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The Public Company Accounting Oversight Board ("PCAOB" or the
"Board") is proposing two new auditing standards, The Auditor's Report on
an Audit of Financial Statements When the Auditor Expresses an
Unqualified Opinion, which would supersede portions of AU sec. 508,
Reports on Audited Financial Statements, and The Auditor's
Responsibilities Regarding Other Information in Certain Documents
Containing Audited Financial Statements and the Related Auditor's Report,
which would supersede AU sec. 550, Other Information in Documents
Containing Audited Financial Statements. The Board also is proposing
related amendments to PCAOB standards.

Interested persons may submit written comments to the Board. Such
comments should be sent to the Office of the Secretary, PCAOB, 1666 K
Street, N.W., Washington, D.C. 20006-2803. Comments also may be
submitted by email to comments@pcaobus.org or through the Board's
website at www.pcaobus.org. All comments should refer to PCAOB
Rulemaking Docket Matter No. 034 in the subject or reference line and
should be received by the Board no later than 5:00 PM (EST) on
December 11, 2013.

Martin F. Baumann, Chief Auditor (202/207-9192,
baumannm@pcaobus.org), Jennifer Rand, Deputy Chief Auditor (202/207-
9206, randj@pcaobus.org), Jessica Watts, Associate Chief Auditor
(202/207-9376, wattsj@pcaobus.org), Lillian Ceynowa, Associate Chief
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Auditor (202/591-4236, ceynowal@pcaobus.org), Elena Bozhkova,
Assistant Chief Auditor (202/207-9298, bozhkovae@pcaobus.org) and
Ekaterina Dizna, Assistant Chief Auditor (202/591-4125,
diznae@pcaobus.orq).

*kkkk

Introduction

The auditor's report is the primary means by which the auditor communicates
with investors and other financial statement users information regarding his or her audit
of the financial statements. As it exists today, the auditor's report identifies the financial
statements that were audited, describes the nature of an audit, and presents the
auditor's opinion as to whether the financial statements present fairly, in all material
respects, the financial position, results of operations, and cash flows of the company in
conformity with the applicable financial reporting framework. This type of auditor's report
has been commonly described as a pass/fail model because the auditor opines on
whether the financial statements are fairly presented (pass) or not (fail)./

The auditor's report in the United States has changed very little since the 1940s.
The existing pass/fail model is thought by many to be useful because it provides a clear
indication of whether the financial statements are presented fairly.? However, while the
existing auditor's report provides important information about an audit in general, it does
not provide information that is specific to a particular audit.

Academic research suggests that investors and other financial statement users
refer to the existing auditor's report only to determine whether the opinion is unqualified

v If the financial statements are not fairly presented, the standards of the

PCAOB provide that an auditor may issue a qualified opinion, adverse opinion, or
disclaimer of opinion.

2 See paragraph (c) of U.S. Securities and Exchange Commission ("SEC")

Rule 2-02 of Regulation S-X, 17 C.F.R. § 210.2-02. SEC rules require the accountant to
clearly express an opinion on the audited financial statements that are required to be
filed as part of registration statements under the Securities Act of 1933 ("Securities Act")
and Section 12 of the Securities Exchange Act of 1934 ("Exchange Act"), annual or
other reports under Sections 13 and 15(d) of the Exchange Act, proxy and information
statements under Section 14 of the Exchange Act, and registration statements and
shareholder reports under the Investment Company Act of 1940. See also paragraph
(a) of SEC Rule 1-01 of Regulation S-X, 17 C.F.R. § 210.1-01.
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because it does not provide any other informational value about the particular audit.¥
During the Board's outreach activities over the last three years, many investors have
expressed dissatisfaction that the content of the existing auditor's report provides little, if
any, information specific to the audit of the company's financial statements to investors
or other financial statement users. During a financial statement audit, auditors obtain
and evaluate important information concerning the company, the company's
environment, and the preparation of the company's financial statements. Many investors
have indicated that they would benefit from additional auditor reporting because they do
not have access to, or may not be aware of, much of this information. Additionally, many
investors indicated that auditors have unique and relevant insight based on their audits
and that auditors should provide information about their insights in the auditor's report to
make the reports more relevant and useful. ¥

Several commissions examined both the auditor's responsibilities and the form of
the auditor's report in the 1970s and 1980s.2 These commissions made several
recommendations to change the auditor's report; however, only a limited number of
changes were made in response to these recommendations.? In 2008, the U.S.
Department of the Treasury's Advisory Committee on the Auditing Profession ("ACAP")
recommended that the PCAOB undertake a standard-setting initiative to consider

Y See, e.q., Glen L. Gray, Jerry L. Turner, Paul J. Coram, and Theodore J.

Mock, Perceptions and Misperceptions Regarding the Unqualified Auditor's Report by
Financial Statement Preparers, Users, and Auditors, 25 Accounting Horizons 659, 675-
676 (2011); and Theodore J. Mock, Jean Bedard, Paul J. Coram, Shawn M. Dauvis,
Reza Espahbodi, and Rick C. Warne, The Audit Reporting Model: Current Research
Synthesis and Implications, 32 Auditing 323, 323-351 (2013).

& See survey, Improving the Auditor's Report, which was presented by the
working group of the IAG on Auditor's Report and The Role of the Auditor, (March 16,
2011), available at http://pcaobus.org/News/Events/Pages/03162011_IAGMeeting.aspx.

= For example, in 1978, the Commission on the Auditors' Responsibilities

(known as the "Cohen Commission") and in 1987, the National Commission on
Fraudulent Financial Reporting (known as the "Treadway Commission") recommended
changes to the auditor's report.

g The changes expanded the discussion of attributes of an audit and

management's responsibility. See Marshall A. Geiger, Setting the Standard for the New
Auditor's Report: An Analysis of Attempts to Influence the Auditing Standards Board, 1
(1993), 38.
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improvements to the auditor's standard reporting model.Z The ACAP report noted that
"some believe...[that the] standardized wording does not adequately reflect the amount
of auditor work and judgment."ﬁ/ Similar sentiments were expressed more recently by

members of the Board's Standing Advisory Group ("SAG")¥ and IAG.1Y

Additionally, ACAP noted that the auditor reporting model developed in the 1940s
did not address the increasing complexity of global business operations that are
compelling a growing use of judgments and estimates, including those related to fair
value measurements, and also contributing to greater complexity in financial
reporting.ﬂ’ It was further noted that this complexity supports improving the content of
the auditor's report beyond the current pass/fail model to include a more relevant
discussion about the audit of the financial statements.’? ACAP concluded that an
improved auditor's report likely would lead to more relevant information for users of
financial statements and would clarify the role of the auditor in the financial statement

audit.*¥

During the Board's outreach activities, some investors noted that auditors gain
knowledge about the company's financial statements during the audit that is not known
to investors. These investors stated that they believe such knowledge would assist them
when making their investment decisions. Academic research finds that the existing

u U.S. Department of the Treasury, Final Report of the Advisory Committee

on the Auditing Profession to the U.S. Department of the Treasury ("ACAP report"), at
VII:13 (October 6, 2008), available at http://www.treasury.gov/about/organizational-
structure/offices/Documents/final-report.pdf.

g Id. at VII:13.

y See SAG meeting details and webcast for April 2010 available at

http://pcaobus.org/News/Events/Pages/04072010 SAGMeeting.aspx.

1" sSee IAG meeting details and webcast for May 2010 and March 2011
available at http://pcaobus.org/News/Events/Pages/05042010 IAGMeeting.aspx and
http://pcaobus.org/News/Events/Pages/03162011 IAGMeeting.aspx.

il See ACAP Report at VII:17.
12/ Id.
A5/ Id.
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auditor's report has symbolic value in that it represents the auditor's work but that it
provides little communicative value. ¥

Additionally, the auditor's report is undergoing change globally. Several
international standard setters and regulators, such as the International Auditing and
Assurance Standards Board ("IAASB"), the United Kingdom's Financial Reporting
Council ("FRC"), and the European Commission ("EC") have been working on similar
projects to change the auditor's report.ﬁ/

After extensive outreach conducted over the last three years, the Board is
proposing two standards under its statutory mandate to "protect the interests of
investors and further the public interest in the preparation of informative, accurate and
independent audit reports"ﬁ’ [emphasis added]. The proposed standards are intended
to increase the informational value of the auditor's report to promote the usefulness and
relevance of the audit and the related auditor's report. At the same time, the Board
sought a balanced approach that would not unduly burden the financial reporting
process.

The two proposed standards are: The Auditor's Report on an Audit of Financial
Statements When the Auditor Expresses an Unqualified Opinion (the "proposed auditor
reporting standard") and The Auditor's Responsibilities Regarding Other Information in
Certain Documents Containing Audited Financial Statements and the Related Auditor's
Report (the "proposed other information standard"). The Board also is proposing related
amendments to other PCAOB auditing standards (the "proposed amendments"). This
release collectively refers to the proposed auditor reporting standard, proposed other
information standard, and proposed amendments as "the proposed standards and
amendments."

Briefly, the Board's proposed auditor reporting standard would retain the pass/fail
model, including the basic elements of the current auditor's report, and would provide
more information to investors and other financial statement users regarding the audit
and the auditor. Most significantly, the proposed auditor reporting standard would
require the auditor to communicate in the auditor's report "critical audit matters" that

14/ See Bryan K. Church, Shawn M. Davis, and Susan A. McCracken, The
Auditor's Reporting Model: A Literature Overview and Research Synthesis, 22
Accounting Horizons 69, 70 (2008).

1S See further discussion regarding the projects of these standard setters

and regulators in Section Il., Board Outreach.

16/ Section 101(a) of the Sarbanes-Oxley Act of 2002 (the "Act").
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would be specific to each audit. The auditor's required communication would focus on
those matters the auditor addressed during the audit of the financial statements that
involved the most difficult, subjective, or complex auditor judgments or posed the most
difficulty to the auditor in obtaining sufficient appropriate audit evidence or forming an
opinion on the financial statements.

The auditor's report as currently designed, and as confirmed by academic
research, conveys to investors and other financial statement users little of the
information obtained and evaluated by the auditor.X The proposed auditor reporting
standard is intended to provide investors and other financial statement users with
potentially valuable information that investors have expressed interest in receiving but

have not had access to in the past.m’

Requiring auditors to communicate critical audit matters could help investors and
other financial statement users focus on aspects of the company's financial statements
that the auditor also found to be challenging. Communicating critical audit matters would
provide investors and other financial statement users with previously unknown
information about the audit that could enable them to analyze more closely any related
financial statement accounts and disclosures. The communication of critical audit
matters could help to alleviate the information asymmetry’® that exists between
company management and investors. More specifically, company management is
typically aware of the auditor's most challenging areas in the audit because of regular
interactions with the auditor as part of the audit, but this information is not usually known
to investors. Reducing the level of information asymmetry between company
management and investors could result in more efficient capital allocation and, as
academic research has shown, could lower the average cost of capital.? The Board is

17/ See Bryan K. Church, Shawn M. Davis, and Susan A. McCracken, The

Auditor's Reporting Model: A Literature Overview and Research Synthesis, 22
Accounting Horizons 69, 70 (2008).

18 See CFA Institute's surveys: Usefulness of the Independent Auditor's

Report (May 4, 2011), Independent Auditor's Report Survey Results (February 26,
2010), and Independent Auditor's Report Monthly Poll Results (March 12, 2008),
available at http://www.cfainstitute.org/about/research/surveys/pages/index.aspx.

19 Economists often describe information asymmetry as an imbalance, where

one party has more or better information than another party.

2V gsee David Easley and Maureen O'Hara, Information and the Cost of

Capital, 59 The Journal of Finance 1553, 1553-1583 (2004).
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seeking comment on whether the information communicated in critical audit matters
would be valuable to investors and could reduce information asymmetry.

The proposed other information standard would respond to investors' interests in
obtaining information regarding the auditor's responsibilities for other information
outside the financial statements that is contained in documents that include the audited
financial statements and the related auditor's report. In considering the nature and form
of auditor reporting on other information, the Board evaluated the existing auditing
standard related to the auditor's responsibilities with respect to other information and
determined it was appropriate to update the other information standard to support a
description in the auditor's report. The proposed other information standard is intended
to improve the auditor's procedures and enhance the auditor's responsibilities with
respect to other information, further protecting the interests of investors. "Other
information" in the proposed other information standard refers to information in a
company's annual report filed with the SEC under the Exchange Act that also contains
that company's audited financial statements and the related auditor's report. The
proposed enhancements to the required auditor's procedures in the proposed other
information standard are intended to provide a specific basis for the auditor's description
in the auditor's report of the auditor's responsibilities for, and the results of, the auditor's
evaluation of the other information.

The required procedures under the proposed other information standard would
focus the auditor's attention on the identification of material inconsistencies between the
other information and the company's audited financial statements and on the
identification of material misstatements of fact, based on relevant evidence obtained
and conclusions reached during the audit. When evaluating the other information, the
auditor would be in a position to identify potential inconsistencies between the other
information and the company's financial statements that could be difficult for investors
and other financial statement users to identify when analyzing the company's financial
performance. Such inconsistencies could occur for a number of reasons, including

unintentional error, managerial biases,2 or intentional misreporting.ﬁ’ As a result of the

N

1/

See, e.g., Catherine M. Schrand and Sarah L.C. Zechman, Executive
Overconfidence and the Slippery Slope to Financial Misreporting, 53 Journal of
Accounting and Economics 311, 311-329 (2012) and Paul Hribar and Holly Yang, CEO
Overconfidence and Management Forecasting, Unpublished working paper (2013)
available at http://ssrn.com/abstract=929731.

2/ See Joseph F. Brazel, Keith L. Jones, and Mark F. Zimbelman, Using

Nonfinancial Measures to Assess Fraud Risk, 47 Journal of Accounting Research 1135,
1135-1166 (2009).
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auditor's evaluation of other information and communication of any potential material
inconsistencies or material misstatements of fact to the company's management, the
proposed other information standard could promote consistency between the other
information and the audited financial statements, which in turn could increase the
amount and quality of informationZ available to investors and other financial statement
users. In general, increasing the amount or quality of information available to investors
also could facilitate more efficient capital allocation decisions.? Academic research has
shown that increased quality of information could result in a reduction in the average
cost of capital.é’ The Board is seeking comment on whether the proposed other

information standard would increase the quality of information available to investors.

The Board anticipates that the proposed auditor reporting standard and proposed
other information standard will have cost implications for both auditors and companies,
including audit committees, as further discussed in this release and Appendices 5 and
6.

The remaining sections of this release describe the outreach conducted by the
Board in considering possible changes to the auditor's report, the development and
overview of the proposed standards and amendments, and alternatives considered.
Additionally, this release includes a discussion of the applicability of the proposed
standards and amendments to the audits of brokers and dealers and considerations
regarding audits of emerging growth companies ("EGCs").

z The term "quality of information" is formalized by the concept of precision.

Information economics frequently treats information as consisting of two components: a
signal that conveys information and noise which inhibits the interpretation of the signal.
Precision is the inverse of noise so that decreased noise results in increased precision
and a more readily interpretable signal. See Robert E. Verrecchia, The Use of
Mathematical Models in Financial Accounting, 20 Journal of Accounting Research 1, 1-
42 (1982).

24 See Richard A. Lambert, Christian Leuz, and Robert E. Verrecchia,
Information Asymmetry, Information Precision, and the Cost of Capital, 16 Review of
Finance 1, 1-29 (2011).

z Empirical research generally finds that increased public disclosure of
information is associated with decreased cost of equity capital. For a review of the
literature, refer to Christine A. Botosan, Marlene A. Plumlee, and Yuan Xie, The Role of
Information Precision in Determining the Cost of Equity Capital, 9 Review of Accounting
Studies 233, 233-259 (2004).
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[l Board Outreach

Over the last three years, the Board has conducted extensive outreach with
investors, auditors, financial statement preparers, and others to better understand the
nature of improvements that could be made to make the auditor's report more
informative. In developing its proposals, the Board also sought to better understand
issues related to implementing improvements, including potential costs and other
economic considerations involved.

From October 2010 through March 2011, the staff of the Board's Office of the
Chief Auditor ("staff') met and held discussions with investors, financial statement
preparers, auditors, audit committee members, other regulators and standard setters,
and representatives of academia. During this outreach, some investors indicated that
one of the primary reasons that they are looking to the auditor for more information,
rather than management or the audit committee, is that the auditor is an independent
third party. Some investors indicated that if they had a better understanding about the
audit and how the audit was conducted relative to a particular company, then they
would have a better perspective regarding the potential risks of material misstatement in
a company's financial statements. The staff reported its findings to the Board at an open
meeting on March 22, 2011.2 The Board concluded from its initial outreach that
changing the auditor's report could improve the informational value of the auditor's
report and enhance the relevance of the auditor's reporting model. During this same
period at an IAG meeting, the recent financial crisis was mentioned as an example of a
situation in which expanded auditor reporting in advance of, and during, the crisis might
have been helpful in assessing a company's financial statements and providing early
warning signals regarding potential issues.2/

Subsequently, on June 21, 2011, the Board issued Concept Release on Possible
Revisions to PCAOB Standards Related to Reports on Audited Financial Statements
and Related Amendments to PCAOB Standards (the "concept release")? to seek public

%/ See meeting details and webcast for PCAOB Board Meeting on March 22,

2011, available at
http://pcaobus.org/News/Webcasts/Pages/03222011 OpenBoardMeeting.aspx.

20 See Investor Advisory Group ("IAG") meeting details and webcast for

March 2011 available at
http://pcaobus.org/News/Events/Pages/03162011 IAGMeeting.aspx.

2/ PCAOB Release No. 2011-003 (June 21, 2011) available at
http://pcaobus.org/Rules/Rulemaking/Docket034/Concept Release.pdf.
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comment on potential changes to the auditor's reporting model. The objective of the
concept release was to seek comment on several alternatives for changing the auditor's
reporting model in order to make auditor reporting more relevant and useful to investors
and other financial statement users. The alternatives presented were:

. A supplemental narrative report, described as an auditor's discussion and
analysis ("AD&A");

o Required and expanded use of emphasis paragraphs;

o Auditor assurance on other information outside the financial statements;
and

. Clarification of the standard auditor's report.

The concept release indicated that each of the alternatives presented would
retain the pass/fail opinion of the existing auditor's report and was not intended to alter
the auditor's ultimate responsibility to obtain sufficient appropriate audit evidence to
support the audit opinion. The concept release also indicated that the alternatives were
not mutually exclusive and that other alternatives could be considered.

The Board received 155 comment letters on the concept release.? Additionally,
on September 15, 2011, the Board held a public roundtable ("roundtable") to obtain
insight from a diverse group of investors and other financial statement users, preparers
of financial statements, audit committee members, and auditors on the alternatives
presented in the concept release.2? The topic was further discussed at the November
2011 and 2012 SAG meetings.2

Commenters generally supported the Board updating and enhancing the auditor
reporting standard and largely agreed that the existing auditor's report provided little
informational value about a specific audit to investors and other financial statement

= See comment letters on the concept release available at

http://pcaobus.org/Rules/Rulemaking/Pages/Docket034Comments.aspx.

30 gsee transcript of the roundtable available at

http://pcaobus.org/Rules/Rulemaking/Docket034/09152011 Roundtable Transcript.pdf.

3 See SAG meeting transcripts for November 2011 and 2012 available at

http://pcaobus.org/Rules/Rulemaking/Docket034/11102011 SAG Transcript.pdf,
http://pcaobus.org/Rules/Rulemaking/Docket034/11162012 SAG Transcript.pdf, and
http://pcaobus.org/Rules/Rulemaking/Docket034/11152012 SAG Transcript.pdf.
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users beyond the pass/fail opinion. However, there were widely diverse views among
different constituencies about the nature and extent of changes that should be made to
the existing auditor's report and the potential costs associated with those changes.

Investors strongly supported the Board's initiative to enhance the existing
auditor's report to provide more informative reporting about the audit, the financial
statements, or both. This group of commenters generally expressed the view that the
existing auditor's report was not sufficiently informative to meet the needs of investors
who would benefit from further insights obtained by the auditor during the audit of the
financial statements. Investors most frequently suggested additional auditor reporting on
the following information:

. Areas of high financial statement and audit risk;
. Areas of significant auditor judgment;
J The most significant matters in the financial statements, such as

significant management judgments, estimates, and areas with significant
measurement uncertainty;

. The quality, not just the acceptability, of accounting policies and practices,
for instance, management's application of accounting policies that are
acceptable under the applicable financial reporting framework but are not
the preferred practice;

. Significant changes in or events affecting the financial statements,
including unusual transactions; and

. Identification of where significant matters are disclosed in the financial
statements for investors' further information.

Some investors recognized that, if the auditor's report included this information,
audit costs could increase due to the time required to draft and review such
communications. However, these investors also expressed the belief that these costs,
which are ultimately paid for by investors, likely would be modest since the
communication would be based on the work already performed by the auditor. These
commenters indicated that the benefits in terms of increased confidence in corporate
reporting outweighed the costs.

Financial statement preparers, in general, did not object to the clarifications to
the auditor's report described in the concept release if such clarifications would be
useful to financial statement users and would increase the transparency into the audit
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process. The majority of these commenters, however, believed that there was little need
for changes to the existing auditor's report and believed it was the responsibility of the
company, not the auditors, to provide information about the company's financial
statements to financial statement users. Audit committee members expressed similar
views.

Auditors generally were supportive of changes to the existing auditor's report but
believed that any additional auditor reporting should be objective and factual. This group
of commenters also believed that certain changes to the auditor's report could provide
benefits to users of the financial statements by providing additional clarification about
the audit and audit process. Auditors noted that the alternatives presented in the
concept release for changing the auditor's report would require additional effort,
primarily related to drafting and reviewing the auditor's report, and as a result would
increase audit costs and the potential for auditor liability.

Other commenters, including academics, other regulators, and other individuals
and organizations, expressed a variety of views about changes to the existing auditor's
report. For example, one commenter indicated that the existing auditor's report is not
particularly informative and does not provide information regarding the nature and type
of procedures, processes, and information used in forming the auditor's opinion. Other
commenters indicated that the current pass/fail model is sufficient and that it is the
responsibility of the company, and not the auditors, to provide additional disclosures
about the company to investors.

One of the alternatives presented in the concept release was to require auditor
assurance on other information outside the financial statements. Some commenters
noted that they were uncertain as to the level of the auditor's responsibility for other
information outside the financial statements. Some of those commenters supported
changes to the auditor's report that describe the auditor's existing responsibilities
related to information outside the financial statements to inform investors and other
financial statement users of the extent of the auditor's responsibility for other information
contained in a document that also contains the financial statements and the related
auditor's report. A number of commenters suggested that the Board also consider
requiring the auditor to include in the auditor's report the auditor's conclusions on the
work performed, in addition to the description of the auditor's responsibilities regarding
other information outside the financial statements.

In developing the proposed auditor reporting standard, the Board considered
recent developments of (1) the IAASB's project on auditor reporting;¥?’ (2) the EC's

32 See IAASB project summary at http://www.ifac.org/auditing-

assurance/projects/auditor-reporting. The IAASB issued an exposure draft, Reporting
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legislative proposal and subsequent European Parliamentary report that relate to audits
of public interest entities;>¥ and (3) the FRC's recently adopted revision of its auditing
standard on the auditor's report.w The IAASB's project, the EC's proposal and
subsequent amendments, and the FRC's revised auditing standard would require

auditor reporting on certain additional matters.

In developing the proposed other information standard, the Board considered the
IAASB's recent proposal, The Auditor's Responsibilities Relating to Other Information in
Documents Containing or Accompanying Audited Financial Statements and the
Auditor's Report Thereon.®

[l. Development and Overview of the Proposals

In developing the proposed standards and amendments, the Board considered
(1) the information communicated in the current auditor's report; (2) the potential
benefits that may result from auditors providing additional communications; (3) the
potential costs related to the approach proposed by the Board; (4) alternative
approaches (which are discussed in Section IV., Alternatives Considered); (5) current
developments in similar projects by other standard setters; (6) relevant academic

on Audited Financial Statements: Proposed New and Revised International Standards
on Auditing, for  public comment in July 2013 available at
https://www.ifac.org/publications-resources/reporting-audited-financial-statements-
proposed-new-and-revised-international.

3 See proposal for a Regulation of the European Parliament and of the

Council on specific requirements regarding statutory audit of public-interest entities
(November 30, 2011) available at

http://ec.europa.eu/internal _market/auditing/docs/reform/requlation en.pdf. See
amendments to the EC proposal that were approved on May 14, 2013, by the
Parliamentary committee with principal jurisdiction over the proposal at
http://www.europarl.europa.eu/sides/getDoc.do?pubRef=-

% 2f%2fEP % 2f%2f TEXT%2bREPORT%2bA7-2013-

0171%2b0%2bDOC%2bXML %2bV0%2f%2fEN&language=EN.

34/

See FRC's revised auditor reporting standard at http://www.frc.org.uk/Our-
Work/Publications/Audit-and-Assurance-Team/ISA-700-(UK-and-Ireland)-700-
(Revised).aspx.

3 See IAASB project summary at http://www.ifac.org/auditing-

assurance/projects/auditors-responsibilities-relating-other-information-documents-
containin.
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research; and (7) significant comments received by the Board from its outreach efforts,
including comments received on the concept release. In considering the nature and
extent of changes to the existing auditor's report, the Board sought to respond to the
needs of investors and other financial statement users by making the auditor's report
more informative while not adding undue burden to the financial reporting process.

A. Proposed Auditor Reporting Standard

The proposed auditor reporting standard, among other things, would make the
following significant changes to the existing auditor's report:

. Require the auditor to communicate in the auditor's report critical audit
matters that were addressed during the audit of the current period's
financial statements. If the auditor determines that there are no critical
audit matters, the auditor would state in the auditor's report that the auditor
determined that there are no such matters to communicate.

o Add new elements to the auditor's report related to auditor independence,
auditor tenure, and the auditor's responsibility for, and evaluation of, other
information in annual reports containing the audited financial statements
and the related auditor's report.

o Enhance certain standardized language in the auditor's report, including
the addition of the phrase "whether due to error or fraud," when describing
the auditor's responsibility under PCAOB standards to obtain reasonable
assurance about whether the financial statements are free of material
misstatements, whether due to error or fraud.

The proposed auditor reporting standard would retain the pass/fail model of the
existing auditor's report. The proposed auditor reporting standard would also retain
explanatory paragraphs that are required in certain circumstances and the auditor's
ability to emphasize a matter in the financial statements.

1. Auditor Reporting of Critical Audit Matters

In developing the proposed requirements for the communication of critical audit
matters, the Board considered many investors' requests for information regarding
matters related to the audit and the most significant matters in the financial statements,
such as significant management judgments, estimates, and areas with significant
measurement uncertainty. The concept release described as alternatives for providing
additional information to financial statement users about the audit and the financial
statements: (1) an AD&A and (2) required and expanded emphasis paragraphs. The
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Board, however, is not proposing any of these alternatives, which are described further
in Section IV., Alternatives Considered.

The Board, instead, is proposing requirements for the auditor to communicate in
the auditor's report "critical audit matters." Critical audit matters are those matters
addressed during the audit that (1) involved the most difficult, subjective, or complex
auditor judgments; (2) posed the most difficulty to the auditor in obtaining sufficient
appropriate evidence; or (3) posed the most difficulty to the auditor in forming the
opinion on the financial statements. Use of the word most is not intended to imply that
only one matter under each criteria would qualify as a critical audit matter.

The Board is proposing communication of critical audit matters in response to the
requests of many investors to improve the relevance of the auditor's report by providing
more insight about the most significant matters that the auditor addressed in the audit.
Communicating critical audit matters likely would provide meaningful information to
investors and other financial statement users about the auditor's work in performing the
audit and in forming an opinion on the financial statements, taken as a whole.

The auditor would determine which matters to communicate as critical audit
matters. The proposed auditor reporting standard indicates that critical audit matters
ordinarily are matters of such importance that they are included in the matters required
to be (1) documented in the engagement completion document,2¥ which summarizes
the significant issues and findings from the audit; (2) reviewed by the engagement
quality reviewer;2 (3) communicated to the audit committee;3¥ or (4) any combination
of the three. The Board would not expect that each matter included in any one or more
of these sources would be a critical audit matter. Referring to these sources can provide
a cost-effective and efficient means of determining critical audit matters. Additionally,
the proposed auditor reporting standard provides a list of factors for the auditor to take
into account in determining the critical audit matters. The factors are intended to help
the auditor determine, from the results of the audit or evidence obtained, which matters
are critical audit matters.

The auditor's communication of critical audit matters would be based on
information known to the auditor and procedures that the auditor has already performed
as part of the audit. Thus, the proposed auditor reporting standard does not modify the

%/ Auditing Standard No. 3, Audit Documentation.

U Auditing Standard No. 7, Engagement Quality Review.

3/ Auditing Standard No. 16, Communications with Audit Committees, and

other PCAOB standards.
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objective of the audit of the financial statements or impose new audit performance
requirements, other than the determination, communication, and documentation of
critical audit matters.

The proposed auditor reporting standard would require the auditor to determine
critical audit matters in the audit of the current period's financial statements, based on
the results of the audit or evidence obtained. The proposed auditor reporting standard
also provides that in situations in which the auditor determines there are no critical audit
matters to communicate, the auditor would state that conclusion in the auditor's report.
Critical audit matters would be determined based on the facts and circumstances of
each audit. It is expected that in most audits the auditor would determine that there are
critical audit matters.

The description of critical audit matters in the auditor's report would:
. Identify the critical audit matter;

. Describe the considerations that led the auditor to determine that the
matter is a critical audit matter; and

° Refer to the relevant financial statement accounts and disclosures that
relate to the critical audit matter, when applicable.

Communication of critical audit matters in the auditor's report is intended to make
the auditor's report more informative, thus increasing its relevance and usefulness to
investors and other financial statement users. Academic research suggests that the
prominence with which information is disclosed can have implications for investment
decision making.2¥ Communication of critical audit matters in the auditor's report could
focus investors' and other financial statement users' attention on challenges associated
with the audit that may contribute to the information used in investment decision
making. A more informative auditor's report could benefit investors and other financial
statement users by increasing the prominence of potentially valuable information, thus
increasing the value of the auditor's report.

Improving the auditor's report through the communication of critical audit matters
also would address some commenters' concerns that it is the company's or the audit
committee's responsibility, not the auditor's, to provide information, including any
analysis, about the company's financial statements to financial statement users. The

39 See David Hirshleifer and Siew Hong Teoh, Limited Attention, Information

Disclosure, and Financial Reporting, 36 Journal of Accounting and Economics 337, 337-
386 (2003).
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proposed communication of critical audit matters would not fundamentally change the
auditor's current role from attesting on information prepared by management. Rather,
the auditor would be communicating information about the audit, based on audit
procedures the auditor performed.

The Board intends for the proposed communication of critical audit matters to be
responsive to cost issues raised by commenters. Because critical audit matters are
based on the relative complexity and difficulty of the audit, the Board anticipates that the
proposed auditor reporting standard would be scalable based on the size, nature, and
complexity of the audit of the company. The Board also anticipates, however, that
reporting of critical audit matters in the auditor's report would have cost-related
implications for auditors and companies, including audit committees. In addition to the
potential cost implications, there could be potential unintended consequences
associated with requiring that auditors communicate critical audit matters in the auditor's
report. For example, the effort required to determine, prepare language for
communication, and document critical audit matters likely would occur during the final
stages of the audit which might reduce the time available to the auditor for review and
completion of the audit work. The Board seeks comments on the nature and extent of
those costs, as well as regarding any potential unintended consequences.

2. Basic Elements of the Auditor's Report

The existing auditor's report identifies the financial statements audited, describes
the nature of an audit, and expresses the auditor's opinion using standardized
language. The existing auditor reporting standard also provides a list of basic elements
that are required to be in the auditor's report.@’

The concept release sought comment on whether the standardized language in
the auditor's report required by the existing auditing standard is useful, whether any of
the language could be clarified, and whether the auditor's report should describe the
auditor's responsibilities for other information outside the financial statements. Several
commenters indicated that clarifying language and certain other matters in the auditor's
report could improve financial statement users' understanding of the nature of an audit,
the auditor's responsibilities, and the purpose of the auditor's report. Some commenters,
however, indicated that additional boilerplate language to clarify language already in the
report would not be helpful. After considering the comments, the Board is proposing
certain clarifications of the language in the report that the Board believes would
enhance users' understanding about the audit and the auditor, including the auditor's
responsibilities for other information outside the financial statements.

40/ see AU secs. 508.06-.08.
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The proposed auditor reporting standard primarily retains the basic elements of
the auditor's report contained in existing auditor reporting standards,%Y incorporates
certain elements from existing illustrative auditor's reports, and further describes some
of the auditor's existing responsibilities, such as the auditor's responsibility for the notes

to the financial statements and fraud.

Additionally, the proposed auditor reporting standard adds the following new
elements to the auditor's report to provide investors and other financial statement users
with information about the audit and the auditor:

. Auditor independence - a statement regarding the auditor's existing
requirements to be independent of the company, intended to enhance
investors' and other financial statement users' understanding about the
auditor's obligations related to independence and to serve as a reminder
to auditors of these obligations;

. Auditor tenure - the year the auditor began serving as the company's
auditor, to provide investors and other financial statement users with
information about the length of the relationship between the auditor and
the company; and

o Other information — the auditor's responsibilities for, and the results of, the
auditor's evaluation of other information in annual reports filed with the
SEC containing the financial statements and the related auditor's report, to
provide investors and other financial statement users with an
understanding of the auditor's responsibilities for, and the results of, the
auditor's evaluation of the other information.

The Board anticipates that these proposed changes to the auditor's report likely
would have some cost-related implications for auditors and companies, including audit
committees. The Board seeks comments on the nature and extent of those costs.

3. Explanatory Language

Under existing PCAOB standards, certain circumstances require that the auditor
include explanatory language or paragraphs in the auditor's report, such as when there

" See AU sec. 508 and Auditing Standard No. 1, References in Auditor's
Reports to the Standards of the Public Company Accounting Oversight Board.
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is substantial doubt about the company's ability to continue as a going concern®? or the

correction of a material misstatement in previously issued financial statements. These
circumstances are described in other PCAOB standards, which generally provide
standardized language to be included in the auditor's report. Similar to the existing
auditor reporting standard, the proposed auditor reporting standard describes those
circumstances and provides references to the relevant PCAOB standards.

Additionally, the proposed auditor reporting standard retains from the existing
standard the auditor's ability to include explanatory paragraphs in the auditor's report to
emphasize a matter regarding the financial statements. Currently, such explanatory
paragraphs are not required and may be added solely at the auditor's discretion.2 As
described in the proposed auditor reporting standard, these explanatory paragraphs
would refer only to information presented or disclosed in the financial statements. The
proposed auditor reporting standard provides several examples of when an auditor
might include such explanatory paragraphs.

B. Auditor's Responsibilities Regarding Other Information

Other information outside the financial statements may be relevant to an audit of
the financial statements or to the auditor's decision to be associated with the company's
annual report. The proposed other information standard describes "other information" as
information, other than the audited financial statements and the related auditor's report,
included in a company's annual report that is filed with the SEC under the Exchange
Act** and contains that company's audited financial statements and the related auditor's
report. For example, other information in an annual report filed by a company on Form
10-K would include, among other items, Selected Financial Data, Management's
Discussion & Analysis ("MD&A"), exhibits, and certain information incorporated by
reference.

42/ The Board is considering a separate standard-setting project to enhance

performance requirements and auditor reporting related to a company's ability to
continue as a going concern.

4 See AU sec. 508.19.
44/ Consistent with existing AU sec. 550, Other Information in Documents
Containing Audited Financial Statements, the proposed other information standard
would not apply to documents filed with the SEC under the Securities Act that contain
audited financial statements and the related auditor's report. See further discussion
regarding Securities Act documents in Appendix 6.
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Under existing PCAOB standards, the auditor has a responsibility to "read and
consider" other information in certain documents that also contain the audited financial
statements and the related auditor's report; however, there is no related reporting
requirement to describe the auditor's responsibility with respect to other information.

The Board began considering the existing other information standard, AU sec.
550, as part of an effort to better explain to investors and other financial statement users
the auditor's responsibilities related to other information outside the financial
statements. Through that consideration, the Board determined that changes were
appropriate to provide a specific basis for the description in the auditor's report of the
auditor's responsibilities for, and the results of, the auditor's evaluation of other
information outside the financial statements.

As a result of the link between the proposed auditor reporting standard and the
proposed other information standard, the financial statement user would obtain useful
information such as: (1) the nature and scope of the auditor's responsibilities with
respect to the other information; (2) clarification of what other information was evaluated
by the auditor; and (3) a description of the results of the auditor's evaluation of the other
information.

Under the existing other information standard, the auditor considers whether the
other information is materially inconsistent with information in the financial statements. If
the auditor concludes there is a material inconsistency between the other information
and the financial statements, the existing standard provides the auditor with certain
procedures to respond to the material inconsistency. Additionally, the existing standard
provides that, if while reading the other information for a material inconsistency, the
auditor becomes aware of a material misstatement of fact in the other information, the
auditor would discuss this with management and perform other procedures based on
the auditor's judgment.

The proposed other information standard, among other things, would:

. Apply the auditor's responsibility for other information specifically to a
company's annual reports filed with the SEC under the Exchange Act that
contain that company's audited financial statements and the related
auditor's report;

o Enhance the auditor's responsibility with respect to other information by
adding procedures for the auditor to perform in evaluating the other
information based on relevant audit evidence obtained and conclusions
reached during the audit;
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. Require the auditor to evaluate the other information for a material
misstatement of fact as well as for a material inconsistency with amounts
or information, or the manner of their presentation, in the audited financial
statements; and

o Require communication in the auditor's report regarding the auditor's
responsibilities for, and the results of, the auditor's evaluation of the other
information.

The Board's existing standard has no requirements for the auditor beyond "read
and consider" with respect to the other information. In contrast, the proposed other
information standard includes procedures that auditors consistently would perform in
evaluating the other information. The Board believes that, in practice, some auditors
currently perform procedures related to other information similar to the procedures in
the proposed other information standard.

The Board notes that some of the other information not directly related to the
audited financial statements might be non-financial in nature or related to the company's
operations and, as a result, the auditor might not have obtained evidence or reached
any conclusion regarding such information during the audit. The auditor's evaluation
would be based on relevant audit evidence obtained and conclusions reached during
the audit. The auditor would not be required to perform procedures to obtain additional
evidence regarding other information not directly related to the financial statements that
was not required to be obtained during the audit.

In developing the proposed other information standard, the Board considered the
additional effort and cost of implementing changes in the auditor's responsibilities
regarding other information. The Board believes that the proposed approach represents
a cost-sensitive approach that would be scalable to less complex companies based on
the nature and extent of the information outside the financial statements for such
companies as compared to companies with more extensive operations. The Board,
however, anticipates that the proposed other information standard would have cost
implications for auditors and companies, including audit committees. The Board
requests comments regarding the nature and extent of those costs.

V. Alternatives Considered

Before developing the proposed standards and amendments, the Board explored
alternatives through extended outreach with investors, companies, auditors, audit
committee members, and others. This outreach effort was followed by issuing the
concept release in 2011, analyzing comment letters, holding a roundtable, and
discussions with the SAG and IAG.
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The concept release described alternatives for providing additional information to
financial statement users about the audit and the financial statements, specifically: (1)
an AD&A; (2) required and expanded emphasis paragraphs; (3) auditor assurance on
other information outside the financial statements; and (4) clarification of the standard
auditor's report. The following paragraphs explain the alternatives in the concept
release. The Board, however, is not proposing any of these alternatives. The Board
believes that its proposed approach, which includes communicating critical audit
matters, provides many of the benefits described in the concept release while, at the
same time, substantially reducing the challenges and costs mentioned by commenters,
as explained in Section E., Approach Proposed by the Board, below.

The Board also considered retaining existing AU sec. 508 related to the
unqualified report and issuing a staff practice alert or other guidance regarding the
potential use of existing emphasis paragraphs. The Board believes, however, that
proposing a new standard with changes to the auditor's report is appropriate in relation
to its mandate under the Act to promote informative, accurate, and independent audit
reports®® [emphasis added]. Additionally, the Board considered retaining AU sec. 550
and describing the auditor's responsibilities under AU sec. 550 in the auditor's report.
The Board believes that issuing a new standard regarding the other information is
appropriate because the proposed other information standard would provide a
consistent basis for the auditor's evaluation of the other information and related auditor

reporting.
A. Auditor's Discussion and Analysis

As described in the concept release, an AD&A could provide investors with a
view of the audit and the financial statements "through the auditor's eyes." The intent of
the AD&A alternative was to provide the auditor with the ability to write a separate,
supplemental narrative report that would follow the auditor's report on the financial
statements and contain an open-ended discussion of the auditor's perspectives about
the audit and the company's financial statements. The concept release describes the
AD&A as being among the most expansive forms of auditor reporting.

According to the concept release, an AD&A could include information about the
audit, such as audit risk identified in the audit, audit procedures and results, and auditor
independence, and provide the auditor with the ability to communicate to investors and
other users of the financial statements the auditor's significant judgments in forming the
audit opinion. The AD&A, however, also could include the auditor's perspectives
regarding the company's financial statements, such as management's judgments and

8/ See Section 101(a) of the Act.
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estimates, accounting policies and practices, and difficult or contentious issues. Also, as
described in the concept release, an AD&A could provide further context to an investor's
understanding of a company's financial statements and management's related
discussion and analysis. In that regard, the concept release noted that the auditor's
perspectives in an AD&A on certain matters could differ from those management might
provide in its MD&A,%? possibly requiring additional time by management, the auditor,
and the audit committee to resolve those differences before any views could be
reflected in an AD&A or the MD&A.

Many investors indicated that additional information through an AD&A would
provide more transparency into the audit and the financial statements. One commenter
suggested that factors that would affect the way an auditor assesses risks of material
misstatement in the financial statements might also affect how an investor views risks of
investing in the company. Some commenters indicated that an AD&A would heighten
the perceived value of the audit, increase competition among auditors based on audit
quality, particularly with respect to auditor skepticism, and provide the firms more
leverage to affect change and enhance management disclosure in the financial
statements.

Other commenters, however, expressed reservations about an AD&A, as
described in the concept release, primarily because they saw this form of supplemental
narrative reporting as fundamentally changing the auditor's current role from attesting
on information prepared by management to providing an analysis of financial statement
information. These commenters were also concerned about possible undue reliance by
financial statement users on an AD&A-type report to make investment decisions and the
additional effort by auditors to write and review an AD&A in a compressed reporting
timeframe. Some commenters were concerned that this type of auditor reporting could
diminish the governance role of the audit committee over the company's disclosure of
financial information by allowing auditors to make independent disclosures about the
company's financial statements. Some commenters noted that an AD&A-type reporting
would require auditors to draft customized language in a supplemental free-form report
for public use. Additionally, commenters also noted that absent an extension from the
SEC of filing and reporting deadlines, an AD&A would reduce the time available to the
most senior members of the audit team for review and completion of audit work in order
to identify matters to be included in an AD&A, draft customized language, and work with
centralized review personnel to complete the review process.

46/ See SEC Regulation S-K, Iltem 303; 17 CFR § 229.303.
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B. Required and Expanded Emphasis Paragraphs

Emphasis paragraphs are not currently required under existing PCAOB
standards but may be added, solely at the auditor's discretion, to emphasize a matter
regarding the financial statements.? As described in the concept release, required and
expanded emphasis paragraphs could highlight the most significant matters in the
financial statements and identify where these matters are disclosed in the financial
statements. The concept release indicated that emphasis paragraphs could be required
in areas of critical importance to the financial statements, including significant
management judgments and estimates, areas with significant measurement uncertainty,
and other areas that the auditor determines are important for a better understanding of
the financial statement presentation. The alternative in the concept release for required
and expanded emphasis paragraphs was intended to provide investors with enhanced
auditor reporting on much of the information investors indicated they want about the
audit and the financial statements. As also explained in the concept release, for each
matter of emphasis the auditor could be required to comment on the key audit
procedures performed pertaining to the identified matters. The concept release
indicated that this alternative was somewhat analogous to the French requirement that
the auditor's report contain a "justification for the auditor's assessments."#®

Many commenters were supportive of using emphasis paragraphs to highlight
significant matters to a reader, such as areas with significant management judgments
and estimates or a high level of measurement uncertainty. Some commenters
supported an emphasis paragraph approach that would inform financial statement users
about important matters on which to focus in the financial statements for purposes of
their investment decisions.

Many investors indicated that they did not support an auditor's report that only
references the relevant financial statement disclosures because no incremental
information would be provided in the emphasis paragraphs regarding the company's
financial statements or the audit beyond what is already disclosed by management.
Some other commenters noted that emphasis paragraphs raised concerns regarding
the auditor's disclosure of original information that is not otherwise publicly known.

47 See AU sec. 508.19.

a8/ On August 1, 2003, article L823-9 of the French Code of Commerce
Financial security law was enacted, which requires that the statutory auditor include in
the auditor's report a "justification of the auditor's assessments."
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Additionally, at the November 2012 SAG meeting, SAG members discussed a
potential approach to amending the auditor's reporting model that would include
required emphasis paragraphs, based on the matters communicated to the audit
committee under Auditing Standard No. 16.2¢ Some SAG members were supportive of
linking auditor reporting in expanded emphasis paragraphs to matters communicated to
the audit committee under Auditing Standard No. 16.2Y Other SAG members did not
support expanded emphasis paragraphs that would be specifically linked to
communications with the audit committee because, in their view, it might affect the
nature and extent of the communications between the auditor and the audit
committee.2V

C. Auditor Assurance on Other Information Outside the Financial Statements

The concept release indicated that an alternative for enhanced auditor reporting
could be auditor examination of, and reporting on, information outside the financial
statements, such as MD&A or other selected information (for example, non-GAAP
information or earnings releases). Some commenters indicated that certain information
outside the financial statements, especially the MD&A, is important to investors to
provide context within which the financial results and financial position can be
interpreted.

However, investors generally were not supportive of auditor assurance on other
information outside the financial statements as an alternative for enhancing the auditor's
reporting model because it would not be responsive to their information needs, and they
saw little benefit with this type of auditor assurance. Several commenters expressed
concern that auditor assurance on information outside the financial statements would
increase the time needed to perform these procedures and would not provide greater
benefit than the auditor's current responsibilities related to other information outside the
financial statements.

Several commenters suggested that they would support changes to the auditor's
report that described the auditor's existing responsibilities related to other information
and the auditor's conclusions related to the other information.

49 See Briefing Paper: Auditor's Reporting Model available at

http://pcaobus.org/Rules/Rulemaking/Docket034/2012 11 15 SAG BP ARM.pdf.

50/

See SAG meeting transcripts for November 2012 available at
http://pcaobus.org/Rules/Rulemaking/Docket034/11162012 SAG Transcript.pdf, and
http://pcaobus.org/Rules/Rulemaking/Docket034/11152012 SAG Transcript.pdf.

5 d.
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D. Clarification of Terms and Responsibilities in the Auditor's Report
1. Reasonable Assurance

In the concept release, the Board sought comment on whether the term
"reasonable assurance" should be further described in the auditor's report. Under
existing AU sec. 508, the auditor's report explicitly asserts that the audit was conducted
in accordance with the standards of the PCAOB and that "those standards require that
we plan and perform the audit to obtain reasonable assurance about whether the
financial statements are free of material misstatement." An existing auditing standard
describes reasonable assurance as being a "high level of assurance, but not absolute
assurance."??

Commenters generally did not support adding additional language to the auditor's
report that would further explain the term "reasonable assurance." Commenters
suggested that adding additional language would not significantly enhance financial
statement users' understanding of the meaning of the term "reasonable assurance."

2. Management's Responsibility for the Preparation of the Financial Statements

In the concept release, the Board sought comment on whether the auditor's
report should state that management prepares the financial statements and has
responsibility for the fair presentation of the financial statements.

Under existing auditing standards, the standard auditor's report includes a
statement that the financial statements are the responsibility of the company's
management and that the auditor's responsibility is to express an opinion on the
financial statements based on his or her audit.®¥

Some commenters supported clarification in the auditor's report with respect to
management's responsibility for the preparation of the financial statements. These
commenters indicated that some clarifying language could improve investors' and other
financial statement users' understanding of management's responsibilities for the
preparation of the financial statements. Conversely, other commenters were against
such a clarification, stating that additional language is unnecessary because similar
language is already included in the auditor's report and the SEC requires corporate
officers' certification of the financial statements.

52 See paragraph .10 of AU sec. 230, Due Professional Care in the

Performance of Work.

5 See AU sec. 508.08.c.
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Because the existing language in the auditor's report is generally understood to
encompass management's responsibility for both the preparation and fair presentation
of the financial statements, the Board is not proposing to modify the auditor's report in
this regard.

E. Approach Proposed by the Board

The Board believes the proposed auditor reporting standard and the proposed
other information standard provide many of the benefits described in the concept
release regarding an AD&A, required and expanded emphasis paragraphs, and auditor
assurance on information outside the financial statements. The Board also believes that
its proposed approach should eliminate or reduce some of the challenges mentioned by
commenters in connection with the alternatives described in the concept release.

Unlike emphasis paragraphs as described in existing AU sec. 508 that generally
just point to a disclosure in the company's financial statements, the proposed auditor
reporting standard would require the auditor to communicate a wider range of
information about the audit. Specifically, the proposed communication of critical audit
matters would provide information regarding the reason the matter or matters were
considered critical.

The proposed communication of critical audit matters would not fundamentally
change the auditor's current role from attesting on information prepared by management
to providing an analysis of financial statement information, which was one of the
concerns expressed by commenters about an AD&A. Since the auditor would be
communicating information regarding the audit, the communication of critical audit
matters should not diminish the governance role of the audit committee over the
company's disclosure of financial information. In addition, the proposed auditor reporting
standard is intended to represent a cost-sensitive approach, because the auditor's
determination of critical audit matters is based on the audit already performed.

The description in the auditor's report about the auditor's responsibilities for, and
results of, the auditor's evaluation of other information is intended to provide greater
clarity regarding the auditor's responsibilities for other information and the results of the
auditor's evaluation of other information. Finally, the proposed other information
standard would provide a specific basis for the auditor describing in the auditor's report
the auditor's responsibilities for, and results of, the auditor's evaluation of other
information.
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V. Audits of Brokers and Dealers

Section 982 of the Dodd-Frank Wall Street Reform and Consumer Protection Act
("Dodd-Frank Act"y¥ expanded the authority of the Board to oversee the audits of
brokers and dealers that are required under SEC rules. On July 30, 2013, the SEC
amended SEC Rule 17a-5 under the Exchange Act, to require, among other things, that
audits of brokers' and dealers' financial statements be performed in accordance with the
standards of the PCAOB for fiscal years ending on or after June 1, 2014.%2¥ At the
publication date of this release, the final SEC rules have not been published in the
Federal Register.

The Board will consider, and is soliciting comments on, whether the proposed
standards and amendments are appropriate for audits of brokers and dealers.
Appendices 5 and 6 include specific questions on the applicability of the proposed
standards and amendments to the audits of brokers and dealers.

VI. Economic Considerations

Economic considerations related to the proposed standards are noted in this
release with Appendices 5 and 6 providing further discussion regarding the economic
considerations related to each proposed standard. Appendix 7 provides further
discussion of economic considerations specifically related to the audits of EGCs.

VIl.  Audits of Emerging Growth Companies

Pursuant to Section 104 of the Jumpstart Our Business Startups Act ("JOBS
Act"), any rules adopted by the Board subsequent to April 5, 2012, do not apply to the
audits of EGCs (as defined in Section 3(a)(80) of the Exchange Act) unless the SEC
"determines that the application of such additional requirements is necessary or
appropriate in the public interest, after considering the protection of investors, and
whether the action will promote efficiency, competition, and capital formation."®®

In connection with its proposals, the Board solicits views of commenters on the
application of the proposed standards and amendments to audits of EGCs. As part of

8/ pyb. L. No. 111-203, 124 Stat. 1376 (July 21, 2010).

9/ See SEC, Broker-Dealer Reports, Exchange Act Release No. 70073 (July
30, 2013), which includes the final rules available at
http://www.sec.gov/rules/final/2013/34-70073.pdf.

6/ gSee Section 103(a)(3)(a) of the Act.
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considering the potential application of the proposed standards to the audits of EGCs,
the Board specifically requests comments, including information and data, to the extent
available, relevant to issues relating to efficiency, competition, and capital formation, as
well as the benefits and costs associated with its proposals.

VIIl. Effective Date

The proposed standards and amendments would be effective, subject to
approval by the SEC, for audits of financial statements for fiscal years beginning on or
after December 15, 2015. The Board seeks comment on the effective date related to
each proposed standard in Appendices 5 and 6. The Board's final decision on the
effective date would take into account the extent and nature of comments received on
the proposals as well as the timing of Board adoption of any final standard and
amendments.

IX. Appendices

The Board's proposal includes this Release ("Release") and the following
appendices:

. Appendix 1 contains the text of Proposed Auditing Standard, The Auditor's
Report on an Audit of Financial Statements When the Auditor Expresses
an Unqualified Opinion.

o Appendix 2 contains the text of Proposed Auditing Standard, The Auditor's
Responsibilities Regarding Other Information in Certain Documents
Containing Audited Financial Statements and the Related Auditor's
Report.

o Appendix 3 contains amendments related to the Proposed Auditing
Standard, The Auditor's Report on an Audit of Financial Statements When
the Auditor Expresses an Unqualified Opinion, to other PCAOB standards.

o Appendix 4 contains amendments related to the Proposed Auditing
Standard, The Auditor's Responsibilities Regarding Other Information in
Certain Documents Containing Audited Financial Statements and the
Related Auditor's Report, to other PCAOB standards.

o Appendix 5 provides additional discussion of the Proposed Auditing
Standard, The Auditor's Report on an Audit of Financial Statements When
the Auditor Expresses an Unqualified Opinion, and the related
amendments. Specific questions for commenters are included throughout
this Appendix.
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o Appendix 6 provides additional discussion of the Proposed Auditing
Standard, The Auditor's Responsibilities Regarding Other Information in
Certain Documents Containing Audited Financial Statements and the
Related Auditor's Report, and the related amendments. Specific questions
for commenters are included throughout this Appendix.

. Appendix 7 discusses certain other considerations related to audits of
EGCs. Specific questions for commenters are included at the end of this
Appendix.

Appendices 5 and 6 discuss significant comments received during the Board's
outreach, provide additional background information regarding the requirements in the
proposed standards and proposed amendments, and contain specific questions for
commenters. Appendix 7 contains a discussion of certain considerations regarding the
applicability of the proposed standards and the related amendments to the audits of
EGCs and also includes specific questions for commenters.

X. Opportunity for Public Comment

The Board is seeking comment on all aspects of the proposed standards and
amendments as well as on the specific questions included in Appendices 5, 6, and 7.
Among other things, the Board is seeking comment on economic considerations relating
to the proposed standards and amendments, including potential costs. To assist the
Board in evaluating such matters, the Board is requesting relevant information and
empirical data, to the extent available to commenters, regarding the proposed standards
and amendments. Commenters providing cost estimates are requested to provide the
basis for any estimate provided. The Board is also requesting that commenters prepare,
and forward to the Board for its consideration, examples of critical audit matters that
could be communicated in the auditor's report under the proposed auditor reporting
standard.2”

Written comments should be sent to the Office of the Secretary, PCAOB, 1666 K
Street, N.W., Washington DC 20006-2803. Comments also may be submitted by email
to comments@pcaobus.org or through the Board's website at: www.pcaobus.org. All
comments should refer to the PCAOB Rulemaking Docket Matter No. 034 on the
subject or reference line and should be received by the Board no later than 5:00 PM
(EST) on December 11, 2013.

S Any such examples would be posted to the PCAOB Rulemaking Docket

Matter No. 034 without edits or redactions.
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The Board will consider all comments received. The Board is considering holding
a public roundtable in 2014 to discuss the proposed standards and comments received.
If the Board decides to hold a public roundtable, the Board will reopen the comment
period related to the proposed standards and amendments.

Following the close of the comment period(s), the Board will determine whether
to adopt final rules, with or without amendments. Any final rules adopted will be
submitted to the SEC for approval. Pursuant to Section 107 of the Act, proposed rules
of the Board do not take effect unless approved by the SEC. Standards are rules of the
Board under the Act.

On the 13th day of August, in the year 2013, the foregoing was, in accordance with the
bylaws of the Public Company Accounting Oversight Board,

ADOPTED BY THE BOARD.

/s/ Phoebe W. Brown

Phoebe W. Brown

Secretary
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APPENDIX 1

Proposed Auditing Standard

The Auditor's Report on an Audit of Financial Statements When the
Auditor Expresses an Unqualified Opinion

Introduction

1. This standard establishes requirements regarding the content of the auditor's
written report when the auditor expresses an unqualified opinion on the financial
statements? (the "auditor's unqualified report").?

2. The auditor is in a position to express an unqualified opinion on the financial
statements when the auditor conducted an audit in accordance with the standards of the
Public Company Accounting Oversight Board ("PCAOB") and concludes that the
financial statements, taken as a whole, are presented fairly, in all material respects,? in
conformity with the applicable financial reporting framework.?

v This standard uses the term "financial statements” as used by the U.S.

Securities and Exchange Commission ("SEC") to include all notes to the statements
and all related schedules. See SEC Rule 1-01(b) of Regulation S-X, 17 C.F.R. § 210.1-
01(b). This and other PCAOB standards often refer to the notes as disclosures; see,
e.d., Auditing Standard No. 12, Identifying and Assessing Risks of Material
Misstatement.

Z Paragraphs 85-98 and Appendix C, "Special Reporting Situations,” of

Auditing Standard No. 5, An Audit of Internal Control Over Financial Reporting That Is
Integrated with An Audit of Financial Statements, address the form and content of the
auditor's report when the auditor performs an audit of internal control over financial
reporting.

¥ AU sec. 411, The Meaning of Present Fairly in Conformity with Generally
Accepted Accounting Principles, describes the basis for an auditor's responsibility for
forming an opinion on whether the company's financial statements are presented fairly
in conformity with the applicable financial reporting framework.

4y The auditor should look to the requirements of the SEC for the company

under audit with respect to the accounting principles applicable to that company.
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3. When the auditor conducts an audit of financial statements in accordance with
the standards of the PCAOB, some circumstances require that the auditor express a
gualified opinion, adverse opinion, or disclaimer of opinion on the financial statements.
AU sec. 508, [new proposed title] Departures from Unqualified Opinions and Other
Reporting Circumstances, describes reporting requirements related to departures from
unqualified opinions and other reporting circumstances.

Objectives

4. The objectives of the auditor when the auditor concludes that an auditor's
unqualified opinion is appropriate are to:

a. Issue a written report that expresses an unqualified opinion on the
financial statements and describes the basis for that opinion; and

b. Communicate in the auditor's unqualified report critical audit matters®
relating to the audit of the financial statements or state that the auditor
determined that there are no critical audit matters.

The Auditor's Unqualified Report

5. The auditor's unqualified report includes:¥
a. The basic elements, as described in paragraph 6;
b. Communication of critical audit matters relating to the audit of the current

period's financial statements, as described in paragraphs 7-14; and

C. Other explanatory language (or an explanatory paragraph), as appropriate
in the circumstances, as described in paragraphs 15-16.

o This term, as defined in Appendix A, "Definitions," is set in boldface type

the first time it appears.

g Appendix B provides an illustrative auditor's unqualified report.
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Basic Elements

6. The auditor must include the following basic elements in the auditor's report:
a. The title, "Report of Independent Registered Public Accounting Firm™;
b. Addressees that include, but are not necessarily limited to, (1) investors in

the company, such as shareholders, and (2) the board of directors or
equivalent body;¥

Introduction
C. The name of the company whose financial statements were audited,;

d. A statement identifying each financial statement and related schedule, if
applicable, that has been audited;?

e. The date of, or period covered by, each financial statement and related
schedule, if applicable, identified in the report;

f. A statement indicating that the financial statements, including the related
notes and, if applicable, schedules, identified and collectively referred to in
the report as the financial statements, were audited;

u Laws, rules, and forms may contain requirements for auditor's reports of

different types of companies. See, e.g., Investment Company Act 8 30(g) and
8 32(a)(4); SEC Rule 2-02 of Regulation S-X, 17 C.F.R. § 210.2-02; and Securities
Exchange Act of 1934 ("Exchange Act") Rule 17a-5, 17 C.F.R. § 240.17a-5. Auditor
reports on financial statements filed with the SEC are required to comply with all such
applicable requirements.

g For example, addressees might include other appropriate parties

depending on the legal and governance structure of the company.

y Various SEC rules and forms require that companies file schedules of

information and that those schedules be audited if the company's financial statements
are audited. See, e.q., SEC Rules 5-04, 6-10, 6A-05, and 7-05 of Regulation S-X, 17
C.F.R. 88 210.5-04, 210.6-10, 210.6A-05, 210.7-05. See generally, SEC Rule 12-01 of
Regulation S-X, 17 C.F.R. § 210.12-01, et seq., which address the form and content of
certain SEC-required schedules.
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g. A statement that the financial statements are the responsibility of the
company's management;

h. A statement that the auditor is a public accounting firm registered with the
PCAOB (United States) and is required to be independent with respect to
the company in accordance with the United States federal securities laws
and the applicable rules 