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Letter from the Chairman

I am pleased to present the annual report of the Public
Company Accounting Oversight Board, recounting the
accomplishments of the Board in the first year of operation
of this remarkable organization.

What you will read in these pages is the story of the creation
of an unparalleled regulatory body, charged by federal law to
build a system of oversight that had never before existed, entail-
ing the registration of public accounting firms, regular inspec-
tions of those firms, and provisions for the investigation and
discipline of accounting firms that betray the public trust in
their audits of publicly traded companies. This new body is
required by federal law to set the standards that guide the audits
of publicly traded companies and to establish and implement
the funding structure that supports its activities.

The events that led Congress to take the radical step of
ordering a new oversight regime for the accounting profession
are well known: Beginning with the collapse of Enron in late
2001, investors and the American public were beset by a series
of corporate failures that undermined confidence in U.S. securi-
ties markets and pointed to deep flaws in both corporate and
regulatory governance.

The role of auditors in those corporate collapses caused the
American people and their representatives in Congress to ques-
tion—and reject— the existing system for policing of account-
ing firms, and the Public Company Accounting Oversight
Board was conceived.

The PCAOB became reality on July 30, 2002, when President
George W. Bush signed the Sarbanes-Oxley Act into law.

In addition to creating new oversight of auditors of public
companies, the Act prescribed specific steps to address specific
failures and codify the responsibilities of corporate executives,
corporate directors, lawyers and accountants.

The merits, benefits, cost and wisdom of each of the prescrip-
tions continue to fuel debate. But the context for the passage of
the Sarbanes-Oxley Act, and the President’s signing it into law,
cannot be ignored: Corporate leaders and advisors failed. People
lost their livelihoods and their life savings. The faith of America
and the world in U.S. markets was shaken to the core.

To help restore faith in the audits of public companies, the Act
first required the appointment of the Public Company Accounting
Oversight Board, comprising five members “who have a demon-
strated commitment to the interests of investors and the public.”

I hope that this report on the first year of the PCAOB will
leave you with the conviction that not just the Board members,
but the entire staff of this new organization have indeed demon-
strated their commitment to the interests of investors and the
public. None of what is described in these pages could have
been accomplished without the dedication and self-sacrifice of a
staff that numbered a mere 25 people a year ago.

You may have noticed the lack of a salutation on my letter.
We are a private-sector, nonprofit organization, so addressing
“shareholders,” as you might see in the annual report of a public
company, would not be appropriate. The law, in fact, requires
that we submit our annual report to the Securities and
Exchange Commission, which will then transmit a copy to the
committees that created the PCAOB in the U.S. Congress.

I thank our colleagues at the SEC and the members of
Congress whose support undergirded our efforts. I believe
they would join me in submitting the first annual report of the
PCAOB to the people, in the United States and around the
world, who look to U.S. securities markets as a model for fair-
ness and reliability. The people will ultimately judge how well
we at the PCAOB have done our jobs. I humbly submit that we
have done our best to fulfill that awesome responsibility in this
first year and that we will continue to do nothing less in the
years to come.

William J. McDonough
Chairman and Chief Executive Officer

Public Company Accounting Oversight Board
Washington, D.C.

June 2004



Creation

With President Bush’s signature on July 30, 2002, the
Sarbanes-Oxley Act became law, and an unprecedented
oversight organization was created.

The Act established an independent, nonprofit, non-
governmental body to oversee the auditors of publicly
traded companies “in order to protect the interests of
investors and further the public interest in the preparation
of informative, accurate, and independent audit reports.”

To accomplish this mission, the Act gave the new over-
sight body four primary responsibilities:

* Registration of accounting firms that audit public com-
panies trading in U.S. securities markets;

e Inspection of registered accounting firms;

¢ Establishment of standards for auditing, quality control,
ethics, and independence, as well as attestation, for regis-
tered accounting firms; and

* Investigation and discipline of registered accounting
firms and their associated persons for violations of law or
professional standards.

The Act required the Securities and Exchange
Commission to select a Board made up of “individuals of
integrity and reputation who have a demonstrated commit-
ment to the interests of investors and the public...”

The Commission named the founding members of the
Board on October 25, 2002.

From then on, it was up to the Board to take all necessary
action, “including hiring of staff, proposal of rules and adop-
tion of initial and transitional auditing and other professional
standards,” that would enable the SEC to determine that the
PCAOB had the capacity to meet the requirements of the Act.

The Act set the deadline for the SEC’s determination at
April 25, 2003. The Act also gives the SEC oversight
authority over the Board. In addition to appointing or
removing members, the SEC, among other things, must
approve the Board’s budget and rules, including auditing
standards, and may review appeals of adverse Board inspec-
tion reports and disciplinary actions against registered
accounting firms.

With the assistance of a handful of staff members,
founding Board members Kayla J. Gillan, Daniel L. Goelzer,
Bill Gradison and Charles D. Niemeier opened the doors
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of the PCAOBs first offices on January 6, 2003. The Board
held its first public meeting on January 9, 2003, where the
members adopted bylaws for the organization and announced
an aggressive campaign to hire the staff that would enable
the Board to fulfill its mission.

At a series of public meetings in March and April, the
Board proposed its rules for the registration of accounting
firms, including non-U.S. firms, adopted interim auditing
standards and related standards for professional practice,
proposed its ethics code, and submitted its Fiscal Year 2003
budget to the Commission.

There is established the Public Company
Accounting Oversight Board...

In March, the Board also proposed the establishment of
the accounting support fees that would finance the PCAOB’s
operations in future years. These fees, as provided in the
Act, are to be paid by publicly traded companies and
mutual funds— guaranteeing that the Board’s funding
would be independent of the accounting profession as well
as the federal government.

The Board organized its internal divisions and offices to
match the responsibilities it was assigned by the Act. The
Division of Registration and Inspections was charged with
building the registry of accounting firms and preparing for
inspections of the firms. The Office of the Chief Auditor
and Professional Standards was created to advise the Board
on standards-setting. The Division of Enforcement and
Investigations was formed to perform investigations of pos-
sible violations of law or professional standards and to rec-
ommend to the Board any disciplinary action.

To support the primary functions required by the
Act, the Board created other key offices. The Office of
General Counsel was established to provide legal advice
and assist the Board’s rulemaking functions. The Office of
Administration was given responsibility for three areas that



would be vital to the Board’s success: information technol-
ogy, which developed the technology infrastructure to sup-
port all of the Board’s programs, including the Web-based
registration of accounting firms; human resources, tasked
with hiring the dozens of inspectors and other staff needed
to carry out the PCAOB’s work; and the office of finance,
which would administer the accounting support fees,
among other things.

On April 25, 2003, six months after the founding
Board had been named, the SEC issued the determination
required by the Sarbanes-Oxley Act. The members and staff
of the PCAOB had demonstrated that they could fulfill the
responsibilities of the Sarbanes-Oxley Act.

On May 21, 2003, the SEC unanimously approved
the appointment of William J. McDonough as Chairman
of the PCAOB.

The Board and the staff aggressively addressed the next
deadline imposed by the Sarbanes-Oxley Act: the registration
of public accounting firms. Under the Act and the Board’s
rules, after October 22, 2003, only registered U.S. accounting
firms could audit or substantially participate in the audit of a
publicly traded company. Through the summer of 2003, the
Board’s information technology team completed the construc-
tion of the Web-based system for registration. The SEC
approved the Board’s rules and form for registration on
July 16, 2003. Registration applications were available on-
line beginning July 17, and by October 22, the Board had
approved the registration of 598 firms. Applications continued
to arrive after the October 22 deadline, and by December 31,
the Board had approved the registration of 735 firms.

The Act requires a continuing program of inspections of
registered public accounting firms that audit public compa-
nies. In mid-2003, even though the largest firms were not
yet registered, the Board launched limited inspections of
those four firms in the belief that investors and the public
would best be served by immediate inspections to help
restore investor confidence in public company auditing.
After secking and considering public comment, on
October 7, 2003, the Board adopted the rules that would
guide the inspections of all registered accounting firms—
annual inspections for firms with more than 100 public
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company clients and inspections no less frequently than
every three years for other firms—as well as special inspec-
tions. To accomplish the inspections, the Board opened an
office in New York in September 2003 and began hiring
staff for additional offices near Atlanta, Dallas, and San
Francisco. The Board paid close attention to hiring a cadre
of experienced auditors to conduct the inspections, and by
year’s end, the PCAOB inspection staff had grown to 60.

While registration and limited inspections were under
way, the Board, through its Office of the Chief Auditor and
Professional Standards, began addressing the momentous
task of developing standards for the audits of publicly
traded companies. The Board held two roundtable discus-
sions with investors, issuers, and auditors to discuss stan-
dards for audits of internal control and audit documentation,
and it adopted rules for the establishment of a standing
advisory group to provide guidance on standards-setting,.
On October 7, 2003, the Board proposed the most com-
plex standard required under the Sarbanes-Oxley Act: the
standard for auditors attestation to management’s assess-
ment of internal control over financial reporting.

The proposal of the internal control standard was one of
almost a dozen rulemaking actions taken by the Board in
the last half of 2003. The Board also proposed or adopted
rules for inspections of accounting firms, for investigations
and adjudication, and for oversight of non-U.S. accounting
firms that audit U.S. public companies.

During the year, the Board also established offices of
public affairs and government relations to assist the Board
in communications with the public, Congress, and the
news media. The Board also hired an international affairs
staff to advise the Board on international issues and facili-
tate dialogue with foreign regulators regarding oversight of
registered non-U.S. accounting firms. The Board also began
hiring the staff for investigations and enforcement.

Four Board members and a handful of staff members
had opened the doors to the organization’s first office on
January 6. By December 31, the organization was 118
strong. The Public Company Accounting Oversight Board
was well established and well on its way to fulfilling its statu-
tory duties to investors and the public.

PAGE 5



Registration
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Before the Sarbanes-Oxley Act of 2002, the accounting
profession largely operated outside the purview of
national oversight. Individual accountants were subject
to the education and certification requirements of the
states in which they practiced, and accounting firms
voluntarily participated in self-regulation through a
national professional organization. Federal securities laws
set certain requirements for and limits on the work of
auditors of publicly traded companies, but none of the
federal or state regulations approached the regime of
oversight set out by the Sarbanes-Oxley Act.

The requirements of the Act compelled the Public
Company Accounting Oversight Board to construct
an unprecedented registry of domestic and non-U.S.
accounting firms that audit, or play a substantial role
in the audits of, public companies and mutual funds.
With registration, accounting firms become subject
to the Board’s inspections, auditing standards and
enforcement authority.

The Board proposed its rules for the registration of
public accounting firms on March 4, 2003 —just two
months after the Board began operations. The pro-
posed rules sought the information required of such
firms under the Sarbanes-Oxley Act, including:

e The names of all issuers for which the firm prepared
or issued audit reports during the immediately pre-
ceding calendar year, and for which the firm expects
to prepare or issue audit reports during the current
calendar year.

e The annual fees received by the firm from each
issuer for audit services, other accounting services
and non-audit services, respectively.

* A statement of the quality control policies of the
firm for its accounting and auditing practices.

e A list of all accountants associated with the firm who
participate in or contribute to the preparation of
audit reports.

Information relating to relevant criminal, civil, or
administrative actions or disciplinary proceedings
pending against the firm or any associated person
of the firm.
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The Board, in its proposed rules, sought a limited
amount of supplemental information to assist it in mak-
ing registration decisions. After considering the comments
it received, the Board adopted a final rule for registration
of accounting firms on April 23, 2003, and the rule was
approved by the SEC on July 16, 2003.

The rules, in keeping with the Act, require the regis-
tration of both U.S. and non-U.S. accounting firms
that audit or play a substantial role in the audits of
companies trading in U.S. markets. The Board was
sensitive to the special concerns of foreign accounting
firms and solicited a public roundtable discussion with
non-U.S. government representatives and other inter-
ested persons on March 31, 2003. As a result, the
Board provided certain accommodations in the regis-
tration process for foreign firms, including giving those
firms additional time to register, ultimately setting the
deadline for July 19, 2004.

[1]t shall be unlawful for any person that is not a
registered public accounting firm to prepare or issue,
or to participate in the preparation or issuance of,
any audit report with respect to any issuer.

Building the Registration System

Because of the importance of registration to the
Board’s oversight responsibilities, the Board chose to
build the registration system and not outsource the
registration function.

The Board recruited a team of experienced informa-
tion-technology specialists who, working with the Board’s
registration and inspections staff, designed the Web-based
system that would capture the information required
from registration applicants while both protecting the
confidentiality of the information and giving the
Board’s staff the ability to efficiently examine and
analyze the information.



Work on the system began early in 2003, and it was

ready for launch the day after the SEC approved the
Board’s registration rules.

The Board began accepting applications and fees in
early August 2003 and made the names of applicants
available to the public through its Web site beginning

August 27. The Act and the Board’s rules give the
Board a 45-day period to review each application, after
which the Board is required to approve the application,
provide the applicant with a notice of a hearing to
determine whether the application should be approved
or disapproved, or request more information from the
applicant, triggering another 45-day review period.

Evaluating Applications

In early September, the Board began considering
applications. The Board reviewed, among other things,
legal and disciplinary proceedings against the applicant
firms, the firms’ descriptions of their quality-control
policies, the number and nature of audit clients,
staffing levels, and any reported disagreements with
clients. The decision on each applicant was based on a
single consideration: is registration of this accounting
firm consistent with the Board’s responsibilities to
protect investors and to further the public interest in
the preparation of informative, fair and independent
audit reports?

By the statutory deadline of October 22, the Board
had answered the question affirmatively for 598 public
accounting firms, including the four largest U.S. firms.
The Board made the names of the registered firms
available to the public through its Web site to enable
public companies and mutual funds to confirm that
their auditors were registered as required by law. The
applications will be made public after requests for con-
fidential treatment of certain information in the appli-
cations are evaluated.

Registration applications continued to be filed
after October 22, and the Board and staff continued
the process of reviewing and considering the applica-
tions. By December 31, 735 firms were registered
with the PCAOB.

The Board’s rules also provide for hearings on reg-
istration applications. If the Board is unable to determine
that a public accounting firm’s application has met the
standard for approval, the Board may provide the firm
with a notice of a hearing, which the firm may elect
to treat as a written notice of disapproval that can
be appealed directly to the Securities and Exchange
Commission. Alternatively, a firm may request a
hearing by the Board.

Registered Firms by Number of Clients

Number of Fee for Number of firms
issuer clients registration registered in 2003
0 $ 250 141
1-49 $ 500 579
50-100 $ 3,000 7
101-1,000 $ 29,000 4
1,001+ $390,000 4

The Board’s rules also set out procedures for firms
to withdraw from registration. Withdrawal is not
automatic. The Board may order that withdrawal be
delayed, for up to 18 months, while the Board carries
out a relevant inspection, investigation, or discipli-
nary proceeding.
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Inspections

The inspection of registered accounting firms carries the
potential for real-time improvement in the audits of
public companies and will require the largest commit-
ment of the Board’s human and monetary resources.

This powerful tool gives the Board access to criti-
cal information relating to audit quality, ranging from
competence and methodology to judgment and integrity.
Inspections will provide insight into the registered
firms’ audit practices to see how firms implement
applicable auditing and related professional practice
standards, how they comply with applica-
ble laws and rules, where they are doing
well, and where improvements are

The Board also determined that conducting limited
inspections of the four largest firms would provide an
important foundation for the full-scale inspections to
come. Accordingly, the Board developed inspection pro-
cedures and conducted initial limited inspections of the
four largest public accounting firms in the United States
with the firms’ consent.

These initial limited inspections focused on areas that
have not been the traditional focus of the auditing pro-
fession’s own peer review process, including “tone at the

needed. The inspection process will allow The Board Shall COIldllCt a COIltlIllllng program

the Board to assess all of these things of inspections to assess the degree of compliance

and, when necessary, (o apply pressure to of each registered public accounting firm and
associated persons of that firm with this Act, the
rules of the Board, the rules of the Commission,

or professional standards, in connection with its

improve a firm’s audit practices.

The Sarbanes-Oxley Act requires the
Board to conduct annual inspections of
registered accounting firms that audit more
than 100 public companies. Eight such
firms were registered with the PCAOB as
of December 31. Other firms that audit, or

performance of audits, issuance of audit reports,
and related matters involving issuers.

play a substantial role in the audit of; any
public companies are required to be
inspected at least once every three years.
The Board also has the authority to con-
duct special inspections as is necessary or appropriate
to address issues that come to the Board’s attention.

At the end of each inspection, the Board will issue
a report of its findings, including criticisms of, and
descriptions of potential defects in, the firm’s quality
control systems. The Act requires the Board to keep
nonpublic any criticisms and potential defects unless
the firm fails to correct them within 12 months.

The Board proposed its rules for inspections at a
public meeting on July 28, 2003. After considering pub-
lic comment, the Board adopted the inspection rules on
October 7, 2003. The rules create a procedural frame-
work for the conduct of the Board’s inspection program.
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top” and partner evaluation, compensation, and promo-
tion. The Board’s inspectors also looked at how these
firms performed selected audit engagements. The lim-
ited inspection procedures carved the path for the
Board’s comprehensive inspections program, which the
Board will fully launch in 2004.

The fieldwork for the 2004 inspections will be con-
ducted from approximately May to November 2004. In
connection with these inspections, the Board will focus
on, among other things, efforts to detect fraud, the ade-
quacy of documentation, the evaluation of firm risk
assessments, and compliance with professional stan-
dards. The Board also expects to continue its focus on



“tone at the top,” compensation practices, and other

business practices that were the subject of limited proce-
dures in 2003.

To help carry out its inspection program, the Board
opened an office in New York in September 2003 and
began hiring staff for additional offices near Atlanta,
Dallas, and San Francisco. The Board recruited a cadre
of experienced public company auditors to conduct the
inspections, and by year’s end, the PCAOB inspection
staff had grown to 60. The Board expects to more than
double its inspection staff by the end of 2004 in order
to carry out its statutory mandate.

The Board’s inspection teams are composed of
accountants, who have an average of 12 years of audit-
ing experience. Each team is led by an Associate
Director or a Deputy Director of the Board’s Division
of Registration and Inspections, who are generally for-
mer partner-level employees of the major accounting
firms and have an average of 22 years of auditing expe-
rience. The Board’s ability to implement meaningful
and robust inspections is a direct reflection of its inspec-
tions teams’ high caliber, experience, and commitment.

The Board’s statutory responsibilities extend to non-
U.S. accounting firms that perform audit services for
U.S. public companies or for non-U.S. issuers who are
registered, and file reports, with the SEC. Accordingly,
the Board’s inspection program will encompass firms
outside of the United States. As a result of a dialogue
with its foreign counterparts and as part of a coopera-
tive approach to the oversight of non-U.S. registered

firms, the Board proposed a rule that would permit the
Board to rely on the work of oversight systems in other
jurisdictions, to an appropriate degree, on a case-by-case
basis. In 2004, the Board will continue its dialogue with
regulators in other countries in order to develop work

programs for the inspections of non-U.S. firms.

Number of Issuers per Registered Firm

Registered firms (2003) Issuer clients

8 100 or more
5 51-100
22 26-50
60 11-25
77 6-10
563 5 or fewer
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Auditing Standards

The Sarbanes-Oxley Act gives the Public Company
Accounting Oversight Board considerable leeway in the
design and adoption of standards for audits and profes-
sional conduct by auditors. Among other things, it
authorizes, but does not require, the Board to designate
a professional group of accountants to propose stan-
dards to the Board.

Early in 2003, the Board determined that it could
best fulfill its mandate for the protection of investors by
developing standards itself, with the assistance of a staff
of highly qualified accountants recruited from acade-
mia, professional practice, and government.

As a result of the Board’s decision, for the first time,
the individuals developing auditing standards will have
access to robust empirical and anecdotal evidence from
the Board’s inspections and enforcement activities—
evidence that will cut through a cross-section of audits
and firms— to assist in setting priorities and developing
new standards.

The Act and the Board’s rules require registered public
accounting firms to adhere to the Board’s auditing (and
related attestation), quality control, and ethics standards,
as well as its independence rules. Any registered account-
ing firm that fails to adhere to applicable standards may
be subject to Board discipline.

New auditing standards will be established—and
existing standards will be changed— only by Board rule-
making. While the Board will consider proposed new or
amended auditing standards recommended to it by oth-
ers, no such proposed rule will become a standard of the
Board unless adopted by the Board through rulemaking,.

The Board will also rely on advice from a standing
advisory group to assist it in performing its standards-
setting responsibilities. The Board also intends to solicit
public comment, and, where appropriate, to convene
hearings or roundtable meetings in order to obtain the
views of issuers, accountants, investors, and other inter-
ested persons with respect to proposed auditing standards.
In this regard, the Board welcomes input and advice from
established professional bodies and includes practicing
accountants among the members of its advisory groups.
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Interim Auditing Standards

On April 16, 2003, the Board adopted certain existing
standards as its interim auditing standards. Most of these
standards were promulgated by the American Institute
of Certified Public Accountants and pre-date the Board’s
formation. These interim standards are incorporated
into the Board’s rules. Registered public accounting
firms are subject to the same obligation to comply with
the interim standards while they are in effect as with per-
manent standards adopted by the Board.

The Board shall, by rule, establish...such
auditing and related attestation standards,
such quality control standards, and such
ethics standards to be used by registered pub-
lic accounting firms in the preparation and
issuance of audit reports, as required by this
Act or the rules of the Commission, or as
may be necessary or appropriate in the public
interest or for the protection of investors.

Despite the need to adopt these existing standards in
order to assure continuity and certainty in the standards
that govern audits of public companies, the Board has
not determined whether it would be appropriate to
include any of the interim auditing standards as perma-
nent Board standards.

The Board will be mindful of the need to adopt
new auditing standards, especially in response to
emerging issues and problems that arise in connection

with audits of issuers.
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Audits of Internal Control over Financial Reporting
In 2003, the Board also set out to fulfill other provi-
sions of the Act that require the Board to adopt stan-
dards in specific areas. The most complex of the
required auditing standards related to an auditor’s
responsibility in regard to a public company’s internal
control over financial reporting.

The Sarbanes-Oxley Act, in Section 404, requires
company management to assess and report on the
company’s internal control over financial reporting. It
also requires a company’s independent, outside audi-
tors to issue an “attestation” to management’s assess-
ment—in other words, to provide shareholders and
the public at large with an independent reason to rely
on managements description of the company’s inter-
nal control over financial reporting.

The Board convened a public roundtable discus-
sion on July 29, 2003, to discuss issues and hear
views related to reporting on internal control. The
participants included representatives from public
companies, accounting firms, investor groups, and
regulatory organizations.

After considering comments made at the round-
table, advice from the Board’s staff; and other input, the

Board developed and issued, on October 7, 2003, a
proposed auditing standard titled “An Audit of Internal
Control over Financial Reporting Performed in
Conjunction with an Audit of Financial Statements.”

The Board received 194 comment letters from a
variety of interested parties, including auditors,
investors, internal auditors, issuers, regulators, and
others on a broad array of topics.

The final standard for audits of internal control,
adopted by the Board on March 9, 2004, incorpo-
rated certain suggested changes and reflected certain
basic principles on which the Board members agreed:

* Audit quality would be best improved by integrat-
ing the auditor’s examination of internal control
into the audit of a company’s financial statements.

The costs of an audit of internal control must be
reasonable, particularly for small and medium-
sized companies.

Outside auditors may rely on the work of internal
auditors and others, based on their competency
and objectivity.

* An assessment of the effectiveness of a company’s
audit committee is a vital part of an audit of inter-
nal control and consistent with existing standards.

Audit Documentation

The Act directs the Board to adopt a standard requir-
ing registered public accounting firms to prepare, and
maintain for a period of not less than seven years,
audit work papers, and other information related to
any audit report, in sufficient detail to support the
conclusions reached in such report.

The Board sought expert advice on the standard
from auditors, regulators, investors, and issuers during
a roundtable discussion on September 29, 2003, and
proposed its standard for audit documentation on
November 12, 2003.

The standard will be one of the fundamental
building blocks on which both the integrity of audits
and the Board’s oversight will rest. The integrity of
the audit depends in large part on the existence of a
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Auditing Standards

(CONTINUED)

complete and understandable record of the work that
the auditor performed, of the conclusions that the
auditor reached, and of the evidence that supports
those conclusions. Meaningful review by a second
partner, or by the Board in the context of its inspec-
tions, would be difficult or impossible without ade-
quate documentation. Clear and comprehensive audit
documentation is essential in order to enhance the
quality of the audit and for the Board to fulfill its
mandate to inspect registered public accounting firms
“to assess the degree of compliance” of those firms
with applicable standards and laws.

The standard would establish general requirements
for documentation that the auditor should prepare
and retain in connection with issuing an audit report
on the financial statements of a public company. The

standard would also set a new requirement that audit
documentation must contain sufficient information to
enable an experienced auditor, having no previous
connection with the engagement, to understand the
work that was performed, who performed it, when it
was completed, and the conclusions reached.

Auditing Standard No. 1—

References to PCAOB Standards

On December 17, 2003, the Board adopted Auditing
Standard No. 1, requiring registered public account-
ing firms to include in their reports on the financial
statements of public companies a statement that the

engagement was conducted in accordance with “the
gag
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standards of the Public Company Accounting
Oversight Board (United States).” The standard
supersedes previous standards that required references
to “generally accepted auditing standards,” “U.S. gen-
erally accepted auditing standards,” “auditing stan-
dards generally accepted in the United States of
America,” and “standards established by the AICPA.”
The standard was approved by the Securities and
Exchange Commission on May 14, 2004, and became
effective on May 24, 2004.

Advisory Groups and Task Forces

The Act provides that the Board shall “convene, or

authorize its staff to convene, such expert advisory

groups as may be appropriate... to make recommen-

dations concerning the content (including proposed
drafts) of auditing, quality control,
ethics, independence, or other
standards required to be estab-
lished under this section.”

On June 30, 2003, the Board
adopted a rule describing its inten-
tion to convene a standing advi-
sory group to participate in the
standards-setting process. The
advisory group will assist the
Board in reviewing existing audit-

ing standards, in formulating new or amended stan-
dards, and in evaluating proposed standards suggested
by other persons. The Board may, based on the cir-
cumstances of particular projects, form ad hoc task
forces composed of smaller groups of members of the
advisory group, of the Board’s staff, and other persons.

The Board began soliciting nominees for mem-
bership in the standing advisory group in November
2003 and received more than 170 nominations. The
Board named the members of the standing advisory
group in April 2004— 30 individuals with a variety
of perspectives, including practicing auditors, pre-
parers of financial statements, the investor commu-
nity, academia, and others.



Each member of the advisory group has expertise in

at least one of the following areas: public company
accounting; public company auditing; public company
finance; public company governance; investing in pub-
lic companies; or other disciplines that the Board deems
to be relevant.

The members of the advisory group will serve in their
individual capacities and may not delegate their duties as
advisory group members, including attendance at meet-
ings. Advisory group members are also subject to certain

provisions of the Board’s Ethics Code, including provi-
sions designed to protect nonpublic information and
avoid conflicts of interest.

The European Commission recently proposed that
financial statement audits in the European Union should
be conducted in accordance with International Standards
on Auditing, as developed by the International Auditing
and Assurance Standards Board (the IAASB) and to the
extent endorsed by the European Commission. In 2003,
the Board accepted an invitation to observe, with speak-
ing rights, the meetings of the IAASB. Similarly, the
Board invited the IAASB to participate as observers in
the standing advisory group. Although not an explicit
objective of the Board, the Board supports the develop-
ment of high-quality international professional standards.
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Future Standards-Setting

While the Board has made significant strides its first
year in crafting a process for setting standards in the
public interest and in proposing and adopting certain
of those standards, it still faces a challenging future
agenda. Among the issues that the Board, its staff, and
the standing advisory group expect to discuss in the
coming year are:

* Reviews of existing, interim standards;

* Revision to the hierarchy for generally accepted
auditing standards—to incorporate PCAOB audit-
ing and related professional practice standards;

* Concurring or second partner review—to ensure all
public company audits include a review by a second
partner, and

* Communications and relations with audit commit-
tees—to incorporate requirements mandated under
the Sarbanes-Oxley Act into the audit and related
professional practice standards.

In addition, the Board is considering projects related
to the quality control and independence standards,
which Congress specifically addressed in the Sarbanes-
Oxley Act.
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Enforcement & Investigations

The ability to impose disciplinary measures on
errant accounting firms and auditors is one of the
strongest tools given to the Board for the protection
of investors. The Board is empowered to impose
penalties as harsh as revocation of a firm’s registra-
tion—effectively barring the firm from auditing
publicly traded companies—and monetary penal-
ties of as much as $15 million per offense.

In September 2003, the Board laid the ground-
work for its enforcement program by adopting
detailed rules to govern its investigative and discipli-
nary processes and to provide fair procedures for the
conduct of investigations, the conduct of hearings,
and the imposition and termination of sanctions. The
rules were approved by the Securities and Exchange
Commission on May 14, 2004.

The overall objective of the Board’s enforcement
program is to promote improvements in the quality
of public company auditing by taking remedial and
disciplinary measures with respect to—or, where
appropriate, barring— registered accounting firms
and associated persons that have failed to comply
with the Sarbanes-Oxley Act, the rules of the
Board, and the rules of the Securities and Exchange
Commission relating to the preparation and issuance
of audit reports or professional standards.

When a violation of those rules or standards is
confirmed, the Board will impose sanctions intended
to prevent a repetition of the violation and to enhance
the quality and reliability of future audits.

The Board will implement its enforcement pro-
gram with an emphasis on three important criteria:

o Speed. The Board believes it is important that it
promptly and efficiently investigate significant
instances of apparent audit failure. Prompt inves-
tigation will help shore up investor confidence.

e Fairness. The Board is committed to the principle
that persons charged with violations should have a
full and fair opportunity to present relevant evi-
dence and arguments in their defense before any
final determination is made.
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* Thoroughness. Disciplinary proceedings should
be based on a comprehensive assessment of the
relevant facts.

The Board shall establish...fair procedures
for the investigation and disciplining of
registered public accounting firms and
associated persons of such firms.

The Act and the Board’s rules require registered
public accounting firms and their associated persons
to cooperate with Board investigations. The Act
and the Board’s rules also permit the Board to seek
information from other persons, including clients of
registered firms and, should those persons not com-
ply, to seek issuance of a Securities and Exchange
Commission subpoena for the information.

As part of the cooperative approach to the over-
sight of non-U.S. accounting firms, the Board has
proposed a rule that would allow the Board, under
certain circumstances, to rely on the investigation or
a sanction of a non-U.S. oversight authority.



Public Company Accounting Oversight Board
Year Ended December 31, 2003

The year 2003 was the initial operating year for the
Public Company Accounting Oversight Board. The
financial statements reflect significant investments in
technology and hiring necessary for the Board to imple-
ment its mission to protect the interests of investors and
further the public interest in the preparation of informa-
tive, fair, and independent audit reports.

Each year, the PCAOB develops an operating budget
that must be approved by the Securities and Exchange
Commission, as required by the Sarbanes-Oxley Act of
2002. On April 23, 2003, the Board adopted a 2003
budget of $68 million, which was approved by the SEC
on August 1, 2003.

The Board’s start-up expenses were covered by
advances from the Department of the Treasury, as
authorized by the Act. The advances, drawn over the
first eight months of the year, totaled $20,342,000 and
were repaid in full on September 22, 2003, from the
proceeds of the 2003 accounting support fees.

OPERATING REVENUE

The Act provides that the Board be funded by account-
ing support fees assessed on issuers as defined in the Act.
The Board adopted rules for the allocation, assessment,
and collection of accounting support fees on April 16,
2003, and the rules were approved by the SEC on
August 1, 2003.

The accounting support fees or “fees from issuers,”
as reflected in the financial statements, are equal to the
Board’s budget for the fiscal year in which they are set,
less the amount of fees received from public accounting
firms to cover the cost of processing and reviewing regis-
tration applications.

Under the Act and the Board’s rules, the annual
accounting support fees are based on the average
monthly U.S. equity market capitalization of publicly
traded companies, investment companies, and other
equity issuers. However, issuers with average market
capitalization of less than $25 million and investment
companies with net asset values of less than $250 mil-

lion are exempt from the fees.

The Board issued invoices to approximately 8,500
issuers beginning in early August 2003. The Board col-
lected approximately $51 million in accounting sup-
port fees. Approximately 62 percent of the issuers
received invoices for $1,000 or less, and the largest
1,000 issuers received invoices for about 87 percent
of the total fees.

Combined, publicly traded companies contributed
about 95 percent of the total fees paid, while open-end
mutual funds provided about 4.7 percent, and other
investment companies paid the remainder.

Another source of revenue is the registration of pub-
lic accounting firms that audit public companies. This
is reflected as “fees from registering accounting firms” in
the financial statements. These amounts are not used to
fund the Board’s operations but to recover the costs of
processing and reviewing the registration applications.
During 2003, the PCAOB registered 735 public account-
ing firms. Each applicant paid a registration fee to the
Board based on the number of issuers the firm audited
in the preceding calendar year. The total amount col-
lected from registration applicants in 2003 was approxi-
mately $2 million.

Assessment of Accounting Support Fees for 2003

Fee Number of issuers
$100—500 4,244
$501—1,000 1,094
$1,001—5,000 1,911
$5,001—10,000 472
$10,001—50,000 536
$50,001—100,000 75
$100,001—500,000 80
$500,001—1,000,000 8
$1,000,001+ 4
Total 8,424
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Public Company Accounting Oversight Board
Year Ended December 31, 2003

STATEMENT OF FINANCIAL POSITION

The PCAOB financial statements have been prepared
in accordance with U.S. generally accepted accounting
principles and are presented pursuant to Statement of
Financial Accounting Standards No. 117, Financial
Statements of Not-for-Profit Organizations (SFAS
No. 117). In accordance with SFAS No. 117, the net
assets of the PCAOB are not subject to restrictions
and therefore all have been classified as unrestricted
in the financial statements. The PCAOB’s unrestricted
net assets primarily consist of its investments in tech-
nology and amounts to fund operations in the subse-
quent year prior to collection of that year’s accounting
support fees.

Cash and cash equivalents include demand deposits
with financial institutions and short-term, highly liquid
investments. The PCAOB utilizes a sweep service from
a financial institution to invest daily in overnight repur-
chase agreements, typically in U.S. Treasury or Agency
issues. Cash and cash equivalents also include approxi-
mately $300,000 of cash collected on behalf of the
Financial Accounting Standards Board (FASB). A corre-
sponding amount of approximately $300,000 is included
in accounts payable and other liabilities for amounts
due to the FASB. The Financial Accounting Foundation
(FAF) designated the PCAOB as the collection agent
for invoicing and collection of the 2003 FASB account-
ing support fees, as authorized by the Sarbanes-Oxley
Act. In August 2003, the PCAOB issued invoices for
accounting support fees of approximately $25 million
on FASB’s behalf. The PCAOB earned and was paid
approximately $210,000 for acting as FASB’s collection
agent in 2003.

Accounts receivable of approximately $2.2 million
are almost entirely related to outstanding accounting
support fees. As of year end, $567,000 of these fees
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remained uncollected. Roughly $1.4 million of the
accounts receivable balance represents amounts due
from approximately 430 issuers of American Depositary
Receipts that were assessed incorrect accounting support
fees due to errors in the market capitalization figures
used to calculate their fees. The PCAOB withdrew the
initial invoices on August 27, 2003, and issued new
invoices as part of the billing cycle for the 2004
accounting support fee. Because the fees originally
assessed to the 430 issuers were higher than they should
have been, the errors effectively reduced the PCAOB’s
2003 anticipated revenue by approximately $15.5 mil-
lion and had the effect of reducing the share of the
accounting support fee billed to and collected from all
other issuers subject to the fee by that amount.

During 2003, the PCAOB invested approximately
$19.1 million in furniture and equipment, leasehold
improvements, and information technology to build the
infrastructure of the organization. The PCAOB estab-
lished its headquarters in Washington, D.C., a regional
office in New York City, and a Northern Virginia office
for its information technology group.

The investment in information technology
included the design, development, and implementa-
tion of two proprietary software systems in 2003. The
PCAOB invested approximately $3.6 million to
develop a Web-based system for the registration of
public accounting firms. The PCAOB also invested
approximately $1.9 million to develop a system to
determine and calculate accounting support fees. For
each proprietary system, the Board considered the
costs and benefits of making or buying the system, tak-
ing into account the cost, technology, use, and security.
In each instance, the Board found that the benefits of
building the system in-house outweighed the benefits
of utilizing an existing system.



Financial Review (continued)

OPERATING EXPENSES

Program Activities

The Sarbanes-Oxley Act gives the PCAOB four pri-
mary responsibilities to carry out its mission: registra-
tion, inspections, standards-setting, and enforcement.
These responsibilities represent the program activities
for the Board as reflected in the financial statements.
Costs associated with these programs include salaries,
benefits, and other direct operating expenses relating
to the specific activity.

Supporting Activities

Supporting activities made up a significant percentage
of the PCAOB’s 2003 operating expenses as a result of
the need to establish a corporate infrastructure to sup-
port the Board’s program activities. The supporting
activities include the offices of the Board members and
their staffs, the General Counsel’s Office, Public Affairs,
Government Relations, Finance, Human Resources,
and Administration. The majority of these offices were
operational for the better part of the year. Also included
in supporting activities are costs relating to information
technology operating costs for system maintenance, net-
work support, and depreciation of information technol-
ogy equipment. At year end, the PCAOB had 118
full-time employees.
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Statement of Financial Position

Assets
Cash and cash equivalents (Note 2) $14,984,233
Accounts receivable, less allowance for doubtful accounts of $51,270 2,193,903
Prepaid expenses and other assets 635,420
Furniture and equipment, leasehold improvements and technology, net (Note 3) 16,430,878
Total Assets $34,244,434

Liabilities and Net Assets

Liabilities

Accounts payable and other liabilities $ 5,417,498

Deferred rent (Note 4) 3,028,134
Total Liabilities 8,445,632
Net Assets

Unrestricted 25,798,802
Total Net Assets 25,798,802
Total Liabilities and Net Assets $34,244,434

The accompanying notes are an integral part of these financial statements.
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Statement of Activities

Changes in Unrestricted Net Assets

Operating Revenue

Fees from issuers (Note 2) $52,851,530
Fees from registering accounting firms (Note 2) 2,038,500
Total operating revenue 54,890,030
Operating Expenses
Program activities (Note 2)
Inspections and enforcement 6,894,716
Registration 2,445,869
Standard setting 1,496,450
Supporting activities
Management and administration 13,968,312
Information technology 4,619,068
Total operating expenses 29,424,415
Operating Income 25,465,615
Interest Income and Other 333,187
Increase in Unrestricted Net Assets 25,798,802

Unrestricted Net Assets, beginning of year —

Unrestricted Net Assets, end of year $25,798,802

The accompanying notes are an integral part of these financial statements.
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Statement of Cash Flows

Cash Flows from Operating Activities
Cash received from issuers
Cash received from registering accounting firms
Interest income and other
Cash paid to suppliers and employees

$ 50,895,673
2,032,250
333,187
(19,177,792)

Net cash provided by operating activities 34,083,318
Cash Flows from Investing Activities

Purchases of furniture and equipment, leasehold improvements and technology (19,099,085)
Cash Flows from Financing Activities

Advances 20,342,000

Repayment of advances (20,342,000)

Net cash provided by (used in) financing activities —
Net Increase in Cash 14,984,233
Cash and Cash Equivalents, beginning of year —
Cash and Cash Equivalents, end of year $ 14,984,233

Reconciliation of Net Income to Net Cash Provided by Operating Activities:

Increase in Unrestricted Net Assets
Reconciliation Adjustments

$ 25,798,802

Depreciation and amortization 2,668,207
Provision for losses on accounts receivable 51,270
Increase in receivables from issuers and registering accounting firms (2,245,173)
Increase in prepaid expenses (635,420)
Increase in accounts payable, accrued expenses and employee benefit accruals 5,417,498
Increase in deferred rent 3,028,134
Net Cash Provided by Operating Activities $ 34,083,318

The accompanying notes are an integral part of these financial statements.
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Public Company Accounting Oversight Board
Year Ended December 31, 2003

NOTE 1. NATURE OF ACTIVITIES

The Public Company Accounting Oversight Board
(the “PCAOB”) was established by the Sarbanes-Oxley
Act of 2002 (the “Act”) to oversee the auditors of pub-
lic companies in order to protect the interests of
investors and further the public interest in the prepara-
tion of informative, fair, and independent audit
reports. The Act established the PCAOB as a private,
nonprofit corporation.

The U.S. Securities and Exchange Commission
(the “SEC”) has oversight authority over the PCAOB.
Among other things, the SEC has the capacity to
appoint or remove, for cause, members of the PCAOB’s
Board, approve the PCAOB’s budget and rules, and
review appeals of aspects of adverse PCAOB inspection
reports and disciplinary actions. In its oversight role, the
SEC determined on April 25, 2003, that the PCAOB
had the capacity to discharge its responsibilities and
enforce compliance with the Act. The PCAOB’s initial
year of activity primarily focused on the recruitment of
qualified professionals, registration of public accounting
firms, initial limited inspections of the four largest pub-
lic accounting firms, the establishment of standards for
the auditing profession, and the development of infra-
structure to support its ongoing activities. The accompa-
nying financial statements present the activities from
January 1, 2003.

NOTE 2. SUMMARY OF SIGNIFICANT
ACCOUNTING POLICIES

Presentation. The financial statements have been pre-
pared in accordance with U.S. generally accepted
accounting principles and are presented pursuant to
Statement of Financial Accounting Standards No. 117,
Financial Statements of Not-for-Profit Organizations
(“SFAS No. 117”). Under SFAS No. 117, the PCAOB
is required to report information regarding its finan-
cial position and activities according to three classes

of net assets: unrestricted net assets, temporarily
restricted net assets, and permanently restricted net
assets. The net assets of the PCAOB are not subject
to restrictions and therefore all have been classified
as unrestricted in the accompanying statements. The
PCAOB’s unrestricted net assets primarily consist of
its investments in technology and amounts to fund
operations in the subsequent year prior to collection
of that year’s funding. Inspections and enforcement,
registration, and standard setting are the program
activities for the PCAOB. Costs associated with
these program activities include salaries, benefits,
and other direct operating expenses relating to the
above activities. Indirect costs, such as occupancy,
are not allocated to program activities, but are
included in management and administration under

supporting activities.

Program Activities of the PCAOB

* Inspections and Enforcement. The PCAOB con-
ducts a continuing program of inspections of
registered public accounting firms to assess their
compliance with the Act, the rules of the PCAOB
and the rules of the SEC and professional standards,
in connection with the firms’ performance of audits,
issuance of audit reports, and related matters involv-
ing issuers, as defined in the Act. The Act grants the
PCAOB broad investigative and disciplinary author-
ity over registered public accounting firms and per-
sons associated with such firms.
Registration. In accordance with the Act, the PCAOB

reviews registration applications and annual reports

for public accounting firms that choose to register
with the PCAOB. Under the Act and PCAOB rules,
an accounting firm that is not registered with the
PCAOB may not prepare or issue, or play a substan-
tial role in the preparation or issuance of, any audit
report with respect to any issuer.
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Public Company Accounting Oversight Board
Year Ended December 31, 2003

e Standard Setting. The PCAOB establishes auditing,
related attestation, quality control, independence,
and ethics standards to be used by registered public
accounting firms in the preparation and issuance of
audit reports.

Use of Estimates. The preparation of financial state-
ments in accordance with U.S generally accepted account-
ing principles requires management to make estimates
and assumptions that may affect the reported amounts of
assets, liabilities, revenues, and expenses, and the disclo-
sure of contingent assets and liabilities. Accordingly, actual
results could differ from these estimates.

Fees from Issuers. Fees from issuers, which are
referred to as Accounting Support Fees in the Act, are
amounts invoiced to certain issuers whose shares are
publicly traded and to certain investment companies
to fund the operating budget of the PCAOB for that
year. Such fees are recognized as revenue in the budget
year to which they relate. The amount of fees invoiced
to individual entities is determined as prescribed in
the Act and the Rules of the PCAOB. The PCAOB
reports all fees from issuers as an increase in unre-
stricted net assets.

Fees from Registering Accounting Firms. Fees from
registering accounting firms are amounts collected from
each public accounting firm that applies for registration
with the PCAOB to recover the costs of processing and
reviewing registration applications. The PCAOB reports
all fees from registering accounting firms as an increase
in unrestricted net assets and are recognized as revenue
in the budget year to which they relate.

Cash Held for Others under Agency Agreement. On
behalf of the Financial Accounting Standards Board
(the “FASB”), the Financial Accounting Foundation (the
“FAF”) designated the PCAOB as the collection agent
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for invoicing and collection of the 2003 FASB account-
ing support fees. The PCAOB earned and was paid
$209,400 from FAF for acting as the collection agent in
2003, which is included in interest income and other in
the accompanying statement of activities. Otherwise, the
PCAOB recognizes no revenue or expense related to this
relationship and maintains a separate bank account for
all fees collected on behalf of the FASB. As of December
31, 2003, the PCAOB had $304,131 included in cash
and cash equivalents related to the FASB. A correspon-
ding $304,131 was included in accounts payable and
other liabilities for amounts due to the FASB.

Cash and Cash Equivalents. The term cash and cash
equivalents, as used in the accompanying financial
statements, includes currency on hand, demand
deposits with financial institutions, and short-term,
highly liquid investments purchased with a maturity of
three months or less. At times, the PCAOB’s demand
deposits with financial institutions exceed federally
insured limits. However, the PCAOB has not experi-
enced any losses in such accounts, and management
believes the PCAOB is not exposed to any significant
credit risk on these accounts.

Depreciation and Amortization. Furniture and
equipment, leasehold improvements, and technology
are stated at cost, less accumulated depreciation and
amortization computed under the straight-line method
over their useful lives. Furniture and equipment and
technology are depreciated over their estimated useful
lives of 3 to 5 years. Leaschold improvements are amor-
tized over the shorter of their estimated useful lives or
the remaining term of the current office leases.

Income Taxes. The PCAOB is exempt from income
taxes under Section 501(c)(3) of the Internal Revenue
Code. Therefore the accompanying financial statements

include no provision for income taxes.



Notes to the Financial Statements (continued)

NOTE 3. FURNITURE AND EQUIPMENT,
LEASEHOLD IMPROVEMENTS, AND
TECHNOLOGY

These assets consist of the following at
December 31, 2003:

Furniture and equipment $ 2,570,573
Leasehold improvements 2,598,037
Technology 13,930,475
Total 19,099,085
Accumulated depreciation and amortization (2,668,207)
$16,430,878

NOTE 4. LEASE COMMITMENTS

In 2003, the PCAOB occupied office space in
Washington, DC, New York City, and Sterling,
Virginia, on leases that expire from 2006 to 2013. The
leases include provisions for scheduled rent increases
over the respective terms.

Rent is being charged to expense using the straight-
line method over the respective lease terms. Rent under
this method was $2,342,617 in 2003. Deferred rent
expense amounted to approximately $3,028,134 as of
December 31, 2003. Deferred rent is being amortized
over the remaining lives of the operating leases.

Minimum rental commitments under the operating
leases for the office space as of December 31 are as follows:

Year ending December 31,
2004 $ 2,769,023
2005 2,812,385
2006 2,756,464
2007 2,300,821
2008 2,346,838
Thereafter 11,364,699
$24,350,230

NOTE 5. RETIREMENT BENEFIT PLAN

The PCAOB has a defined contribution retirement
plan which covers active employees. The PCAOB
matches contributions in an amount equal to 100%
up to 6% of the eligible compensation. The PCAOB’s
contributions become fully vested immediately. The

PCAOB’s contributions to the employees” accounts
were $412,152 for 2003.

NOTE 6. 2003 ADVANCES FROM THE
DEPARTMENT OF THE TREASURY

In accordance with the Act, the PCAOB was advanced
funds to cover its start-up expenses from The Department
of the Treasury totaling $20,342,000 during 2003. These
advances were repaid on September 22, 2003.
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Independent Auditors’ Report

To the Board of the Public Company Accounting Oversight Board
Washington, DC

We have audited the accompanying statement of financial position of the Public Company Accounting
Oversight Board (the PCAOB) as of December 31, 2003, and the related statements of activities and cash
flows for the year then ended. These financial statements are the responsibility of the PCAOB’s manage-
ment. Our responsibility is to express an opinion on these financial statements based on our audit.

We conducted our audit in accordance with U.S. generally accepted auditing standards. Those standards
require that we plan and perform the audit to obtain reasonable assurance about whether the financial state-
ments are free of material misstatement. An audit includes examining, on a test basis, evidence supporting
the amounts and disclosures in the financial statements. An audit also includes assessing the accounting
principles used and significant estimates made by management, as well as evaluating the overall financial
statement presentation. We believe that our audit provides a reasonable basis for our opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects, the
financial position of the Public Company Accounting Oversight Board as of December 31, 2003, and the
changes in its net assets and its cash flows for the year then ended in conformity with U.S. generally
accepted accounting principles.

Beers ¢ Clby Pllc

Washington, DC
March 18, 2004
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