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After public comment, the Public Company Accounting Oversight Board
(the "Board" or "PCAOB") has adopted rules on inspections of registered
public accounting firms. Section 104(a) of the Sarbanes-Oxley Act of
2002 (the "Act") directs the Board to conduct a continuing program of
inspections to assess the degree of compliance of each public accounting
firm registered with the Board, and that firm's associated persons, with the
Act, the rules of the Board, the rules of the Securities and Exchange
Commission (the "Commission"), and professional standards in
connection with the performance of audits, the issuance of audit reports,
and related matters involving U.S. public companies. The proposal
consists of 10 rules (PCAOB Rules 4000 through 4010) plus two related
definitions. The Board will submit these rules to the Securities and
Exchange Commission ("Commission") for approval pursuant to Section
107 of the Act. The Board's rules will not take effect unless approved by
the Commission.

Phoebe Brown, Special Counsel to Board Member Goelzer (202/2079073; brownp@pcaobus.org), Michael Stevenson, Associate General
Counsel (202/207-9054; stevensonm@pcaobus.org), or Chris Mandaleris,
Deputy Director – Inspections (202/207-9057; mandalerisc@pcaobus.org).
*

*

*
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Section 104(a) of the Act directs the Board to conduct a continuing program of
inspections to assess the degree of compliance of each registered public accounting
firm and associated persons of that firm with the Act, the Board's and the Commission's
rules, and professional standards in connection with the performance of audits, the
issuance of audit reports, and related matters involving U.S. public companies.1/
Section 101(c)(3) of the Act provides that the Board shall "conduct inspections of
registered public accounting firms, in accordance with section 104 and the rules of the
Board." To implement this directive and to comply with Section 101(c)(3), the Board
has adopted rules relating to inspections.2/
The rules adopted by the Board consist of 10 rules (PCAOB Rules 4000 through
4010) plus two related definitions. The text of these rules and a detailed discussion of
each of the rules are attached as Appendices 1 and 2, respectively. Section A of this
release provides a general overview of the operation of the rules. Section B of this
release describes the changes made to the rules in response to public comments.
Section C discusses special issues relating to non U.S. accounting firms.
A.

Overview of the Rules on Inspections

Consistent with Section 104(a) of the Act, the Board's proposed rules subject
public accounting firms that are registered with the Board to such regular and special
inspections as the Board may from time-to-time conduct. The Board's rules establish a
schedule for regular inspections that is consistent with Section 104(b)(1) of the Act,
including annual inspections for firms that do the largest volume of audit work and at
least triennial inspections for other firms that do some volume of audit work.3/ Special

1/

This release uses the term "U.S. public companies" as shorthand for the
companies that are "issuers" under the Act and the Board's rules. This includes
domestic public companies, whether listed on an exchange or not, and foreign private
issuers that have either registered, or are in the process of registering, a class of
securities with the Commission or are otherwise subject to Commission reporting
requirements.
2/

The rules govern procedural matters concerning the Board's inspection
program. Board staff will carry out particular inspections according to detailed,
nonpublic inspection plans.
3/

The rules do not provide for regular inspections of registered firms that do
no audit work. The Board does not encourage the registration of firms that have no
public company clients and are not actively seeking to develop a public company

PCAOB Release No. 2003-019
October 7, 2003
Page 3

inspections are not subject to an inspection schedule and will be conducted at such time
as is necessary or appropriate to address issues that come to the Board's attention.
The Board's rules provide that a regular inspection will include, but is not limited
to, the steps and procedures as specified in Sections 104(d)(1) and (2) of the Act and
any other tests of the audit, supervisory, and quality control procedures of the firm as
the Director of the Division of Registration and Inspections or the Board determines
appropriate. In addition, the rules provide that special inspections will include all steps
and procedures necessary or appropriate to address the issue or issues raised by the
Board when it authorized the inspection.
The rules implement the authority and responsibility that the Act gives the Board
to report information indicating possible violations of law or professional standards to
the Commission, appropriate state regulatory authorities, and other regulators and law
enforcement authorities. Similarly, the rules implement the Board's authority to
commence its own investigation or disciplinary proceeding based on such information.
The rules also set forth a process by which a firm may submit written comments
on a draft inspection report before the Board issues a final inspection report. The firm's
response to the draft inspection report will be attached to and made part of the final
inspection report. In addition, the rules implement the Act's requirement that portions of
a final inspection report that deal with criticisms or potential defects in a firm's quality
control systems may be made public only if the firm fails to address those matters to the
Board's satisfaction within 12 months after the issuance of the final inspection report.
The rules provide that the Board may, at any time, publish reports concerning the
procedures, findings, and results of its various inspections. These reports may include
discussion of criticisms of, or potential defects in, quality control systems of any firm or
firms that were the subject of a Board inspection. Under the rules, these published
reports will not identify the firm or firms to which these criticisms relate, or at which the
defects were found, unless the information has previously been made public pursuant to
the Board's rules or other lawful means.
With the exception of the changes discussed below, the rules adopted today are
substantially similar to the rules proposed by the Board on July 28, 2003. The operation
of those rules was summarized in greater detail in PCAOB Release No. 2003-013 (July
28, 2003).
clientele. See "Frequently Asked Questions Regarding Registration With the Board,"
Question #8, PCAOB Release No. 2003-011 (July 18, 2003).
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B.

Public Comment Process and Board Responses

The Board proposed inspection rules, and released them for public comment, on
July 28, 2003. The Board received 16 written comment letters.4/ In response to these
comments, the Board's final rules both clarify and modify certain aspects of the
proposal. Most significantly, the changes include –
•

providing a definition of the term "appropriate state regulatory authority"
(following the definition in the Act), and employing that term rather than
referring to a "state agency, board, or other authority that has issued a
license or certification number to the firm or person who engaged, or may
have engaged in such act, practice, or omission authorizing such firm or
person to engage in the business of auditing or accounting;"

•

clarifying that a registered firm's and an associated person's duty to
cooperate with an inspection includes cooperating and complying with any
request made in furtherance of the Board's authority and responsibilities
under the Act;

•

more closely tracking the Act by allowing the Board the flexibility to make
draft and final inspection reports available to a firm for review rather than
providing by rule that the Board will necessarily transmit copies to the firm;

•

adding a provision implementing the Act's procedural requirements
concerning a firm's response to a draft inspection report;

•

providing that the Board will notify the Commission and each appropriate
state regulatory authority if the Board determines that a firm has
satisfactorily addressed quality control defects and criticisms within the
twelve-month period provided by the Act; and

•

reorganizing portions of the rules to make clear that the overarching
purpose of both regular and special inspections is to assess the degree of
compliance with the Act, Board rules, Commission rules, and professional

4/

The Board's responses to the comments are discussed in more detail in
the section-by-section analysis in Appendix 2. The comment letters are available on the
Board's Web site – www.pcaobus.org – and will be attached to the Board's Form 19b-4,
to be filed with the Commission.
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standards, in connection with the performance of audits, the issuance of
audit reports, and related matters involving issuers.
C.

Special Issues Relating to Non-U.S. Firms

The nature and scope of the Board's oversight over non-U.S. accounting firms
that audit the financial statements of U.S. public companies is the subject of an ongoing
dialogue between the Board and its foreign counterparts. As the Board has previously
stated, the Board is committed to finding ways of accomplishing the oversight goals of
the Act by coordinating in areas where there is a common programmatic interest without
subjecting non-U.S. firms to unnecessary burdens. The adoption of these rules is not
intended in any way to signal that the Board has already determined how its oversight
should operate as to those firms. Before non-U.S. accounting firms are required to
register with the Board, the Board intends to issue a release describing how it will carry
out its inspection responsibilities with respect to such firms.
*

*

*

On the 7th day of October, in the year 2003, the foregoing was, in accordance
with the bylaws of the Public Company Accounting Oversight Board,

ADOPTED BY THE BOARD.

/s/ J. Gordon Seymour
Acting Secretary

October 7, 2003

APPENDICES –
1.

Rules Relating to Inspections

2.

Section-by-Section Analysis of Inspection Rules

Appendix 1 – Rules Relating to Inspections

SECTION 1. GENERAL PROVISIONS
Rule 1001.

Definitions of Terms Employed in Rules.

When used in Rules, unless the context otherwise requires:
(a)(xi) Appropriate State Regulatory Authority
The term "appropriate state regulatory authority" means the State agency
or other authority responsible for the licensure or other regulation of the practice
of accounting in the State or States having jurisdiction over a registered public
accounting firm or associated person thereof, with respect to the matter in
question.
(p)(vi) Professional Standards
The term "professional standards" means –
(A)

accounting principles that are –

(i)
established by the standard setting body described in
section 19(b) of the Securities Act of 1933, as amended by the Act, or prescribed
by the Commission under section 19(a) of the Securities Act of 1933 or section
13(b) of the Securities Exchange Act of 1934; and
(ii)
relevant to audit reports for particular issuers, or dealt
with in the quality control system of a particular registered public accounting firm;
and
(B)
auditing standards, standards for attestation engagements,
quality control policies and procedures, ethical and competency standards, and
independence standards (including rules implementing Title II of the Act) that the
Board or the Commission determines –
(i)

relate to the preparation or issuance of audit reports

for issuers; and
(ii)
are established or adopted by the Board under
section 103(a) of the Act, or are promulgated as rules of the Commission.
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SECTION 4. INSPECTIONS
Rule 4000.

General

Every registered public accounting firm shall be subject to all such regular
and special inspections as the Board may from time-to-time conduct in order to
assess the degree of compliance of each registered public accounting firm and
associated persons of that firm with the Act, the Board's rules, the rules of the
Commission, and professional standards, in connection with its performance of
audits, issuance of audit reports, and related matters involving issuers.
Inspection steps and procedures shall be performed by the staff of the Division of
Registration and Inspections, and by such other persons as the Board may
authorize to participate in particular inspections or categories of inspections.
Rule 4001.

Regular Inspections

In performing a regular inspection, the staff of the Division of Registration
and Inspections and any other person authorized by the Board to participate in
the inspection shall take such steps, and perform such procedures, as the Board
determines are necessary or appropriate. Such steps and procedures must
include, but need not be limited to, those set forth in Section 104(d)(1) and (2) of
the Act and such other tests of the audit, supervisory, and quality control
procedures of the firm as the Director of the Division of Registration and
Inspections or the Board determines.
Rule 4002.

Special Inspections

In performing a special inspection, the staff of the Division of Registration
and Inspections and any other person authorized by the Board to participate in
the inspection shall take such steps, and perform such procedures, as are
necessary or appropriate concerning the issue or issues specified by the Board
in connection with its authorization of the special inspection.
Note: Under Section 104(b)(2) of the Act, the Board may authorize a
special inspection on its own initiative or at the request of the
Commission.
Rule 4003.

Frequency of Inspections

(a)
During each calendar year, beginning no later than the calendar
year following the calendar year in which its application for registration with the
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Board is approved, a registered public accounting firm that, during the prior
calendar year, issued audit reports with respect to more than 100 issuers shall be
subject to a regular inspection.
(b)
At least once in every three calendar years, beginning with the
three-year period following the calendar year in which its application for
registration with the Board is approved, a registered public accounting firm that,
during any of the three prior calendar years, issued an audit report with respect
to at least one, but no more than 100, issuers, or that played a substantial role in
the preparation or furnishing of an audit report with respect to at least one issuer,
shall be subject to a regular inspection.
(c)
With respect to a registered public accounting firm that has filed a
completed Form 1-WD under Rule 2107, the Board shall have the discretion to
forego any regular inspection that would otherwise commence during the period
beginning on the fifth day following the filing of the completed Form 1-WD and
continuing until the firm's registration is deemed withdrawn or the firm withdraws
the Form 1-WD.
Rule 4004.

Procedure Regarding Possible Violations

If the Board determines that information obtained by the Board's staff
during any inspection indicates that the registered public accounting firm subject
to such inspection, any associated person thereof, or any other person, may
have engaged, or may be engaged, in any act, practice, or omission to act that is
or may be in violation of the Act, the rules of the Board, any statute or rule
administered by the Commission, the firm's own quality control policies, or any
professional standard, the Board shall, if it determines appropriate –
(a)

report information concerning such act, practice, or omission to –
(1)

the Commission; and

(2)

each appropriate state regulatory authority; and

(b)
commence an investigation of such act, practice, or omission in
accordance with Section 105(b) of the Act and the Board's rules thereunder or a
disciplinary proceeding in accordance with Section 105(c) of the Act and the
Board's rules thereunder.
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Note: The Board may, as appropriate, make referrals or report
information to regulatory and law enforcement agencies other than
those specifically described in Rule 4004.
Rule 4005.

Record Retention and Availability

[Reserved]
Rule 4006.

Duty to Cooperate With Inspectors

Every registered public accounting firm, and every associated person of a
registered public accounting firm, shall cooperate with the Board in the
performance of any Board inspection. Cooperation shall include, but is not
limited to, cooperating and complying with any request, made in furtherance of
the Board's authority and responsibilities under the Act, to –
(1)
provide access to, and the ability to copy, any record in the
possession, custody, or control of such firm or person, and
(2)
otherwise.

provide information by oral interviews, written responses, or

Rule 4007.

Procedures Concerning Draft Inspection Reports

(a)
The Director of the Division of Registration and Inspections shall
make a draft inspection report available for review by the firm that is the subject
of the report. The firm may, within the 30 days after the draft inspection report is
first made available for the firm's review, or such longer period as the Board may
order, submit to the Board a written response to the draft report.
(b)
(1)
In submitting a response pursuant to paragraph (a), the firm
may indicate any portions of the response for which the firm requests confidential
treatment under Section 104(f) of the Act, and may supply any supporting
authority or other justification for according confidential treatment to the
information.
(2)
The Board shall attach to, and make part of the inspection
report, any response submitted pursuant to paragraph (a), but shall redact from
the response attached to the inspection report any information for which the firm
requested confidential treatment and which it is reasonable to characterize as
confidential.
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(c)
After receiving and reviewing any response letter pursuant to
paragraph (a) of this rule, the Board may take such action with respect to the
draft inspection report as it considers appropriate, including adopting the draft
report as the final report, revising the draft report, or continuing or supplementing
the inspection before issuing a final report. In the event that, prior to issuing a
final report, the Board directs the staff to continue or supplement the inspection
or revise the draft report, the Board may, in its discretion, afford the firm the
opportunity to review any revised draft inspection report.
Rule 4008.

Procedures Concerning Final Inspection Reports

Promptly following the Board's issuance of a final inspection report, the
Board shall –
(a)
make the final report available for review by the firm that is the
subject of the report;
(b)
transmit to the Commission the final report, any additional letter or
comments by the Board or the Board's inspectors that the Board deems
appropriate, and any response submitted by the firm to a draft inspection report;
and
(c)
transmit to each appropriate state regulatory authority, in
appropriate detail, the final report, any additional letter or comments by the Board
or the Board's inspectors that the Board deems appropriate, and any response
submitted by the firm to a draft inspection report.
Rule 4009.

Firm Response to Quality Control Defects

(a)
With respect to any final inspection report that contains criticisms
of, or potential defects in, the quality control systems of the firm under inspection,
the firm may submit evidence or otherwise demonstrate to the Director of the
Division of Registration and Inspections that it has improved such systems, and
remedied such defects no later than 12 months after the issuance of the Board's
final inspection report. After reviewing such evidence, the Director shall advise
the firm whether he or she will recommend to the Board that the Board determine
that the firm has satisfactorily addressed the criticisms or defects in the quality
control system of the firm identified in the final inspection report and, if not, why
not.
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(b)
If the Board determines that the firm has satisfactorily addressed
the criticisms or defects in the quality control system, the Board shall provide
notice of that determination to the Commission and to any appropriate state
regulatory authority to which the Board had supplied any portion of the final
inspection report.
(c)
The Board shall notify the firm of its final determination concerning
whether the firm has addressed the criticisms or defects in the quality control
system of the firm identified in the final inspection report to the satisfaction of the
Board.
(d)
The portions of the Board's inspection report that deal with
criticisms of or potential defects in quality control systems that the firm has not
addressed to the satisfaction of the Board shall be made public by the Board –
(1)
upon the expiration of the 12-month period described in
paragraph (a) of this rule if the firm fails to make any submission pursuant to
paragraph (a); or
(2)
upon the expiration of the period in which the firm may seek
Commission review of any board determination made under paragraph (b) of this
rule, if the firm does not seek Commission review of the Board determination; or
(3)
unless otherwise directed by Commission order or rule, 30
days after the firm formally requests Commission review pursuant to Section
104(h)(1)(B) of the Act.
Rule 4010.

Board Public Reports

Notwithstanding any provision of Rules 4007, 4008, and 4009, the Board
may, at any time, publish such summaries, compilations, or other general reports
concerning the procedures, findings, and results of its various inspections as the
Board deems appropriate. Such reports may include discussion of criticisms of,
or potential defects in, quality control systems of any firm or firms that were the
subject of a Board inspection, provided that no such published report shall
identify the firm or firms to which such criticisms relate, or at which such defects
were found, unless that information has previously been made public in
accordance with Rule 4009, by the firm or firms involved, or by other lawful
means.

Appendix 2 – Section-by-Section Analysis of Inspection Rules

There are 10 inspection rules (PCAOB Rules 4000 through 4010, with
Rule 4005 reserved) plus related definitions (PCAOB Rule 1001(a)(xi) and
PCAOB Rule 1001(p)(vi)). Each of the rules is discussed below.
Rule 1001 – Definitions of Terms Employed in Rules
Appropriate State Regulatory Authority
As discussed in more detail below, the Board has decided to add a
definition of the term "appropriate state regulatory authority." The definition of
that term in Rule 1001(a)(xi) is identical to the definition of the same term in
Section 2(a)(1) of the Act.
Professional Standards
The definition of professional standards in Rule1001(p)(vi) references that
in Section 2(a)(10) of the Act. It should be noted that the term "professional
standards" is broader than "auditing and related professional practice standards,"
which is defined in Rule 1001(a)(viii) of the Board's rules.
A few commenters suggested that the Board clarify this term, particularly
in conjunction with reporting possible violations under Rules 4004 and identifying
criticisms or potential defects in quality control systems under Rule 4009. The
Board has clarified the use of this term vis à vis these two rules below.
Rule 4000 – General
Consistent with Section 104(a) of the Act, Rule 4000 subjects every
registered public accounting firm to all such regular and special inspections as
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the Board may from time-to-time conduct in order to assess the degree of
compliance of each registered public accounting firm and associated persons of
that firm with the Act, the Board's rules, the rules of the Commission, and
professional standards, in connection with its performance of audits, issuance of
audit reports, and related matters involving issuers.

The rule provides that

inspection steps and procedures will be performed by the staff of the Division of
Registration and Inspections and by such other persons authorized by the Board.
To address one commenter's concern about the scope of the Board's
inspections, the Board has clarified in this rule that registered public accounting
firms will be subject to regular and special inspections "in order to assess the
degree of compliance of each registered public accounting firm and associated
persons of that firm with the Act, the Board's rules, the rules of the Commission,
and professional standards, in connection with its performance of audits,
issuance of audit reports, and related matters involving issuers."
Several commenters requested that the Board clarify the types of persons
covered by the phrase "such other persons authorized by the Board" and
whether such persons would be subject to the Board's Ethics Code and certain
confidentiality agreements. The Board anticipates that "other persons authorized
by the Board" to perform an inspection will include consultants and staff of the
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Board, other than staff of the Board's Division of Registration and Inspections.5/
The Board does not anticipate that practicing accountants associated with public
accounting firms will participate in the Board's inspections.
Rule 4001 – Regular Inspections
Rule 4001 requires that in performing a regular inspection, the staff of the
Division of Registration and Inspections and other authorized persons take such
steps and perform such procedures as the Board determines are necessary or
appropriate. The rule requires the inclusion of steps and procedures set forth in
Sections 104(d)(1) and (2) of the Act and such other tests of the audit,
supervisory, and quality control procedures of the firm as the Director of the
Division of Registration and Inspections or the Board determines.
Section 104(d)(1) requires the Board to "inspect and review engagements
of the firm (which may include audit engagements that are the subject of ongoing
litigation or other controversy between the firm and 1 or more third parties),
performed at various offices and by various associated persons of the firm, as
5/

The Board anticipates using some consultants to supplement its
permanent staff on certain inspections during its first cycle of inspections. All
inspections will be led by a senior staff member of the PCAOB's Division of
Registration and Inspections. Once the first cycle of inspections is complete and
the Board has further added to its inspections staff, the Board anticipates that
consultants will be primarily used as technical specialists, as needed, on discrete
issues in the course of inspections. Non-staff that participate in the Board's
inspections will be subject to relevant provisions of the Board's Ethics Code,
including the same confidentiality requirements to which the Board's inspection
staff is subject.

PCAOB Release No. 2003-019
October 7, 2003
Page A2-4 – Section-by-Section Analysis

selected by the Board." Section 104(d)(2) requires the Board to "evaluate the
sufficiency of the quality control system of the firm, and the manner of
documentation and communication of that system by the firm."
Rule 4002 – Special Inspections
Rule 4002 requires that in performing a special inspection, the staff of the
Division of Registration and Inspections and other authorized persons take such
steps and perform such procedures, as are necessary or appropriate concerning
the issue or issues specified by the Board in connection with its authorization of
the special inspection.

A note to the rule makes clear that under Section

104(b)(2) of the Act, the Board may authorize a special inspection on its own
initiative or at the request of the Commission. Several commenters expressed
uncertainty about whether, under Rule 4002, Board approval would be required
to authorize a special inspection. Since the rule requires Board authorization,
like any other Board action, the vote of a majority of the Board members present
at a meeting at which a quorum of Board members is present is required to
authorize a special inspection.6/
Further, a number of commenters requested additional guidance as to the
type of information that would trigger a special inspection. In order to retain
flexibility and avoid a formulaic approach to such inspections, the Board has

6/

See Article 4.3 of the PCAOB's bylaws.
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decided not to develop a set threshold or list of criteria that may lead to the
commencement of a special inspection.

For example, while the Board will

consider the source of information it receives, the Board may find that in certain
circumstances anonymous tips or media stories may be sufficient to begin a
special inspection. Similarly, in order to retain flexibility, the Board has decided
not to include a specific notice provision in the rule, as suggested by one
commenter. However, as a practical matter, the Board's staff intends to give
firms subject to special inspections reasonable notice in advance of commencing
such inspections.
Some commenters requested that the Board clarify the difference between
an investigation and a special inspection.

In response to this comment, the

Board notes that special inspections are not intended to serve the same function
as a Board investigation, which will be conducted pursuant to the Board's
investigative rules and procedures. Special inspections are designed to address
issues that come to the Board's attention and, as a general matter, will be
performed in order to assess the degree of compliance of each registered public
accounting firm and associated persons of that firm with the Act, the Board's
rules, the rules of the Commission, and professional standards, in connection
with its performance of audits, issuance of audit reports, and related matters
involving issuers. Nevertheless, any inspection – whether a regular inspection or
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a special inspection – may result in a particular matter being turned over to the
Board's enforcement staff for investigation.
Rule 4003 – Frequency of Inspections
Rule 4003 sets forth the schedule for regular inspections. Rule 4003(a) is
consistent with the schedule for larger registered public accounting firms set forth
in Section 104(b)(1)(A) of the Act. This rule requires that beginning no later than
the year after its registration with the Board has been approved, a registered
public accounting firm that, during the prior calendar year, issued audit reports
with respect to more than 100 issuers will be subject to a regular inspection.7/
Rule 4003(b) is consistent with the schedule for smaller registered public
accounting firms set forth in Section 104(b)(1)(B) of the Act.

Rule 4003(b)

requires that beginning with the three-year period following the calendar year in
which its registration with the Board has been approved, a registered public
accounting firm that, during any of the three prior calendar years, issued audit
reports with respect to at least one, but no more than 100, issuers, or that played
a substantial role in the preparation or furnishing of an audit report with respect to
at least one issuer, will be subject to a regular inspection.
In accordance with Section 104(b)(2) of the Act, the Board has added
Rule 4003(c) which adjusts the regular inspection schedule for a registered
7/

A technical change has been made to Rule 4003(a) and (b). This
change does not affect the rule's meaning.
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public accounting firm that has requested to withdraw from registration by filing a
completed Form 1-WD.8/ Specifically, the rule provides that the Board shall have
discretion not to conduct a regular inspection that would otherwise commence
during the period beginning on the fifth day following the filing of the completed
Form 1-WD and continuing until the firm's registration is deemed withdrawn or
the firm withdraws its Form 1-WD.
One commenter noted that the Board may wish to add more flexibility in its
rules to allow regular inspections to be conducted more frequently than the
statutory schedule in Section 104(b)(1) allows. To address this concern, the
Board notes its authority under Section 104(b)(2) to adjust inspection schedules
set forth in Section 104(b)(1) if it finds that different inspection schedules are
consistent with the purposes of the Act, the public interest, and the protection of
investors. While the Board has decided to align the regular inspection schedule
with that set forth in Section 104(b)(1) of the Act as an initial matter, the Board
may decide at a later point, given subsequent developments and the benefit of
experience with its inspection program, that adjustments to the schedule are
appropriate.
Several commenters recommended that the Board coordinate the timing
of its regular inspections with the peer review process. At this time, in order to

8/

See PCAOB Release No. 2003-016 (September 29, 2003).
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retain flexibility in performing its regular inspections, the Board has decided not to
commit to align its regular inspections with the peer review process. The Board
understands that firms that register with the Board will also have practices
relating to audits other than public company audits, and that state regulatory
requirements continue to involve a peer review process related to those
practices.

The Board expects its inspections staff to make any appropriate

recommendations concerning coordination with such reviews as the staff gains
experience with issues relating to the implementation of the Board's inspection
responsibilities.
Rule 4004 – Procedure Regarding Possible Violations
Consistent with Section 104(c) of the Act, Rule 4004 sets forth procedures
which the Board is required to follow with respect to possible violations by firms
under inspection. Specifically, the rule requires that if the Board determines that
information obtained by the Board's staff during any inspection indicates that the
registered public accounting firm subject to such inspection, any associated
person thereof, or any other person, may have engaged, or may be engaged in
any act, practice, or omission to act that is or may be in violation of the Act, the
rules of the Board, any statute or rule administered by the Commission, the firm's
own quality control policies, or any professional standard, then the Board shall, if
it determines it appropriate, report such possible violations to the Commission
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and each appropriate state regulatory authority.9/ The Board has removed the
phrase "subject to the provisions of Section 105(b)(5)(B) of the Act" from Rule
4004(a) because it is the Act, rather than the Board's rules that directs the
recipients of this information to maintain such information as confidential and
privileged. This change does not mean that information reported under Rule
4004(a) is not covered by Section 105(b)(5)(A) of the Act.
In addition, under Rule 4004, if the Board determines it appropriate, the
Board shall commence an investigation of such act, practice, or omission in
accordance with Section 105(b) of the Act and the Board's rules thereunder or
commence a disciplinary proceeding in accordance with Section 105(c) of the Act
and the Board's rules thereunder.
The phrase "if it determines appropriate" in Rule 4004 is meant to signal
that the Board will decide which of these acts, practices and omissions would be
appropriate to refer to the Commission and to the states or other authorities. In
making this determination, depending on the nature of the possible violation, the
Board could conclude that it may be appropriate to report information to the

9/

As discussed in more detail below in the section-by-section
analysis of Rule 4008, the Board has, in order to more closely track the Act,
added a definition of "appropriate state regulatory authority" based on the
definition of that term in the Act. The Board expects that, in most cases, the
appropriate state regulatory authority to receive an inspection report will be any
state, agency, board or other authority that has issued a license or certification
number authorizing the firm to engage in the business of auditing or accounting.
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Commission, and not the states or other authorities, and vice versa. A note to
the rule makes clear that the Board may, as appropriate, report information and
make referrals to agencies other than those specifically described in Rule 4004.
The Board received a number of comments on proposed Rule 4004. Most
of these comments related to the proposed rule's standard for triggering a
possible Board report.

Several commenters indicated that they believed the

threshold of a possible violation was too low. On the other hand, one commenter
believed the threshold, as it related to reports to state regulatory authorities, was
too high and encouraged the Board to provide such reports to state authorities
anytime a possible violation is detected unless the Board determines such a
report to be inappropriate. Other commenters urged the Board to use discretion
in making referrals generally or as it relates to certain types of possible violations.
In particular, several commenters expressed concern about the parallel treatment
in the Act and the Board's rules of possible violations of the firm's own quality
control policies with possible violations of laws and professional standards.
After considering these comments, the Board has decided not to change
the threshold for reports under Rule 4004. The rule tracks Section 104(c) of the
Act, which is itself a directive to the Board, and the Board does not consider it
appropriate to change the threshold for reporting set forth by Congress in the Act.
The Board notes, however, that, as provided for in the Act, Rule 4004 calls for
the Board to report such information "if it determines [such a report to be]
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appropriate." The Board will exercise judgment in determining when to make
reports pursuant to Rule 4004. The Board recognizes that the circumstances
calling for a report of a possible violation of a statute or rule administered by the
Commission differ significantly from any circumstances in which a report of a
possible violation of a firm's own quality control policies would be appropriate.
To clarify the purpose of the note, we have revised it to speak in terms of
the Board "report[ing] information" – as the rule does – as well as in terms of
"referrals." One commenter asserted that the Note to the rule exceeded the
Board's statutory authority and that referrals should be limited to the agencies
specifically listed as the required recipients of Board reports in Section 104(c) of
the Act. The Board does not believe that its authority to report information or to
make referrals is limited in the way suggested by the commenter. While Section
104(c) requires the Board to report such information to the Commission and the
appropriate state regulatory authority, other parts of the Act, such as Section
105(b)(5), clearly contemplate that the Board is permitted to make information
from its inspections available to other regulatory authorities.

Similarly, other

parts of the Act, such as Section 105(b)(4), clearly contemplate that the Board is
permitted to make referrals to other regulatory authorities.
Another commenter suggested that the Board limit the Note to Rule 4004
to the agencies listed in Section 105(b)(5)(B) of the Act. The Note to the rule is
intended to serve a different purpose. The Note is intended to provide notice that
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Rule 4004, in implementing Section 104(c) of the Act, should not be understood
as precluding the Board from exercising the Board's other statutory authority to
make referrals or to report information from inspections. Neither the rule nor the
note are intended to describe the limit of that authority.10/
Finally, one commenter recommended that the Board provide for
notification to the firm when the Board reports information under this rule. In light
of the fact that the Board's reports under this rule could, in appropriate
circumstances, trigger a law enforcement investigation, the Board does not
believe that adding a right to such notification to its rules would be appropriate.
Rule 4005 – Record Retention and Availability
Section 104(e) of the Act provides that the "rules of the Board may require
the retention by registered public accounting firms for inspection purposes of
records whose retention is not otherwise required by Section 103 or the rules
issued thereunder." The Board is reserving this rule in anticipation of issuing

10/

Several commenters suggested the Board go further and require
agencies receiving reports pursuant to this rule to enter into confidentiality
agreements. The Board does not see a need for a rule that requires
confidentiality agreements with respect to such reports. The Board intends,
however, to take reasonable measures to seek to ensure that the confidentiality
requirements of the Act will be honored with respect to confidential information
the Board reports to any regulatory or law enforcement authority.
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standards on record retention as part of its standard setting process once it has
experience with its inspection program.11/
One commenter suggested that, when the Board does promulgate record
retention standards, they be consistent with the rules of the Commission
implementing Section 802 of the Sarbanes-Oxley Act.12/ The Board will consider
this suggestion at the appropriate time. The Board reminds registered public
accounting firms that they should continue to comply with all other applicable
federal, state and professional record retention requirements.
Rule 4006 – Duty to Cooperate with Inspectors
Rule 4006 requires every registered public accounting firm and every
associated person of such firm to cooperate with the Board in any Board
inspection. The rule requires that such firms and persons must cooperate and
comply with any request, made in furtherance of the Board's authority and
responsibilities under the Act, for documents or information. We have revised
the rule slightly from the proposed rule.

The proposed rule provided that

cooperation included providing documents or information "that the Board

11/

The Board anticipates that standards concerning record retention
will continue to be codified in the standards sections of the Board's rules. Any
future Rule 4005 on record retention and availability for inspections will
supplement those standards.
12/

See Securities and Exchange Commission, Retention of Records
Relevant to Audits and Reviews, Release No. 34-47241 (Jan. 24, 2003).
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considers relevant or material to the subject matter of the inspection." Upon
further reflection and upon consideration of the comments generally, we have
eliminated that standard, which appears in Section 105 of the Act concerning
investigations, and replaced it with the general cooperation standard described in
Section 102(b)(3). Like Section 102(b)(3), the rule now describes the required
cooperation in terms of cooperating and complying with any request "made in
furtherance of the Board's authority and responsibilities under the Act."
Rule 4006 is intended to provide for Board access to documents and
information to the full extent authorized by the Act. Among other things, that
means that the scope of the rule is not limited to documents and information
generated in the course of audits of issuers. Under Section 104(d) of the Act,
Board inspections involve evaluations and testing of, among other things, a firm's
quality control and supervisory procedures.

Accordingly, the documents and

information the Board is likely to request as part of its authority and
responsibilities to inspect registered public accounting firms, and that therefore a
firm must cooperate by providing access to, will involve more than documents
and information generated in the course of audits of issuers.
One commenter inquired about the confidentiality of documents provided
by firms and associated persons to the Board pursuant to their duty to cooperate
with the Board under Rule 4006.

The Act provides that, in general, "all

documents and information prepared or received by or specifically for the Board,
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and deliberations of the Board and its employees and agents, in connection with
an inspection under section 104 . . . shall be confidential and privileged as an
evidentiary matter (and shall not be subject to civil discovery or other legal
process) in any proceeding in any Federal or State court or administrative
agency . . . ." Accordingly, documents and information received by the Board
pursuant to Rule 4006 in connection with a Section 104 inspection are entitled to
this statutory protection.
Another commenter suggested that the Board's staff should have to make
a demonstration of its need for copies of documents before making copies of firm
documents, rather than just having access to them. The Board has decided not
to add this requirement to its rule. While the Board expects to only make and
remove copies of documents it needs, it is clear that the Board cannot conduct
the type of rigorous inspection program contemplated in the Act without the ready
ability to make and remove copies of documents in the possession of registered
firms and their associated persons. Adding a "demonstration of need" standard
to Rule 4006 could create needless disagreements about whether the Board
needs copies of particular documents that might frustrate the Board's compliance
with its statutory responsibilities.
Finally, one commenter expressed concern that cooperating with the
Board, as provided for in Rule 4006, "presents numerous potential conflicts with
state laws and with non-U.S. laws and professional standards." This commenter
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therefore recommended that the Board amend the rule to provide that the
production of documents and other information covered by the rule is only
required to the extent consistent with applicable laws and professional standards.
As discussed above in this release, the Board recognizes that its oversight of
non-U.S. auditors raises special issues and is committed to finding ways to
accomplish the goals of the Act without subjecting non-U.S. firms to conflicting
requirements.
In addition, as discussed in more detail in the Board's release adopting its
investigation and adjudication rules,13/ the Board intends to recognize certain
privileges recognized elsewhere in the law. As explained in more detail in that
release, however, the Board will not honor assertions of an "accountant-client"
privilege. More generally, any perceived state law or professional nondisclosure
requirements or other obstacles to compliance with an accounting board demand
(other than a privilege that would be a valid basis for resisting a Commission
subpoena) are, in the Board's view, preempted by the Act. Accordingly, a failure
to cooperate with a Board inspection on the basis of such requirements would be
a violation of Rule 4006.

13/

2003).

PCAOB Release No. 2003-016, at pages A2-33 - A2-34 (Sept. 29,
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Rule 4007 – Procedures Concerning Draft Inspection Reports
Rule 4007 describes procedures relating to a registered public accounting
firm's opportunity to review and comment on a draft inspection report before the
Board issues a final inspection report concerning the firm. In the final rules,
nonsubstantive changes have been made to more explicitly delineate a
distinction between a rule concerning draft inspection reports (Rule 4007) and a
rule concerning final inspection reports (Rule 4008).

As discussed below,

however, we have also made substantive changes to both rules.
Rule 4007(a) provides that the Director of the Division of Registration and
Inspections will make a draft report available for review by the firm that is the
subject of the report. Paragraph (a) provides that a firm then has 30 days, or
such longer period as the Board may order, in which to submit any written
response that the firm wishes to submit to the draft. A firm is not required to
submit a response, and any response that a firm chooses to submit may include
any comments, objections, recommended revisions, or other views on the draft
report.
At least one commenter was confused by, and asked the Board to explain,
the provisions of the proposed rule that stated that, at the conclusion of each
inspection, the Director would submit a draft report to the Board and then, unless
the Board directed that transmittal be deferred, transmit the draft report to the
firm under review. This part of the rule only described internal Board procedures.
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To eliminate any confusion created by this provision and to preserve the Board's
flexibility to structure its internal processes, we have deleted these provisions
from the rule. Instead, the final rule begins with what had been paragraph (b) of
the proposed rule, and we have made certain changes to that paragraph.
One change concerns the amount of time within which the rule requires a
firm to submit any response. Commenters suggested that 30 days was too short
a period, and that a more appropriate period would be 60 days. We believe that,
as a general matter, 30 days allows sufficient time, so we decline to make the
suggested change. We have, however, added a provision that would allow the
Board to grant a longer period when warranted by unusual circumstances.
Commenters also raised concerns and questions about the confidential
nature of the draft report, including the question of the draft report's status under
Section 105(b)(5)(A) of the Act.

Section 105(b)(5)(A) provides, among other

things, that any document prepared by the Board in connection with an
inspection "shall be confidential and privileged as an evidentiary matter (and shall
not be subject to civil discovery or other legal process) in any proceeding in any
Federal or State court or administrative agency . . . ." A draft inspection report is
plainly encompassed by that provision. We do not, however, read the Act to
prohibit a firm, once in possession of a draft (or final) report, from voluntarily
disclosing or providing the report or any portion of it to any other person.
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In light of that, we have revised Rule 4007 to implement certain flexibility
afforded by the Act. Specifically, proposed Rule 4007 would have provided that
the Board would transmit the draft report to the firm. The Act, however, requires
only that the Board "provide a procedure for the review of" the draft, and does not
require that the Board allow a firm to retain a copy of the draft. The flexibility
afforded by the Act would allow the Board to exercise some discretion with
respect to whether the sensitivity of certain information is appropriately guarded
by not allowing the firm to retain a copy of a portion of the report. To allow for the
option of making appropriate use of that flexibility, the rule that we adopt provides
that the Board will make a draft report available for a firm's review.
Rule 4007(b) concerns requests that a firm may make for confidential
treatment of portions of its response to the draft. The proposed rule addressed
this point partially in rule text and partially in a note to the rule. In response to
comments, the final rule that we adopt addresses the issue only in rule text. In
addition, at a commenter's suggestion, we have added rule text so that the rule
more closely tracks certain aspects of the statute.
Rule 4007(b)(1) provides that a firm may request confidential treatment
under Section 104(f) of the Act for any portion of the firm's response to the draft
report and may supply any supporting authority or other justification for according
confidential treatment to the specified information. Rule 4007(b)(2) implements
Section 104(f)'s requirement that the Board shall attach to, and make part of, the
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inspection report, any response submitted by the firm. Further implementing
Section 104(f), Rule 4007(b)(2) provides that the version of the response that
becomes part of the inspection report will be redacted to exclude any information
for which the firm requested confidential treatment and which it is reasonable to
characterize as confidential.
One commenter suggested that the rule should supply some guidelines
concerning how the Board will determine what is "reasonable to characterize as
confidential." We decline to articulate guidelines to describe categorically what is
reasonable to characterize as confidential. Another commenter raised questions
about the applicability of Section 105(b)(5)(A)'s confidentiality protection to
various documents in the inspection process, including the firm's response to a
draft.

The Section 105(b)(5)(A) protection described above for documents

prepared by the Board in connection with an inspection, extends also to
documents "received by" the Board and to documents "prepared . . . specifically
for" the Board. The response that a firm provides to the Board falls into both of
those categories. The Board will therefore maintain the response as confidential
except to the extent that the Act expressly allows or requires the Board to
disclose it.14/

14/

As with draft and final inspection reports, nothing in the Act
affirmatively prohibits a firm from voluntarily disclosing or providing its response
to any other person.
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The Act expressly allows or requires the Board to disclose the firm's
response in at least three ways. First, Section 104(f) of the Act requires that the
text of the firm's response must be attached to and made part of the inspection
report. As part of the inspection report, the response will become public if and
when the relevant portion of the report becomes public.

Second, Section

104(g)(1) of the Act requires that the Board transmit the firm's response to the
Commission and to appropriate state regulatory authorities when the Board
transmits the final report to them.15/ Third, Section 105(b)(5)(B) allows the Board
to transmit to the regulatory and law enforcement agencies specified there any
materials covered by Section 105(b)(5)(A), which would include the firm's
response to the draft.
Any confidential treatment that the Board grants pursuant to a firm's
request under Section 104(f) would restrict disclosure of the information only in
the context of the first of those three possibilities – the inclusion of the response
as part of the inspection report.

The only consequence of the confidential

treatment afforded under Section 104(f) is that the Board will redact the
confidential information from the version of the response that is attached to and
made part of the inspection report. Accordingly, if the portion of the final report

15/

The proposed rules did not explicitly implement this provision of the
Act. We have, however, adopted revisions to Rule 4008, discussed below, that
implement this provision.
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that includes the response eventually becomes public, it will not include any
information granted confidential treatment under Section 104(f).16/ In the second
and third contexts described in the preceding paragraph, however, nothing in
Section 104(f) operates to limit what the Board may disclose to certain regulatory
and law enforcement agencies.
Rule 4007(c) provides that after receiving the firm's response, the Board
has various options. The rule permits the Board to take such action with respect
to the draft report as it considers appropriate. For example, the Board may adopt
the draft report as the final report, revise the draft report, or continue or
supplement the inspection before issuing a final report. If the Board directs the
staff to continue or supplement the inspection or revise the draft report, the Board
may, in its discretion, afford the firm the opportunity to review any revised draft
inspection report.
A number of commenters suggested that Rule 4007 should mandate a
second review period by the registered firm whenever the Board revises a draft
inspection report. Rule 4007(c) permits the Board, in its discretion, to afford firms
16/

For example, if the firm's response is directed to the portion of the
report that deals with quality control defects, the response will not be made public
for as long as that portion of the report is not made public. That portion of the
report may be made public, however, if the firm fails to address the criticisms to
the Board's satisfaction within 12 months. At that time, that portion of the report,
including the firm's response, would be made public, but any part of the response
that had received confidential treatment under Section 104(f) would be redacted
from the report that is made public.
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a second opportunity to comment on an inspection report when the Board
continues or supplements its inspection or revises a draft report after receiving a
firm response. The Board intends to afford registered firms an opportunity to
comment on revised reports when new findings or assessments have been made
or, more generally, when significant changes have been made to the draft report
by the Board. A mandatory requirement for a second round of review by the firm,
however, would mean that the Board would have to go through an additional
period of at least 30 days even in those situations where the report was revised
just to eliminate assessments that the Board believes should not be in the final
report in light of the firm's comments on the draft of the report. A mandatory
second round of comment in such situations would be both unnecessary and
inefficient.
One commenter suggested the Board allow registered firms a hearing
before adopting a final inspection report without incorporated changes suggested
by the registered firm after reviewing the draft inspection report. More generally,
several commenters suggested that the Board needed to add "due process" to
the inspection process. The Act provides sufficient and appropriate process with
respect to inspections, and the rules fully implement the process provided by the
Act. In addition to at least one mandatory round of review and comment before
the Board finalizes an inspection report, registered firms have rights under the
Act to seek review by the Commission of aspects of final inspection reports and
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of Board determinations that criticisms or defects identified in a final inspection
report have not been addressed to the Board's satisfaction within 12 months of
the date of the inspection report.
Rule 4008 – Procedures Concerning Final Inspection Reports
Rule 4008 describes procedures related to a final inspection report. Rule
4008(a) provides that the Board will make a final inspection report available for
review by the firm that is the subject of the report. Rule 4008(b) provides that the
Board will transmit the final report to the Commission, along with any additional
letter or comments by the Board or the Board's inspectors and along with the
firm's response to any draft of the report. Rule 4008(c) provides that the Board
will transmit to each appropriate state regulatory authority, in appropriate detail,
the final report, any additional letter or comments by the Board or inspectors, and
the firm's response to any draft of the report.
As with the corresponding provision of proposed Rule 4007 concerning
draft reports, and for the same reasons discussed there, we have revised Rule
4008 to more closely track the Act. Under the rule, as revised, while the Board
will always make the final report available for the firm's review, the Board need
not necessarily allow the firm to have and maintain its own copy of the full report.
Section 104(g)(1) of the Act requires that the Board transmit the final
report "in appropriate detail, to the Commission and each appropriate State
regulatory authority, accompanied by any letter or comments by the Board or the
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inspector, and any letter of response from the registered public accounting firm."
Rules 4008(b) and 4008(c) implement that provision of the Act. Proposed Rules
4008(b) and 4008(c) did not specifically implement Section 104(g)(1)'s
requirement to transmit the firm's response to the draft. The final rule we adopt
does implement that requirement.
Commenters had several comments on Rule 4008, as proposed. Several
commenters recommended that the Board permit the accounting firm subject to
the inspection to review any additional letter or comments by the Board or its
inspector or forego making such communications.17/ The Board has not taken
this recommendation and has retained this part of the rule, as proposed.
One commenter noted that the Board's description of the state authorities
that would receive the final inspection report under Rule 4008, as proposed,
differed slightly from the authorities described in the Act's definition of
"appropriate state regulatory authority." In response to this comment, the Board
has changed its rule to more closely track the Act. To implement this change,
the Board has added a definition of "appropriate state regulatory authority" based
on the definition of that term in the Act. The Board expects that, in most cases,
the appropriate state regulatory authority to receive an inspection report will be
17/

One commenter stated that the Board lacks authority to make such
communications. Section 104(g)(1) of the Act, however, expressly provides for
the Board to provide such a letter or comments to the recipients of the inspection
report other than the subject accounting firm.
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any state, agency, board or other authority that has issued a license or
certification number authorizing the firm to engage in the business of auditing or
accounting.
The proposed rule provided that, with respect to final reports transmitted
to appropriate state regulatory authorities, the Board could omit from the report
"any information the disclosure of which could interfere with any investigation,
prosecution, or disciplinary proceeding."

One commenter suggested that the

Board should consult with state regulators before deciding to omit information for
this reason. We have not added such a consultation requirement to the rule.
The Act leaves to the Board's discretion the determination of what detail is or is
not appropriate for reporting to a state regulator. The rule allows the Board the
flexibility to exercise that discretion, including discretion about whether to consult
with a state regulator about a possible omission, in light of the circumstances
surrounding a particular report.
We have, however, deleted from the rule the provision concerning omitting
information from a report. We are concerned that including the provision could
give rise unnecessarily to an argument that the reasons specified in the provision
are the only grounds on which the Board may omit information when transmitting
the final report. The Act gives the Board broader discretion than that, and we
have revised the rule to avoid creating any ambiguity on that point.
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Finally, one commenter recommended that the Board state expressly that
inspection reports provided to an appropriate state regulatory authority are
subject to Section 105(b)(5) of the Act and that such status preempts state
freedom of information or "open records" acts. A final inspection report is a
document prepared by the Board in connection with an inspection, and would
therefore generally be covered by Section 105(b)(5)(A)'s confidentiality
protection.

A final inspection report is also likely to contain substantial

information "received by" the Board in connection with an inspection, and that is
independently subject to the protection of 105(b)(5)(A), as the Act explicitly notes
in Section 104(g)(2).18/ A final inspection report is also unique, however, in that
the Act separately contemplates, in Section 104(g)(2), that at least some portions
of it will be publicly available.
The Act plainly does not require that a state regulator maintain the
confidentiality of any portion of a final report that becomes publicly available
pursuant to Section 104(g)(2). Any other portion of the final report, however, as
well as any letter that accompanies the transmittal and any copy of the firm's
response to a draft report, are subject to the protection of Section 105(b)(5)(A)
and, as a consequence, a state regulator receives them subject to Section
105(b)(5)(B)'s express requirement to maintain them as confidential and
18/

See Section 104(g)(2) (noting that disclosure of reports to public is
"subject to section 105(b)(5)(A)").
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privileged. Moreover, with respect to portions of the final report that address
quality control defects, state regulatory authorities are equally bound by Section
104(g)(2)'s command that such portions of the report shall not be made public
unless the firm fails to do certain things within 12 months of the report's
issuance.19/ Any otherwise applicable state or local law that conflicts with this
requirement or stands as an obstacle to the accomplishment and execution of
the full purposes and objectives of Congress would be preempted.20/
Rule 4009 – Firm Response to Quality Control Defects
Consistent with Section 104(g)(2) of the Act, when a final inspection report
contains any discussion of criticisms of, or potential defects in, the firm's quality
control systems, Rule 4009(a) permits the firm to submit evidence or otherwise to
demonstrate to the Director of the Division of Registration and Inspections that it
has improved such quality control systems, and remedied such defects.21/ This

19/

As noted in the discussion of Rule 4007, however, the Act does not
prohibit a firm from voluntarily disclosing or providing a report or any portion of a
report to any person.
20/

See Crosby v. National Foreign Trade Council, 530 U.S. 363, 37273 (2000); City of New York v. FCC, 486 U.S. 57, 64 (1988).
21/

As proposed, Rule 4009(a) referred only to the firm under
inspection submitting evidence to the Board's staff within 12 months after the
issuance of the final inspection report. The Board has changed the rule to refer
to the firm "submit[ting] evidence or otherwise demonstrat[ing]" that it has
improved its systems or remedied such defects. This change is intended to
make clear that the Board's staff may need to conduct more than a "desk review"
to determine whether to recommend to the Board that the firm has satisfactorily
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submission or demonstration must be made no later than 12 months after the
issuance of the Board's final inspection report. The rule requires the Director,
after reviewing the evidence, to advise the firm whether he or she will
recommend to the Board that the firm has satisfactorily addressed the criticisms
or defects in the quality control system of the firm identified in the final inspection
report and, if not, why not.
Rule 4009(b) has been added in response to a comment. Rule 4009(b)
provides that if the Board determines that the firm has satisfactorily addressed all
quality control defects and criticisms in the final report, the Board will promptly
provide notice of that determination to the Commission and to any appropriate
state regulatory authority to which the Board had provided any portion of the final
inspection report.
Rule 4009(c) requires the Board to notify the firm of its final determination
as to whether the firm has addressed to the satisfaction of the Board the
criticisms or defects in the firm's quality control system.
Rule 4009(d) provides that the Board will make public those portions of a
final inspection report dealing with such criticisms and defects if the firm fails to
address those matters to the Board's satisfaction within 12 months of the
issuance of the final inspection report. Rule 4009(d) specifically addresses the
addressed the criticisms or defects in the quality control system of the firm
identified in the final inspection report.
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time of any such public disclosure.

Under Rule 4009(d), if a firm made no

submission to the Board under Rule 4009(a) concerning the firm's efforts to
address the criticisms or potential defects, then the Board would make those
portions of the report public upon the expiration of the 12-month period. If the
firm made a submission under Rule 4009(a), but then failed to seek Commission
review of an adverse Board determination concerning that submission within the
time allowed to seek such review, the Board would make those portions of the
report public upon the expiration of the period allowed for seeking Commission
review.

If the firm did timely seek Commission review, under Section

104(h)(1)(B) of the Act, of an adverse Board determination, the Board would
make those portions of the report public 30 days after the firm formally requested
Commission review, unless the Commission, by rule or order, directs otherwise.
The Board is adopting a 30-day delay, subject to any superseding Commission
rule or order, to allow the Commission an opportunity to consider whether to
order a longer stay of public disclosure in a particular case, since the Act does
not operate to stay such disclosure.22/
Commenters suggested a number of changes to Rule 4009.

One

commenter stated that the rule was "too lenient" in allowing the firm under

22/

The Board has extended this period from 15 days to 30 days in
response to several comments that expressed the opinion that the 15-day period
provided for in Rule 4009(d)(3), as proposed, was too short.
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inspection 12 months to submit evidence that it has improved its systems or
remedied the defects identified in the final inspection report. Another commenter
thought the 12-month period was appropriate, but recommended that the rule
reflect that some deficiencies may need to be corrected in a shorter time period.
The 12-month time period is explicitly provided for in the Act as the period during
which the firm must improve its quality control systems or remedy defects in
those systems for those portions of a final inspection report dealing with such
criticisms or defects to remain non-public. The time period, of course, does not
limit a firm from improving its systems or remedying such defects sooner, nor
does it limit the Board or its staff from using its authority to direct any appropriate
remedial action.
Another commenter recommended that the Board define the terms
"criticisms" or "potential defects" as used in this rule. The Board believes the
terms, which are used without definition in the Act, are self-explanatory and has
decided not to define them.

The same commenter, joined by several other

commenters, recommended that the Board establish a formal process for a
registered public accounting firm to respond to notification of the firm by the
Director of the Division of Registration and Inspection of his or her
recommendation under Rule 4009(a).

(One commenter suggested the firm

should be allowed a hearing in cases where there is uncertainty about whether
the firm has made the improvements or remedied the defects identified.) In light
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of the multiple steps of review and comment already built in to the Board's
inspection process, the Board does not believe that it needs to establish an
additional, formal mechanism for a response at this point in the process. The
Board notes, however, that Rule 4009(a)'s requirement that the Director notify
the firm of his or her recommendation will, in the event of a recommendation
adverse to the firm, provide a practical opportunity for the firm to come forward
quickly with any additional evidence or demonstration that it has in fact improved
its systems or remedied the identified defects. Rule 4009(c) provides for the firm
to be notified of the Board's final determination and, under Section 104(h)(1)(B)
of the Act, a firm that continues to disagree with the Board's determination may
seek review of that determination by the Commission.23/
Another commenter asked that the Board clarify what date serves as the
date of "issuance" of an inspection report under Rule 4009(a).

The date of

issuance will be the date the final inspection report is adopted by the Board as

23/

More generally, several commenters suggested that the rules
should provide more procedural specificity and procedural protection. We have
not changed the rules in response to those comments. As described above, the
Board's inspection rules implement the substantial statutory opportunities for
review and comment provided for in the Act. In addition, the Board notes that
Section 104(h) of the Act provides an opportunity for registered public accounting
firms to seek Commission review of both certain aspects of final inspection
reports and final determinations of the Board under Rule 4009(b) with which they
disagree.
Moreover, the inspection process authorized by the Act and
implemented by these rules affords at least as much process as is afforded in
comparable inspections and examinations conducted by other authorities, such
as the Commission and self-regulatory organizations.
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final. Absent extraordinary circumstances, the report will be available for review
by the firm beginning on that date.
Finally, one commenter suggested that the Board notify the Commission
and each appropriate state regulatory authority to which the final inspection
report was provided under Rule 4008(b) and (c) of its final determination
concerning whether the firm has addressed the criticisms or defects in the quality
control system of the firm identified in the inspection report to the satisfaction of
the Board. The Board agrees and has implemented this suggestion by adding
paragraph (b) to Rule 4009.
Rule 4010 – Board Public Reports
Rule 4010 permits the Board, at any time, to publish public summaries,
compilations, or other general reports concerning the procedures, findings, and
results of its various inspections as the Board deems appropriate.

The rule

allows for these reports to include discussion of criticisms of, or potential defects
in, quality control systems of any firm or firms that were the subject of a Board
inspection. However, the rule prohibits these published reports from identifying
the firm or firms to which these criticisms relate, or at which the defects were
found, unless the information has previously been made public pursuant to the
Board's rules or other lawful means.
The Board received a few comments on Rule 4010. Several commenters
expressed concern that public reports under Rule 4010 not indirectly indicate the
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firm or firms involved. The Board agrees and does not intend to issue public
reports in a manner that identifies the firm or firms involved, directly or indirectly.
Another commenter asked the Board to clarify what is meant by "other lawful
means" at the end of Rule 4010. This phrase is meant to address situations in
which the covered information is made public by lawful means provided for in the
Act. One commenter suggested that the rule indicate that the Board will issue
public reports on best practices and positive trends. The Board anticipates that
its practice will be to issue such reports in appropriate circumstances, but does
not believe its rule needs to be changed to permit this type of report to be issued.
Finally, one commenter expressed concern that Rule 4010 did not
adequately protect confidentiality concerns. In issuing public reports under this
rule, the Board does not intend to identify, directly or indirectly, the firm or firms
involved. Moreover, consistent with one of the provisions of Section 104(g)(2) of
the Act, the Board in issuing such reports will protect such confidential and
proprietary information as the Board may determine to be appropriate or as may
be required by law. Rule 4010 does not implement Section 104(g)(2) of the Act,
however, and the Board is not bound by the specific confidentiality provisions of
that section of the Act in issuing these general reports. Since the point of these
reports is, when appropriate, to alert the investing public to relevant inspectionrelated information that would not otherwise be available, maintaining the
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confidentiality of these reports to the same degree that is required for reports that
identify specific firms and issuers would defeat the purpose of the report.
Other Comments
In the release that accompanied the proposed rules, the Board noted that
"[t]he proposed rules govern procedural matters concerning the Board's
inspection program. Board staff will carry out particular inspections according to
detailed, nonpublic inspection plans."24/ Some commenters offered suggestions
that pertain to the details of carrying out inspections and other aspects of how the
Board should conduct its inspection program, rather than to the procedural
issues that these rules address. Rather than address all such comments here,
we reiterate the general point that the Board will carry out inspections according
to inspection plans that are nonpublic and not available to the firms being
inspected.

The confidentiality of this aspect of the inspection process is

important to the effectiveness of the process from the standpoint of the public
interest and the protection of investors.

In addition, we recognize that

commenters made other valuable suggestions about the conduct of the Board's
inspection program that the Board and its staff will consider as they continue to
develop that program.

24/
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