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l. EXECUTIVE SUMMARY

We are adopting a new PCAOB quality control (“QC”) standard that we believe will lead
registered public accounting firms (“firms”) to significantly improve their QC systems. An
effective QC system protects investors by facilitating the consistent preparation and issuance of
informative, accurate, independent, and compliant engagement reports. Properly conducted
audits and other engagements enhance the confidence of investors and other market
participants in the information firms report on.

We are adopting an integrated, risk-based standard, QC 1000, A Firm’s System of Quality
Control, that mandates quality objectives and key processes for all firms’ QC systems, with a
focus on accountability and continuous improvement. We have designed QC 1000 to be applied
by firms of varying size and complexity. If approved by the U.S. Securities and Exchange
Commission (“SEC”), we believe this new standard will lead firms to better serve investors by
more consistently complying with the professional and legal requirements that apply to PCAOB
engagements.

In connection with the adoption of QC 1000, we are also adopting other changes to our
standards, rules, and forms. QC 1000 and the other changes adopted today substantially reflect
our November 2022 proposal,! but have been modified in response to commenter input.

In a separate release, the Board is adopting a new auditing standard, AS 1000, General
Responsibilities of the Auditor in Conducting an Audit, that addresses the general principles and
responsibilities of the auditor.? This release includes references to AS 1000, where appropriate.

Improving Our QC Standards

The Board strongly believes that an effective quality control system facilitates
continuous improvement. Over time, our oversight experience suggests that firm QC systems
fall short. For example, PCAOB inspectors observed that approximately 40% of the issuer audits
they reviewed in 2022 had one or more deficiencies where the auditor failed to obtain
sufficient appropriate audit evidence to support its opinion, an increase of six percentage
points over the deficiency rate in 2021 and 11 percentage points over the rate in 2020.2 In all

! See A Firm’s System of Quality Control and Other Proposed Amendments to PCAOB Standards,
Rules, and Forms, PCAOB Rel. No. 2022-006 (Nov. 18, 2022) (“proposal” or “proposed standards”),
available on the Board’s website in Docket 046.

2 See General Responsibilities of the Auditor in Conducting an Audit and Amendments to PCAOB
Standards, PCAOB Release No. 2024-004 (May 13, 2024) (“Auditor Responsibilities Release”).

3 See Spotlight: Staff Update and Preview of 2022 Inspection Observations (July 2023) (“2022
Inspection Observations Preview”), at 3, available at https://assets.pcaobus.org/pcaob-



https://assets.pcaobus.org/pcaob-dev/docs/default-source/documents/spotlight-staff-preview-2022-inspection-observations.pdf?sfvrsn=1b116d49_4

PCAOB Release No. 2024-005
May 13, 2024
Page 6

those cases, auditors issued audit opinions without completing the audit work that PCAOB
standards require for them to obtain reasonable assurance about whether the financial
statements were free of material misstatement and/or whether the issuers maintained, in all
material respects, effective internal control over financial reporting.

Every step of this rulemaking—from the December 2019 concept release,* to the
proposal, to the actions we take today—has been informed by extensive research and
outreach, as well as by our inspections and enforcement activities. Our current QC standards
were developed decades ago and issued by the American Institute of Certified Public
Accountants (“AICPA”) before the PCAOB was established. The auditing environment has
changed significantly since that time, including evolving and greater use of technology, and
increasing auditor use of outside resources, such as other accounting firms and providers of
support services. Firms themselves have also changed significantly, as has the role of firm
networks. And advances in internal control, quality management, and enterprise risk
management suggest that factors such as active involvement of leadership, focus on risk,
clearly defined objectives, objective-oriented processes, monitoring, and remediation of
identified issues can contribute to more effective QC. These developments have, in part, led to
our advisory groups’ general support for strengthening the QC standards, including through
risk-based elements and enhanced requirements for firm governance and leadership.

Taking into account those considerations, as well as the comments we have received on
our concept release and proposal, we believe that improving our standards will lead firms to
improve their QC systems. This should result in more consistent compliance with applicable
requirements, which ultimately better serves and protects investors. The specific
improvements we are adopting today include:

e Emphasizing accountability, firm culture and the “tone at the top,” and firm governance
through requirements for specified roles within and responsibilities for the QC system,
including at the highest levels of the firm; quality objectives that link compensation to
quality; and, for the largest firms, the requirement of an independent perspective in
firm governance;

e Striking the right balance between a risk-based approach to QC—which should drive
firms to proactively identify and manage the specific risks associated with their
practice—and a set of mandates, including required risk assessment and other QC-
related processes, quality objectives, and quality responses—which should assure that

dev/docs/default-source/documents/spotlight-staff-preview-2022-inspection-
observations.pdf?sfvrsn=1b116d49 4.

4

See Concept Release, Potential Approach to Revisions to PCAOB Quality Control Standards,
PCAOB Rel. No. 2019-003 (Dec. 17, 2019) (“concept release”), available on the Board’s website in Docket
046.


https://assets.pcaobus.org/pcaob-dev/docs/default-source/documents/spotlight-staff-preview-2022-inspection-observations.pdf?sfvrsn=1b116d49_4
https://assets.pcaobus.org/pcaob-dev/docs/default-source/documents/spotlight-staff-preview-2022-inspection-observations.pdf?sfvrsn=1b116d49_4
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the QC system is designed, implemented, and operated with an appropriate level of
rigor;

e Addressing changes in the audit practice environment, including the increasing
participation of other firms and other outside resources, the role of firm networks, the
evolving use of technology and other resources, and the increasing importance of
internal and external firm communications;

e Broadening responsibilities for monitoring and remediation of deficiencies to create a
more effective ongoing feedback loop that drives continuous improvement; and

e Requiring a rigorous annual evaluation of the firm’s QC system and related reporting to
the PCAOB, certified by key firm personnel, to underscore the importance of the annual
evaluation of the QC system, reinforce individual accountability, and support PCAOB
oversight.

Framework of the QC Standard

We carefully considered the characteristics of an appropriate framework for a PCAOB
QC standard that could accomplish our regulatory goals. As a threshold issue, Section 103 of the
Sarbanes-Oxley Act of 2002 (“Sarbanes-Oxley”) provides that our QC standards must include
requirements regarding certain specified matters, and also grants us broad authority to include
such other requirements as we may prescribe in carrying out our investor protection mandate.
We also considered how best to capture areas we had identified for improvement and how
best to foster consistent, compliant implementation by the firms we regulate. Because we
believe it is the best structure for accomplishing our goals, we are adopting the QC 1000
framework as proposed.

We note that the framework has commonalities with other international and domestic
standards for firm QC systems, though it goes beyond those requirements in a number of areas,
including with regard to firm governance of the largest firms, more specific requirements for
monitoring and remediation and the evaluation of the QC system, an ethics and independence
component aligned with SEC and PCAOB requirements, and more specific provisions addressing
technology and externally communicated firm-level and engagement-level information and
metrics. We believe that building on a well-understood basic framework, appropriately tailored
and strengthened to address our legal and regulatory environment and our investor protection
mandate, will enable firms to implement and comply with QC 1000 more effectively. In
designing, implementing, and operating their QC systems, firms that are subject to both PCAOB
standards and other international or domestic QC standards—which we believe constitute a
very substantial majority of the firms that perform engagements under our standards—can
leverage the work they have already done and the investments they have already made to
comply with those other requirements.
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QC 1000

We have developed QC 1000 with a view to our statutory mandate to protect the
interests of investors and the public interest, and we believe the new standard will facilitate the
consistent preparation and issuance of informative, accurate, and independent engagement
reports. The final standard provides a framework for a QC system that is grounded in an
ongoing process of proactively identifying and managing risks to quality, with a feedback loop
from ongoing monitoring and remediation that should drive continuous improvement, an
explicit focus on firm governance and leadership, firm culture, and individual accountability,
and specific direction in a number of areas that our current standards do not address directly.

QC 1000 primarily consists of:

Two process components
e The firm’s risk assessment process
e The monitoring and remediation process
Six components that address aspects of the firm’s organization and operations
e Governance and leadership
e Ethics and independence
e Acceptance and continuance of engagements
e Engagement performance
e Resources
e Information and communication
Requirements for evaluation of and reporting on the QC system
e Annual evaluation of the effectiveness of the QC system
e Reporting to the PCAOB on the QC system evaluation

The standard also includes requirements regarding individual roles and responsibilities
in the QC system and documentation requirements. The text of QC 1000 is attached as
Appendix 1 and the QC reporting rule and new Form QC are attached as Appendix 2.
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Scalability

In our view, the basic objectives of the QC system should be the same for all firms, but
the scope of the QC standard and how it applies should take into account the wide disparities in
nature and circumstances across registered firms, in particular the extent to which their
practices include engagements required to be performed under PCAOB standards and the
complexity of such engagements. The risks that firms face, and therefore the specific policies
and procedures necessary to appropriately serve investor interests through an effective QC
system, vary significantly from the largest firms, operating as part of global networks, to local
firms or sole proprietorships.

QC 1000 establishes a uniform basic structure to be used by all firms, within which firms
will be required to pursue an approach to quality control that is appropriate in light of the risks
associated with their particular PCAOB audit practice. Aspects of the new standard are risk-
based, and to that extent inherently scalable. In addition, it imposes more stringent
requirements for the largest firms in some areas, while enabling smaller firms to comply with
the core requirements in ways that take into account these firms’ size and the complexity of
audits performed by them.

Scalability: Larger PCAOB Audit Practice. We believe that firms with a particularly
extensive PCAOB audit practice (i.e., those that issue audit reports for more than 100 issuers
per year) should be subject to enhanced requirements, given such firms’ greater complexity
and the relatively greater public interest implicated by the fact that they audit companies that
make up a substantial majority of U.S. public market capitalization. The incremental
requirements under QC 1000 for such firms include:

e An external oversight function for the QC system composed of one or more persons
who can exercise independent judgment related to the QC system;

e A program for collecting and addressing complaints and allegations that includes
confidentiality protections;

e An automated system to track investments that may bear on independence; and
e Required monitoring of in-process engagements.

Scalability: Smaller PCAOB Audit Practice. Many firms perform only a small number of
PCAOB engagements per year and are subject to resource constraints that larger PCAOB audit
practices do not face. We have addressed the particular needs of these firms in a number of
ways, including:

e Providing that a single individual may be assigned more than one of the QC system
oversight roles required under the standard; and
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e Allowing firms that issue five or fewer engagement reports for issuers or broker-dealers
in a year to include audits not performed under PCAOB auditing standards in some of
their monitoring activities.

Scalability: Firms that do not have responsibilities in relation to a PCAOB engagement.
All registered firms will be required to design a QC system that meets the requirements of
QC 1000. Firms will be required to implement and operate the QC system in compliance with
QC 1000 when they lead an engagement under PCAOB standards, play a substantial role in the
preparation or furnishing of an audit report (as defined in our rules), or have current
responsibilities under applicable professional and legal requirements regarding any such
engagement. This approach reflects our view that all firms that register with the PCAOB should
be appropriately prepared to perform a PCAOB engagement, regardless of whether they are
currently subject to requirements with respect to one, while limiting the costs of compliance in
circumstances where the risk to investor protection is minimal.

Key Changes from the QC 1000 Proposal

Key changes from the proposal include:

e For the firms with larger PCAOB audit practices, the requirement to include an
independent oversight function for their QC system has been refined. Under the final
rule, the external quality control function (“EQCF”) will be composed of one or more
persons who are not principals or employees of the firm and do not otherwise have a
relationship with the firm that would interfere with the exercise of independent
judgment with regard to matters related to the QC system. The responsibilities of the
EQCF may vary across firms but include, at a minimum, evaluating the significant
judgments made and the related conclusions reached by the firm when evaluating and
reporting on the effectiveness of its QC system.

e The final rule requires firms to report on their QC system evaluation to the PCAOB, but
not to the audit committee, as proposed. Legal constraints limit our ability to require
public disclosures about the effectiveness of firms’ QC systems at the level that some
investors have requested. While the final rule recognizes the impediments to requiring
public disclosure of QC system evaluation, the Board remains committed to finding
additional ways of providing public disclosure to better inform investors about firms and
PCAOB audit engagements. To that end, we have separately proposed a set of firm-level
and engagement-level metrics across 11 areas that would be reported publicly.”

e The timing of the QC system evaluation and reporting has changed. Under the final rule,
the evaluation date for the annual evaluation of the QC system is September 30, rather

5 See Firm and Engagement Metrics, PCAOB Rel. No. 2024-002, (Apr. 9, 2024).



PCAOB Release No. 2024-005
May 13, 2024
Page 11

than November 30 as proposed, with Form QC due by November 30 rather than January
15 of the following year. This shift allows more time between the evaluation date and
the filing date than we proposed, but still allows sufficient time to generally enable the
firm’s monitoring activities to identify deficiencies in calendar year-end engagements
and the results of that monitoring to be included in the evaluation.

Other Changes to PCAOB Standards, Rules, and Forms

In connection with the adoption of QC 1000, we are also adopting other changes to our
standards, rules, and forms. These include, among other changes, expanding the auditor’s
responsibility to respond to deficiencies on completed engagements under an amended and
retitled AS 2901, Responding to Engagement Deficiencies After Issuance of the Auditor’s Report,
and related amendments to AT No. 1, Examination Engagements Regarding Compliance
Reports of Brokers and Dealers, and AT No. 2, Review Engagements Regarding Exemption
Reports of Brokers and Dealers; and replacing our existing standard ET 102, Integrity and
Objectivity, with a new standard, El 1000, Integrity and Objectivity, to better align our ethics
requirements with the scope, approach, and terminology of QC 1000. The amendments to
AS 2901, the amendments related to EI 1000, and the other changes adopted today are
attached as Appendices 3, 4, and 5, respectively.

Effective Date

If approved by the SEC, the final standard and related amendments to auditing
standards, rules, and forms will take effect on December 15, 2025, with the initial evaluation of
the QC system to be performed as of September 30, 2026, and initial reporting to the PCAOB by
November 30, 2026. Firms will be permitted to elect to comply with the requirements of
QC 1000, except reporting to the PCAOB on the annual evaluation of the QC system, before the
effective date, at any point after SEC approval of the final standard and related amendments.

Il. BACKGROUND

This section presents background information on this rulemaking, including an overview
of our existing QC requirements and current practice, a review of other developments since our
current QC requirements were adopted, a summary of relevant actions taken by other standard
setters, a discussion of our research and outreach efforts related to QC, our December 2019
concept release and 2022 proposal, and a summary of the key areas we have identified for
improvement of the QC standards.
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A. Overview of Existing Requirements and Current Practice

1. Requirements of the Sarbanes-Oxley Act of 2002

Sarbanes-Oxley requires the Board to establish certain professional standards, including
quality control standards, to be used by registered public accounting firms in the preparation
and issuance of audit reports for issuers, brokers, and dealers.® Furthermore, Sarbanes-Oxley
requires the PCAOB’s QC standards to address:

e Monitoring of professional ethics and independence from issuers, brokers, and dealers
on behalf of which the firm issues audit reports;

e Consultation within the firm on accounting and auditing questions;
e Supervision of audit work;
e Hiring, professional development, and advancement of personnel;
e Acceptance and continuation of engagements;
e Internal inspection; and
e Such other requirements as the Board may prescribe.’

2. Current PCAOB QC standards

Under current PCAOB standards, a QC system is a process to provide a firm with
reasonable assurance that its personnel comply with applicable professional standards and the
firm’s standards of quality.® The QC system encompasses the firm’s organizational structure and
the policies adopted and procedures established to provide that reasonable assurance.’

6 See Sections 101(c)(2) and 103(a)(1) of Sarbanes-Oxley, 15 U.S.C. §§ 7211(c)(2), 7213(a)(1). This
release uses the terms “issuer,” “broker,” and “dealer” as defined in Sarbanes-Oxley. See Section 2(a)(7)
of Sarbanes-Oxley, 15 U.S.C. § 7201(7) (defining “issuer”); Sections 110(3) and (4) of Sarbanes-Oxley, 15
U.S.C. §§ 7220(3), (4) (defining “broker” and “dealer”); see also PCAOB Rules 1001 (b)(iii), (d)(iii), (i)(iii)
(defining “broker,” “dealer,” and “issuer,” respectively). Entities that are brokers or dealers or both are
sometimes referred to herein as “broker-dealers.”

7 See Section 103(a)(2)(B) of Sarbanes-Oxley, 15 U.S.C. § 7213(a)(2)(B).
8 See paragraph .03 of QC 20, System of Quality Control for a CPA Firm’s Accounting and Auditing
Practice.

o See QC 20.04.
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Current PCAOB QC standards were adopted on an interim, transitional basis in 2003
from QC standards originally developed and issued by the AICPA.!° They include three general
QC standards that apply to all firms.! Beyond that, they also include certain requirements of
membership in the AICPA’s former SEC Practice Section (“SECPS”), which apply only to firms
that were SECPS members immediately prior to the adoption of our interim QC standards.
Below, we provide an overview of the general QC standards and the SECPS member
requirements.

a. General QC standards

i. QC 20, System of Quality Control for a CPA Firm’s Accounting and
Auditing Practice

QC 20 provides that a firm should have a system of quality control that provides the firm
with reasonable assurance that its personnel comply with applicable professional standards and
the firm’s standards of quality.? In the context of engagement performance, the system of
quality control should also provide reasonable assurance that the work performed meets
applicable regulatory requirements.!3

The firm’s quality control policies and procedures should address the following
elements:

e Independence, integrity, and objectivity;

e Personnel management;

e Acceptance and continuance of clients and engagements;
e Engagement performance; and

e Monitoring.*

10 See PCAOB Rule 3400T, Interim Quality Control Standards; see also Establishment of Interim
Professional Auditing Standards, PCAOB Rel. No. 2003-006 (Apr. 18, 2003).

= Under PCAOB Rule 3400T(a), all firms are required to comply with QC standards as described in
“the AICPA’s Auditing Standards Board’s Statements on Quality Control Standards, as in existence on
April 16, 2003 (AICPA Professional Standards, QC §§ 20-40 (AICPA 2002)), to the extent not superseded
or amended by the Board.”

12 See QC 20.03.
13 See QC 20.17.
14 See QC 20.07.
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These elements of quality control are interrelated.? Policies and procedures should be
established to provide the firm with reasonable assurance with respect to each of these
elements of QC. An appropriate individual or individuals in the firm should be assigned
responsibility for the design and maintenance of the various quality control policies and
procedures.'® These policies and procedures should be communicated in a manner that
provides reasonable assurance that personnel will understand and comply.'” Additionally,
documentation should be prepared to demonstrate compliance with the firm’s policies and
procedures for the elements of quality control.'®

ii. QC 30, Monitoring a CPA Firm’s Accounting and Auditing Practice

QC 30 addresses how a firm should implement the monitoring element of quality
control discussed in QC 20. Monitoring involves an ongoing consideration and evaluation of the
following:

e The relevance and adequacy of the firm’s policies and procedures;

e The appropriateness of the firm’s guidance materials and any practice aids;
e The effectiveness of professional development activities; and

e Compliance with the firm’s policies and procedures.*?

Under QC 30, monitoring procedures should enable the firm to obtain reasonable assurance
that its system of quality control is effective.?° A firm’s monitoring procedures may include:

e Inspection procedures;
e Preissuance or postissuance review of selected engagements;
e Analysis and assessment of:

o New professional pronouncements;

» See QC 20.08.
16 See QC 20.22.
1 See QC 20.23.
18 See QC 20.25.
19 See QC 30.02.

20 See QC 30.03.
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o Results of independence confirmations;

o Continuing professional education (“CPE”) and other professional development
activities undertaken by firm personnel;

o Decisions related to acceptance and continuance of client relationships and
engagements; and

o Interviews of firm personnel;

e Determination of any corrective actions to be taken and improvements to be made in
the quality control system;

e Communication to appropriate firm personnel of any weaknesses identified in the
quality control system or in the level of understanding or compliance therewith; and

e Follow-up by appropriate firm personnel to ensure that any necessary modifications are
made to the quality control policies and procedures on a timely basis.?!

The nature and extent of monitoring procedures generally depends on the firm’s size
and the nature and complexity of the firm’s practice.?? QC 30 provides that individuals in a small
firm may perform monitoring procedures, including postissuance review of engagement
working papers, reports, and clients’ financial statements, with respect to their own compliance
with the firm’s QC policies and procedures, but only if such individuals are able to critically
review their own performance, assess their own strengths and weaknesses, and maintain an
attitude of continual improvement.?3

iii. QC 40, The Personnel Management Element of a Firm’s System of
Quality Control — Competencies Required by a Practitioner-in-Charge
of an Attest Engagement

QC 40 addresses the personnel management element of the quality control system.
Personnel management includes hiring, assigning personnel to engagements, professional
development, and advancement activities. Policies and procedures should be established to
provide the firm with reasonable assurance that:

a. Those hired possess the appropriate characteristics to enable them to perform
competently.

21 See QC 30.03.
2 See, e.g., QC 30.05, .10, .11.
23 See QC 30.09, .10.
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b. Work is assigned to personnel having the degree of technical training and
proficiency required in the circumstances.

c. Personnel participate in general and industry-specific continuing professional
education and other professional development activities that enable them to fulfill
responsibilities assigned, and satisfy applicable professional education requirements
of the AICPA, and regulatory agencies.

d. Personnel selected for advancement have the qualifications necessary for fulfillment
of the responsibilities they will be called on to assume.?*

A firm’s policies and procedures related to personnel management should be designed

to provide a firm with reasonable assurance that practitioners-in-charge of engagements (i.e.,
engagement partners) possess the kinds of competencies that are appropriate given the
circumstances of the client engagement.?> Competencies are the knowledge, skills, and abilities
that enable an engagement partner to be qualified to perform an engagement.?® Competencies
may be gained in various ways, including through relevant industry, governmental, and
academic positions.?” A firm’s policies and procedures should ordinarily address the following
competencies for an engagement partner:

Understanding of the role of a system of quality control and a code of professional
conduct;

Understanding of the service to be performed;
Technical proficiency;

Familiarity with the industry;

Professional judgment; and

Understanding the organization’s information technology systems.?®

24

25

26

27

28

See QC 40.02.
See QC 40.03.
See QC 40.04.
See QC 40.05.
See QC 40.08.
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Under QC 40, these competencies are interrelated.?® When establishing policies and
procedures related to competencies needed by an engagement partner, a firm may need to
consider the requirements of policies and procedures established for other elements of quality
control.?®

b. SECPS member requirements

The SECPS was a division of the AICPA for U.S. firms that audited public companies,
which established incremental quality control requirements for its members. The SECPS
requirements originally applied to all U.S. firms that audited public companies under AICPA
standards. The SECPS ceased to exist following the establishment of the PCAOB.

Under PCAOB rules, certain SECPS requirements still apply to firms that were members
of the SECPS as of April 16, 2003.3! Based on current registration data, the SECPS member
requirements apply to 201 (approximately 12% of) PCAOB-registered firms, including 11 of the
14 annually inspected firms in 2023.

i. Section 1000.08(d) — Continuing Professional Education of Audit Firm
Personnel

Section 1000.08(d) requires SECPS member firms to ensure that all professionals
residing in the United States, both CPAs and non-CPAs, participate in at least 20 hours of
qualifying CPE every year and at least 120 hours every three years.32 Professionals who devote
at least 25% of their time to performing audit, review, or other attest engagements, or who
have responsibility for supervision or review of such engagements, must obtain at least 40% of
their CPE hours in subjects related to accounting and auditing.33

Additional information on Section 1000.08(d)’s CPE requirements appears in SECPS
Section 8000, Continuing Professional Education Requirements Effective for Educational Years

2 See QC 40.09.
30 See QC 40.10.
31 PCAOB Rule 3400T(b) requires certain firms to comply with QC standards as described in “the

AICPA SEC Practice Section’s Requirements of Membership (d), (1), (m), (n)(1) and (o), as in existence on
April 16, 2003 (AICPA SEC Practice Section Manual § 1000.08(d), (j), (m), (n)(1) and (0)), to the extent not
superseded or amended by the Board.” The note to Rule 3400T provides that those requirements “only
apply to those registered public accounting firms that were members of the AICPA SEC Practice Section
on April 16, 2003." One of the SECPS member requirements, concerning concurring partner review, was
superseded in 2009 by the PCAOB'’s adoption of AS 1220, Engagement Quality Review.

32 See SECPS § 1000.08(d).
33 See SECPS § 1000.08(d).
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Beginning After May 31, 2002.3* That information is summarized into three categories: (1)
record-keeping for each professional to ensure that each professional adheres to all CPE
requirements; (2) adherence to standards for CPE program sponsors for each program
sponsored by the member firm; and (3) compliance with additional CPE requirements of the
SECPS.3> Appendix A to Section 8000 includes the AICPA policies related to CPE.

ii. Section 1000.08(lI) — Communication by Written Statement to all
Professional Personnel of Firm Policies and Procedures on the
Recommendation and Approval of Accounting Principles, Present and
Potential Client Relationships, and the Types of Services Provided

Section 1000.08(l) requires SECPS member firms to communicate, through a written
statement, to all professional firm personnel the broad principles that influence the firm’s
quality control and operating policies and procedures.?® Periodic communication also must
inform professional firm personnel that compliance with those principles is mandatory.3’

iii. Section 1000.08(m) — Notification of the Commission of Resignations
and Dismissals from Audit Engagements for Commission Registrants

Section 1000.08(m) requires that, if an SECPS member firm has resigned, declined to
stand for re-election, or been dismissed as the auditor of an SEC registrant and the registrant
has not reported the change in auditors to the SEC in a timely filed Form 8-K, the member firm
is to report that the client-auditor relationship has ceased directly, in writing, to the former SEC
client and the SEC within five business days.>®

34 See SECPS § 1000.08(d) (referring, in a footnote, to Section 8000).
= See SECPS § 8000.
36 See SECPS § 1000.08(l). Section 1000.08(l) includes a cross-reference to Appendix H SECPS

Section 1000.42, lllustrative Statement of Firm Philosophy, which provides an illustration of such a
statement.

37 Seeid.

38 See SECPS § 1000.08(m). Section 1000.08(m) cross-references Appendix D SECPS Section
1000.38, Revised Definition of an SEC Client, which provides the definition of an SEC client, as well as
Appendix | SECPS Section 1000.43, Standard Form of Letter Confirming the Cessation of the Client-
Auditor Relationship, which provides a standard form of such report.
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iv. Section 1000.08(n) — Audit Firm Obligations with Respect to the
Policies and Procedures of Correspondent Firms and of Other
Members of International Firms or International Associations of Firms

Section 1000.08(n) requires SECPS member firms that are members of, correspondents
with, or similarly associated with international firms or international associations of firms to
seek adoption of policies and procedures that are consistent with the objectives in Appendix K
(SECPS Section 1000.45), SECPS Member Firms With Foreign Associated Firms That Audit SEC
Registrants.>

Appendix K was adopted with the intention of enhancing the quality of SEC filings by
issuers whose financial statements are audited by foreign associated firms of SECPS member
firms.*° It requires SECPS member firms to seek adoption by their international organizations or
individual foreign associated firms of certain policies and procedures, including:

e Procedures to be performed on certain SEC filings by a filing reviewer who is
knowledgeable in applicable accounting and auditing standards, independence
requirements, and SEC rules and regulations;

e Inspection procedures for a sample of audit engagements performed by foreign
associated firms for issuer clients, to be performed by inspection reviewers who are
knowledgeable in the same areas as filing reviewers; and

e Policies and procedures under which disagreements between the filing or inspection
reviewer and the audit partner-in-charge should be resolved in accordance with the
policy of the international organization or the filing or inspection reviewer’s firm.4

v. Section 1000.08(o) — Policies and Procedures to Comply with
Independence Requirements

Section 1000.08(0) requires SECPS member firms to have policies and procedures in
place to comply with applicable independence requirements.*?

39 See SECPS § 1000.08(n).
40 See SECPS § 1000.45.01.
4 See id.

42 See SECPS § 1000.08(0).
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Section 1000.08(0) cross-references Appendix L, SECPS Section 1000.46, Independence
Quality Controls, which requires firms to establish written policies*® covering relationships with
“restricted entities,” for example, relationships between the restricted entity and the member
firm, its benefit plans, and its professionals.** These relationships include investments, loans,
brokerage accounts, business relationships, employment relationships, proscribed services, and
fee arrangements.* Firms should maintain a database that includes all restricted entities
(“restricted entity list”) and make the restricted entity list available to the firm’s professionals
and to foreign associated firms.*®

A senior-level partner should be designated to oversee the independence policies and
maintain and communicate the restricted entity list.*” The policies and procedures also should
require:

e Reviewing the restricted entity list prior to obtaining any security;

e Obtaining independence certifications from the firm’s professionals;
e Reporting violations of policies;

e Establishing a monitoring system; and

e Developing policies for potential sanctions for violations of the firm’s policies and
procedures or professional independence requirements.*®

The policies and procedures should be made available to all professionals and a training
program should be established to provide reasonable assurance that professionals understand
the policies.*®

4 PCAOB rules do not mandate that writings be paper-based. See, e.g., paragraph .04 of AS 1215,
Audit Documentation (audit documentation may be in the form of paper, electronic files, or other
media).

a4 See SECPS § 1000.46 (requirement 1).

e See id.

a6 See SECPS § 1000.46 (requirements 4, 5, and 6).
47 See SECPS § 1000.46 (requirement 5).

48 See SECPS § 1000.46 (requirement 7).

49 See SECPS § 1000.46 (requirement 3).
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3. Observations from oversight activities

In the course of conducting inspections of registered public accounting firms>° and
investigating potential violations of our standards and other related laws and rules governing
audits of public companies and audits and attestation engagements of broker-dealers, we may
identify deficiencies in firms’ execution of engagements and in firms’ QC systems. Our oversight
activities also help us to identify good practices, both for engagements and for QC systems. We
also consider information derived from the SEC’s enforcement program.

Over time, firms have implemented a number of changes to their QC systems to
remediate deficiencies identified through our inspections program.>! Examples of changes firms
have made in response to the Board’s inspections include:>?

e Independence - Creating automated links between the firm’s tools for tracking
subcontractors and evaluating and tracking business relationships to ensure that
independence evaluations are complete and timely;

e Engagement Performance - Implementing new policies and procedures for engagement
teams to focus on obtaining a thorough understanding of how issuers initiate, record,
process, and report significant classes of transactions and how that information is
recorded in the financial statements;

e Resources - Creating a committee to evaluate partner performance in relation to audit
quality and establishing an accountability framework with penalties for negative audit
quality events;

e Monitoring and Remediation - Adding new leadership positions to the internal
inspection program, developing new analysis and reporting of internal inspection
findings, and disseminating such findings more broadly; and

50 The information on inspections and remediation efforts is limited to those firms that are subject

to inspection by the PCAOB.

51 Additional information about the PCAOB remediation process is available on the PCAOB website

at https://pcaobus.org/oversight/inspections/remediation/remediation process.

52 Examples are drawn from firms’ Rule 4009 submissions. A Rule 4009 submission is a confidential

submission prepared by a firm, pursuant to PCAOB Rule 4009, Firm Response to Quality Control Defects,
concerning the ways in which a firm has addressed a QC criticism. For additional background, see The
Process for Board Determinations Regarding Firms’ Efforts to Address Quality Control Criticisms in
Inspection Reports, PCAOB Rel. No. 104-2006-077 (Mar. 21, 2006).


https://pcaobus.org/oversight/inspections/remediation/remediation_process
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e Monitoring and Remediation - Adding in-process review and coaching programs to assist
engagement teams in certain challenging areas, including internal control over financial
reporting (“ICFR”) and accounting estimates.

Observations from our oversight activities have shown that improvements in quality
controls can enhance the quality of engagements.> However, our inspections continue to
identify deficiencies related to engagements and the operation of firm QC systems, suggesting
that not all firms have made meaningful improvements in these areas. Moreover, the
pervasiveness of recent findings regarding such deficiencies—both in terms of the number of
firms affected and the percentage of deficient engagements—suggests that an updated QC
standard is needed to drive proactive, systemic, and consistent improvements in audit quality
rather than just case-by-case improvements in response to firm-specific findings.

The following discussion summarizes recent observations from our inspections®* and
investigations of QC systems, including deficiencies and violations—instances of noncompliance
with PCAOB requirements—and good practices that we believe support and strengthen QC
systems. We have taken these observations into account in developing our final QC standard
and related amendments, rules, and forms.

53 See, e.qg., Spotlight: Staff Update and Preview of 2021 Inspection Observations (December 2022)
(“2021 Inspection Observations Preview”), at 20-22, available at https://assets.pcaobus.org/pcaob-
dev/docs/default-source/documents/staff-preview-2021-inspection-observations-
spotlight.pdf?sfvrsn=d2590627 4; Staff Inspection Brief: Staff Preview of 2018 Inspections Observations
(May 6, 2019) (“2018 Inspection Observations Preview”), at 1-4, available at https://pcaob-
assets.azureedge.net/pcaob-dev/docs/default-source/inspections/documents/staff-preview-2018-
inspection-observations.pdf?sfvrsn=b5f8cb09 0.

54 PCAOB inspections are designed to assess a firm’s compliance with PCAOB standards and rules

and other applicable regulatory and professional requirements with respect to the firm’s QC system and
in the portions of engagements selected for review. An inspection does not involve a review of all
aspects of a firm’s QC system. An inspection also does not necessarily involve a review of all of a firm’s
engagements, nor is it designed to identify every deficiency in the reviewed engagements.

The inspection data are derived from PCAOB inspection reports. Part Il of our inspection reports
includes criticisms of, and potential defects in, a firm’s QC system, to the extent any are identified. We
include, in Part Il of our inspection reports, deficiencies observed in inspections of individual
engagements when the results indicate that the firm’s QC system does not provide reasonable
assurance that firm personnel will comply with applicable professional standards and regulatory
requirements. In evaluating whether engagement observations are indicative of QC deficiencies, PCAOB
staff consider the nature, significance, and frequency of deficiencies; related firm methodology,
guidance, and practices; and possible root causes.


https://assets.pcaobus.org/pcaob-dev/docs/default-source/documents/staff-preview-2021-inspection-observations-spotlight.pdf?sfvrsn=d2590627_4
https://assets.pcaobus.org/pcaob-dev/docs/default-source/documents/staff-preview-2021-inspection-observations-spotlight.pdf?sfvrsn=d2590627_4
https://assets.pcaobus.org/pcaob-dev/docs/default-source/documents/staff-preview-2021-inspection-observations-spotlight.pdf?sfvrsn=d2590627_4
https://pcaob-assets.azureedge.net/pcaob-dev/docs/default-source/inspections/documents/staff-preview-2018-inspection-observations.pdf?sfvrsn=b5f8cb09_0
https://pcaob-assets.azureedge.net/pcaob-dev/docs/default-source/inspections/documents/staff-preview-2018-inspection-observations.pdf?sfvrsn=b5f8cb09_0
https://pcaob-assets.azureedge.net/pcaob-dev/docs/default-source/inspections/documents/staff-preview-2018-inspection-observations.pdf?sfvrsn=b5f8cb09_0
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a. QC deficiencies and violations observed from oversight activities

Our observations have generally revealed that while some firms have made
improvements to their QC systems, the progress has been uneven. Even taking that progress
into account, in roughly a third of the issuer audits we inspected from 2020 to 2022, the
auditor’s opinion was not adequately supported.> This suggests that there is significant room
for improvement in QC systems’ ability to provide reasonable assurance that firm engagements
are performed in accordance with applicable professional standards and regulatory
requirements.

As described below, our observations all too frequently indicate that firms’ QC systems
did not appear to provide reasonable assurance that firm personnel will comply with applicable
professional standards in, among others, the areas of: (1) acceptance of engagements; (2)
engagement performance; (3) independence, integrity, and objectivity; (4) personnel
management; (5) monitoring; and (6) engagement quality reviews. Below, we provide examples
of our observations in these areas.

i. Acceptance of engagements

A firm’s QC system should provide the firm with reasonable assurance that it undertakes
only those engagements that the firm can reasonably expect to be completed with professional
competence.’® This includes taking into consideration, among other things, the availability of
resources to perform an engagement and the competence of those resources. We have
observed instances where a firm’s lack of policies and procedures in the area of engagement
acceptance and continuance resulted in accepting new engagements that were not completed
with professional competence and resulted in numerous violations of PCAOB auditing
standards.®’

= See Figure 1, Section VI.A.1, and accompanying text for an analysis of 2011-2022 inspections

data.
26 See QC 20.15.

>7 See, e.g., In the Matter of WithumSmith+Brown, PC, PCAOB Rel. No. 105-2024-010 (Feb. 20,
2024); In the Matter of Jack Shama and Jack Shama, CPA, PCAOB Rel. No. 105-2024-004 (Jan. 23, 2024);
In the Matter of Shandong Haoxin Certified Public Accountants Co., Ltd., LIU Kun, MA Yao, SUN
Penghuan, and ZHU Dawei, PCAOB Rel. No. 105-2023-045 (Nov. 30, 2023); In the Matter of Alfonse
Gregory Giugliano, CPA, SEC Accounting and Auditing Enforcement Release (“AAER”) No. 4458 (Sept. 12,
2023); In the Matter of Marcum LLP, PCAOB Rel. No. 105-2023-005 (June 21, 2023); In the Matter of
Marcum LLP, SEC AAER No. 4423 (June 21, 2023).
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ii. Engagement performance

A properly functioning QC system should provide the firm with reasonable assurance
that the work performed by engagement personnel meets applicable professional standards,
regulatory requirements, and the firm’s standards of quality.>® A QC system cannot provide
reasonable assurance if, for example, there are severe, frequent, or widespread deficiencies, or
recurring instances of similar types of deficiencies at the engagement level. We have observed
deficiencies and violations in a range of areas of engagement performance, including, for
example:

e Failure to identify and test controls that address risks of material misstatement or
sufficiently evaluate review controls;

e Insufficient evaluation of significant assumptions or data used in developing an
estimate;>®

e Unwarranted reliance on data or reports used in testing an issuer’s financial reporting
controls or in substantive testing;®°

e Engagement partners’ failure to adequately supervise the engagement with due
professional care, which contributed to not identifying deficiencies;®*

e Failure to implement and maintain adequate policies and procedures to provide
reasonable assurance that work is performed and documented;®? and

> See QC 20.17.

59 See, e.g., WithumSmith+Brown, PC, PCAOB Rel. No. 105-2024-010.

60 See, e.g., PKF O’Connor Davies, LLP, PCAOB Rel. No. 105-2022-001.

61 See, e.g., Alfonse Gregory Giugliano, SEC AAER No. 4458; In the Matter of Deloitte Touche

Tohmatsu Certified Public Accountants, LLP, SEC AAER No. 4342 (Sept. 29, 2022); In the Matter of RSM,
SEC AAER No. 4346 (Sept. 30, 2022); In the Matter of Mancera, S.C., Alejandro Valdez Mendoza, C.P.,
and Angel Radames Corral Nieblas, C.P., SEC AAER No. 4198 (Dec. 17, 2020); In the Matter of Whitley
Penn LLP, Susan Lunn Powell, CPA, Jeffry Shannon Lawlis, CPA, and John Griffin Babb, CPA, PCAOB Rel.
No. 105-2020-002 (Mar. 24, 2020); In the Matter of David M. Burns, CPA, PCAOB Rel. No. 105-2017-055
(Dec. 19, 2017); In the Matter of BDO Auditores, S.L.P., Santiago Safé Figueras, and José Ignacio Algds
Ferndndez, PCAOB Rel. No. 105-2017-039 (Sept. 26, 2017); In the Matter of KPMG LLP and John Riordan,
CPA, SEC AAER No. 3888 (Aug. 15, 2017).

62 See, e.g., WithumSmith+Brown, PC, PCAOB Rel. No. 105-2024-010; In the Matter of SW Audit,
PCAOB Rel. No. 105-2024-009 (Feb. 20, 2024); Jack Shama PCAOB Rel. No. 105-2024-004; In the Matter
of Haynie & Company, PCAOB Rel. No. 105-2024-001 (Jan. 23, 2024); Shandong Haoxin Certified Public
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e Failure to ensure audits are performed under PCAOB standards and not another
framework.%3

iii. Independence, integrity, and objectivity

A firm’s QC system should also provide the firm with reasonable assurance that
personnel maintain independence—in fact and in appearance—in all required circumstances.%
Observations relating to auditor independence have been recurring over the last several
years.®> Examples of these observations frequently have included:

e Violations of independence, including financial relationship and partner rotation
requirements of Rule 2-01 of SEC Regulation S-X;%®

Accountants Co., Ltd., PCAOB Rel. No. 105-2023-045; In the Matter of Deloitte & Touche S.A.S., PCAOB
Rel. No. 105-2023-025 (Sept. 26, 2023); Marcum LLP, SEC AAER No. 4423; Deloitte Touche Tohmatsu
Certified Public Accountants, LLP, SEC AAER No. 4342; In the Matter of HLB Mann Judd, Darryl Swindells,
and Aidan Smith, PCAOB Rel. No. 105-2020-008 (June 29, 2020); In the Matter of Castillo Miranda y
Compaiiia, S.C., Ignacio Garcia Pareras, Juan Martin Gudifio Casillas, Luis Raul Michel Dominguez, Juan
Francisco Olvera Diaz, Carlos Rivas Ramos, and Bernardo Soto Pefiafiel, PCAOB Rel. No. 105-2019-028
(Oct. 31, 2019); In the Matter of Deloitte Anjin LLC, PCAOB Rel. No. 105-2019-025 (Oct. 31, 2019); In the
Matter of Deloitte Touche Tohmatsu Auditores Independentes, PCAOB Rel. No 105-2016-031 (Dec. 5,
2016).

63 See, e.g., In the Matter of Dale Matheson Carr-Hilton LaBonte LLP, PCAOB Rel. No. 105-2021-021
(Dec. 14, 2021); In the Matter of WDM Chartered Professional Accountants and Mike Kao, PCAOB Rel.
No. 105-2021-016 (Sept. 30, 2021).

64 See QC 20.09.

65 See, e.g., 2022 Inspection Observations Preview at 18; 2021 Inspection Observations Preview at
19; PCAOB, Spotlight: Staff Update and Preview of 2020 Inspection Observations (Oct. 2021) (“2020
Inspection Observations Preview”), at 12, available at https://pcaob-assets.azureedge.net/pcaob-
dev/docs/default-source/documents/staff-preview-2020-inspection-observations-
spotlight.pdf?sfvrsn=10819041 4; Spotlight: Staff Update and Preview of 2019 Inspection Observations
(Oct. 8, 2020) (“2019 Inspection Observations Preview”), at 7, available at
https://pcaobus.org/Inspections/Documents/Staff-Preview-2019-Inspection-Observations-Spotlight.pdf;
Staff Inspection Brief: Inspections Outlook for 2019 (Dec. 6, 2018) (“2019 Inspections Outlook”), at 2,
available at https://pcaob-assets.azureedge.net/pcaob-dev/docs/default-
source/inspections/documents/inspections-outlook-for-2019.pdf?sfvrsn=538b8bb7 2.

66 17 C.F.R. § 210.2-01. See, e.g., In the Matter of Ernst & Young LLP, James G. Herring, Jr., CPA,
James A. Young, CPA, and Curt W. Fochtmann, CPA, SEC AAER No. 4239 (Aug. 2, 2021); In the Matter of
Raich Ende Malter & Co. LLP, PCAOB Rel. No. 105-2019-009 (Apr. 9, 2019); In the Matter of Marcum LLP
and Alfonse Gregory Giugliano, CPA, PCAOB Rel. No. 105-2019-022 (Sept. 10, 2019); In the Matter of
Marcum Bernstein & Pinchuk LLP, PCAOB Rel. No. 105-2019-023 (Sept. 10, 2019).


https://pcaob-assets.azureedge.net/pcaob-dev/docs/default-source/documents/staff-preview-2020-inspection-observations-spotlight.pdf?sfvrsn=10819041_4
https://pcaob-assets.azureedge.net/pcaob-dev/docs/default-source/documents/staff-preview-2020-inspection-observations-spotlight.pdf?sfvrsn=10819041_4
https://pcaob-assets.azureedge.net/pcaob-dev/docs/default-source/documents/staff-preview-2020-inspection-observations-spotlight.pdf?sfvrsn=10819041_4
https://pcaobus.org/Inspections/Documents/Staff-Preview-2019-Inspection-Observations-Spotlight.pdf
https://pcaob-assets.azureedge.net/pcaob-dev/docs/default-source/inspections/documents/inspections-outlook-for-2019.pdf?sfvrsn=538b8bb7_2
https://pcaob-assets.azureedge.net/pcaob-dev/docs/default-source/inspections/documents/inspections-outlook-for-2019.pdf?sfvrsn=538b8bb7_2
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e Noncompliance by firm personnel in reporting their financial relationships during the
independence confirmation process;

e Independence violations related to the firm providing impermissible non-audit
services;®’

e Noncompliance with PCAOB Rule 3524, Audit Committee Pre-approval of Certain Tax
Services, and PCAOB Rule 3526, Communication with Audit Committees Concerning
Independence;®

e Improper inclusion of indemnification clauses in engagement letters, which impaired
independence based on the general standard of independence prescribed by Rule 2-
01(b) of SEC Regulation S-X; and

e Failure to implement and maintain adequate policies and procedures to provide
reasonable assurance that firm personnel timely consult on complex, unusual, or
unfamiliar independence issues.®?

We also have observed highly concerning, widespread instances where firm personnel
have improperly shared answers on examinations required to obtain or maintain professional
licenses.”® The Board has acted decisively in responding to this conduct, which was prevalent

67 See, e.g., In the Matter of Pricewaterhousecoopers LLP, SEC AAER No. 4084 (Sept. 23, 2019); In
the Matter of RSM US LLP (f/k/a McGladrey LLP), SEC AAER No. 4066 (Aug. 27, 2019).
68 See, e.g., In the Matter of PricewaterhouseCoopers, S.C., PCAOB Rel. No. 105-2019-017 (Aug. 1,

2019); In the Matter of BDO Magyarorszag Konyvvizsgalo Kft., PCAOB Rel. No. 105-2017-024 (Apr. 12,
2017).

69 See, e.g., In the Matter of PricewaterhouseCoopers LLP, PCAOB Rel. No. 105-2024-014 (Mar. 28,
2024).
70 See, e.g., In the Matter of Navarro Amper & Co., PCAOB Rel. No. 105-2024-025 (Apr. 10, 2024);

In the Matter of Imelda & Rekan, PCAOB Rel. No. 105-2024-024 (Apr. 10, 2024); In the Matter of KPMG
Accountants N.V., PCAOB Rel. No. 105-2024-022 (Apr. 10, 2024); In the Matter of KPMG LLP (United
Kingdom), PCAOB Rel. No. 105-2022-032 (Dec. 6, 2022); In the Matter of Ernst & Young LLP, SEC AAER
No. 4313 (June 28, 2022); In the Matter of PricewaterhouseCoopers LLP, PCAOB Rel. No. 105-2022-002
(Feb. 24, 2022); In the Matter of KPMG, PCAOB Rel. No. 105-2021-008 (Sept. 13, 2021); In the Matter of
KPMG LLP, SEC AAER No. 4051 (June 17, 2019).
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both domestically and internationally.”* We have also observed instances where firm personnel
have not acted with integrity by altering work papers’? or failing to cooperate with the Board.”?

These recurring deficiencies and violations suggest that some firms and their personnel
either do not have the requisite understanding of applicable independence and ethics
requirements, or, as evidenced by the systemic nature of certain of these violations, do not
have appropriate controls in place to prevent violations.”*

iv. Personnel management

The quality of a firm’s work ultimately depends on the integrity, objectivity, intelligence,
competence, experience, and motivation of personnel who perform, supervise, and review the
work.” A firm’s QC system should provide the firm with reasonable assurance that personnel
participate in general and industry-specific CPE and other professional development activities
that enable them to fulfill responsibilities assigned and satisfy applicable CPE requirements.”® A
firm’s QC system also should provide the firm with reasonable assurance that personnel
possess the appropriate characteristics to enable them to perform competently and that work
is assigned to personnel having the degree of technical training and proficiency required in the
circumstances.”’

n See, e.g., In the Matter of PricewaterhouseCoopers Zhong Tian LLP, PCAOB Rel. No. 105-2023-
044 (Nov. 30, 2023); In the Matter of PricewaterhouseCoopers, PCAOB Rel. No. 105-2023-043 (Nov. 30,
2023);KPMG LLP (United Kingdom), PCAOB Rel. No. 105-2022-032; PricewaterhouseCoopers LLP, PCAOB
Rel. No. 105-2022-002; KPMG, PCAOB Rel. No. 105-2021-008.

72 See, e.g., In the Matter of Jose Daniel Melendez Gimenez, PCAOB Rel. No. 105-2022-035 (Dec. 6,
2022); In the Matter of Edgar Mauricio Ramirez Rueda, PCAOB Rel. No. 105-2022-036 (Dec. 6, 2022); In
the Matter of Marco Alexander Rodriguez Ramirez, PCAOB Rel. No. 105-2022-037 (Dec. 6, 2022); In the
Matter of KPMG S.A.S., PCAOB Rel. No. 105-2022-034 (Dec. 6, 2022); In the Matter of Jonathan B. Taylor,
CPA, PCAOB Rel. No. 105-2022-025 (Oct. 18, 2022); Castillo Miranda y Compaiiia, S.C.,PCAOB Rel. No.
105-2019-028; Deloitte Anjin LLC, PCAOB Rel. No. 105-2019-025; Deloitte Touche Tohmatsu Auditores
Independentes, PCAOB Rel. No 105-2016-031.

& See, e.g., Shandong Haoxin Certified Public Accountants Co., Ltd., PCAOB Rel. No. 105-2023-045;
Jose Daniel Melendez Gimenez, PCAOB Rel. No. 105-2022-035; Edgar Mauricio Ramirez Rueda, PCAOB
Rel. No. 105-2022-036; Marco Alexander Rodriguez Ramirez, PCAOB Rel. No. 105-2022-037; Jose Daniel
Melendez Gimenez, PCAOB Rel. No. 105-2022-035; Castillo Miranda y Compaiia, S.C., PCAOB Rel. No.
105-2019-028; Deloitte Touche Tohmatsu Auditores Independentes, PCAOB Rel. No 105-2016-031.

74 See 2021 Inspection Observations Preview at 19; 2019 Inspections Outlook at 2.
» See QC 20.12.
6 See QC 20.13c.

7 See QC 20.13a. and b.
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We have observed deficiencies related to compliance with the firm’s auditing policies
and procedures.”® We have also observed deficiencies and violations where the firm did not
assign personnel to engagements who had the training and proficiency required to perform
audit work in accordance with PCAOB standards.”®

v. Monitoring

A firm’s QC system should provide the firm with reasonable assurance that its policies
and procedures are suitably designed and effectively applied.2’ We have observed situations
where a firm’s internal inspection procedures did not detect significant audit deficiencies or the
firm did not make changes to address repeated identified audit deficiencies.8! These
deficiencies and violations were subsequently identified through SEC and PCAOB oversight.®?

vi. Engagement quality reviews

Both the PCAOB and SEC have identified deficiencies and violations in audit areas that
require evaluation by the engagement quality reviewer (“EQR”),®3 which suggests the EQR did

& See 2022 Inspection Observations Preview at 18.

& See, e.g., Jack Shama PCAOB Rel. No. 105-2024-004; In the Matter of Hall & Company Certified
Public Accountants & Consultants, Inc., and Anthony J. Price, CPA, PCAOB Rel. No. 105-2022-029 (Nov. 3,
2022); In the Matter of PKF O’Connor Davies, LLP, PCAOB Rel. No. 105-2022-001 (Jan. 25, 2022); WDM
Chartered Professional Accountants PCAOB Rel. No. 105-2021-016; In the Matter of Grant Thornton LLP,
PCAOB Rel. No. 105-2017-054 (Dec. 19, 2017BDO Auditores, S.L.P.,PCAOB Rel. No. 105-2017-039.

80 See QC 20.20.

81 See, e.g., 2022 Inspection Observations Preview at 19.

82 See, e.g., In the Matter of KPMG Assurance and Consulting Services LLP and Sagar Pravin

Lakhani, PCAOB Rel. No. 105-2022-033 (Dec. 6, 2022); In the Matter of Friedman LLP, SEC AAER No. 4339
(Sept. 23, 2022); In the Matter of BMKR LLP and Joseph Mortimer, CPA, PCAOB Rel. No. 105-2022-003
(Feb. 24, 2022); PKF O’Connor Davies, LLP, PCAOB Rel. No. 105-2022-001; WDM Chartered Professional
Accountants PCAOB Rel. No. 105-2021-016; In the Matter of Haskell & White LLP, PCAOB Rel. No. 105-
2021-006 (Aug. 13, 2021); In the Matter of RBSM LLP, PCAOB Rel. No. 105-2021-004 (Aug. 9, 2021);
Castillo Miranda y Compaiiia, S.C., PCAOB Rel. No. 105-2019-028; Marcum LLPPCAOB Rel. No. 105-2019-
022; Marcum Bernstein & Pinchuk LLP, PCAOB Rel. No. 105-2019-023; PricewaterhouseCoopers, S.C.,
PCAOB Rel. No. 105-2019-017; In the Matter of Bharat Parikh & Associates Chartered Accountants,
Bharatkumar Balmukund Parikh, FCA, and Anuj Bharatkumar Parikh, PCAOB Rel. No. 105-2019-003
(Mar. 19, 2019); Grant Thornton, PCAOB Rel. No. 105-2017-054.

8 See, e.g., Spotlight: Inspection Observations Related to Engagement Quality Reviews (October

2023), available at https.//assets.pcaobus.org/pcaob-dev/docs/default-source/documents/eqr-
spotlight.pdf?sfvrsn=95a345e6 4, 2022 Inspection Observations Preview at 19; 2021 Inspection
Observations Preview at 20; 2018 Inspection Observations Preview, at 4; 2020 Inspection Observations
Preview at 12.
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not perform the evaluation with due professional care.®* Additionally, for certain broker-dealer
audit and attestation engagements, we have observed instances where engagement quality
reviews were not performed or sufficiently documented®® and policies and procedures did not
provide reasonable assurance that engagement quality reviews were performed with due
professional care.®®

b. Good practices observed from inspections

The following observations regarding good QC practices are based on inspections in
recent years.8” A good QC practice could be a procedure, technique, or methodology that is
appropriately comprehensive and suitably designed in relation to a firm’s size and the nature
and complexity of the firm’s practice. We have taken these observations into account in our
consideration of QC 1000, while recognizing that the nature, extent, and formality of the
design, implementation, and operation of QC systems can vary across firms.

i. Well-defined QC system

A well-defined QC system includes all key elements of quality control and is supported
by documentation that helps to promote firm personnel’s understanding and consistent
application of the firm’s QC system. Helpful characteristics that we have observed in some
firms’ QC systems include:

8 See, e.g., In the Matter of RAM Associates & Company LLC and Parameswara K. Ramachandran,
PCAOB Rel. No. 105-2023-021 (Aug. 8, 2023); In the Matter of Total Asia Associates PLT, PCAOB Rel. No.
105-2023-007 (Jun. 23, 2023); In the Matter of RT LLP, PCAOB Rel. No. 105-2023-002 (Apr. 11, 2023); In
the Matter of Donald R. Burke, CPA, PCAOB Rel. No. 105-2021-012 (Sept. 29, 2021); RBSM LLP, PCAOB
Rel. No. 105-2021-004; In the Matter of Cheryl L. Gore, CPA and Stanley R. Langston, CPA, PCAOB Rel.
No. 105-2021-020 (Dec. 14, 2021); Whitley Penn LLP, PCAOB Rel. No. 105-2020-002; In the Matter of
Helen R. Liao, CPA, PCAOB Rel. No. 105-2020-014 (Sept. 24, 2020); In the Matter of Crowe Horwath LLP,
Joseph C. Macina, CPA, and Kevin V. Wydra, CPA, SEC AAER No. 4007 (Dec. 21, 2018); BDO Auditores,
S.L.P., PCAOB Rel. No. 105-2017-039 .

8 See, e.qg., In the Matter of Alvarez & Associates, Inc., Certified Public Accountants, and Vicente
Alvarez, CPA, PCAOB Rel. No. 105-2022-039 (Dec. 21, 2022); In the Matter of Citrin Cooperman &
Company, LLP, Joseph Puglisi, CPA, Mark Schniebolk, CPA, and John Cavallone, CPA, PCAOB Rel. No. 105-
2022-007 (May 11, 2022).

8 See Annual Report on the Interim Inspection Program Related to Audits of Brokers and Dealers,
PCAOB Rel. No. 2023-005 (Aug. 10, 2023) (“2022 Broker-Dealer Inspection Report”), at 31.

87 See, e.g., 2022 Inspection Observations Preview; 2021 Inspection Observations Preview; 2020
Inspection Observations Preview; 2019 Inspection Observations Preview; and 2018 Inspection
Observations Preview.
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e Narratives and process flows that articulate how and where quality objectives fit within
the QC processes and define risks posed to those quality objectives, including
considering what could go wrong along the way;®®and

e Developing risk and control matrices that include well-defined controls.
ii. Accountability for audit quality

Leadership involvement in and commitment to a firm’s QC system sets the tone at the
top and drives clear expectations regarding the importance of audit quality. We observed
positive behaviors where firms have placed an emphasis on the importance of audit quality
through extending accountability beyond engagement partners to other key leaders at the firm,
such as audit quality leaders, technical experts, and office leaders, through performance
management processes.?’

iii. Root cause analysis of identified deficiencies

Identifying causal factors for engagement and QC deficiencies (i.e., root cause analysis)
can enable a firm to determine the appropriate response to and remediation of deficiencies
and modify policies and procedures to prevent similar occurrences in the future. We have
observed that thorough root cause analyses drive better remediation of identified deficiencies.
If root cause analysis is performed by a centralized team, having a defined process to share data
and lessons learned outside of the root cause analysis team may further enhance the
performance of a firm’s QC system.

Through our inspection activities we have observed that some firms’ root cause analysis
programs have significantly evolved since the PCAOB was formed. We have observed that some
firms’ approach to root cause analysis includes one or more of the following:

e Interviews with engagement teams and firm leadership;
e Use of proprietary tools to analyze large amounts of data;
e Root cause analysis training and the use of templates to facilitate consistency;

e Consideration of available performance metrics, such as engagement hours, training
records, audit milestone dates, and partner experience years; and

e Consideration of positive quality events (i.e., actions, behaviors, or conditions that
resulted in positive outcomes, such as where aspects of the firm’s QC system operated

88 See 2021 Inspection Observations Preview at 22; 2019 Inspection Observations Preview at 4.

8 See 2018 Inspection Observations Preview at 2.
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effectively or where no engagement deficiencies were identified for individual
engagements) to identify whether such actions, behaviors, or conditions were present
on engagements where QC deficiencies were identified.

iv. Timely monitoring and evaluation activities

Timely and effective monitoring activities drive high-quality audits. We have observed
several good practices followed by some firms in their monitoring activities, including:

e Increased real-time monitoring of in-process audit engagements, for example, through
preissuance reviews or coaching programs;°

e Formalized monitoring processes and actions for defined triggering events, including
restatements, internal and external inspection results, and results of peer reviews; and

e Mature QC processes including internal self-certifications of the effectiveness of QC
components and sub-components.

B. Other Developments Since the Adoption of Current PCAOB QC
Standards

Since the PCAOB’s current QC standards were first developed and issued, the auditing
environment has changed significantly. The current QC standards were developed in the
context of the self-regulatory peer-review system that existed before the establishment of the
PCAOB. Therefore, they were not written with a view to inspection and enforcement by a
regulator and do not address the current regulatory environment, including firms’
responsibilities with respect to information brought to their attention through our inspection
process.

Since the QC standards were established, there have been significant developments in
the availability and use of technologies and data analytic techniques, the organizational
structure and management of firms have changed, and some firms have significantly increased
their focus on governance and quality control.

For example, there have been significant developments in the use of technology by
firms in relation to QC activities and performing engagements. Some firms have made
significant investments in internally developed tools for use in the audit. The increased
availability of “off-the-shelf” technologies, such as analytical software packages, has made
some tools more readily available for use by firms. Firms developing or acquiring new
technology-based tools, making changes to existing tools, and training firm personnel on how
and when to use such tools have had impacts on QC. Many of these tools may reduce risk, for

%0 See 2020 Inspection Observations Preview at 4, 13.
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example by reducing the possibility of human error and enabling the analysis of whole
populations of transactions rather than samples. But they may also create new risks if they do
not work as intended or are used incorrectly.

Furthermore, some firm management and organizational structures have evolved to
include more focus on centralization and a globally consistent methodology. Some firms have
increased their use of services and resources supplied by firm networks, affiliates, and third-
party providers. For example, some global networks are increasingly imposing requirements on
member firms regarding the use of methodologies, technology, and policies and procedures
that are developed or established at the network level. Some firms have also increased their
use of shared service centers to assist with QC activities or performing engagements. In
addition, some firms have changed their governance structures either voluntarily or due to
changes in legal requirements.’! At the same time, some firms have begun to publish
“transparency reports” that seek to inform the public about the firm’s operations and quality
control systems and practices.

Additionally, some firms have strengthened their approaches to firm governance and
leadership, incentive systems, culture, and accountability. For example, some firms have added
external parties to oversight roles. Some firms have also augmented their monitoring and
remediation processes, including through implementing or enhancing ongoing monitoring
activities and internal inspection processes, establishing processes for considering PCAOB
inspection findings, performing root cause analysis, and increasing remediation efforts.
Observations from our oversight activities have shown that improvements in quality controls
can enhance the quality of audits.®> However, as noted above, our oversight activities continue
to identify pervasive deficiencies, suggesting that many firms have meaningful improvements to
make.

There have also been notable advances in internal control, quality management, and
enterprise risk management frameworks and approaches, including the Committee of
Sponsoring Organizations of the Treadway Commission (“COSQO”) framework for internal
control®® and the International Organization for Standardization (“ISO”) quality control standard

9 See, e.g., the UK Financial Reporting Council, Audit Firm Governance Code (April 2022), available
at https://www.frc.org.uk/getattachment/5af7cdb7-a093-4dag8-94d7-f4486596e68c/FRC-Audit-Firm-
Governance-Code April-2022.pdf, and The Japan Financial Services Agency, Audit Firm Governance Code
(March 2017) available at https://www.fsa.go.ip/news/28/sonota/20170331-auditfirmgc/3.pdf.

%2 See, e.g., 2018 Inspection Observations Preview at 1-4.

%3 See, e.g., COSO, Internal Control—Integrated Framework (May 2013). An executive summary of
COSO'’s internal control framework is available at https://www.coso.orqg/ files/ugd/
3059fc 1df7d5dd38074006bce8fdf621a942cf.pdf.



https://www.frc.org.uk/getattachment/5af7cdb7-a093-4da8-94d7-f4486596e68c/FRC-Audit-Firm-Governance-Code_April-2022.pdf
https://www.frc.org.uk/getattachment/5af7cdb7-a093-4da8-94d7-f4486596e68c/FRC-Audit-Firm-Governance-Code_April-2022.pdf
https://www.fsa.go.jp/news/28/sonota/20170331-auditfirmgc/3.pdf
https://www.coso.org/_files/ugd/3059fc_1df7d5dd38074006bce8fdf621a942cf.pdf
https://www.coso.org/_files/ugd/3059fc_1df7d5dd38074006bce8fdf621a942cf.pdf
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ISO 9000:2015.°* Many of these share important commonalities, stressing active involvement of
leadership, focus on risk, clearly defined objectives, objective-oriented processes, monitoring,
and remediation of identified issues. Academic research suggests that these frameworks
improve company performance.®>

C. Actions by Other Standard Setters

Following is a brief description of the quality control standards adopted by the IAASB
and the AICPA.

1. IAASB

The IAASB identified concerns related to its then effective QC standard, International
Standard on Quality Control (1SQC) 1, Quality Control for Firms that Perform Audits and Reviews
of Financial Statements, and Other Assurance and Related Services Engagements, and decided
to take steps to improve the standard. In December 2020, the IAASB released a suite of new
guality management standards, including International Standard on Quality Management 1,
Quality Management for Firms that Perform Audits or Reviews of Financial Statements, or Other
Assurance or Related Services Engagements (“ISQM 1”),°®¢ which became effective on December
15,2022.%7

2. AICPA

In May 2022, the Auditing Standards Board of the AICPA adopted new quality
management standards designed to improve a firm’s risk assessment and audit quality,
including Statement on Quality Management Standards (SQMS) No. 1, A Firm's System of

94 More information about ISO 9000:2015 is available at https://www.iso.org/standard/
45481.html.

95

See Section VI.C.1.a, Benefits of related frameworks.

% In addition to ISQM 1, the IAASB adopted two other standards, International Standard on
Quality Management 2, Engagement Quality Reviews (“1SQM 2”), and International Standard on
Auditing 220 (Revised), Quality Management for an Audit of Financial Statements (“ISA 220 (Revised)”).
ISQM 2 operates at the firm level, and is analogous to PCAOB AS 1220, Engagement Quality Review. ISA
220 (Revised) operates at the engagement level and deals with the engagement partner’s and the
engagement team’s responsibilities for quality management for an audit of financial statements. Similar
topics are addressed in PCAOB standards in AS 1201, Supervision of the Audit Engagement.

7 ISQM 1 sets forth eight components of a QC system that operate in an iterative and integrated

manner, as well as other requirements. See IAASB Fact Sheet, Introduction to ISQM 1, Quality
Management for Firms that Perform Audits or Reviews of Financial Statements, or Other Assurance or
Related Services Engagements (Dec. 2020), available at https://www.ifac.org/
system/files/publications/files/IAASB-ISQM-1-Fact-Sheet.pdf.



https://www.iso.org/standard/45481.html
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https://www.ifac.org/system/files/publications/files/IAASB-ISQM-1-Fact-Sheet.pdf
https://www.ifac.org/system/files/publications/files/IAASB-ISQM-1-Fact-Sheet.pdf

PCAOB Release No. 2024-005
May 13, 2024
Page 34

Quality Management (“SQMS 1”).°8 The AICPA’s quality management standards closely align
with the IAASB’s quality management standards, adapted for private companies in the United
States. The new AICPA standards will become effective on December 15, 2025.

D. PCAOB Outreach and Research

The Board and its advisory groups have long considered the potential for improvements
to PCAOB QC standards. For example, in 2010, the Standing Advisory Group (“SAG”) discussed a
potential QC rulemaking project, including considerations and potential challenges in designing
and implementing a QC system.%® In 2014, the SAG discussed how QC standards may benefit
from stronger requirements and other enhancements with respect to, for example, firm culture
and tone at the top, firm risk assessment, and monitoring of the quality control system,
including use of root cause analyses.'% In 2018, the SAG discussed whether additional or more
specific direction in the quality control standards with respect to governance and leadership
would lead to enhancements in firm quality control systems.'%* Advisory group members have
generally supported including requirements concerning firm governance and leadership in
PCAOB QC standards.

E. Rulemaking History

On December 17, 2019, we issued the concept release to explore the possibility of
revising PCAOB QC standards. The concept release described an approach similar to the
approach taken by the then-proposed ISQM 1, with certain differences and alternative

%8 The AICPA’s other QC standards are SQMS No. 2, Engagement Quality Reviews; Statement on

Auditing Standards (SAS) No. 146, Quality Management for an Engagement Conducted in Accordance
With Generally Accepted Auditing Standards; and Statement on Standards for Accounting and Review
Services (SSARS) No. 26, Quality Management for an Engagement Conducted in Accordance With
Statements on Standards for Accounting and Review Services.

% See Briefing Paper for the Standing Advisory Group, Designing and Implementing a System of

Quality Control (Oct. 13, 2010). An archive of SAG meeting agendas, briefing papers, and webcasts is
available at https://pcaobus.org/about/advisory-groups/archive-advisory/standing-advisory-
group/sagmeetingarchive. The materials for the October 13-14, 2010 SAG meeting are available at
https://pcaobus.org/news-events/events/event-details/standing-advisory-group-meeting 476.

100 See Briefing Paper for the Standing Advisory Group, Initiatives to Improve Audit Quality—Root

Cause Analysis, Audit Quality Indicators, and Quality Control Standards (June 24, 2014) (“June 2014 SAG
Briefing Paper”). The materials for the June 24-25, 2014 SAG meeting are available at
https://pcaobus.org/news-events/events/event-details/pcaob-standing-advisory-group-meeting 772.

101 See Briefing Paper for the Standing Advisory Group, Quality Control: Governance and Leadership

(Nov. 29, 2018). The materials for the November 29, 2018 SAG meeting are available at
https://pcaobus.org/news-events/events/event-details/standing-advisory-group-meeting 1137.



https://pcaobus.org/about/advisory-groups/archive-advisory/standing-advisory-group/sagmeetingarchive
https://pcaobus.org/about/advisory-groups/archive-advisory/standing-advisory-group/sagmeetingarchive
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https://pcaobus.org/news-events/events/event-details/pcaob-standing-advisory-group-meeting_772
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requirements to specifically address the PCAOB’s objectives, including establishing
requirements that:

e Align with U.S. federal securities law, SEC rules, and other PCAOB standards and rules;
e Retain important topics in current PCAOB QC standards;

e Address specific emerging risks and problems observed through our oversight activities;
and

e Provide more definitive direction to prompt appropriate implementation of certain
requirements.'0?

We received 36 comment letters in response to the concept release.’®> Commenters
included firms and related groups, investors and related groups, academics, trade groups, and
others.

On November 18, 2022, we issued a proposal to supersede current PCAOB QC standards
with an integrated, risk-based standard, QC 1000, A Firm’s System of Quality Control, that
would apply to all registered firms. We received 42 comment letters in response to the
proposal.t® Commenters included firms and related groups, investors and related groups,
academics, trade groups, and others. We have considered all comments in developing the final
standard and related amendments, and commenter input is included where relevant in the
discussion that follows.

F. Areas of Improvement to the QC Standards

Taking into account the foregoing considerations, as well as careful consideration of
comments received, we are adopting changes to our QC standards that we believe will drive
significant improvements in firms’ QC systems, by:

e Emphasizing accountability, firm culture and the “tone at the top,” and firm governance
through requirements for specified roles within and responsibilities for the QC system,
including at the highest levels of the firm; quality objectives that link compensation to

102 See Concept Release at 6.

103 The comment letters received in response to the concept release are available on the Board'’s

website in Docket 046.

104 The comment letters received in response to the proposal are available on the Board’s website

in Docket 046. In addition to 42 letters received from commenters, Docket 046 includes an analysis
prepared by the PCAOB Office of Economic and Risk Analysis.
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quality; and, for the largest firms, the requirement of an independent perspective on
firm governance;

e Striking the right balance between a risk-based approach to QC—which should drive
firms to proactively identify and manage the specific risks associated with their
practice—and a set of mandates, including mandatory quality objectives; mandatory
processes for risk assessment, monitoring and remediation, and QC system evaluation;
and specific requirements in key areas—which should assure that the QC system is
designed, implemented and operated with an appropriate level of rigor;

e Addressing changes in the audit practice environment, including the increasing
participation of other firms and other outside resources, the role of firm networks, the
evolving use of technology and other resources, and the increasing importance of
internal and external firm communications;

e Broadening responsibilities for monitoring and remediation of deficiencies to encourage
an ongoing feedback loop that drives continuous improvement; and

e Requiring a rigorous annual evaluation of the firm’s QC system and related reporting to
the PCAOB, certified by key personnel, to underscore the importance of the annual
evaluation of the QC system, reinforce individual accountability, and support PCAOB
oversight.

In our view, the basic objectives of the QC system should be the same for all firms, but
the scope of the QC standard and how it applies should take into account wide disparities in
nature and circumstances across registered firms, in particular the extent to which their
practices include engagements required to be performed under PCAOB standards, and the
complexity of such engagements. The risks that firms face, and therefore the specific policies
and procedures necessary to appropriately serve investor interests through an effective QC
system, vary significantly from the largest firms, operating as part of global networks, to local
firms or sole proprietorships. The scalability of the new QC standard is discussed in greater
detail in Section III.C. below.

lll.  QC 1000: BASIC STRUCTURE, TERMINOLOGY, AND SCALABILITY

A. Basic Structure

1. Considerations informing the structure of QC 1000

Informed by our observations and assessment of changes to auditing practice, we
believe it is critical that our new QC standard strikes an appropriate balance between risk-based
elements, which should drive firms to proactively identify and manage the specific risks
associated with their practice, and a set of mandates to assure that the QC system is designed,
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implemented, and operated with an appropriate level of rigor. Moreover, we believe the new
QC standard should foster a proactive approach to QC that drives continuous improvement.
Based in part on our observations, we also believe our new standard should include specific
requirements for some important areas of the QC system that are addressed more generally in
our current QC standards, such as firm governance and leadership, technology and other firm
resources, and firm communications.

QC 1000 addresses all the areas of QC that Sarbanes-Oxley requires our QC standards to
address, which we believe will provide a robust framework for a firm’s QC system. It
incorporates eight components, which are based on mandatory elements and mandatory
processes that create a basic structure applicable to all firms. For example, as discussed in more
detail below, QC 1000 establishes mandatory, outcome-based quality objectives and
mandatory processes for risk assessment and monitoring and remediation. Within the structure
created by these mandates, firms will develop their own policies and procedures based on the
specific risks created by their circumstances and practice. QC 1000 also includes requirements
for annual evaluation of the QC system and reporting to the PCAOB on that evaluation, which
we believe will add rigor and accountability to the firm’s evaluation of whether the QC system
has met its objectives, and will strengthen the feedback loop that drives continuous
improvement.

The structure itself addresses areas that our current standards do not directly address,
such as firm governance and leadership, technology and other firm resources, and firm
communications. In addition, to the extent it is principles-based and focused on the specific
risks faced by the firm, the structure is inherently scalable and can be applied to firms of all
sizes and circumstances.

The structure of QC 1000 has commonalities with the structure of ISQM 1 and SQMS 1.
While the approach taken in ISQM 1 and SQMS 1 has informed our thinking, we have carefully
analyzed every aspect of that approach and considered where to align and where to further
strengthen our standard by including alternative or incremental provisions that we believe will
better serve investor protection and the public interest. We believe that building on a well-
understood basic framework, appropriately tailored and strengthened to address our legal and
regulatory environment and our investor protection mandate, will enable firms to implement
and comply with QC 1000 more effectively. In designing, implementing, and operating their QC
systems, firms that are subject to both PCAOB standards and IAASB or AICPA QC standards—
which we believe constitute a very substantial majority of firms that perform engagements
under our standards'®>—can leverage the work they have already done and the investments
they have already made to comply with those other requirements.

105 See Section VI.A.5 for a discussion of the assumptions regarding the baseline.
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Many commenters, including firms and related groups, were generally supportive of
structuring QC 1000 in a manner similar to the structure of ISQM 1 and SQMS 1. However,
several commenters, including firms and related groups, suggested that further alignment
should be considered, and any differences should be minimized. Several commenters suggested
that firms would be subject to at least two different quality management/quality control
systems, and commented that this would be impractical for firms to operate. We do not believe
that QC 1000 conflicts with the requirements of other standard setters or that anything
prevents firms from developing a single QC system for their entire practice that satisfies both
PCAOB requirements and other professional standards to which the firm is subject. We
acknowledge certain differences between QC 1000 and the quality management standards set
by other standard setters, in particular areas where QC 1000 establishes additional or more
stringent requirements. However, we believe that quality responses developed by firms under
QC 1000 can be considered by firms for the purposes of other quality management standards to
which they are subject, reducing the need for two or more separate QC systems.

One investor-related group did not support the framework of the standard, arguing that
ISQM 1 is a process-driven and compliance-oriented framework that does not encourage firms
to meaningfully enhance their QC systems for the benefit of investors. Another investor
expressed concern regarding the reliance on ISQM 1 in the development of QC 1000 on the
basis that it does not always reflect the best interests of investors. We continue to believe that
a common basic structure among quality control standards is beneficial. This is not only cost
beneficial, but it also supports a firm’s ability to operate a single, consistent QC system over its
whole practice, which we believe ultimately supports audit quality. Where appropriate,
QC 1000 goes beyond ISQM 1 to incorporate more detailed or more stringent provisions that
are specifically relevant to the U.S. regulatory environment and investors.

Several commenters supported a principles-based approach to QC 1000. However,
some commenters suggested that the specified quality responses throughout the standard
impose prescriptive requirements that are not consistent with maintaining a principles-based
approach. Others expressed a different perspective, suggesting that the standard was too
principles-based, providing the firms with too much flexibility in designing, implementing, and
operating their QC systems. For example, an investor expressed concern that a principles-based
approach does not always reflect the best interests of investors. Other investor-related groups
expressed concerns that a principles-based approach allows audit firms to conduct their own
risk assessment and design their own controls to manage risks, including making the
determination of whether QC deficiencies exist and are remediated without any public
awareness or accountability. One of these investor-related groups suggested that an emphasis
on a risk-based approach will result in little to no change at the largest auditing firms as they
believe that this approach is already embedded in their QC systems. Another investor-related
group commented that the proposed standard set the bar too low and failed to focus on audit
guality and accountability such that it would only perpetuate the status quo.
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We have retained the approach as proposed. We believe that QC 1000 strikes the right
balance between mandatory and risk-based elements. As discussed in more detail in Section
I1I.A.3. below, QC 1000 establishes a mandatory minimum set of outcome-based quality
objectives that apply to all firms. Firms generally cannot omit or modify any of the quality
objectives set out in the standard. Therefore, firms do not determine the criteria by which their
QC systems will be assessed, only the means by which they will meet those criteria. Moreover,
QC 1000 establishes requirements with which all firms will have to comply for roles and
responsibilities within the QC system and the firm’s risk assessment process, monitoring and
remediation process, and evaluation process, as well as specified quality responses applicable
to all firms in areas that we believe justify a more prescriptive approach. It also includes
evaluation and reporting requirements that we believe will add accountability and rigor to the
annual evaluation.

Within that framework, QC 1000 requires firms to develop the policies and procedures
they need to achieve the quality objectives and the overall objective of the QC system. We
believe this more principles-based aspect of the standard will prompt firms to identify and
focus on the most relevant risks to quality in the context of their own practice and will make
QC 1000 appropriately scalable. This approach also allows for the standard to be operable by
firms of all sizes. Smaller PCAOB audit practices can scale down their responses to fit the risks
associated with a small practice, and as the practice grows, the firm can scale up to respond to
new quality risks. In addition, we believe that this approach will make it less likely that the
standard will need to be amended in the future in response to changes in the auditing
environment, including the use of technology.

2. Components of the QC system

Under QC 1000, the QC system consists of eight components that are designed to be
highly integrated:

Two process components
e The firm’s risk assessment process
e The monitoring and remediation process
Six components that address aspects of the firm’s organization and operations
e Governance and leadership
e Ethics and independence

e Acceptance and continuance of engagements
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Engagement performance

Resources

Information and communication

The risk assessment process applies to these six components, requiring firms to:

Establish outcome-based “quality objectives,” including those specified throughout the
standard (i.e., the desired outcomes to be achieved by the firm with respect to that
component);1%

Identify and assess “quality risks” to the quality objectives;%’

Design and implement “quality responses” (i.e., policies and procedures to address
quality risks);1%® and

Establish policies and procedures to monitor internal and external changes that may
require modifications to the quality objectives, quality risks, or quality responses.

The monitoring and remediation process applies to all of the components of the QC

system, including monitoring and remediation itself (i.e., firms are required to identify and
remediate deficiencies that are observed in their monitoring and remediation activities).

The firm is also required to evaluate and report on its QC system annually, based on the

results of its monitoring and remediation activities.

The following diagram illustrates the structure of the firm’s QC system under QC 1000:

106

107

108

“Quality objectives” are defined in QC 1000.A10.
“Quiality risks” are defined in QC 1000.A12.
“Quiality responses” are defined in QC 1000.A11.
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Structure of the Firm’s QC System
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3. Quality objectives, quality risks, and quality responses, including specified
quality responses

For each of the six components to which the risk assessment process applies, QC 1000
specifies required quality objectives. While QC 1000 provides some flexibility with regard to the
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quality risks that firms are required to identify and the quality responses that firms are required
to develop to address those risks, it does not provide the same flexibility with regard to quality
objectives. Instead, quality objectives that will apply to all firms are specified in the standard.
Firms can establish additional quality objectives—indeed, they are required to do so if
necessary to achieve the objective of the QC system—but they generally cannot omit or modify
any of the quality objectives set out in the standard. We believe that, for many firms, the
guality objectives specified in the standard are likely to be comprehensive, and we do not
expect in our current environment that additional quality objectives would generally be
necessary. However, we also recognize that the nature and circumstances of a firm and its
engagements will vary and the environment may change. Accordingly, firms are required to
establish additional quality objectives, if necessary.'%® The quality objectives established by this
standard set forth a floor rather than a ceiling.

Firms are required to identify and assess quality risks to the achievement of the
established quality objectives. They are required to develop quality responses to address the
assessed quality risks. Quality responses are defined as policies and procedures designed and
implemented by the firm to address quality risks; policies are statements of what should, or
should not, be done to address an assessed quality risk, and procedures are actions to
implement and comply with policies. As proposed, the definition of quality responses provided
that policies “may be documented or explicitly stated in communications.” In the final rule, we
have eliminated that sentence to avoid confusion or potential conflict with the documentation
requirements set out in QC 1000.81-83.

The correspondence across quality objectives, quality risks, and quality responses is
generally not one-to-one. Most quality objectives are likely to have multiple quality risks. Some
quality risks may affect one or more quality objectives, either within a single component or
across several components, and may require multiple quality responses. Some quality
responses may address multiple quality risks.

Quality responses would typically be specific to the firm, to respond to its particular
assessed quality risks. QC 1000 also includes some specified quality responses, which are
mandatory for the firms to which they apply. Specified quality responses carry requirements
from our current standards into QC 1000 or provide new requirements that we believe are
important to a firm’s QC system. The specified quality responses are not intended to be
comprehensive; on the contrary, for most of the components of the firm’s QC system, the
standard includes only a few specified quality responses, and for the engagement performance
component there are none. As a result, the specified quality responses alone will not be
sufficient to enable the firm to achieve all established quality objectives; firms are required to
design and implement their own quality responses. Both the specified quality responses and
the quality responses the firm designs and implements on its own are critical in addressing

109 See Section IV.D, The Firm’s Risk Assessment Process.
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quality risks. The following graphic illustrates the relationship between all quality responses
(i.e., the quality responses necessary to achieve all established quality objectives) and the
specified quality responses established in QC 1000:

The Relationship Between Quality Responses
and Specified Quality Responses

Quality
Responses

Specified
Quality
Responses

B. Terminology

This section discusses some of the terminology used throughout QC 1000. Appendix A to
QC 1000 defines several terms used in the standard.

Two commenters indicated that our proposed terminology was understandable and
appropriate, but most commenters on the topic requested that the terminology used in
QC 1000 be consistent with the terminology used by other standard setters, primarily to avoid
potential confusion and ensure that the process of evaluating the QC system and the conclusion
reached as to its effectiveness would be the same under both standards. We continue to
believe that our proposed terminology is necessary to capture the basic concepts used in
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QC 1000, which differ in some respects from the concepts used by other standard setters,
particularly as regards “other participants,” as we have defined that term, and the annual QC
system evaluation process, which is grounded in the concepts of “engagement deficiency,” “QC
deficiency,” and “major QC deficiency.” While this approach will result in an incremental
burden for firms that seek to comply with other QC standards as well as QC 1000, we believe
that the burden is justified. We also believe that, just as firms can perform audits under
different auditing standards, they can learn to implement and operate a QC system under
different QC standards. Accordingly, with the clarifications described below, we are adopting
the terminology substantially as proposed.

1. Applicable professional and legal requirements

As discussed in more detail in Section IV, compliance with applicable professional and
legal requirements is a fundamental concept under QC 1000, driving the objective of the QC
system as well as many quality objectives and specified quality responses. The proposed
standard defined “applicable professional and legal requirements” as

e Professional standards, as defined in PCAOB Rule 1001(p)(vi);
e Rules of the PCAOB that are not professional standards; and

e To the extent related to the obligations and responsibilities of accountants or auditors
or to the conduct of engagements, rules of the SEC, other provisions of U.S. federal
securities law, and other applicable statutory, regulatory, and other legal requirements.

Two commenters supported the definition as proposed. One commenter recommended
including the profession’s ethical standards explicitly. Two commenters stated the phrase
“other applicable statutory, regulatory, and other legal requirements” could be read broadly
and extend beyond regulations that directly bear on the conduct of audit engagements.
Another commenter suggested amending the definition of “professional standards” in PCAOB
Rule 1001 (p)(vi) to refer to “quality control standards” rather than “quality control policy and
procedures.”

In response to comments, we have made changes to the third, more general clause of
the definition. As one commenter suggested, we have expanded the definition to explicitly
mention ethics laws and regulations.!? While the definition as proposed encompassed
applicable ethics requirements, we believe an express reference will help to remind firms and
individuals of the centrality of ethics considerations. We have also refined the definition to
make clear that it encompasses statutory, regulatory, and other legal requirements beyond

110 These include those arising under state law or the law of other jurisdictions (e.g., obligations

regarding client confidentiality). See QC 1000 footnote 10.
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professional standards and other PCAOB rules “[t]o the extent related to the obligations and
responsibilities of accountants or auditors in the conduct of engagements or in relation to the
QC system.” This change is designed to limit the breadth of the definition to the relevant
circumstances.

The phrase “quality control policies and procedures,” used in PCAOB Rule 1001(p)(vi), is
drawn from Section 110(5) of Sarbanes-Oxley. We believe our rule should continue to align with
that statutory provision.

This definition captures all professional and legal requirements specifically related to
engagements under PCAOB standards of issuers and SEC-registered broker-dealers, including
relevant accounting, auditing, and attestation standards, PCAOB and SEC rules, other provisions
of federal securities law, other relevant laws and regulations (e.g., state law and rules governing
accountants), applicable ethics law and rules, and other legal requirements related to the
obligations and responsibilities of accountants or auditors in the conduct of the firm’s
engagements or in relation to the QC system.!!! It does not encompass requirements that apply
to businesses generally, such as tax laws, safety regulations, and employment law.

2. Engagement

The proposed standard defined “engagement” as (1) any audit, attestation, review, or
other engagement under PCAOB standards performed by a firm, or (2) any engagement in
which a firm “play[s] a substantial role in the preparation or furnishing of an audit report” as
defined in PCAOB Rule 1001(p)(ii).1*? In the final standard, the term “engagement”
encompasses the same scope as it did in the proposal—when the firm leads an engagement as
lead auditor or practitioner, or plays a substantial role—but the definition has been
restructured for clarity.

11 For avoidance of doubt, the requirements relating to compliance with applicable professional
and legal requirements are meant to make clear that, as relates to engagements subject to PCAOB
standards, all applicable professional and legal requirements must be followed. The requirement does
not suggest that application of “other applicable statutory, regulatory, and other legal requirements”
could supersede rules of the SEC, other provisions of U.S. federal securities law, rules of the PCAOB that
are not professional standards, or PCAOB professional standards. On the contrary, requirements relating
to “applicable professional and legal requirements” are meant to highlight the importance of adhering
to other requirements when those requirements do not conflict with or abridge requirements of federal
securities laws, PCAOB rules, or PCAOB standards.

112 Generally, and as described in more detail in Rule 1001(p)(ii), a firm plays a substantial role in

the preparation or furnishing of an audit report if (1) its engagement hours or fees constitute 20% or
more of the total engagement hours or fees or (2) it performs the majority of the audit procedures with
respect to a subsidiary or component whose assets or revenues constitute 20% or more of the
consolidated assets or revenues of the issuer, broker, or dealer.
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The final standard defines “engagement” as any audit, attestation, review, or other
engagement performed under PCAOB standards:

e Ledbyafirm;or

¢ In which a firm “play[s] a substantial role in the preparation or furnishing of an audit
report” as defined in PCAOB Rule 1001 (p)(ii).

The definition covers not only circumstances in which the firm serves as the lead auditor
or the “practitioner” for an attestation engagement, which is what is customarily meant by the
term engagement, but also any substantial role work the firm undertakes. Our view is that this
additional breadth is appropriate because playing a substantial role in an engagement for an
issuer or broker-dealer is sufficient to require a firm to register with the PCAOB. The definition
covers all engagements under PCAOB standards performed by the firm, whether the application
of PCAOB standards is legally required (e.g., for audits of issuers and broker-dealers) or
undertaken pursuant to contractual agreement, where permitted but not required under SEC
rules, or for any other reason.

Commenters on the definition of “engagement” generally supported it. One commenter
requested clarification as to why the definition does not include work performed at less than a
substantial role, given that the standard includes requirements regarding such work.

We have defined “engagement” to exclude work performed on other firms’ PCAOB
engagements at less than a substantial role because we believe the auditor responsibilities
associated with such work, and the risks posed by it, are materially different than the
responsibilities and risks associated with a firm leading an engagement or playing a substantial
role.!’3 QC 1000 contains provisions specifically applicable to work performed on other firms’
PCAOB engagements at less than a substantial role , which have been tailored to reflect those
responsibilities and risks. We believe this tailored approach is appropriate.

Also grounded in our views on relative risk and the investor interests at stake, the
concept of “engagement” marks an important distinction in the level of responsibility created
under QC 1000: while all registered firms are required to design a QC system that complies with
QC 1000, the threshold for a firm to implement and operate the QC system is when the firm has
responsibilities under applicable professional and legal requirements with respect to a firm
engagement. The distinction between scaled applicability under QC 1000 (for firms that do not

13 Our registration rules reflect this difference in risk profile: PCAOB registration is required for

firms that lead engagements or play a substantial role in audits of issuers and broker-dealers, but not for
work performed on other firms’ engagements at less than a substantial role. See PCAOB Rule 2100,
Registration Requirements for Public Accounting Firms.
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have responsibilities with respect to engagements) and full applicability of QC 1000 (for firms
that do perform engagements) is discussed in more detail in Section IlI.C below.

We note, however, that just because work performed on other firms’ PCAOB
engagements at less than a substantial role is not considered an “engagement” does not mean
it is disregarded under the QC system. This work, by itself, does not trigger the requirement to
implement and operate the QC system under QC 1000. However, once a firm is required to
implement and operate the QC system, the system will operate over all work performed by the
firm under PCAOB standards, including work performed on other firms’ PCAOB engagements at
less than a substantial role. If a firm is required to implement and operate a QC system under
QC 1000, we believe that the QC system should address every engagement under PCAOB
standards in which the firm participates.

3. Firm personnel

The proposed standard defined “firm personnel” as individual proprietors, partners,
shareholders, members or other principals, accountants, and professional staff of a registered
public accounting firm whose responsibilities include assisting with: (1) the performance of the
firm’s engagements; or (2) the design, implementation, or operation of the firm’s QC system,
including engagement quality reviews. Professional staff refers not only to employees, but also
to other individuals who work under the firm’s supervision or direction and control and
function as the firm’s employees. For example, secondees and leased staff would fall under the
definition of “firm personnel.”

Two commenters agreed with the definition as proposed. Some firms and related
groups objected to including non-employee contractors and consultants as firm personnel, in
particular because they are not subject to the firm’s performance evaluation or promotion
process. These commenters suggested that such persons be classified as other participants
instead. One commenter expressed concern about potential exposure due to the differences
between QC 1000 and the definitions of employees with federal, state, and local tax and labor
laws.

We continue to believe it is appropriate for the definition of firm personnel to include
individuals, such as non-employee contractors and consultants, who work under the firm’s
supervision or direction and control and function as the firm’s employees. In light of the range
of legal structures and arrangements used by firms in acquiring and deploying staff, we believe
a definition based exclusively on legal employment would be too narrow. Instead, the final rule
retains an approach based on the functional role played by the individual rather than a specific
legal relationship.

When the firm is identifying quality risks to quality objectives that include firm
personnel, it may identify different risks associated with non-employee contractors and
consultants than other firm personnel, and accordingly would have to develop different policies
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and procedures for them. For example, non-employee contractors and consultants may be
evaluated through the contracting process to determine whether the firm should retain them
instead of through the firm’s formal evaluation framework.

While we express no view on any tax or labor law consequences, we note that our
definition does not conflate “firm personnel” with employees. On the contrary, it acknowledges
that firm personnel includes some non-employees.

Some commenters, generally firms and related groups, were opposed to the definition
including anyone who “assists with” engagements or the quality control system, as it may
include administrative staff. We have revised the definition of firm personnel to clarify that
“professional staff does not include persons engaged only in clerical or ministerial tasks,” which
aligns with the definition of “Person Associated With a Public Accounting Firm (and Related
Terms)” in PCAOB Rule 1001(p)(i).***

4. Other participants

Over the years, audits of issuers have increasingly involved the use of entities and
individuals outside the firm in performing audit procedures and evaluating audit evidence. In
the context of amending the standards governing the involvement of other auditors in an audit,
we discussed the increasing prevalence and importance of the use of other audit firms and
individual accountants outside the firm, such as an EQR not employed by the firm, and the use
of auditor-engaged specialists.!*> While it may be beneficial, and in many cases essential, to use
other participants in some engagements, these arrangements can pose risks because other
participants may not be subject to the same quality controls as firm personnel (for example,
with regard to personnel assignments, training, supervision, and monitoring).

With respect to work performed in connection with the firm’s QC system or the
performance of its engagements, QC 1000 defines “other participants” as accounting firms
(foreign or domestic, registered or unregistered), accountants, and other professionals®'® or
organizations, other than firm personnel, whose responsibilities include assisting with the

114 By aligning the QC 1000 definition of “firm personnel” with the definition of “Person Associated

with a Public Accounting Firm (and Related Terms)” in this regard, we do not mean to suggest that only
“firm personnel” can be associated persons. “Other participants” can also be associated persons.

115 See Planning and Supervision of Audits Involving Other Auditors and Dividing Responsibility for

the Audit with Another Accounting Firm, PCAOB Rel. No. 2022-002 (June 21, 2022), at 13; Amendments
to Auditing Standards for Auditor’s Use of the Work of Specialists, PCAOB Rel. No. 2018-006 (Dec. 20,
2018), at 10-15.

116 In this context, “professionals” refers broadly to workers who perform other than clerical or

ministerial tasks.
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performance of the firm’s engagements or the design, implementation, or operation of the
firm’s QC system, including engagement quality reviews.?’

Some commenters expressed concerns with the use of “other participants” throughout
the standard. Many commenters said the proposed responsibilities of the firm with regard to
other participants were too broad. A few commenters suggested removing the reference to
other participants from certain specified quality responses and allowing firms to tailor their
responses to quality objectives for other participants. Some commenters were specifically
concerned about the inclusion of internal auditors and external specialists in the standard
through other participants, and believe they are adequately addressed in other standards.
Some commenters argued that other participants should not be included in another firm’s
guality control system because they are covered by their own firm’s quality control system.

Some commenters suggested bifurcating the definition into other participants whose
responsibilities include assisting with the performance of the firm’s engagements and other
participants whose responsibilities include assisting with the design, implementation, and
operation of the firm’s QC system, on the basis that this would enhance clarity regarding to
whom the requirements apply. One commenter said the policies and procedures related to
other participants would differ depending on the type of other participant (for example, an
internal auditor providing direct assistance differs from an auditor, specialist, or engagement
quality reviewer) and QC 1000 imposes the same requirements for each type. One commenter
supported the definition. One commenter agreed with separately defining “other participants”
and “third-party providers.”

The final standard reflects our view that, in designing, implementing, and operating its
QC system, the firm will have to address not only firm personnel but also other auditors'!® and
other professionals or organizations that the firm uses in connection with the firm’s QC system
or the performance of its engagements. We have included references to other participants
throughout QC 1000 in a tailored and context-specific way that recognizes the key roles that
other participants play.

We recognize that some other participants may be covered by their own firm’s quality
control system, and that fact may inform the firm’s risk assessment with respect to their
participation. But the firm’s own QC system must address all the work done on the firm’s

17 It should be noted that “referred-to auditors,” as that term is defined in the amendments to AS

2101, Audit Planning, adopted in PCAOB Rel. No. 2022-002, are not “other participants” under QC 1000
because the referred-to auditor performs its own engagement and does not participate in the
engagement of the lead auditor.

118 See AS 1205, Part of the Audit Performed by Other Independent Auditors, and AS 1201 (which
takes effect for audits of financial statements for fiscal years ending on or after December 15, 2024).
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engagements and in connection with the design, implementation, and operation of the firm’s
QC system itself, regardless of who does it.

Commenters correctly pointed out that specific performance standards exist related to
the use of certain types of other participants in an audit, such as other auditors,**® internal
auditors,*?? and specialists,*?! but that does not mean that QC over their use in the firm’s
engagements is unnecessary. In part, the QC system operates to assure compliance with those
specific audit standards. But it must also provide more general assurance about the
performance of audits in which those types of other participants are involved. For example, we
expect that the firm’s policies and procedures would cover, if applicable, engaging specialists,
determining their compliance with ethics and independence requirements, and communicating
with them as part of the firm’s quality control system.

We do not believe it is necessary for QC 1000 to bifurcate other participants between
those that participate in engagements and those that are involved with the QC system. Just
because a quality objective or other provision of QC 1000 refers to all types of other
participants in the same way does not mean that the firm should respond by treating all types
of other participants in the same way. On the contrary, the firm’s policies and procedures
addressing other participants should differentiate based on the types and roles of other
participants to the extent necessary to be responsive to the firm’s quality risks. When designing
quality responses, the firm will address the specific risks posed by the other participants and
their responsibilities within the firm’s engagements and QC system. For example, a firm that
uses a network as a resource in many areas, such as independence tracking and monitoring,
engagement performance, information and communication, and monitoring and remediation,
would have many quality risks and quality responses related to their use of the network. A
smaller firm that only uses one individual from outside the firm as an engagement quality
reviewer may have fewer quality risks and quality responses related to other participants to
address in its quality control system.

The following diagram provides QC 1000’s definitions of “firm personnel” and “other
participants” and provides examples of each type:

19 See, e.g., AS 1201, and AS 1206, Dividing Responsibility for the Audit with Another Accounting
Firm.

120 See, e.g., AS 2605, Consideration of the Internal Audit Function.

121 See, e.g., AS 1210, Using the Work of an Auditor-Engaged Specialist.
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Secondees and
leased staff
(AS 1201)

Firm Personnel

Individual proprietors, partners, shareholders, members or
other principals, accountants, and professional staff of a
registered public accounting firm whose responsibilities

include assisting with: R asiatets
employed

(1) The performance of the firm’s engagements; or by the firm

(2) The design, implementation, or operation of the firm’s (As1201)

QC system, including engagement quality reviews.

Professional staff includes employees as well as individuals,
such as non-employee contractors and consultants, who
work under the firm’s supervision or direction and control
and function as the firm’s employees. These individuals
include, for example, secondees and leased staff who work
under the supervision or direction and control of the firm.
Professional staff does not include persons engaged only in
clerical or ministerial tasks.

Internal auditors
of the client that
provide direct
assitance to the
auditor (AS 2605)

Other Participants

With respect to work performed in connection with the
firm’'s QC system or the performance of its engagements,
other participants are accounting firms (foreign or domestic,
registered or unregistered), accountants, and other
professionals or organizations, other than firm personnel,
whose responsibilities include assisting with:

Specialists
engaged by the
firm (AS 1210)

(1) The performance of the firm’'s engagements; or

(2) The design, implementation, or operation of the firm’s
QC system, including engagement quality reviews.

External QC
Function
(QC 1000.28)
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As noted in the diagram, the persons performing some roles, such as an EQR or
personnel at shared service centers, may be firm personnel or other participants, depending on
their relationship to the firm. For example, an EQR employed by the firm would be considered
firm personnel, whereas an EQR contracted from outside the firm that is not functioning as a
firm employee would be an other participant. Similarly, personnel at shared service centers
may be firm personnel (if they are employed by the firm or function as firm employees) or
other participants (if they are personnel of another organization, such as a network affiliate).

5. Networks

QC 1000 acknowledges that networks of firms may be structured in a variety of ways
and could include arrangements between firms for sharing knowledge; developing and
implementing consistent policies, tools, and methodologies; conducting multi-location
engagements; or executing other types of business or administrative matters. Through our
oversight activities, we have observed that some networks provide or require use of a wide
range of resources and services and may involve various levels of personnel, composed of a mix
of the firm’s national and local office personnel. Some examples of resources and services that
networks provide include:

e Audit methodologies;

Technology tools;

e Training;

e Risk management activities;

e Consultations on accounting, auditing, and SEC matters;
e Preventive engagement-level monitoring and coaching;

e Support for inspections; and

Root cause analysis and remediation.

Since networks may involve a wide variety of different arrangements and different
degrees of coordination and cooperation across firms, rather than attempting to define the
term “network,” QC 1000 describes these types of arrangements in more general terms.??

122 In the standard, references to a “network” encompass all of the memberships and affiliations

that registered firms must report to us in Item 5.2 of their annual report on Form 2, including certain
networks, arrangements, alliances, partnerships, and associations. See Iltem 5.2, PCAOB Form 2
(describing reporting requirements for memberships, affiliations, and similar arrangements).
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Under the standard, networks may include a combination of registered and unregistered
accounting firms and other entities.

6. Third-party providers
Commenters on this topic supported the definition of third-party providers as proposed.

The standard addresses resources used by the firm that are sourced from third-party
providers. Third-party providers are individuals or organizations, other than other participants,
as defined above, that provide resources to the firm that are specifically designed for use in the
performance of engagements or to assist in the operation of its QC system.'?? The following
diagram provides QC 1000’s definition of “third-party providers” and several examples of them:

Broker-dealer
monitoring
systems to

track personal

financial
interests

Audit software
provider

Third-Party Providers

Individuals or organizations, other than other
participants, that provide resources or services to
the firm that are designed specifically for use in the Pricing services
performance of engagements or to assist with
operation of its QC system.

System security
vendor

Audit
methodology
provider

Confirmation
intermediary

123 Providers of resources that are not specifically designed for use in the performance of
engagements or to assist in the operation of firms’ QC systems (e.g., general word processing and
spreadsheet software) are not “third-party providers” as we have defined that term.
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C. Scalability

The approximately 1,600 firms registered with us differ significantly based on their
nature and circumstances:

e Approximately 53% of firms are located in foreign jurisdictions, representing 89 foreign
jurisdictions;

e Approximately 20% of total firms, and 40% of firms located in foreign jurisdictions,
belong to one of six global networks that contain the largest number of registered, non-
U.S. firms that share resources such as methodology and monitoring activities'?;

e Approximately 60 firms are sole proprietorships;

e Approximately 650 firms, or 41% of firms, performed an engagement under PCAOB
standards for an issuer or broker-dealer during the 12 months ended June 2023;

o Approximately 70 only played a substantial role in such engagements in the past
year;

o Approximately 140 performed audits of only broker-dealers in the past year;

e Approximately 130 firms that did not perform an engagement under PCAOB standards
for an issuer or broker-dealer in 2022 did perform such an engagement in the past five
years; and

e Approximately 51% of firms have not performed an engagement under PCAOB
standards for an issuer or broker-dealer in the past five years.??®

124 The six global networks that contain the largest number of registered, non-U.S. firms as
reported on Form 2s filed in 2023 are: BDO International Limited, Deloitte Touche Tohmatsu Limited,
Ernst & Young Global Limited, Grant Thornton International Limited, KPMG International Cooperative,
and PricewaterhouseCoopers International Limited (the member firms of these networks are collectively
referred to herein as “GNFs”).

125 The data were obtained from Audit Analytics and publicly available data from the PCAOB’s
Registration, Annual and Special Reporting (RASR) available at https://rasr.pcacbus.org. We do not
collect information about whether registered firms perform engagements under PCAOB standards other
than for issuers and broker-dealers. Firms may be engaged, for example, in connection with the audit of
a reporting company that does not meet the Sarbanes-Oxley definition of “issuer” described in footnote
2 above, in connection with certain offerings of securities that are exempt from registration under the
Securities Act (e.g., offerings under Regulation A, Regulation D, or Regulation Crowdfunding), pursuant
to a contractual obligation such as a loan covenant, or on an entirely voluntary basis.
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While we believe the basic objectives of the QC system ought to be the same across all
firms, we believe the QC standard needs to be appropriately scalable, so that firms of different
sizes and characteristics can appropriately design their QC system to address the risks
associated with their own practice.

The specific policies and procedures necessary to achieve the objectives of the QC
system may vary significantly across firms, depending on their size, the types of engagements
they perform, and other factors. We believe that QC 1000 is sufficiently principles-based and
scalable that firms will be able to pursue an approach to QC that is appropriate in light of their
specific circumstances.

In our view, firms that perform engagements under PCAOB standards should generally
be subject to the same QC requirements. In particular, we do not believe the historical
distinction between firms that were members of the SECPS in 2003 and those that were not has
continuing relevance in determining the QC standards that should apply today. Accordingly, we
are eliminating that distinction. As discussed in more detail below, QC 1000 incorporates
certain SECPS requirements, making them applicable to all firms, and eliminates others.
However, we also believe there are specific areas, such as firm governance, where firms with
larger PCAOB audit practices should be subject to enhanced requirements. QC 1000 includes
several requirements that apply only to the firms that meet the statutory threshold for annual
PCAOB inspection.

We are aware that there is a significant number of registered firms that do not perform
engagements under PCAOB standards every year—they only participate in other firms’
engagements at less than the level of a substantial role or have no involvement in issuer or
broker-dealer engagements. We believe that the risk to investor protection is minimal if the
firm is not performing engagements under PCAOB standards for issuers and SEC-registered
broker-dealers, and that it is appropriate to provide for more limited QC obligations in those
circumstances. Under QC 1000, all registered firms are required to design a QC system but only
firms that are subject to applicable professional and legal requirements with respect to a
PCAOB engagement are required to implement and operate the QC system.

1. Scaled applicability vs. full applicability

We have created a fundamental distinction in QC 1000 between the obligation to design
a QC system in compliance with the standard, which will apply to all firms,'2¢ and the obligation
to implement and operate an effective QC system, which, broadly speaking, will apply only to
firms that perform engagements under PCAOB standards.

126 QC 1000.06, discussed in Section IV.B below, sets out the requirements for QC system design.
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Under the standard, firms are required to implement and operate an effective QC
system—that is, comply with all provisions of QC 1000—at all times that the firm is required to
comply with applicable professional and legal requirements with respect to any of the firm’s
engagements.'?’

As noted above, many registered firms do not perform engagements every year.
However, a firm that is not currently performing any engagements may nevertheless have to
comply with applicable professional and legal requirements with respect to a previous or future
firm engagement. For example, procedures for the acceptance of a new engagement have to be
performed before the engagement is conducted. Responsibilities may also arise with respect to
completed engagements long after the issuance of the auditor’s report—for example, if the
issuer requests the auditor’s consent to include its report in a registration statement, if an
engagement deficiency is identified that requires remediation, or if the auditor becomes aware
of facts that may have existed at the date of the auditor’s report which may have affected the
report. In our view, whenever a firm has responsibilities under applicable professional and legal
requirements with respect to an engagement, those responsibilities should be performed under
a QC system that is implemented, is operating, and complies with PCAOB standards.

Importantly, if a firm is required to implement and operate an effective QC system, the
firm would not necessarily have to implement and operate every QC policy or procedure that it
has designed. An effective QC system provides reasonable assurance that the firm is complying
with “applicable” professional and legal requirements. The extent of “applicable” requirements
could change depending on the firm’s circumstances, and the QC system policies and
procedures that the firm would have to implement and operate could change in response. For
example, if a firm last performed an engagement (as defined in the standard) five or six years
ago and has no current responsibilities with respect to any other firms’ engagements, it might
be subject only to requirements regarding the retention of certain engagement-related
documentation.'?® In such a circumstance, an effective QC system—i.e., a system that provides
reasonable assurance that the firm is complying with applicable professional and legal
requirements regarding such documentation—could be scaled back to address only
engagement-related documentation retention, as well as ongoing evaluation, reporting, and
documentation requirements with respect to the QC system itself. We asked in the proposing
release whether it was clear how a firm’s responsibilities under QC 1000 may change depending
on the extent of applicable professional and legal requirements to which the firm is subject at a
particular time, and commenters that responded on the issue were generally supportive.

If the firm has no more responsibilities with respect to any engagement, the firm is
required to continue operating the QC system until the next September 30 (the annual

127 QC 1000.07.
128 See AS 1215; Regulation S-X Rule 2-06, 17 C.F.R. § 210.2-06.
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evaluation date). This would ensure that the firm would be required to evaluate and report on
the QC system for any year during which the QC system was required to operate.'?®

Firms that are not subject to the requirement to implement and operate the QC system
are still subject to the requirement to design a QC system that complies with QC 1000.13°
Paragraph .06 of QC 1000, discussed in Section IV.B below, sets out the requirements for design
of the QC system in more detail.

We believe it is appropriate to limit the application of the requirements of QC 1000 for
firms that have no obligations under applicable professional and legal requirements with
respect to firm engagements. Indeed, in those situations it is hard to see how a firm could, as a
practical matter, “implement” or “operate” its QC system. Implementation and operation
contemplate, among other things, the application of QC policies and procedures to the firm’s
engagements, monitoring of work performed on engagements, and identification and
remediation of engagement deficiencies. Without “engagements,” as the standard defines that
term, implementation and operation of a QC system would be largely hypothetical. Moreover,
the population of firms that are subject only to the design requirements of QC 1000 is
comprised entirely of firms that are not required to be registered with the PCAOB— because
they do not participate in engagements under PCAOB standards or do so only below the level of
a substantial role.*3!

Many commenters, including firms and related groups, investor-related groups,
academics, and others, did not support requiring firms that are not required to comply with
applicable professional and legal requirements to design a QC system under QC 1000. Several of
these commenters expressed concerns that this would be unnecessarily costly to those firms,
or suggested that there could be challenges associated with implementing and operating a QC
system based on hypothetical risks that could differ from the actual risks at the time the firm
accepts and performs engagements pursuant to PCAOB standards. Some commenters
suggested that this requirement may cause firms to deregister with the PCAOB, decline to assist
U.S. firms in executing their global audits, or create a potential barrier to entry for new firms in
the marketplace. One firm-related group commented that as this aspect of the proposal affects
such a large number of firms, the potential political impacts deserve further consideration. The
firm-related group further commented that foreign firms could see this as an accelerator to a

129 QC 1000.07. The proposed requirements for evaluation of and reporting on the QC system are
discussed in Section IV.L below.

130 The standard makes clear that any existing obligations under QC 1000 (for example, reporting

obligations with respect to prior periods when the firm was required to implement and operate the QC
system) would continue.

131 If a firm requests leave to withdraw from PCAOB registration and is permitted to do so, the firm,

upon its withdrawal from registration, would no longer be subject to an obligation to design, implement,
or operate a QC system in accordance with QC 1000.
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decision to not service specific audit markets, which potentially impacts audit markets beyond
the U.S., and that policy makers in other countries may view the potential for further market
concentration more significantly.

Firms and a related group raising cost concerns with the proposed QC system design
requirements suggested allowing firms that do not perform engagements the flexibility to
design their QC system in accordance with another QC standard, such as ISQM 1 or SQMS 1.
One of these firms further suggested that firms transitioning to performing engagements under
PCAOB standards be given an additional six months to one year from their annual evaluation
date to file their Form QC for the transition period. The firm asserted that even if a firm has
complied with the design requirements, implementing and operating a QC system that
complies with the standard would involve significant effort. Another firm suggested that it
would be more appropriate to have a transition period for the registered public accounting firm
to update their system of quality control to adhere to the incremental requirements of the
PCAOB. An academic suggested that the design requirements for firms that have not performed
and do not plan to perform engagements pursuant to PCAOB standards should be limited to
client acceptance components. One firm suggested that the standard could include a
requirement that firms are not allowed to perform an engagement under PCAOB standards
until they have designed and implemented QC 1000. Other commenters suggested that
registered firms that do not intend to conduct PCAOB audits should not be required to do
anything under QC 1000.

Other commenters suggested a variety of approaches for when firms should be required
to implement and operate a QC 1000-compliant QC system. One firm suggested that firms that
only perform a substantial role in more than a certain threshold (presumably to be specified by
the PCAOB) of PCAOB engagements could be permitted to comply with ISQM 1linstead of being
subject to full applicability of QC 1000. Another commenter suggested that smaller firms (e.g.,
triennially inspected firms with fewer than 100 issuer engagements) be permitted the option of
complying with ISQM 1 or SQMS 1 as an alternative to QC 1000. Another firm suggested that
the PCAOB should permit non-US firms to comply with ISQM 1 rather than adopting QC 1000.
Another commenter suggested that the criteria for full applicability of the standard should be
based on whether the engagements individually or in the aggregate involve a material amount
of market capitalization. The commenter suggested that under such an approach, the
requirement to operate the QC system could be optional for registered firms auditing
companies with a smaller market capitalization.

Some commenters, including a firm, a firm-related group, and an investor, commented
that the requirement to design a QC 1000-compliant QC system is appropriate for any
registered firm, even if it is not performing engagements or playing a substantial role in other
firms’ engagements. One firm-related group agreed that whenever a firm has responsibilities
under applicable professional and legal requirements with respect to an engagement, those
responsibilities should be performed under a fully implemented and operating QC system that
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complies with PCAOB standards. However, the commenter asked for clarification on the
circumstances that trigger the need for a firm to implement and operate a QC system in
compliance with QC 1000, and suggested targeted guidance in that area would be helpful.

We continue to believe that requiring all registered firms to design a QC system that
complies with the standard, regardless of whether they have obligations with respect to
engagements, is consistent with our statutory mandate and historical practice. Sarbanes-Oxley
directs us to include in our QC standards requirements related to numerous topics for “every”
registered public accounting firm.132 The statute also directs us that applications for registration
with the PCAOB must contain “a statement of the quality control policies of the [applicant] for
its accounting and auditing practices.”*33 Consistent with that directive, as a condition to
registration, applicants are required to furnish “a narrative, summary description, in a clear,
concise and understandable format, of the quality control policies of the applicant for its
accounting and auditing practices, including procedures used to monitor compliance with
independence requirements,”'34 and that description must provide an overview of the
applicant’s quality control policies regarding each element of quality control.3> Therefore, firms
that register with the Board are already required to provide a summary of the design of their
QC system regardless of whether they have obligations with respect to engagements.136

We also believe that requiring all firms to design a QC system that complies with all
provisions of QC 1000, and not just limiting the requirement to certain components such as
acceptance and continuance of engagements, is consistent with our investor protection
mandate. While we acknowledge that there could be challenges associated with implementing
and operating a QC system based on hypothetical risks, we continue to believe that it is
important for registered firms to design a QC system based on the quality risks the firm likely
would face if it were to perform engagements. Because registering with the PCAOB enables a
firm to issue audit reports or play a substantial role on audits performed under PCAOB

132 Section 103(a)(2)(B) of Sarbanes-Oxley, 15 U.S.C. § 7213(a)(2)(B).
133 Section 102(b)(2)(D) of Sarbanes-Oxley, 15 U.S.C. § 7212(b)(2)(D).

134 Item 4.1 of PCAOB Form 1 (“Applicant’s Quality Control Policies”). We are modifying the

information about QC required in Form 1. See Section V.C.7 below.

135 See Frequently Asked Questions Regarding Registration with the Board, PCAOB Rel. No. 2003-
011F (Dec. 4, 2017) (Question #32), available at https://pcaob-assets.azureedge.net/pcaob-
dev/docs/default-source/registration/information/documents/registration fag.pdf?sfvrsn=c50d7356 O.
As part of this rulemaking the requirements in Form 1 are being amended.

136 In a separate rulemaking, we have proposed to create a new form, Form QC — Policies and

Procedures (“Form QCPP”), to require that, once QC 1000 becomes effective, any firm that registered
with the Board prior to the date that QC 1000 becomes effective must submit an updated statement of
the firm’s quality control policies and procedures pursuant to QC 1000. See Firm Reporting, Rel. No.
2024-003 (Apr. 9, 2024) at 41.


https://pcaob-assets.azureedge.net/pcaob-dev/docs/default-source/registration/information/documents/registration_faq.pdf?sfvrsn=c50d7356_0
https://pcaob-assets.azureedge.net/pcaob-dev/docs/default-source/registration/information/documents/registration_faq.pdf?sfvrsn=c50d7356_0
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standards for issuers and broker-dealers, and because investors and companies considering
engaging the firm could reasonably expect that any firm that could pursue such an engagement
would already have a PCAOB-compliant QC system designed and ready for implementation and
operation, we believe that imposing a design requirement on all registered firms promotes our
mission of protecting investors and promoting the public interest.

As discussed in more detail in Section 1V, QC 1000 includes requirements that do not
appear in other QC standards or that are more prescriptive or more specifically tailored to our
legal and regulatory environment than the provisions of ISQM 1 or SQMS 1. Because of these
key differences, we do not believe that a QC system design based on ISQM 1 or SQMS 1, as
suggested by some commenters, would be sufficient. Furthermore, we believe that compliance
with ISQM 1 may not be the regulatory baseline within certain jurisdictions. We have observed
other standard setters and regulators adopt variations of ISQM 1, which typically include more
detailed and stringent requirements.'3” Therefore, we believe that audit firms within some
jurisdictions will already have to design and operate a QC system that goes beyond the
requirements of ISQM 1, and it would not be appropriate for us to permit compliance with a
less stringent quality system than the one required in the local regulatory environment.
Similarly, we do not believe that it would be appropriate for us to permit firms to comply with
their locally applicable variation of ISQM 1 as this would result in us requiring and managing
compliance with a multitude of different QC standards.

We also continue to believe that, whenever a firm has responsibilities under applicable
professional and legal requirements with respect to a firm engagement, those responsibilities
should be performed under a QC system that is implemented, is operating, and complies with
PCAOB standards. Given the unique features of QC 1000, compliance with ISQM 1 or SQMS 1
would not, in our view, be an adequate substitute, nor would our regulatory purposes be
served by providing firms with an extended compliance period after they take on an
engagement.

We do not believe that this requirement will result in disruption to competition in the
audit market. Firms that are subject to applicable professional and legal requirements with
respect to engagements, including substantial role engagements, are required to implement
and operate a QC 1000-compliant QC system. If a registered firm that has not led an
engagement or played a substantial role in the past anticipates the possibility of transitioning to
performing engagements, we believe the requirement to design a QC system that complies
with QC 1000 will facilitate timely implementation and operation of their QC 1000 QC system,
which will in turn facilitate appropriate performance of the engagements; appropriate
monitoring and, if necessary, remedial action; and timely evaluation and reporting on Form

137 See, e.g., International Standard on Quality Management (UK) 1, adopted by the Financial

Reporting Council (March 2023).
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QC.138 QC 1000 shares a basic structure and approach with ISOQM 1 and SQMS 1, so designing
for the incremental features unique to QC 1000 should not be unduly burdensome for firms
that are subject to either or both of those other QC standards (which we believe will be the
case for a very substantial majority of firms that are in a position to perform PCAOB
engagements).!3°

We do not believe that QC 1000 conflicts with the requirements of other standard
setters or that anything prevents firms from developing a single QC system for their entire
practice that satisfies both PCAOB requirements and other professional standards to which the
firm is subject. We acknowledge certain differences between QC 1000 and the quality
management standards set by other standard setters, in particular areas where QC 1000
establishes additional or more stringent requirements. However, we believe that quality
responses developed by firms under QC 1000 can be considered by firms for the purposes of
other quality management standards to which they are subject, reducing the need for two or
more separate QC systems.

Firms participating in a PCAOB engagement below the level of a substantial role do not
require registration with the PCAOB. If such a firm does not lead and does not plan to lead
engagements or play a substantial role in engagements pursuant to PCAOB standards, then we
believe that the firm should assess whether the costs of complying with the design requirement
are commensurate with their perceived benefit of being registered with the PCAOB.

138 We understand that the actual quality risks the firm faces when it takes on an engagement may

differ from the hypothetical risks considered in designing the QC system. QC 1000 requires the firm to
establish policies and procedures to monitor, identify, and assess changes to conditions, events, and
activities that indicate modifications to the firm’s quality objectives, quality risks, or quality responses
may be needed, and to make timely modifications as needed. See QC 1000.22-23.

139 See Section VI.A.5.
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Decision Tree for Requirements of QC System

Does the firm currently perform any of
the following procedures or is it subject
to the following responsibilities with
respect to a PCAOB engagement?*

D

®

Engagement acceptance Responsibilities when Engagement post-issuance
procedures (e.g., accepting performing engagements responsibilities (e.g.,
new engagement) (e.g., independence, issuing consent, document
engagement procedures) retention)

Not Subject to APLR* Subject to APLR

Design QC system Design, implement, & operate
(QC 1000.06) QC system (over all work
performed under PCAOB standards,
including referred work)
(QC 1000.06 and .07)

'An engagement performed by the firm under PCAOB standards or an engagement performed under PCAOB standards by another firm
in which the firm plays a substantial role.
*APLR — Applicable professional and legal requirements.
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2. Other scalability considerations

Aspects of QC 1000 are risk-based, which makes them inherently scalable. Firms are
required to apply a risk-based approach to the design, implementation, and operation of the
QC system in the context of their own audit practice. The standard provides that the firm will
tailor the design of its QC system to its specific facts and circumstances, such as:

e The size and complexity of the firm;
e The types and variety of engagements it performs;
e The types of companies for which it performs engagements; and

e Whether it is a member of a network and, if so, the nature and extent of the network
relationship.

Several commenters, including firms and a firm-related group, suggested that the
proposed standard was too prescriptive. Many of these commenters suggested that, to
promote further scalability, specified quality responses could be replaced with quality
objectives to allow each firm to develop quality responses appropriate to the circumstances
and risks for their firm. One of these firms stated that it disagreed with the notion in the
proposing release that a specified quality response suggests that every firm has the same or
similar quality risks and that the responses to those risks will also be the same or similar.
Another firm suggested that the specified quality responses make the standard inherently less
scalable and could be a barrier to entry for smaller firms. The firm further suggested that an
overreliance on specified quality responses could discourage firms from performing robust risk
assessments and developing tailored quality responses. Other commenters also suggested that
more scalability could be incorporated into the standard through consideration of concepts
such as professional judgment, relevance, or reliability. Some commenters suggested that
further alignment of QC 1000 to ISQM 1 or SQMS 1 would promote further scalability. One firm
stated that the standard was overly prescriptive and suggested that specific guidance be
provided to small and medium-sized firms focused on operationality of the standard. Several
commenters expressed concern that the prescriptive nature of QC 1000 would negatively affect
smaller firms.

As discussed in Section Ill.A. above, some specified quality responses carry requirements
from our current standards into QC 1000, while others provide new requirements that we
believe are important to a firm’s QC system. We believe that this approach is appropriate and
that the specified quality responses are required to address certain quality risks that are
present in all firms that perform PCAOB engagements and to assure that the QC system is
designed, implemented and operated with an appropriate level of rigor. The inclusion of
specified quality responses in the standard should not be interpreted to suggest that we believe
all firms have the same or similar quality risks overall; the specific risks addressed by specified
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quality responses are likely a small subset of the overall population of quality risks identified by
a firm, and we expect potentially wide variation in the full set of risks faced by different firms.

We believe that the standard incorporates the concepts of professional judgment,
relevance and reliability where it is appropriate, for example, in the ability to exercise
professional judgment in the determination of whether a major QC deficiency exists, or the
discussion in the information and communication component noting that information would
have to be both relevant and reliable such that it supports the operation of the firm’s QC
system and the performance of the firm’s engagements in accordance with applicable
professional and legal requirements. We continue to believe that the inclusion of prescriptive
requirements in certain areas promotes our mission of protecting investors and promoting the
public interest.

An investor-related group commented that it supports a risk-based approach up to a
point, but it expressed concern that the standard placed too much emphasis on scalability and
recommended the development of a set of minimum requirements for the establishment of
guality control systems. Another commenter stated that the PCAOB should not let scalability
concerns get in the way of driving change and improving quality, further suggesting that
smaller-firm considerations should not get in the way of doing the right thing for the largest
audit firms. One commenter suggested more specific requirements relating to the audits of
broker-dealers, commenting that a high deficiency rate in broker-dealer audits suggests the
need for more specific requirements with respect to audits of broker-dealers, such as
requirements for specific expertise in the conduct of broker-dealer audits, or, to the extent that
the broker-dealer is a subsidiary of an issuer, requirements relating to coordination between
the broker-dealer audit team and the audit team of the issuer parent company.

The final standard establishes a set of minimum requirements that all firms must follow
in the establishment of their QC system. As discussed in more detail in Section IV.D. below,
while QC 1000 provides some flexibility with regard to the quality risks that firms identify and
the quality responses that firms develop to address those risks, it does not provide the same
flexibility with regard to quality objectives or specified quality responses. Instead, quality
objectives and specified quality responses that will apply to all firms are specified in the
standard. Firms can establish additional quality objectives—indeed, they are required to do so if
necessary to achieve the reasonable assurance objective—but they generally cannot omit or
modify any of the quality objectives or specified quality responses set out in the standard.

Within a uniform basic structure to be used by all firms, QC 1000 reflects a risk-based,
scalable approach, particularly in the risk assessment process and the monitoring and
remediation process. The nature and extent of these processes would be commensurate with
the firm’s quality risks and would therefore vary across firms in nature, scope, and complexity.
We believe it is crucial that the standard be scalable so that firms of different sizes and
characteristics can appropriately design their QC system to address the risks associated with
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their own practice, including specific risks relating to the types of companies that they audit,
such as broker-dealers. We believe that an appropriate balance between quality objectives and
specified quality responses is the best approach to improve quality across firms of all sizes that
perform engagements pursuant to PCAOB standards, whether these be issuer or broker-dealer
engagements. Similarly, the form, content, and extent of required documentation related to
the QC system will be driven by a firm’s nature and circumstances. QC 1000 contains both
provisions that scale down, by tailoring for smaller PCAOB audit practices, and provisions that
scale up, by focusing on risks faced by the largest firms.

Some provisions of QC 1000 focus particularly on firms with a smaller PCAOB audit

practice. These include:

Depending on the nature and circumstances of the firm (including its size and structure),
a single individual may be assigned more than one of the QC system oversight roles
required under the standard; and

If the firm issued engagement reports with respect to five or fewer engagements for
issuers, brokers, and dealers during the prior calendar year, engagement monitoring
activities may include monitoring audits not performed under PCAOB auditing
standards. For firms with this number of engagements performed under PCAOB
standards, we understand that requiring a firm to annually monitor its engagements
that are performed under PCAOB standards increases the likelihood of the same partner
being inspected every year under QC 1000. We believe this could disincentivize partners
from serving as the engagement partner and ultimately affect competitive conditions in
the market.

Other provisions of QC 1000 impose incremental requirements on firms that issued

audit reports for more than 100 issuers in the prior calendar year, including:

An external oversight function for the QC system composed of one or more persons
who are not partners, shareholders, members, other principals, or employees of the
firm;

a program for collecting and addressing complaints and allegations that includes
confidentiality protections;

an automated system for identifying investments in securities that might impair
independence; and

a requirement to perform in-process monitoring of engagements.

These incremental requirements specifically target and respond to potential quality risks

that we believe are more likely to arise in audit practices of a certain size and complexity. Firms
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that audit fewer than 100 issuers may still determine that the incremental requirements are an
appropriate quality response for quality risks that they have identified specific to their firm, but
these are not mandatory for these smaller PCAOB audit practices to promote scalability of the
standard.

Several commenters, including firms, suggested that the threshold for any incremental
requirements be raised to 500 issuers, to align with the existing SECPS requirement that firms
that audit more than 500 SEC registrants have an automated system to identify investment
holdings of partners and managers that might impair independence.'*® One of these firms also
suggested a dual-threshold approach that would consider both the number of issuers audited
and the market capitalization of the issuers. Two commenters, including an investor-related
group and an academic, suggested that there should not be a threshold for incremental
requirements, and all requirements of the standard should apply to all firms regardless of the
size of the firm. The academic suggested that the incremental requirements may give rise to
actual or perceived differences in audit quality between larger audit firms that issue audit
reports for more than 100 issuers and smaller audit firms that issue audit reports for fewer than
100 issuers. One firm suggested that the incremental requirements only apply to those firms
subject to annual inspection under the PCAOB's rules (in case the 100-issuer threshold for
regular inspection in Rule 4003, Frequency of Inspections, ever were changed), and another firm
suggested that these should only apply to the top six firms.

Two investor-related groups suggested that if the final standard does include a
threshold for certain incremental requirements, the threshold should relate to the market
capitalization of the issuers that the firm’s audit practice covers rather than the number of
issuer audit reports the firm issues. Other commenters were also supportive of a market
capitalization-based threshold.

Several commenters suggested that the nature of the firm’s audit practice be taken into
consideration when determining the applicability of the incremental requirements, and that
just looking to the number of issuers may not be an appropriate measure for the size or
complexity of the audit practice. One commenter suggested that the proportion of the PCAOB
audits to the size of the practice within a firm is also a relevant factor to consider. Some
commenters suggested that imposing a threshold of 100 issuers could impose a barrier to entry
for firms that wish to expand their audit practices beyond 100 issuers and, as a result, firms
may manage their practice to stay below the 100-issuer threshold.

We believe that requiring certain incremental requirements of firms with larger PCAOB
audit practices is appropriate and that the complexities inherent to large and complex firms are
likely to give rise to quality risks for which the incremental requirements would be appropriate
quality responses. Based on the comments received, we considered whether alternative

140 See SECPS § 1000.46 (requirement 4).
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measures could be used that looked to the nature and complexity of the issuers being audited,
for example, through a market capitalization-based threshold. We believe it is appropriate to
retain the threshold as proposed, based on the size of a firm’s issuer audit practice rather than
referencing the size of the companies subject to audit by the firm.

In general, we believe that the number of issuers is the most indicative measure of a
firm’s size and the complexity of its audit practice. Under a market capitalization measure, a
firm that audits a single very large issuer could look like a large firm, but its practice may well be
less complex than a firm that audits a large number of small issuers. The incremental
requirements in QC 1000 respond to specific issues or risks—firm governance, confidential
handling of complaints and allegations, tracking investments that may bear on independence,
and monitoring of in-process engagements—that we believe are more significant in complex
practices handling large numbers of engagements. Therefore, we have adopted the threshold
as proposed.

In addition, we believe that larger PCAOB audit practices that audit a greater number of
issuers are more likely to have the resources to be able to effectively comply with the
incremental requirements at a level commensurate to the risk.

We also believe that firms are familiar with the proposed threshold of issued audit
reports for more than 100 issuers, because it is used to determine which firms are subject to
annual PCAOB inspection.'*! We do not believe it to be appropriate to increase the threshold to
500 issuers or to specifically limit the requirements to certain firms. We believe that firms that
audit between 100 and 500 issuers are sufficiently large such that potential quality risks may
arise as a result, and that the incremental requirements would be responsive to these risks.

Several commenters suggested that a cut-off date for the measurement of the size of
the firm’s issuer practice relative to the 100-issuer threshold, and a related transition period
after a firm passes the 100-issuer threshold, be specified in the standard to allow time for firms
to implement the incremental requirements. One of these commenters specifically requested
consideration of the effective date for the implementation and operation of the incremental
requirements if, because of a merger or acquisition, the resultant firm performs audits of more
than 100 issuers.

The standard specifies a measurement cut-off date for the 100-issuer threshold of the
prior calendar year-end. Therefore, if a firm has issued audit reports with respect to more than
100 issuers in the period January 1 to December 31, in any given year, the firm must implement
the incremental requirements beginning the following January 1 and evaluate compliance with
the incremental requirements as of the following September 30. We believe that firms

141 See Section 104(b)(1)(A) of Sarbanes-Oxley, 15 U.S.C. § 7214(b)(1)(A); PCAOB Rule 4003,
Frequency of Inspections.
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continuously track the size of their issuer audit practice for the purpose of monitoring the
threshold for annual inspection by the PCAOB. Therefore, prior to the calendar year-end
measurement cut-off date, we expect that firms should have an informed view as to whether
they will need to design, implement, and operate the incremental requirements for the
following year. Similarly, we believe that a merger or acquisition between firms would take
time to finalize such that the firms would have an informed view of whether the incremental
requirements would be applicable to the successor firm, providing additional time for the firms
to design, implement, and begin operating the incremental requirements. In addition, we do
not believe that it is appropriate or consistent with our investor protection mandate to allow a
firm that audits over 100 issuers to not operate the incremental requirements beginning the
calendar year following the date of the merger or acquisition if that merger or acquisition
resulted in the firm auditing more than 100 issuers. We believe that specific quality risks could
arise as the result of a merger or acquisition; for example, a sudden increase in the size of the
firm could exacerbate the potential quality risks that exist as a result of a firm’s size, to which
the incremental requirements would be responsive. Furthermore, there is nothing in the
standard that prevents firms from implementing the incremental requirements earlier than
required, if they believe it to be likely that the threshold will be met.

IV.  QC1000: A FIRM’S SYSTEM OF QUALITY CONTROL

This section describes the requirements of QC 1000 and highlights the key differences
between the final standard and our current QC standards. The text of QC 1000 is presented in
text boxes. Terms defined in Appendix A to QC 1000, Definitions, are italicized throughout. For
readability, footnotes to the rule text have been omitted. For the full text of QC 1000, including
footnotes, see Appendix 1.

A. Introduction

.01 A quality control (“QC”) system of a registered public accounting firm (“firm”), as
described by this standard, consists of components that are present, function, and operate
together, not exclusively in a linear manner, enabling the consistent performance of
engagements and the issuance of informative, accurate, and independent engagement
reports in accordance with applicable professional and legal requirements. A QC system is a
continual and iterative process that is responsive to changes in the nature and circumstances
of the firm and its engagements and to relevant information that the firm gathers through its
monitoring activities and from other sources. The QC system reflects and reinforces the
firm’s role in protecting the interests of investors through the preparation of informative,
accurate, and independent engagement reports.

.02 This standard sets forth the requirements for a firm with respect to the design,
implementation, and operation of a QC system. This standard establishes a risk-based
approach to the firm’s QC system such that the firm proactively manages the quality of




PCAOB Release No. 2024-005
May 13, 2024
Page 69




PCAOB Release No. 2024-005
May 13, 2024
Page 70

The introduction section of the standard sets up the structure for providing the
standard’s requirements. Paragraphs .01-.02 describe the risk-based approach to the firm’s QC
system and acknowledge the important role of the QC system—supporting consistent
performance of engagements in accordance with applicable professional and legal
requirements—in protecting investors through the preparation of informative, accurate, and
independent engagement reports. To emphasize the auditor’s role in investor protection, we
added language to the final standard reminding auditors that the firm’s QC system enhances
investors’ ability to rely on engagement reports. We have also reversed the order of paragraphs
.01 and .02 to improve flow.

One commenter suggested a risk-based approach to quality control with minimum
requirements integrated into it, instead of a purely risk-based approach. We agree that a purely
risk-based approach would be inappropriate. As proposed and as adopted, QC 1000 is not a
purely risk-based standard. It establishes mandatory quality objectives that every firm is
required to achieve; lays out detailed, required processes for risk assessment, monitoring and
remediation, and annual evaluation of the QC system; requires specified quality responses in
many areas; and fosters accountability and rigor through mandated key roles for the QC system
with specified individual responsibility and accountability and required reporting to the PCAOB.

B. The Firm’s QC System
1. QC1000

a. Objective of the QC system

.05 A properly conducted engagement and the related report enhance the confidence of
investors and other market participants in the company’s information to which the firm’s
report relates. The objective of the firm is to design and, if applicable, implement and
operate an effective QC system. An effective QC system protects investors by facilitating the
consistent preparation and issuance of informative, accurate, and independent engagement
reports in accordance with applicable professional and legal requirements. To accomplish
this, an effective QC system consistently provides a firm with reasonable assurance that:

a. The firm, each member of firm personnel, and each other participant:

(1) Conduct each of the firm’s engagements in accordance with applicable
professional and legal requirements; and

(2) Fulfill their other responsibilities that are part of or subject to the firm’s QC
system in accordance with applicable professional and legal requirements; and
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b. Each engagement report issued by the firm is in accordance with applicable
professional and legal requirements

(hereinafter referred to as the “reasonable assurance objective”).

Note: Reasonable assurance is not absolute assurance, but a high level of
assurance. It is obtained when a firm’s QC system reduces to an appropriately
low level the risk that the objectives set forth in a. and b. are not achieved.

The proposal asked if the reasonable assurance objective was appropriate and if there
were additional objectives that the QC system should achieve. Many commenters, including
firms, supported the reasonable assurance objective and did not support additional objectives
for the QC system.

Some commenters, including investors and investor-related groups, said there should be
an explicit acknowledgement that auditing serves a public purpose and that the system of
quality control therefore should serve investors. Other investors and investor-related groups
suggested that the quality control system should seek a higher performance standard than
mere compliance. Two commenters suggested that the objective should be expanded, so that
in addition to complying with applicable professional and legal requirements, engagements
should be performed in a manner that is responsive to the needs of investors by ensuring high-
quality financial reporting. Another suggested that the foundation of the system should
promote high-quality and “useful” financial and non-financial information and achieve a high
level of transparent financial reports. The commenter also suggested removing the qualifier
“reasonable” and emphasizing that the term “assurance” refers to a high level of assurance.

We agree with these commenters that QC 1000 should frame auditor responsibilities in
terms of investor protection, and we have revised paragraph .05 to reinforce that, as discussed
in more detail below. We also considered broadening the objective of the QC system beyond
compliance in a number of ways, as suggested by commenters.

For example, we considered adding explicit references to “investor needs” to the QC
system objective. However, we are concerned that the concept of “investor needs” is too vague
and indefinite to be interpreted consistently as an objective of the QC system. Consistent with
the reasonable assurance objective, we believe that all investors want informative, accurate,
and independent engagement reports. But beyond that, investors are not monolithic and may
have different preferences. For example, the needs of a large institutional investor with an
actively managed portfolio are different from those of a retail investor holding index funds.
Investor needs could also vary across issuers and different types of financial instruments, as
well as with changes in market conditions. As a result, we do not believe that a QC system
objective that was expressly phrased in terms of satisfying “investor needs” would be capable
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of consistent interpretation or would provide firms with sufficient notice or direction about the
conduct required of them.

We believe that “high-quality” and “useful” financial reporting suffer from the same
issues. These terms are subjective, indefinite, and would mean different things to different
financial statement users and in different situations. In addition, grounding auditor obligations
in the quality or utility of financial reporting risks conflating the role of the auditor with the role
of the preparer. The fundamental responsibility for financial reporting lies with the company.
The auditor enhances investors’ ability to rely on company financial information through the
preparation and issuance of informative, accurate, and independent engagement reports, but
the company prepares the financial statements and retains ultimate responsibility for them.

We considered one commenter’s suggestion of phrasing the objective in terms of
“assurance,” rather than “reasonable assurance.” However, we believe that this would weaken,
rather than strengthen, the standard, in that it could be read to suggest that any level of
assurance, even if less than reasonable assurance, would be appropriate. As proposed, the final
standard includes a note emphasizing that reasonable assurance is a high level of assurance.

Accordingly, we have not revised the objective of the QC system as these commenters
suggested. We continue to believe that investor needs will be best served through an objective
that is grounded in auditors’ existing obligations and can be interpreted clearly and applied
consistently. Auditor obligations under applicable professional and legal requirements address
investors’ fundamental priority: that the financial statements be free of material misstatement.
They also clearly delineate what conduct is required, which enables both us and the firms we
regulate to interpret and apply them on a consistent basis.

We have, however, made revisions to paragraph .05 that we believe will be clarifying.
The final rule specifies expressly that the firm’s objective is to design, and if applicable,
implement and operate an effective QC system. Further, although we concluded that we could
not express the objective of the QC system in such terms, we do believe firms should be
prompted to remember their critical role in investor protection. With that in mind, we revised
paragraph .05 to explicitly acknowledge that a properly conducted engagement and related
report enhance the confidence of investors and other market participants in the company’s
information to which the firm’s report relates. We also revised the paragraph to remind
auditors that an effective QC system protects investors by facilitating the consistent
preparation and issuance of informative, accurate, and independent engagement reports in
accordance with applicable professional and legal requirements.

Paragraph .05 specifies that an effective QC system consistently provides a firm with
reasonable assurance that the firm, each member of firm personnel, and each other participant
conduct each engagement and fulfill their other responsibilities in compliance with applicable
professional and legal requirements, and that each engagement report issued by the firm



PCAOB Release No. 2024-005
May 13, 2024
Page 73

complies with applicable professional and legal requirements. We revised the provision to refer
to “each member of” firm personnel, “each” other participant, “each” engagement, and “each”
engagement report. This change clarifies that the QC system provides reasonable assurance,
not just over the pool of firm personnel, the pool of other participants, and the portfolio of
engagements, but over each individual and each engagement. The objective is still reasonable
assurance, not absolute assurance. But an effective QC system has to be designed,
implemented, and operated in such a way that the firm has reasonable assurance that each
individual who performs work on behalf of the firm and each engagement the firm undertakes
will comply with applicable professional and legal requirements.

One commenter asserted that some prescriptive aspects of the standard result in
absolute assurance instead of reasonable assurance. We disagree, as we believe this is a
misunderstanding of the standard. Specifically, the reasonable assurance objective under
QC 1000 is broadly consistent with our current QC standards, as well as ISQM 1 and SQMS 1, all
of which contemplate that the system of QC should provide reasonable assurance.'*? We
believe that the combination of quality objectives and specified quality responses in QC 1000
establishes a balance between prescriptive requirements and a risk-based approach that
contributes to the firm obtaining reasonable assurance, but does not require absolute
assurance. Of course, nothing precludes a firm from going beyond the requirements in QC 1000
when designing its QC system.

One commenter suggested that the concept of reasonable assurance was not clear and
could be clarified by retaining a footnote from QC 20 that reinforces that deficiencies in
individual engagements do not, in and of themselves, indicate a firm’s quality control system is
insufficient to provide reasonable assurance. We have not retained that footnote. The concept
of reasonable assurance should be familiar to auditors; it is a basic concept under our current
standards and we believe it can be interpreted and applied consistently. In addition, in light of
QC 1000’s detailed process for the evaluation of the QC system, including the new defined
terms “QC deficiency” and “major QC deficiency,” discussed in Sections IV.K and IV.L below, we
do not believe such a footnote is necessary. Under QC 1000, firms will determine whether the
QC system meets the reasonable assurance objective by determining whether any “major QC
deficiencies” exist. The existence of major QC deficiencies indicates that the QC system does
not provide reasonable assurance, whereas the existence of QC deficiencies that do not meet
the definition of major QC deficiency does not. Since that conclusion is apparent from the
definitions, we do not believe that the existing footnote is needed.

The “reasonable assurance objective” of the firm’s QC system is similar to the objective
of the QC system under existing PCAOB standards, except that the current standard requires
reasonable assurance as to compliance with applicable requirements and “the firm’s standards

142 See ISOM 1.14; SOQMS 1.15.
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of quality” (i.e., the firm’s policies and procedures),'** whereas QC 1000’s reasonable assurance
objective refers only to applicable requirements. This change reflects the different role played
by firm policies and procedures under our current QC standards compared to QC 1000. Firm
policies and procedures are the linchpin of current PCAOB QC standards: Most of our current
QC standards simply require firms to establish, communicate, document, and monitor specified
policies and procedures. Policies and procedures also play an important role under QC 1000,
but they would have a different context because of the significant differences in the way in
which the standard is structured.

QC 1000 is grounded in the firm’s risk assessment process, whereby the firm’s quality
objectives and the risks to achieving them are identified and addressed by the firm in an
ongoing, structured fashion. This risk assessment process drives how the firm develops and
refines its policies and procedures; the “quality responses” are designed and implemented to
address quality risks. As such, policies and procedures are a means to an end—addressing
quality risks—rather than an end in themselves. QC 1000 provides more detailed requirements
regarding the structure, scope, and functioning of the firm’s QC system, particularly in the
monitoring and remediation component, than our current QC standards.

This does not mean that firms’ QC policies and procedures are no longer important. On
the contrary, they are critical to addressing quality risks and thereby achieving quality
objectives and the reasonable assurance objective. However, firms may no longer rely on
simply promulgating policies and procedures as the central, and sometimes only, component of
their QC system. Compliance with the QC standard ultimately is based on whether the firm has
met its quality objectives and the reasonable assurance objective—which are driven by
whether the firm’s policies and procedures have in fact been effective in addressing quality
risks—and on whether the firm has complied with the requirements of the standard in the
design, implementation, and operation of the QC system. Another commenter suggested that
the QC system should not address firm policies and procedures that go beyond applicable
professional and legal requirements, on the basis that it might undermine investor protection
by disincentivizing firms from developing policies and procedures that go beyond what is
required. For the reasons discussed above, we have not included policies and procedures in the
reasonable assurance objective. However, because policies and procedures play an important
role in the firm achieving the reasonable assurance objective, we have determined that some
quality objectives have to incorporate compliance with firm policies and procedures as well as
applicable professional and legal requirements.

The reasonable assurance objective also reflects the view that the purpose of the QC
system is to drive overall compliance by the firm, each member of firm personnel, and each
other participant with applicable professional and legal requirements, and not necessarily to
drive more narrow compliance with firm policies and procedures.

143 QC 20.03; QC20.17.
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Under QC 1000, the reasonable assurance objective of the firm’s QC system is generally
consistent with the objective of the QC system under our existing QC standards but, in addition
to the changes discussed above, it places more emphasis in three key areas:

e Expressly reminding auditors that an effective QC system protects investors by
facilitating the consistent preparation and issuance of informative, accurate, and
independent engagement reports;

e Specifying that responsibilities be fulfilled not only with respect to professional
standards, but also with respect to legal requirements to the extent they apply (e.g., SEC
and PCAOB rules, other provisions of U.S. federal securities law, and other applicable
legal and regulatory requirements); and

e Expressly mentioning compliant engagement reporting (an existing responsibility under
PCAOB standards), given the explicit reference to audit reports in Sarbanes-Oxley.4*

Responsibilities in this context include all responsibilities that are subject to applicable
professional and legal requirements—for example, in relation to the firm’s engagements, work
the firm does on other firms’ engagements, training, independence monitoring, and other
activities that are part of or subject to the firm’s QC system.

In addition, the objective covers the activities of a broader group than current
standards. It applies not only with respect to firm personnel and other auditors, but also to
other participants involved in the firm’s engagements and QC activities whose work is
performed at the direction of the firm. As discussed in Section 111.B above, we believe that
QC 1000 should reach such other participants in light of, among other things, the increasing
prevalence and importance of the use of professionals and organizations outside the firm, such
as auditor-engaged specialists and service centers, in audits performed under PCAOB standards.
Many commenters, generally firms and related groups, expressed concern about the inclusion
of other participants in the reasonable assurance objective. We believe that the firm’s own QC
system must address all the work done on the firm’s engagements and in connection with the
design, implementation, and operation of the firm’s QC system, regardless of who does it. The
reasonable assurance objective in QC 1000 appropriately reflects that scope.

144 See, e.g., Section 103(a)(1) of Sarbanes-Oxley, 15 U.S.C. § 7213(a)(1); Section 103(a)(2)(B) of
Sarbanes-Oxley, 15 U.S.C. § 7213(a)(2)(B).
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b. Requirements to Design, Implement, and Operate a QC System

.06 A firm must design a QC system that complies with this standard. To design such a QC
system, the firm must:

a. Assign QC-related roles and responsibilities (see paragraphs .10-.17);

b. Establish quality objectives, annually identify and assess quality risks to the
achievement of those objectives, and design quality responses to address those
risks (see paragraphs .18-.57);

c. Design a monitoring and remediation process (see paragraphs .58-.76); and
d. Document the design of the QC system (see paragraphs .81-.86).
.07 The requirement to implement and operate the QC system applies as follows:

a. A firm must implement and operate an effective QC system at all times when the
firm is required to comply with applicable professional and legal requirements
with respect to any of the firm’s engagements, and thereafter through the
following September 30.

b. During the time the firm’s QC system is required to be operating effectively, the
firm’s QC system must operate over any audit, attestation, review, or other work
performed under PCAOB standards by the firm, regardless of the level of the
firm’s participation in such work (i.e., even if the firm plays less than a substantial
role).

c. Afirm that is required to implement and operate its QC system is also required to
annually evaluate its QC system as of September 30 and report on that evaluation
(see paragraphs .77-.80).

d. For any time that a firm is not required to implement and operate an effective QC
system, this standard will apply to the firm only in regard to the design of the QC
system (based on the quality risks the firm likely would face if it were to perform
engagements) as provided in paragraph .06.

Note: Any obligations under QC 1000 that exist at the time a firm is no longer
required to implement and operate the QC system, such as obligations to
evaluate and report on the QC system for previous periods, will continue.
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QC 1000 requires all firms to design a QC system that complies with the standard. This
entails assigning QC-related roles and responsibilities as provided in paragraphs .10-.17;
establishing quality objectives, at least annually identifying and assessing quality risks to the
achievement of those objectives, and designing quality responses to address those risks, as
provided in paragraphs .18-.57; designing a monitoring and remediation process that, upon
implementation, would comply with paragraphs .58-.76; and documenting the design of the QC
system as provided in paragraphs .81-.86. The design of the QC system is based on the quality
risks the firm likely would face if it performed engagements.

We received a significant volume of comments on this aspect of the proposal, which we
discuss in Section Ill.C.1 above. In addition, one commenter suggested emphasizing the concept
of professional judgment by incorporating it in paragraph .06 or .07 and defining it in Appendix
A of QC 1000. It is true that under QC 1000, judgment may have to be exercised in areas of the
QC system, such as assessing risk and evaluating QC deficiencies. However, the basic approach
of QC 1000, which specifies quality objectives to be achieved through specified risk assessment
and monitoring and remediation processes, is outcome-based and not simply a matter of
professional judgment. Moreover, under paragraph .10, all activities related to the QC system
must be performed with due professional care. This means that even in judgmental areas,
professional judgment is not unbounded; individuals must exercise professional skepticism and
use the requisite knowledge, skill, and ability to diligently (and in good faith and with integrity)
obtain and objectively evaluate information. Accordingly, we are adopting these requirements
as proposed.

In addition to the obligation to design the QC system, firms are required under
paragraph .07 to implement and operate an effective QC system (i.e., comply with all provisions
of the standard) at all times that the firm is required to comply with applicable professional and
legal requirements with respect to any of the firm’s engagements.'# This would occur, for
example, whenever the firm has responsibilities with respect to the acceptance of an
engagement, the performance of an engagement, remediation of deficiencies in an
engagement, or matters associated with an engagement that arise or continue after issuance of
the engagement report, such as retention of audit documentation, issuance of reports included
in Securities Act filings (including consent to the inclusion of such reports),4® other engagement
deficiencies,*’ and subsequently discovered facts.*® Once a firm no longer has any
responsibilities under applicable professional and legal requirements with respect to any firm

145 Note, however, that the firm would not necessarily have to implement and operate every QC

policy and procedure it has designed. See Section III.C. Scalability.

146 See AS 4101, Responsibilities Regarding Filings Under Federal Securities Statutes.

147 See AS 2901. We are amending AS 2901 in connection with this rulemaking to expand auditor

responsibilities with respect to engagement deficiencies. See Section V.A for additional discussion.

148 See AS 2905, Subsequent Discovery of Facts Existing at the Date of the Auditor’s Report.
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engagements, the firm will be required to continue operating the QC system until the next
September 30 (the next date as of which the firm is required to evaluate the QC system). This
ensures that the firm will evaluate and report on the QC system for any year during which the
QC system was required to operate.'4°

Note that firms may not have lengthy advance notice before responsibilities arise under
applicable professional and legal requirements with respect to an engagement. For example, a
firm may be contacted by an affiliated firm to play a substantial role in an engagement or may
be asked to consent to the inclusion of a previously issued audit report in the registration
statement of a company previously audited by the firm. Under the standard, registered firms
will have to stand ready to have their QC system implemented and operating over such
responsibilities whenever they arise.

Although all PCAOB-registered firms are required to design a QC system that complies
with the standard, the obligation to implement and operate that system applies only when the
firm is required to comply with applicable professional and legal requirements with respect to
the firm's engagements. Implementing and operating a QC system means that assigned
personnel are fulfilling their QC-related roles and responsibilities under QC 1000, the relevant
quality responses (i.e., policies and procedures) and monitoring and remediation process that
the firm has designed are operational, and the firm is documenting the implementation and
operation of its QC system. As noted above in the discussion of scalability, the scope of the QC
system is driven by the professional and legal requirements that apply to the firm and its
engagements and the relevant risks, which may vary depending on the nature and extent of the
firm’s practice.

The standard also makes clear that existing obligations under QC 1000, such as the
obligation to evaluate and report on the QC system for periods in which the QC system was
required to be implemented and operating, are not extinguished when a firm transitions from
full applicability to scaled applicability.

As discussed in more detail in Section 11l.C above, our view is that requiring all registered
firms to design a QC system that complies with QC 1000 is consistent with our statutory
mandate, historical practice, and investor protection mission, and that scaling back obligations
under QC 1000 to the design of the QC system, as described under paragraph .06, is justified in
cases where a firm is not subject to any obligations under applicable professional and legal
standards with respect to any firm engagement.

149 The requirements for evaluating and reporting on the QC system are discussed in Section IV.L

below.
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c. Risk-based approach

.08 In applying a risk-based approach to its QC system, the firm must:
a. Design, implement, and operate a risk assessment process, including:

(1) Establishing quality objectives necessary to achieve the reasonable assurance
objective;

(2) Identifying and assessing quality risks to the achievement of the quality
objectives; and

(3) Designing and implementing quality responses to address the quality risks;
b. Design, implement, and operate a monitoring and remediation process; and
c. Evaluate the effectiveness of the QC system and report on that evaluation.

.09 In applying a risk-based approach to the firm’s QC system, the firm must take into
account the nature and circumstances of the firm, its engagements, and other relevant
information. Accordingly, the firm should tailor its QC system to the firm’s specific facts and
circumstances (e.g., the size and complexity of the firm, the types and variety of
engagements it performs, the types of companies for which it performs engagements, and
whether it is a member of a network and, if so, the nature and extent of the relationship
between the firm and the network).

Note: Networks may be structured in a variety of ways and could include
arrangements between firms for the purpose of sharing knowledge;
developing and implementing consistent policies, tools, and methodologies;
conducting multi-location engagements; or executing other types of business
or service matters. Networks may include both registered and unregistered
accounting firms.

We did not receive comments specifically on these paragraphs and are adopting them
as proposed. These paragraphs require a firm to employ a risk-based approach to quality
control, such that the firm proactively manages its QC system and the quality of the work it
performs on engagements.

Under the standard, the firm is required to design, implement, and operate a QC system
that reflects and responds to the firm’s particular risks through two process components.
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e The firm’s risk assessment process—establishing quality objectives, identifying and
assessing quality risks to the achievement of those objectives, and designing and
implementing quality responses to address the identified quality risks—is applied to
all of the aspects of the firm’s organization and operations that are covered by the
QC system and thus is tailored to each firm’s specific facts and circumstances.

e The monitoring and remediation process is carried out in a way that is informed by
and responsive to risks—for example, quality risks influence both the selection of
engagements to monitor and the design and extent of monitoring activities.

The requirement to evaluate the effectiveness of the QC system supports continued
improvement in these risk assessment and monitoring and remediation processes by requiring
the firm to evaluate and report on whether the quality objectives and the reasonable assurance
objective have been achieved. These requirements are discussed in more detail in Section IV.D,
Section IV.K, and Section IV.L below.

The aspects of QC 1000 that are risk-based are inherently scalable. In applying a risk-
based approach, the firm is required to tailor its QC system to the firm’s specific facts and
circumstances, including the size and complexity of the firm, the types and variety of
engagements it performs, the types of companies for which it performs engagements, and
whether it is a member of a network (and if so, the nature and extent of the relationship
between the firm and the network). Accordingly, a large, complex firm that performs a wide
variety of engagements will likely be required to have a more complex QC system than a small
firm that performs a small number of less complex engagements.

2. Current PCAOB standards

As described in Section Il.A above, under current QC standards, a QC system is broadly
defined as a process to provide a firm with reasonable assurance that its personnel comply with
professional standards applicable to its accounting and auditing practice and the firm’s
standards of quality.?>® The QC system encompasses the firm’s organizational structure, policies
adopted, and procedures established to provide that reasonable assurance.'>! Registered firms
are required to design, implement, and operate a system of quality control to provide this
reasonable assurance.

C. Roles and Responsibilities

Expectations of individuals within the QC system are established through the
assignment of roles and responsibilities that are essential to a well-functioning QC system. This

150 See QC 20.03.
1> See QC 20.04.
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aspect of the QC system creates clearer lines of communication and decision-making authority
and greater accountability for those assigned to such roles. One commenter on the overall
requirements supported them as proposed. Some firm commenters also supported the
proposed roles and offered operational suggestions, while other firm commenters asserted that
the proposed roles and responsibilities were not clear and appropriate for the reasons
described in the following subsections.

1. QC1000

a. Due professional care

.10 All firm personnel and other participants involved in the design, implementation, and
operation of the QC system must exercise due professional care in all matters related to the
QC system. Due professional care concerns what those individuals do and how well they do
it. Due professional care means acting with reasonable care and diligence, exercising
professional skepticism, acting with integrity, and complying with applicable professional and
legal requirements. Professional skepticism is an attitude that includes a questioning mind
and a critical assessment of the relevant information.

Paragraph .10 of the standard addresses due professional care in performing
responsibilities in relation to the QC system. Due professional care, applicable to all firm
personnel and other participants, includes professional skepticism. The concept of due
professional care imposes a responsibility upon firm personnel and other participants to
observe relevant professional standards including, in the context of quality control, QC 1000.
We believe that this provision is a helpful clarification because the PCAOB standards describing
due professional care do not specifically mention QC activities.*>?

One commenter urged us to clarify the need for professional skepticism by leadership in
quality control roles. We do not believe specific provisions are needed in that regard, because
paragraph .10 applies to all individuals performing QC roles, including those in leadership roles.

We are adopting this provision with modifications to align with the descriptions of due
professional care and professional skepticism being adopted in AS 1000.%>3

152 A new auditing standard, AS 1000, is being adopted to combine and update the four standards
that set forth the general principles and responsibilities of the auditor, including AS 1015, Due
Professional Care in the Performance of Work. See Auditor Responsibilities Release.

153 /d
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b. Assignment of roles and responsibilities

A1 The firm’s principal executive officer (i.e., the highest-ranking executive, regardless of
formal title) is ultimately responsible and accountable for the QC system as a whole.

Note: If a firm has co-principal executive officers, the references to “the
individual assigned ultimate responsibility and accountability for the QC
system as a whole” apply to each of the co-principal executive officers and
each of them is ultimately responsible and accountable for the QC system as a
whole.

12 The firm must assign other roles and responsibilities with respect to the QC system to
firm personnel who have the experience, competence, authority, and time needed to enable
them to carry out their assigned responsibilities. Such roles should include the following:

a. Operational responsibility and accountability for the QC system as a whole;

b. Operational responsibility for the firm’s compliance with ethics and independence
requirements;

c. Operational responsibility for the monitoring and remediation process; and

d. If appropriate based on the nature and circumstances of the firm, operational
responsibility for other components of the QC system.

Note: Each of the roles identified in subparagraphs a.-c. above cannot be
shared, but rather must be assigned to only one individual. However,
depending on the nature and circumstances of the firm (including its size and
structure) and its engagements, the firm may assign one individual to more
than one of the roles identified in paragraphs .11 and .12.

13 The firm should establish a direct line of communication from each individual
assigned operational responsibilities (see paragraph .12) to the individual assigned ultimate
responsibility and accountability for the QC system as a whole (see paragraph .11).

We proposed to require the highest-ranking executive in the firm to bear ultimate
responsibility and accountability for the QC system as a whole. If a firm has co-principal
executive officers, each of them would bear such ultimate responsibility and accountability. We
did not prescribe the substantive qualifications the highest-ranking executive in the firm should
have; the proposal did not include any such criteria (unlike the assigned roles under paragraph
.12, which only may be assigned to personnel who have the experience, competence, authority,
and time to carry out their responsibilities). Our intention was to establish accountability for QC
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at the highest level within the firm and underscore the critical importance of the QC system.
One commenter supported this requirement, as it is analogous to the CEO being jointly
responsibly for the SEC certifications with respect to the financial statements and internal
controls. One commenter requested clarification on the structure of smaller firms where the
firm’s CEO may not be an audit practitioner and may rely on others to fulfill the requirements of
the QC system. We believe it is important for the firm’s principal executive officer, irrespective
of whether that person is an audit practitioner, to be ultimately responsible and accountable
for the firm’s QC system, because we believe that this will lead to more vigorous oversight of
the audit practice; benefiting investors and other stakeholders that rely on the firm’s work.

The requirement in paragraph .12 of QC 1000 is limited to roles that are expected to
exist in any firm and allows each firm to assign these roles based on the nature and
circumstances of the firm, provided that those assigned have the experience, competence,
authority, and time to enable them to carry out their assigned responsibilities. This approach
also addresses scalability; as the note to paragraph .12 makes clear, depending on the nature
and circumstances of the firm, one individual may be assigned to more than one of the roles in
paragraphs .11 and .12.

A number of commenters suggested that the roles in paragraph .12 should be able to be
split into multiple roles or assigned to multiple people. Commenters asserted that the roles,
such as operational responsibility for the ethics and independence component, are complex
enough to require two individuals. Several of the same commenters expressed that the
requirement is generally too prescriptive. Several firms indicated that many firms in larger
networks may commonly have these specified roles filled by individuals outside of the firm and
the restriction of these roles to firm personnel may be problematic operationally.

For the roles specified in paragraph .12, the final standard retains the requirement that
only one individual may be assigned responsibility for each role. A firm may have multiple
individuals or multiple layers of personnel supporting these roles, but the responsibility for the
assigned role may not be delegated and will remain with the one assigned individual. For
example, a firm could assign one person to ethics-related matters and another person to
independence-related matters, as long as both of these individuals report to the person with
operational responsibility for the firm’s compliance with ethics and independence
requirements. We acknowledge that some firms may seek assistance from their network or
other participants in performing some of their QC-related activities, but we believe a single
individual within the firm should remain responsible for the operational responsibilities of the
assigned roles. Regardless of whether specific tasks are delegated to others, the individual
assigned to a specified role remains responsible and accountable for the role’s related
responsibilities.

Commenters generally supported allowing one person to hold multiple responsibilities
under certain circumstances, such as smaller firms with limited resources. Two commenters
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supported the roles as proposed and one commenter suggested the firm’s head of audit
practice also be included as a role.

Our view is that the roles specified in paragraph .12 would be appropriate for every
firm. Provided that the criteria in paragraph .12 of QC 1000 are met, the individual assigned
ultimate responsibility and accountability for the QC system also may assume responsibility for
all aspects of the QC system, including operational responsibility for the QC system, the firm’s
compliance with ethics and independence requirements, and the monitoring and remediation
process. We have not been specific about who should be assigned the roles identified in
paragraph .12. A firm may determine, based on its nature and circumstances, that it is
appropriate to assign already established leaders to one or more of these roles, such as the
head of audit practice as suggested by a commenter.

One commenter requested clarification of the intended role in .12d. The role in
paragraph .12d allows firms to assign operational responsibility for other components (e.g., the
resources component) based on the nature and circumstances of the firm. The standard
provides firms the ability to add additional roles and responsibilities, if appropriate, and the
flexibility to assign one individual to more than one of the roles specified.

The proposal asked if firms would have difficulty filling the assigned roles. Two
commenters were optimistic these roles could be filled in light of the requirements.
Commenters cited increased liability or workload associated with these roles as potential
disincentives that may keep qualified individuals from accepting these roles. Specifically, some
commenters asserted that the proposal would lower the threshold for individual liability
compared to current requirements, and that the threat of enforcement sanctions would deter
individuals from accepting the roles.’>* One commenter sought clarification on the supervision
obligations prescribed under QC 1000 and the Board’s authority to bring enforcement actions
for failure to reasonably supervise under Section 105(c)(6) of Sarbanes-Oxley. One commenter
recommended amending paragraph .11 to acknowledge that individuals assigned ultimate
responsibility for the QC system as a whole can rely on information provided to them and their
responsibility is governed by a good faith standard. Two commenters expressed concern that
firms, especially smaller issuer or broker-dealer practices, would have difficulty filling the
specified roles. One commenter was concerned with increased accountability and suggested
balancing accountabilities such that processes and outcomes, as well as rewards and penalties,
are more appropriately weighted.

Current QC standards generally impose responsibilities directly on the firm rather than
on individuals. Enforcement actions related to the failure to comply with current QC standards

154 Analogous concerns were also raised by commenters in relation to the separate rulemaking

Proposed Amendments to PCAOB Rule 3502 Governing Contributory Liability, available on the Board’s
website in Docket 053.
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can be brought against individuals for contributing to violations by the firm!>> or for failing to
reasonably supervise an associated person of the firm who commits certain violations.>®

Under QC 1000, the individuals who are assigned specific responsibilities with respect to
the QC system could be charged with violations if they fail to comply with those enumerated
responsibilities, as well as for contributing to firm violations or failing reasonably to
supervise.’®’ As discussed further in the sections that follow, the individuals who fill the roles
specified in paragraphs .11 and .12 of QC 1000 have specified responsibilities spelled out in
paragraphs .14 through .17 of the final standard. Those individuals must exercise due
professional care (see paragraph .10), and their failure to properly discharge their duties—for
example, to establish or direct the establishment of certain QC-system reporting lines (see
paragraph .14b), to certify the firm’s Form QC report to the PCAOB (see paragraphs .14d and
.15b), or to timely communicate certain information to others (see paragraphs .16b and .17b)—
would constitute violations of QC 1000. So while current QC standards generally require either
a primary violation by the firm to trigger an individual’s potential liability under Rule 3502 or a
primary violation by another associated person to trigger a supervisory person’s potential
liability under Section 105(c)(6) of Sarbanes-Oxley, QC 1000 creates a framework in which an
individual’s failure to discharge prescribed responsibilities could give rise to individual liability
without regard to whether primary violations were committed by another.

That is not to say, however, that the individuals filling the roles specified in paragraphs
.11 and .12 of QC 1000 no longer can be charged with contributing to violations by the firm or
for failing to reasonably supervise an associated person who commits certain violations.
Because of the important role played by the individuals filling those roles, their failure to
properly fulfill their responsibilities may contribute to violations by their firm. Furthermore,
paragraphs .15a, .16a, and .17a of the final standard make clear that the individuals who fill the
roles discussed therein are supervisory persons who have supervisory responsibilities under our
QC standards, for purposes of Section 105(c)(6) of Sarbanes-Oxley.

We believe that providing another basis for enforcement against responsible individuals
could enhance their accountability for the QC system. Enhanced accountability emphasizes the
importance of the firm assigning roles to firm personnel who have the experience, competence,
authority, and time needed to carry out their assigned responsibilities. Although we recognize
that some commenters expressed concern about whether individuals would be willing to

155 See PCAOB Rule 3502, Responsibility Not to Knowingly or Recklessly Contribute to Violations. The

Board has proposed to amend Rule 3502 in certain ways, including by changing the standard of conduct
for associated persons’ contributory liability from recklessness to negligence. See Proposed Amendments
to Rule 3502 Governing Contributory Liability, PCAOB Rel. No. 2023-007 (Sept. 19, 2023).

156 See Sarbanes-Oxley § 105(c)(6), 15 U.S.C. § 7215(c)(6).
157 See PCAOB Rel. No. 2023-007.



PCAOB Release No. 2024-005
May 13, 2024
Page 86

assume these specified roles, we believe that these roles are necessary and appropriate for
every firm. We also believe that, with appropriate incentives, firms should be able to fill these
roles. We are adopting these requirements as proposed.

We discuss each of the QC roles identified in the standard in the subsections that follow.
Paragraph .13 provides that individuals assigned operational responsibilities under paragraph
.12 should have a direct line of communication to the individual with ultimate responsibility and
accountability for the QC system. This line of communication would provide these individuals
the information necessary to perform their assigned roles. One commenter supported a
feedback loop between the individuals assigned responsibilities under paragraphs .11 and .12,
but sought clarity regarding whether individuals in the roles in paragraph .12 are required to
report to the firm’s principal executive officer. We are not prescribing the firm’s reporting
structure related to those roles, as it may vary based on the nature and circumstances of the
firm.

c. Ultimate responsibility and accountability for the QC system as a whole

.14  The individual assigned ultimate responsibility and accountability for the QC system as
a whole should:

a. Demonstrate a commitment to quality through the individual’s actions, behaviors,
and communications. This includes recognizing and reinforcing the importance of
professional ethics, values, and attitudes, and establishing the expected behavior
of firm personnel related to activities within the firm’s QC system and the
performance of its engagements.

b. Establish or direct the establishment of structures, reporting lines, and authorities
and responsibilities for the following roles:

(1) Operational responsibility and accountability for the QC system as a whole;

(2) Operational responsibility for the firm’s compliance with ethics and
independence requirements;

(3) Operational responsibility for the monitoring and remediation process; and
(4) If assigned, operational responsibility for other aspects of the QC system.

c. Be accountable for the design, implementation, and operation of the firm’s QC
system in accordance with applicable professional and legal requirements and the
firm’s policies and procedures and for the annual evaluation of the firm’s QC
system required by paragraph .77.
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d. Certify the firm’s report to the PCAOB on its annual evaluation of the QC system
(see paragraph .79).

The individual assigned ultimate responsibility and accountability for the QC system as a
whole reinforces the responsibility and accountability of firm personnel by demonstrating a
commitment to quality. The standard emphasizes the role of that individual—by the individual
recognizing and reinforcing professional ethics, values, and attitudes through the individual’s
actions, behaviors, and communications—in establishing a firm’s tone at the top and attitude
towards quality.

The individual assigned ultimate responsibility and accountability is responsible for
establishing, or directing the establishment of, structures, reporting lines, and authorities and
responsibilities for the roles involving operational responsibility for aspects of the QC system
and the QC system as a whole. For each firm, the approach to fulfilling these responsibilities will
be dependent on the firm’s nature and circumstances. For example, in a smaller firm where
there are fewer individuals with assigned roles, structures may be less formal. Conversely, for a
larger firm, it may be necessary to have multiple individuals in roles with assigned
responsibilities or to have multiple layers of personnel supporting different activities. However,
ultimate responsibility and accountability cannot be delegated.

Also, the individual assigned ultimate responsibility and accountability is accountable for
the design, implementation, and operation of the firm’s QC system in accordance with
applicable professional and legal requirements and the firm’s policies and procedures, as well
as for the firm’s annual QC system evaluation. The functions performed by the individual with
ultimate responsibility and accountability may vary across firms. For example, in a smaller firm,
the individual assigned ultimate responsibility and accountability may be directly involved in
aspects of the QC system, such as the firm’s monitoring and remediation process. In a larger
firm, this person may supervise others who perform these activities.

Lastly, we proposed requiring the individual assigned ultimate responsibility and
accountability for the QC system as a whole, along with the individual assigned operational
responsibility and accountability for the firm’s QC system as a whole, to certify the firm’s
annual evaluation of its QC system in a report to the PCAOB. One commenter expressed
concern that the certification requirements may create a barrier to firms operating in
environments that do not have Sarbanes-Oxley-style reporting requirements. The same
commenter also emphasized the certifications may have a disproportional impact on smaller
firms that have fewer resources. One commenter suggested that certification by the firm’s CEO
is an ineffective incentive and a more appropriate incentive would be compensation that was
heavily weighted towards effective QC systems.
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As we discuss further in Section IV.L.1.c.iii below, we believe such certification will lead
to increased discipline in the evaluation process and reinforce the accountability of the
certifying individuals, and have adopted that requirement as proposed. We believe
certifications are commonly known among issuers within our regulatory environment and
would be familiar to their auditors. We also believe the certification requirements will
complement the revised provisions in paragraphs .25b and .44g of the final standard, which
address compensation incentives based on an effective QC system.

d. Operational responsibility and accountability for the QC system as a
whole

.15 The individual assigned operational responsibility and accountability for the QC
system as a whole should:

a. Supervise the design, implementation, and operation of the firm’s QC system in
accordance with applicable professional and legal requirements and the firm’s
policies and procedures; and

b. Certify the firm’s report to the PCAOB on its annual evaluation of the QC system
(see paragraph .79).

This requirement did not draw comment and we are adopting it as proposed.

The individual assigned operational responsibility and accountability for the QC system
as a whole is accountable for supervising the design, implementation, and operation of the
firm’s QC system. This includes overseeing the operation of the QC system in achieving the
reasonable assurance objective. Depending on the nature and circumstances of the firm, this
individual may be the same person assigned ultimate responsibility and accountability for the
QC system, or may be assigned other operational responsibilities, such as for ethics and
independence or monitoring and remediation.

In carrying out the specified responsibilities, the individual assigned operational
responsibility and accountability for the QC system as a whole may be supported by the
individuals assigned operational responsibility for the firm’s compliance with ethics and
independence requirements, the monitoring and remediation process, or other components of
the QC system. This includes receiving information from such individuals regarding violations of
ethics and independence requirements and the results of the monitoring and remediation
process.

Along with the individual assigned ultimate responsibility and accountability for the QC
system as a whole, and for similar reasons, we are requiring the individual assigned operational
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responsibility and accountability for the QC system as a whole to certify the firm’s annual
report to the PCAOB on the evaluation of its QC system, as discussed in Section IV.L.1.c.iii
below.%8

e. Operational responsibility for the firm’s compliance with ethics and
independence requirements

.16 The individual assigned operational responsibility for the firm’s compliance with
ethics and independence requirements should:

a. Supervise the design, implementation, and operation of the firm’s ethics and
independence component (see paragraphs .30-.36); and

b. Communicate, on a timely basis, violations of ethics or independence
requirements, including personal independence violations, to the individuals
assigned (1) operational responsibility for the firm’s monitoring and remediation
process and (2) operational responsibility and accountability for the QC system as
a whole.

Compliance with ethics and independence requirements is essential to the performance
of engagements and, in some situations, presents challenging, novel, or complex issues. Our
current requirements for former SECPS member firms include designating a senior-level partner
to oversee the firm’s independence policies and consultation process, among other
independence-related activities. Like in the proposal, in the final standard the individual
assigned operational responsibility for compliance with ethics and independence requirements
will supervise the areas addressed by the ethics and independence component of QC 1000,
which include the firm’s risk assessment process for ethics and independence and the design,
implementation, and maintenance of the firm’s policies and procedures related to ethics and
independence.

Within the ethics and independence component, there are quality objectives and
specified quality responses that address potential violations of ethics and independence
requirements, including a quality objective that potential violations are communicated to the
individual with operational responsibility for ethics and independence requirements. That
individual is then responsible for communicating such violations to the individuals assigned

158 If the same person were assigned both ultimate responsibility and accountability and

operational responsibility and accountability for the QC system, that person would sign the certification
in both capacities.



PCAOB Release No. 2024-005
May 13, 2024
Page 90

operational responsibility for the monitoring and remediation process and operational
responsibility and accountability for the QC system as a whole.

Paragraph .16b, as well as several other requirements in the standard, refers to actions
being taken on a “timely basis.” In each of these cases, what constitutes “timely” would depend
on the underlying matter to which the action relates, including the matter’s nature, scope, and
impact. Timely communication and action should be sufficiently prompt to achieve its
objective. In some cases, for example, where there is a high risk of a severe or pervasive
problem, communication and action may have to be immediate to be timely. The only
commenter on this term agreed that what constitutes “timely” would depend on the
underlying matter to which action relates. The commenter also wanted clarification that the
firm’s policies and procedures assist in promoting communication such that the appropriate
individuals with responsibilities over the firm’s QC system become aware of relevant matters in
a timely manner, as appropriate for the size and the scale of the firm and relative nature of the
matter. Insofar as the comment may be read to suggest that the size and scale of the firm, on
its own, is a factor in determining timeliness, we disagree. In our view, timeliness is a function
of the nature and significance of the issue (appreciating that the size and scale of the firm may
be relevant in gauging the nature and significance of an issue).

One commenter expressed concern that the prescriptiveness of the communication
requirements may detract from the achievement of the intended objectives. Specifically, the
commenter was concerned that it may not be appropriate to require communication of all
violations to the individual with operational responsibility and accountability for the QC system
as a whole.

The specified communications are intended to enable these individuals to take timely
and appropriate actions in accordance with their responsibilities. In our view, in order to do
that, they need to be apprised of ethics and independence violations. Ethics or independence
violations may take a variety of forms, and therefore the nature and extent of the
communication may also take a variety of forms commensurate to the severity and
pervasiveness of the violation. Leaving aside the question of whether a violation of ethics or
independence requirements could ever be insignificant, individual violations may evidence
problems within specific areas of the firm’s policies and procedures or an overall pattern of
disregard for ethics and independence requirements that requires timely intervention. We have
adopted these requirements as proposed.
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f. Operational responsibility for the monitoring and remediation process

17 The individual assigned operational responsibility for the monitoring and remediation
process should:

a. Supervise the design, implementation, and operation of the firm’s monitoring and
remediation process (see paragraphs .58-.76) and the annual evaluation of the QC
system (see paragraphs .77-.78), including:

(1) The evaluation of the results of the monitoring activities;

(2) The evaluation of whether remedial actions are implemented as designed and
operate effectively to remediate QC deficiencies and, if not, the taking of
timely action until such QC deficiencies are remediated; and

(3) The firm’s other policies and procedures with regard to monitoring and
remediation.

b. Communicate, on a timely basis, to the individuals assigned (1) ultimate
responsibility and accountability for the QC system as a whole and (2) operational
responsibility and accountability for the QC system as a whole, a description of:

(1) Monitoring activities performed and the results of such activities, including, if
applicable, monitoring activities performed by a network;

(2) Identified engagement deficiencies, QC deficiencies, and major QC deficiencies,
including the nature, severity, and pervasiveness of such deficiencies; and

(3) Actions taken to address engagement deficiencies, QC deficiencies, and major
QC deficiencies.

The monitoring and remediation process is a critical part of a firm’s QC system because
it creates a feedback loop to inform the firm’s risk assessment process, results in an approach
that drives continuous improvement, and provides the firm with information about whether
the QC system is operating effectively. As proposed, the individual assigned operational
responsibility for the monitoring and remediation process would be responsible for supervising
the design, implementation, and operation of the monitoring and remediation process
component and the evaluation of the QC system. This individual would also be responsible for
overseeing actions taken to respond to identified engagement deficiencies, QC deficiencies, and
major QC deficiencies.
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One commenter was concerned that it would be a conflict of interest for this individual
to oversee both the monitoring and remediation process and the evaluation process. Another
commenter recommended that the responsibility for the annual evaluation be shared between
the individual with operational responsibility for the QC system as a whole, who recommends
the evaluation conclusion, and the individual with operational responsibility for the monitoring
and remediation process, who concurs or recommends changes to the conclusion. We
understand that in a smaller firm these roles may all be performed by the same individual. In a
larger firm that assigns different individuals to the roles, the individual with operational
responsibility for the monitoring and remediation process supervises the evaluation process.
Although the individual overseeing the monitoring and remediation process also oversees the
evaluation process, other aspects of QC 1000 drive accountability for the evaluation. Paragraph
.14c makes the individual assigned ultimate responsibility and accountability for the QC system
as a whole accountable for the annual evaluation. Additionally, paragraphs .14d and .15b
impose certification requirements that also drive accountability for the evaluation process. We
have adopted this requirement as proposed.

The individual assigned operational responsibility for the monitoring and remediation
process is also responsible for communicating, on a timely basis, matters related to monitoring
and remediation to the individuals assigned ultimate responsibility and accountability for the
QC system as a whole and operational responsibility and accountability for the QC system as a
whole. These communications would include key aspects of the monitoring and remediation
process, such as the monitoring activities performed, results of the monitoring activities, and
the remedial actions taken. The communication of this information to the individual assigned
ultimate responsibility and accountability for the QC system as a whole facilitates and supports
that individual’s overall accountability for the evaluation of the QC system.

2. Current PCAOB standards

QC 20.22 requires the assignment of responsibility for the design and maintenance of
QC policies and procedures to appropriate individuals but does not specify the role or roles to
which such responsibilities should be assigned. In addition, members of the SECPS are required
to designate a senior-level partner responsible for, among other things:

e Overseeing the functioning of the firm’s independence policies and consultation
process;

e Maintaining the restricted entity list and providing it to all professionals; and

e Supervising the monitoring system related to overseeing that independence
violations are addressed.

QC 1000 retains and expands on these concepts. However, rather than specifying that a
senior-level partner be responsible for independence matters, the standard takes a more
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functional approach, requiring a person with the experience, competence, authority, and time
needed to enable that person to carry out the assigned responsibilities.

Another key difference, as discussed above in Section IV.C.1, is that QC 1000 imposes
specific responsibilities on the individuals assigned the specific roles, such that enforcement
action could be brought against them individually if they fail to meet those responsibilities.

D. The Firm’s Risk Assessment Process

The risk assessment process is the basis for a risk-based approach to the design,
implementation, and operation of the firm’s QC system. The firm’s risk assessment process, in
combination with the monitoring and remediation process, creates a feedback loop to drive
continuous improvement of the firm’s QC system.

The proposal included a risk assessment process that would be principles-based and
could be tailored to the size and complexity of the firm and the types and variety of
engagements it performs. Several commenters, including firms, were generally supportive of a
risk-based approach to the firm’s QC system. One commenter, an investor-related group,
expressed concern that a principles-based approach would allow audit firms too much
discretion in conducting their own risk assessment. Another commenter noted that while they
generally supported a risk-based, scalable approach, they supported a more prescriptive
approach for the resources and monitoring and remediation components.

We have retained the approach as proposed because we believe that applying a risk-
based approach to the design, implementation, and operation of the QC system will prompt
firms to identify and focus on the most relevant risks to quality in the context of their own
practice and will make QC 1000 appropriately adaptable to future changes in technology,
regulation, and the business environment. It will also ensure scalability, allowing firms to right-
size their QC systems as their practices grow and change. As discussed above, QC 1000 contains
a balance of prescriptive and risk-based elements.

One commenter requested clarity on whether QC 1000 would operate separately or in
concert with other quality control standards, specifically whether the risk assessment process
would apply only to engagements performed under PCAOB standards or to the firm’s overall
risk assessment of all its engagements, including those performed under other standards.
Consistent with the way the term “engagement” is defined in QC 1000,%*° the requirements of
QC 1000, including those regarding the firm’s risk assessment process, generally apply only to
work performed under PCAOB standards. However, nothing prevents a firm from designing,
implementing, and operating a single risk assessment process for its entire audit and assurance

159 See Section 111.B.2.
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practice that satisfies both QC 1000 and the other quality control standards that apply to the
firm.

The risk assessment process should be familiar to firms because it is analogous to
existing auditor responsibilities for identifying, assessing, and responding to risks of material
misstatement of the financial statements. Audit procedures for identifying and assessing risks
of material misstatement include information-gathering procedures to identify risks (e.g.,
obtaining an understanding of the company, its environment, and its internal control),
assessment of risks based on information obtained, and design and implementation of
responses to address the identified risks.'®® The standard creates analogous responsibilities in
relation to the QC system. Similarly, as the auditor is required by auditing standards to modify
the overall audit strategy and the audit plan if circumstances change during the course of the
audit,’®! the firm is required by QC 1000 to monitor, identify, assess, and respond to changes in
relevant conditions, events, and activities that affect the firm’s QC system.

1. QC1000

.18 The firm’s risk assessment process provides the basis for the design, implementation,
and operation of the firm’s QC system. The risk assessment process consists of establishing
quality objectives, identifying and assessing quality risks to the achievement of the quality
objectives, and designing and implementing quality responses to address the quality risks.

The firm’s risk assessment process applies to the six components of the firm’s QC
system that specify quality objectives. To design, implement, and operate this process, the firm
is required to:

e Establish quality objectives;
e Identify and assess quality risks to the achievement of the quality objectives; and
e Design and implement quality responses to address the identified quality risks.

The process for establishing quality objectives, identifying and assessing quality risks,
and designing and implementing quality responses is iterative, and the requirements of the
standard would not necessarily be addressed in a linear manner. For example, in identifying and
assessing quality risks, the firm may determine that one or more additional quality objectives
are required; in designing and implementing quality responses, the firm may identify additional

160 See generally AS 2110, Identifying and Assessing Risks of Material Misstatement.

161 See AS 2110.74.
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quality risks. The risk assessment process is also iterative and ongoing, so that new or
developing risks are identified and addressed as they emerge. For smaller and less complex
firms, the risk assessment process may be centralized and involve only a few individuals. For
larger and more complex firms, the risk assessment process may be more structured and
decentralized, involving multiple layers and groups. We believe that the risk assessment
approach will prompt firms to proactively identify, assess, and respond to quality risks, while at
the same time allowing them to apply judgment when identifying and assessing quality risks.

a. Establish quality objectives

.19 The firm must establish the quality objectives necessary to achieve the reasonable
assurance objective. This consists of the quality objectives specified in this standard and any
other quality objectives that are necessary under paragraph .08a.(1).

Note: Quality objectives are specified in this standard for six of the
components of the QC system: governance and leadership (see paragraph .25),
ethics and independence (see paragraph .31), acceptance and continuance of
engagements (see paragraph .38), engagement performance (see paragraph
.42), resources (see paragraph .44), and information and communication (see
paragraph .53).

The standard defines quality objectives as the desired outcomes in relation to the
components of the QC system to be achieved by the firm. Establishing quality objectives is the
first step in the risk assessment process and forms the basis for the identification and
assessment of quality risks and the design and implementation of quality responses. The quality
objectives are outcome-based and the risk assessment process provides firms the ability to
determine how the quality objectives are to be achieved.

One investor-related group expressed concern with the lack of specificity in the
proposed standard regarding the design of an audit firm’s quality control system, suggesting
that the proposed standard would enable firms to design a QC system that could too easily be
certified as working properly. We believe that the quality objectives specified in QC 1000 will
promote an appropriate level of rigor in the QC system. While QC 1000 provides some flexibility
with regard to the quality risks that firms identify and the quality responses that firms develop
to address those risks, it does not provide the same flexibility with regard to quality objectives.
Instead, quality objectives that will apply to all firms are specified in the standard. Firms can
establish additional quality objectives—indeed, they are required to do so if necessary to
achieve the reasonable assurance objective—but they generally cannot omit or modify any of
the quality objectives set out in the standard. Therefore, firms do not determine the criteria by
which their QC systems will be assessed, only the means by which they will meet those criteria.
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Quality objectives are specified in the standard for six of the components of the QC
system: governance and leadership, ethics and independence, acceptance and continuance of
engagements, engagement performance, resources, and information and communication. A
firm may determine that it is necessary to establish quality objectives for its monitoring and
remediation process. In those circumstances, the firm’s risk assessment process would also
apply to the monitoring and remediation process. Otherwise, although monitoring and
remediation would not be subject to the firm’s risk assessment process as described in the
standard, it would nevertheless be carried out in a way that is informed by and responsive to
quality risks.6?

We believe that, for many firms, the quality objectives specified in the standard are
likely to be comprehensive and we do not expect, in the current environment, that additional
quality objectives would generally be necessary. However, we also recognize that the nature
and circumstances of a firm and its engagements will vary and conditions may change.
Accordingly, a firm is required to establish additional quality objectives if necessary to achieve
the reasonable assurance objective.

The requirement for the firm to establish quality objectives necessary to achieve the
reasonable assurance objective is designed to prompt ongoing reexamination of the quality
objectives and modification as needed, which should enable the firm’s QC system to adapt to a
changing environment and remain fit for purpose. If a firm determines that its quality
objectives need to be more specific, it could establish sub-objectives to provide a more direct
link to quality risks and support the development of more comprehensive or better-targeted
responses.

b. Identify and assess quality risks

.20 Annually, the firm must identify and assess quality risks to achieving each of the
quality objectives established by the firm. The firm should:

The proposal defined quality risks as risks that, individually or in combination with other
risks, have a reasonable possibility of adversely affecting the firm’s achievement of one or more
quality objectives if the risks were to occur, and are either (i) risks that have a reasonable
possibility of occurring or (ii) risks of intentional acts by firm personnel and other participants to
deceive or to violate applicable professional and legal requirements. The “reasonable
possibility” term in the definition of quality risks is aligned with use of the term in PCAOB

162 See Section IV.K, Monitoring and Remediation Process below. For example, quality risks and the

reasons for their assessment are factors a firm would take into account when determining the nature,
timing, and extent of its monitoring activities.
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standards:'%3 there is a reasonable possibility of an event when the likelihood of the event is
either “reasonably possible” or “probable,” as those terms are used in the FASB Accounting
Standards Codification (“FASB ASC”) Topic 450, Contingencies.®*

A number of commenters raised questions or made suggestions about the proposed
treatment of intentional acts in the definition of quality risks. One commenter suggested that
intentional misconduct should not be explicitly addressed in the definition because the
necessary response, especially as it relates to colleagues’ behavior, may negatively impact the
trust among colleagues and could constrain the achievement of quality objectives. Instead, this
commenter suggested that the risk of intentional misconduct may be more effectively
considered and responded to as part of the broader understanding of quality risks. Another
firm expressed concern that requiring consideration of all illegal acts would contradict a risk-
based approach.

Several firms agreed that the definition of quality risks should explicitly address the risk
of intentional misconduct but suggested that the definition should also address the possibility
of occurrence related to acts of intentional misconduct. Several commenters, including firms,
firm-related groups, and an academic, recommended that the threshold of “reasonable
possibility of occurring” should apply to all quality risks, including risks of intentional
misconduct. Many of these commenters said that not applying the threshold of “reasonable
possibility of occurring” to the risk of intentional misconduct would not be practical and could
harm audit quality as this would divert time, resources, and attention from addressing more
reasonably possible risks. Some commenters referenced the inclusion of the “reasonable
possibility of occurring” threshold in AS 2110, and suggested that the same principle should
apply to the risk of intentional misconduct in QC 1000. Two of these commenters suggested
that not applying the threshold of “reasonable possibility of occurring” to the definition of
quality risks would be inconsistent with AS 2401, Consideration of Fraud in a Financial
Statement Audit, and could impose a threshold on firms that exceeds the current auditing
standards over auditors’ identification and assessment of fraud risks. Several commenters also
stated that the inclusion of other participants in addressing every conceivable risk of intentional
misconduct may be impractical as firms may have limited access to information on the conduct
of other participants. One firm suggested that additional guidance may be beneficial with
regard to assessing and responding to risks of intentional misconduct by other participants that
are not part of the firm.

A firm-related group suggested that not applying the threshold of “reasonable
possibility of occurring” to intentional misconduct appeared to go beyond the reasonable

163 See generally, e.g., AS 1105, Audit Evidence; AS 2101; AS 2201, An Audit of Internal Control Over
Financial Reporting That Is Integrated with An Audit of Financial Statements.

164 See FASB ASC paragraph 450-20-25-1; see also, e.g., footnote 4 to AS 1105.12, which
incorporates the ASC definition.
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assurance objective and expressed concern that, without further clarification of how firms
should deal with risks of intentional misconduct with less than a reasonable possibility of
occurring, a disproportionate level of resources could be allocated to this area, to the detriment
of other quality risks with more than a remote possibility of occurring.

After considering the comments received, we are revising the definition of quality risks
such that the threshold of “reasonable possibility of occurring” applies to all risks, including
risks of intentional misconduct by firm personnel and other participants. However, we continue
to believe that firms should be explicitly prompted to consider risks of intentional misconduct in
their risk assessment process, because without such a prompt, firms may discount the
possibility that intentional misconduct may occur and omit or underweight these types of risks
in their risk assessment process. Therefore, the final definition provides that, for all risks,
whether or not related to intentional misconduct, the firm would assess the possibility of
occurrence and the possibility that the risks would have an adverse effect on the achievement
of its quality objectives.

One firm suggested that while the threshold of “adversely affecting” is reasonably
understood, additional guidance or examples would be welcomed. Another commenter noted
that more examples serve as helpful interpretive guidance to those implementing the standard.
Two firms believed the threshold is sufficiently clear and did not have specific requests for
further guidance. We will monitor the implementation of the new standard by audit firms, and,
if appropriate, consider the need for additional guidance.

The standard requires the firm to identify and assess quality risks for each quality
objective it establishes. Most quality objectives are likely to have multiple quality risks. Some
quality risks may relate to multiple quality objectives, either within a single component or
across several components. The nature and extent of the firm’s risk assessment process would
be commensurate with the firm’s quality risks and therefore will vary across firms in nature,
scope, and complexity. In assessing risks, the firm would consider how often the quality risks
may occur and the magnitude of the impact of the quality risks on the related quality
objectives. The firm would then take this information into account in determining the nature,
timing, and extent of the quality response(s) needed to address the quality risk.

One commenter requested clarification of whether the Board expects firms to
categorize the identified risks (for example as lower, higher, or significant). While there is
nothing in QC 1000 that requires such categorization, firms that find such an approach helpful
could certainly use it.

The standard requires the identification and assessment of quality risks annually.
Requiring an assessment annually, as well as when matters come to the firm’s attention, drives
a systematic, disciplined, and proactive approach to assessing the firm’s quality risks. Through
our oversight activities, we have observed that many firms update their QC systems on an ad
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hoc basis, in response to changes in regulatory requirements or deficiencies identified by
internal or external inspections, and do not have a systematic process of risk assessment. This
reactive approach can result in firms taking corrective actions only after deficient audits have
been identified. The annual identification and assessment requirement will instill a regular and
disciplined approach to performing the risk assessment process and to identifying new quality
risks that require modifications to the firm’s quality responses or quality risks identified in a
prior year that may no longer be sufficient or relevant.

The standard does not specify quality risks that must be assessed and responded to by
all firms; rather it includes factors for the firm to consider in its risk assessment process. We
believe that such an approach would result in the firm identifying and assessing the quality risks
that are most relevant in light of its facts and circumstances.

i. Obtain an understanding of the conditions, events, and activities that
may adversely affect the achievement of the firm’s quality objectives

a. Obtain an understanding of the conditions, events, and activities that may
adversely affect the achievement of its quality objectives, which includes an
understanding of the following:

(1) The nature and circumstances of the firm, including:

[Subparagraphs (a)-(j) to paragraph .20 are discussed below] (See Appendix
B for specific examples)

(2) The nature and circumstances of the firm’s engagements (see Appendix B for
specific examples).

(3) Other relevant information, including information from the firm’s monitoring
and remediation activities, external inspections or reviews, and other
oversight activities by regulators.

Note: The firm might identify conditions, events, and activities that may
adversely affect the achievement of its quality objectives by asking “what
could go wrong?” in relation to the achievement of a given quality
objective.

The standard requires the firm, as part of identifying and assessing quality risks, to
obtain an understanding of the conditions, events, and activities that may adversely affect the
achievement of the firm’s quality objectives. This understanding underpins the firm’s
identification and assessment of the quality risks that are most relevant to the achievement of
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the firm’s quality objectives. Appendix B of the standard provides examples related to the
nature and circumstances of the firm and its engagements that may give rise to quality risks.

The considerations highlighted in paragraph .20a. and Appendix B could assist the firm
in identifying one or more quality risks to the achievement of one or more quality objectives.
For example, consideration of changes in a firm’s structure may be relevant for a firm that has
recently completed an acquisition of another firm. This consideration may result in the
identification of a number of quality risks, such as a quality risk that the audit methodology
used by the acquired firm may not be compatible with the acquirer’s methodology or a quality
risk that the firm is unable to retain personnel post-acquisition, which may pose risks to quality
objectives in areas like engagement performance and resources.

Several commenters, including firms, noted that the examples provided in Appendix B
were helpful. Two commenters expressed concern with the language used in paragraph .20a.,
specifically, that it was not sufficiently clear that the specific examples in Appendix B are meant
to be illustrative rather than a checklist for every firm to consider. As we stated in connection
with the proposal, the list in paragraph .20a. is not intended to be exhaustive and the specific
examples provided in Appendix B are meant to be illustrative rather than a checklist for every
firm to consider. Whether particular conditions, events, and activities are relevant, and result in
one or more quality risks, depends upon the nature and circumstances of the firm and its
engagements and how the conditions, events, and activities relate to or affect the operation of
the firm’s QC system and the performance of its engagements. The firm may also identify
quality risks that do not relate to the list in paragraph .20a. or to any of the specific examples.

One firm expressed concern with the inclusion of proposed paragraph .B10b. in
Appendix B, which discusses the extent of alignment of a third-party provider’s standards of
conduct with those of the firm. The firm suggested that the example may imply that third-party
providers from outside the public accounting profession may not be appropriate or sufficient,
because they may not be subject to a centrally governed code of conduct. Nothing in our
standards requires a third-party provider to have a centrally governed code of conduct and we
have added the phrase “if any” to the example to eliminate any ambiguity in that regard.
However, we do believe that the existence of such a code of conduct, and the extent to which it
aligns with the firm’s own standards of conduct, is a relevant example that could be considered
by a firm in assessing whether there exist conditions, events, or activities, as a result of its use
of resources or services obtained from third-party providers, that may adversely affect the
achievement of its quality objectives.

1) The nature and circumstances of the firm

The standard includes a list of considerations related to the nature and circumstances of
the firm. The accompanying description in italics appears in Appendix B of the standard, which
also provides specific examples of each consideration in paragraphs .B2 through .B11.
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We continue to believe that to consistently execute quality audits, it is important that a
commitment to audit quality is embedded in the firm’s culture and exists throughout the firm.
In connection with this, we have added a new paragraph .20a.(1)(d) and Appendix .B5 to
provide firms with an additional risk assessment consideration relating to the culture of the
firm, and the extent to which a culture of integrity and a commitment to audit quality, including
ethics and independence, is promoted within the firm and embraced by firm personnel across
all levels of the firm.

In addition, we have added to paragraph .B6e. to highlight that in understanding the
resources of the firm, the firm may also have to consider the risks associated with technological
resources, including their susceptibility to cybersecurity breaches.

(a) The complexity and operating characteristics of the firm;

This includes the size of the firm, the geographical distribution of the
firm’s operations, how the firm is structured, and the extent to which
the firm concentrates or centralizes its processes or activities.

(b) The firm’s business processes and strategic and operational decisions and
actions;

This includes decisions about financial and operational matters,
including the firm’s strategic goals.

(c) The characteristics and management style of leadership;

This includes the composition of firm leadership, leadership tenure,
distribution of authority among leadership, and how leadership
motivates and encourages firm personnel.

(d) The extent to which a culture of integrity and a commitment to audit
quality, including ethics and independence, is promoted within the firm
and embraced by firm personnel across all levels;

This includes how a commitment to quality is embedded in the firm’s
culture and exists throughout the firm.

(e) The resources of the firm;

This includes people, financial, technological, and intellectual resources
and the characteristics and availability of such resources.
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2) The nature and circumstances of the firm’s engagements

In obtaining an understanding of the nature and circumstances of the firm’s
engagements, the firm considers the types of engagements performed by the firm as well as
the types of entities for which such engagements are undertaken. Paragraph .B12 of Appendix
B of the standard contains a list of examples of these considerations. For instance, a firm that
conducts audits of broker-dealers may consider information from relevant authorities, like the
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SEC and Financial Industry Regulatory Authority (“FINRA”), in identifying risks associated with
such audit engagements. We have added an example to paragraph .B12a. to highlight that in
understanding the nature and circumstances of the firm’s engagements, the firm may also
consider the laws and regulations to which the companies it audits are subject.

3) Other relevant information

Other relevant information captures other information sources that help the firm to
identify quality risks. One such source is the firm’s monitoring and remediation activities.
Consideration of information from those activities creates a feedback loop within the QC
system by informing the firm of the results of the monitoring and remediation process that may
help the firm identify quality risks.

Other sources are external inspections and oversight activities by regulators, and other
external reviews, such as peer reviews. For example, the results of an external inspection may
identify a high rate of noncompliance with independence requirements within a specific office
of the firm or within a certain employee staff level, which the firm would take into account
when identifying and assessing quality risks for the ethics and independence component.

ii. ldentify and assess quality risks based on the understanding obtained

b. Identify and assess quality risks based on the understanding obtained pursuant to
paragraph .20a. and taking into account whether, how, and the degree to which
the achievement of the quality objectives may be adversely affected.

Note: The assessment of quality risks is based on inherent risk (i.e.,
without regard to the effect of any related quality responses).

Under the standard, identifying and assessing quality risks is an ongoing, iterative
process. The firm assesses risks as part of the initial design and implementation of the QC
system, and thereafter annually, including in response to new information or changes in its
circumstances and environment.

The standard requires the firm to identify and assess quality risks for each of the quality
objectives established by the firm, based on the understanding of the relevant factors and
other relevant information and taking into account whether, how, and the degree to which the
achievement of the quality objectives may be adversely affected. The note clarifies that this
assessment is based on inherent risk, without regard to the effect of any related quality
responses. The assessment is similar to the determination made under AS 2201 as to whether
an account or disclosure is significant based on inherent risk, without regard to the effect of
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controls.'®> One commenter agreed with the clarification provided in the note that the
assessment is based on inherent risk, but expressed concern that the note may not be sufficient
to prompt or remind auditors of the independence of quality risks from quality responses. We
believe that the note to paragraph .20b. provides clear direction for assessing quality risks
without regard to the effect of quality responses. We will monitor the implementation of the
new QC standard, and, if appropriate, consider the need for additional guidance. Quality risks
may affect one or more quality objectives, either within a single component or across several
components. For example, a quality risk that the firm may not be able to attract and retain
gualified personnel would affect several quality objectives in the resources component, and
may also affect quality objectives in other components, such as engagement performance or
engagement acceptance and continuance.

Under the definition of quality risks, the firm would not be required to identify every
conceivable risk, but only those that have a reasonable possibility of occurring and, if they were
to occur, a reasonable possibility of adversely affecting the firm’s achievement of one or more
guality objectives. The identification of quality risks takes into account individual risks as well as
combinations of risks. For example, a risk that has a reasonable possibility of occurring but
individually does not have a reasonable possibility of adversely affecting the achievement of the
quality objective may meet the proposed definition of a quality risk when analyzed in
combination with other risks.

The firm may undertake the quality risk assessment separately or concurrently with risk
identification. Assessing the identified quality risks involves consideration of the frequency with
which the quality risks may occur and the magnitude of the impact of the quality risks on the
related quality objective(s). Identifying quality risks with the appropriate degree of specificity
(not too narrowly or too broadly) would help the firm design quality responses that reduce to
an appropriately low level the risk that the quality objective will not be achieved. Quality risks
that are defined too broadly may result in quality responses that are not sufficiently targeted to
the actual quality risk. Conversely, if quality risks are defined too narrowly, the quality
responses may not sufficiently address the full extent of the actual quality risk.

The process of identifying and assessing quality risks is depicted below.

165 See AS 2201.A10.
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Identifying and Assessing Quality Risks
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c. Design and implement quality responses

21 The firm must design and implement quality responses that (1) are based on the
quality risks and the reasons for the assessments given to the quality risks, and (2) reduce to
an appropriately low level the risk that the quality objective will not be achieved.

Note: Certain components include requirements for specified quality
responses. These specified quality responses are to be included in the quality
responses designed and implemented by the firm. Specified quality responses
may address multiple quality risks within multiple components but are not
intended to be comprehensive and alone will not be sufficient to enable the
firm to achieve all established quality objectives of the firm’s QC system.
Depending on the quality risk being addressed, specified quality responses
may need to be combined with other quality responses designed and
implemented by the firm.

The standard requires the firm to design and implement quality responses that address
quality risks in order to achieve the quality objectives. Quality responses are defined as policies
and procedures designed and implemented by the firm to address quality risks. Under the
definition, policies are statements of what should, or should not, be done to address assessed
quality risks. Procedures are actions to implement and comply with policies.

Under the principles-based approach of the standard, the nature, timing, and extent of
quality responses depend on the underlying quality risks and the reasons why these risks were
assessed as quality risks. For example, a quality risk that is tied to an event that is expected to
occur multiple times per year, or that could have a very significant impact, requires a more
extensive response than a quality risk tied to a specific event that is expected to occur only
once and have a less significant impact.

The firm may decide to implement quality responses at the firm level or the
engagement level, or through a combination of responses at the firm and engagement levels,
depending on the nature of the quality risk. Quality responses may address multiple quality
risks related to one or more QC components.

Quality responses may vary depending on to whom they apply. For example, based on
the quality risks that are being addressed, the firm may develop some policies and procedures
that are applicable to all firm personnel and others that apply only to firm leadership or
personnel in a particular function or geographic location. Similarly, the firm’s policies and
procedures regarding other participants may be different for different types of other
participants (e.g., network affiliates, engaged specialists).



PCAOB Release No. 2024-005
May 13, 2024
Page 107

Information obtained from the identification and assessment of quality risks enables the
firm to develop quality responses that appropriately and adequately respond to the quality
risks. In assessing risks, the firm would consider how often the quality risks may occur and the
magnitude of the impact of the quality risks on the related quality objectives. The firm would
then take this information into account in determining the nature, timing, and extent of the
guality response(s) needed to address the quality risk.

In addition to the quality responses designed by the firm, the standard requires certain
specified quality responses for all firms. Some specified quality responses are drawn from
existing PCAOB requirements!®® or from the specified responses in ISQM 1,%¢” and have been
included either to carry existing requirements into the new standard or to create other
obligations that would have to be met in designing, implementing, and operating the QC
system. Other specified quality responses are new provisions that we believe are sufficiently
important to merit an explicit requirement. The specified quality responses are not intended to
be comprehensive; on the contrary, for most of the components of the firm’s QC system,

QC 1000 includes only a few specified quality responses, and for the engagement performance
component there are none. As a result, the specified quality responses alone would not be
sufficient to enable the firm to achieve all established quality objectives, and firms must design
and implement their own quality responses in addition to the specified quality responses. The
specified quality responses and the quality responses the firm designs and implements on its
own are critical in addressing quality risks.

For example, the specified quality response requiring mandatory training'®® may address
some of the quality risks related to certain quality objectives in the resources component (e.g.,
hiring, developing, and retaining firm personnel).’®® However, mandatory training alone will not
be sufficient to address all the quality risks that may be identified for that quality objective and
will have to be combined with additional firm-developed quality responses.

d. Modifications to the quality objectives, quality risks, or quality
responses

22 In addition to identifying and assessing quality risks annually, the firm should establish
policies and procedures to monitor, identify, and assess changes to conditions, events, and
activities that indicate modifications to the firm’s quality objectives, quality risks, or quality
responses may be needed. Such policies and procedures should specify that the firm take into

166 See, e.g., QC 20.10, .13a, .13b, and .15a.
167 See paragraph .34 of ISQM 1.

168 See QC 1000.48.

169 See QC 1000.44a.
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account, among other sources, information from the firm’s monitoring and remediation
process.

.23 If the firm identifies changes to conditions, events, or activities indicating that
modifications to the quality objectives, quality risks, or quality responses may be needed, the
firm should determine what, if any, modifications are needed and make them on a timely
basis.

The standard requires firms to take proactive measures to address new quality risks that
may come up between the firm’s periodic risk assessments. To the extent practical, these
policies and procedures would be not just retrospective, but also forward-looking, so the firm
could anticipate and plan for significant changes. For example, a new accounting standard may
result in a firm identifying a new quality risk that firm personnel may misinterpret the new
standard. Identifying this risk prior to the next annual risk assessment may prompt the firm to
revisit its quality responses that are affected by this event, and thus avoid potential problems in
future engagements.

One commenter suggested that it may be cost beneficial to require or encourage audit
firms’ QC leaders to stay current with developments in auditing literature to put themin a
better position to triage newly identified quality risks and identify engagements susceptible to
those risks. Another commenter recommended that firms be required to create an individual or
other entity charged with maintaining situational awareness.

We note that paragraph .22 of QC 1000 requires firms to establish policies and
procedures for monitoring changes to conditions, events, and activities that indicate
modifications to the firm’s quality objectives, quality risks, or quality responses may be needed.
In addition, the individual(s) responsible for monitoring such changes are subject to the general
due professional care standard of QC 1000.10, which requires a critical assessment of the
relevant information (which would include relevant literature). In light of these overarching
requirements, we do not consider it necessary to add the specific provisions that commenters
suggested. Rather, we believe that allowing flexibility for firms to establish policies and
procedures to monitor, identify, and assess changes to conditions, events, and activities
encourages firms to concentrate their efforts on the risks most relevant to them and
contributes to the standard being appropriately scalable. A firm may of course determine,
based on its nature and circumstances, that it is appropriate to establish specific policies and
procedures for the monitoring of developments in auditing literature or to charge a specific
individual with maintaining situational awareness.

Policies and procedures in this area may vary, depending on the size and complexity of
the firm and the types and variety of engagements it performs. For a larger firm operating in a
complex environment and auditing a wide range of different types of companies, such policies
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and procedures would be extensive. For example, they could involve periodic meetings with
teams across the firm to gather and analyze the necessary information to enable the firm to
identify changes to conditions, events, and activities that may require modification of the firm’s
quality objectives, quality risks, or quality responses. Smaller and less complex firms, operating
in a less varied and more stable environment, may have a less extensive set of policies and
procedures.

If the firm identifies changes to conditions, events, or activities indicating modifications
to the quality objectives, quality risks, or quality responses may be needed, the standard
requires the firm to determine what, if any, modifications are needed, and to make them on a
timely basis. The timing depends on the nature and extent of the modification needed. In some
circumstances, immediate action may be required, whereas in other cases, if the impact on risk
is less urgent, immediate action is not necessary. Modifications not implemented in a timely
manner may fail to prevent quality risks from occurring and adversely affecting the quality
objective. For example, in the case of a new accounting standard, the firm would need to
implement any necessary modifications to its quality responses in time so that, once the
standard became effective, firm personnel would be able to apply it properly.

2. Current PCAOB standards

Under current PCAOB QC standards, firms have a responsibility to establish and
maintain a QC system to provide the firm with reasonable assurance that its personnel comply
with applicable professional standards and the firm’s standards of quality. The current QC
standards make few explicit statements about risk assessment.”?

E. Governance and Leadership

The governance and leadership component of the firm’s QC system addresses the
environment that enables the effective operation of the QC system and directs the firm’s
culture, decision-making processes, organizational structure, and leadership. A firm’s culture
and tone, as set by leadership, can and should promote the importance of quality.

The PCAOB has long considered firm governance and leadership to be an important
aspect of firms’ QC systems. For example, PCAOB inspections have historically covered the
firm’s tone at the top, a foundational aspect of governance and leadership, during the process

170 See, e.g., QC 20.16 (explaining that a firm’s policies and procedures should provide for obtaining

an understanding with the client about the services to be performed, to minimize the risk of
misunderstandings); QC 30.05 (identifying risks associated with the firm’s practice as a consideration in
determining the need for and extent of internal inspection procedures in monitoring the firm’s QC
system).
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for reviewing firms’ QC systems.’! PCAOB inspection procedures focus on how firm
management is structured and whether actions and communications by the firm’s leadership—
the tone at the top—demonstrates a commitment to audit quality.l”?

1. QC1000

.24 This component addresses the environment that enables the effective oversight and
operation of the QC system and directs the firm’s culture, decision-making processes,
organizational structure, and leadership.

a. Governance and leadership quality objectives

Under QC 1000, a firm is required to establish quality objectives for the governance and
leadership component in several different areas:

e The firm’s commitment to quality;
e Organization and governance structure; and
e Resources.

i. The firm's commitment to quality

.25 The quality objectives established by the firm with respect to its governance and
leadership should include the following:

a. The firm’s commitment to quality is communicated and promoted by leadership
to recognize and reinforce:

(1) The firm’s role in protecting investors and the public interest by consistently
fulfilling its responsibilities under applicable professional and legal
requirements;

171 See, e.g., Report on the PCAOB's 2004, 2005, 2006, and 2007 Inspections of Domestic Annually
Inspected Firms, PCAOB Rel. No. 2008-008 (Dec. 5, 2008) at 6, available at
https://pcaobus.org/Inspections/Documents/2008 12-05_Release_2008-008.pdf; Staff Inspection Brief,
Vol. 2017/3: Information about 2017 Inspections (Aug. 2017) at 8, available at
https://pcaobus.org/Inspections/Documents/inspection-brief-2017-3-issuer-scope.pdf.

172 See https://pcaobus.org/oversight/inspections/inspection-procedures for information related to

the PCAOB’s inspection procedures.
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(2) The importance of adherence to appropriate standards of conduct by firm
personnel;

(3) The importance of professional ethics, values, and attitudes; and

(4) The expected behavior and responsibility of firm personnel for quality relating
to activities that are subject to applicable professional and legal requirements,
including activities within the firm’s QC system and the firm’s performance on
engagements.

b. The firm clearly defines leadership’s responsibility for quality and holds leadership
accountable, including through their performance evaluation and compensation.

c. Leadership demonstrates a commitment to quality through its actions and
behaviors.

d. The firm’s strategic decisions and actions, including financial and operational
priorities, are consistent with and support the firm’s commitment to quality.

The firm’s commitment to quality is an important factor in influencing the behavior of
firm personnel and the conduct of engagements. We believe that the firm’s commitment to
quality is most effectively demonstrated through the communications, actions, behaviors, and
directives of leadership at all levels of the firm. Accordingly, the quality objectives related to
commitment to quality are directed at the communications, actions, and accountability of firm
leadership.

Frequent and consistent communication from leadership to firm personnel regarding
the commitment to quality is important in order to create an appropriate culture and tone at
the top. Paragraph .25a. focuses on communicating and promoting key professional attributes
by recognizing and reinforcing the firm’s role in protecting the interests of investors and the
public interest by meeting the firm’s responsibilities; the importance of adhering to appropriate
standards of conduct; the importance of professional ethics, values, and attitudes; and
expected behavior and responsibility of firm personnel for quality both in QC-related activities
and the performance of engagements. Collectively, these attributes and expected behaviors are
the foundation of an effective QC system.

To achieve an appropriate tone at the top, however, it is not enough for firm leadership
to “talk the talk.” They also have to “walk the walk.” Accordingly, paragraphs .25b. and .25c.
establish objectives with regard to leadership’s responsibility for and commitment to quality,
including through leadership’s own behavior. For example, leadership would demonstrate a
commitment to quality by acting in a manner consistent with the firm’s communications
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described in paragraph .25a. regarding expectations of firm personnel. Conversely, repeated
failure to take steps to address known quality concerns would demonstrate a lack of
commitment to quality.

One commenter sought clarification on the term “leadership,” including whether it
relates only to the specified roles in paragraph .11 and .12, or to all partners and equivalents in
the firm. Under QC 1000, leadership is not limited only to those in specified QC roles. While the
composition of leadership may vary due to the nature and circumstances of the firm and its
engagements and how the firm chooses to organize itself, it includes firm-wide leadership; the
executive team; regional, office, and industry segment leadership; and any other levels of
leadership the firm may establish. Not all partners or partner equivalents are necessarily
leadership; it would depend on the role of the individual.

Firms and firm-related groups were broadly supportive of our proposed quality
objectives for governance and leadership. However, several commenters, mostly investors and
investor-related groups, urged us to go further in stressing the role of firm leadership and the
QC system as a counterbalance to the economic incentives that may drive firms to compromise
on quality. Some suggested that compensation plans should weigh quality as much as, or more
than, revenue generation. One investor-related group suggested that the standard should
increase accountability for the firm and firm leadership’s quality control efforts. Another
investor stated that audit quality should be required to be considered at the time of the
appointment of firm leadership. One commenter suggested that leadership’s accountability
should not be limited to deficiencies and outcomes but extended to acknowledge positive
behaviors and processes.

After considering these comments, we revised paragraph .25b to explicitly mention
performance evaluation and compensation in the context of defining leadership’s responsibility
for quality and holding leadership accountable. We believe this will drive increased clarity about
the scope of leadership’s responsibilities and increased accountability for an effective QC
system, and will prompt firms to focus on their expectations for leadership behavior and the
incentives that drive it. Firms can use a variety of different means to define the responsibility
for quality and drive accountability—from firmwide communications and policies to
individualized job descriptions, performance targets, promotion criteria, compensation
schemes, and sanctions—and can acknowledge both outcome-based and process-based
measures and both positive and negative behaviors. The revised quality objective reflects that
performance evaluation and compensation play a necessary role in that process.

While we agree with the commenter that quality considerations should be taken into
account in the appointment of firm leadership, we believe other quality objectives already
address that issue, such as paragraph .44g of QC 1000. Additionally, the criteria for appointing
firm leadership may appropriately vary based on the size of the firm and the nature of its
practice, so we have avoided being prescriptive in that regard. For example, a larger firm may
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have numerous candidates for leadership roles with many criteria considered for appointment,
but smaller PCAOB audit practices may have limited personnel eligible for leadership roles.

As noted in the proposal, paragraph .25d. focuses on the firm’s commitment to quality
in relation to its strategic decisions and actions, which include matters such as the firm’s
financial goals, growth of the firm’s market share, industry specialization, business
combinations, new geographic markets, and new service offerings. The quality objective
emphasizes that a firm’s strategic decisions and actions should be consistent with and support
the firm’s commitment to quality.

One commenter expressed concern that strategic actions may take extended periods of
time to yield benefits to quality, and it may be challenging for firms to demonstrate that such
actions are consistent with a commitment to quality. We note, however, that this quality
objective does not prescribe any specific time horizon, and we believe it is wholly consistent
with both short-term measures and long-term investments in technology, training, knowhow,
and other means of strengthening a firm’s audit practice that may take an extended period to
yield measurable improvements.

Some investors and investor-related groups suggested that we require a clear
separation of duties between those responsible for audit quality and those responsible for
commercial interests. Two of those commenters cited the regulation of credit ratings agencies
as an example of appropriate separation of regulated activity and commercial interests.'’3
Another commenter cited with approval the 2007 amendments to the AICPA QC standard,
which included application material to the effect that QC leaders should have the authority to
implement policies and procedures to ensure that others within the firm will not override those
policies to meet short-term financial goals (a concept that does not appear in other QC
standards).1’*

We considered mandating a greater degree of separation between decision-making
about QC and potential commercial motivations, as these commenters suggested, but we do
not believe such separation can be achieved by all firms, especially firms with smaller PCAOB
audit practices with limited leadership roles. As discussed in more detail below, we are
requiring firms with larger PCAOB audit practices to include an element of independent
oversight of their QC system. Moreover, we do not believe it would be appropriate to mandate
a fully separate or independent QC function. Potential conflicts of interest at the engagement
level are addressed in numerous ways in our regulatory scheme: through independence

173 See Rule 17g-5(c)(8) under the Exchange Act, pursuant to which ratings agencies are prohibited

from having any person who participates in determining or monitoring a credit rating, or developing or
approving procedures or methodologies used for determining a credit rating, also participate in sales or
marketing or be influenced by sales or marketing considerations. 17 C.F.R. § 240.17g-5(c)(8).

174 See AICPA, QC Section 10, A Firm’s System of Quality Control, paragraph .A5.
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requirements,'’® ethical requirements of integrity and objectivity,’® and the basic requirement

of professional skepticism, a critical aspect of due professional care.'’” At the firm level, we
believe that those conflicts can best be addressed by emphasizing the responsibility and
accountability of firm leadership. QC 1000 requires that responsibility for QC reside at the
highest levels of firm leadership, and that leaders are evaluated and compensated in a way that
creates accountability. In our view, appropriately incentivized firm leadership are best
positioned to set the tone and establish a quality-focused culture throughout the firm. Rather
than requiring firms to segregate the governance of the firm's audit practice from the firm's
other commercial interests, we believe the quality objectives described in paragraph .25 will
promote responsibility for and commitment to quality, while allowing firms to develop quality
responses appropriate to their particular governance structure.

Lastly, one commenter suggested the governance and leadership component should
promote diversity, equity, and inclusion in recruiting talented leaders, a governance body, and
auditors. Another commenter suggested leadership can demonstrate its commitment to quality
through providing ongoing, meaningful support of scholarly audit and accounting research. We
have not revised the standard to reflect these specific suggestions; however, firms may identify
quality risks and design and implement quality responses in these areas to achieve the quality
objective in paragraph .25a or other quality objectives established by the firm.

ii. Organizational and governance structure

e. The firm’s organizational and governance structure and the assignment of roles,
responsibilities, and authority enable the design, implementation, and operation
of the firm’s QC system and support performance of the firm’s engagements in
accordance with applicable professional and legal requirements.

Establishing and maintaining appropriate firm organizational structures provides an
institutional framework supporting the firm’s QC system and the performance of the firm’s
engagements. Organizational structures may include operating units, operational processes,
divisions, and geographical locations.

Firm organizational structures may differ based on the size and complexity of the firm in
order to be flexible, scalable, and proportionate to the circumstances of the firm. Some firms

175 See PCAOB Rule 3500T, Interim Ethics and Independence Standards.
176 See EI 1000, Integrity and Objectivity.

17 The general principles and responsibilities of the auditor when conducting an audit, including
professional skepticism and due professional care, are being reaffirmed and combined in AS 1000, as
adopted. See Auditor Responsibilities Release.
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may concentrate or centralize processes or activities and other firms may have a decentralized
approach. Some firms may use internal shared service centers in the operation of the firm’s QC
system or to enable the performance of its engagements.

A firm’s governance structure may include a governing board or committee with
representation from various service lines, or with members who are independent of the firm.
Such a governing board may have subcommittees to assist it with managing specific areas, such
as strategic planning, resource planning, the firm’s risk assessment process, and the monitoring
and remediation process.

178

Paragraph .25e., which did not attract specific comment and is adopted as proposed,
will drive a firm’s organizational and governance structure to enable the design,
implementation, and operation of the QC system and support performance of the firm’s
engagements in accordance with applicable professional and legal requirements. This results-
oriented approach focuses on whether the QC system actually works as intended and allows
firms to tailor the establishment of their governance structure. Additionally, the firm would
consider the complexity and operating characteristics of the firm as part of performing its risk
assessment process and identifying quality risks.'”®

The assignment of roles, responsibilities, and authority within the firm’s organizational
structure is a key aspect of the design, implementation, and operation of the QC system.
Establishing clear roles and responsibilities and clear lines of authority helps to translate the
broad institutional objectives of the QC system into individual actions to be performed and
monitored, and for which individuals can be held accountable. The assignment of roles and
responsibilities may vary across firms depending on the nature and circumstances of the firm
and its engagements.'®% For example, in a smaller firm with a limited number of individuals in
leadership roles, the individual with oversight of the firm may assume all of the roles and
responsibilities related to the QC system. A larger firm may have multiple levels of leadership
that align to the firm’s organizational structure.

178 When we refer to independence in the context of firm governance, we mean the criteria
typically applied to independent directors of issuers. See, e.g., New York Stock Exchange (“NYSE”), Listed
Company Manual, Section 303A.01-.02; Nasdaq Rule 5605(a)(2). This is distinct from the requirements
for auditor independence from the audit client, discussed in Section IV.F.

175 Appendix B includes an example regarding the existence and extent of governance structures

providing oversight of leadership. See QC 1000.B2.g.

180 See Section IV.C, Roles and Responsibilities, for a discussion of specific roles and responsibilities

that are required to be assigned.
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iii. Resources

f.  Resource needs are planned for, and resources are obtained or developed and
allocated or assigned, in a manner that enables the effective design,
implementation, and operation of the firm’s QC system and the performance of
its engagements in accordance with applicable professional and legal
requirements.

Note: Resources include people, financial, technological, and intellectual
resources, and resources from a network or third-party provider.

The firm’s resources8! enable the operation of the firm’s QC system and the
performance of the firm’s engagements. Firm leadership influences the nature and extent of
the resources that the firm obtains, develops, uses, and maintains, and how those resources
are allocated or assigned, including the timing of when they are used. This quality objective,
which did not draw comment and which we are adopting as proposed, emphasizes the
importance of the firm having the necessary resources, and allocating them appropriately, such
that the firm’s QC system is designed, implemented, and operated effectively and the firm’s
engagements are performed in accordance with applicable professional and legal requirements.

b. Governance and leadership specified quality responses

.26 In designing and implementing quality responses to address the quality risks in the
governance and leadership component, the firm should include the specified quality
responses in paragraphs .27-.29. These specified quality responses alone will not be sufficient
to enable the firm to achieve all established quality objectives for this component. Depending
on the quality risk being addressed, specified quality responses may need to be combined
with other quality responses designed and implemented by the firm.

The proposal included three specified quality responses in the governance and
leadership component, discussed in greater detail below. Some firms and a firm-related group
objected generally that the specified quality responses were overly prescriptive and
unnecessary, and suggested they should be reformulated as risk-based quality objectives. Other
firms generally supported including specified quality responses.

We believe the specified quality responses address important risks that justify specific
requirements, and have retained them in the final standard. Firms are required to include these

181 See Section IV.I, Resources, for a discussion of the different types of resources.
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specified quality responses when designing and implementing quality responses to address the
quality risks in the governance and leadership component.

27 The firm should establish and maintain clear lines of responsibility and supervision—
including defining authorities, responsibilities, accountabilities, and supervisory and reporting
lines for roles within the firm, up to and including the principal executive officer(s) or
equivalent—within the QC system.

Proposed QC 1000 included a requirement for the firm to establish and maintain clear
lines of responsibility and supervision within its QC system. A commenter argued that the
quality objective in paragraph .25e. is sufficient and the specified quality response was not
necessary. While paragraph .27 may address a portion of the firm’s quality response to .25e.,
we believe paragraph .27 provides additional direction that is appropriate for all firms.
Establishing and maintaining structures within the firm—including defining authorities,
responsibilities, accountabilities, and supervisory and reporting lines for roles within the firm—
will support the effective design and operation of the QC system and the performance of the
firm’s engagements, regardless of the size of the firm or the types of engagements it performs.
The requirement also complements the documentation requirements of QC 1000.%2

One commenter expressed concern that this requirement, in combination with the
requirements of paragraph .12, could result in a prescriptive, hierarchical approach that would
not be desirable or practical. The requirement in the final standard is intended to enhance
supervision within the context of firms’ existing QC systems and supervisory structures. It does
not require firms to develop or adopt any particular supervisory structure and would be
compatible with a range of different approaches, including very flat structures.

The commenter also expressed concern that individuals acting in a supervisory capacity
could face liability beyond what exists under Sarbanes-Oxley, which may disincentivize teaming.
As discussed in Section IV.C.1.b above, paragraphs .15, .16, and .17 of the final standard
prescribe specific supervisory roles within a firm’s QC system, and the individuals who fill those
roles are supervisory persons who must exercise reasonable supervision for purposes of Section
105(c)(6) of Sarbanes-Oxley. Additionally, to the extent that other individuals are assigned
supervisory responsibilities in light of paragraph .27’s specified quality response, those
individuals, like all who are involved in the design, implementation, and operation of the QC
system, must exercise due professional care as set forth in paragraph .10 of the final standard.

Another commenter recommended that individuals in supervisory roles should be held
liable only for knowing or reckless violations. We note that paragraph .27 does not itself create

182 See QC 1000.82a. for the documentation requirements related to lines of responsibility and

supervision.
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responsibilities for supervisory personnel or prescribe standards of liability that apply when
those responsibilities are not met. Those issues are addressed elsewhere in our standards and
rules, including in the roles and responsibilities component of QC 1000 and PCAOB Rule
3502,8 as well as in Section 105(c)(6) of Sarbanes-Oxley.*®* In our view, the requirement to
establish and maintain clear lines of authority and supervision primarily serves to clarify how
the QC system is structured and how it operates, by laying out clearly the authorities,
responsibilities, accountabilities, supervisory and reporting lines, and who is responsible for
each element of the QC system. If the requirement has consequences in terms of individual
accountability and liability, that would only be because it removes any doubt about which
individuals are acting in a supervisory capacity and the scope of their respective responsibilities,
thereby clarifying how these other provisions should be applied.

We are adopting this requirement as proposed.

.28 If the firm issued audit reports with respect to more than 100 issuers during the prior
calendar year, the firm’s governance structure should incorporate an external oversight
function for the QC system composed of one or more persons who are not partners,
shareholders, members, other principals, or employees of the firm and do not otherwise
have a commercial, familial, or other relationship with the firm that would interfere with the
exercise of independent judgment with regard to matters related to the QC system (an
“External QC Function” or “EQCF”). The EQCF should have the experience, competence,
authority, and time necessary to enable them to carry out the responsibilities assigned to the
EQCF by the firm. The responsibilities of the EQCF should include, at a minimum, evaluating
the significant judgments made and the related conclusions reached by the firm when
evaluating and reporting on the effectiveness of its QC system.

183 See PCAOB Rule 3502. The Board has proposed to amend Rule 3502 to change the standard of
conduct for associated persons’ contributory liability from recklessness to negligence and to provide
that an associated person contributing to a violation need not be an associated person of the registered
firm that commits the primary violation. See PCAOB Rel. No. 2023-007.

184 Under Section 105(c)(6) of Sarbanes-Oxley, if an associated person of a registered public
accounting firm violates any provision of law, rules, or standards referenced in Section 105(c)(6), the
Board may impose sanctions on the firm or its supervisory persons if the Board finds that there was a
failure reasonably to supervise that associated person with a view to preventing such a violation. The
Board has adopted a rule related to Section 105(c)(6) that provides for commencing a disciplinary
proceeding if it appears that a firm or its supervisory personnel have failed reasonably to supervise an
associated person who has committed a violation. See PCAOB Rule 5200, Commencement of Disciplinary
Proceedings, at (a)(2); see also, e.g., In the Matter of Scott Marcello, CPA, PCAOB Rel. No. 105-2022-004
(Apr. 5,2022) (imposing sanctions under Section 105(c)(6)); In the Matter of WWC, P.C., PCAOB Rel. No.
105-2022-006 (Apr. 19, 2022) (same); In the Matter of KPMG Inc., Cornelis Van Niekerk, and Coenraad
Basson, PCAOB Rel. No. 105-2022-015 (August 29, 2022) (same).
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The proposal included a specified quality response to incorporate an oversight function
for the audit practice including at least one person from outside the firm, which would apply to
firms that issue audit reports with respect to more than 100 issuers. See Section III.C,
Scalability, for a discussion of the 100-issuer threshold.

Comments were mixed on the need for and potential breadth of this requirement. We
received several comments, primarily from investors and investor-related groups, suggesting
that the proposed requirement did not go far enough. Some commenters stated that the
oversight function should not be limited to one individual but instead a larger number (such as
three) of independent non-employee members should be required, or potentially an advisory
council or committee of the firm’s board of directors with multiple or even a majority of
independent non-employee members. Some of these commenters asserted that requiring only
one person with undefined authority to serve in an oversight role makes it unlikely to be
effective and falls short of the 2008 recommendations of the U.S. Treasury Department’s
Advisory Committee on the Auditing Profession, which suggested consideration of “firms
appointing independent members with full voting power to firm boards and/or advisory boards
with meaningful governance responsibilities.”*8 One commenter objected that the
requirement only mandates practices that are already in place at the largest firms, and so will
not generate any change. Another commenter asserted that there is little merit in requiring an
independent member of the firm’s oversight function without also considering the balance of
the oversight function and the contribution of the independent member. Others called for
more specificity about the individual’s role, including specific powers, such as the power to
meet with firm management and obtain relevant information. Some investor-related groups
also called for transparency on the role of the non-employee members.

Many commenters, including some larger firms, supported the oversight role. Two
commenters suggested that the requirement for an independent oversight function be
extended to apply to all firms that issue audit reports for issuers and one of these commenters
suggested having firms consider whether an independent function is an appropriate response
to achieving the quality objectives.

Other commenters, including some mid-sized firms, did not support the specified quality
response and suggested it should be a quality objective instead. One firm suggested that the
objective could be better accomplished by designating an “audit quality expert” on a firm’s
board (similar to a “financial expert” on an audit committee) or by hiring independent external
QC advisers. Some commenters expressed concern about the lack of specificity and clarity
regarding the role, including questions regarding the individual’s authority and function. One
noted that the individual was not required to be a CPA and asserted that the need for and
benefits of the role had not been sufficiently articulated; on that basis, the commenter did not

185 U.S. Treasury Department, Advisory Committee on the Auditing Profession Final Report (Oct. 6,

2008) at VII.8.
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support it. Another commenter did not see the linkage between the specified quality response
and the quality objectives and suggested that the lack of definition of the role, coupled with a
lack of clarity about which quality objectives were being addressed, would make
implementation challenging. Other commenters stated that finding individuals to fill this role
may be challenging.

Some commenters requested guidance on how to implement the requirement,
including with respect to the qualifications or roles of the individuals. One firm sought clarity on
whether supervisory liability under Sarbanes-Oxley Section 105(c)(6) would apply equally to
members with an oversight or advisory function. Some commenters, including firms, expressed
concern about the potential scope and meaning of the terms such as “governance structure,”
“independent judgment,” and “oversight function,” and requested confirmation that current
practices such as independent advisory boards are a permissible approach. One firm requested
an extended implementation period to allow time for firms to design and implement the
oversight function, including identifying and onboarding appropriate individuals.

Based on the comments received, we have refined the proposed requirement to provide
additional specificity and clarity. The final rule refers to an “external oversight function for the
QC system composed of one or more persons,” none of whom has a disqualifying relationship
with the firm. This more precise language clarifies that the focus is on the QC system and
emphasizes that the function is to be carried out entirely by one or more persons external to
the firm, who are not principals or employees of the firm and do not have any other
relationship with the firm that would interfere with the exercise of independent judgment with
regard to QC-related matters. We have also added a name for the position—External QC
Function, or EQCF—which we believe clarifies and underscores that the person or persons are
external to the firm and serve in a QC-focused role.® We have also conformed the provision to
the descriptions in QC 1000.12 of other specified QC system roles by providing that the EQCF
should have the experience, competence, authority, and time necessary to enable them to
carry out the responsibilities assigned to them by the firm.

To clarify what is entailed in “an external oversight function for the QC system,” the final
standard also specifies a baseline requirement that the EQCF’s responsibilities should include
evaluating, at a minimum, the significant judgments made and the related conclusions reached
by the firm when evaluating and reporting on the effectiveness of its QC system. We believe
this addition is responsive to commenters who requested clarification of the proposal, as well
as those suggesting that the standard include some specific requirements with respect to the
role. We expect that firms will make a number of significant judgments in performing and
reporting on their QC system evaluation. We expect that the person or persons serving in this

186 Firms may assign other functions to the person or persons serving in the EQCF role so long as

the specified QC function can be carried out as set forth in the standard and discussed in this release.
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external oversight function will evaluate judgments made by firm personnel in the firm’s
evaluation of the firm QC system and the required reporting.

The evaluation performed by the EQCF will be in some respects analogous to the EQR’s
evaluation of significant judgments made by the engagement team and the related conclusions
reached in forming the overall conclusion on the engagement and in preparing the engagement
report.t®’ Like the EQR, the EQCF will review and evaluate work performed by others, not redo
the work, and must exercise due professional care in performing their responsibilities.'®®

However, there are important differences between the requirements for the EQR and
the EQCF. Unlike the EQR standard, QC 1000 does not impose specific limits on the length of
service of the EQCF, though firms should consider the potential for arrangements relating to
length of service, such as term limits and protections against removal, to prevent the creation
of a relationship with the firm that impairs independent judgment. QC 1000 also does not
specify the procedures the EQCF should perform to evaluate the significant judgments made
and related conclusions reached. These may vary based on the circumstances of the firm and
the design, implementation, and operation of its QC system, but must be sufficient to enable
the EQCF to perform their evaluation with due professional care. In addition, unlike the EQR
standard, QC 1000 does not require that the EQCF provide concurring approval of reporting,
although firms would be free to establish such concurring approval as a matter of policy.
Documentation will have to be prepared and retained in sufficient detail to evidence how the
quality response operated.*® This will form part of the QC documentation supporting the firm’s
ongoing risk assessment and monitoring and remediation efforts, as well as our own oversight
activities. Under QC 1000.65, firms will be required to consider the EQCF’s evaluation in their
ongoing monitoring of the QC system (including monitoring of the evaluation process).

Separately, we carefully considered commenter suggestions to increase the required
number of independent individuals and to establish specific eligibility criteria for them. Given
the oversight responsibility of an EQCF, we believe at least one person is always necessary and
firms may determine, based on their circumstances, that more than one person is needed to
appropriately carry out the function. We believe the requirement will respond to the quality
objective in paragraph .25e by ensuring an independent perspective on QC matters, but it does
not supplant firm leadership or relieve them of their fundamental responsibility to instill and
maintain a firm culture that appropriately prioritizes QC. Accordingly, we do not believe it
would be appropriate to mandate a specific number of individuals or the specific credentials

187 See AS 1220.09.
188 See QC 1000.10; AS 1220.12.

189 See QC 1000.83b. We expect such documentation to include both (1) how the EQCF evaluated
the significant judgments made and the related conclusions reached by the firm when evaluating and
reporting on the effectiveness of its QC system and (2) the results of the EQCF’s evaluation.
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they must have (besides their ability to exercise independent judgment with regard to matters
related to the QC system and the general requirement that they have the experience,
competence, authority, and time necessary to enable them to carry out their assigned
responsibilities). Rather, the decision will be based on specific skillsets of the person or persons
in this function to be able to carry out the requirements of the function. In that regard, firms
may conclude that one or more persons appointed to the EQCF should be non-auditors to bring
a greater diversity of perspectives to the function.

Beyond the minimum responsibilities specified in the standard, we are giving firms
flexibility in establishing other responsibilities of the EQCF, enabling the function to best
respond to the nature and circumstances of the firm. For example, if the firm has experienced
an increase in recurring engagement deficiencies, the firm may charge the EQCF with reviewing
and evaluating the firm’s remediation actions and monitoring plan. As another example, a firm
may assign the EQCF with strategic responsibilities, such as maintaining situational awareness
through the identification and monitoring of emerging risks or trends that could potentially
affect the firm’s QC system. While QC 1000 specifies that the EQCF exercise oversight over the
QC system, the firm may also choose to extend its authority more broadly. The responsibilities
assigned to the EQCF will in turn drive decisions about the scope of the EQCF’s authority. At a
minimum, that will entail sufficient access to information, documentation, and firm personnel
to enable evaluation of the significant judgments made and the related conclusions reached by
the firm when evaluating and reporting on the effectiveness of its QC system, but it could be
broader depending on the scope of the EQCF’s responsibilities as assigned by the firm.1°
Consideration of the experience, competence, and time necessary to serve in the role will
likewise depend on the responsibilities assigned by the firm.

The firm may consider many matters when establishing an EQCF. Such matters could
include:

e The responsibilities assigned by the firm to the EQCF, including those specified in QC
1000;

e The qualifications required of the individual(s) assigned to fulfill those responsibilities,
including those specified in QC 1000;

e The scope of authority afforded to the EQCF in light of the assigned responsibilities;

190 The scope of firm policies and procedures regarding the EQCF will also depend on its role and

the associated risks. For example, pursuant to QC 1000.53g, firms will have to develop policies and
procedures regarding information communicated to and obtained from the EQCF.
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e Whether to establish a direct line of communication from the EQCF to the individual
assigned ultimate responsibility and accountability for the QC system as a whole, or the
individual assigned operational responsibility for the QC system as a whole, or both;

e Whether to require that the EQCF comply with independence requirements applicable
to auditors; 1°?

e The level of external transparency of the EQCF’s role and responsibilities;
e The compensation structure for the EQCF; and

e The term of service for the EQCF, including restrictions on removal and limits on length
of service.

In making these determinations, the firm should be mindful of the requirement that
members of the EQCF not have any relationship with the firm that would interfere with the
exercise of independent judgment with regard to matters related to the QC system.

The EQCF could be, but would not be required to be, in the “chain of command” under
the SEC independence rule.’®?> We do not believe that the EQCF would be a “supervisory
person” under Sarbanes-Oxley Section 105(c)(6) solely by virtue of having evaluated the
significant judgments made and related conclusions reached by the firm when evaluating and
reporting on the effectiveness of the firm’s QC system. However, depending on the nature and
degree of their responsibility, ability, or authority to affect the conduct of the firm’s associated
persons, as established by the firm, the EQCF could be subject to Sarbanes-Oxley Section
105(c)(6).

We are not requiring the results of the EQCF’s evaluation to be publicly disclosed.*®3
However, nothing set forth in this release would limit or prohibit firms from disclosing any
information about the EQCF’s activities—including the EQCF’s practices, methods, or
procedures, or the manner or results of the EQCF’s evaluation—if the firm so chooses.

191 See Regulation S-X Rule 2-01(b)-(c), 17 C.F.R. § 210.2-01(b)-(c), and PCAOB Rules under Section
3, Auditing and Related Professional Practice Standards, Part 5-Ethics and Independence.

192 See Regulation S-X Rule 2-01(f)(8), 17 C.F.R. § 210.2-01(f)(8).

193 For a discussion of certain legal constraints imposed by Sarbanes-Oxley on the Board’s ability to

require public disclosure of certain QC-related information, see Section IV.L.1.c.ii. As part of a separate
project, the Board has proposed a requirement for firms that have an EQCF to disclose the identity of
the person or persons, an explanation for the basis of the firm’s determination that each such person is
independent of the firm (including the criteria used for such determination), and the nature and scope
of each such person’s responsibilities. See PCAOB Rel. No. 2024-003.
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Based on comments received and experience with inspections of firms’ systems of
guality control, we believe that investors, audit committees, and other stakeholders will benefit
from the EQCF’s evaluation even in the absence of public disclosure. An external oversight
function should enhance the discipline with which the firm carries out its own QC system
evaluation. As we observe the implementation and performance of the EQCF through our
inspection activities, we may publish observations or good practices. For these reasons, we
believe that the EQCF will support improvements in firms’ systems of quality control, ultimately
benefiting investors, audit committees, and other stakeholders.

.29 The firm should design, implement, and maintain policies and procedures for
addressing potential noncompliance with applicable professional and legal requirements and
with the firm’s policies and procedures with respect to the QC system, the firm’s
engagements, firm personnel, and other participants. Such policies and procedures should be
made available to all firm personnel and other participants and address:

a. Processes and responsibilities for receiving complaints and allegations from
internal and external parties (for example, policies and procedures regarding a
complaints mailbox or hotline or a whistleblower program);

b. Protecting persons making complaints and allegations from retaliation;
c. Investigating and addressing complaints and allegations; and

Note: The nature, timing, and extent of the process to investigate and
address complaints and allegations should be commensurate with and
responsive to the significance of the related complaint or allegation.

d. If the firm issued audit reports with respect to more than 100 issuers during the
prior calendar year, providing a confidential and anonymous process for
submitting complaints and allegations and protecting the confidentiality of the
individuals and entities that made a complaint or allegation during the
investigation.

People internal and external to the firm can help a firm identify instances of
noncompliance with applicable professional and legal requirements earlier than might be
possible through the firm’s own monitoring.®* The proposal included a specified quality
response requiring policies and procedures for addressing potential noncompliance with

194 In addition, through this process information may be received regarding noncompliance with

laws and regulations by companies that engage the firm.
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applicable professional and legal requirements and with the firm’s policies and procedures with
respect to the QC system, the firm’s engagements, firm personnel, or other participants.

This would include clearly defining channels within the firm that enable reporting of
complaints and allegations by firm personnel and external parties (e.g., employees of
companies or other participants) and establishing procedures for appropriately investigating
and addressing such complaints and allegations, including complying with any applicable
reporting or other requirements.'%

The proposal sought comment on the appropriateness of this specified quality response,
and whether any additional specified quality responses should be considered. Two firms that
commented supported the specified quality response. Two other firms expressed concern with
the prescriptiveness of other participants being included in the requirement. One investor
suggested there should be an explicit requirement for a whistleblower mechanism with key
protections such as confidentiality and protection against retaliation, and that the individual
responsible for the firm’s QC system be responsible for the investigation of whistleblower
complaints and remediation of QC issues identified by whistleblowers.

We are adopting the specified quality response with some modifications, described
below. We believe that establishing policies and procedures that support the reporting and
investigation of potential noncompliance will assist firms in complying with applicable
professional and legal requirements. It will also assist them in identifying and dealing with
individuals, including those in leadership, who fail to comply with applicable professional and
legal requirements or the firm’s policies and procedures. Finally, it may result in firm personnel
or external parties identifying and communicating deficiencies in the QC system.

The final provision retains the reference to other participants, as we believe it is
important for the firm to capture any potential noncompliance with applicable professional and
legal requirements, including with regard to work performed by other participants that relates
to the firm’s QC system or the firm’s engagements.

We have expanded the requirements related to the firm’s policies and procedures for
collecting and addressing complaints and allegations to explicitly require that they:

195 A firm’s program for addressing complaints and allegations may be subject to requirements

under applicable law regarding whistleblowers (such as, for example, N.Y. Labor Law Section 740).
However, such a program should not be confused with a whistleblower program established and
administered by the federal government, including the program administered by the SEC, which has its
own requirements and protections. See, e.g., Section 21F of the Exchange Act, 15 U.S.C. § 78u-6; 17
C.F.R. §§ 240.21F-1 through .21F-18. To the extent a firm’s program for addressing complaints and
allegations provides protective measures, such as confidentiality and non-retaliation, based only on firm
policy and not on law, such protective measures may not create legally enforceable rights.
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e be made available to all firm personnel and other participants;

e address processes and responsibilities for receiving, investigating, and addressing
complaints and allegations; and

e include protecting persons making complaints and allegations from retaliation.

We also expanded the specified quality response to require firms that issued audit
reports with respect to more than 100 issuers during the prior calendar year to include
confidentiality protections in their policies and procedures.

The firm’s policies and procedures regarding complaints and allegations should be made
available to all firm personnel and other participants, which could occur by posting them on an
intranet site or providing such policies and procedures to other participants upon engagement.
The policies and procedures should include identifying who is responsible for receiving,
investigating, and addressing complaints and allegations; describing the process for submitting
complaints and allegations; and describing how the firm will investigate and address complaints
and allegations received. We also specified that the policies and procedures should explicitly
address protection against retaliation of persons making complaints and allegations, which we
believe is a critical element of any effective program for receiving complaints and allegations.

The required policies and procedures regarding investigating and addressing complaints
and allegations allow scalability. The process for investigating and addressing a complaint or
allegation would vary, commensurate with and responsive to the significance of the complaint
or allegation.

For firms that issued audit reports with respect to more than 100 issuers during the
prior calendar year, the policies and procedures will have to provide a confidential and
anonymous submission process for complaints and allegations, similar to the requirements for
audit committees under the Exchange Act.*®® For example, a firm may have a confidential and
anonymous submission process through a website, toll-free number, or mobile app, and could
manage the process in-house or through a third-party provider. The firm’s policies and
procedures will also have to provide for protection, during the investigation, of the
confidentiality of individuals and entities who make complaints and allegations. We believe this
requirement specifically targets and responds to potential quality risks that are more likely to
arise in audit practices of a certain size and complexity. However, firms that are not subject to
this express requirement may nevertheless determine that such requirements are a necessary
or appropriate quality response to address their quality risks.

196 See Exchange Act Section 10A(m)(4).



PCAOB Release No. 2024-005
May 13, 2024
Page 127

2. Current PCAOB standards

Existing PCAOB QC standards contain limited references to firm governance and
leadership. For example:

e QC 20 acknowledges that the QC system includes the firm’s organizational structure;*®’

e The SECPS member requirements on independence quality controls provide that the
importance of compliance with such independence standards, and the QC standards,
should be reinforced by management of the member firm, thereby setting the
appropriate tone at the top and instilling its importance into the professional values and
culture of the member firm;1°8 and

e The SECPS member requirements provide that member firms should communicate to all
professional firm personnel the broad principles that influence the firm’s quality control
and operating policies and procedures on, at a minimum, matters related to the
recommendation and approval of accounting principles, present and potential client
relationships, and the types of services provided, and inform professional firm personnel
periodically that compliance with those principles is mandatory.!®?

F. Ethics and Independence

This component addresses the fulfillment of firm and individual responsibilities under
relevant ethics and independence requirements. Adhering to such requirements is a
foundational concept that not only promotes audit quality but also safeguards the vital role
that auditors play within the capital markets.

The ethics and independence component of the standard has been tailored to the ethics
and independence requirements that apply to engagements performed under PCAOB
standards. Under the standard, ethics and independence requirements include the PCAOB's
ethics and independence standards and rules, the SEC’s rule on auditor independence, and
other applicable requirements regarding accountant ethics and independence, such as those
arising under state law or the law of other jurisdictions (e.g., obligations regarding client
confidentiality).?%° We have clarified that the reference to other applicable requirements is

197 See QC 20.04.

198 See SECPS § 1000.46.

199 See SECPS § 1000.08(l).

200 Footnote 10 to QC 1000 provides:

Ethics and independence requirements include PCAOB independence and ethics
standards and rules, the U.S. Securities and Exchange Commission (“SEC”) rule on
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limited to those that are relevant to fulfilling auditor obligations and responsibilities in the
conduct of engagements or in relation to the QC system. The standard requires firms to
establish quality objectives related to ethics and independence requirements and design and
implement specified quality responses.

1. QC1000

.30 This component addresses the fulfillment of firm and individual responsibilities under
ethics and independence requirements.

a. Ethics and independence quality objectives

The standard requires the firm to establish the following quality objectives:

31 The quality objectives established by the firm with respect to ethics and
independence requirements should include the following:

a. Ethics and independence requirements are understood and complied with by the
firm and firm personnel and, with respect to work performed on behalf of the
firm, by others subject to such requirements.

b. Conditions, events, relationships, or activities that could constitute violations of
ethics and independence requirements are properly identified, evaluated, and
responded to by the firm and firm personnel on a timely basis.

c. Violations are communicated on a timely basis to the individual assigned

operational responsibility for the firm’s compliance with ethics and independence
requirements.

Understanding of and compliance with ethics and independence requirements are
fundamental to the auditor’s role. Adherence to standards of professional ethics is as important
as adherence to requirements regarding auditor independence, and firms’ QC systems should
address both. Under the standard, firms are required to establish quality objectives that

auditor independence, and other applicable requirements regarding accountant ethics
and independence that are relevant to fulfilling their obligations and responsibilities in
the conduct of engagements or in relation to the QC system, such as those arising under
state law or the law of other jurisdictions. See, e.g., Regulation S-X Rule 2-01, 17 C.F.R. §
210.2-01, and PCAOB Rules under Section 3. Auditing and Related Professional Practice
Standards, Part 5 — Ethics and Independence.
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address understanding of and compliance with ethics and independence requirements. While
maintaining independence and adhering to ethical requirements is each individual’s
responsibility, the firm also has responsibility and plays a critical role in ensuring that
individuals understand those requirements and have the tools and resources they need to
comply.

One firm suggested that the Board clarify the ethical requirements that are subject to
the responsibility of the individual assigned operational responsibility for the firm’s compliance
with ethics and independence requirements. The firm specifically commented that competence
and due care are characteristics required by both ethical standards and QC standards, and as a
result, there could be confusion over whether such requirements are ethical requirements or
quality control requirements when determining the responsibility of the individual assigned
operational responsibility for the firm’s compliance with ethical and independence
requirements. In some cases, a matter may be applicable to the responsibilities of both the
individual assigned operational responsibility for the firm’s compliance with ethics and
independence requirements and the individual assigned operational responsibility and
accountability for the QC system as a whole. A firm could divide responsibilities based on the
specific issues involved, so long as the lines of responsibility are clear (for example, duties of
competence and due care in the context of the audit, codified under our ethics rules, could be
assigned to the individual with operational responsibility for compliance with ethics and
independence requirements, while duties of competence and due care in the context of QC
system activities, codified in QC 1000, could be assigned to the individual with operational
responsibility for the QC system).

Under the standard, the firm is required to establish a quality objective to identify
conditions, relationships, events, and activities that could result in violations of ethics and
independence requirements and evaluate and respond to such conditions, relationships,
events, and activities on a timely basis. This will help the firm reduce the risk of noncompliance
by identifying potential violations of ethics and independence requirements in time to prevent
many violations and to quickly remediate violations that do occur. For example, a firm that
plans to acquire another firm could identify the acquisition as an event that could result in
independence violations by the personnel of the acquired entity. This could prompt the firm to
develop policies and procedures that address onboarding processes for firm personnel of
acquired entities around independence. These policies and procedures would assist in
identifying and resolving potential independence violations before the acquisition is completed.
One firm commented that as the proposed quality objectives for ethics and independence are
broadly consistent with other jurisdictional and international quality control/management
standards, it believes that they are appropriate, and no further changes are needed.

An investor-related group expressed concern that the proposal did not sufficiently
address conflicts of interest, such as when an audit firm performs other services for the audited
company. The investor-related group further commented that without clear separation
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between those responsible for quality control and those responsible for maintaining client
relationships and winning consulting contracts, investors can have less than full confidence the
system of quality control will ensure the necessary level of audit quality. We acknowledge that
QC 1000 does not create new requirements regarding auditor independence. However, in
relation to the commenter’s specific concern about the performance of non-audit services,

QC 1000 requires the QC system to operate over compliance with numerous restrictions on
non-audit services that exist under current independence rules enacted in response to previous
independence conflicts.?%!

QC 1000 establishes quality objectives that apply to all firms. Within the ethics and
independence component, firms are required to establish quality objectives that address both
personal and firm-level compliance. Personal violations include such matters as owning stock in
companies that are audit clients of the firm or its affiliated entities while a “covered person in
the firm.”292 Firm-level violations include such matters as providing prohibited services or failing
to obtain required audit committee pre-approval. We have also included specified quality
responses that directly address the firm’s policies and procedures for identifying and
monitoring firm and personal relationships with audit clients to help mitigate the risk of
potential violations. In addition, the roles and responsibilities requirements direct firms to
assign an individual operational responsibility for the firm’s compliance with ethics and
independence requirements to provide oversight specifically focused on this area.

The quality objectives address compliance with ethics and independence requirements
not just by firm personnel, but also by others who may be subject to ethics and independence
requirements in relation to work they perform on behalf of the firm. These others may include,
for example, “persons associated with a public accounting firm” as defined in PCAOB rules?® or
“covered persons in the firm” under the SEC independence rule.?* We note that these and
other concepts used in the ethics and independence rules do not map directly to the
terminology we generally use in QC 1000. (For example, some “other participants,” such as
other accounting firms, are subject to independence requirements, while others, such as
engaged specialists and the company’s internal auditors, are not.) To ensure that the
requirements for this component of the QC system align with, and do not go beyond, the ethics
and independence requirements over which the QC system would operate, in this component
we use terminology that incorporates or refers back to the underlying ethics and independence
requirements. For example, rather than having quality objectives address compliance by “other

201 See, e.g., Regulation S-X Rule 2-01(c)(4), 17 C.F.R. § 210.2-01(c)(4); PCAOB Rules 3522-3526.
202 See Regulation S-X Rule 2-01(f)(11), 17 C.F.R. § 210.2-01(f)(11).
203 See PCAOB Rule 1001(p)(i).

204 For example, because the definition of “accounting firm” under Regulation S-X Rule 2-01(f)(2)
includes associated entities, “covered persons in the firm” may include personnel of network affiliates in
addition to firm personnel.
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participants,” in this component the quality objective addresses compliance by “others subject
to [ethics and independence] requirements.”

One firm commented that it supported the direction of the quality objectives, but
asserted that some of the terms were confusing as it related to “others subject to ethics and
independence requirements.” The firm questioned whether these correspond to other
participants as defined in the standard. The firm further commented that the terminology used
for others subject to ethics and independence requirements could create operational
challenges because those terms are open to interpretation, and requested that the Board
clarify the language the standard used. The firm suggested that the proposed requirements that
contain this language could go beyond the intended applicability of the independence rules to
the various parties contemplated. Again, we use terminology in this component that
incorporates or refers back to the terminology used in ethics and independence rules,
terminology which we believe is well understood in those contexts. We use it precisely to avoid
going beyond the scope of existing ethics and independence requirements, and to ensure that
QC 1000 addresses exactly the same population as the ethics and independence rules
themselves.

One firm commented that while the proposed quality objectives for ethics and
independence are appropriate and important, further clarification may be needed of how the
objectives apply to firm personnel. Specifically, the firm argued that it could be inferred that
the ethics and independence requirements extend to all individuals involved in the operation of
the firm’s QC system, including those individuals who are not subject to the requirements
under the existing PCAOB and SEC independence rules, for example, data research teams.

QC 1000 does not impose ethics and independence requirements on individuals who are not
currently subject to them. References in the standard to “requirements” and “obligations” are
to existing requirements and obligations which themselves specify to whom they apply.
However, firms may choose to implement broader policies regarding ethical behavior that
impose requirements on individuals who are not subject to the ethics and independence rules
of the PCAOB and the independence rule of the SEC.

With respect to the timing of communication of violations to the individual assigned
operational responsibility for the firm’s compliance with applicable ethics and independence
requirements, the quality objective states that such actions should take place on a timely basis.
One firm agreed that timely communication of ethics and independence related matters within
the firm is important for audit quality, but expressed concern that the prescriptive nature of the
requirements addressing communications may detract from the achievement of the intended
objectives. The firm suggested that it is important to recognize that the evaluation of certain
matters would be done in accordance with the firm’s policies and procedures, which are
designed to strike a balance between prematurely alerting individuals to matters for which the
facts and potential impacts are not sufficiently known and making sure those with ultimate
responsibility for decisions are made aware on a timely basis. The final standard does not
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specify that all violations need to be communicated immediately. However, we believe timely
communication and action should be sufficiently prompt to achieve its objective. In some cases,
for example, where there is a high risk of a severe or pervasive problem, communication and
action may have to be immediate to be timely.

b. Ethics and independence specified quality responses

32 In designing and implementing quality responses to address the quality risks in the
ethics and independence component, the firm must include the specified quality responses in
paragraphs .33 -.36. These specified quality responses alone will not be sufficient to enable
the firm to achieve all established quality objectives for this component. Depending on the
quality risk being addressed, specified quality responses may need to be combined with other
quality responses designed and implemented by the firm.

The specified quality responses are primarily based on existing PCAOB ethics and
independence requirements and SEC independence requirements, including the provisions
regarding independence quality controls that currently apply to SECPS member firms.2% We are
incorporating these SECPS member requirements into QC 1000, with some refinements, and
extending those requirements to all firms. Our view is that the SECPS requirements address
matters that are generally relevant to a QC system operating over compliance with SEC and
PCAOB independence rules. Since those rules apply to all firms that perform engagements for
issuers and broker dealers, we believe it is appropriate to extend the SECPS requirements to all
firms.

Under the standard, the firm is required to design, implement, and maintain policies
and procedures for the following:

e General ethics and independence matters;

e Certain specific matters that may reasonably be thought to bear on independence;
e Communication regarding ethics and independence policies and procedures; and

e Mandatory training on ethics and independence.

One firm commented that it generally supports the specified quality responses and
believes that it is appropriate to have the same set of independence requirements apply for all
firms. Another firm suggested that the specified quality responses are not necessary to achieve
the objectives of QC 1000. Instead of prescriptive specified responses, the firm suggested that

205 See SECPS § 1000.46.
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the standard include more specified quality objectives which would promote scalability and
allow for future adaptations to technological or other innovations. Another commenter said
that the proposal expanded on the independence requirements in a granular manner, and
suggested that the details be moved into an appendix or practice aid, or provided as additional
guidance to help reduce differences between QC 1000 and other standard setters. The specified
quality responses for the ethics and independence component primarily carry forward existing
requirements from our QC standards and extend certain existing requirements to all firms. We
believe that the specified quality responses relate to risks that apply to all firms and therefore
should be addressed by all firms. We intend them to be obligations of all firms and have
therefore codified them within the rule text rather than as guidance.

i. QC policies and procedures about general ethics and independence
matters

The standard requires the adoption of policies and procedures regarding general ethics
and independence matters, carrying forward current PCAOB and SEC requirements.

33 The firm must design, implement, and maintain policies and procedures that address
ethics and independence requirements, including:

a. ldentifying and addressing matters that may reasonably be thought to bear on the
independence of the firm, firm personnel, and affiliates of the firm;

The proposed requirement did not draw comment and is adopted as proposed.

The phrase “may reasonably be thought to bear on independence” is used in PCAOB
Rule 35262% and should be familiar to all firms. It is taken from an independence standard that
predates the existence of the PCAOB,?%’ and, as we noted in connection with the adoption of
Rule 3526, it focuses auditors on the perceptions of reasonable third parties when making
independence determinations. It is consistent with the SEC’s general standard on
independence.?’® The firm’s policies and procedures are required to address all matters that

206 See PCAOB Rule 3526 (requiring auditors to describe to the audit committee relationships that
may reasonably be thought to bear on independence).

207 See Independence Standards Board Standard No. 1, Independence Discussions with Audit

Commiittees. ISB No. 1 was included in the Board’s interim standards until it was superseded by the
adoption of Rule 3526.

208 See Regulation S-X Rule 2-01(b), 17 C.F.R. § 210.2-01(b).
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may reasonably be thought to bear on the independence of the firm, firm personnel, and
affiliates of the firm under SEC and PCAOB rules.

In addition to the broad concept of matters that “may reasonably be thought to bear on
independence,” SEC and PCAOB rules address certain specific matters that bear on
independence. For example, Rule 2-01(c) of Regulation S-X sets forth a non-exclusive list of
circumstances that the SEC considers to be inconsistent with independence.?® Such
circumstances include, among others, certain financial relationships, employment relationships,
business relationships, non-audit services, contingent fees, and circumstances related to
partner rotation. PCAOB rules also list certain prohibited tax transactions and tax services that
would make the firm not independent of its client.??

The underlying facts and circumstances and relevant requirements will determine what
actions need to be taken by the firm to address a matter that may reasonably be thought to
bear on independence. For example, in some situations, it will be sufficient to communicate the
matter to the audit committee. In other situations, further action may be required.

b. Obligations of firm personnel to perform with integrity and objectivity all activities
associated with the operation of the QC system and the performance of
engagements (such as training and other professional development activities;
engagement planning, performance, and supervision; and communication with
companies for which the firm performs engagements, other firm personnel, and
regulators);

c. Obligations of associated persons of the firm, other than firm personnel, to
perform work on behalf of the firm with integrity and objectivity;

The proposed requirements did not draw comment and are adopted substantially as
proposed.

Integrity and objectivity are important ethical concepts currently addressed in QC 20.2%!
Under the existing standard, integrity requires personnel to be honest and candid within the
constraints of client confidentiality, whereas objectivity imposes the obligation to be impartial,
intellectually honest, and free of conflicts of interest.

209 See Regulation S-X Rule 2-01(c), 17 C.F.R. § 210.2-01(c).

210 See PCAOB Rule 3522, Tax Transactions; PCAOB Rule 3523, Tax Services for Persons in Financial
Reporting Oversight Roles.

211 See QC 20.10.
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As discussed in more detail in Section V.B., we are rescinding our interim ethics and
independence standard, ET 102, Integrity and Objectivity, and replacing it with a new standard,
El 1000, Integrity and Objectivity.?'> QC 1000 includes a reference to that new rule and to
PCAOB Rule 3500T, Interim Ethics and Independence Standards.

The final standard clarifies that firm personnel are expected to demonstrate integrity
and obijectivity in carrying out all of their professional responsibilities associated with the QC
system and the performance of engagements. This includes activities ranging from the design
and implementation of the QC system, monitoring and remediation, and evaluation of the QC
system, to training and professional development; planning, performing, and supervising
engagements; and internal and external communications. We also believe that it is important
for the firm’s policies and procedures to address obligations related to integrity and objectivity
for associated persons of the firm, other than firm personnel, who perform work on behalf of
the firm.

d. Consultations on ethics and independence matters, including identifying ethics
and independence matters requiring consultation;

The proposed requirement did not draw comment and is adopted as proposed.

Establishing a consultation process on independence matters is an existing concept
under SECPS independence requirements. Currently, SECPS member firms are required to
designate a senior-level partner responsible for overseeing the adequate functioning of the
firm’s independence policies and consultation process.?!3

We are expanding this concept in QC 1000 by covering not only independence matters,
but also ethics matters, and by expressly requiring the firm’s policies and procedures to address
the identification of ethics and independence matters that require consultation. We believe the
specific focus on identifying matters requiring consultation should prompt firm personnel and
others subject to such requirements to more effectively identify ethics and independence
issues that are new, challenging, or complex and that would benefit from evaluation by subject
matter experts. We are applying the requirement to all firms, not just SECPS member firms.

e. Monitoring compliance (e.g., internal inspection of independence compliance at
least annually) with applicable ethics and independence requirements and related
firm policies and procedures by the firm, firm personnel, affiliates of the firm, and,

212 See Section V.B, Rescission of ET Section 102; adoption of El 1000; related amendments.

213 See SECPS § 1000.46 (requirement 5).
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with respect to work performed on behalf of the firm, others subject to such
requirements; and

Under existing SECPS requirements, member firms are required to establish a
monitoring system to determine that corrective actions are taken on all apparent independence
violations reported by firm personnel.?'* Under those requirements, the monitoring system
should include procedures to provide reasonable assurance that (i) investments of the firm and
its benefit plans are in compliance with the firm’s policies and (ii) information received from its
partners and managers is complete and accurate. The SECPS requirements do not prescribe
specific activities for the monitoring system, other than stating that generally it includes
auditing, on a sample basis, selected information such as brokerage statements, or alternative
procedures that accomplish the same objective. One firm requested clarification of whether
auditing, on a sample basis, selected information such as brokerage statements, will be
mandatory under QC 1000. The standard does not prescribe specific activities to monitor
compliance with ethics and independence requirements and the firm’s ethics and
independence policies. This allows scalability based on the firm’s size and specific
circumstances. We expect that firms that have developed monitoring systems to comply with
SECPS requirements would continue to use these systems as one aspect of monitoring
compliance under the standard. While auditing brokerage statements is not mandatory under
QC 1000, the firm must design, implement, and maintain policies and procedures to monitor
compliance with applicable ethics and independence requirements and related firm policies
and procedures. Based on the firm’s size and specific circumstances, a firm can choose which
monitoring activities are an effective response to meet the quality objective.

With respect to compliance with applicable ethics and independence requirements by
the firm and its affiliates, we understand that firms employ various manual and automated
tools for evaluating whether the firm and its affiliates comply with SEC and PCAOB
independence requirements and the firm’s independence policies and procedures. Some
examples of such tools include having a centralized process to monitor business relationships,
establishing an independence confirmation process that includes detailed guidance and
guestions related to independence and prohibited non-audit services, and periodic review of
the completeness and accuracy of information reported on independence confirmations.

A firm may establish ethics and independence policies and procedures that are more
restrictive than the rules of the SEC and PCAOB—for example, to comply with requirements of
other jurisdictions or to simplify compliance with SEC and PCAOB requirements by setting
bright-line policies and reducing the range for individual judgment. Under the standard, the

214 See SECPS § 1000.46 (requirement 7.d).



PCAOB Release No. 2024-005
May 13, 2024
Page 137

firm’s evaluation of compliance covers applicable ethics and independence requirements as
well as the firm’s policies and procedures.

f.  With respect to violations and potential violations of ethics and independence
requirements:

(1) Identifying conditions, events, relationships, and activities that could
constitute ethics or independence violations involving the firm, firm personnel,
and, with respect to work performed on behalf of the firm, others subject to
such requirements;

(2) Taking preventive and corrective actions to address ethics or independence
violations, as appropriate, on a timely basis;

(3) Reporting requirements for firm personnel and others performing work on
behalf of the firm who are subject to such requirements regarding ethics or
independence violations of which they become aware that may affect the
firm, including requirements for escalating reporting of such violations; and

(4) Communicating, as appropriate, to external parties (for example, to audit
committees).

The proposed requirements are adopted substantially as proposed.

As previously discussed, QC 1000 includes the existing SECPS requirement for firms to
have policies and procedures that address independence violations and expands the
requirement to cover all firms and to include ethics violations.

Under the standard, the firm is required to establish policies and procedures addressing
violations and potential violations of ethics and independence requirements. These types of
policies and procedures are intended to be preventive, detective, and corrective by nature.

The firm’s policies and procedures are required to address identifying conditions,
events, relationships, or activities that could constitute ethics or independence violations
involving the firm, firm personnel, and, with respect to work performed on behalf of the firm,
others subject to such requirements. For example, if a firm or its network is contemplating a
reorganization or restructuring that would affect the relationships among affiliated firms or
other entities, identifying post-reorganization investment activities as such an activity could
assist the firm in designing and implementing appropriate policies to prevent independence
violations.
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With respect to ethics and independence violations that do or could occur, the firm’s
policies and procedures are required to address the taking of preventive and corrective actions
to address violations on a timely basis. Such policies and procedures could specify the
individuals responsible for taking preventive and corrective actions (at the engagement or firm
level), the timing of preventive and corrective actions, and any potential sanctions against firm
personnel or other individuals for violating ethics and independence requirements. While one
firm supported bringing greater attention and accountability to the ethics and independence
component, it suggested that the level of prescription may create operational challenges that
could be detrimental to audit quality. Specifically, with regards to paragraph .33f.(2), the firm
commented that ethical or independence violations may take a variety of forms and that
dictating that preventive and corrective actions must be taken does not promote a risk-based
approach. The standard requires that a firm’s policies and procedures address, with respect to
violations and potential violations, the taking of preventive and corrective actions, as
appropriate. Ethics or independence violations may take a variety of forms, and therefore the
nature and extent of the preventive and/or corrective actions may also take a variety of forms
commensurate to the severity and pervasiveness of the violation.

The firm’s policies and procedures are required to address reporting of ethics and
independence violations. QC 1000 requires that firm personnel and others performing work on
behalf of the firm that are subject to the ethics and independence requirements report both
their own violations and other violations of which they become aware that may affect the firm.
We revised the language in proposed paragraph .33f.(3) to clarify that the requirement applies
to others performing work on behalf of the firm that are subject to the ethics and
independence requirements.

The standard takes a principles-based approach, which allows each firm to determine
which reporting mechanisms best fit its structure and address its quality risks. Through our
oversight activities, we have observed that firms employ various mechanisms for firm personnel
to report violations. Some examples include direct communication lines to an ethics and
independence group, designated individuals within the human resources department or the
legal department, and whistleblower hotlines.?'®> Firms may assess each case individually and
involve appropriate subject matter experts, depending on the nature of the violation. Some
firms also establish escalation protocols for certain types of ethics and independence violations
(e.g., violations involving a partner in the firm).

In addition, the firm’s policies and procedures are required to address any
communications that need to take place as a result of a violation of ethics and independence
requirements. For example, PCAOB Rule 3526 requires certain communications to the audit

215 See, e.g., paragraph .29 of QC 1000, discussed in Section IV.E. above, for requirements regarding
firm processes for addressing complaints and allegations.
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committee regarding matters that are thought to bear on the firm’s independence, including
violations of independence requirements.

ii. QC policies and procedures about certain matters that may
reasonably be thought to bear on independence: restricted entities,
independence and ethics certifications, and matters requiring audit
committee pre-approval

Under the standard, the firm’s policies and procedures on matters that may reasonably
be thought to bear on the independence of the firm are required to address, among other
things, (1) restricted entities, including the maintenance and dissemination of the list of
restricted entities; (2) independence and ethics certifications; and (3) matters requiring audit
committee pre-approval.

1) Restricted entities

.34 The firm’s policies and procedures for matters that may reasonably be thought to
bear on the independence of the firm, firm personnel, and affiliates of the firm (see
paragraph .33a.) must include:

a. ldentifying firm and personal relationships and arrangements with restricted
entities, including a process for identifying direct or material indirect financial
interests that might impair the firm’s independence of firm personnel that are
managerial employees or partners, shareholders, members, or other principals;

(1) If the firm issued audit reports with respect to more than 100 issuers during
the prior calendar year, the process to identify investments in securities that
might impair the independence of the firm or such firm personnel must be
automated;

(2) If the firm issued audit reports with respect to 100 or fewer issuers during the
prior calendar year, the firm should consider automating the process to
identify investments in securities that might impair the independence of the
firm or such firm personnel, taking into account the quality risks and the
nature and circumstances of the firm;

Note: Firm and personal relationships and arrangements with restricted
entities include, for example, financial relationships, employment
relationships, business relationships, non-audit services, contingent fee
arrangements, partner rotation, certain tax services, and arrangements
requiring audit committee pre-approval. The term “restricted entities”
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includes all audit clients (including affiliates of the audit client) of the firm
and affiliates of the firm.

Most of the requirements related to restricted entities come from existing SECPS
member requirements,?'® which will now apply to all firms. Under the standard, as under
current requirements, restricted entities include all audit clients (including affiliates of the audit
client) of the firm and affiliates of the firm. One firm commented that the proposal did not
define “affiliates” and recommended either referencing the definition provided in PCAOB Rule
3501 or defining the term in the standard in @ manner similar to Rule 3501. “Audit client,”
“affiliate of the audit client,” and “affiliate of the accounting firm” are terms defined in existing
PCAOB and SEC rules.?!” As proposed, paragraph .34 includes a footnote referring to those
definitions.

Existing SECPS requirements require firms that audit more than 500 SEC registrants to
have an automated system to identify investment holdings of partners and managers that
might impair independence.?!® As proposed, we are requiring an automated system for firms
that issued audit reports with respect to more than 100 issuers during the prior calendar year.
We understand that firms that audit more than 500 SEC registrants already have automated
systems in place, based on the SECPS requirements to have an automated system and
Regulation S-X Rule 2-01(d).2*° Firms that issued audit reports for 100 or fewer issuers are
required to consider whether the system needs to be automated, taking into account the

216 The SECPS term “restricted entities” includes all audit clients of the firm (and, where applicable,

its foreign-associated firms) that are SEC registrants, along with other entities that the firm is required to
be independent of under the applicable SEC requirements.

217 “Audit client” is defined for purposes of SEC rules in Regulation S-X Rule 2-01(f)(6), 17 C.F.R. §
210.2-01(f)(6), and for purposes of PCAOB rules in PCAOB Rule 3501(a)(iv). “Affiliate of the audit client”
is defined in PCAOB Rule 3501(a)(ii) as having the same meaning as defined in Regulation S-X Rule 2-
01(f)(4), 17 C.F.R. § 210.2-01(f)(4). “Affiliate of the accounting firm” is defined in PCAOB Rule 3501(a)(i)
and, for purposes of the Note to paragraph .34a., “accounting firm,” which includes the firm’s
associated entities, is defined in Regulation S-X Rule 2-01(f)(2), 17 C.F.R. § 210.2-01(f)(2).

218 See SECPS § 1000.46 (requirement 4).

219 Regulation S-X Rule 2-01(d) provides that a firm’s independence is not impaired solely because a

covered person in the firm is not independent of an audit client, provided the covered person did not
know of the circumstances giving rise to the violation, the violation was corrected as promptly as
possible, and the firm maintains a quality control system meeting specified standards. Regulation S-X
Rule 2-01(d)(4), 17 C.F.R. § 210.2-01(d)(4), describes, for firms that provide audit, review, or attest
services to more than 500 SEC registrants, features necessary for the firm’s QC system to meet the
specified standards, including an automated system to identify investment holdings of partners and
managers that might impair independence.
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quality risks and the nature and circumstances of the firm. For example, a firm with close to 100
issuers and a significant number of managers and partners may assess timely identification of
personal investments that may impair independence as a quality risk, and a quality response to
address that risk may include an automated system to help facilitate a more timely
relationship-checking process.

One firm commented that the specified quality response to have an automated process
for identifying direct or material indirect financial interests is appropriate, and another firm
commented that it did not object to the requirement. However, a firm and a firm-related group
recommended that the PCAOB consider if the existing SEC requirements are sufficient such that
no additional PCAOB requirements are needed, and several firms commented that the costs of
implementing the requirement would be significant and instead the threshold should be
increased to 500 issuers to be consistent with the SEC requirements. Some of these firms
suggested that the cost may be a potential barrier to entry for firms approaching the 100-issuer
audit client threshold. One of these firms commented further that some firms that audit over
100 issuers will consider decreasing the size of their practice due to the associated cost of the
requirement. This firm suggested that the specified quality response be removed and instead, if
necessary, implement a quality objective that firms could address through their risk assessment
process. Several firms suggested that firms that audit more than 100 but no more than 500
issuers could consider implementing such a process, but it should not be required. One firm-
related group suggested that the threshold for requiring an automated independence system
be reduced further, given the number of repeated independence issues among all firms.

One firm expressed concerns with both the proposed requirement in paragraph .34a.(1)
and the suggestion in paragraph .34a.(2) to automate this process, suggesting that this would
be cost prohibitive and firms should design processes that reflect their respective size,
complexities and risks identified. Another firm commented that firms subject to the current
SECPS requirements have likely invested significant capital and resources to implement and
maintain tools that enable compliance with those requirements, and while the firm views that
investment as worthwhile and believes the procedures have contributed to audit quality over
the years, it expressed concerns for the cost of the requirement to firms that audit between
100 and 500 issuers. Another firm commented that it has such an automated system in place,
however it suggested that the implementation of such a system within the timeframe set out in
the proposed standard may be challenging and costly. One firm commented that the
determination of whether or not to implement an automated process for identifying and
tracking direct and material indirect financial interests should be risk-based and not include a
prescriptive requirement based on an arbitrary count of greater than 100 issuers. The firm
specifically commented that the size, scope, nature, and complexity of firms’ issuer practices
can vary significantly among the annually inspected firms, noting for example that a large
portion of its issuer client count consists of Form 11-K audits and smaller reporting companies.
Another firm commented that while the size of the firm’s client base is one factor to consider in
determining an appropriate quality response, the nature and circumstances of the firm and the



PCAOB Release No. 2024-005
May 13, 2024
Page 142

firm’s clients are also factors that should be taken into consideration, as well as the firm
structure, industries served, and number of managers and partners.

Some firms sought clarity as to whether an automated process would be required for
other financial relationships, for example, employment relationships, business relationships, or
non-audit services, and commented that the identification of certain financial relationships
cannot be easily automated. Instead, the firms suggested limiting the requirement to automate
the process for identifying investments in securities that might impair independence, to align
with the SEC requirement. A number of firms and a firm-related group requested clarity on
what “automated” means and what the Board’s expectations are with regards to the nature,
extent and scope of automation.

After consideration of the comments, we are adopting the 100-issuer threshold as
proposed. We believe it is important to maintain a consistent threshold for the incremental
requirements in QC 1000. As discussed in more detail in Section III.C. above, we believe that the
100-issuer threshold is appropriate, and while the nature of each firm’s audit client list may
vary, there still exist complexities inherent to firms with a large number of issuer audit clients
that may give rise to quality risks that apply to the firm’s independence, for which the
automated system would be an appropriate quality response.

We have clarified in the final standard that the requirement for an automated process is
limited to the process to identify investments in securities that might impair the independence
of the firm or firm personnel, the same scope as required under Regulation S-X Rule 2-01(d).
We have observed through our oversight activities that some firms have systems that automate
the identification of their professionals’ investment holdings through direct broker feeds, but a
direct broker feed is not the only type of automated process that would meet our requirement.
As discussed in a December 9, 1999, letter from the SEC’s Chief Accountant,??° firms need to
develop a system that tracks audit engagements and financial investments held by
professionals such that the conflict verification process is automated. Such a system may rely
on firm professionals accurately self-reporting and entering their investments into the system
in a timely manner. These holdings would automatically be compared to the list of restricted
entities to identify any relationships with restricted entities. Based on the size of the firm and
other characteristics, a firm may determine that a direct broker feed is an appropriate quality
response (for example, if the firm’s monitoring activities found high rates of non-compliance by
firm personnel with the firm’s policies and procedures for reporting financial investments), but
a direct broker feed is not expressly mandated for firms subject to the requirement to
implement an automated process. We also made a change to require that the process

220 See Letter From the Chief Accountant: Issues Related to Independence/Quality Control to SEC

Practice Section (ll) (Dec. 9, 1999), available at https://www.sec.gov/info/accountants/
staffletters/calt129a.htm
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described in paragraph .34a.(1) must be automated to conform the degree of responsibility that
the requirement imposes on the auditor to that required under paragraph .34.

One firm suggested that a longer transition period be provided for firms that are not
currently subject to a requirement to implement an automated system. The firm commented
that if two firms merged and one or both of the firms had previously not been subject to the
requirement, it is unlikely that a system of this nature could be implemented and tested for
effectiveness in the time period provided. We believe that firms continuously monitor the size
of their audit practice relative to the 100-issuer threshold, and if a firm is considering a
transaction such as a merger that would increase its number of issuer audit clients significantly,
then the firm could begin to implement such a system in advance of the end of the calendar
year in which the firm first surpasses the 100-issuer threshold. Indeed, for a transaction such as
a merger of audit firms, we believe that there could exist specific risks to independence as a
result, which in itself may result in a firm developing an automated system as a quality
response.

b. Maintaining and making available the list of restricted entities to firm personnel
and others performing work on behalf of the firm who are subject to
independence requirements;

Note: This includes updating and communicating, at least monthly (and
more frequently, if appropriate), additions to the list of restricted entities
to firm personnel and others performing work on behalf of the firm whose
relationships and arrangements with such additional restricted entities
may reasonably be thought to bear on the independence of the firm.

c. Requiring that the list of restricted entities be reviewed before the firm enters
into any relationships, engagements to perform non-audit services, or fee
arrangements that might affect compliance with independence requirements,
and, if such review indicates that action is required under applicable professional
and legal requirements or the firm’s policies and procedures, taking required
actions on a timely basis;

d. Requiring firm personnel to review the list of restricted entities (1) upon
employment or engagement, (2) after additions to the list of restricted entities are
communicated by the firm, (3) prior to themselves or a relevant family member
obtaining any direct or material indirect financial interest in or entering into or
modifying a direct or material indirect relationship with an entity, (4) prior to
changes in position (e.g., going into a chain of command or other covered person
role), and (5) prior to entering into any business or employment relationships,
and, if such review indicates that action is required under applicable professional
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and legal requirements or the firm’s policies and procedures, taking required
actions on a timely basis;

Current SECPS requirements require timely (generally monthly) communication of
additions to the Restricted Entity List.?2! The proposal contemplated requiring that firms have
policies and procedures for maintaining and making available the list of restricted entities to
firm personnel and others performing work on behalf of the firm who are subject to
independence requirements, and updating and communicating changes to the list of restricted
entities at least monthly to such persons.

Several firms and a firm-related group suggested the specified quality response be
replaced with a quality objective regarding updates to and awareness of changes in the
restricted entity list. Two of these firms suggested that the requirement be amended to limit
communications to additions to the restricted entity list. Another firm suggested
communications be limited to firm personnel subject to independence requirements and the
requirements should allow for flexibility in the nature, timing, and extent of communications.
QC 1000 does not enlarge the population of individuals who are subject to ethics and
independence requirements. References in the standard to “requirements” and “obligations”
are to existing requirements and obligations which themselves specify to whom they apply. In
addition, after consideration of the comments received, we have amended the standard to limit
the required communications to additions to the list of restricted entities, rather than all
changes.

Some firms did not support this communication to “others performing work on behalf of
the firm,” and suggested that communications should be limited to potential covered persons
affected by the additions. Two of these firms commented that these individuals would likely not
be considered covered persons for engagements other than the engagement they are working
on, and suggested that the Board allow firms to take a risk-based approach when determining
the scope and frequency of the communications. Another firm suggested that QC 1000 does
not need to specifically address certain communications to other participants where this is
required by another standard, specifically AS 2101 (as in effect for audits of fiscal years ending
on or after December 15, 2024) paragraph .06D, which includes a “written description of all
relationships between the other auditor and the audit client of persons in financial oversight
roles at the audit client that may reasonably be thought to bear on independence. Another firm
commented that the goal of alerting others performing work on behalf of the firm to specific
engagement independence requirements could be achieved through engagement-specific
independence certifications.

221 See SECPS § 1000.46 (requirement 5).
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After consideration of the comments received, we have amended the standard to
require at least monthly communication of additions to the list of restricted entities to firm
personnel and others performing work on behalf of the firm whose relationships and
arrangements with such additional restricted entities may reasonably be thought to bear on the
independence of the firm. We believe that it is appropriate to limit communications of
additions to the list of restricted entities to firm personnel and others performing work on
behalf of the firm to those additions that could reasonably be thought to bear on the
independence of the firm. For example, additions to the affiliate list for an issuer would be
relevant for an individual who is performing work on behalf of the firm on that issuer, or a
partner who is located in the same office of the firm in which the lead audit engagement
partner primarily practices in connection with the audit. This communication should be made as
frequently as necessary, and on an at least monthly basis, through the period that the
individual is subject to the independence requirements.

Several firms and a firm-related group commented that the requirement to
communicate the restricted entity list would not be more effective than the automated systems
already in place at larger firms. Two firms also commented that smaller firms with infrequent
changes to the restricted entity list may not need to communicate changes monthly. One of
these firms suggested that many firms already have policies where individuals are required to
review the restricted entities list prior to purchasing stock/during proposal/acceptance
procedures to determine whether an independence conflict would exist, and that many firms
also make those restricted lists readily available to employees as part of their current QC
systems. We believe, and have observed through our oversight activities, that such automated
systems may not fully mitigate quality risks associated with the timely reporting of financial
relationships by firm personnel, for example, if the automated system is not equipped to
identify certain financial relationships, or if the firm is reliant on its professionals making timely
reporting of these relationships into the firm systems. We believe that requiring the
communication of additions to the list of restricted entities to firm personnel whose
relationships and arrangements with such additional restricted entities may reasonably be
thought to bear on the independence of the firm on an at least monthly basis may prompt firm
personnel to report a previously unreported relationship. If there are no additions, there is no
required communication.

One firm commented that it is unclear whether communication is intended to mean a
distributed communication (e.g., email of the updated list) or communication can be made
available (e.g., a website that hosts such list and is readily available to access). Some firms may
decide to communicate updates to the list of restricted entities on a more frequent basis, as
changes are being made, or in more targeted ways (such as to particular offices or engagement
teams). The standard does not prescribe the method of communication. Through our oversight
activities, we have observed that some firms comply with existing SECPS requirements by
communicating additions to the list of restricted entities to all firm personnel weekly via e-mail.
These firms could continue that practice to comply with the standard. However, other methods
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that result in an effective communication may also be acceptable; for example, a firm might
communicate that there have been additions to the list of restricted entities via e-mail, and
include within the e-mail a link to an accessible website-hosted list of additions.??> While the
standard requires communications of additions to those individuals whose relationships and
arrangements with such additional restricted entities may reasonably be thought to bear on the
independence of the firm, the firm may choose to extend the communications of additions
more broadly. In addition, if the firm communicates additions to less than all firm personnel,
then the firm must have correctly identified the group of people whose relationships and
arrangements with such additional restricted entities may reasonably be thought to bear on the
independence of the firm.

The standard does not prescribe a specific process for maintaining and making available
the list of restricted entities to firm personnel and other individuals. Firms are able to
determine the specific methods and tools needed to keep the list of restricted entities up to
date and to ensure that any additions are communicated on a timely basis to firm personnel
and other individuals. This determination is based on factors such as the size of the firm, the
number of audit clients, and the complexity of those clients (e.g., the number of audit client
affiliates). For example, a smaller firm with a small group of professionals, a stable portfolio of
audit clients, and a manual process for maintaining the list of restricted entities may decide to
communicate changes monthly. For a larger firm with many audit clients and firm affiliates, an
automated tool could help facilitate more frequent updates to the list of restricted entities. The
firm is required to notify relevant professionals of additions to the list at least monthly.

We recognize that some firms are members of networks that may develop systems,
processes, and controls to monitor network firms’ compliance with independence
requirements, including maintaining a database of restricted entities. As described above, the
standard does not prescribe a specific process for maintaining a database of restricted entities,
so this process could potentially be performed by a network or outsourced to a third party. At
the same time, the standard requires each firm to establish its own quality objective, which
places responsibility on the firm with respect to resources or services provided by the network
or a third-party provider.??3

222 Firms are required to communicate additions to the list of restricted entities. For periods where

there were no additions, no such communication would be required.

223 See Section IV.l.1.a.iv below for a discussion of the firm’s responsibilities when it uses resources

or services provided by a network or third-party provider.
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We incorporated into QC 1000 the existing SECPS requirements for firm personnel??* to
review the list of restricted entities prior to obtaining any security or other financial interest in
an entity, but with the following refinements:

e Require firm personnel to review the list of restricted entities, not only before they or
their relevant family members?2® obtain a direct or material indirect financial interest in
an entity or enter into a direct or material indirect relationship with an entity,??° but also
after additions to the list of restricted entities are communicated by the firm, upon firm
personnel’s employment at the firm, prior to changes in position (e.g., going into a chain
of command or other covered person role??’), and prior to entering into or modifying
any business or employment relationships.

e Require the firm and firm personnel to take required actions on a timely basis if the
review of the list of restricted entities indicates that action is required under applicable
professional and legal requirements or the firm’s policies and procedures.

Under this approach, the firm’s policies and procedures will require that the list of
restricted entities be reviewed before the firm enters into any relationship, engagement to
perform non-audit services, or fee arrangement that might affect compliance with
independence requirements. This requirement serves the same purpose as review of the list of
restricted entities by firm personnel and helps the firm to identify relationships that may result
in noncompliance with applicable professional or legal requirements.

One firm commented that, rather than requiring that the list of restricted entities be
reviewed before the firm enters into any relationships, engagements to perform non-audit
services, or fee arrangements that might affect compliance with independence requirements,
firms should be permitted to develop quality responses to identify prohibited relationships and
fee arrangements that appropriately respond to quality risks, based on the firm’s facts and
circumstances. The firm also suggested that the requirement for firm personnel to review the
list of restricted entities after changes to the list are made should be deleted since firm

224 SECPS requirements use the term “professionals,” which means professional staff, including

partners. See SECPS § 1000.46 (requirement 1.a).

225 Context determines which family members would be relevant. See, e.g., Regulation S-X Rule 2-

01(f)(9), 17 C.F.R. § 210.2-01(f)(9) (defining “close family members”); Regulation S-X Rule 2-01(f)(13), 17
C.F.R. § 210.2-01(f)(13) (defining “immediate family members”); see generally Regulation S-X Rule 2-
01(c), 17 C.F.R. § 210.2-01(c) (referring to “close family member” or “immediate family member”
depending on the context).

226 We are using the terms direct and material indirect in the same sense as Regulation S-X Rule 2-

01(c), 17 C.F.R. § 210.2-01(c).

227 “Covered persons in the firm” is defined in Regulation S-X Rule 2-01(f)(11), 17 C.F.R. § 210.2-
01(f)(11).
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personnel would already be notified of changes based on paragraph .34b. We believe these
specified quality responses are appropriate and should be addressed by all firms, regardless of
the specific facts and circumstances of the firm. In addition, we view the requirements of
paragraph .34b. for the firm to maintain and make available the list of restricted entities, and
paragraph .34d. for firm personnel to review the list of restricted entities, as separate.

2) Independence and ethics certifications

e. Obtaining certifications from firm personnel regarding familiarity and compliance
with (1) SEC and PCAOB independence requirements, applicable ethics
requirements, and the firm’s independence and ethics policies and procedures
upon employment and at least annually thereafter, and (2) SEC and PCAOB
independence requirements and the firm’s independence policies and procedures
upon any change in professional circumstances that is relevant to independence;
and

Certifications are intended to drive greater accountability for firm personnel’s
compliance with independence requirements and to deter independence violations. The
certification requirement is similar to an existing SECPS requirement, which requires each
professional to certify near the time of initial employment and at least annually thereafter that
he or she (1) has read the member firm’s independence policies, (2) understands their
applicability to his or her activities and those of his or her spouse and dependents, and (3) has
complied with the requirements of the member firm’s independence policies since the prior
certification.??®

The proposal contemplated obtaining certifications from firm personnel regarding
familiarity and compliance with SEC and PCAOB independence requirements and the firm’s
independence policies and procedures (1) upon employment, (2) at least annually thereafter,
and (3) upon any change in personal circumstances, such as firm role, geographic location, or
marital status, that is relevant to independence.

Several commenters, including firms, did not support the requirement to obtain
additional certifications upon changes in personal circumstances, and three firms raised
practical concerns when the changes involved marital status. One firm suggested that the
standard should emphasize that a firm’s independence certification process should consider
timeliness in addressing the quality objective, and instead encourage firms to consider the
appropriateness of obtaining periodic certifications throughout the year. One firm commented
that a firm should have flexibility to determine its own policies and procedures for certifications

228 See SECPS § 1000.46 (requirement 7.b).
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beyond requiring them at employment and annually thereafter; the firm suggested that, for
example, quarterly certification accompanied by training on the impact of life events may be
more effective and practicable than event-driven review and certification. Another firm
recommended that firms be allowed to develop their own quality responses based on their own
unique quality risks when personal circumstances change rather than requiring certification
upon changes in personal circumstances as a quality response. Another firm suggested that this
requirement should instead be managed through proper education and awareness of relevant
independence requirements. Another firm suggested that these items would be better suited
as examples of considerations included in implementation guidance. One firm suggested that
the certification requirements should be applicable for firms with over 500 issuers that already
have an automated independence system. The firm further commented that the requirement is
onerous in terms of being able to identify the data on a timely basis and suggested a semi-
annual representation period instead of circumstance-driven.

In addition, the proposing release sought feedback on whether the standard should
require annual written certification regarding familiarity and compliance with ethics
requirements and the firm’s ethics policies and procedures, in addition to those regarding
independence. The proposing release further asked whether firms should be required or
encouraged to adopt firm-wide codes of ethics or similar protocols. One firm did not support a
specific quality response that includes a certification process for ethics requirements and
procedures. The firm suggested that firms should be permitted to adopt a quality response that
addresses the risks within their own practice, and that a certification requirement that applies
to all firm practice staff could turn into a “check-the-box” compliance exercise that would not
benefit audit quality. One firm commented that such requirements would already be addressed
by the requirement for mandatory training in paragraph .36. Other commenters, including
firms, investors, and investor-related organizations, supported the requirement to obtain a
written annual certification regarding familiarity and compliance with ethics requirements and
the firm’s ethics policies and procedures. One of these investors commented that the main
argument against such certifications is that it imposes a cost and that it becomes a “tick-the-
box exercise,” but in the investor’s view the cost is de minimis given other annual declarations
needed by firm personnel, and firm leadership can send an appropriate signal by embracing the
ethics code to stop such annual declarations becoming a perfunctory exercise. One firm and an
investor-related organization supported a requirement that firms should adopt firm-wide codes
of ethics.

After consideration of the comments received, we have made two changes to the final
standard. First, we have removed from the standard the requirement to obtain a certification
from firm personnel regarding familiarity and compliance with SEC and PCAOB independence
requirements and the firm’s independence policies and procedures upon any change in
personal circumstances, and replaced this with the requirement that such a certification must
be obtained for any change in professional circumstances that is relevant to independence.
Rather than include examples of such changes in the text of the standard, we have provided in
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this release some examples of changed professional circumstances that may be relevant to the
independence of the firm's personnel under applicable independence rules. These examples
include changes within the firm such as promotions, moving offices, or changing practice
groups (e.g., changes to covered person status). Although, in connection with this change, we
have removed a certification requirement with regard to changes in personal circumstances,
such changes can have independence implications under SEC and PCAOB independence
requirements, and a firm's QC system must provide reasonable assurance of compliance with
those requirements. Secondly, we added a requirement for certification by firm personnel
regarding familiarity and compliance with the applicable ethics requirements and the firm’s
ethics policies and procedures as we believe such certification will enhance individual
accountability and, ultimately, compliance. We have not added a requirement for firms to
adopt a firm-wide code of ethics or similar protocol, because we believe that firms should have
flexibility to determine whether this would assist them in meeting the relevant quality
objectives.

The standard does not prescribe a checklist of specific content for the certifications,
focusing instead on general concepts of familiarity and compliance. It is possible that the form
of certification called for by the existing SECPS requirement would satisfy the standard. In
addition, the standard expands on the existing SECPS requirement by requiring firms to obtain
certifications every time firm personnel have a change in professional circumstances that is
relevant to independence, such as a change in role or geographic location. Changes within the
firm such as promotions, moving offices, or changing practice groups may have consequences
under independence rules (e.g., changes to covered person status) and result in
noncompliance. We continue to believe that a specified quality response requiring specific
event-driven independence and ethics certifications appropriately considers timeliness in
addressing the quality objective and applies to quality risks that exist in all firms.

3) Matters requiring audit committee pre-approval

f. Identifying matters that require audit committee pre-approval and obtaining such
pre-approval.

The proposed requirement did not draw comment and has been adopted as proposed.

QC 1000 contains a new requirement regarding firm policies and procedures for
identifying matters that require pre-approval by the audit committee and obtaining such
approval.

The primary responsibility for identifying matters that require audit committee pre-
approval and obtaining such pre-approval resides at the engagement level. The firm’s policies
and procedures, however, provide tools and guidance that enable engagement teams to
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properly identify the relevant matters and obtain necessary pre-approvals on a timely basis.
Through our oversight activities, we have observed numerous instances where firms did not
have an effective mechanism in place for monitoring whether matters that require audit
committee pre-approval were properly disclosed to audit committees. The new requirement
should lead to more consistent compliance.

iii. Communication of changes to ethics and independence policies and
procedures

.35 The firm must make available its ethics and independence policies and procedures to
firm personnel and others performing work on behalf of the firm who are subject to ethics
and independence requirements, including communicating any substantive changes to such
policies and procedures on a timely basis.

The proposed requirement did not draw comment and has been adopted as proposed.

The final standard incorporates existing SECPS requirements regarding the
dissemination of the firm’s independence policies and procedures and expands the
requirements to cover ethics policies and procedures.

When deciding how to make ethics and independence policies and procedures available,
firms would consider how to make firm personnel and others performing work on behalf of the
firm aware of where and how to find these policies and procedures in a way that supports
those individuals’ ongoing compliance with certification and other requirements. The standard
requires the firm to communicate any substantive changes to its ethics and independence
policies and procedures on a timely basis.

iv. QC policies and procedures about mandatory ethics and
independence training

.36 The firm must provide mandatory training to firm personnel near the time of initial
employment and periodically (at least annually) thereafter that addresses ethics and
independence requirements and the firm’s ethics and independence policies and procedures.

The proposed requirement did not draw comment and has been adopted as proposed.

The standard includes a requirement for mandatory periodic training on ethics and
independence, which expands on the existing SECPS requirements that cover training on
independence. The mandatory training requirement promotes awareness and understanding of



PCAOB Release No. 2024-005
May 13, 2024
Page 152

the ethics and independence requirements, which should lead to better compliance with such
requirements. Under existing SECPS requirements, firms are required to establish a training
program for professionals to complete near the time of initial employment and periodically
thereafter.??®

The specific content and extent and timing of the training will be determined by the
firm, but the program is required to cover both the relevant professional and legal
requirements (for example, regarding financial interests, business relationships, employment
relationships, proscribed services, and fee arrangements) and the firm’s related policies and
procedures.

By not specifying the content for such mandatory training, the standard allows firms the
ability to develop training programs based on their circumstances. For example, a firm may
develop its training to place a greater emphasis on areas with recurring ethics and
independence findings across the firm, or it may target specific ethics and independence
findings in different regions. Similarly, the standard does not specify how the firm would
provide such training. A firm may develop and deliver its own training, contract with others to
provide training, or provide access to third-party training.

Under the standard, the firm is required to provide such training at least annually, or
more often as needed.

2. Current PCAOB standards

QC 20 provides that policies and procedures should be established to provide the firm
with reasonable assurance that personnel maintain independence (in fact and in appearance) in
all required circumstances, perform all professional responsibilities with integrity, and maintain
objectivity in discharging professional responsibilities.?3? The SECPS member requirements
regarding independence quality controls apply only to certain firms. The requirements for
ethics and independence discussed above are more detailed than the existing requirements in
QC 20 and Appendix L of the SECPS and would apply to all firms.

G. Acceptance and Continuance of Engagements

This component addresses the firm’s processes when considering whether to accept or
continue an engagement.

229 See SECPS § 1000.46 (requirement 3).
230 See QC 20.09.
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1. QC1000

.37 This component addresses the firm’s processes for making decisions about whether
to accept or continue an engagement.

a. Acceptance and continuance of engagements quality objectives

The proposal described the quality objectives related to acceptance and continuance of
engagements. Several commenters, including firms, were generally supportive of the proposed
quality objectives.

A commenter on the AS 1000 rulemaking objected to the use of the term “client” in that
standard to refer to the company and its management. The commenter suggested “company
under audit” instead. We agree with the commenter that the terminology used in our
standards should help to remind auditors that they work for the benefit of investors, not the
management of the company. Accordingly, we have generally replaced references to the
“client” with references to the “company” or have eliminated them altogether (for example,
this component, called “Acceptance and Continuance of Client Relationships and Specific
Engagements” in proposed QC 1000, is “Acceptance and Continuance of Engagements” in the
final standard). We have, however, retained references to the “client” where that aligns with
other rules, such as in the area of independence.

The quality objectives in this component are adopted substantially in the form
proposed, with the exception of the change throughout to focus on the engagement instead of
the client relationship and the other clarifications discussed below.

.38 The quality objectives established by the firm with respect to the acceptance and
continuance of engagements should include the following:

a. Judgments about whether to accept or continue an engagement are:

(1) Initially made as part of or before performing preliminary engagement
activities;

(2) Consistent with the firm’s ability to perform the engagement in accordance
with applicable professional and legal requirements, based on:

(@) Whether the firm is independent;

(b) Whether the services are permissible and any required audit committee
pre-approval has been or will be obtained;
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(c) The extent to which the firm is or will be able to gain access to company
information to perform the engagement, including to company
personnel who provide such information;

(d) The extent to which the firm has or can obtain resources to perform the
engagement; and

(e) Other relevant factors associated with providing professional services in
the particular circumstances; and

(3) Based on and supported by information about the nature and
circumstances of the engagement and the integrity and ethical values of the
company (including management and the audit committee).

Acceptance and continuance of engagements is an aspect of a firm’s compliance and
risk management process. Each firm, depending on its nature and circumstances, may approach
acceptance and continuance of engagements differently. The acceptance and continuance of
engagements process assists the firm in mitigating reputational, business, and litigation risk.
The quality objectives stress the importance of focusing the acceptance and continuance of
engagements process on the firm’s ability to perform an engagement in accordance with
applicable professional and legal requirements.

i. Timing

The proposed standard required the firm’s judgment about whether to accept or
continue an engagement to be made as part of or before performing preliminary engagement
activities. Preliminary engagement activities, which are activities the auditor should perform at
the beginning of the audit, are described in AS 2101.06.

One commenter stated that the proposed requirement implied that the judgment was
only made during preliminary activities and not throughout the engagement. We have clarified
the quality objective in paragraph .38a.(1) to specify that the initial judgment is to be made as
part of or before preliminary engagement activities. QC 1000.40, discussed below, addresses
the firm’s obligation to continue to address situations that could have caused it to decline the
engagement had the information been known prior to acceptance and continuance.

ii. Independence and permissibility of services

This proposed quality objective did not draw significant comment and is adopted as
proposed.

The firm’s ability to perform the engagement includes considering whether the firm is
independent and whether the services are permissible. These are threshold considerations for
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acceptance and continuance, because in general, under PCAOB standards the firm is not
allowed to accept an engagement unless it is independent of the company for which the
engagement will be performed and the services are permissible under applicable professional
and legal requirements (including obtaining audit committee pre-approval where that is
required).

The firm’s policies for acceptance and continuance in the areas of independence,
permissibility of services, and pre-approval relate to and to some extent overlap with the ethics
and independence component. The requirements in the ethics and independence component
more generally address the ongoing evaluation of compliance with applicable professional and
legal requirements relating to the independence of the firm, firm personnel, and others subject
to such requirements.

iii. Access to company information and company personnel

This proposed quality objective did not draw significant comment and is adopted
substantially as proposed.

The firm’s ability to perform an engagement in accordance with applicable professional
and legal requirements depends on the firm’s ability to obtain information from the company
and gain access to individuals at the company who can respond to the firm’s inquiries.
Restricted or limited access to company information or personnel—for example, due to
language differences, physical location, or local law restrictions—could impair the firm’s ability
to perform the engagement in accordance with applicable professional and legal requirements.

iv. Resources

Another aspect of the firm’s ability to complete the engagement in accordance with
applicable professional and legal requirements is the resources available to the firm. We
believe it is important for a firm to have the right resources available so that the engagement
can be performed in accordance with applicable professional and legal requirements. This
includes the availability of resources like the following, either internal or external to the firm:

e Firm personnel or other participants with competence to perform procedures (e.g.,
industry experience or experience with new or specialized accounting pronouncements
that apply to the company) and sufficient availability to meet audit timing requirements;

e Engagement partners;
e Specialists;

e EQRs;
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e Technology to be used in the performance of the engagement, such as technology for
testing the implementation and effectiveness of automated processes; and

e Intellectual resources needed in the performance of the engagement (e.g., industry-
specific audit programs).

One commenter suggested that consideration should be given to the availability of
industry-specific resources at the partner and manager level and we agree that industry-specific
resources are important in certain audits. However, we believe that issue is adequately
addressed by the general reference to “resources to perform the engagement,” which includes
industry-specific resources where those would be needed. We are adopting this quality
objective as proposed.

v. Other relevant factors
This proposed quality objective did not draw comment and is adopted as proposed.

The firm’s ability to perform engagements in accordance with applicable professional
and legal requirements may also be affected by other factors associated with providing
professional services in the particular circumstances. Accordingly, the standard, by directing
firms to consider such other relevant factors, retains the breadth and inclusiveness of QC
20.15b, which requires the firm to establish policies and procedures to provide reasonable
assurance that the firm appropriately considers the risks associated with providing professional
services in the particular circumstances.

vi. Information about the nature and circumstances of the engagement,
including the integrity and ethical values of the company

In order for the firm to make appropriate judgments about whether to accept or
continue an engagement, the firm needs to obtain sufficient information about the nature and
circumstances of the engagement (e.g., the nature of the company and the environment in
which it operates) and the integrity and ethical values of the company, including its
management and audit committee.?3! This information is relevant because it can help identify
potential risks to performing the engagement that may result in the firm not being able to
perform the engagement in accordance with applicable professional and legal requirements.
The nature and circumstances of the engagement may, for example, reveal the need for
specialized expertise that the firm does not have. A lack of management integrity may affect
the reliability of the company’s accounting records. Designing and implementing policies and
procedures that direct and standardize the collection and evaluation of such information could

231 For a prospective engagement, this includes evaluating information obtained from a

predecessor firm. See generally, e.g., AS 2610, Initial Audits—Communications Between Predecessor and
Successor Auditors.
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help the firm in consistently making appropriate judgments about whether to accept or
continue an engagement. Additionally, information obtained during the firm’s acceptance and
continuance process about the nature and circumstances of the engagement and the integrity
of management and the audit committee would in many cases be relevant when planning and
performing the engagement.?32

One commenter requested clarification of whose integrity and ethical values are
relevant to the consideration of “the integrity and ethical values of the company (including
management and the audit committee)” — for example, whether consideration could be limited
to the audit committee chair. Since members of management and the audit committee all have
influence over the company’s financial reporting, we believe their integrity and ethical values
are important to the judgment of accepting or continuing an engagement. Therefore,
consistent with the proposal, the final standard does not include such a limitation.

b. The terms of the engagement, including the objective of the engagement and
responsibilities of the firm and management, are consistent with applicable
professional and legal requirements and are understood by the firm and the
company.

This quality objective retains the concept in QC 20.16 of having policies and procedures
regarding obtaining an understanding with the company about the engagement and aligns with
similar requirements under our auditing and attestation standards.?33 Achieving this objective
should minimize the risk of misunderstandings regarding the nature and scope of the
engagement and any limitations associated with it.

b. Acceptance and continuance of engagements specified quality response

The proposal included a specified quality response regarding policies and procedures to
address situations where the firm learns of information that would have caused it to decline a
previously accepted engagement. Two commenters were generally supportive of the proposed
specified quality response.

.39 In designing and implementing quality responses to address the quality risks in the
acceptance and continuance of engagements component, the firm should include the
specified quality response in paragraph .40. This specified quality response alone will not be
sufficient to enable the firm to achieve all established quality objectives for this component.

232 See, e.g., AS 2110.41-.45.

233 See paragraph .05 of AS 1301, Communications with Audit Committees, and paragraph .46 of AT
Section 101, Attest Engagements.
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Depending on the quality risk being addressed, specified quality responses may need to be
combined with other quality responses designed and implemented by the firm.

.40 The firm should design, implement, and maintain policies and procedures to address
situations in which the firm becomes aware of information subsequent to accepting or
continuing an engagement that could have caused the firm to decline such engagement had
that information been known prior to acceptance or continuance.

Under this specified quality response, the firm’s policies and procedures are required to
address situations in which the firm becomes aware of relevant contrary information after the
firm’s decision to accept or continue an engagement. This contrary information may have
existed at the time of the decision to accept or continue an engagement but not been known by
the firm at the time, or it may have emerged subsequent to that decision. Depending on the
circumstances, appropriate responses may include such actions as:

e Consulting with legal counsel or others within the firm to determine if the firm is able to
continue the engagement;

e Discussing the information with management and the audit committee to determine if
the firm is able to continue the engagement;

e Including this information in the auditor’s risk assessment procedures so that any
additional risks are responded to during the audit; and

e Withdrawing from the engagement and notifying appropriate regulatory authorities as
required under applicable professional and legal requirements.

One commenter suggested that specific circumstances should require an immediate
reconsideration of client continuance, such as illegal acts, fraud, or material omissions of fact.
Existing auditing standards, such as AS 1301, include requirements related to evaluating the
continuation of the client relationship. The QC system would address compliance with these
requirements.

Under the proposal, a firm would be deemed to have become “aware” of information if
any partner, shareholder, member, or other principal of the firm was aware of such
information, the same standard that applies with respect to the reporting of specified events on
Form 3. One commenter stated that the concept of when a firm becomes “aware” should take
into account the size and scale of the firm, and the nature of the matters related to the QC
system, suggesting that alignment with the requirements of Form 3 may be inappropriate
because of Form 3’s relatively limited scope compared to the matters addressed by QC 1000.
We continue to believe that it would be inappropriate to differentiate among firm principals in
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this regard; all firm principals should be responsible for promptly communicating and acting
upon relevant information. Accordingly, we did not narrow the class of persons whose
awareness is attributed to the firm.

Another commenter recommended clarifying the timing of when a firm becomes
“aware” of information subsequent to accepting or continuing a client relationship. Footnote 26
of the final standard reflects the suggested clarification that the firm is deemed “aware” of
information when any partner, shareholder, member, or other principal of the firm “first
becomes aware” of such information.?3*

2. Current PCAOB standards

The quality objectives of QC 1000 paragraph .38 do not fundamentally change a firm’s
existing responsibilities regarding acceptance and continuance decisions under QC 20.%*° The
quality objectives expand on the requirements in QC 20 with regard to considering the
necessary information and making appropriate judgments about the associated risks and the
firm’s ability to mitigate those risks and perform an engagement in accordance with applicable
professional and legal requirements.

H. Engagement Performance

This component addresses the firm’s processes relating to the performance of the firm’s
engagements in accordance with applicable professional and legal requirements. Engagement
performance encompasses the activities of firm personnel and other participants in all phases
of the design and execution of the engagement—planning, performing, supervising, and
documenting the engagement; conducting an engagement quality review; and making
communications regarding the engagement.?3® In order for the firm to consistently deliver
compliant engagements, including when performing work on other firms’ engagements, firm
personnel and other participants need to understand and fulfill their responsibilities in
accordance with applicable professional and legal requirements.

234 This approach aligns with the instructions to Form 3, under which a firm is deemed aware of

reportable facts on the first day that any partner, shareholder, principal, owner, or member of the firm
first becomes aware of the facts. See Form 3, Note to Instructions to Part Il.

235 See QC 20.14-.16.
236 See QC 20.18.
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1. QC1000

41 This component addresses the firm’s processes relating to the performance of the
firm’s engagements by firm personnel and other participants in accordance with applicable
professional and legal requirements.

The proposal described the quality objectives for the engagement performance
component and asked if there should be any specified quality responses for this component.
Firms that commented were generally supportive of the proposed quality objectives. Two
commenters wanted clarity on why some concepts in auditing standards were or were not
included in QC 1000. One of these commenters, an investor-related group, suggested the
standard address certain areas like fraud protection, crypto assets, climate change, and critical
audit matters. We believe these areas are engagement-level specific, whereas QC 1000 focuses
on the firm-level controls over engagement responsibilities. Commenters, including firms and
related groups, were also supportive of not providing specified quality responses in this
component. We are adopting these provisions substantially as proposed.

Under QC 1000, a firm is required to establish quality objectives for the engagement
performance component in the following areas:

e Engagement responsibilities;
e Consultations and differences in professional judgment; and
e Engagement documentation.

a. Engagement responsibilities

42 The quality objectives established by the firm with respect to the performance of its
engagements, including work performed on other firms’ engagements, should include the
following:

a. Responsibilities are understood and fulfilled by firm personnel and other
participants in accordance with applicable professional and legal requirements,
including, as applicable:

(1) The responsibilities of the engagement partner for an engagement and its
performance;

(2) Responsibilities for planning and performing the engagement, including:
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(a) Exercising due professional care, including professional skepticism, such
that conclusions reached are appropriate under applicable professional
and legal requirements and supported by sufficient appropriate evidence;
and

(b) Properly supervising the work performed by firm personnel and other
participants; and

(3) Responsibilities for reporting and other communications with respect to the
engagement.

This proposed quality objective did not draw comment and is adopted as proposed.

The standard uses the term “engagement partner” with its existing meaning under our
audit and attestation standards: the member of the engagement team?3” with primary
responsibility for the audit, examination, or review, as the case may be.?3® The definition of
“engagement” under QC 1000, under which substantial role work is defined as an engagement,
does not change the meaning of engagement partner or affect the responsibilities of individuals
involved in substantial role engagements. We did not receive any comment on the use of this
term.

i. Responsibilities of the engagement partner

The engagement partner is responsible for the engagement and its performance,
including managing and achieving consistent compliance with applicable professional and legal
requirements on the engagement. This quality objective focuses firms on partner involvement
throughout the engagement, including appropriately supervising firm personnel and other
participants.?®

ii. Due professional care

Due professional care means acting with reasonable care and diligence, exercising
professional skepticism, acting with integrity, and complying with applicable professional and

237 The term “engagement team” is used as defined in the amendments to AS 2101, Audit Planning,

adopted in PCAOB Rel. No. 2022-002, which takes effect for audits of financial statements for fiscal years
ending on or after December 15, 2024.

238 See AS 1201.A2; AT No. 1 at paragraph 7 note; AT No. 2 at paragraph 6 note. AT 101 uses the
term “practitioner with final responsibility for the engagement,” which we construe as having the same
meaning.

239 See generally, e.g., AS 1201.
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legal requirements.?% In the context of engagement performance, professional skepticism is an
attitude that includes a questioning mind and critical assessment of audit evidence and other
information that is obtained to comply with PCAOB standards and rules. Exercising professional
skepticism improves the quality of judgments made while performing the engagement and is
key to performing an engagement in good faith and with integrity. Our oversight activities have
suggested that the lack of professional skepticism contributes to some of the QC deficiencies
identified during PCAOB inspections.?** As an example, a firm’s policies and procedures did not
provide reasonable assurance that engagement partners supervised engagements with due
professional care, which contributed to the failure to identify deficiencies in those
engagements.

The quality objective related to due professional care, including professional skepticism,
enables appropriate conclusions to be reached that are supported by sufficient appropriate
evidence.?*?

iii. Supervision

Proper supervision aims to ensure that work is performed as directed and supports the
conclusions reached.?*® The quality objective emphasizes the importance of firm personnel and
other participants being supervised properly, consistent with AS 1201 and AT No. 1.

iv. Reporting and other communications

PCAOB standards and rules impose a number of requirements relating to reporting and
communicating the results of the engagement.?** The engagement report and communications
to the audit committee are typically prepared at the engagement level and may include
information provided by the firm. For example, the firm may provide information related to
independence to be communicated in accordance with PCAOB Rule 3524 or PCAOB Rule 3526.
This quality objective emphasizes the importance of auditor reporting and communication in
accordance with applicable requirements.

240 The general principles and responsibilities of the auditor when conducting an audit, including
professional skepticism and due professional care, are being reaffirmed and combined in AS 1000, as
adopted. See Auditor Responsibilities Release.

241 See, e.g., 2022 Broker-Dealer Inspection Report, at 31.
242 See Section IV.C.1.a.
243 See AS 1201.02.

244 See generally, e.g., AS 3101, The Auditor's Report on an Audit of Financial Statements When the
Auditor Expresses an Unqualified Opinion; AS 2201.85-.89; AS 1301; paragraphs 34-38 of AT No. 1; and
AT 101.63-.90.
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b. Consultations and differences in professional judgment

b. Consultations on complex, unusual, or unfamiliar accounting and auditing
matters are undertaken with qualified individuals from within or outside the firm,
and conclusions are:

(1) Agreed to by the engagement partner and the parties consulted or addressed
as a difference in professional judgment in accordance with paragraph .42c;

(2) In accordance with applicable professional and legal requirements; and
(3) Implemented before the issuance of the engagement report.

c. Differences in professional judgment related to the engagement that arise among
firm personnel, among other participants, or between firm personnel and other
participants, including the engagement quality reviewer or those that provide
consultation, are brought to the attention of the individual(s) with responsibility
and authority for resolving such matters and are resolved before the issuance of
an engagement report, such that the engagement is performed in accordance
with applicable professional and legal requirements.

Consultations are an important aspect of engagement performance, as they provide a
mechanism to discuss and resolve complex, unusual, or unfamiliar matters with individuals who
have the requisite knowledge, skill, and ability. Under our current standards, QC 20.19
highlights the significance of consultations, requiring appropriate policies and procedures. The
quality objective should drive firms to continue to focus on the importance of consultation and
resolution before the issuance of an engagement report.

The quality objective in the proposed standard provided that consultations on complex,
unusual, or unfamiliar accounting and auditing matters are undertaken with qualified
individuals from within or outside the firm.

One commenter suggested that the standard require firms to adopt policies that
identify situations when national office consultation is required. We do not believe it is
appropriate to include such prescriptiveness in the standard, as not all firms have national
offices. Additionally, the quality objective provides that the firm will identify the risks specific to
their engagements and determine whether there are specific situations that always require
consultation.

Another commenter said that the reference to “unfamiliar” accounting and auditing
matters was unclear and was concerned that it creates an unnecessary level of prescription that
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will be difficult to operationalize. The commenter also expressed concern that an unintended
consequence could be that auditors may infer that consultations may compensate for lack of
competence on the engagement team. The final standard retains the term, consistent with the
use of “unfamiliar” in current QC 20.19. We note that inclusion of that term in paragraph .42
does not modify or limit auditor obligations to have the competence necessary to conduct the
engagement established elsewhere in our standards.

Differences in professional judgment may occur when there is a concern or
disagreement regarding the application of applicable professional and legal requirements
during the performance of the engagement. The quality objective underscores the importance
of having and adhering to appropriate procedures for the resolution of differences in
professional judgment during the performance of engagements such that the firm, firm
personnel, and other participants comply with applicable professional and legal requirements.

The proposed quality objective provided that differences in professional judgment
related to the engagement are brought to the attention of the individual(s) with responsibility
and authority for resolving such matters and are resolved before the issuance of an
engagement report. One commenter suggested clarifying that if the engagement partner does
not agree with the conclusions arising from the consultation (addressed above), that would be
treated as a difference in professional judgment that would require compliance with the quality
objective regarding differences of professional judgment. The final standard clarifies that point.

c. Engagement documentation

d. Engagement documentation is prepared, reviewed, assembled, and retained in
accordance with applicable professional and legal requirements.

This proposed quality objective did not draw significant comment and is adopted as
proposed.

AS 1215 contains the general requirements for the documentation the auditor should
prepare and retain in connection with engagements. Regulation S-X Rule 2-06 also addresses
documentation retention requirements.?*> The quality objective regarding engagement
documentation in proposed QC 1000 is meant to drive firms to focus on compliance with these
requirements.

245 Regulation S-X Rule 2-06, 17 C.F.R. § 210.2-06.
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2. Appendix K requirements

Existing PCAOB standards (referred to as Appendix K requirements) require SECPS
member firms that are associated with international firms or networks to seek adoption of
policies and procedures by their associated international firms or network regarding filing
reviews, inspection procedures, and disagreements between the engagement partner and the
reviewer.?*® As noted in the proposal, we believe that the purposes originally intended to be
served by Appendix K have either been eliminated (through the elimination of the U.S. GAAP
reconciliation) or otherwise addressed (through requirements for engagement quality review).
Accordingly, we proposed to not retain requirements like those in Appendix K.

The proposal asked whether we should eliminate Appendix K and rely exclusively on a
risk-based approach. Commenters had mixed views regarding the retention of Appendix K
requirements. Some commenters supported the elimination of Appendix K requirements and
reliance on a risk-based approach. Other commenters asserted that the Appendix K
requirements are beneficial and should be retained or made even more prescriptive. We
believe it unnecessary to retain the Appendix K requirements because under the risk-based
approach, firms will have to assess and respond to quality risks including, if applicable, a
relative lack of experience in performing engagements under U.S. professional and legal
requirements.

Some commenters expressed concern that in a risk-based approach, a person
performing a limited review function similar to the current Appendix K reviewer would be
considered part of the engagement team, while another commenter requested clarification
that such a reviewer would not necessarily be a member of the engagement team. Under
QC 1000, the firm’s assessment of quality risks will determine the nature and extent, if any, of
additional resources or reviews that would need to be performed over engagements to ensure
compliance with PCAOB and SEC requirements. In some circumstances, the response might
involve adding one or more additional members to the engagement team. In other
circumstances, the response might involve resources that would not constitute members of the
engagement team because they perform a contemporaneous quality control function and do
not perform audit procedures or help plan or supervise the audit work.?4’

One commenter expressed concern that reviewers’ firms would be considered “other
accounting firms” and reviewers’ hours would be included for purposes of Form AP filings.

246 See SECPS § 1000.08(n) (cross-referencing the objectives set forth in Appendix K, SECPS §
1000.45). The types of SEC filings subject to review under Appendix K are registration statements,
annual reports on Form 20-F and Form 10-K, and other filings that include or incorporate the foreign
associated firm’s audit report on the financial statements of an SEC registrant.

247 See PCAOB Rel. No. 2022-002 at A4-5.
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Specific to Form AP filing requirements, firms should review the Note to Item 3.2 of the Form
AP Instructions regarding the reporting of other accounting firms.?4®

3. Current PCAOB standards

Under current QC standards, engagement performance covers all phases of the design
and execution of the engagement, and engagement quality reviews.?*? QC 20 contains general
requirements regarding engagement performance, including planning, performing, supervising,
reviewing, documenting, and communicating the results of each engagement; referring to
authoritative literature; and consulting with qualified individuals when appropriate. QC 20
provides that policies and procedures should be established to provide reasonable assurance
that the engagement is performed in accordance with applicable professional standards.

QC 1000 retains these concepts from the extant standards.

As discussed above, QC 1000 does not contain provisions similar to the Appendix K
requirements that currently apply to former SECPS member firms.

l. Resources

This component addresses the firm’s responsibilities for obtaining, developing, using,
maintaining, allocating, and assigning resources—including people, financial, technological, and
intellectual resources—to enable the design, implementation, and operation of the firm’s QC
system and the performance of its engagements.

1. QC1000

43 This component addresses the firm’s processes for obtaining, developing, using,
maintaining, allocating, and assigning the firm’s resources to enable the design,
implementation, and operation of the firm’s QC system and the performance of its
engagements. The firm’s resources include people, financial, technological, and intellectual
resources, and resources from a network or third-party provider.

a. Resources quality objectives

The proposal asked if our proposed quality objectives for resources were appropriate.
Commenters that responded to this question generally supported the quality objectives. One
commenter suggested that the risks associated with the resources component are greater and
that a prescriptive approach would be warranted. We believe the combination of quality

248 See id. at A3-19.
249 See QC 20.18.
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objectives and specified quality responses appropriately provides for scalability and
prescriptiveness.

Under QC 1000, a firm is required to establish quality objectives for the resources
component in several different areas:

e People;

e Technological resources;

e Intellectual resources; and

e Resources from a network or third-party provider.

i. People

.44  The quality objectives established by the firm with respect to the firm’s resources
should include the following:

a. Firm personnel are hired, developed, and retained who have the competence to
perform activities and carry out responsibilities for the operation of the firm’s QC
system and the performance of the firm’s engagements in accordance with
applicable professional and legal requirements and the firm’s policies and
procedures.

Note: Competence consists of having the knowledge, skill, and ability that
enable individuals to act in accordance with applicable professional and
legal requirements and the firm’s policies and procedures. Competence is
measured both qualitatively and quantitatively.

b. Firm personnel demonstrate a commitment to quality through (1) their actions
and behaviors and (2) development and maintenance of the competence to
perform their roles.

These quality objectives are similar to the personnel management element of quality
control addressed in QC 20 and QC 40, and we are adopting them as proposed with one
change. The proposed standard included a note that describes what competence comprises—
knowledge, skill, and ability—which is derived from QC 40.04.2°° Two commenters suggested
deleting the last sentence in the note, which as proposed stated that “The measure of

250 See QC 40.04 (competencies are not measured by periods of time because such quantitative

measurement may not accurately reflect the kinds of experiences gained in any given time period).
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competence is qualitative rather than quantitative...,” on the basis that it would discourage the
use of quantitative performance metrics. We believe that QC 40 should be understood as
saying, not that quantitative measures are wholly irrelevant, but that competence is not
measured exclusively on a quantitative basis because quantitative measurement alone may not
accurately reflect the nature of experience gained over time. We revised the note in the final
standard to clarify that competence can be measured both qualitatively and quantitatively.

These two quality objectives work together in addressing competence from the
perspective of both the firm and individual. The firm and its personnel have responsibilities for
developing and maintaining competence that will support the operation of the firm’s QC
system and the performance of the firm’s engagements in accordance with applicable
professional and legal requirements and the firm’s policies and procedures.

Understanding the competence needed to carry out responsibilities for the operation of
the firm’s QC system and the performance of the firm’s engagements assists a firm in
identifying its personnel needs. This understanding also assists a firm in identifying areas for
personnel development. Competence can be developed through an appropriate combination of
education, professional experience in accounting and auditing with proper supervision, and
training such as CPE.

A commitment to quality can be demonstrated through a person’s actions and
behaviors, including consistent adherence to firm policies and procedures, demonstrating key
professional attributes like objectivity, integrity, and due professional care, and taking the
initiative to develop and maintain competence. Conversely, a lack of commitment to quality can
be seen through actions and behaviors such as inconsistent compliance with professional
standards, cheating on professional development and compliance exams, or a “check the box”
approach to professional development.

c. Firm personnel and individuals who are other participants assigned to
engagements, including the engagement partner and engagement quality
reviewer, have the competence, objectivity, and time needed to fulfill their
responsibilities on such engagements in accordance with applicable professional
and legal requirements and the firm’s policies and procedures.

d. Firm personnel who are assigned to participate in another firm’s engagement have
the competence, objectivity, and time to perform such activities in accordance
with applicable professional and legal requirements and the firm’s policies and
procedures.

e. Firm personnel and individuals who are other participants assigned to perform
activities within the QC system have the competence, objectivity, authority, and
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time needed to perform such activities in accordance with applicable professional
and legal requirements and the firm’s policies and procedures.

These quality objectives address the assignment of firm personnel and individuals who
are other participants, in the firm’s engagements, QC roles, and other firms’ engagements. As
discussed in Section I1.B, the firm’s people resources may include firm personnel (generally,
employees of the firm) or resources from outside the firm (other participants). For example,
EQRs or personnel at service centers may be considered either firm personnel (if employed by
the firm or functioning as firm employees) or other participants (if contracted by the firm).2>!
One commenter was concerned that the inclusion of other participants in the firm’s QC system
may create cross-jurisdictional legal issues, such as employment information that may be
protected by privacy laws. We believe it is important for the QC system to assess the
competence of other participants, which may include having policies and procedures on what
to do if the firm is unable to make such assessment due to legal issues. One commenter
mentioned that the responsibilities related to the use of specialists engaged by the firm, other
auditors, and internal auditors providing direct assistance are addressed in existing auditing
standards as engagement team responsibilities and are not needed within this quality
objective. While we acknowledge there are auditing standards that address those topics at the
engagement level, the quality objectives relate to the firm’s processes for assigning the
appropriate individuals to engagements and QC activities.

One commenter emphasized the need for firm resources to have time to fulfill their
assigned responsibilities. Another commenter suggested a prescriptive approach to human
capital management, including monitoring assignments and time requirements, utilization, and
engagements with high turnover and workloads. Given the wide range of firms based on their
size, scope, and nature of practice, we do not believe prescriptive requirements in this area are
appropriate. We have clarified paragraphs .44c and .44e by adding “needed” to the quality
objective to increase the focus on sufficient competency, objectivity, time, and when
appropriate, the authority needed to fulfill their assigned responsibilities. We have also
separately proposed new reporting requirements regarding firm and engagement metrics that,
if adopted by the Board and approved by the SEC, would enhance transparency about, among
other things, firms’ human capital management.?>?

The quality objectives focus on three key aspects of the ability to fulfill the assigned role:
competence, objectivity, and time. Individuals need to have competence to fulfill their assigned
roles in accordance with applicable professional and legal requirements and the firm’s policies
and procedures. As previously discussed, both the individual and the firm play a part in

231 See QC 1000.A5 and .A7.
232 See PCAOB Rel. No. 2024-002.
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developing a person’s competence. The ability to maintain objectivity is essential to performing
QC activities or engagements; a lack of objectivity may, for instance, create an unconscious bias
that directly affects quality. Individuals’ ability to devote appropriate time to their assignments
also affects quality.

In addition to the competence, objectivity, and time needed to perform engagement
and QC activities, individuals need to have the requisite authority to perform effectively. In the
context of engagement activities, the auditing standards already provide authority structures
with respect to, for example, supervision and the responsibilities of the engagement partner,
and those standards are augmented by firm policies on matters such as consultation. For QC
activities, we specify the need for appropriate authority in the quality objective.

f.  Firm personnel comply with the firm’s policies and procedures related to the
operation of the firm’s QC system and the performance of its engagements and
the work performed on other firms’ engagements.

The quality objective to comply with the firm’s policies and procedures did not attract
comment and is adopted as proposed.

This quality objective is based on a concept embedded in QC 20: that firm personnel
should adhere to the firm’s own standards of quality. We believe that this should remain
among the firm’s objectives, and also that it would play an important role in the operation of
the QC system under QC 1000.

The firm’s QC-related policies and procedures are essential to the proper functioning of
an effective QC system. By definition, those policies and procedures are the “quality responses”
the firm has designed and implemented to address quality risks. Firm personnel need to
understand those policies and procedures and operate in compliance with them in order for the
QC system to operate as designed and achieve its objectives. Additionally, firm personnel need
to understand and comply with firm policies and procedures in order for the firm’s work on its
own engagements and other firms’ engagements to be performed appropriately.

g. Firm personnel are (1) evaluated at least annually, (2) incentivized to fulfill their
assigned responsibilities and adhere to appropriate standards of conduct,
including through compensation plans and decisions in which quality
considerations play a critical part, and (3) held accountable for their actions and
failures to act.

Evaluations help support and promote the continuous development of the competence
of firm personnel. Some commenters, generally investor-related groups, suggested the



PCAOB Release No. 2024-005
May 13, 2024
Page 171

standard address incentives in partner compensation relative to quality control systems and
weight it at least as much as revenue growth. After considering comments, we revised
paragraph .44g to add “including through compensation plans and decisions in which quality
considerations play a critical part.” We believe this change will prompt firms to appropriately
weight quality concerns in their organization-wide compensation plans and individual
compensation decisions. We believe this change, along with the change to the quality objective
in paragraph .25b, should result in firms giving appropriate weight to quality in compensation
plans and decisions regarding performance for both firm leadership and firm personnel.

The quality objective contemplates that evaluations should be performed at least
annually. Many firms currently utilize an annual performance review process in order to
facilitate such evaluations. A firm may have multiple quality responses to address the quality
risks associated with the different types of firm personnel. For example, non-employee
contractors and consultants, who work under the firm’s supervision or direction and control
and are considered firm personnel, may be evaluated through the contracting process to
determine whether the firm should retain them. The quality objective does not specify the
format of or approach to periodic evaluations.

The quality objective in QC 1000, which refers to accountability and incentives, is
principles-based, and firms will be able to design and implement incentive systems based upon
their nature and circumstances. The “appropriate standards of conduct” identified in the
quality objective include fulfilling engagement and QC responsibilities with competence,
integrity, objectivity, and due professional care and complying with applicable professional and
legal requirements and the firm’s policies and procedures, as described in paragraph .46 of the
standard.

ii. Technological resources

Technological resources cover many aspects that collectively comprise a firm’s
technological environment, including information technology applications, infrastructure, and
processes (e.g., firm processes to manage access to the IT environment, program changes,
changes to the IT environment, or IT operations). Technological resources may be developed by
the firm or obtained, for example, from the firm’s network or a third-party provider.

The nature and extent of the use of technological resources differs across firms. For
example, some audit firms are making significant investments in technological resources and
expanding their use of technology-based audit tools, such as software used to perform data
analytics or to access information from a distributed ledger. Some technology facilitates the
operation of firms’ QC systems, such as monitoring individual financial investments for
purposes of compliance with independence rules. The availability of “off-the-shelf”
technological resources continues to evolve, leading to an increase in firms of all sizes
employing technology to assist in operating their QC systems or planning and performing
engagements.
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h. Technological resources are obtained or developed, implemented, maintained,
and used to enable the operation of the firm’s QC system and the performance of
its engagements in accordance with applicable professional and legal
requirements and the firm’s policies and procedures.

Note: Technological resources generally include information technology
applications, infrastructure, and processes.

This quality objective highlights that the proper use of technological resources, in a
manner that enables the operation of the firm’s QC system and the performance of its
engagements in accordance with applicable professional and legal requirements and the firm’'s
policies and procedures, is the firm’s responsibility. The proposal asked if the quality objective
and specified quality responses related to technological resources provide sufficient direction
to enable the appropriate use of emerging technologies. Commenters that addressed this
question, generally firms, indicated the proposed quality objectives and specified quality
responses provide sufficient direction. One commenter suggested that the standard does not
create incentives to use technology to improve audit quality.

The technology environment is dynamic, and firms’ use of technological resources will
likely continue to evolve in the future. We believe that principles-based standards are more
adaptable to future developments, less likely to become obsolete, and less likely to discourage
the use of emerging technologies. As a result, QC 1000 does not include any prescriptive
requirements related to how firms address emerging technology. Instead, we included a risk
factor to prompt consideration of technology as part of the firm’s risk assessment process.?>3
Separately, the Board has proposed certain amendments to PCAOB auditing standards that
address certain aspects of designing and performing audit procedures using technology-
assisted data analysis of information in electronic format.?>*

We are adopting the technological resources quality objective as proposed. We believe
the risk-based approach creates incentives for firms to obtain or develop, implement, maintain,
and use technological resources throughout the firm based on the size and nature of the firm.

253 See paragraph .20a.(1)(e) and Appendix B paragraph .B6 of QC 1000.

254 See Proposed Amendments Related to Aspects of Designing and Performing Audit Procedures
that Involve Technology-Assisted Analysis of Information in Electronic Form, PCAOB Rel. No. 2023-004
(June 26, 2023).



PCAOB Release No. 2024-005
May 13, 2024
Page 173

iii. Intellectual resources

i. Intellectual resources are obtained or developed, implemented, maintained, and
used to enable the operation of the firm’s QC system and the performance of its
engagements in accordance with applicable professional and legal requirements
and the firm’s policies and procedures.

Note: Intellectual resources generally include resources that a firm makes
available, or requires the use of, to enable the operation of the firm’s QC
system and the performance of its engagements, including, for example,
the firm’s policies and procedures, methodologies, guides, practice aids,
and standardized documentation templates.

The quality objective related to intellectual resources did not attract comment and is
adopted substantially as proposed. We revised the note to add “to enable the operation of the
firm’s QC system,” consistent with the quality objective.

Intellectual resources generally include the information the firm uses to promote
consistency in the execution of the firm’s QC system and the performance of engagements.
Intellectual resources may be made available through a variety of media, including via written
manuals or technological resources (e.g., the firm’s methodology may be embedded in the
information technology application that enables the operation of the firm’s QC system and
facilitates the performance of the engagement).

Intellectual resources may be obtained or developed internally, or acquired externally
(for example, a commercially available audit or QC methodology or a subscription data feed).
Regardless of how intellectual resources are acquired, the firm remains responsible for ensuring
they are fit for purpose and properly implementing and maintaining them. For example, if a
firm acquired its QC methodology from a vendor, the firm is responsible for choosing a
methodology and implementing it (including appropriately identifying risks and designing,
implementing, and operating appropriate responses) in a way that enabled the firm’s
engagements to be properly performed and the firm’s QC system to operate in accordance with
QC 1000. If a firm developed a methodology to direct the performance of its engagements in
accordance with applicable professional and legal requirements, and a new auditing standard
was issued after that methodology was implemented by the firm, the methodology would need
to be updated to properly address the applicable professional and legal requirements.

The quality objective related to intellectual resources in the final standard is similar to
the technological resources quality objective, as both objectives relate to resources enabling
the operation of the firm’s QC system and the performance of its engagements in accordance
with applicable professional and legal requirements and the firm’s policies and procedures.
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iv. Resources from a network or third-party provider

j. If the firm belongs to a network that provides or requires the use of network
resources or services or if the firm obtains resources or services from a third-party
provider:

(1) An understanding is obtained of how such resources or services are developed
and maintained; and

(2) Such resources or services are supplemented or adapted as necessary such
that their use enables the operation of the firm’s QC system and the
performance of its engagements in accordance with applicable professional
and legal requirements and the firm’s policies and procedures.

In some circumstances, the firm may use resources provided by a network or a third-
party provider. Such resources may include methodologies, applications, and tools used in the
firm’s QC system or the performance of its engagements.

The proposal included a quality objective related to the resources provided by a
network or a third-party provider. One commenter requested the objective be broken into two
quality objectives, as a firm’s approach to each of these groups may be significantly different.
We agree that a firm’s approach to resources provided by the network may be different from
resources provided by a third-party provider, and that the approach to different types of third-
party providers could also vary. But we do not believe that such differences compel separate
quality objectives. A firm may identify multiple quality risks and develop multiple quality
responses related to a single quality objective.

For example, a firm may use multiple third-party providers for a variety of different
resources, such as an audit methodology provider or a confirmation intermediary. If these
different types of third-party providers or resources present different risks, the firm would be
required to develop different quality responses. In that scenario, the firm could have different
policies and procedures applicable to different types of third-party providers and/or different
types of resources. A firm that is not affiliated with a network is not required to establish a
guality objective related to network-provided resources and therefore would not identify
quality risks or related quality responses.

Notwithstanding that a firm may use resources from a network or a third-party provider,
the firm remains responsible for the use of these resources in the QC system and performance
of its engagements.

Consideration of the nature of the resources provided by the network or third-party
providers, how and to what extent the resources will be used, and the general characteristics of
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the third-party provider will assist the firm in determining whether it needs to supplement or
adapt such resources. For example, the firm may obtain its methodology from a third-party
provider under an arrangement whereby the third-party provider agrees to update the
methodology when new standards are issued. In this scenario, the firm remains responsible for
verifying that such changes are incorporated into the methodology and supplementing the
methodology if such changes are not made, so that the firm’s resources support its
performance of compliant engagements. As another example, the firm may obtain a service
from a third-party provider that provides a System and Organization Controls 1 (SOC 1) report.
The firm would be responsible for verifying that the controls are designed effectively at the
third-party provider and for designing and implementing any complementary user entity
controls identified in the report.

The firm is also responsible for taking any necessary actions in using a resource from a
network or third-party provider to enable the resource to function effectively. For example, the
network or third-party provider may need information related to the firm’s restricted entities
so that it can facilitate independence confirmations. In addition, if the firm discovered a
problem with the design or operation of the resource, it may need to communicate such
problems to the network or third-party provider so that the resource can effectively operate.

b. Resources specified quality responses

.45 In designing and implementing quality responses to address the quality risks in the
resources component, the firm should include the specified quality responses in paragraphs
.46 -.51. These specified quality responses alone will not be sufficient to enable the firm to
achieve all established quality objectives for this component. Depending on the quality risk
being addressed, specified quality responses may need to be combined with other quality
responses designed and implemented by the firm.

The proposal asked if the specified quality responses for resources were appropriate.
Two commenters that addressed this question supported the specified quality responses. Two
other commenters objected that the specified quality responses were too prescriptive and
suggested they be rewritten as risk-based quality objectives.

One commenter stated that certain of these requirements relate closely to auditing
standards and requested clarity on how QC 1000 is intended to interact with engagement-
related auditing standards. QC 1000 focuses on firm-level controls over compliance with
auditing standards, including those related to engagement performance.

We are adopting the specified quality responses as proposed, with one modification
suggested by commenters. These specified quality responses carry provisions from our existing
QC standards into QC 1000, or establish firm-level requirements that align with existing
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engagement-level requirements. They also include new requirements that we believe are
important to a firm’s QC system.

46 The firm should design, implement, and maintain policies and procedures for firm
personnel to adhere to appropriate standards of conduct, which include:

a. Fulfilling engagement and QC responsibilities with competence, integrity,
objectivity, and due professional care; and

b. Complying with applicable professional and legal requirements and the firm’s
policies and procedures.

The specified quality response related to appropriate standards of conduct did not
attract comment and is adopted as proposed.

The reference to “appropriate standards of conduct” reflects a number of concepts in
existing PCAOB standards, including:

e Fulfilling responsibilities with professional competence;?>®
e Integrity and objectivity;%>®
e Due professional care (including the exercise of professional skepticism);?*’ and

e Complying with applicable professional and legal requirements and the firm’s policies
and procedures.?>®

Firm personnel are individually responsible for complying with the firm’s standards of
conduct, and the firm’s policies and procedures around these standards of conduct are
intended to result in firm personnel being held accountable for their behavior and actions. This
includes evaluating firm personnel’s adherence to such standards of conduct, addressing
deviations, and holding personnel accountable for fulfilling their engagement and QC
responsibilities, including through the firm’s incentive system. We believe the standards of

255 See, e.g., QC 20.133, .13b, and .15a.
256 See, e.g., QC 20.10.

257 The general principles and responsibilities of the auditor when conducting an audit, including

professional skepticism and due professional care, are being reaffirmed and combined in AS 1000, as
adopted. See Auditor Responsibilities Release.

258 See, e.g., QC 20.03.
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conduct included in this specified quality response are foundational to fulfilling not only
engagement responsibilities, but also QC responsibilities.

47 The firm should design, implement, and maintain policies and procedures for the
engagement partner and, commensurate with their responsibilities, other firm personnel
participating in an engagement to obtain and maintain the competence to fulfill their
respective assigned engagement roles, including an understanding of the following:

a. The importance of exercising sound judgment, including the ability to be objective
and exercise professional skepticism;

b. The role of the firm’s QC system in the performance of its engagements (e.g.,
engagement quality reviews, consultation process);

c. Their responsibilities with respect to the performance and supervision of the
engagement;

d. For attestation engagements, the subject matter of the assertion on which the
engagement is based;

e. The industry in which the company operates and its relevant characteristics (e.g.,
applicable standards, industry-specific risks, and industry-specific estimates);

f. The internal control framework used by the company;

g. The use of technology by the company in the preparation of its financial
statements and related internal controls; and

h. The use of technological and intellectual resources in performing engagement
procedures, including obtaining and evaluating evidence.

QC 40 addresses requirements regarding the competencies of engagement partners
and, by extension, EQRs.?>° The proposed standard required that firms’ QC policies and
procedures address certain enumerated competencies, as well as other competencies as
necessary in the circumstances. Some commenters suggested that the competencies identified
in proposed paragraph .47a-h be moved to a quality objective or staff guidance, and argued
that they were redundant to the auditing standards. We believe that the competencies in
paragraph .47 are applicable to all firms and accordingly are appropriate as specified quality
responses. One commenter asked for clarification of the expectation of “including an

259 See, e.g., QC 40.08; AS 1220.05.
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understanding of” and suggested that the standard include consideration of “other
competencies as necessary in the circumstances,” consistent with QC 40.08. We believe that
auditors should be familiar with the concept of obtaining an understanding, and note that the
construct of QC 40 is a restrictive list whereas the list of competencies in this requirement is
identified as “including” and not intended to be comprehensive, so we do not believe a
reference to other competencies is necessary.

One commenter indicated that the firm would not be in a position to impose the specific
requirements in paragraph .47 on individuals that are not part of the firm. We have narrowed
the requirement to apply only to firm personnel, rather than “others participating in an
engagement,” as proposed. We note, however, that other quality objectives, such as those in
paragraphs .44c and .44e, continue to apply with respect to individuals outside of the firm as
well as firm personnel. As discussed in more detail in Section IV.G, Acceptance and Continuance
of Engagements, we have also revised “client” to “company” in paragraph .47.

Paragraph .47 of QC 1000 both expands the required competencies for engagement
partners and requires certain competencies for other firm personnel in engagement roles
commensurate with their responsibilities. This includes applying existing requirements for
engagement partners—an understanding of, among other things, the importance of exercising
sound judgment, the role of the firm’s QC system in the performance of engagements, and the
industry in which the company operates—to everyone in an engagement role, at a level
commensurate with their responsibilities.

To reflect changes in the environment since the existing QC standards were issued, we
are requiring competencies related to understanding the subject matter of attestation
engagements, the internal control framework and technology used by the company, and the
technological and intellectual resources used in performing engagement procedures. Regarding
technological and intellectual resources, we require an understanding of how and whether it is
appropriate to use these resources in performing the engagement. This specified quality
response does not imply that the engagement partner or other firm personnel participating on
an engagement need to be knowledgeable about how such resources are developed.

.48 In addition to the training required under paragraph .36, at least annually, the firm
should provide mandatory training, including training on applicable professional and legal
requirements, to firm personnel to develop and maintain their competence and enable them
to fulfill their assigned QC and engagement roles in accordance with applicable professional
and legal requirements and the firm’s policies and procedures.

QC 20 provides that policies and procedures are required to be established to provide
the firm with reasonable assurance that personnel participate in CPE and other professional
development activities that enable them to fulfill responsibilities assigned and satisfy applicable
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CPE requirements.?®° In addition, SECPS member requirements provide that member firms are
required to ensure that (1) all professionals in the firm residing in the United States, including
CPAs and non-CPAs, participate in at least 20 hours of qualifying CPE every year and at least 120
hours every three years and (2) professionals who devote at least 25 percent of their time to
performing audit, review or other attest engagements, or who have the partner- or manager-
level responsibility for the overall supervision or review of any such engagements, must obtain
at least 40 percent (eight hours in any one year and 48 hours every three years) of their
required CPE in subjects relating to accounting and auditing.?6?

Through our oversight activities, we have observed situations where a lack of
understanding of professional standards appears to have contributed to audit deficiencies.
These problems have been observed in domestic firms and international firms, including firms
that were not SECPS members.

One commenter requested the standard set out more specific requirements with
respect to training, identify areas or categories that must be regularly addressed, and not
eliminate the CPE obligation in the existing standard. Another commenter requested the
standard include minimum requirements related to training of audit staff. We believe it is
important for firms to provide training focused on areas where firm personnel need to develop
or maintain their competence so that they may fulfill their QC and engagement roles. If we
were to set specific requirements with respect to training, firms may not evolve their training
over time to respond to changes in the firm or in the needs of firm personnel. We are
maintaining the principles-based approach to training.

Under the specified quality response in the final standard, the firm is required to
provide training, including training on applicable professional and legal requirements, that is
mandatory for all firm personnel on an annual basis. This specified quality response provides
firms the ability to determine the type and extent of training necessary based on their
personnel and the nature and circumstances of the firm and its engagements. For example, a
firm may determine that training is necessary on a wide array of topics for a certain level of
staff within the firm. Another firm may determine that training is necessary for one or more
staff in a certain area due to a new engagement or as a result of an area of development
identified as part of a performance evaluation. A firm may also decide that it is necessary to
repeat training as a periodic reminder of existing requirements, such as those relating to
internal control over financial reporting. Ultimately, the type and extent of training should be
directed at whatever is necessary to enable firm personnel to fulfill their assigned QC and

260 See QC 20.13; QC 40.02, .05.

261 See SECPS §§ 1000.08(d), 8000. The SECPS member requirements provide that “accounting and
auditing subjects” should be broadly interpreted, and include, for example, subjects relating to the
business or economic environments of the entities to which the professional is assigned.
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engagement roles in accordance with applicable professional and legal requirements and the
firm’s policies and procedures.

.49 The firm’s periodic performance evaluations of the individual(s) assigned (1) ultimate
responsibility and accountability for the QC system as a whole and (2) operational
responsibility and accountability for the QC system as a whole should take into account the
outcome of the evaluation of the QC system.

This specified quality response did not attract comment and is adopted as proposed.

This specified quality response relates to the quality objective in paragraph .44g., which
provides that firm personnel are evaluated at least annually, incentivized to fulfill their assigned
responsibilities and adhere to appropriate standards of conduct, including through
compensation plans and performance decisions regarding performance that appropriately
prioritize quality considerations, and held accountable for their actions and failures to act.

Specific to the individuals assigned ultimate responsibility and accountability for the QC
system as a whole and operational responsibility and accountability for the QC system as a
whole, the firm’s periodic performance evaluations of these individuals are required to take
into account the results of the firm’s evaluation of its QC system.?6? A firm will be able to
determine its approach to comply with this specified quality response. For example, the firm
may set targets and measure the outcome of the evaluation of the QC system against those
targets. As another example, the firm may consider the individual’s actions taken in response to
identified QC deficiencies or major QC deficiencies, including the timeliness and effectiveness of
such actions. The periodic performance evaluation of these individuals may be informal in a less
complex firm or undertaken by a special committee in a more complex firm.

.50 The firm should design, implement, and maintain policies and procedures regarding
licensure such that the firm and firm personnel hold licenses or other qualifications required
by the relevant jurisdiction(s) under applicable professional and legal requirements.

No comments were received on this specified quality response and it is being adopted
as proposed.

Laws or regulations may establish requirements for the professional licensing or other
qualifications of the firm and firm personnel. Under this specified quality response, the firm is
required to have policies and procedures regarding licensure such that the firm and firm

262 Evaluation of a firm’s QC system is addressed in paragraphs .77-.78 of QC 1000 and discussed in

Section IV.L below.
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personnel hold the required licenses or qualifications. The policies and procedures address such
matters as (1) the jurisdiction(s) where firm and firm personnel are required to hold licenses or
other qualifications and (2) whether the firm and such firm personnel comply with the
jurisdictions’ requirements.

.51 The firm should design, implement, and maintain policies and procedures so that
technological resources have the capacity, integrity, resiliency, availability, reliability, and
security necessary to enable the operation of the firm’s QC system and the performance of
its engagements in accordance with applicable professional and legal requirements.

The quality objective in paragraph .44h. provides that technological resources are
obtained or developed, implemented, maintained, and used to enable the firm’s QC system and
the performance of its engagements. As part of the firm’s quality response to this quality
objective, the firm’s technological resources should also have the characteristics described in
paragraph .51. One commenter stated that the quality objective in proposed paragraph .44h is
sufficient and this specified quality response should be removed. We believe the firm’s policies
and procedures should address its technological resources having the capacity (resource
requirements for the necessary output), integrity (guarding against improper information
modification), resiliency (ability to operate and recover under adverse conditions), availability
(ensuring timely and reliable access to and use of information), reliability (ability to function
consistently), and security (protection against intentional subversion).?®3 These characteristics
enable the ongoing operation of the firm’s QC system and performance of its engagements. We
believe this specified quality response provides additional direction and have retained it in the
final standard.

Also related to technology, the proposal asked if the standard should include a specified
quality response that would require the use of technological resources by the firm to respond
to the risks related to the use of certain technology by the companies for which the firm
performs engagements. Several commenters did not support inclusion of such a specified
guality response. One commenter requested a requirement to design and implement controls
to prevent unauthorized access to data and technology. We did not make any changes or
additions to the quality objective or specified quality responses related to technological
resources because we believe the more general provisions appropriately address this issue, and
more specific provisions are at risk of quickly becoming outdated as technology evolves.

263 See, National Institute of Standards and Technology Glossary, available at

https://csrc.nist.gov/glossary.
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2. Current PCAOB standards

QC 1000 largely covers the same areas addressed in QC 20 and QC 40 for personnel
management and assighment of responsibilities.?®* Existing PCAOB QC standards do not provide
specific direction on the use of intellectual resources or technological resources, except for one
application regarding independence.?%°

J. Information and Communication

This component addresses the firm’s processes for obtaining, generating, sharing, and
using information to enable the design, implementation, and operation of the QC system and
the performance of the firm’s engagements, and for communicating information within the
firm and to external parties.?®® As discussed in more detail below, we have made some changes
in response to commenter input but are adopting most provisions as proposed.

1. QC1000

.52 This component addresses the firm’s processes for obtaining, generating, and using
information to enable the design, implementation, and operation of the QC system and the
performance of its engagements, and for communicating information within the firm and to
external parties on a timely basis.

The information and communication area of the firm’s operations serves the critical
function of generating, gathering, and disseminating the information needed for the firm,
including the QC system, to function. The process of determining information needs is iterative
and ongoing; as the nature and circumstances of the firm change, information needs also
change. The information and communication component of the QC system operates over this
area of the firm’s operations.

One firm suggested that the information and communication component refer to
“relevant and reliable” information to convey that not all information is intended to be
obtained and disseminated to the relevant individuals or roles. The firm disagreed that
relevance and reliability is implied within the context of the proposed requirements, and
argued that the term “information” needs parameters and qualifying language to provide

264 See QC 20.13 and .22.
265 See SECPS § 1000.46 (requirement 4).

266 Other aspects of the standard also include specific provisions regarding communication (see,

e.g., paragraphs 16-.17 in Roles and Responsibilities, and paragraphs .31 and .35 in Ethics and
Independence).



PCAOB Release No. 2024-005
May 13, 2024
Page 183

boundaries to the vast amount of information that exists or could be created in the context of a
firm’s QC system. The firm further argued that without appropriate qualifiers, the breadth of
information to be considered and/or communicated within a QC system will inhibit firm leaders
from identifying and focusing on information most relevant to the successful operation of the
QC system. As discussed in the proposal, in determining specific information to be
communicated to firm personnel, including the nature and extent of such communication, the
firm may consider the type of information that is relevant to the recipients given their roles and
responsibilities within the firm. We continue to believe that information would have to be
relevant and reliable to support the operation of the firm’s QC system and the performance of
the firm’s engagements in accordance with applicable professional and legal requirements, so
that a reference in the standard to “relevant and reliable” information is unnecessary.

a. Information and communication quality objectives

The standard requires the firm to establish a number of quality objectives for the
information and communication component. These objectives are discussed in more detail
below. One firm commented that, as the proposed quality objectives for information and
communication are broadly consistent with other jurisdictional and international quality
control/management standards, they are appropriate, and no further changes are needed.

i. ldentifying, capturing, processing, and maintaining information

.53 The quality objectives established by the firm with respect to information and
communication should include the following:

a. Information, whether from internal or external sources, is identified, captured,
processed, and maintained by the firm’s information system(s) to support the
operation of the firm’s QC system and the performance of its engagements in
accordance with applicable professional and legal requirements.

Identifying, capturing, processing, and maintaining information is an ongoing process
necessary to support the firm’s QC activities and the performance of its engagements in
accordance with applicable professional and legal requirements. Information systems vary from
firm to firm and encompass various sets of activities involving people, processes, data, or
technology, or some combination thereof. Some firms’ information systems may be heavily
reliant on IT aspects while other information systems may require more manual intervention.
Firms are able to determine the type of information systems necessary to achieve their quality
objectives.

One commenter suggested that the information and communication component could
be enriched by explicitly integrating academic audit and accounting studies as a vital source of
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information to be used by firms to inform their QC system. We believe that the quality
objectives within the information and communication component sufficiently establish the
desired outcomes for the identification of external information to support the operation of the
firm’s QC system. A firm may determine that the conclusions of certain academic studies inform
the design or operation of its QC system. Furthermore, depending on the nature and
circumstances of the firm and its engagements, the firm may consider any applicable academic
studies in the firm’s risk assessment process as it obtains an understanding of the conditions,
events, and activities that may adversely affect the achievement of its quality objectives. The
requirement is adopted as proposed.

ii. Exchange of information

b. The nature, timing, and extent of information communicated to firm personnel
enables them to understand and carry out their responsibilities relating to
activities within the firm’s QC system and the performance of its engagements in
accordance with applicable professional and legal requirements and the firm’s
policies and procedures.

c. Firm personnel communicate information to the firm and other firm personnel to
support the operation of the QC system and the performance of the firm’s
engagements in accordance with applicable professional and legal requirements.

Information is essential to firm personnel being able to understand and fulfill their
responsibilities relating to the QC system and the performance of the firm’s engagements. For
example, through our oversight activities, we observed improved audit quality when there was
regular, consistent communication among members of the engagement team.?®’ The quality
objective prompts firms to tailor the nature, timing, and extent of information communicated
based on firm personnel’s responsibilities, including those related to the firm’s policies and
procedures.

Communication is generally an ongoing process that involves all firm personnel. For
example, the firm communicates information to engagement teams, such as information
obtained during the firm’s acceptance and continuance process that is relevant in performing
the engagement. Engagement teams also communicate information to the firm—for example,
information about the company obtained during engagement performance that may assist the
firm when evaluating whether to continue the engagement. Two-way communication may also
occur among firm personnel. For example, firm personnel performing engagements may
exchange information directly with firm personnel performing activities within the firm’s QC
system, such as information to facilitate compliance with the firm’s independence policies and

267 See, e.g., 2019 Inspection Observations Preview at 5.
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procedures. The standard emphasizes the need for two-way communication within the firm
and the responsibility of all firm personnel to communicate information.

One commenter addressed the quality objectives set out in paragraphs .53b.-.53c. of
the proposed standard related to the timely exchange of information between firm personnel
and leadership, including those with responsibilities for the firm’s QC system. The commenter
recommended that the final release clarify that the firm’s policies and procedures assist in
promoting communication such that the appropriate individuals with responsibilities over the
firm’s QC system become aware of relevant matters in a timely manner, as appropriate for the
size and the scale of the firm and relative nature of the matter. As discussed in Section IV.C.1.e.
above, we believe timely communication and action should be sufficiently prompt to achieve its
objective and that timeliness is a function of the nature and significance of the issue. These
requirements have been adopted as proposed.

iii. External parties

There are many circumstances in which firms communicate information about
themselves and their performance to external parties. Some external communications are
required by law or regulation, such as the transparency reporting that is required in some
jurisdictions, and others are made by firms voluntarily, for example, in connection with
marketing or recruitment efforts.

d. Information is communicated to external parties in accordance with applicable
professional and legal requirements.

Note: External parties may include, for example, company management,
audit committees, and boards of directors; the SEC; the PCAOB; and other
regulators.

The standard requires the firm to establish a quality objective that addresses
communications to external parties in accordance with applicable professional and legal
requirements. This quality objective focuses firms on providing the necessary communications
to external parties when required. Among other things, this objective (paragraph .53d.) covers
the completeness, accuracy, and timeliness of a firm’s existing annual and periodic reporting to
the PCAOB (i.e., Forms 2 and 3, Form AP, and Form QC). It would also cover reporting under our
proposed revised reporting requirements and metrics requirements?®® if those are ultimately
adopted by the Board and approved by the SEC.

268 See PCAOB Rel. No. 2024-002.



PCAOB Release No. 2024-005
May 13, 2024
Page 186

An investor expressed concern with the absence of references to investors or the public
from the examples of external parties, and further commented that the proposal makes no
mention of the role of quality control with respect to critical audit matters. This provision
relates to communications to external parties that are required under applicable professional
and legal requirements. Under current requirements, the only required communication from
the audit firm to investors is the audit report. Audit reporting is part of engagement
performance, is covered by a separate quality objective relating to engagement
performance,?®® and is not addressed by this quality objective. To the extent that a
communication to a regulator is ultimately available to the public (as is the case with, for
example, various forms filed with the PCAOB), such communications would be covered by this
quality objective, thus providing downstream benefits for investors and the public.

A firm recommended that the scope of the requirement be limited to information or
communications regarding a firm’s audit practice and engagements performed in accordance
with PCAOB standards. As discussed in more detail in Section I1l.B.1. above, the definition of
applicable professional and legal requirements in the final rule has been more narrowly tailored
to address engagements, as defined in QC 1000, and the QC system itself. We believe this
change addresses the commenter’s concern about the possible overbreadth of the quality
objective, and we have adopted it as proposed.

e. If afirm communicates firm-level or engagement-level information with respect
to the firm’s audit practice, firm personnel, or engagements, such as firm or
engagement metrics, to external parties, such information is accurate and not
misleading and, with respect to any such metrics that are communicated in
writing, the communication explains in reasonable detail how the metrics were
determined and, if applicable, how the method of determining them changed
since the metrics were last communicated.

We have also observed that some firms make public communications about firm-level or
engagement-level information, such as firm metrics and financial data. For example, some firms
publish transparency or audit quality reports, either voluntarily or in response to the
requirements of other jurisdictions, that contain data such as:

e Revenue breakdown by service line, by year, or by geographic segment;

269 See paragraph .42a.(3): "Responsibilities are understood and fulfilled . . ., including, as
applicable . .. Responsibilities for reporting and other communications with respect to the
engagement."
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Professional staff ratios;

Staff turnover ratios;

Average training hours per professional; and

Partner workload.

In addition to transparency or audit quality reports, firms may communicate these data
via webpages or other media, such as promotional publications, social media, interviews, or
presentations via webcast or video. Furthermore, if adopted, the Firm and Engagement Metrics
proposal will require firms to publicly report certain metrics relating to their audits and their
audit practices.

Regardless of the form of communication and the type of information presented, we
believe that firms’ QC systems should address the integrity of firms’ external communications
about themselves and the performance of their engagements. Such information can influence
the views of relevant stakeholders, including audit committees determining whether to engage
or retain an auditor and investors determining whether to ratify such an appointment.

The proposed standard contemplated that the firm would establish a specific quality
objective that firm-level or engagement-level information communicated externally is accurate
and not misleading and, with respect to any performance metrics, that the communication
explains in reasonable detail how the metrics were determined and, if applicable, how the
metrics or the method of determining them changed since performance metrics were last
communicated. Our view is that a specific quality objective in this area will prompt firms to
implement targeted policies and procedures that address, for example, the quality and
consistency of data and the need for context or explanation. This in turn will improve the
informativeness, reliability, and comparability of such communications and avoid misleading
the intended audience.

Several commenters, including firms and related groups, broadly supported the quality
objectives or agreed that it is important to address communications to stakeholders about a
firm’s or engagement’s performance, and that such communications should be accurate and
not misleading. However, many of the commenters on this topic raised concerns with regard to
the proposed quality objective addressing the firm’s external communications relating to
metrics.

Several commenters suggested that additional clarification be provided on the metrics
and communications that are in scope for the quality objective. Some commenters
recommended that the scope of the requirement be limited to metrics related to audit quality
that are required to be communicated under applicable professional, legal, or other regulatory
requirements and are communicated publicly. One firm recommended that the scope of
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metrics be limited to those related to the effectiveness of the firm’s QC system or audit quality,
and that the scope of the communications be limited to “formal” external reporting such as
audit quality reports, transparency reports, communications with audit committees, and other
published reports. Another firm recommended that the external communications in scope for
the objective should be limited to communications externally about audit quality and should
not extend to other external information issued by the firm that is not specifically related to
audit quality such as marketing communications or recruiting information. The firm further
argued that this limitation on scope to only audit-quality-related external communications
should also apply to the communication of how metrics were determined and explanations of
year-on-year changes. Another firm recommended that the scope be limited to information or
communications regarding a firm’s audit practice and engagements performed in accordance
with PCAOB standards.

One firm expressed concern regarding firms’ ability to design and implement quality
responses to address the risk of every type and form of information communicated given the
broad scope of the requirement. The firm recommended that the scope should be limited to
information resulting from and regarding the evaluation of the firm’s QC system, which will
allow firms to focus efforts on the information that is most meaningful to stakeholders, which
in turn will enhance the reliability of such information.

One firm commented that in addition to recommending limiting the quality objective to
engagements performed under PCAOB standards that would be subject to the firm’s QC
system, it may not be practicable to communicate in reasonable detail how a metric was
determined in all situations (e.g., if the metric was provided in a speech). The firm asserted that
it should be allowed to present the information about how a metric was determined and, if
necessary, how it changed, in a single, publicly available location (e.g., on the firm’s website).
One firm commented that the level of disclosure that would be required may create confusion
or may not ultimately be necessary, in particular in instances when the metric does not relate
to audit quality. Further, the firm stated that the disclosures may conflict with requirements
that may apply to registered firms outside of the U.S. Another firm recommended that the
words “explains in reasonable detail how the metrics were determined and, if applicable, how
the metrics or the method of determining them changed since performance metrics were last
communicated” be removed from the quality objective. The firm asserted that this requirement
may discourage smaller firms from including many quality metrics in their audit quality,
transparency, and similar reports given limited time and resources available to produce their
voluntary report. Some commenters, including firms and a related group, recommended that
considerations related to metrics in QC 1000 be taken up as part of the PCAOB’s research
project on firm and engagement performance metrics.

After consideration of the comments received, we continue to believe it is appropriate
that all firm communications to external parties regarding themselves and their audit practice,
in whatever medium, meet the minimum standard of being accurate and not misleading.
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However, in response to commenters, we have clarified the quality objective in certain
respects. We have clarified that the quality objective is limited to communications regarding
the firm’s audit practice, firm personnel, or engagements and removed the word
“performance” from the phrase “performance metrics,” to align with the terminology use in
our proposed metrics requirements.?’? Additionally, we have revised the quality objective to
provide that only metrics communicated in writing require an explanation of how the metrics
were determined and, if applicable, how the method of determining them changed since
metrics were last communicated. We believe this will address commenter concerns about the
feasibility of providing such explanations for metrics communicated orally. In addition, we have
removed the requirement to explain in reasonable detail, if applicable, how the metrics
themselves have changed since they were last communicated. We believe that requiring an
explanation of how the metrics were determined and, if applicable, how the method of
determining the metric changed since it was last communicated will enhance the
understandability and comparability of the metrics made available to external parties.
However, we do not believe it to be necessary to require narrative discussion of numeric
changes in the metric period over period if there has been no change in the underlying
calculation method.

These disclosures may be incremental to requirements that could apply to registered
firms outside of the U.S., however, we do not believe that these requirements will operate in
conflict. We have observed variation and complexities in how metrics are defined and
calculated by firms, as well as changes in the calculation method over time such that we believe
this quality objective is necessary to improve the informativeness, reliability, and comparability
of such communications and avoid misleading the intended audience. In addition, over 100
unique qualitative disclosures and quantitative audit quality metrics have been observed by the
Center for Audit Quality (“CAQ”) in its analysis of the CAQ’s eight Governing Board firms’ most
recent audit quality reports.?’* We believe this indicates both a demand for and an ability to
supply metrics, which further emphasizes the need for consistency and comparability of the
metrics.

We considered whether it would be appropriate to allow for additional disclosures
relating to metrics to be presented in a single public location such as the firm’s website.
However, we believe that by limiting the requirement to written communications, we have
eliminated the concern about how to present such information with respect to an oral
communication, and given the importance of the information to the intended audience, that
this should be presented in the same written communication as the disclosed metrics.

270 See PCAOB Rel. No. 2024-002.

271 See Audit Quality Reports Analysis: A Year in Review, available at https://www.thecag.org/aqgr-

analysis-yir/.
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We received feedback from a number of commenters, including investors and related
groups, criticizing the proposal for failing to include required metrics or audit quality indicators.
We have proposed a separate standard on firm and engagement metrics?’2 and we have
addressed these comments in that proposal.

iv. Networks

f. If the firm belongs to a network, information is communicated to or obtained
from the network to enable the operation of the firm’s QC system and the
performance of its engagements in accordance with applicable professional and
legal requirements.

If the firm belongs to a network, exchange of information between the firm and the
network may play an important role in supporting the operation of the firm’s QC system and
the performance of its engagements. For example, if the network performs certain monitoring
activities relating to the firm’s QC system, the network’s communication of information (e.g.,
results of its monitoring activities or any changes to its activities from the prior year) may result
in the firm adjusting the nature, timing, and extent of its own monitoring activities. On the
other hand, the firm may need to communicate to the network when there are changes to the
firm’s QC system that may affect the network’s monitoring activities.

We did not receive comment on the proposed quality objective relating to the exchange
of information between a firm and a network and are adopting it as proposed.

v. Other participants

Many firms have increasingly involved parties outside the firm in QC functions, such as
independence compliance, and engagement functions, such as performing audit procedures
and evaluating audit evidence. Working with other participants can differ from working with
individuals within the firm. For example, auditor-engaged specialists?’> may have different
professional training and experience and may operate under a different type of QC system, or
none at all. Firms may experience differences in local norms and expectations when working
with firms based in other jurisdictions. These and other factors give rise to risks in the
communication between firm personnel and other participants, including the potential for
misunderstandings regarding the audit effort needed to meet the objective of the other

272 See PCAOB Rel. No. 2024-002.

273 AS 1210, establishes requirements regarding the use of a specialist engaged by the auditor’s
firm (“auditor-engaged specialist”) to assist the auditor in obtaining or evaluating audit evidence with
respect to a relevant assertion of a significant account or disclosure.



PCAOB Release No. 2024-005
May 13, 2024
Page 191

participant’s work.?’# It is therefore imperative that appropriate communications take place
between the firm and other participants to enable the other participants to understand and
carry out their responsibilities relating to activities within the firm’s QC system and the
performance of its engagements in accordance with applicable professional and legal
requirements and the firm’s policies and procedures.

g. If other participants are used in the firm’s QC system or engagements:

(1) The nature, timing, and extent of information communicated to other
participants enables them to understand and carry out their responsibilities
relating to activities within the firm’s QC system and the performance of its
engagements in accordance with applicable professional and legal
requirements and the firm’s policies and procedures; and

(2) Information is obtained from the other participants, such that the aspects of
the QC system and the engagements in which they are involved can be
performed in accordance with applicable professional and legal requirements.

Note: With respect to other participants that are firms, information to be
obtained should include the conclusion of the most recent evaluation of
the QC system of the other participant firm.

We have broadened the language of the quality objective to clarify that it applies to the
use of other participants in both the firm QC system and in engagements.

For other participants that are firms, we proposed that information obtained from the
other participants should include the conclusion of the most recent evaluation of its QC system
and a brief overview of remedial actions taken and to be taken, as well as a footnote clarifying
that the most recent evaluation of the other participant firm’s QC system refers to that firm’s
evaluation under paragraph .77 of QC 1000 as of the most recent evaluation date, if such an
evaluation was performed, and otherwise to the most recent QC evaluation performed by the
other participant firm under any professional standard.?”>

One commenter stated that audit firms monitor the quality of member firms but have
typically been reluctant to share negative information about a member firm, and that requiring
transparency in such information would be beneficial. However, several firms and related
groups expressed concerns about the impact of having other participant firms share the most

274 See, e.g., PCAOB Rel. No. 2022-002.
275 See, e.g., 1ISQM 1 paragraphs .53-.54; and SQMS 1 paragraphs .54-.55.
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recent evaluation of their QC system based on the confidentiality protections set out in
Sarbanes-Oxley or other relevant local laws and regulations. Two firms commented that these
concerns would be alleviated if the definition of QC deficiency was updated to align with the
definition in ISQM 1 and SQMS 1. One firm commented that the proposed quality objective
addressing information and communication related to other participants is appropriate,
however if information is to be shared at the deficiency level, the firm is concerned that this
would violate the confidentiality provision within Sarbanes-Oxley. Another firm suggested
limiting the extent of information shared to only what is necessary for firms to achieve the
reasonable assurance objective. This firm agreed with obtaining and considering the other
participant firm’s overall conclusion of the most recent evaluation of the QC system, however it
argued that this should not include information regarding deficiencies, if any, and remedial
actions taken and to be taken. Some commenters argued that firms should be able to take a
risk-based approach in determining whether it is necessary to request specific information
regarding an other participant firm’s QC system.

One firm-related group argued that certain international legislation may be an issue for
firms when reporting clients’ or individuals’ personal information. The commenter further
expressed concerns that those firms applying QC 1000 fully and reporting thereunder may be
selected in preference to those using other standards. Another firm-related group expressed
concern that a firm-level QC inspection finding might result in the best firm for the component
auditor role being bypassed. The commenter further suggested that guidance is needed for
when the evaluation and/or overview of remedial actions is not forthcoming.

Some commenters, including firms and a related group, argued practical concerns
regarding the application of the requirement to other participants not registered with the
PCAOB. One firm commented that, while it is not aware of any legal or regulatory concerns with
other participants sharing the most recent evaluation of their QC system, it suggested that the
PCAOB state that firms will not violate this requirement if local laws or regulations exist that
prevent compliance.

After consideration of the comments received, we have amended the standard to limit
the information that should be obtained to only the conclusion of the most recent evaluation of
the QC system. We believe that this addresses commenter concerns relating to the risk of
communicating privileged information. Furthermore, we continue to believe that obtaining the
communication of the conclusion of the other participant’s most recent evaluation may assist a
firm in determining the nature and extent of supervision of the work of other participants or
deciding whether other participants are fit to participate in the firm’s engagements, including
ensuring that the best firm for the job is not bypassed. If necessary, the firm may discuss the
conclusion with the other participant firm to seek to gain a better understanding of the basis
for such conclusion.
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We believe that in practically all cases, the firm would be able to obtain the conclusion
of the most recent evaluation of the other participant’s QC system. However, if a firm is unable
to obtain this (for example, if the other participant has not performed an evaluation, or if local
laws forbid them from sharing it), then the firm should assess what other procedures are
necessary to achieve the quality objective.?’®

One firm commented that paragraph 53f. specifically addressed networks, while .53g.
addresses other participants, and that it was unclear whether paragraph .53g. also applies to
networks given their inclusion in the definition of “other participants” or if the Board intends
for paragraph .53g. to apply to any other party defined within “other participants.” Paragraph
.53g. applies to firms within a network to the extent that the firm is an other participant, as
defined in QC 1000.A7 and discussed in more detail in Section Il1.B. above.

Another firm expressed concerns that it may not be able to practically apply paragraph
.53g. to all “other participants.” Specifically, the firm requested clarification as to the
expectation regarding the extent to which firms design policies and procedures to ensure other
participants comply with applicable professional and legal requirements, including bifurcation
of participants that are part of the engagement team as compared to participants in the firm’s
quality control system. Another firm suggested it would be impractical to suggest that a firm’s
QC system can be applied to other participants or that they would explicitly comply with the
firm’s policies and procedures as if they were part of the firm. As discussed in more detail in
Section I11.B.4. above, just because a quality objective or other provision of QC 1000 refers to all
types of other participants in the same way, this does not mean that the firm should respond by
treating all types of other participants in the same way. The firm’s policies and procedures
addressing other participants should differentiate based on the types and roles of other
participants to the extent necessary to be responsive to the firm’s quality risks (for example,
the firm would have different policies for the use of engaged specialists versus external EQRs).

h. If the firm participates in another firm’s engagement, information is
communicated to and obtained from the other firm such that the firm’s work on
the engagement is performed in accordance with applicable professional and legal
requirements.

Note: This communication includes any instances of noncompliance with
applicable professional and legal requirements that the firm identifies related to
the other firm’s engagements during the firm’s monitoring and remediation
procedures.

276 See PCAOB Rule 3101(a)(2).
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The proposed requirement did not draw comment and has been adopted as proposed.

The firm may also participate in another firm’s engagement as an other participant. For
the same reasons that apply when the firm is issuing the engagement report and using the work
of other participants, it is important that there is an appropriate exchange of information in
order to enable the firm serving as an other participant to fulfill its role in accordance with
applicable professional and legal requirements.

b. Information and communication specified quality responses

.54 In designing and implementing quality responses to address the quality risks in the
information and communication component, the firm should include the specified quality
responses in paragraphs .55 -.57. These specified quality responses alone will not be sufficient
to enable the firm to achieve all established quality objectives for this component. Depending
on the quality risk being addressed, specified quality responses may need to be combined
with other quality responses designed and implemented by the firm.

One firm commented that the proposed specified quality responses for information and
communication are appropriate. Other comments that are specific to each specified quality
response are discussed below under the relevant paragraph.

.55 The firm should communicate in writing its policies and procedures related to the
operation of the firm’s QC system and the performance of its engagements to firm personnel
and other participants to the extent and in a manner that is reasonably designed and
implemented to enable firm personnel and other participants to understand and carry out
their responsibilities relating to activities within the firm’s QC system and the performance of
its engagements in accordance with applicable professional and legal requirements and the
firm’s policies and procedures.

The requirement carries forward an existing requirement from our QC standards and
extends it to cover other participants, not just firm personnel.?’”” One firm suggested that, as it
relates to other participants, the quality objective in paragraph .53g. was sufficient, and the
specified quality response was not needed. Another firm commented that it is concerned that
expanding the requirement to communicate quality control policies and procedures beyond
firm personnel to include other participants may not be operational due to the size, content,
and methods of accessing the policies and procedures. The firm further asserted that the
proposed standard may inappropriately blur the lines between a firm’s system of quality

277 See QC 20.23.
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control and engagement-level requirements that are already addressed through existing PCAOB
standards and rules. We believe that other participants play an important role in the operation
of the firm’s QC system and the performance of its engagements and that it is imperative for
these other participants to be aware of the firm’s policies and procedures to the extent
required to enable them to carry out their responsibilities. For that reason, we believe it is
necessary to expand the existing requirement to include other participants in a specified quality
response.

To address the concern about the volume of material required to be shared with other
participants, we have clarified the requirement by providing that policies and procedures
should be communicated “to the extent” and in a manner reasonably designed to enable firm
personnel and other participants to carry out their responsibilities; in other words, the
requirement is to communicate what firm personnel and other participants need to know, not
necessarily all of the firm’s policies and procedures. For example, a firm would communicate to
an EQR contracted by the firm its policies and procedures related to EQR review and
independence. In addition, although the wording of the requirement is different, the substance
of the existing requirement?’8 is unchanged. Reference to “reasonably designed and
implemented” captures the existing requirement to communicate in “a manner that provides
reasonable assurance that those policies and procedures are understood and complied with”
without repeating the reasonable assurance already captured by the overarching objective of
the QC standard.

Another commenter requested clarification as to whether the communication of
policies and procedures is required in narrative, flowchart, or other form. We believe that the
policies and procedures should be in writing and in a manner that is reasonably designed to
enable firm personnel and other participants to understand and carry out their responsibilities
relating to activities within the firm’s QC system and the performance of its engagements. The
format of these policies and procedures may vary depending on the specific responsibilities
being addressed and how the firm wants to communicate them.

Under our existing standard, the firm is also required to make timely communications to
appropriate personnel regarding changes to its established quality control policies and
procedures. We do not think it is necessary to address changes to policies and procedures
separately; the requirement is to communicate policies and procedures as in effect, which
includes changes to such policies and procedures over time. If the firm needs to communicate
changes to its policies and procedures to enable firm personnel and other participants to
understand and carry out their responsibilities, then the specified quality response will require
such communication.

278 See QC 20.18.
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.56 The firm should communicate information related to the monitoring and remediation
process to firm personnel to enable them to take timely action in accordance with their
responsibilities, including, to the extent necessary, a description of:

a. Monitoring activities performed and the results of such activities, including, if
applicable, monitoring activities performed by a network;

b. ldentified engagement deficiencies and QC deficiencies, including the nature,
severity, and pervasiveness of such deficiencies; and

c. Actions to address the identified engagement deficiencies and QC deficiencies.

.57 The firm should communicate the result of the annual evaluation of the firm’s QC
system to the firm’s partners, shareholders, members, or other principals, and the firm’s
board of directors or equivalent.

Given the importance of information generated from the monitoring and remediation
process, the standard includes a specified quality response that requires the firm to
communicate such information to firm personnel to enable them to take timely action. In
determining specific information to be communicated to firm personnel, including the nature
and extent of such communication, the firm may consider the type of information that is
relevant to the recipients given their roles and responsibilities within the firm. For example,
information communicated to engagement teams may be focused on a description of identified
engagement deficiencies and related remedial actions that are likely to be relevant to such firm
personnel and their engagements. Information communicated to all firm personnel may relate
to deficiencies identified through QC system-level monitoring activities, such as compliance
issues in connection with the firm’s ethics and independence policies and procedures.

One firm asserted that the requirement to communicate identified engagement
deficiencies and QC deficiencies to firm personnel could hold firms to a higher standard than
may be prudent, and that a perceived requirement to communicate each engagement
deficiency seems imbalanced to appropriately influence change. The specified quality response
requires that such communications be made to enable firm personnel to take timely action in
accordance with their responsibilities. Based on the results of the monitoring and remediation
process, the firm can assess the nature and extent of the communications to be made, and this
should be commensurate with the risk that other similar unidentified engagement deficiencies
exist; for example, for engagement deficiencies related to the examination of broker-dealer
compliance reports, the firm may limit the communications to firm personnel working on
broker-dealer engagements and adjacent industry sectors.
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In addition, the firm is required to communicate the results of the annual evaluation of

its QC system to certain individuals in firm leadership positions. These individuals may use this
information in various ways, for example, as a basis for further communications to firm
personnel about the importance of quality or to address concerns about the QC system in a
timely manner. The requirement reinforces firm leadership’s responsibility and accountability
for the firm’s QC system.

2. Current PCAOB standards

Existing PCAOB QC standards focus principally on communication of certain information,

specifically:

Firm QC policies and procedures;?”®

Weaknesses identified in the QC system or the level of understanding or compliance
therewith;?°

Internal inspection findings;?8!

Principles that influence the firm’s policies and procedures on matters related to the
recommendation and approval of accounting principles, present and potential client
relationships, and the types of services provided;?%?

Additions to the Restricted Entity List;?®3and

Notification to the SEC of resignations and dismissals from audit engagements for SEC
registrants.®*

The standard, by contrast, more broadly addresses the firm’s responsibilities regarding

its information system and internal and external communications.
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See QC 20.23.

See QC 30.03.

See QC 30.06.

See SECPS §§ 1000.08(1), 1000.42.

See SECPS § 1000.46 (requirement 5).

See SECPS § 1000.08(m); see also Appendix 5 for a proposed new standard, AS 1310,

Notification of Termination of the Auditor-Issuer Relationship, that would retain existing requirements of
SECPS § 1000.08(m) and apply those requirements to all firms.
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K. Monitoring and Remediation Process

1. QC1000

a. Overview

.58 The monitoring and remediation process is an integral part of a QC system because it
informs the firm’s risk assessment process (i.e., the results of the monitoring and
remediation process are taken into account when determining if changes to quality
objectives, quality risks, or quality responses are necessary). The monitoring and remediation
process applies to all of the components of the QC system, including monitoring and
remediation, and provides the basis for evaluating and reporting on the QC system.

The monitoring and remediation process is an integral part of an effective QC system
because it creates a feedback loop to inform the firm’s risk assessment process. The feedback
loop will help the firm identify and assess new and evolving quality risks and design and
implement effective quality responses. It drives a firm’s focus on continuing to improve its QC
system, with a view to preventing future engagement deficiencies. The monitoring and
remediation process applies to the design, implementation, and operation of all QC system
components, including the monitoring and remediation component, and provides the basis for
a firm’s evaluation of whether its QC system is effective and for reporting on the QC system.?®>

We have observed through our oversight activities that some firms have made
significant efforts to enhance their monitoring and remediation process, which has led to
improvements in the firms’ QC systems and in audit quality. These efforts include increased
attention to ongoing monitoring activities, internal monitoring of both in-process and
completed engagements, root cause analysis of both positive outcomes and QC deficiencies,
and remedial actions to address QC deficiencies. However, our inspections continue to identify
deficiencies for some firms, suggesting that not all firms have made meaningful improvements
in these areas.

Under QC 1000, the monitoring and remediation process addresses the following:
e General requirements;
e Engagement monitoring activities;

e QC system-level monitoring activities;

For further discussion of the evaluation of a firm’s QC system, see Section IV.L below.
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Monitoring activities performed by a network;
Determining whether engagement deficiencies exist;
Responding to engagement deficiencies;
Determining whether QC observations exist;
Determining whether QC deficiencies exist;
Responding to QC deficiencies; and
Monitoring the implementation and operating effectiveness of remedial actions.

Under the standard, a firm performs monitoring activities to determine whether its

quality responses are properly designed and operating as intended, such that the firm’s quality
risks are sufficiently mitigated and its quality objectives are achieved. As described later, the
results of the firm’s monitoring and remediation process are to be evaluated annually as part of
the evaluation of the QC system. Therefore, the monitoring activities conducted need to be
sufficient to support the conclusions reached during such an evaluation.

b. General requirements

.59
to:

The firm must design, implement, and operate a monitoring and remediation process

a. Provide relevant, reliable, and timely information about the design,
implementation, and operation of the QC system;

b. Provide a reasonable basis for timely detection of engagement deficiencies and QC
deficiencies; and

c. Remediate identified engagement deficiencies and QC deficiencies and take any
other required actions in relation to such deficiencies in accordance with
applicable professional and legal requirements on a timely basis.

The standard specifies three goals for the monitoring and remediation process:

Relevant, reliable, and timely information. Monitoring and remediation must provide
information about the design, implementation, and operation of the firm’s QC system
that is relevant, reliable, and timely. The information obtained from monitoring
activities informs a firm about actions, behaviors, or conditions that contributed to
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issues that need to be addressed and may also provide insights as to factors that help
prevent deficiencies from occurring. For example, information obtained about actions,
behaviors, and conditions related to an engagement that was subject to internal or
external monitoring activities where no deficiencies were identified may provide
insights about good practices to use when addressing issues on similar engagements.

e Reasonable basis for timely detection of engagement deficiencies and QC deficiencies.
The standard uses the concept of “reasonable basis,” which is present throughout
PCAOB auditing standards, including the standards governing the auditor’s report.2®
Therefore, this concept is well understood by the profession. “Timely” as it relates to
the detection of engagement deficiencies means that the firm’s monitoring activities are
designed to identify deficiencies as promptly as practicable. For example, we expect that
the firm’s monitoring activities will generally enable the firm to identify deficiencies in
calendar year-end engagements in time to include them in its evaluation of the QC
system as of the following September 30.

e Timely remediation. The firm’s monitoring and remediation process must enable timely
remediation of identified engagement deficiencies and QC deficiencies. What
constitutes “timely” depends on the deficiency’s nature, scope, and impact. For
example, where there is a high risk of severity or pervasiveness, remedial actions may
have to be immediate to be timely.

.60 The firm’s monitoring and remediation process includes:

a. Designing and performing activities to monitor engagements and the design,
implementation, and operation of the QC system (see paragraphs .62-.66);

b. Determining whether engagement deficiencies exist and responding to such
deficiencies (see paragraphs .67-.70);

c. Determining whether QC observations and QC deficiencies exist (see paragraphs
71-.72);

d. Performing root cause analysis of QC deficiencies (see paragraphs .73-.74); and

e. Designing and implementing remedial actions to address QC deficiencies and
determining whether such actions are implemented as designed and operate
effectively (see paragraphs .75-.76).

286 See, e.g., AS 3101.09f (noting that one of the elements in the Basis for Opinion section of the
auditor’s report is “[a] statement that the auditor believes that the audit provides a reasonable basis for
the auditor’s opinion”).
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The first element of monitoring and remediation is designing and performing monitoring
activities for engagements and the QC system itself. We believe that the selected frequency
and timing of th