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substantial enthusiastic support for this recommendation1

among all the subcommittees when we were preparing for2

this PowerPoint.3

Audit quality would improve by more closely4

aligning the auditors' incentives with those of users of5

the audit services.  And we expect more informative audit6

reports produced by higher quality auditors fairly7

compensated.  And in many ways this one recommendation,8

particularly if mutual funds were required to attend too,9

addresses a number of the other issues in our10

presentation.  This enables private ordering rather than11

one-size-fits-all regulations which has the benefit of12

greater tailoring to individual issuer auditor13

circumstances.  And obviously it's important that it14

provides investor feedback to the regulators.15

MEMBER CARCELLO:  Damon's not back, Ann, so maybe16

--17

MEMBER YERGER:  Okay.  Our first but final18

recommendation is urging an expanded audit report.  I19

could almost repeat all the comments I made about the20

signature, this is not a new issue for the Board which21

is -- it's been considering the issue.  It’s actually not22
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a new issue for this committee, we have discussed it and1

I think supported it quite robustly.  And it's not a new2

issue globally, as we've discussed, expanded reports are3

in place in other countries and as we've learned, I think4

the Rolls Royce example is a terrific one, actually it5

seems to be working in a really significant way.6

So you know, the issue of the quality of the7

audit report really has been debated for decades and I8

think there is value from an investor standpoint in the9

current very blunt pass/fail model that's in the report. 10

It's concise, it's clear, it's comparable.  But I think11

it is clear today that the current auditor's report is12

just not satisfying the needs and interests of investors13

who really are the final and the ultimate customer of14

these products.  As we surveyed the members of -- what15

was it -- of the investors two and a half, maybe, two16

years ago, three years ago, on this issue there was17

strong support for an enhanced audit report from the18

investor community.  CFA Institute has similarly surveyed19

its members and found the same thing.  So this is a space20

where I think investors' viewpoint is pretty consistent21

and clear, that they would like to know more from the22
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auditors.1

You know, we do believe there's going to be an2

enhancement of audit quality if the auditor's report3

would be expanded, but I think there are also some other4

real benefits for investors from an expanded report. 5

First of all, I view auditors as independent experts who6

have knowledge about the company that, you know, most of7

us investors can't get at.  I think there would be real8

value in gaining from some of their knowledge and9

expertise and it would help investors analyze and price10

risks and make investment decisions.11

I think an expanded report would really heighten12

the perceived value of the audit firm work, something13

that Lynn discussed earlier, and I think it might give14

firms some leverage to effect change and enhance15

management's disclosures and practices.  And I finally16

think that this expanded reporting would enhance the17

transparency and promote real confidence in audited18

financials.19

In terms of cost, Steve, you brought this up20

earlier, I think a lot of the things that we would like21

to see in that expanded report, sort of what was in the22
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Rolls Royce report, is probably already being1

communicated to the audit committees, so I don't know2

that I see this as a really expensive undertaking in3

terms of disclosing to the public.4

And I also note, I know that there's a lot of5

debate about who should this expanded information be6

coming from?  Should it come from the audit committee? 7

Should it come from the outside auditor?  And my view is8

there's real value in getting the insights from the9

outside auditor, the independent expert that's been10

retained by the firm.  I believe there could be better11

disclosures from the audit committee but I don't think12

that the audit committee should solely be responsible for13

this.14

And Damon, I'm sorry, I covered for you.  Do you15

have anything you'd like to add?16

MEMBER SILVERS:  No, I don't think so.17

MEMBER CARCELLO:  So those are our18

recommendations.  It was broadly supported by our group19

and we wanted to leave plenty of time to have a robust20

discussion around those issues.21

MR. HARRIS:  The tent cards as they go up or22

NEAL R. GROSS
COURT REPORTERS AND TRANSCRIBERS

1323 RHODE ISLAND AVE., N.W.
(202) 234-4433 WASHINGTON, D.C.  20005-3701 www.nealrgross.com



179

had real low fees and you fell on the outside, the lower1

quartile on that screen, I think it would be -- it would2

beg the question, why aren't you turning around and3

looking at that because that gives you data that probably4

says they aren't spending enough time there.  So -- 5

MEMBER YERGER:  Thank you, Lynn.6

Damon?7

MEMBER SILVERS:  First, my thanks to my8

colleagues for picking up after me.  I was at lunch with9

my wife and didn't realize that I was up next.  So now10

I've gathered my thoughts, I have a couple of things to11

say about this.12

The first is to repeat what I guess has been --13

actually what someone said earlier which is, in relation14

to the question of the expanded audit report, it only --15

just to put a further gloss on the recommendations that16

are here, it only makes -- it's only going to work, I17

think, if there's a requirement to disclose something. 18

Meaning that if basically the expanded audit report is19

a mandate to tell us, tell the public, tell investors if20

something is wrong.  The audit firm will, of course, say21

nothing is wrong.22
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Now that requirement, that further requirement1

may give the audit firm some leverage in private2

negotiations with the issuer but it's not going to result3

in any new information.  What will result in new4

information is the requirement to disclose, you know, for5

example, the most -- you know, every audit has matters6

that come up that are of concern to the auditor that are7

generally resolved in some fashion that's mutually8

acceptable.  The requirement to disclose the most salient9

such matter, there's always one, right?  And the notion10

that you can't say nothing seems to me to be something11

that would actually add value of the kind that the12

examples in our report outline.13

Secondly, I want to express my own reservations14

about the -- and also -- not reservations about the right15

word, it may be sort of express the complexity of the16

matter relating to the audit fee level that's in the17

report.  It's -- I'm quite persuaded that low audit fees18

in relation to a relevant peer group are evidence of19

short-changing the audit, as Lynn just said.  I don't20

think there's any doubt that that is -- that one could21

set that up as a presumption when looking at some level22
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that, and maybe you know the answer to that, but it just1

strikes us that better communication by the Board of that2

fact, which your statement alone hopefully will be3

disseminated by the friends in the press accomplishes4

part of that objective.5

MEMBER FERGER:  Steve.6

MR. HARRIS:  Yes, I don't want to leave Mercer's7

question unanswered.  And I think it's very important8

that everybody that's made a recommendation address the9

issue of exactly what the problem is that we're trying10

to solve.  To me it's pretty clear, and that is that11

audit quality is not what it should be.  So how these12

recommendations will help improve audit quality I think13

is, one, determinative in terms of why you make the14

recommendation.  But we do need to answer the question15

rather than throw it out and leave it unanswered.16

For those of you who have answers and responses,17

I think it would be very helpful to create a record on18

that.  So for all those who submitted recommendations,19

what's the problem that we're focused on and why the20

solution?21

MEMER CARCELLO:  Yes, Mercer, I'm going to follow22
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up on what Steve said because that's why I put my tent1

up.2

So this is quickly off the top of my head but I3

would throw out at least a few data points.  Recognizing4

that PCAOB inspections are not random, and I do think5

that's an important caveat.  I think it's an extremely6

important caveat, but recognizing that they're not7

random, ballpark in the last year or two, approximately8

40 percent of inspections of the major firms have9

deficiencies.  That strikes me as problematic.10

A couple of years ago we had a panel on going11

concern reporting, and I thought Anne Simpson was12

extremely effective in talking about this, but virtually13

no going concern reports were issued on the financial14

institutions during the financial crisis.  Now I guess15

the argument could be many of them didn't fail because16

of government subsidies.  But I don't know if that was17

a reasonable assumption to make because that could have18

been removed at any time.19

And then in terms of the audit report based on20

some of the work that Ann and Norman and Gus Sauder, who21

used to be a member of this group, did a few years ago,22
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basically what we heard from users is, although they1

found the audit useful, they didn't even look at the2

report because it had no information content.  And there3

are other things we could come up with but at a minimum4

I think those three are indicative of the fact that there5

are issues with both audits and the communication of the6

audit results, that these recommendations are designed7

to try to be responsive to.8

MEMBER YERGER:  Does anyone on the subcommittee9

have anything they'd like to add?10

Lynn?11

MEMBER TURNER:  I would agree that there is an12

issue and that that issue is audit quality.  When we look13

at the inspections and the findings in the inspections,14

which have increased, maybe part of that is attributed15

to the fact that you're doing better inspections today16

than what you were before, and I think that is, in part,17

true.  So part of it's kudos to you for better18

inspections.19

But I also think it's the type of things that are20

cited when you go through line-by-line in those21

inspection reports and you see the problems, despite what22
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and auditor reporting about early warning signals on1

going concern should be.2

MEMBER YERGER:  Bob?3

MEMBER TAROLA:  Thanks, Ann.4

I'm going to go back to Steve's question.  I5

think it's a question basically what does all this have6

to do with quality and relevancy.  And from my point of7

view, quality is about technical competency and it's8

about state of mind.  And this -- these recommendations9

are really going to that state of mind part.10

You could put in audit quality indicators on the11

technical side, I think, but what are you going to do to12

make sure or enhance the chance that these audits are13

being conducted with the proper state of mind?  So14

whether it's -- you know, whether it's the fee issue, you15

know, the fee threshold or the governance matter or even16

the signing, to me that all gets to the state of mind17

aspect of quality and relevancy.18

MEMBER YERGER:  Thanks very much, Bob.19

Lynn, are you -- do you have anything you want to20

say, Lynn?21

CHAIRMAN DOTY:  Well, first of all I found this22
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the authority of the auditor to talk to management, I1

think we have an upward draft effect on conduct in the2

boardroom.  This is an area -- and there are several3

areas where this happens.  But this is an area where I4

think what we should do is begin to create the upward5

draft in the boardroom about how important it is for6

directors acting responsibly under SOX to keep management7

out of the fee discussion, negotiate the quality of the8

audit before you negotiate the fee and then finally to9

avoid what appears to be perhaps a trend toward a lowball10

fee.11

If you start thinking of what we do in terms of12

the disclosures that we can now implement to enhance13

confidence that the public is getting the facts about the14

audit, and certainly they are, the audit reporting model15

is the biggest project going in that regard, the16

practices in the firm that we can lobby for successfully17

in talking to the firms.  And then the final ultima ratio18

of where we can say we think this responsibility comes19

to rest outside, those are three fairly important sticks20

that we have to wield.  They are three fairly important21

devices we have for improving audit quality.22
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mindful, because Steve did make sure to tell us, you1

know, there are some boundaries here in terms of what the2

jurisdiction of this Board is versus the SEC.  On the3

other hand, if we're all, you know, altruistically saying4

we're trying to bridge the gap, we're not trying to usurp5

their authority but bridge the gap.  But I think a little6

bit of this gets into the how, that we'd have to engage7

with the Commission on.8

MEMBER TAROLA:  Joe, I think you're up next.9

MEMBER CARCELLO:  Thanks,  Bob. And thanks for10

your presentation.  A few points I want to make.  I mean,11

this issue keeps coming up over and over, both at the SAG12

when I was on that, and now on this group.  I think as13

Pete made the point earlier, my sense, and I think the14

data supports this, there's huge variation in audit15

committee quality.16

And I think one of the problems that the PCAOB17

and the SEC deal with is the people they hear from --18

because I think back on the people who have been on these19

group over the years are people like Denny Beresford and20

Mike Cooke and Bob Guido and Bob Tarola.  And these21

people are in the tail of the distribution on the good22
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side.  So hearing from them is not necessarily1

representative of the median audit committee member of2

8000 public companies.3

So then you kind of look on, in a more systematic4

basis on things like what do we see in terms of the5

behavior of audit committees?  And I think a lot of this,6

candidly, is SEC issues, so this is really for the7

benefit of Jim and Brian as much as anything, and the8

Chairman if she's still watching.  Is that we saw during9

the financial crisis when risk went through the roof, and10

a first semester auditing student would know when risk11

goes up, audit work goes up, which means fees go up.  And12

what we saw is that fees went down.13

If you look at comment letters that have come in14

on the partner identification project, virtually every15

institutional investor that has commented on that is in16

favor of it.  And a significant amount of the comment17

letters that have come in from audit committees opposed18

it.19

If you look at comment letters on the expansion20

of the audit report, most, if not all of the21

institutional investors that have commented support that. 22
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Audit committees seem to be almost unanimous in their1

opposition.  So these are groups that are supposed to2

represent the interests of investors and on major policy3

issues are taking policy positions opposite that espoused4

by investors.5

If you look at research on audit committees,6

which is voluminous, the CEOs, CFOs still drive the7

process in a large majority of cases.  When the8

governance committee is lax in dependence or have CEO9

involvement, any benefits of audit committee independence10

and audit committee expertise seem to vanish.  There's11

a growing literature on social ties between management12

and the audit committee with the same deleterious13

consequences.  So I would encourage the Board or the SEC14

to look at that. 15

So how do you deal with all of this?  And I think16

that Damon is right.  I mean, I don't think it's perfect17

by any stretch of the imagination, but greater18

transparency by audit committees which will call for19

expanded reporting.  In fact, one of the things that20

might be worth considering is, should the shareholders21

have a vote on whether to accept or reject the audit22
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could give us your closing thoughts and recommendations1

in terms of issues that you think we ought to be focusing2

on.  You not only have the Board's attention, and so I3

would encourage you to stay within the jurisdiction of4

the PCAOB, but you also have the SEC here, too.5

So we'll take the last 25 minutes or so just6

going right around the room.  And Pete, why don't you7

start thinking in advance and right now we'll turn it8

over to Marty.9

MR. BAUMANN:  Okay.  Thanks, Steve.10

I'll touch on a couple of things just to pull11

them together that were talked about today, but also I12

mentioned a few other items as you suggested.  But13

because it's been mentioned so many times, I will mention14

again in transparency, of course, our reproposal where15

the comment period ended in March of 2014 was that the16

auditor engagement partner would be named in the audit17

report along with other firms that participated in the18

audit over a certain threshold.19

Responses to that, firms' responses largely were20

that would increase liability to partners and other firms21

because of the consent requirement which would trigger22
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So we've issued a proposal for the auditor to1

disclose critical audit matters in the audit report and2

also to describe what the auditor's responsibility was3

with respect to other information accompanying the4

financial statements.  Some of the non-audited -- some5

of the non-GAAP measures and others which could be6

reported in the other information where the auditor has7

to read and consider that.  But we were heightening some8

of the requirements there.9

We also held public hearings on the expanded10

auditor report in April of 2014.  So our plan now is to11

issue a reproposal on expanded auditor reporting12

requirements, taking into account the comments we13

received during the comment period as well as at the14

public meeting and to issue that reproposal probably in15

the first quarter of 2015.  We are staying obviously very16

close to all of those global developments and have had17

many conversations with the IAASB and European Commission18

and others.19

Just in terms of timing, somebody mentioned20

falling behind, hopefully we won't fall too far behind21

here.  the IAASB expects to approve a standard on22
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expanded auditor reporting at their December meeting. 1

And that they expect to be effective for year's ending2

on or after December 15th, 2016 such that expanded3

auditor reporting would take place in 2017.  So if we can4

get our reproposal out in the first quarter as I5

suggested, and hopefully move that along, maybe we can6

get on track.7

By the way, that IAASB report that they expect to8

approve in December, the IAASB report, does include a9

requirement to disclose the name of the engagement10

partner in the audit report so that will be a requirement11

basically around the world for all those countries over12

100 jurisdictions that follow international auditing13

standards.  So again, please weigh in on that reproposal14

on expanded auditor reporting that we'll issue in the15

first quarter of 2015.16

Comments and ongoing concern at some length, and17

the bottom line of that was that we will be -- that the18

practice alert said that existing auditing standards19

continue to be applied to auditors and they have20

reporting responsibilities under existing PCAOB auditing21

standards.  With that also we will be issuing a staff22
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of Research and Analysis, working with the other1

divisions, as well, have before us the paper on audit2

quality indicators.  And hopefully this will get out,3

Greg, around year-end timeframe or so, which I know this4

is important to all of you.5

So a lot of things where, again, we'll be seeking6

comment on that document, as well.  So I think a lot7

going on, we'll be seeking comment on very important8

matters, all relating to the improvement of audit9

quality.10

MR. HARRIS:  Marty, thank you very much for that11

summary.12

And then as I indicated, why don't we go around13

the room and conclude.  We welcome your input, welcome14

your recommendations for priorities in terms of what we15

ought to be focusing on.  And, Pete, we'll start with16

you.17

MEMBER NACHTWEY:  Well, great.  Well, first of18

all, thanks to the Board and particularly, Steve, you,19

for putting this group together because I think it's20

important to get a lot of different viewpoints and21

constituencies.  And clearly there are lots of things we22
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So I think, you know, again ,it comes back to1

tone at the top, you know, structural issues within the2

firms.  And then on this expanded audit report, that we3

get it right and that it's useful information and not4

just a lot of boilerplate at the end of the day, if we're5

going to have companies and the investors in those6

companies paying for that extra work.7

MR. HARRIS:  Thanks.  Thank you very much.  Bob?8

MEMBER TAROLA:  Yeah, thanks, Steve.  Thanks to9

you and to your fellow Board members on engaging us in10

this way.  It's quite interesting and robust.11

I think kudos go out to the Board for truly12

improving the effectiveness of auditing.  I think over13

the last ten years, that has proven out and your14

diligence in that regard I think is appreciated by15

investors and users.16

I think perhaps the next focus for the Board is17

in building the confidence of the reporting system and18

taking to heart some of the recommendations you heard19

here today about transparency and accountability and20

collaboration.  And using those as a way to help promote21

more confidence in the system.22

NEAL R. GROSS
COURT REPORTERS AND TRANSCRIBERS

1323 RHODE ISLAND AVE., N.W.
(202) 234-4433 WASHINGTON, D.C.  20005-3701 www.nealrgross.com



285

MEMBER HARRISON:  Thank you, Steve.  I'll echo1

Grant's thanks to the staff for the terrific work they2

did in preparing for us today and making this such an3

enjoyable day.  And thanks, of course, to all the board4

members for your time and your interest in the work of5

this group.6

I'll be brief because first of all some of the7

observations I would have offered have been covered8

already.  I don't want to be repetitive.  I'll end on the9

note or theme I mentioned in one of my comments earlier,10

and that is that I would strongly urge the Board, in11

everything you do, but in particular in the rulemaking12

in which you engage that pertains to the audit report and13

some of the other disclosure-oriented issues that we've14

mentioned today, to bear in mind that one of the things15

that the audit profession and audit firms can do where16

I think there is tremendous room for improvement is to17

be an additional source of valuable information that18

informs the investment process, as we discussed earlier. 19

That's why we're all here, because we all have an20

interest in ensuring that there is an audit process, an21

audit profession that provides in some way, and perhaps22

NEAL R. GROSS
COURT REPORTERS AND TRANSCRIBERS

1323 RHODE ISLAND AVE., N.W.
(202) 234-4433 WASHINGTON, D.C.  20005-3701 www.nealrgross.com


	NOTICE
	2014_IAG_Transcript - extract



