August 18, 2017

Brent ). Fields

Secretary

U.S. Securities and Exchange Commission
100 F Street, NE

Washington, DC 20549

Re:  SEC Release (No. 34-81187; File No. PCAOB-2017-01) on Proposed Rules on
the Auditor’s Report on an Audit of Finaucial Statements When the Auditor
Expresses an Unqualified Opinion, and Departures from Unqualified Opinions
and Other Reporting Circunistances, and Related Amendments fo Audifing
Standards

Dear Mr. Fields:

The Society for Corporate Governance (the “Society™) appreciates the opportunity to
provide comments in response to the U.S. Securities and Exchange Commission (“SEC”) notice
to solicit comments on the Proposed Rules, The duditor’s Report on an Audit of Financial
Statements When the Auditor Expresses an Unqualified Opinion, and Departures from
Unqudlified Opinions and Other Reporting Circumstances, and Related Amendments fo Auditing
Standards (thc “Proposed Rules™), SEC Release (No. 34-81187; I'ile No. PCAOB-2017-01).

Founded in 1946, the Society is a profcssional membership association of more than
3,400 corporate and assistant secretaries, in-house counsel, outside counsel and other governance
professionals who serve approximately 1,600 entities, including 1,200 public companies of
almost every size and industry. Society members arc responsible for supporting the work of
corpotate boards of directors and the executive managements of their companies on corporate
governance and disclosure matters.

General Conunent

The Society applauds the efforts of the Public Company Accounting Oversight Board
(the “PCAOB”) and SEC to improve the quality of public company auditor reports for investors.
The Society also appreciates that the Proposed Rules address scveral of the concerns raised in a
prior comment letter submitted by the Saciety! to the PCAOB on the Proposcd Auditing
Standards issucd on August 13, 2013 (the “2013 Proposed Rules”), including narrowing the
scope of the definition of critical audit matters, incorporating a materiality clement to such
definition, and eliminating consideration of a standard regarding the auditor’s responsibilities for
other information outside the financial statements. However, the Society continues to belicve that
requiring auditors o communicate critical audit matters in their reports (i) may causc auditors to
supplant the judgment of companics concerning their public disclosures and (ii) will impose

! Prior comment letter can be found here: https:/peacbus.org/Rulemaking/Docket(34/233b_SCSGP).pdf
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company on matters described as “critical.” The fact that there may be two sets of disclosures
about such matters, driven by differing standards and interests, could creatc further investor
confusion, increased litigation risk for companies and unnecessary disagreement between the
auditor and the company.

The disclosure of critical audit matters also seriously threatens to chill communications
between the auditor, on the one hand, and members of management and the audit committee, on
the other. Because the Proposed Rules apply to all matlers communicated to the auditors (versus
only required communications), for example, we are concerned that management and audit
commitiees will be reluctant to voluntarily discuss potentially important matters with their
auditors until the implications for disclosure have been fully considercd. A company’s
management or audit committee must be able to raise and resolve matters with the auditor in a
timely manner without fear that their communications will be publicly disclosed in situations
where those matters are satisfactorily resolved.

The compilation and disclosure of critical audit inatters would require significant time and
attention from the auditor, the company’s audit commiittee and management.

The Society is concerned that auditor disclosure of critical audit matters will increase the
time burden for the auditor, the company’s audit comimittee, and management during an
otherwise already time-constrained period as management finalizes its annual financial
statements for inclusion in their annual reports and transaction related SEC filings. Many public
companies, for example, must filc their Forms 10-K within 60 days after the end of the fiscal
year. During this compressed period, management must, among other things, compile the
financial statements, including financial statement footnote disclosure, prepare the
management’s discussion and analysis, and complete its assessment of internal control over
financial reporting. Management must coordinate this process with its auditor while allowing
sufficient time to review the proposed disclosures with, and be responsive to input fiom, the
audit committee. During the same time, the auditor must, among other things, complete its audit
of the financial statements and the attestation of the internal control over financial reporting,
review its work with the audit committee and management, and finalize its reports.

Adding to this heavy workload, the Proposed Rules would require the auditor to draft and
review internally and with the audit committee very sensitive disclosure. Realistically, this is
li Iy entail nego the  itc ttee, r  agenk the: litc over the
proposed substantive content disclosures, not unlike the interactions that often take place today
with regard to footnole disclosure, management’s discussion and analysis, and risk factors.
These additional burdens may diminish the time available to cnsure the accuracy and
completeness of these disclosures to devote more time to critical audit matters, in some cases not
only adversely impacting the financial statcments and management’s discussion and analysis but
also potentially delaying the relevant SEC filing.

For example, under today’s regulatory regime, assumc that management completes its
complex fair value analysis in connection with its goodwill and determines that its fair valuc
exceeded its carrying value, It reviews that determination with ils auditor, which concurs, and
with its audit committee. Management also drafts appropriate inanagement’s discussion and
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analysis disclosure relating to its critical accounting estimates. As the current rules require, it
reviews this disclosure with both its auditor and audit committee. The Proposed Rules then
would additionally require the auditor to assess whether this was a critical auditing matter and, if
so, prepare the required disclosure. Duc to the nature and content of the auditor’s critical
auditing matter disclosure as contemplated by the Proposed Rules, this last step will almost
certainly encompass the audit team’s review and behind-the-scenes dialogue and negotiation
with the auditor’s local and potentially national office, presentation of draft disclosures to
management and the audit comumnittee, meetings between management and the audit committee to
review and discuss, further meetings between the auditor, management and the audit committee
to review the company’s proposed wording changes to the auditor’s proposed disclosurc and re-
review of the document for potential internal inconsistencies based on the inclusion of the
auditor’s disclosure, which ultimately is likely to add at least several days to the process.

The Society appreciates the PCAOB’s attempt to address concerns raised in connection with its
2013 Proposed Rules by adding requirements that a critical audit matter must (i) relate to
accounts or disclosures that are material to the financial statements and (ii) have involved
especially challenging, subjective, or complex auditor judgment. The Society, however, believes
that thesc added concepts ultimately will not narrow the number of eritical audit matters
discloscd. In fact, it could exacerbate the problem by adding further discussions among the
auditor, audit committee, and management as to whether the proposed critical audit matter ieets
all elements of the definition included in the Proposed Rules. We would alse expect that
auditors will be motivated to take the position that the vast majority of communications made or
required to be made to the audit commillee are both material to the financial statements and
involve especially challenging, subjective, or complex auditor judgment. Under the Proposed
Rules, the Society expects auditors to err on the side of disclosure as therc is no downside for the
auditor to over-disclose critical audit matters. The harm in over-disclosure will fall on the
company and investors who may be confused by such critical audit matter disclosure.

The cost of reporting critical audit matters would greatly outweigh any actual or perceived
benefits.

As in its comments on the PCAOB’s 2013 Proposed Rules, the Society continues to be
concerned that the costs associated with the additional steps described above will greatly
outweigh any benelits to investors. Communication of critical audit matters will increase time

ent by caudit ¢ fielc ork, icnta  nandd ith e qnt; inere
the time and focus of the auditor’s national office; and increase the auditor’s potential liability on
each audit engagement. As we learned from the implementation of the attestation requirement
over management’s assessment ol internal controls, when an auditor must spend more time on an
audit and faces increased liability, those costs are passed on to the company to absorb (ultimately
reducing shareholder returns).  1e additional management time and attention devoted to

sordinating with the auditor on disclosures of critical audit matters will also increase costs for
the company and ultimately the company’s shareholders.

The cost of an audit will increase to the extent that the auditor communicates more
critical audit matters. Magnifying this concern is that auditors will almost certainly be inclined
to over-report critical audit matters rather than under-report them for at least two reasons. First,
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auditors may be fearful of being second-guessed during the PCAOB’s review of the audit firm’s
work.® 1t will be in the auditor’s best interest (rather than the best interests of the company or
users of the financial statements) to err on the side of over-inclusion. Second, in the event a
company declares bankruptcy or finds a material misstatement in its financial statements, if the
auditor had not listed the potential financial issue as a critical audit matter, it would potentially
face increased malpractice liability regardless of whether the audit was adequately planned and
carried out. Thus, the Society foresees each auditor identifying excess critical audit matters just
to provide some “‘cover” in the event a potential risk matcrializes. To the extent that an
otherwise lower risk audit matter is dcemcd to be potentially “critical” by the auditor, additional
field work may have to be performed to demonstrate that sufficient audit evidence was gathered
or that the matter was not a critical accounting matter. Both of these likely outcomes will
directly increase audit fees.

The Society strongly belicves that adding complexity to the auditor report will not simplify the
financial statements or otherwise benefit their users. The disclosurc of critical audit matters
would frustrate the PCAOB’s stated intention that “the Board's proposed auditor reporting
standard would retain the pass/fail model.” In effect, the disclosure will transform the current
binary pass/fail model into a qualitative report. Depending upon the nature and extent of critical
audit matters and the auditor’s comments on those matters, the report will constitute and will be
perceived as the equivalent of “*high pass,” “medium pass,” “low pass,” and “fail” or similar
“grades” — which would add complexity and uncertainty for investors that does not exist with
the current pass/fail system. Further, if two companies had similar issues that involved auditors’
complex judgments or posed difficulty for the auditors to obtain evidence or form an opinion, but
one company’s auditor elected to over-report critical audit matters, then it would appear that the
company with more reported critical audit matters was a riskier investiment despite the
companies posing substantially similar risks. At a minimum, this would confuse investors.

Finally, we believe that the Proposed Rules will result in a substantial increase in
litigation risk for both the auditor and for the company. As noted above, the role of the auditor is
not to be a guarantor of the financial statements, However, the Proposed Rules will change the
perception of the auditor’s responsibility, and the auditor’s litigation risk is likely to incrcasc
accordingly.” To the extent that an auditor’s legal risk increases, the cost of that risk will be
passcd on to the issuer in the form of higher rates. In addition, the inclusion of critical audit
matters in the audit report will create a “road map™ for plaintiffs to sue the company when, in
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information will increase the litigation risk for the auditor and the company as well as its
management, which will increase costs to the company.

§ Sce Appendix 1 to the Release (“"Note: it is expected that in most audits, the auditor would determine that at least
one matter involved especially challenging, subjective or complex auditor judgment™),

? See Appendix 1 io the Release ("Note |1 Language that could be viewed as disclaiming, qualilying. restricting, or
minimizing the auditor’s responsibility for the critical audit matters or the audilor’s opinion on the financial
slatements is not appropriate and may not be used™).



The Society respectfully submits that, in weighing the costs and benefits of the Proposed
Rules, the PCAOB did not adequately asscss the above-outlined direct and indirect costs of the
Proposed Rules to issucrs or the indirect impact of such costs on capital markets, investors and
the overall economy. For these and all the reasons described herein, the Society encourages the
SEC to request the PCAOB to revise the Proposed Rules to address the concerns regarding
critical audit matters, including by conducting an updated cost/benefit analysis. We appreciate
this opportunity to share our views with you and would be happy to provide you with further
information to the extent you would find it useful.
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G. Marlin
SV Policy and Advocacy/General Counsel

The Society for Corporate Governance





