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The Public Company Accounting Oversight Board rédgenok two significant
actions to eliminate perceived constraints on comoations, and foster
constructive two-way discussions, between auddaodsaudit committees. On
August 15, 2012, the PCAOB adopted Auditing Stadddo. 16,
Communications with Audit Committg¢8S 16”), and related amendments to
other PCAOB standards to expand the auditor’s requitommunications and
otherwise enhance the “relevance, timeliness, aatitg’ of communications
between auditors and audit committédis followed by two weeks the
PCAOB'’s issuance of Release No. 2012-006fyrmation for Audit Committees
about the PCAOB Inspection Procét®e “Inspection Release”), to encourage
audit committees to ask, and auditors to answesstipns about the outcome of
PCAOB inspection$.

This Alert examines these developments from thé @odhmittee’s
perspective. As the PCAOB has acknowledged, inbastatutory authority
over public companies or their audit committeescakdingly, each audit
committee will be free to determine for itself (igw it will use the
information that (upon effectiveness) AS 16 wilju@e its auditor to
communicate and (2) whether, relying on the newdgnuce, it will solicit
from its auditor information about the firm’s PCAGMspections (which the
PCAOB is prohibited from requiring the auditor @wnemunicate).

AS 16 does not require the auditor to evaluatesffextiveness of two-way
communication between the auditor and audit conejths originally had
been proposed. The PCAOB has noted, however,hbatlisence of such a
requirement does not change the auditor’s respitibsimder other PCAOB
standards to assess the audit committee’s effeetsg It remains to be seen
whether, if expectations about the audit commistéevel of dialogue with
the auditor evolve as the PCAOB urges, this wiimately play a part in the
assessment.

Effectiveness

The guidance contained in the Inspection Releasebmapplied at any
time. As with all PCAOB standards, however, AS lstrbe approved by
the Securities and Exchange Commission. If apprasecbntemplated, AS
16 will be effective for audits of fiscal years loagng on or after December
15, 2012 and related amendments to AU sec. 722jimEinancial
Information, will be effective for reviews of fiskquarters also beginning on
or after that date. Thus, in the case of calendar gompanies, audit
committees should be aware that the new standalrdpply to the auditor’s
review of the financial statements for the firsager of 2013 and will also
apply to engagement of the auditor for the 2013tgudhich usually takes
place in the first quarter).
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As pointed out at the PCAOB’s August 15, 2012 opeeting, nothing precludes either an audit firm
from “early adopting” AS 16 or an audit committeéerh requesting that an auditor discuss matters
covered by AS 16 before it becomes effecfivecordingly, audit committees should also consider
that AS 16 may be implemented on a voluntary basiwhole or in part, in communications regarding
audits and reviews of earlier reporting periodstipalarly a calendar year company’s 2012 audit.

AS 16 Communication Requirements

AS 16 reflects the PCAOB'’s conviction that a meghihexchange of information helps both auditor
and audit committee discharge their respectivearesipilities under the Sarbanes-Oxley Act of 2002
(“SOX”) and related stock exchange listing standadd SEC rules to protect the interests of
investors: it enhances the audit committee’s @ttt oversee the audit and the company’s financial
reporting processes generally and, at the same itimehances the effectiveness of the audit by
providing the auditor with a forum separate frormagement in which to discuss audit and financial
reporting issues. The new standard supersedesnrg@ndards AU sec. 31A8ppointment of the
Independent Auditgland AU sec. 38@ommunication With Audit Committeegich were adopted
prior to the passage of SOX. It harmonizes morsatiowith SOX in two key respects:

= Under AU sec. 310, auditors have been requiredtibésh an understanding of the terms of their
engagement with the “client,” which can be intetpdeas company management. AS 16 clarifies
that the auditor must establish this understandiitiy the audit committee. This aligns with the
SOX requirement that audit committees of listed pames be responsible for the appointment,
compensation and oversight of the independent ardit

= Under AU sec. 380, audit committee communicaticagelbeen considered incidental to the audit
and have not been required to be made prior tstuance of the audit report. Again in alignment
with SOX, AS 16 reflects the view that these comimations are integral to the audit and,
accordingly, requires auditors to communicate tiditsstrategy and audit results in a timely
manner and prior to issuance of the audit report.

AS 16 retains many communication requirements ofs&d. 380 and incorporates existing SEC
communication requirementddowever, as detailed below, it also expands tbpsof required
communications in many areas. Moreover, in keepiitlg the overall theme of open communications,
AS 16 makes clear that it does not preclude ant@uidom providing, either on its own initiative or
response to an audit committee request, informattmve and beyond the newly enhanced minimum
requirements.

The new standard is intended to be flexible. Fastiong as a communication is made prior to iSseian
of the audit report, AS 16 leaves the precise tijmothe auditor’s discretion based on factors sagh
the significance of the matter and the need foremive or follow up action. Moreover, in the irgets

of timeliness, an auditor may communicate only wit audit committee chair as long as it makes the
communication to the committee prior to issuingégort. Second, the required communications may
be scaled depending on the size and complexityeoparticular company under audit.
Communications are required only to the extentttinay are relevant to a particular audit. Thire th
required communications may be oral or written (bueither case, documented in the work papers).
Finally, as discussed unddrésults of the Auditwhere management takes the lead on certain
communications, the auditor need not repeat theimeasame level of detail as long as certain
requirements are met.
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Required Communications Relating to the Audit
The requirements of AS 16 are divided into the ftages described below.

Appointment and Retention of the AuditoAt the outset, similar to AU sec. 310, AS 16 rieggithe
auditor to establish an understanding of the terhtle audit engagement, including the objective of
the audit and the respective responsibilities efehditor and management. As noted above, however,
AS 16 specifically requires that the understandiagvith the audit committéeln addition, AS 16
requires the auditor to record the understandirapiengagement letter that addresses certain iggecif
matters and to provide the engagement letter tauké committee annualf/AS 16 does not

prescribe who must sign the letter. However, iflgtter is executed on behalf of the company by a
party other than the auditor or its chair (actimgoehalf of the committee), the audit committee tmus
determine that the audit committee has acknowledgeédagreed to the terms of the engagement. This
may be demonstrated by the audit committee or aigtiing either the engagement letter or a separate
form, through the minutes of an audit committee tngeor by an oral statement (in which case the
auditor must document it in the work papéefs).

AS 16 retains the requirement of AU sec. 380 thatauditor discuss with the audit committee any
significant issues that it discussed with managemmeconnection with its appointment or retention.
This includes significant discussions regardingapplication of accounting principles and auditing
standards? The communication is intended to put the auditmittee on notice of certain factors that
could influence management’s views if, as is gdhetiae case, the committee solicits management’s
views about appointing or retaining the auditor.

Audit Strategy AS 16 requires the auditor to give the audit catte® an overview of the overall audit
strategy, including the timing of the audit and thignificant” risks — defined as risks of material
misstatement that require special audit considaratithat the auditor has identified during it&ris
assessment procedurésn this connection, the auditor must communichgertature and extent of any
specialized skill or knowledge needed in the awht the extent to which the auditor plans to use
work performed by the company’s internal auditootirer personnel, other independent public
accounting firms or other third parti€sif significant parts of the audit will be perforahey other
auditors, the auditor must give the basis for @etmination that it can serve as principal audftor
Finally, as the audit progresses, the auditor moaistmunicate any significant changes that are made t
the planned audit strategy or that are identifi@dignificant risks and the reasons for the chafyes

Obtaining Information from the Audit Committee Relant to the Audit Currently, the auditor is
required to ask the audit committee or its chaoutlvisks of material misstatement, including fraud
risks, such as whether the committee is awaregsfdr complaints regarding the company’s financial
reporting®® To further stimulate a two-way dialogue, AS 16 @xgs the auditor’s required inquiries to
include whether the audit committee is aware otenatrelevant to the audit, including but not lieit

to violations or possible violations of laws or uéagions'’ The PCAOB notes that the reference to
violations is meant only as an example of matteas $hould be discussed; such matters are expected
to vary from audit to audit. The PCAOB also indezathat the requirement is intended to enable the
auditor to obtain the committee’s perspective, Wiy differ from that of management.

Results of the AuditConsistent with their fundamental importancehim financial statements — as
recognized by SOX and underscored by the finamcisis — AS 16 contains extensive communication
requirements relating to “significant” and “critltaccounting policies and practices, “critical”
accounting estimates and “significant unusual”$eantions. The standard focuses the auditor’s
communications on areas that involve high degréesaertainty, subjectivity and judgment and
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therefore create higher risks of material misstatenfoffering as examples certain fair value
estimates). It also mandates the auditor’'s quad@avaluation of these matters, including indicas

of possible bias on the part of management, this barsconclusions about the reasonableness of
critical estimates and the business rationaleigmifsicant unusual transactions. Certain of the key
definitions have been conformed to the SEC’s usageles or interpretive guidance so that the
communications will revolve around the same conogpether they relate to the financial statements,
MD&A or other disclosures. In addition, the newrstard requires the auditor to make
communications regarding uncorrected misstaten{amdisiding the basis for the determination that
they were immaterial) and non-trivial corrected stasements that might not have been detected
without the audit (including the implications ofghor internal control over financial reporting).

AS 16 recognizes that management may have dirscassions with the audit committee concerning
accounting policies and practices, estimates, fsigmit unusual transactions and corrected and
uncorrected misstatements. In order to streamismudsion, AS 16 does not require the auditor to
communicate these matters at the same level of dstmmanagement has provided if the auditor (1)
participated in management’s discussion with theitasommittee, (2) affirmatively confirmed to the
committee that management adequately communichaése tmatters and (3) identified for the
committee those accounting policies and practicestidit committee considers “critical.” AS 16
requires the auditor to fill in any gaps or, wheeegessary, correct what management has said.

AS 16 also requires the auditor to make the aumiitrnittee aware of areas of significant deliberation
debate or even tension between the auditor andgearent. These include “difficult or contentious
matters” for which the engagement team consulteah#tional office, matters of concern to the audito
where it is aware that management consulted otlgitaas, disagreements with management (whether
or not satisfactorily resolved) over significantttees and significant delays and difficulties thelidor
encountered in performing the audit. Where substiaahdubt exists, at least initially, AS 16 reqsire
significant communications about the company’sighib continue as a going concern. (Audit
committees should also be aware that “going corigsrcurrently the focus of major projects by both
the PCAOB and FASB.)

For a comprehensive list of required communicatreteting to audit results, see Annex A.

Required Communications Relating to Interim Reviews

As noted above, AS 16 amends various PCAOB stasdercluding AU Sec. 722, Interim Financial
Information. As amended, this standard directsuaitar conducting a review of interim financial
information to determine whether any of the mattlscribed in AS 16, as they relate to interim
information, have been identified. If this is these, the auditor must communicate them to the audit
committee, or at least the chair, in a timely mararel prior to the company filing its quarterly oep
on Form 10-Q with the SEC. In particular, the anezhgtandard requires communication of the
following: (1) a description of the process mamagat used to develop the critical accounting
estimates; (2) a change in a significant accourgoigy affecting the interim financial informatipn
(3) misstatements that, either individually orhe taggregate, could have a significant effect en th
company’s financial reporting process; and (4) urestied misstatements aggregated by the auditor
that management determined to be immaterial, batividually and in the aggregate, to the interim
financial statements taken as a whole.

The amended standard recognizes that managemadhmitcoipmunicate to the audit committee some
or all of the matters relating to accounting p@s;ipractices, estimates and significant unusual
transactions referred to in AS 16. If it does, dlelitor need not communicate them at the same level
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of detail as management, provided that — simildhéoconditions described above with respect to the
audit — the auditor (1) participated in managengediscussion with the audit committee, (2)
affirmatively confirmed to the committee that maeagnt has adequately communicated these
matters and (3) with respect to critical accounpogcies and practices, identified for the audit
committee those it considers “critical”. Again, teditor must communicate any omitted or
inadequately described matters.

Special Applications

Application of AS 16 to Audits of Emerging Growthdthpanies (EGCs)As the first auditing
standard adopted by the PCAOB subsequent to enacththe JOBS Act, AS 16 is subject to a
separate determination by the SEC regarding itcality to audits of EGCS® The PCAOB
indicated that it will request that the SEC apprtheeapplication of AS 16, and the related
amendments, to audits of EGCs.

Application of AS 16 to Audits of Brokers and Deate The Dodd-Frank Wall Street Reform and
Consumer Protection Act of 2010 charged the PCAQ@B owersight of the audits of brokers and
dealers registered with the SEC. To implement this SEC has proposed amendments to Rule 17a-5
under the Securities Exchange Act of 193K .the proposed amendments are adopted (or the SEC
provides similar direction) after AS 16 becomegetifze, AS 16 will apply to audits of brokers and
dealers. To address the possibility that the pregp@@nendments are adopted (or the SEC provides
similar direction) before AS 16 becomes effectibe, PCAOB has adopted a transitional amendment
to AU sec. 380, the interim communication stanahsgussed above, to ensure that it will apply to
audits of all brokers and dealers (including sommeently exempted) until AS 16 becomes effective.

What To Do Now:

= Audit committees should take the opportunity ASpiésents to open a dialogue with their auditor
about the nature and timing of communications titcommittee believes would be most useful
to it.

= Audit committees should also discuss whether theylavlike their auditors to accelerate the
application of AS 16 in whole or in part, partialjain presenting the results of the 2012 annual
audit for calendar year companies.

= Audit committees should expect greater formalityhia engagement letter process. As discussed
in Part Il of this alert, the engagement processrefaudit committees an opportunity to discuss
with the auditor the committee’s expectations rdoey disclosures by the firm about PCAOB
inspections.

= Audit committees should consider and discuss wiimagement whether modifications should be
made to timing and other aspects of the compangtdasure controls and procedures and internal
control over financial reporting in order to beh&fom the expanded panoply of communications
to be received from the auditor in connection Wit annual audit and interim reviews.

=  Audit committees should review their committee ¢ in light of the procedural and
communication requirements of the new standard.
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Discussion of PCAOB Inspection Results

SOX requires the PCAOB to conduct regular inspestiof registered public accounting firms that
provide audit reports for SEC registrants in otdesissess the firms’ compliance with applicableslaw
rules and professional standards. Although the PBAfovides inspection reports in their entirety to
the SEC, SOX prohibits the PCAOB from (1) disclgsansignificant portion of the inspection-
generated information to the public, (2) disclodingt information to an audit committee or (3)
compelling an audit firm to disclose it to an aughtnmittee. The restricted information includes
whether the PCAOB has identified deficiencies m déludit of the audit committee’s own company as
well as (for a minimum of 12 months) the “Partiiformation discussed below.

The PCAOB issued the Inspection Release in lightsafoncerns that some audit firms either decline
to discuss the results of their inspections wheested by the audit committee or, if they do discu
the results, downplay the results of any advers#irigs. The Inspection Release provides information
to enhance audit committees’ general understarditiie inspection process and the meaning of
reported results. It then suggests how audit cotaastcan initiate or improve discussions with the
auditors about the results of the audit firm’s Exgjons. As the Inspection Release emphasizes,
although the PCAOB’s own hands are tied by SOX sthtute does not prohibit audit firms from
releasing non-public inspection information at &éime nor does it prohibit audit committees from
requesting that information.

Background on PCAOB Inspections

As described more fully in the Inspection Rele®2AOB inspections are designed to identify
weaknesses and deficiencies in how an audit firmdaots audits. They involve in-depth examinations
of (1) certain aspects of a limited number of aug@rformed by the audit firm, and (2) certain
elements of the firm’s system of quality controkovts audit processes. In selecting aspects ofsaud
for review, the PCAOB generally takes a risk-basegroach, focusing on factors such as (1) the
nature of the company or its industry, (2) auditiess likely to be encountered, (3) the company’s
market capitalization, (4) whether it has significaperations in certain emerging markets, (5)
considerations related to the particular firm, pcacoffice or partner, including prior inspectiggsults
and (6) any other relevant information that haseoothe PCAOB'’s attention.

For each inspection that its staff conducts, SQXires the PCAOB to prepare a written report, to
give the audit firm an opportunity to respond traft of the report and to include the firm’s weitt
response as part of the final report. The inspedtaff does not confer with management of the
company whose audit is being inspected. Inspeéitimgs are presented in two distinct parts of an
inspection report:

= Part | — This describes audit deficiencies at a levelraliee PCAOB’s inspection staff found that
the auditor failed to gather sufficient evidencewpport an audit opinion that the financial
statements are free of material misstatement. ifkden does not necessarily mean, however, that
the financial statements are misstated. Part Irfgglare made public and are available on the
PCAOB'’s web site. However, the names of the congsgawhose audits have been inspected are
not disclosed.

= Part Il — This typically describes deficiencies in theiatidn’s overall system of quality control
at a level where the PCAOB doubts that the systemighes reasonable assurance that
professional standards are met. The PCAOB is pitekitoy SOX from publicly releasing Part Il
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findings unless the audit firm fails to take sattdbry remedial action within 12 months of
issuance of the inspection rep®frt.

The Inspection Release cautions that, because ®BGdspection does not encompass all of a firm’s
audits or every aspect of selected audits, audinaittees should not interpret the public portioraof
report as indicating that either the firm’s workaawhole, or any particular company’s financial
statements or reporting on internal control, issarot free of deficiencies beyond those specifjcal
described.

Audit committees should be aware that, after thA®B has issued an inspection report, it transmits
the report to the SE@aming the companies whose audits have been zdticfThe PCAOB also
provides separate detailed reports to the SEC -etsomms well before issuance of the report — if, for
example, the inspection indicates to the PCAOH sitat the company’s financial statements may be
materially misstated, the company may have an aludisd material weakness in internal control over
financial reporting, the company’s auditor may bet‘independent” within the meaning of SOX and
SEC implementing rulé$or the company may otherwise have violated lawSEC rules. The
Inspection Release underscores the audit firmigyatn give the audit committee a “head’s up” in
these circumstances since, according to the PCA@Bectors generally raise issues with the audit
firm before conveying them to the SEE.

Possible Audit Committee Questions About Inspectian

In the Inspection Release, the PCAOB offers “pdsdijpiestions” that audit committees may wish to
ask their audit firms and some pointed advice about to interpret the firm’s responses:

= Was the company’s audit selected for PCAOB insp&tt The PCAOB suggests that audit
committees may wish to know in real time whetheirthudit has been selected, areas of review,
and any deficiencies identified by the PCAOB. Speeaireas for inquiry include:

= Whether anything has come to the firm’s attentioggesting that an audit opinion on the
company’s financial statements is not sufficiestiypported, or otherwise reflecting
negatively on the firm’s performance on the awati what if anything the firm has done or
plans to do in response;

= Whether a question has been raised about the $aiofehe financial statements or the
adequacy of the disclosures; and

= Whether a question has been raised about the daditdependence relative to the company.

= Did the PCAOB identify deficiencies in other auditisat involved auditing or accounting issues
similar to issues presented in the company’s auditte PCAOB suggests that audit committees
may wish to understand, if so, how the firm hasobee comfortable that the same or similar
deficiencies either did not occur, or have beerediad, in the company’s audit.

= What were the audit firm’s responses to the PCAQBdings? The PCAOB suggests that audit
committees may wish to know whether and why thetdinth agreed or disagreed with the
PCAOB's findings. If the firm agreed, what remeditdps did it take? In this connection, the
PCAOB identified certain audit firm responses ihatlieves should be viewed with skepticism:

= “|t was just a documentation problem&ccording to the Inspection Release, the PCAOB
bases deficiency findings on an absence of availetidence in the audit files or elsewhere to
establish that adequate work was done to suppa@tidit opinion, not just a failure to
document such work.
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» “There was a difference in professional judgmemccording to the Inspection Release, the
PCAOB bases deficiency findings only on failureshain sufficient audit evidence, not on
disagreements when reasonable judgments appeavedleen made.

» “The firm has addressed the criticisms in accordaméth PCAOB standardsAccording to
the Inspection Release, professional standardsrecitpat certain remedial steps be taken
when a required auditing procedure has been omitteel PCAOB encourages audit
committees to inquire whether the firm performedenwork in response to the finding or in
subsequent audits, or whether the firm concludatirtb additional steps were required
(which effectively means that the firm disagreethwhe PCAOB'’s findings).

What topics are included in Part Il findingsThe PCAOB suggests that even if audit firms are
hesitant to disclose the details of Part Il findirmdpout them, audit committees may wish to
request certain generic information about the figdj such as:

= What changes the firm is making in its policies anacedures to address any quality control
deficiencies;

= What is the progress of the quality control remealiaprocess, including a discussion of any
submissions the audit firm made to the PCAOB asgdahat process;

» The inspected years about which the PCAOB has aditi@l determination about the firm’s
remediation efforts and the nature of that deteatnom; and

= Whether the PCAOB has provided initial indicatidinat the audit firm may not have
sufficiently remediated any items.

Finally, how do issues described by the PCAOB imggal reports summarizing inspection
results across groups of firms relate to the firnpsactices, and potentially its audit of the
company’s financial statements, and how the firmaddressing those issues?

What To Do Now:

Audit committees should take the PCAOB’s encourag@rno heart and seek to establish — or,
where it already informally exists, confirm — ardenstanding with their auditor about the nature
and timing of communications the firm will maketh® committee concerning PCAOB
inspection results.

Audit committees should ask now — and seek to erthat in the future they will be informed in
real time — about (1) the selection of their conysaudit for review, the progress of that review
and its outcome and (2) deficiencies identifiedisy PCAOB in the audit firm’s audits of other
companies that present similar issues.

Audit committees should also ask now — and seeksuoire that in the future they will be
informed promptly, and in any event prior to engagihe firm for the next fiscal year — about any
“Part II” quality control deficiencies identifiedyttihe PCAOB and the status of any remedial
efforts by the firm.

In annually engaging an auditor, audit committe@y mish to take into account the firm’s
willingness to establish these understandings.



Annex A

Required Auditor Communications Relating to Audit Results

Significant accounting policies and practicedvlanagement’s initial selection of significant
accounting policies and the application of suchqges in the current period, and whether they
represent changes from policies and applicatiotizad by management in the past. Also, the
effect on financial statements or disclosures griificant policies in (i) controversial areas or
(ii) areas for which there is a lack of authoritatjuidance, or a diversity in practi@e.

Critical accounting policies and practicesAll “critical accounting policies and practicetsf be
used in the current year, including the reasonsdosidering them to be “critical” and whether
current and anticipated future events may affeztétermination of “critical®

Critical accounting estimates:A description of the process management usedveldp “critical
accounting estimates,” significant assumptions ugeghanagement in these estimates that have a
high degree of subjectivity, and any significanaiepes management made to the processes used
to develop these estimates and assumptions (imgjubde reasons for the changes and the effects
of the changes on the financial statemefits).

Significant unusual transactions: Significant transactions outside the normal cewfsbusiness

(or that otherwise appear unusual due to theimgmnsize or nature) and the policies and practices
management used to account for tiéMhe PCAOB notes that such transactions, at tilmag
been considered a contributing factor in attemptsislead investors about a company’s financial
condition and, therefore, informing the audit corted about them could aid its oversight of the
financial reporting process.

The auditor’s evaluation of the quality of the corapy’s financial reporting in the above areas
and certain additional areas:

= Qualitative aspects of significant accounting gekcand practices, including situations where
the auditor has identified bias in management giuents about the amounts and disclosures
in the financial statements. Also, the resultshefauditor’s evaluation of differences between
estimates best supported by the audit evidencestimdates included in the financial
statements that, while individually reasonablejdaté possible management bta3he
PCAOB notes that this is similar to a supercededirement of AU sec. 380 that the auditor
discuss its judgments as to the quality, not justacceptability, of the company’s accounting
principles.

= Management’s disclosures related to critical actingrpolicies and practices, along with any
significant disclosure modifications proposed by #uditor that management did not méke.

» The basis for the auditor’s conclusions regardirggreasonableness of the critical accounting
estimates’

= The auditor’s understanding of the business rakéofta significant unusual transactiofts.

= The conformity of the financial statement preseatafincluding the footnotes) with the
applicable financial reporting framewotk.

= Any identified concern about management’s anti@@atpplication of new accounting
pronouncements that are not yet effectie.
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= All permissible alternative accounting treatmemdated to material items that have been
discussed with management, the ramifications af tiee and the auditor’s preferred
treatment?

= Other information: ldentified inconsistencies or misstatements of fia the non-financial
statement portions of documents containing auditethcial statement®.

= Difficult or contentious matters: Difficult or contentious matters for which theditor consulted
outside the engagement team and that the audit dteemeasonably determined are relevant to
the audit committee’s oversight responsibiliit$he PCAOB notes that these are generally the
critical matters that concern the auditor when mgkis final assessment of whether the financial
statements are presented fairly, and often invsigeificant points of disagreement, debate or
deliberation between the auditor and managemert PRAOB also notes that nothing precludes
the auditor from going beyond the requirement asdraunicating difficult or contentious
matters that did not involve outside consultation.

= Management’s consultation with other accountant§he auditor’s views about significant
auditing or accounting matters where the auditemiare management consulted other auditors
and the auditor has identified a conc&rn.

= Going concern issuesWhere applicable, the auditor’s evaluation of¢benpany’s ability to
continue as a going concefhFirst, the conditions and events that, when camsidlin the
aggregate, indicated to the auditor that therelistantial doubt about the company’s ability to
continue as a going concern for a reasonable p&sitbthe. Second, the auditor’s conclusion after
considering management’s plans: either that thetaatial doubt is alleviated and the specific
reasons why; or, if not alleviated, the effectshef circumstances on the financial statements, the
adequacy of any related disclosure, and the eftecthe audit report.

= Uncorrected and corrected misstatementEhe schedule of uncorrected misstatements retated
accounts and disclosures that the auditor preseéntednagement and (unless the auditor
determines that management has adequately discimssedth the audit committee) the basis for
the determination that the uncorrected misstatesn@ate immaterial, including the qualitative
factors considered. Also, all non-trivial correctatgstatements that might not have been detected
absent the audit and the implications of this fier tompany’s financial reporting procéss.

= Material written communications: Other material written communications betweenahéitor
and management beyond those required by AS 1éer BICAOB standards.

= Departure from the auditor’'s standard reportThe reasons for and wording of any proposed
modification of the opinion or any explanatory laage*

= Disagreements with managemenfny disagreements with management about mattérsther
or not satisfactorily resolved, that individuallyio the aggregate could be significant to the
company’s financial statements or the auditor'sreff The PCAOB notes that this requirement
is intended to capture the “areas of tension” betwthe auditor and management, rather than
“differences of opinion” based on incomplete famtpreliminary information that are later
resolved by the auditor obtaining additional famténformation prior to issuance of the audit
report.

= Difficulties encountered in performing the auditAny significant difficulties encountered during
the audit, including but not limited to significasi¢élays by management, unavailability of
personnel, unwillingness of management to providierimation, unreasonable time pressure,

A-2
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unexpected extensive effort required to obtaintaeMdence, unreasonable restrictions imposed
by management, or management’s unwillingness toeaddyoing concern issues at the auditor’s
request?

= Other matters: Other matters arising from the audit that araificant to the oversight of the
company’s financial reporting process, includinghpdaints or concerns regarding accounting or
auditing matters that have come to the auditotenéibn during the audit and the results of the
auditor’s procedures regarding these maftefgvith respect to the results of PCAOB inspections,
the PCAOB indicated that it can only encourage,cootpel, an audit firm to communicate about
these matters — for its encouragemsagSection |l of this Alert.)

* * *

If you have any questions on these matters, pléas®t hesitate to speak to your regular contact at
Weil, Gotshal & Manges LLP or to any of the followt

Howard B. Dicker howard.dicker@weil.com +1 212 310 8858
Catherine T. Dixon cathy.dixon@weil.com +1 202 682 7147
Holly J. Gregory holly.gregory@weil.com +1 212 310 8038
P.J. Himelfarb pj.himelfarb@weil.com +1 214 746 7811
Ellen J. Odoner ellen.odoner@weil.com +1 212 310 8438
Lyuba Goltser lyuba.goltser@weil.com +1 212 310 8048
Rebecca C. Grapsas  rebecca.grapsas@weil.com +1 212 310 8668
Adé K. Heyliger ade.heyliger@weil.com +1 202 682 7095
Aabha Sharma aabha.sharma@weil.com +1 212 310 8569

Audrey K. Susanin audrey.susanin@weil.com +1 212 310 8413

We thank our colleague Audrey Susanin for her doutiion to this Alert.
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Endnotes

1 AS 16 is available on the PCAOB websitetditp://pcaobus.org/Rules/Rulemaking/Docket030/Ree2012-004. pdf
The new standard was initially proposed in Marcth@@nd reproposed in December 2084eProposed Auditing
Standard Related to Communications with Audit Cotteas and Related Amendments to Certain PCAOB Augdit
Standards, PCAOB Release No. 2010-001 (March 280)28nd Proposed Auditing Standard Related to Camications
with Audit Committees; Related Amendments to PCASIBndards; and Transitional Amendments to AU s&@, 3
PCAOB Release No. 2011-008 (Dec. 20, 2011).

2 The release, issued on August 1, 2012, is availablthe PCAOB web site at:
http://pcacbus.org/News/Releases/Pages/080120 & diisnProcess.aspx

¥ SeeAuditing Standard No. %An Audit of Internal Control Over Financial Repargj That is Integrated With an Audit of
Financial Statementgparagraph 79, and Auditing Standard No.ld2ntifying and Assessing Risks of Material
Misstatement§'AS 12”), paragraphs 23-24.

* SeePublished Statement of Jay D. Hanson (August @52Pavailable on the PCAOB website at:
http://pcaobus.org/News/Speech/Pages/08152012 H&rsement.aspx

® SeeSection 301 of SOX and Section 10A(m)(2) of theuBities Exchange Act of 1934 (the “Exchange Act”).
® SeeSection 10A(k) of the Exchange Act and SEC Rul¥ga)(1)-(3).

" SeeAS 16, paragraph 2.

8 SeeAS 16, paragraph 3.

°® SeeAppendix C to AS 16.

19 SeeAS 16, paragraph 6.

! SeeAS 16, paragraph 4.

12 SeeAS 16, paragraph 9. The PCAOB cautioned thatdbes not require the auditor to divulge specifimite that would
compromise the effectiveness of the auige alsduditing Standard No.,QAudit Planningand AS No. 12.

3 SeeAS 16, paragraph 10.

4 SeeAS 16, paragraph 10(e).
!> SeeAS 16, paragraph 11.

'° SeeAS No. 12.

7 SeeAS 16, paragraph 8.

'8 pursuant to Section 104 of the Jumpstart Our RssiiStartups Act of 2012, any rules adopted bP@&OB subsequent
to April 5, 2012, do not apply to the audits of E&hless the SEC “determines that the applicatiGuch additional
requirements is necessary or appropriate in thégmlberest, after considering the protectionrmofastors, and whether
the action will promote efficiency, competition,cacapital formation.”

19 seeExchange Act Release No. 34-646B6oker-Dealer Report§June 15, 2011pvailable at
http://www.sec.gov/rules/proposed/2011/34-64676.pdf

%0 Currently AU sec. 380 does not apply to auditbrokers and dealers that do not have an audit ctigmror are

registered with the SEC only because of Section)l&f(the Exchange Act.
L SeeSOX Section 105(b)(5)(A).
22 SeeRule 2 01 of Regulation S X

% n a recent challenge to the confidentiality oftPeinformation based on the fact that the auditad discussed it with

the audit committee, the Center for Audit Qualiasturged the court to deny a motion to compel prtolo on the
ground that such discussions do not constituteigewaf the privilege.

2 SeeAS 16, paragraph 12(a).



SEC Disclosure & Corporate Governance

25

26

27

28

29

30

31

32

33

34

35

36

37

38

39

40

41

42

43

a4

SeeAS 16, paragraph 12(b). “Critical accounting piglicand practices” are defined as those policidspaactices that
are both the most important to portraying the camyfsafinancial condition and results and requirenagement’s most
difficult, subjective or complex judgments, oftemedto the need to make estimates about inherentigrtain matters.

SeeAS 16, paragraph 12(c). A “critical accountingmsite” is defined as an accounting estimate whigtb€ nature of
the estimate is material due to the levels of stljgy and judgment involved and (ii) the impadttbe estimate on
financial condition or operating performance is eniil.

SeeAS 16, paragraph 12(d).

SeeAS 16, paragraph 13(a).

SeeAS 16, paragraph 13(b). The requirement is baseSeaztion 10A(k) of the Exchange Act.

SeeAS 16, paragraph 13(c).

SeeAS 16 paragraph 13(d).

SeeAS 16, paragraph 13(e).

SeeAS 16, paragraph 13(f).

SeeAS 16, paragraph 13(g). This requirement is coasisvith Section 10A(k) of the Exchange Act and"SRule 2-07.
SeeAS 16, paragraph 14.

SeeAS 16, paragraph 15. The term “difficult” or “cemttious matter” is used in Auditing Standard NoE@gagement
Quality Review.

SeeAS 16, paragraph 16.
SeeAS 16, paragraph 17.
SeeAS 16, paragraphs 18-19.
SeeAS 16, paragraph 20.
SeeAS 16, paragraph 21.
SeeAS 16, paragraph 22.
SeeAS 16, paragraph 23.
SeeAS 16, paragraph 24.



