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I. Introduction

Thanks, Jeff, for the introduction. I want to use my time to share some thoughts about the PCAOB but will leave a bit of time at the

end for questions.

Let me start by saying that I have been looking forward to this conversation. Your work as asset managers, with pension plans, and

on behalf of investors, contribute directly to the success of our capital markets and help ensure the economic future for much of the

American public. It is a great pleasure to speak with you today.

In thinking about your responsibilities, I want to suggest that our professions have something in common. Before coming to the

PCAOB, I was a law professor. You might think – what does this have to do with the investment community? Well, in a way, we are

both in the business of assigning grades. I did this for students; you do it for investments. You develop principles and methodologies

to assess value and through your decisions effectively assign each investment a grade.

So let's use some of this mutual expertise and assign some grades to the work of the PCAOB. And spoiler alert, they aren't all going

to be passing.

Before I go further, I should note that the views I share, including my grading standards, are my own and do not necessarily reflect the

views of the PCAOB, the staff of the PCAOB, or other Board members.

II. Assigning a Grade: Accountability and Transparency

First we need to identify some guiding principles that can be the basis for any grading exercise. That part is easy. Congress gave it to

us in the Sarbanes-Oxley Act of 2002.

With the collapse of Enron and WorldCom fresh in mind, we were told to oversee "the audits of companies that are subject to the

securities laws …in order to protect the interests of investors and further the public interest . . ."  In other words, our mission, our

guiding principle, is to protect you and your work, the investors here in this room.

Grades then should entail an assessment of how we are fulfilling this mission. In other words, any grade is about accountability to

investors and the public.

A. Accountability and Transparency
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Let's start with the PCAOB as a whole and for this grading exercise I want to focus on accountability and transparency.

As already noted, we are assigned the task of protecting the interests of investors and the public. Stating a mission and adhering to it

are two different things. As academics have long recognized, regulators can sometimes lose their way. They may do so for any

number of reasons, whether ossification,  capture,  or bureaucratic overconfidence.

But our regulatory system builds in a fix when this happens and you play an essential role in that. Our system depends on you — and

the public more broadly - to hold agencies accountable. Public accountability improves the discipline and quality of the regulator's

work in achieving its mission.

Yet, you can't ensure accountability for what you don't know. As a result, transparency is an essential component of accountability. It's

perhaps no surprise then that transparency has been described as "an essential characteristic of a vital democracy."

This has not been lost on Congress. A set of laws essentially provide a minimum level of transparency for federal agencies. These

include, among others, the Sunshine Act,  the law which provides for mandatory open meetings in certain circumstances, the

Freedom of Information Act,  which provides a mechanism for obtaining various records from agencies, and the Administrative

Procedure Act,  which mandates notice and comment in the case of certain rulemakings and requires the implementation of a

mechanism for petitioning an agency to change its rules.

These laws mandate disclosure in specified circumstances. But their true strength is not the individual requirements but their

collective impact. In other words, they are more than the sum of their parts. Together, these laws encourage a greater willingness of

regulators to be transparent and open about their thought process and their regulatory approach. So armed, the public can better

judge whether a regulator is acting in a mission-consistent manner.

Let me give you an example of transparency in practice. For many years, the staff in the SEC's Division of Corporation Finance sent

comment letters to issuers following a review of their periodic reports and other filings. We know this because these letters are

routinely made public.  But this wasn't always the case.

Until 2004, the letters were non-public but available through the FOIA.  That year, the Commission decided to release the letters –

both the comment letters from the staff and the company's response – to the public, no FOIA request required.

And the benefits? Publication has increased regulatory effectiveness.  With everyone able to read the letters, more companies got

the message. The approach also provided increased transparency into the staff's views and thought process, allowing investors and

the public to better understand the relevant issues and provide a more effective opportunity for feedback.

So, transparency can benefit everyone, agencies, those subject to regulation and, most importantly, the public.

How is the PCAOB doing on the transparency front? In the drive for transparency, we start behind, way behind.

In creating the PCAOB, Congress chose to structure us as a non-profit corporation formed under the laws of the District of Columbia.

 As a result of this decision, the legal regime designed to ensure transparency and facilitate accountability across federal agencies

simply doesn't apply to us. We are not subject to the Sunshine Act, the FOIA, or the APA.

What difference does the inapplicability of these laws make? In my opinion, plenty.

How about letters received by the PCAOB from third parties? We are not required to make that information publicly available.

How about a calendar of board meetings that shows the outside groups who have met with us and the agenda for the meetings?

Again disclosure is not required.
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Want to petition us with concerns and request changes in our rules or standards, something otherwise required by the APA? Go

ahead, but we have no obligation to make the request or any follow up comments public.

What about public meetings, something enshrined in the Sunshine Act? The Act does not apply to us and our obligation are limited to

what we specify in our bylaws.  No particular matter or circumstance automatically triggers the obligation to hold a public meeting,

although we do as a matter of practice schedule them when we approve our budget or consider changes to our standards or rules.

Given these limits, it may not be surprising then that at our most recent meeting of the Investor Advisory Group, one of the members

described our role as "completely opaque."

And let's be clear. While we are not subject to these laws, that's not the same as a prohibition. We have the latitude to implement at

least some of requirements on a voluntary basis. In fact, we voluntarily submit our proposed standards to the public for notice and

comment, something otherwise required for federal agencies under the APA. And, by the way, we make those letters public.

The lack of transparency resulting from the inapplicability of these laws, in my opinion, has an additional consequence. A lack of

transparency can have a disproportionate impact on investors and the public. We have regular interaction with audit firms, particularly

through the inspection process. These interactions can provide significant insight into our regulatory approach and provide a catalysts

for change.  Yet investors and our other stakeholders do not have these same opportunities to gain insight into our thought

process and regulatory approach.

I do acknowledge that transparency can have uncomfortable consequences. Third parties may be less inclined to write to us if they

know their correspondence and our response will be posted on our website or otherwise be made public. Publishing a calendar of

meetings with the full board that includes agendas with outside organizations may generate plenty of additional requests and take up

additional board time.

But when you act in the public interest, which we do, accountability in my opinion takes precedence and requires a more open

approach. So let's call transparency a regulatory cost of doing business, particularly when the business is acting in the interest of

investors and the public.

What more could we do?

I want to first make clear that this board has taken some steps in an effort to be more open. We adopted a strategic plan that includes

the promise of increased transparency and provided the public with an opportunity to comment on the plan.  We have created a

new position designed to engage in outreach to investors, audit committees and preparers.  We are developing a new approach to

inspection reports that hopefully will provide investors and the public with results that are more accessible, informative, and

transparent.

But these steps offer only limited additional insight into our "completely opaque" role. And, in my opinion, there is more that could be

done, much more.

We could create a Board corner on our website and disclose relevant correspondence from third parties, as well as any responses,

keeping confidential anything required by our statute or otherwise exempt under the FOIA. The corner could include calendars for the

full board that showed the outside groups who meet with us, including the agendas for the meetings.

We could provide a mechanism that would allow any stakeholder to petition us for a change in our standards or rules and then post

the petition and any comments. We could mandate the inclusion of memoranda in the notice and comment file for proposed standards

or rules identifying outside groups that discussed ongoing rulemaking matters with us.
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We could better take into account the informational asymmetries between those we oversee and the public. Where for example we

alter our approach to inspections, regulated entities will often become aware of the changes when we implement them. In other

words, they'll learn from experience. Investors and the public will only learn about the changes when we tell them. We can do a better

job at making this type of information available to you and the public on a more routine and fulsome basis.

We could provide an explicit invitation on our website to investors and stakeholders about scheduling meetings with the PCAOB and

the full board.

We could take an inventory of information that we have kept confidential and reconsider the approach given the passage of time. For

example, the PCAOB has apparently never made public the application filed in 2003 that allowed the SEC to issue an order

authorizing the PCAOB to begin operations.

These are examples. But in reality it's not about the number of documents or agendas that are disclosed. It is about a culture of

openness with respect to a regulator's thought process and approach to its mission.

And in advancing the goal of increased transparency, we will not be alone. Other regulators in our space are making a renewed

commitment to transparency.

So my grade? An incomplete. In academic parlance, incomplete means there is more to be done but still time to convert the

incomplete into a passing grade.

B. Accountability and the Division of Registration and Inspections

Let's turn to a second area for grading consideration. Again, the grade needs to be based on our mission of protecting you and the

public. For this second exercise, I want to focus on our Division of Registration and Inspections.

The PCAOB does a lot of things. We set standards, bring enforcement actions, and conduct economic analysis. But we are primarily

an inspections organization. The Division of Registration and Inspections or DRI is the largest operating unit at the PCAOB,

representing around 60% of our personnel. It's through inspections that the PCAOB communicates most regularly with the public,

whether in inspection reports, staff inspection briefs, or from outreach with audit committees. Our success as an organization hinges

in no small part on the work of DRI.

The PCAOB is undergoing transformation. This is particularly true with respect to inspections. DRI has been keenly focused on how

to make the inspection process more effective in protecting investors and the public interest.

Transformation at DRI builds on a strong foundation. The Division each year inspects around 160 audit firms in the US and in roughly

30 foreign jurisdictions, reviewing portions of over 700 public company audits,  statistics that do not include the more than 100 or

so broker-dealer audits.  The program is often credited with raising audit quality, both domestically and globally.

I would add that I also know this from direct experience. In my tenure at the PCAOB, I have participated in a number of inspections

and have witnessed the remarkable skill and commitment of the inspection staff firsthand.

But past accomplishments do not ensure future success and the Division knows this. The Division has been working hard at

developing approaches that will help increase the quality of audits and improve trust in the financial disclosure process. Let me

highlight a few ways that DRI is doing this.

First, the Division is conducting a deeper review of the system of quality control employed by the largest firms. This is the process that

audit firms put in place to, among other things, make sure that their individual engagements meet applicable standards. DRI is looking

into the design and operating effectiveness of each system. Improvements in connection with these systems could improve quality at

the engagement level.
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Second, DRI is seeking to become more nimble and better able to react to current and emerging circumstances. This year the

Division sent into the field a "target" team that is performing inspections on specific procedures across a number of audit firms.

This team, made up of approximately 10 inspectors, will allow DRI to be more agile, responsive, and focused on topics that involve

current or emerging risks. This approach also has the potential to add increased elements of unpredictability into the inspection

process.

Third, DRI is working on making our inspection reports more accessible, informative, and useful, and hopefully this will provide a more

transparent picture of what we learn through the inspection process.

Fourth, DRI is increasing accountability through stepped up involvement with audit committee chairs. DRI has implemented a policy of

reaching out to more audit committees of issuers subject to inspection, with interviews of more than 250 chairs conducted by the end

of August. This provides an opportunity for audit committee chairs to obtain insight into the role of the PCAOB and the importance of

the inspection process. They in turn can give us insight into their process and enable us to better understand the information they

need from us to help advance their gatekeeper function. The invitation can also provide awareness of an inspection and may increase

the dialogue between audit committee and auditor.

Fifth, DRI has been deeply involved in the process of ensuring proper implementation of critical audit matters or CAMs. A CAM is a

matter arising from the audit of the company's financial statements that involved especially challenging, subjective, or complex auditor

judgment.  It is also a matter that was communicated – or required to be communicated – to the audit committee, and that relates

to accounts or disclosures that are material to the financial statements.

This is a significant change. Investors will for the first time hear directly from auditors about some of the most difficult areas of an

audit, a form of audit firm transparency. In advance of the effective date, we met with ten audit firms, received feedback on their

practice runs with their issuer audits, and reviewed their methodology.  Prior to the effective date, we issued several rounds of

guidance.

Now that the requirement has become effective, DRI has flipped into high gear. Somewhere around 70 large accelerated filers had

fiscal years ending on June 30, the effective date for CAMs, and the Division is inspecting the audit reports for some of them.

Inspections staff will examine the approach to the determination of CAMs and how they were communicated in the audit report. We

will see what we learn from the findings and to the extent appropriate will provide additional guidance to improve application of the

standard.

All of these changes are important but they only scratch the surface of the transformation process in DRI. There are other significant

issues that in my opinion should be addressed.

Let's go back to first principals like the purpose of an inspections. Right now we primarily assess whether auditors have met our

standards.  Should we view audit quality more in terms of the overall impact on financial reporting?  In doing so, should we

inspect areas of the audit that relate to accounts or disclosures that investors and other consumers of the financial information have

perceived as inadequate?

Then there is our engagement selection process. Given our limited resources, we can't inspect every audit. With respect to the Big

Four, for example, we inspect maybe 50 to 55 of the engagements each year, less than 10% of the audit opinions actually issued.

In making our selections, we rely on a variety of variables, including risks factors, random selection, and market capitalization, among

others. Are these the appropriate variables? What risk factors should we consider in selecting engagements? Should we emphasize

other purposes? Should we focus more on audits where there is a higher risk of accounting violations in the financial statements and

how might we do this? What areas of the audit should we inspect?
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So DRI is a division in motion, with strong leadership, a committed staff but with plenty of work yet to be done. Based upon my 18

months at the PCAOB, I would assign the Division of Registration and Inspections an A for fully meeting the guiding principle of the

protection of investors and the public through improvement in audit quality and trust in the financial disclosure system.

C. Request of Help

Let me end by asking a favor.

Coming back to transparency, help us convert that incomplete into a passing grade. Write to us, talk to us, ask for meetings with the

staff or the full board to share your views. Give us any insight you have into how we might better provide greater transparency into our

thought process and regulatory approach. And more specifically, help us transform in a way that will make us more effective and

accountable to investors and the public.

We would benefit from any thoughts you may have in connection with our transformation, particularly with respect to our inspections

program, including the purpose of inspections and the engagement selection process.

Why should you do this? Because if we can make better decisions in this space, we will improve the quality of, and trust in, the

corporate reporting regime. This will allow you to assign more accurate grades to your own investments.

And if you write, let your letter be a small step towards increased transparency and accountability. Tell us to post it so that other

investors and the public can see the concerns or compliments that you raised and maybe that will be the beginning of a more active

conversation about accountability, transparency, and investor protection at the PCAOB.
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