to prevent or detect unauthorized changes to these
applications and data, as the compensating control was
focused on the approval of planned changes to the systems'
code or (2) the compensating control was also affected by
the ITGC deficiencies. (AS No. 5, paragraph 68)

As a result of the deficiencies in the Firm's testing of ITGCs
that are described above, (1) the Firm's testing of certain
application controls using a sample of one instance of the
control's operation was not sufficient and (2) the Firm's
reliance on the accuracy and completeness of certain data
that were used in the operation of IT-dependent manual
controls over revenue and accounts receivable was not
supported. (AS No. 5, paragraphs 39, 46, and 47)

The Firm failed to perform sufficient substantive procedures
to test certain revenue and accounts receivable, which
represented the majority of total revenue and accounts
receivable. Specifically, the Firm designed its substantive



PCAOB Release No. 104-2016-175A

Inspection of KPMG LLP
November 9, 2016

Public Company Accounting Oversight Board

Page 10

procedures — including its sample sizes — to test this revenue
and accounts receivable based on a level of control reliance
that was not supported due to the deficiencies in the Firm's
testing of controls that are discussed above. As a result, the
sample sizes the Firm used to test this revenue and
accounts receivable were too small to provide sufficient
evidence. (AS No. 13, paragraphs 16, 18, and 37; AU 350,
paragraphs .19, .23, and .23A)

" In testing the items within its sample of revenue transactions,
the Firm relied on data about advertising activity that were
generated electronically and that it obtained from the issuer's
system. The Firm failed to sufficiently test controls over
these data, due to the deficiencies described above, or
otherwise test the accuracy and completeness of these data.
(AS No. 15, paragraph 10)

. The Firm's procedures related to the valuation of intangible assets
acquired during the year in business combinations were insufficient.
Specifically —

(0]

The Firm selected for testing a control over the valuation of
acquired intangible assets that consisted of management's review
of the assumptions included in external valuation reports that were
used to determine the fair value of such assets. The Firm's testing
of this control was not sufficient. Specifically, the Firm limited its
testing to (1) inquiring of management, (2) participating in calls
between management and management's external valuation
specialists that constituted part of the control, (3) reading issuer-
prepared memoranda summarizing the transactions, and (4) noting
management's thresholds for investigation and justification for
certain assumptions. The Firm failed to evaluate (1) how the control
owner determined that the prior acquisitions' assumptions that were
used to form current expectations were appropriate for that purpose
and (2) the appropriateness of the criteria the control owner used to
identify items for follow up. In addition, the Firm failed to identify and
test any controls over the accuracy and completeness of certain
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data used in the performance of this control. (AS No. 5, paragraphs
39, 42, and 44)

o] The Firm failed to sufficiently test the fair value of the acquired
technology and vendor-relationship intangible assets for certain
acquisitions. The Firm compared certain significant inputs and
assumptions to financial information from another business
combination the issuer consummated during the year or information
disclosed by other companies. The Firm's procedures did not
include evaluating the reasonableness of these inputs and
assumptions underlying the valuation of these assets beyond such
comparisons. In addition, the Firm failed to test the accuracy and
completeness of certain data used in the valuation of these
intangible assets. (AU 328, paragraphs .26, .28, and .39)

A.3. Issuer C

The Firm was engaged by the principal auditor of an issuer in the financial
services industry to (1) audit the financial statements and ICFR of certain subsidiaries
and a branch of the issuer, excluding certain centrally coordinated areas; and (2)
perform certain procedures on the financial statements and ICFR of certain other
components of the issuer to support the principal auditor's opinions on the consolidated
financial statements and the effectiveness of ICFR of the issuer. The Firm failed in the
following respects to obtain sufficient appropriate audit evidence to fulfill the objectives
of its role in the audits —

. The Firm's procedures related to the valuation and disclosure of
investments and derivatives, including those without readily determinable
fair values ("hard-to-value financial instruments”), for those components
for which the Firm was instructed to perform full-scope audits, were not
sufficient. Specifically —

o] The Firm identified the independent price verification activities that
were executed by the issuer's independent pricing group ("IPG") as
an important control over the valuation of investments and
derivatives, and the Firm assessed this control as having a higher
risk of failure. The Firm failed to sufficiently test this control, as
follows —
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" The Firm limited its procedures to (1) inquiring of the control
owners; (2) reading the components' valuation policy; (3)
obtaining a sample of pricing files; and (4) for certain
investments and derivatives within these pricing files,
verifying the mathematical accuracy of the underlying
calculations, reading the pricing support obtained by IPG,
and considering compliance with the valuation policy. The
Firm failed to determine how IPG addressed variances
between its results and those that it obtained from the
issuer's traders, including by failing to evaluate the
adjustments made to the recorded values of investments
and derivatives as a result of IPG's review. (AS No. 5,
paragraphs 42 and 44)

" The Firm identified a fraud risk related to the valuation of
hard-to-value financial instruments. The issuer's IPG
determined that certain of the issuer's hard-to-value financial
instruments could not be covered by the independent price
verification activities control because either there was no
pricing information available or the pricing information that
was available could not be determined to be reliable. The
Firm, however, failed to test any controls that reviewed the
valuation of these investments and derivatives. (AS No. 5,
paragraph 39)

" The Firm failed to identify and test any controls over the
accuracy and completeness of important data used in the
performance of the independent price verification activities
control as it related to derivatives. (AS No. 5, paragraph 39)

o] The Firm failed to perform sufficient procedures to test the
disclosure of investments and derivatives, including hard-to-value
financial instruments, within the hierarchy set forth in the applicable
financial reporting requirements. The Firm assessed control risk as
high for the disclosure of these financial instruments. The Firm's
procedures to evaluate the disclosure under the applicable
hierarchy were limited to evaluating the levels within the hierarchy
for product types in the aggregate. These procedures were
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insufficient, as they did not take into account the possibility that the
levels could be different within the various product types. (AU 328,
paragraph .43)

. The issuer engaged in various activities related to securitizations of loans.
With respect to securitizations involving the components for which the
Firm was instructed to perform a full-scope audit, the Firm's procedures
were not sufficient. Specifically, the Firm failed to obtain a sufficient
understanding of the components' roles in these securitizations to
determine whether it was necessary to identify and test controls over the
accounting for current and past securitizations, including the evaluation of
whether it was necessary to consolidate any of the entities involved in
these securitizations. (AS No. 5, paragraphs 29 and 34)

. The Firm's procedures related to securitizations involving another
component, for which the Firm was instructed to perform integrated audit
procedures with respect to the related account balances, were not
sufficient. Specifically —

o] The Firm selected for testing a control that consisted of
management's review of these securitizations. The Firm limited its
testing of the operating effectiveness of this control to (1) inquiring
of the control owners, (2) reading a sample of memoranda that
documented certain of management's considerations, and (3)
obtaining documents supporting one securitization. These
procedures did not include evaluating the nature of the steps that
the control owners took to perform their review, as the Firm simply
noted that elements of a review were documented. In addition, the
Firm failed to identify and test any controls over the completeness
of the population of securitizations that was reviewed pursuant to
this control. (AS No. 5, paragraphs 39 and 44)

o] The Firm's substantive procedures to test these securitizations
were not sufficient. Specifically, the Firm limited its procedures to
(1) inquiring of management; (2) inspecting a spreadsheet
indicating whether interest was retained in the securitizations and
consolidation was necessary; and (3) obtaining a sample of
memoranda that documented certain of management's
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considerations and concluding that the memoranda included the
background of the transaction, an analysis of the accounting
treatment, and an accounting conclusion. The Firm failed to
perform an evaluation of whether the transfers of the loans in the
securitizations met the criteria to de-recognize the loans and
whether the entities to which the loans were transferred met the
non-consolidation criteria. In addition, the Firm failed to test the
completeness of the population of securitizations from which it
selected items for testing. (AS No. 14, paragraph 30; AU 350,
paragraph .24)

A.4. Issuer D

In this audit, the Firm failed in the following respects to obtain sufficient
appropriate audit evidence to support its audit opinions on the financial statements and
on the effectiveness of ICFR —

. For the issuer's foreign locations, which represented a significant portion
of total revenue and total inventory, the Firm's procedures related to
controls over revenue and inventory were limited to testing certain entity-
level controls. These controls consisted of (1) monthly meetings to discuss
recorded results compared to the budget and strategic plan and to
develop action plans as a result of those discussions, (2) quarterly
comparisons of location trial balances to the corresponding prior-quarter
amounts and the investigation of variances exceeding a threshold, and (3)
monthly reconciliations of subsidiary ledgers to the general ledger for
balance sheet accounts for which the balance exceeded a monetary
threshold. The Firm's procedures to test these controls were insufficient,
as its testing was limited to attending certain monthly meetings, inquiring
of the control owners, and observing signatures as evidence of review of
the reconciliations. The Firm failed to evaluate (1) whether the procedures
in the first two controls described above were designed and operating in a
manner that would prevent or detect misstatements in the revenue and
inventory accounts rather than merely identifying and explaining
differences and (2) whether the prior-period amounts, the budget, and the
strategic plan information were appropriate bases for establishing
expectations to identify matters for investigation. Further, although the
Firm noted that the locations provided explanations of variances that
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exceeded the established threshold and that the explanations appeared to
be reasonable, the Firm failed to perform procedures to evaluate whether
the control owners' consideration, investigation, and resolution of these
matters were appropriate. In addition, the Firm failed to identify and test
any controls over the accuracy and completeness of certain reports that
the issuer used in the performance of these controls. (AS No. 5,
paragraphs 39, 42, and 44)

. The Firm failed to perform sufficient substantive procedures to test
revenue and inventory for certain of the issuer's foreign locations.

o] The Firm inappropriately determined that the entity-level controls,
the testing of which is described above, mitigated the risks at
various locations, and therefore performed no substantive testing of
the existence of inventory at certain of these foreign locations.
These foreign locations in the aggregate held a significant portion of
the issuer's total inventory and presented a reasonable possibility of
material misstatement. (AS No. 9, paragraphs 11 and 12)

o] The Firm designed its substantive procedures — including sample
sizes — based on a level of control reliance that was not supported
due to the deficiencies in the Firm's testing of controls that are
discussed above. As a result, the sample sizes the Firm used to
test revenue and inventory at some of the issuer's foreign locations
were too small to provide sufficient evidence. (AS No. 13,
paragraphs 16, 18, and 37; AU 350, paragraphs .19, .23, and .23A)

A.5. Issuer E

In this audit of an issuer in the financial services industry, the Firm failed in the
following respects to obtain sufficient appropriate audit evidence to support its audit
opinions on the financial statements and on the effectiveness of ICFR —

. The Firm identified a fraud risk related to the qualitative component of the
allowance for loan losses ("ALL"), which represented a significant portion
of the total ALL. The Firm failed to perform sufficient procedures with
respect to the ALL. Specifically —
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o] During the year, the issuer experienced declines in its loan charge-
offs and classified loans, and it decreased the quantitative and
specific components of its ALL. The issuer disclosed that the quality
of its loan portfolio had improved, noting improved loan
underwriting standards, and that economic conditions had
improved. The amount of the component of the issuer's ALL that
captured non-quantitative and non-specific factors (the qualitative
component), however, had increased, which appeared to be
inconsistent with the matters described above. The Firm's
procedures related to the qualitative component consisted of dual-
purpose tests. As part of these tests, the Firm selected controls that
consisted of management's review of the adjustments from the prior
guarters that determined the qualitative component of the ALL. The
Firm limited its testing of these controls to inspecting internal and
external data and noting that each qualitative adjustment was within
the range established by the issuer's policy. The Firm failed to
evaluate whether these reviews, or other controls over the
gualitative component, took into account all relevant matters,
including those described above. In addition, in performing its
substantive  procedures, including the evaluation of the
reasonableness of the qualitative adjustments and the total
gualitative component, the Firm failed to take into account the
matters described above. (AS No. 5, paragraphs 42 and 44; AU
342, paragraph .11)

o] The Firm selected for testing a control that consisted of a review by
an external party of the assigned loan grades for a sample of loans;
the assigned loan grades were an important factor in estimating the
ALL. This control operated only during the first quarter. The Firm
selected for testing three additional controls to address the risk of
material misstatement related to loan grades as of year end. Two of
these three controls consisted of management's review of
requested changes to loan grades and the third control consisted of
a notification to loan officers of suggested loan grade changes. The
Firm failed to sufficiently test these three controls. Specifically, the
Firm failed to (1) identify and test any controls over the accuracy
and completeness of certain data used in the performance of the
two controls related to requested changes and (2) sufficiently test
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the notification control, as it failed to obtain an understanding of
how the loan officers evaluated the suggested loan grade changes.
(AS No. 5, paragraphs 39 and 44)

. During the year, the issuer acquired a significant business. The Firm failed
to perform sufficient tests of controls over business combinations.
Specifically —

(0}

The Firm identified four significant deficiencies and one other
deficiency in controls that it selected for testing over the accounting
for business combinations. These deficiencies were not remediated
at year end. The Firm failed to evaluate whether, in combination,
these deficiencies constituted a material weakness. (AS No. 5,
paragraph 62)

The Firm selected for testing another control that consisted of
management's review and approval of the accounting policy for
business combinations. Certain of the significant deficiencies
identified above related to a lack of understanding of the accounting
requirements related to business combinations on the part of the
control owners, who were also the control owners of this control.
The Firm failed to evaluate whether these significant deficiencies
had implications for its consideration of whether the control owners
possessed the necessary competence to effectively perform this
control. (AS No. 5, paragraph 44)

A.6. Issuer F

In this audit of an issuer in the financial services industry, the Firm failed in the
following respects to obtain sufficient appropriate audit evidence to support its audit
opinions on 