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Pursuant to Section 107(b) of the Sarbanes-Oxley Act of 2002 (the "Act"),
notice is hereby given that on July 28, 2005, the Public Company Accounting
Oversight Board (the "Board" or the "PCAOB") filed with the Securities and
Exchange Commission (the "Commission" or “SEC”) the proposed rules
described in Items | and Il below, which items have been prepared by the Board
and are presented here in the form submitted by the Board. The Commission is
publishing this notice to solicit comments on the proposed rules from interested

persons.

Board's Statement of the Terms of Substance of the Proposed Rules

On July 26, 2005, the Board adopted Auditing Standard No. 4, Reporting

on Whether a Previously Reported Material Weakness Continues to Exist. The

text of the proposed rules is as follows:

Auditing Standard No. 4 — Reporting on Whether a Previously Reported Material
Weakness Continues to Exist
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AUDITING AND RELATED PROFESSIONAL PRACTICE
STANDARDS

Auditing Standard — Reporting on Whether a Previously
Reported Material Weakness Continues to Exist

Applicability of Standard

1. This standard establishes requirements and provides direction that apply
when an auditor is engaged to report on whether a previously reported material
weakness in internal control over financial reporting (hereinafter referred to as a

material weakness) continues to exist as of a date specified by management.

Note 1: In this context, previously reported material weakness means a

material weakness that was described previously in an auditor's report

issued pursuant to Auditing Standard No. 2, An_Audit of Internal Control

Over Financial Reporting Performed in Conjunction with an Audit of

Financial Statements.

Note 2: The date specified by management as the date that the previously
reported material weakness no longer exists must be a date after the date

of management's most recent annual assessment.

2. An auditor may conduct an engagement to report on whether a previously
reported material weakness continues to exist if (1) the auditor has audited the
company's financial statements and internal control over financial reporting in

accordance with Auditing Standard No. 2, An Audit of Internal Control Over

Financial Reporting Performed in Conjunction with an Audit of Financial

Statements, as of the date of the company’'s most recent annual assessment of



internal control over financial reporting, or (2) the auditor has been engaged to
perform an audit of the financial statements and internal control over financial
reporting in accordance with Auditing Standard No. 2 in the current year and has
a sufficient basis for performing this engagement. (See paragraph 26 of this
standard for additional requirements that apply specifically to a successor

auditor's application of this standard.)

Note: References in this standard to the company's most recent annual
assessment of internal control over financial reporting apply to the
company's most recent assessment of internal control over financial
reporting overall, either as of the company's year-end or as of a more
recent interim date, as audited by the auditor in accordance with Auditing

Standard No. 2.

3. The auditor may report on more than one previously reported material

weakness as part of a single engagement.

4. The engagement described by this standard is voluntary. The standards
of the PCAOB do not require an auditor to undertake an engagement to report on
whether a previously reported material weakness continues to exist. The auditor
may audit the company's internal control over financial reporting in accordance
with Auditing Standard No. 2 without ever performing an engagement in

accordance with this standard.



Auditor's Objective in an Engagement to Report on Whether a
Previously Reported Material Weakness Continues to Exist

5. The auditor's objective in an engagement to report on whether a
previously reported material weakness continues to exist is to obtain reasonable
assurance about whether the previously reported material weakness exists as of
a date specified by management and to express an opinion thereon. The
auditor's opinion relates to the existence of a specifically identified material
weakness as of a specified date and does not relate to the effectiveness of the

company's internal control over financial reporting overall.

6. To obtain reasonable assurance, the auditor should obtain and evaluate
evidence about whether specified controls were designed and operated
effectively as of the date specified by management and whether those controls

satisfy the company's stated control objective.

Note: Obtaining and evaluating evidence about whether the specified
controls are designed effectively without also obtaining evidence about
whether those controls operated effectively would not result in the auditor
obtaining reasonable assurance for the purpose of expressing an opinion

on whether a material weakness continues to exist.

Conditions for Engagement Performance

7. The auditor may report on whether a previously reported material
weakness continues to exist at a company only if all of the following conditions

are met:



8.

Management accepts responsibility for the effectiveness of internal

control over financial reporting;

Management evaluates the effectiveness of the specific control(s)
that it believes addresses the material weakness using the same
control criteria that management used for its most recent annual
assessment of internal control over financial reporting and

management's stated control objective(s);

Management asserts that the specific control(s) identified is

effective in achieving the stated control objective;

Management supports its assertion with sufficient evidence,

including documentation; and

Management presents a written report that will accompany the
auditor's report that contains all the elements described in

paragraph 48 of this standard.

If all the conditions in paragraph 7 of this standard are not met, the auditor

is not permitted to complete the engagement to report on whether a previously

reported material weakness continues to exist.

Framework and Definitions for Evaluation

9.

The terms internal control over financial reporting, control deficiency,

significant deficiency, and material weakness have the same meanings as the




definitions of those terms in paragraphs 7 through 10, respectively, of Auditing

Standard No. 2.

10. Paragraph 13 of Auditing Standard No. 2 states that management is
required to base its annual assessment of the effectiveness of the company's
internal control over financial reporting on a suitable, recognized control

framework (also known as control criteria) and describes the characteristics that

make a framework suitable for this purpose. For purposes of an engagement to
report on whether a previously reported material weakness continues to exist,
both management and the auditor must use both (1) the same control criteria
used for the company's most recent annual assessment of internal control over
financial reporting, and (2) the company's stated control objective(s) to evaluate

whether a material weakness continues to exist.

Note: The performance and reporting requirements in Auditing Standard
No. 2 and in this standard are based on the Committee of Sponsoring
Organizations ("COSQO") of the Treadway Commission's publication,

Internal Control — Integrated Framework. Known as the COSO report, it

provides a suitable and available framework for purposes of
management's annual assessment of internal control over financial
reporting. (More information about the COSO framework is included in
paragraphs 14 and 15 of Auditing Standard No. 2, the COSO report, and

AU sec. 319, Consideration of Internal Control in a Financial Statement

Audit.)



11. A control objective provides a specific target against which to evaluate the

effectiveness of controls. A control objective for internal control over financial
reporting generally relates to a relevant financial statement assertion and states
a criterion for evaluating whether the company's control procedures in a specific
area provide reasonable assurance that a misstatement to or omission in that

relevant assertion is prevented or detected by controls on a timely basis.Y

12. Management establishes control objectives that are tailored to the
individual company. The process of tailoring control objectives to the individual
company allows the control criteria used for management's annual assessment
to be applied to the facts and circumstances in a reasonable and appropriate
manner. Although control objectives are used most frequently to evaluate the
effectiveness of control activities, the other components of internal control over
financial reporting (i.e., control environment, risk assessment, information and
communication, and monitoring) also can be expressed in terms of control

objectives.

13. In an audit of internal control over financial reporting, the auditor is

required to identify the company's control objectives in each area and to identify

= See paragraphs 68 to 70 of Auditing Standard No. 2 for additional

information on relevant assertions.



the controls that satisfy each control objective to evaluate whether the company's

internal control over financial reporting is designed effectively.?

£ See paragraph 88 of Auditing Standard No. 2.



14. Table 1 includes examples of control objectives and their related

assertions:

Table 1

Examples of Control Objectives and Related Assertions

Control Objectives Assertions

Recorded sales of product X initiated Existence or occurrence

on the company's Web site are real

Product X warranty losses that are Completeness
probable and can be reasonably
estimated are recorded as of the

company's quarterly financial

statement period-ends

Interest rate swaps are recorded at fair Valuation or allocation

value

The company has legal title to Rights and obligations
recorded product X inventory in the

company's Dallas, TX warehouse

Pending litigation that is reasonably Presentation and

possible to result in a material loss is disclosure

10



disclosed in the quarterly and annual

financial statements

15. If a material weakness has previously been reported, a necessary control

objective (or objectives) has not been achieved.

16. A stated control objective in the context of an engagement to report on

whether a material weakness continues to exist is the specific control objective
identified by management that, if achieved, would result in the material weakness

no longer existing.

17. Because the stated control objective, for purposes of this engagement,
provides management and the auditor with a specific target against which to
evaluate whether the material weakness continues to exist, management and the
auditor must be satisfied that, if the stated control objective were achieved, the

material weakness would no longer exist.

Note: When a material weakness has a pervasive effect on the
company's internal control over financial reporting, identifying the related
control objectives that are not being achieved may be difficult because of
the large number of control objectives affected. A material weakness
related to an ineffective control environment would be an example of this
circumstance. If management and the auditor have difficulty identifying all
of the stated control objectives affected by a material weakness, the
material weakness probably is not suitable for this engagement and

should be addressed, instead, through the auditor's annual audit of

11



internal control over financial reporting conducted under Auditing Standard

No. 2.

Performing an Engagement to Report on Whether a Previously

Reported Material Weakness Continues to Exist

18. In an engagement to report on whether a previously reported material
weakness continues to exist, the auditor must obtain sufficient competent
evidence about the design and operating effectiveness of specified controls that
provide reasonable assurance that the company's stated control objective is

achieved in the context of the control criteria (e.g., COSO).

Note 1: An individual material weakness may be associated with a single
stated control objective or with more than one stated control objective,
depending on the nature of the material weakness and the manner in

which the company tailors its stated control objectives to its business.

Note 2: Depending on the nature of the company's business, its
organization, its internal control over financial reporting, and the specific
material weakness that is the subject of this engagement, the auditor may
determine that he or she is not able to obtain a sufficient basis for
reporting on whether a previously reported material weakness continues
to exist without performing a complete audit of internal control over

financial reporting in accordance with Auditing Standard No. 2.

12



Applying the Standards of the PCAOB

19.  The auditor must adhere to the standards of the PCAOB in performing an
engagement to report on whether a previously reported material weakness

continues to exist. Adherence to the standards involves:

a. Planning the engagement,

b. Obtaining an understanding of internal control over financial
reporting,

C. Testing and evaluating whether a material weakness continues to

exist, including using the work of others, and

d. Forming an opinion on whether a previously reported material

weakness continues to exist.

20. Even though some requirements of this standard are set forth in a manner
that suggests a sequential process, auditing whether a previously reported
material weakness continues to exist involves a process of gathering, updating,
and analyzing information. Accordingly, the auditor may perform some of the
procedures and evaluations described in this section of the standard

concurrently.

21. The engagement to report on whether a previously reported material
weakness continues to exist must be performed by a person or persons having

adequate technical training and proficiency as an auditor. In all matters related

13



to the assignment, an independence in mental attitude must be maintained. Due
professional care must be exercised in the performance of the engagement and
the preparation of the report. Paragraphs 30 through 36 of Auditing Standard
No. 2 describe the application of these standards in the context of an internal

control-related service.

22.  This standard establishes the fieldwork and reporting standards applicable
to an engagement to report on whether a previously reported material weakness

continues to exist.

23. The concept of materiality, as discussed in paragraphs 22 and 23 of
Auditing Standard No. 2, underlies the application of the general and fieldwork
standards in an engagement to report on whether a previously reported material
weakness continues to exist. Therefore, the auditor uses materiality at the
financial-statement level, rather than at the individual account-balance level, in
evaluating whether a material weakness exists. The auditor should assess
materiality as of the date that management asserts that the previously reported

material weakness no longer exists.

Planning the Engagement

24.  The auditor should properly plan the engagement to report on whether a
previously reported material weakness continues to exist and should properly
supervise any assistants. When planning the engagement, the auditor should
evaluate how the matters described in paragraph 39 of Auditing Standard No. 2

will affect the auditor's procedures.

14



Obtaining an Understanding of Internal Control over Financial Reporting

25.  To perform this engagement, the auditor must have a sufficient knowledge
of the company and its internal control over financial reporting. An auditor who
has audited the company's internal control over financial reporting in accordance
with Auditing Standard No. 2 as of the date of the company's most recent annual
assessment of internal control over financial reporting would be expected to have
obtained a sufficient knowledge of the company and its internal control over

financial reporting to perform this engagement.

Note: The second sentence of the paragraph above contemplates that
the auditor's previous engagement under Auditing Standard No. 2 resulted
in rendering an opinion. If an auditor previously engaged to perform an
audit of internal control over financial reporting in accordance with Auditing
Standard No. 2 has not yet rendered an opinion on the effectiveness of
the company's internal control over financial reporting as of the company's
most recent year-end or more recently, then that auditor should follow the
requirements for a successor auditor in paragraphs 26a-b and 27.
Additionally, if an auditor has previously performed an audit of internal
control over financial reporting at the company and is now a successor
auditor (because another auditor has subsequently performed an audit of
internal control over financial reporting at the company in intervening
years), the auditor should follow the requirements in paragraphs 26 and

27 for a successor auditor.

15



26. When a successor auditor? performs an engagement to report on whether
a previously reported material weakness continues to exist and he or she has not
yet completed an audit of internal control over financial reporting at the company,
he or she must perform procedures to obtain sufficient knowledge of the
company's business and its internal control over financial reporting to achieve the
objective of the engagement, as described in paragraph 5 of this standard. A
successor auditor who has not yet completed an audit of internal control over
financial reporting at the company must perform the following procedures as part
of obtaining sufficient knowledge of the company's business and its internal

control over financial reporting:

a. Comply with paragraphs 47 through 51 of Auditing Standard No. 2
regarding obtaining an understanding of internal control over
financial reporting. The extent of understanding of internal control
over financial reporting needed to satisfy these requirements in the
context of an engagement to report on whether a previously
reported material weakness continues to exist depends on the
nature of the material weakness on which the auditor is reporting.
The more pervasive the effects of the material weakness, the more
extensive the understanding of internal control over financial

reporting should be under these requirements. For example, if the

= The term successor auditor has the same meaning as the definition

of that term in paragraph .02 of AU sec. 315, Communications Between

Predecessor and Successor Auditors.

16



material weakness affects company-level controls, a more
extensive understanding of internal control over financial reporting
will be necessary than if the effects of the material weakness are

isolated at the transaction level.

Perform a walkthrough as described in paragraphs 79 through 82 of
Auditing Standard No. 2 for all major classes of transactions that
are directly affected by controls specifically identified by

management as addressing the material weakness.

Note: Some controls have only an indirect effect on a major
class of transactions, such as certain controls in the control
environment or risk assessment components of internal
control over financial reporting. The auditor need not
perform a walkthrough of major classes of transactions that
are affected only indirectly by the controls specifically
identified by management as addressing the material

weakness.

In addition to the communication requirements described in AU sec.

315, Communications Between Predecessor and Successor

Auditors, the successor auditor should make specific inquiries of
the predecessor auditor. These inquiries should address the basis
for the predecessor auditor's determination that a material

weakness existed in the company's internal control over financial

17



reporting and the predecessor auditor's awareness of any
information bearing on the company's ability to successfully

address that material weakness.

27. A successor auditor may determine that he or she needs to perform
procedures in addition to those specified in paragraph 26 of this standard to
obtain a sufficient knowledge of the company's business and its internal control
over financial reporting. Depending on the nature of the company's business, its
organization, its internal control over financial reporting, and the specific material
weakness that is the subject of this engagement, a successor auditor may
determine that he or she is not able to obtain a sufficient basis for reporting on
whether a previously reported material weakness continues to exist without
performing a complete audit of internal control over financial reporting in

accordance with Auditing Standard No. 2.

Testing and Evaluating Whether a Material Weakness Continues to Exist

28. The auditor must obtain an understanding of and evaluate management's
evidence supporting its assertion that the specified controls related to the
material weakness are designed and operated effectively, that these controls
achieve the company's stated control objective(s) consistent with the control
criteria, and that the identified material weakness no longer exists. If the auditor
determines that management has not supported its assertion with sufficient
evidence, the auditor cannot complete the engagement to report on whether a

previously reported material weakness continues to exist, because one of the

18



conditions for engagement completion described in paragraph 7 of this standard

would not be met.

Note: Paragraphs 40 through 46 of Auditing Standard No. 2 apply to the
auditor's evaluation of management's annual assessment of internal
control over financial reporting and management's related documentation.
The auditor may apply the relevant concepts described in that section to
the evaluation of management's evidence supporting management's

assertion that a previously reported material weakness no longer exists.

29. As a part of evaluating management's evidence supporting its assertion,
the auditor should determine whether management has selected an appropriate
date for its assertion. In making this determination, the auditor should take into

consideration the following:

a. Management's assertion that a previously reported material
weakness no longer exists may be made as of any specified date
that permits management to obtain sufficient evidence supporting

its assertion.

Note: The auditor also should determine whether the
specified date of management's assertion permits the auditor

to obtain sufficient evidence supporting his or her opinion.

b. Depending on the nature of the material weakness, the stated

control objective, and the specified controls, the specified date of

19



management's assertion may need to be after the completion of

one or more period-end financial reporting processes.

C. Controls that operate daily and on a continuous, or nearly
continuous, basis generally permit the auditor to obtain sufficient
evidence as to their operating effectiveness as of almost any date

management might choose to specify in its report.

d. Controls that operate over the company's period-end financial
reporting process typically can be tested only in connection with a

period-end.

30. The auditor should obtain evidence about the effectiveness of all controls
specifically identified in management's assertion. The nature, timing, and extent
of the testing that enables the auditor to obtain sufficient evidence supporting his
or her opinion on whether a previously reported material weakness continues to
exist will depend on both the nature of the controls specifically identified by
management as meeting the company's stated control objectives and the date of

management's assertion.

31. All controls that are necessary to achieve the stated control objective(s)
should, therefore, be specifically identified and evaluated. The specified controls
will necessarily include controls that have been modified or newly implemented
and also may include existing controls that previously were deemed effective
during management's most recent annual assessment of internal control over

financial reporting. As part of testing and evaluating the design effectiveness of

20



the specified controls, the auditor should determine whether the specified
controls would meet the stated control objective(s) if they operated as designed.
In making this evaluation, the auditor should apply paragraphs 88 through 91 of

Auditing Standard No. 2.

32. Consistent with the direction in paragraph 92 of Auditing Standard No. 2,
the auditor should evaluate the operating effectiveness of a specified control by
determining whether the specified control operated as designed and whether the
person performing the control possesses the necessary authority and
qualifications to perform the control effectively. In determining the nature, timing,
and extent of tests of controls, the auditor should apply paragraphs 93 through

102 and 105 through 107 of Auditing Standard No. 2.

33. The auditor should apply paragraph 98 of Auditing Standard No. 2
regarding an adequate period of time to determine the operating effectiveness of
a control in the context of an engagement to report on whether a previously
reported material weakness continues to exist. Paragraph 98 of Auditing

Standard No. 2 states (in part):

The auditor must perform tests of controls over a period of time that
is adequate to determine whether, as of the date specified in
management's report, the controls necessary for achieving the
objectives of the control criteria are operating effectively. The
period of time over which the auditor performs tests of controls

varies with the nature of the controls being tested and with the

21



frequency with which specific controls operate and specific policies

are applied.

For example, a transaction-based daily reconciliation generally would permit the
auditor to obtain sufficient evidence as to its operating effectiveness in a shorter
period of time than a pervasive, company-level control, such as any of those
described in paragraphs 52 and 53 of Auditing Standard No. 2. Additionally, the
auditor typically will be able to obtain sufficient evidence as to the operating
effectiveness of controls over the company's period-end financial reporting

process only by testing those controls in connection with a period-end.

34.  The auditor should determine whether, based on the nature of the material
weakness, performing substantive procedures to support recorded financial
statement amounts or disclosures affected by the specifically identified controls is
necessary to obtain sufficient evidence regarding the operating effectiveness of
those controls. For example, a material weakness in the company's controls
over the calculation of its bad debt reserve ordinarily would require that the
auditor also perform substantive procedures to obtain sufficient evidence
supporting an opinion about whether the material weakness continues to exist as
of a specified date. In this circumstance, in addition to testing the design and
operating effectiveness of the controls specifically identified as achieving the
company's stated control objective that its bad debt reserve is reasonably
estimated and recorded, the auditor ordinarily would need to perform substantive

procedures to determine that, as of that same specified date, the company's bad

22



debt reserve was fairly stated in relation to the company's financial statements

taken as a whole.

35. When the specified controls, stated control objectives, and material
weakness affect multiple locations or business units of the company, the auditor
may apply the relevant concepts in paragraphs B1 through B13 of Appendix B of
Auditing Standard No. 2 to determine the locations or business units at which to

perform procedures.

Using the Work of Others

36.  The auditor should evaluate whether to use the work performed by others
in an engagement to report on whether a previously reported material weakness
continues to exist. To determine the extent to which the auditor may use the
work of others to alter the nature, timing, or extent of the work the auditor
otherwise would have performed, the auditor should apply paragraphs 109

through 115 and 117 through 125 of Auditing Standard No. 2.

37.  The auditor's opinion relates to whether a material weakness no longer
exists at the company because the stated control objective(s) is met. Therefore,
if the auditor has been engaged to report on more than one material weakness or
on more than one stated control objective, the auditor must evaluate whether he
or she has obtained the principal evidence that the control objectives related to
each of the material weaknesses identified in management's assertion are
achieved. The auditor may, however, use the work of others to alter the nature,

timing, or extent of the work he or she otherwise would have performed. For

23



these purposes, the work of others includes relevant work performed by internal
auditors, company personnel (in addition to internal auditors), and third parties
working under the direction of management or the audit committee that provide

information about the effectiveness of internal control over financial reporting.

38.  Paragraph 122 of Auditing Standard No. 2 should be applied in the context
of the engagement to report on whether a previously reported material weakness
continues to exist. Paragraph 122 states, in part, "As the significance of the
factors listed in paragraph 112 increases, the ability of the auditor to use the work
of others decreases at the same time that the necessary level of competence
and objectivity of those who perform the work increases.” There may, therefore,
be some circumstances in which the scope of the audit procedures to be
performed in this engagement will be so limited that using the work of others will
not provide any tangible benefit to the company or its auditor. Additionally, the
auditor should perform any walkthroughs himself or herself because of the

degree of judgment required in performing this work.

Note: The requirement described in paragraph 26b of this standard for
the auditor to perform a walkthrough applies only to an auditor who did not
complete an audit of internal control over financial reporting as of the
company's most recent annual assessment. An auditor who has rendered
an opinion on the effectiveness of the company's internal control over
financial reporting in accordance with Auditing Standard No. 2 as of the
company's most recent annual assessment is not required to perform a

walkthrough as part of this engagement.

24



39. The following example illustrates how to apply this section on using the

work of others to this engagement.

In this example, the company's previously reported material weakness
relates to the company's failure to perform bank reconciliations at its 50
subsidiaries. The specified controls identified by the company are the
timely preparation of complete and accurate reconciliations between the
company's recorded cash balances and the company's cash balances as

reported by its financial institution.

Although certain controls over bank reconciliations are centralized, the
performance of the bank reconciliations themselves is not centralized
because they occur at each individual operating unit. Further, each
operating unit has, on average, three separate cash accounts. The cash
accounts affected are not material individually but are material in the
aggregate. Most of the controls over the preparation of bank
reconciliations involve a low degree of judgment in evaluating their
operating effectiveness, can be subjected to objective testing, and have a

low potential for management override.

If these conditions describe the specified controls over the preparation of
bank reconciliations, the auditor could determine that, based on the nature
of the controls as described above, he or she could use the work of others
to a moderate extent, provided that the degree of competence and

objectivity of the individuals performing the tests is high. The auditor

25



might perform tests of controls that are centralized at the holding company
level himself or herself; perform testing at a limited number of locations
himself or herself; test the work of others performed at a limited number of
other locations; review the results of the work of others at all other
locations tested; and determine that, qualitatively and quantitatively,

principal evidence had been obtained.

On the other hand, if the company's previously reported material
weakness related to the company's failure to perform a reconciliation of its
only cash account, few controls and few operations of those controls
would underlie management's assertion that the material weakness no
longer exists. In this circumstance, it is unlikely that the auditor would be
able to use a significant amount of the work of others because of the
limited scope of the total amount of work needed to test management's
assertion and due to the requirement that the auditor obtain the principal

evidence himself or herself.

Note: The examples provided in paragraph 126 of Auditing
Standard No. 2 illustrate how to apply the requirements in Auditing
Standard No. 2 regarding using the work of others in an audit of
internal control over financial reporting. Because of the differences
between the auditor obtaining the principal evidence supporting an
opinion on the effectiveness of internal control over financial
reporting overall and supporting an opinion on the much narrower

subject of whether a specified material weakness in internal control
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