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The US Chamber of Commerce is the largest busmess federat10n in the L

* and industry. We have been an advecate for the issuance of specific gmdance e
“by the US. Securities and Exchange Commission (the “SEC”Y. forissuers under " -

. E ' appreciate the opportunity to. Provrde comments in response 0 the SEC’s S AT
' 'AConcept Release onsuch gmdan R R e R S

. The Chamber has been very supporuve of most prov151ons of SOX and
- with: respect to Section 404, strongly advocates for good systems of mtemal o
A i_:jcontrol in' public companies. ' We agree that SOX has had’ positive effectsin "
©5i . causing boards, management, and external atiditors to be more thorotgh and’
i attentive in fu]fﬂlmg their resPons1b1ht1es However ‘we believe that Section'.
404 has been implemerited in such 4 way as 10 Create extraordinaryand <
' 'unnecessary burdens that are dlspropomonate to identified benefits. This has T e
1" had an extremely negative veffect on the overa]l health and compet1t1veness of _' SRR
i"l?*;'theUS capltalmarkets | PR T

Our overall comments regardmg unprovement i the unplementatwn of S

e Secuon 404 are set forth in our cominent letters of April12, 2005, October 24, "7~

L2005 Apnl 3, 2006, and May 3, 2006. In addition, Charnber representauves S T
- participated in the SEC/Public Company ‘Accounting Oversight Board

. 203-463-3101+ 202:463-5327 Fax . i

:»:_,world répresenting the interests of some three million companies of everysize: : . .

: '.‘}'Secuon 404 of the Sarbanes-Oxley Act (“SOX”) In that regard, we very'r much' e g

. (PCAOB) Roundrables on April 13, 2005, and May 10,2006, We have beenan,if;. SR

+ active voice for the busmess community on this issue because iris cnttcally
ffnnportant toa broad cross sect10n of dornest1c and fore1gn compames
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Ozemew R

S The nnplementatron;of Secmon 404 has to.date, falled for several :
, mterrelated feasons: -

'_' Audu:mg Standard # 2 (“_ 2”) 15 a vague }and dlfflcult to ap P ly standard
'._ and to date, there has beenno forrnal standard"for issuers. - .

L 'Ihe aud1t1ng profess1on_has 1eg1ttmate concerns about bemg secon
. " guessed by the plinuffs’ trial bar and its new regulator, the PCAOB.*
“o o The Iong-term risks to the proféssion-are very s1gmf1cant and there has

been every mcentlve to apply ASZ (such as 1t is) ma conservative way

. --»;~._‘?Issuers have been trapped between t.he uncertam'fdemands of ASZ _
- their own concerns about d1vert1ng cnncal reS‘Ources from researc

'Ihe result has been generally bad for: any pubh ,compames wrth b
.4 securities available i 1. the United States = a$ well as any foreign or domestic
"t companies-who may have hoped to list here in the future. The nnplementatLon
i of SOX 404 has damaged our'caprtal markets and there is an rmrnedxate need
~for, correcnve acnon : S o .

s \We are, therefore, -hopeful about' the dual undertakmgs of (1) t.he SEC-to
promulgate issuer guidance regarding internal-controls; and (ii) the PCAOB to
revise-AS2: W are-also encouraged that the. SEC and PCAOB- are seekmg to
align thelr activities to avoidunintentional confus1on “There is now a real -
., “opportunity for regulatory action on SOX 404 that. would obviate the. need for £
 any legislative adJustment to the Act. We trust that the SEC and PCAOB -Wﬂl
2 seize the opportumty and dnve real unprovement mhthe system. L

lTFor further dtscussxon of thxs lssue, please seea US Chambcr of Oommerce pubhcatron entrtled Audzlmg A
Prafe.r.rzon at R:.r.é dated ]'anuary 2006: htip:// www‘uschamber;eom/z .ubhc‘atrons/ reports/0601




, '{'.It should“be emphasmed"that the des1gn* ereatlon, and mamtenance of
- good internal controls.is a primary’ -obligation of management. While .
.auditors evaluate and determme the;suffrcxency of com:rols they should ol

, As ment10ned it nueal 10 employa nsk,based, ‘focus on those mtemal_'_f,
l V_‘_controls that are most likely to have a'material 1 impact on financil statements. .
, We agree. ‘with the SEC that the evaluation framework of internal controls will - NN
" vary depending on whit is reasonable for the issuer, - This framework, however, R
*must be aligned with spec' icﬂgtudance that alleviates the Jmplementauon issues. -
caused t_he overly onservatlve apphcauon of SOX 404 and ASZ

EEX) peczf ¢ Rmpomer

. »We"v‘s'zould suggest that;the SEC begin clearl_ statmg the goal of an |
: * appropriate examination of internal controls under SOX 404; We ™" -
.+ believe that an rmphcrt expectation has evolved - supported bythe -

~p1a1nt1ffs tnal bar, amongv others that the purpose of SOX 404 is to o

T _"nsk Unul the SEC extremely clearthat the purpose is to reach : an f“ o
- appropriate level of 2 asstirarice abotit controls - butnot obviation'of all /- -
| tisk= then the problems ‘w1th overly CONSErvtiy .rmplementatlon w111
o fremam RS : >




MS NancyM Morns

,Whlle no gmdance can address every poss1ble factual c1rcumstance, it
. should be p0331ble to establish guideposts that show the limits of rhe SRR
- analysis. ' We would also ask that the SEC indicaté what constitutes atest .. ..

- f'_j'fa.tlure and When reqmrements, on addmonal samplmg are necessary e B

Lo The Chamber supports the rdea of placmg greater rehance ot assunng ‘
- that issuers have a proper base,control structure and good enEE evel T
. “controls, alomgwit management processes that assure broadly that
S _'jfthese controls are effectlve S : g

LS (We Would strongly encoura ge the SEC to specrfrcally address fraud

* . “controls, As noted above; one of the most fundamental problems isa~ . % L,
S popﬁar rmsunderstandmg about the reasonable role of SOX 404 analy51s_f. __ R A
- - and auditing generdlly - in Preventing fraud: Expenenced accounting .0 T ¢

+ - professionals know that there will be companies with excellent internal .~ .,

" controls and superb audits that will, nonetheless; fall victim to collus1ve e

. fraud.’ While it may not be easy or pleasant, the SEChasacore =~ . 7,

"« obligation to educate'the public. about this fact'and provide issuers vv1th e P

- rguidance as to the reasoned limits on control evaluation under SOX 404, .~ = . "
.- Wealso encourage the PCAOB to quickly and thoughtfully bring closure..l e

© . onthe procedures that should be employed by extemal audrtors R
-."’detectfraud"‘”‘" G C R S

o "The Chamber supports the SEC’s August 9 2006 release proposmg a’ SR A L
- " “one-year transition periodfor newly public companies, We believéthat -~ .- ¢
o this will prov1de relief for start-up costs incurred during the first: year
+We continue t6 urge the SECto delay rrnplementauon for ron-
-~ accelerated filers and foreign. pnvate issters until the new and revised
 standards have been tested by experience and proven to have been
o successful mn- allev1at1ng key nnplementauon 1ssues L




Ms NancyM Moms
i September 13 2006 GRERT
| §v_:..Page 5. P

L It is unportant that the SEC and PCAOB address smaller pubhc

. companies as they are - in termsof personnel and resources - and not
. apply SOX 404 in a way that fequires them to radically alter their .
”v"operauons or business ob)ectwes Developing “scalable” gtudehnes

- means clearly defining what is “acceptable,” even if that means
©© . sotnething less than perfect As a clear example, appropriate. span of
.. ¢ .control'should = as'a matter of loglc = have 4 different application ata*
0 company with $1 million in revenues when compared toa cornpanywmh

" “'$1 billion in revenues. “Scalable” doesn’t ‘mean two (or more) different
- standards or fundamental differences is levels of assurance.- It does,”

o fof company may not, be required for assurance-at another

3 \X/'e contmue to beheve that not all mternal controls need to’ be evaluated

" '-penodlc Testing, and () tF

i “however, mean acknowledgmg that what rmght be’ necessary at one type T

e'testing of controls that have Changed o

L ~established baselige conditiors;* In addmon, testing by external auditors TR

should reflect the work of internal parties. This would. reduce some of . N

'-“'the vahchty of frnancml statements,_,p S

- the'unnecessary cost burdens while rnatntatmng a structure that protects R

[ ”»’""One of the uruntended consequences of SOXIS that compames are’ L E R

- forced to delay system unplementanons or business process changes
o ‘planned for the second half of the year in order 0 obtaln aclean. -
- attestation résult from the audit firms. We encourage the SEC 0
e c0n51der solutlons 10’ avord these unnecessary delays-: o

o “use of Judgment the mspecuons appear to be far reachmg

Management s Evaluauo :

v In absence of dlrect guldance for 1ssuers,
o rely on AS2 in'its eyaluation of internal controls. ‘Unfortunately, AS2 was' -~
not well- de51gned forthis purpose. (nor 'was the PCAOB ever intended to be a

nnportance and pnmacy of management s ,own assessment of 1ts mternal

E \X/e Would encourage the P CAOB to umfy the approach of 1ts standard e
" setters and 1 mvesugators While the standard setters are enCOuragmg the Pl

management has been forced R

_egulator of 1ssuers) Among other thungs, this has served 10 de- emphasme the L
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| ffpartlcularly problematrc Issuers do not have enough gutdance o
.. devermine which systems ~ and which levels of systems - need t0 be

" evaliated in order to obtaina reasonable assurance as tothe .o

- effectiveness of internal controls over financial reporting. Asan :
: example excessive time, energy, and expense have been. devoted t0 the :

hsea s1gmf1c', t risk to the alidity of the fmancral

- "in'questiont ‘could

L ~ been. presumed 10, be about eliminating all busiriess risks, instead of -
- simply assuring the reasonable vahd1ty of the fmanc1al statements.. In
" addition, 51gn1f1cant confusion exists on how to assign monetary -

~entity:] level or business process controls. We would strongly urge the

'-,:]analys1s to the intent and purpose of SOX 404

‘‘‘‘‘

"~ the SECto prov1de as. many ﬂlustrattve examples as possible (mcludmg
i 'b,f,{‘examples of overly conservative lmplementat10n) and also establisha
- systemn for the ) prov1s1on of on—gomg advrce and gtudance T would be .
o flady s Lnappropnate for the SECto issue a standard and then make it “thefa,;f,
- issuer’s problem” to figure out what it means. This comment most . . .
';;part1cularly apphes to the meaning of critical but fundamentally hard-to-
_ '?*deftne terms, such as matenal Weakness,” “srgmf cant def1c1ency, and
S “more than remote " e S e

. ‘We have rece1ved a number of complamts to the effect that askmg for
* - advice - from cutside auditors or others - can itself be construed asa”
SR matenal weakness.” In short, if - you néed to ask then you don’t know, o
- andif you don’t know then there must be a matenal weakness. This~

- onlycreates a. dJs1ncent1ve 105 eek expert : advice on difficult 1ssues.'. The

_evidence as to Whether a matenal weakness doés.or does not exist,:

R .be seen, as a strength on its part “not a‘weakness S

: .evaluaﬂon ‘of access.controls’ w1t_hout regard to whether the access pomts o

- reporting of the corripan}’ ‘This. is certamlyan area where SOX 404 haS Vo T

exposute toIT def1c1enc1es especm]ly when they have been rmugated by o

| SECto work with the issuer éommunity and the IT industry to develop :
" specific standards regardmg the evaluation of IT systems that lumt thel

As noted above, thle no standard could comprehens1vely address everys 2,‘3

-+ SEC must: make it clear that a’ request for gtudance should not be used as :

After all the recognmon by an issuer that a problem rrnght exist sho ul d b gy
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‘ The SEC should issue guldance as'to ‘the appropnate apphcauon of the
 requirement that the management assessment be “as of” the year end.:
“There is tremendous: confusion about the timing, of the‘examination of
“interrial contro]s and the value - or, mofe appropnately lack of value -
| of the expenence w1th controls that 18 obtamed over t.he course of an

There is currentlyan excessive number of restatements Many are dnven'f

by remterpretauons ’ of long—standmg accounting treatrients, .

- Accounting is not an exact science and dlsagreernents about appropriate .,

- application of complex accountmg standards are not necessarly evidénce

' of failure.. In fact, the view that ¢ change = fallure” does a dJsserv1ce o
the mvestmg pubhc by unphcu:ly commumcatmg a false precmon

,,,,,

: educate mvestors about the hnnts of accountmg and fmancml ik

statemnents, In that régard, we believe that there are many c1rcumstances
“‘when a restatement should not be. construed as ev1dence of a matenal K
Weakness 1n mternal controls

st

Separately, we contmue o0 support‘an overa]l rev1eW by the SEC and the
- PCAOB of the current standards for restaternent, including an "
 examination of the impact on investors of restatements that do' not
result in 4 material change in the overall financial pexformance or ;
prospects of an issuer. Restatements can undermine investor conf1dence“f
in an otherwise sound systemiof 2 accounting pnnc1ples Tothatend, .. = R
. when the SEC considers the need for a riew. interpretation - -of GAAP tllat" A
has previdusly been generally accepted in the marketplace; it should do - '
50 prospecuvely as opposed to retrOacuvely 50 as not to undermme
mvestor confldence NPT -- e e




\\‘.'
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DoCument"atiOn t'o'/_'Sli'"i ' ‘ort'_the,Asses'sment s

Dunng the fust two. years of unplementatron itis clear that acceleratedv »
llers often over-documented mtemal controls in absence of specific guldance
' Non-accelerated filers do not have access to the same resotirces and. therefore
‘would be put ata s1gn1f1cantly greater dlsadvantage by overzealous VU
{documentatlon requrrements i oo N

e S pmf 3 Retgbomet

A lack of documentatlon should ol ;"be confused W1th poor mtemal
trols. St aller companies; in- part1cular, oftenhave good
" internal controls: that are sunply insufficiently documented. While -
. ".l-_docurnentatlon is important in order for systems to, be:auditable, we -
- would urgeé the SECto closely evaluate documentation alternatives' and

- determine whether there are “low tesource cost” *‘solutions that rmght be
S "!'acceptable for smallef compafiiés, even if they are not appropnate for ks
o ,flarger compames Wltl'l more complex control systems S

We would encourage the SEC o further examine footnote level L
 information, particularly as how to measure the matenahty ofa 7

- ‘-:‘)‘def1c1ency Not all footriotes are created equally and those that merely

Cgive information on routine accounts- such as the composition-of *

" . invenitory are demonstrably less i important t than others like the
"'fj‘j,cllsclosures of off balance sheet conmngencres @ne solution would be
- toexpressly: rule some footnotes out of the 404 scope and develop
’_'."""bnght hnes test for_' clusron/ exclu31on for all other footnotes

: Cb/éb/zgsza/; G

S In summary, "the Chamber'rs very supportwe of systems of good mternal
controls mairitained by management.. We look forward to the- forthcommg
guidance from the SECand PCAOB providing clear and specific ..~ .
.. recommeridations for issuers'and auditors. In absence of specific gmdance we
! fear that the current amblgmrywﬂl continte to cause unintended: ‘consequences,’
| 'clucllng dlverung management ttme away from valuable busmess operauons




Ms NancyM Morns
- September 13 2006

Ll The Chamber comu nds your dedrcauon to achlevmg a long-terrn

solutlon that will beneflt isstiers, auditors, mnvestors, and the health and’

* competitiveness of our capital markets.. Thank you: for you con51derat10n and
"we Would be happy to dlscussl our comments Wlth the relevant staff :

v .Chnstopher Cox, Chauman, US Sefu;r_m and Exchange Comm1ss1on, S
-Paul S. Atkins, Commissionet, U.S. Securities and Exchange Commission

‘Roel C. Campos, Commissioner, US. Secunue“'and Exchange Commission
Kathleen L. Caseyy Commissioner;U.S. Secuities and Exchange Commission -
R ,',";_‘;-Annette L. Nazareth, Commissioner; US Securities and Exchange Comrmssmn :
" Mark W, Olson, Chairman, Public Company Accountmg Oversight Board -
" Kayla J. Gillan, Member, Public Company Accounting Oversight Board.
.~ Daniel L. Goelzer; Member, Public Company Accounting Oversight. Board :
- Bill Gradison, Member, Public 'Company Accounting Oversight Board © . .-
Ao .Charles‘D Niemerer Member Pubhc Cornpany Accoum:mg Ovemlght Board




, BIOTECHNOLOGY INDUSTRY ORGANIZATION (BIO)
I ' TECHNET | :
" TELECOMMUNICATIONS INDUSTRY ASSOCIATION (TIA)
i | ELECTRONIC INDUSTRIES ALLIANCE (EIA)

' SEMICONDUCTOR INDUSTRY ASSOCIATION (SIA)
ADVANCED MEDICAL TECHNOLOGY ASSOCIATION (ADVAMED)
: MEDICAL\DEVI'CE MANUFACTURERS ASSOCIATION (MDMAY)
ASSOCIATION OF BIOSCIENCE FINANCIAL OFFICERS (ABFO)
CALIFORNIA HEALTHCARE INSTITUTE (CHI)

) September 12,_2006 ‘

o X ¢ K
© Chairman Christopher Cox |
-~ ‘Commissioner Paul S. Atkins * -

- ‘Commrssnoner Roel C. Campos , '
' Commmissioner Annette L. Nazareth
Comm1551oner Kathleen L. Casey
' U.S. Securities and Exchange Commission
100 F Street, NE- = :

S Washmgton DC 20549

v o Re: Concept Release Concemmg Management s Reports on Internal Control Over
S Financial Reportmg (F1le No. S7-11 06 Release No. 34- 54122),

Intemal Control Over F inancial Reportmg In Exchange Act Penodrc Reports Of v
- Non-Accelerated Filers and Newly Pubhc Compames (F ile No.S7- 06 03, Release )
No. 33- 873 l) L ‘ , S

-Dear Mr. Chairman and Commrssmners:. .

~ On behalf of the biotechnology, healthcare technology, high technology, information and
communications technology, electronics, and semiconductor.industries, we urge the Securities
and Exchange Commission to expeditiously adopt Section 404 reforms, in the form of arule,
based on a reform framework that is cost effectlve ‘scaled”, and “proportional” to the size and
. complexity of corporate structures. R o EE

1 our member compames mclude the management of a majonty of mlcrocap and smallcap
companies in the U.S. high-growth sectors. As we indicated in our letter to the Commissionon
.- April 3, 2006, we fully support the or1g1nal goals of the Sarbanes- Oxley Act (SOX) and recognize

** the need for responsible internal control standards that create meanmgful and transparent N
* financial reportmg for 1nvestors :

! The 1mplementat10n of the SOX Sectlon 404 requlrements howeyver, continues to have a
significant 1mpact on smaller public companies that is disproportional to its benefits for the
. investors. The result has been a negatlve impact on Amerlca s ab111ty to innovate and malntam its.




The Reform Framework Should Be Pr1nc1ples Based

global competitiveness in the. h1gh growth sectors of our nat1on s economy. For these reasons,
we urge the Comm1ss1on to exped1t10usly adopt Sectron 404 reforms. as described below.

We welcome this opportunlty to provrde comments on the Concept Release and appreciate the
'Commission’s recognition of the compliance challenges and costs faced by small businesses as
deta1led in the Final Report of the Advisory Committee for Smaller Public Companies (Advisory
Comm1ttee) and the April 2006 report of the U.S. Government. Accountab111ty Office (GAO). It
 is our hope that the changes proposed by the Commission and the Public Company Accounting -

Overs1ght Board’s (PCAOB) plans to provide further Auditing Standard #2 (AS2) reforms will be '
“| critical steps towards fundamental reform of Sect1on 404 that-addresses the 51gnlﬁcant :

comphance burdens on smaller public compames and supports 1nnovat10n

For the high- growth 1ndustr1es the lmplementatron of SOX Sectron 404 has had a srgn1ﬁcant
. impact on the long-term competitiveness of American compames and the U.S. capital markets.

. . Section 404 has imposed cost burdens on high-growth companies and their management far
" 'beyond what Congress intended and what is needed to protect investors against corporate fraud.
- These d1sproportronal compliance burdens have been described to the SEC and the PCAOB by

participants in the Section 404 Year Two' Roundtable drscussrons and were well documented'in .. -

;! the Final Report by the Adv1sory Comm1ttee =

U As currently implemented by the Commission andthrough the guidance prot/ided by A82

Section 404 places disproportional cost burdens on America’s smaller compames whrle specific
beneﬁts are d1fﬁcult to 1dent1fy ’ :

Asthe Adv1sory Commrttee recommended after its year-long review of Sect1on 404 1mpacts
‘without a revised implementation framework, the current “one-size- ﬁts—all” approach of Section
404 and AS2 will continue to hamper the ability of smaller public companiés to invest in research
‘and development and to gain access to publ1c caprtal markets thereby _]eopardlzlng the

, compet1t1veness of smaller compames

To ensure the continued 1nnovatio’n and vitality of America’s public' companies, ‘including the

" smaller companies engaged in the high-growth industries —- hrgh technology, biotechnology,

medical devices, electronlcs telecommunications and semiconductors, as well as the American
institutions that provide access to public capital -- a principles-based reform framework should
be adopted in the form of a rule by the SEC to be 1mplemented through AS2 revisions.

The Reform Framework Should Be Based On The Followmg Prmcmles

e ’Reforms must reﬂect rational cost/benefit balance. -Cost burdens imposed by increaSing
complex1ty of required | internal controls must yleld 1ncreased benefits in assur1ng greater
investor confidence.

1 Diring the-May 2006 SEC-Roundtable on SOX Section404 Year Two Compliance;:the former SEC Commissioner
Joe Grundfest also recommended fundamental Section 404 reforms for'smaller public companies. Mr. Grundfest -
suggested that the Commission and PCAOB amend AS2 t0 incorporate many of the findings made by the Advisory
Committee. He also recommended that AS2 reforms should redefine the objective of the control audit process so as to:
reduce auditors incentive to examine controls that are unlikely to have material 1mpact on smaller public companies.
Fixing 404 by.J oseph A Grundfest Stanford Law School May 1, 2006 ’




e . Internal control requirements should be “scaled” and “proportional” to the size of product
- revenues and complexity of corporate structures. '

o * Scaled and proportional reform should be based on the principle that the level of
risk and ‘product revenues are intricately tied; product revenues drive the
complexity of corporate structures and the: correspondmg need for more r1g1d and
. establrshed 1nternal control processes ‘

o Reforms should support management s incentive to ma1nta1n an effective and- -
' integrated system of internal controls to produce accurate financial reports, which
. ‘are most important to investors. The internal controls necessary to meet Section
404 should be “integrated” and consistent with the level of controls necessary to
" 'meet the CEO and CFO certifications of company ﬁnancrals as required under
Section 302 of SOX. : : .

¢ Reforms should prov1de clear rules that are risk-based and mater1al to the integrity of the

financial statements. ,
o. . The rules must provide a clearly deﬁned scope of requrred assessments with a
focus on ent1ty—level controls mater1al to f nanc1al statements :

¢ Frequency of internal control testing should be .determ1ned by ch‘anges in established
:baseline controls and not merely by the calendar. -~ : :

: l) lieforms Must Achieve Cost/Benefit Balance. L

We fully apprec1ate the Congressronal intent behrnd Sect1on 404 ensur1ng that companies have
in place effective policies, procedures and controls to protect against material misstatements in -

. financial statements, and to prevent fraud. However, as currently 1mplemented AS2 does’ not

requrre a cost/benefit balance as part of its, objectrves

The majority of smaller publlc companies simply do not have the manpower or the resources to
perform the requirements under AS2. As most do not have more than one or two-dedicated staff
to the internal audit function, these companies are forced to either hire additional internal audit

. personnel or engage external consultants to perform the management assesSments necessary to

' meet the requirements of AS2. As a result, many of our companies are incurring additional

.| consulting fees in addition to external auditing fees. Many smaller companies; in order to
- complete the mandated internal control processes and the ‘‘checklist” dictated by AS2, are

required to increase their accounting staff by as much as 50% n addrtron to: h1rmg add1t1onal
consultants s ' ;

, Smaller public compan1es have hm1ted resources, leaner statfs and trghter budgets Given the

d1sproport1onately high cost of Section 404 compliance for smaller companies, it is our
experience that many are forced to redirect funding from other investments, including R&D and
the hiring of additional engineers or scientists, all of which are critical for continued innovation
and survival of'a company:. For example, a small company with $150 million in market

- capitalization but no product revenites. recently paid more than $1 million for costs associated -

- with Section 404 compliance. Such costs are typical and often do not includea company’s

- - indirect costs of complying with Section 404, or the costs associated with non-accountrng staff
e 'performmg the internal control work due to the shortage of avarlable resources. :




S

Due to Sect1on 404, audit firms now have a requ1red audit process entrrely separate from the

1 typ1cal financial statement audit process, generating fees almost equal to or greater than the

‘charges for a financial statement audit. This was clearly not the Congressional intent.- The Senate
{Committee Report on Section 404 was specific: “The Comm1ttee does not intend that the
lauditor’s evaluation be the subject of a separate engagement or'the basis for increased charges or
ifees”.. Such windfall is attributable ot only to the process. imposed by the large accounting firms
{but also to AS2, as promulgated by the PCAOB." The current standards require very prescriptive

; procedures that aud1tors must follow to-perform the separate attestatron with little room for an
- audltor s Judgment - : ;o

V Investor conﬁdence and trust in publ1c compames has 1ncreased asa result of the passage of SOX~

|asa whole in spite of Section 404 and not necessarily because of it. Important and effective
‘provisions of SOX include whistleblower protections; increased enforcement powers, such as the

~ISEC’s increased ability to obtarn officer and director bars; auditor independence requirements;”

“'and, perhaps most 1mportantly, CEO and CFO certifications of company financial statements.

junder Section 302. As we saw in the ﬁrst and second years of Section 404 1mplementatlon
linvestors and the market generally had no market reactron when a company reported a “material

" ,weakness” in intérnal controls under Section 404.* Thus; we believe the costs of the .
" .“implémentation of Section 404, particularly for smaller publrc companies;:clearly outwe1gh any

"beneﬁts that are d1rectly related to Sectron 404.

“ ) Reforms Must Be “Scaled” And “Proportronal” To The Level of Product Revenues

In achlevmg scaled and proportional reforms that are: rlsk based it is critical that Sectlon 404

reforms establish a concrete-basis for the required levels of internal controls. As recogmzed by -

. "ulthe Adv1sory Committee in 1ts Final Report and strongly supported by our members, Section 404
~ reform should be based on a “revenue filter” or revenue metric, partrcularly product revenues.
~+“'This approach reflects corporate reality in'that product revenues drive‘the complexity of ‘corporate

_ structures and the corresponding need for 1ncreased mtema] controls to-protect agamst financial

: fraud

‘ lScalmg Sectron 404 requrrements in part on product revenues is crrtrcal to smaller companies in

our industries. Biotech and other innovative start-up companies generally have very low ~
revenues compared to their market capitalizations. For example, it is not uncommon for an early

stage public biotech company with a market caprtalrzatlon of $700 million to have product

revenues of $1 m1111on or ]ess

For smaller public companies, as deﬁned by the level of product revenues the reform framework

should focus on the internal controls necessary for CEO and CFO certifications of company

: wfmancrals as currently required; under Section 302 of SOX. The proposed-reform supports

‘management’s incentive to maintain effective systems of internal controls and produce accurate

" financial reports which are most important to fi nancial markets and investors. Section
l3(b)(2)(B) of the Exchange Act requires, as it has since 1977, that public companies maintain a
. system of internal controls that provide reasonable assurances as to the accuracy of financial -

" reports. Under section 302, each CEQ and CFO must certify that the financial statements fairly

» present in all material respects t the financial condrtron of the company, and disclose all

2 See e g., Neil O’Hara, An Analysis of the'(Non) Impact of SOX 404 Comphance Week March 8,2005: In addmon .

- At the 2005 SEC and PCAOB Roundtable on Section 404, a representative of Moody’s on one of the panels stated that,

-

* ofthe 71 companies disclosing material weaknesses they constdered in detail, they ultimately issued a negative rating

action on 12; or 20%, of the compames Thus credit rating agencres ‘had no adverse reactron to approxrmately 80% of '

. the companres Tl TS : S

i
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weaknesses in the internal controls that could adversely affect the company’s abil 1ty to record
K ’, process summarize and report f nanclal information, among other th1ngs

: i 3) Reforms Must Be Rrsk-Based. _

"  The prescrrpt1ve nature of AS2 i inits current form deters both management and audrtors from

.| taking a risk-based approach to pr1ormzmg key financial controls under Section 404. As

j\ currently implemented, for smaller companies, management has little say in determining the
' scope and identification of necessary internal controls. Often, management implements extensive
, i‘ assessment plans developed by their auditors. As currently required, AS2 providés limited

- ,opportunity for management or external auditors to take a risk-based approach. AS2 thereby
-~ limits the ability of management and auditors to focus on the necessary controls, especially at the
‘ entrty—wrde level, which ultimately could. have a material impact on their financial statements as
o ' required under Section 302. In short, the management and audltors are compelled to focus on the
breadth of controls rather than the depth of necessary controls. :

¥ ln fact, most-small cOmpanres currently ‘match their internal reviews to the requirements of the
“I external reviews. They do not see how it could work any other way. If companies were truly .

i performing their own internal audits for fraud and accuracy, they would not follow the current -
! AS2 internal control requrrements because many of these processes evaluate items thatare
~ | immaterial for smaller compames :

P Just to provide two examples of processes lackmg a ratronal ba51s a blotech company $
o - management was required to sign off on-every page of its Controller’s 150-page close book; and-
 the same company also received a deficiency because its accounting software did not require - -
passwords to be alpha-numeric.  Additionally, for smaller public companies, cross-training and -
1nterchangeab1hty of staff is often more valuable than the strict segregatron of duty that is

requlred under Section 404 sometrmes to a point of dysfunct1on

Other examples 1nclude a lack of ratronale in addressmg certain 1nformat10n technology an-

7 controls The current external auditor-driven approach requires extensive testing of internal

' controls over IT as it relates to entire company and not just IT systems related to fi nancial
reportmg ‘Under the current system company management cannot rely on the ¢apabilities of

i external service providers (i.e. payroll providers, tax firms and transfer agents) if no SAS 70

" |'reports are.in place. Thus, most companies are left to either pay for the external service provider

-1 to obtain the SAS 70 or put extensive controls in place surrounding'the information that the

* Iservice prov1ders provide, mcludmg extenswe manual recalculatrons

" 'Under ASZ auditors are so focused on the detail and the. shear breadth of the mtemal controls and
- testing that there is little room for judgment-and clear perspective over the overall process goals:

o Addmonally, management has such extensive compliance requirements, including sign offs;
= | 'recalculations and documentation, that many company managers have less t1me to evaluate the
i reasonableness of their disclosures. :

o As prev10usly discussed, the opportumty cost of time. spent on complymg w1th documentatlon
| testing and review of internal controls is time that could be directed toward functions that add
i value to the company and its shareholders (i.e. training staff forecastmg, modelmg, momtormg,
: brmgmg in-house tasks done by extemal partles)



4 Frequency Of Intemal Control Assessments Should Be Determrned Bv Material Changps In
2 Key Financial Controls. . : :

. Frequency of internal control testmg should be determined by changes in established basellne
' entity-wide controls. As currently implemented, AS2 fails to recognize the value of cumulative
knowledge and relevance of changes in key control areas that matter to the reporting of financial
statements Periodic testing or testing when-a material change has occurred could alleviate the

" excessive duphcatron year after year that further adds to the high cost and burdens imposed by

- Sectron 404. o : : :

» '5) Addltlonal Deferrals For Non- Accelerated F11ers And Newly Publrc Compames Should Be
‘Prov1ded Until A New Reform Framework Is Implemented

4We fully sUpport the Commrssron s proposal to provide ﬁnther‘implementation deferrals for non-
' accelerated filers (small companies under $75 million in market capitalization) and for newly - -
' publrc companies. -In light of the current uncertainties due to the anticipated reforms by the’

. Commission and the PCAOB and potential changes to AS2 requ1rements we believe it is critical

to further delay both the management assessment and external auditor attestation requirements for -

hon-accelerated filers as well as newly public compames until a settled guidance can be provided

~ - and revised AS2 rules have been implemented for a reasonable time. In fact, non-accelerated -

- filers and newly public companies should not be required to comply with Sectron 404 until a full
assessment can be made by the GAO on the cost/burden impact of the newly revised AS2 rules.

.A i . ‘ .
‘Conclusron

As representatlves of the’ hrgh -growth. sectors of the U. S economy, we apprecrate this oppertunity .-
- to comment on'the concept release. We belreve that principles-based reforms that focus on cost -
effectiveness, that are risk based, and that are scaled and proportional to the level of product -
revenues and complex1ty of corporate structures will achieve the orrgmal intent of Section 404 — -
achieving internal controls that provrde 1nvestors with the optlmal level of conﬁdence inthe ..
fmancral mtegrlty ofa pub]rc company '

o We thank you for your consrderatlon of our views and we urge you to expedrtrous]y adopt a
reform framework that’ provrdes fundamental relief to smaller public companies and that supports
innovation in thie U.S. high-growth sectors We look forward to working with you to achreve

v these 1mportant goa]s i ' :

Srncerely,

"',‘@Ww
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To Save New York, Learn From London

‘By CHARLES E. SCHUMER and MICHAEL R. BLOOMBERG
Navember] 2006; Page A18 - .

] .
In recent months there has been a lot of media chatter about the possibility of London taking over

New York's position as the world's financial capital. Such speculation, although overblown, has -
focused our attention on a broader and legitimate concern: Unless we improve our corporate

' cl1mate we risk allowing New York to lose its pre-eminence in the global financial-services sector
Tlns ‘would be devastating both for our city and nation: -

t

3

One of the engines of growth for the U.S. economy, the f1nanc1al -services 1ndustry in New York
has long possessed significant comparative advantages over London and all other cities. These
advantages include the broadest, most efficient and liquid capital markets in'the world, and a
concentrat1on of the world's biggest financial firms -- which have a much larger presence here than
anywhere else. This city dominates global private-equity markets secondary trading markets, and
mergers and acquisitions.

New York has unparalleled quality of life and cultural diversity, which global companies
inCreasingly seek, as well as a dynamic labor market:-- our unemployment rate is lower than the
nation's. Taken together, these advantages explain why New York's ﬁnancral sector employment
" nu]mbers are greater than any other city's. - : :
' Yet while New York remains the dorrnnant global exchange center,;we have been los1ng ground as
the leader in capital formation. In 2005 only one out of the top 24 IPOs was registered in the U.S.,
‘and four were registered in London. London is gaining ground in other areas too, but it is not. only
London we need to worry about. Next year, more money wrll be ralsed through IPOs in Hong
Kong than in e1ther London or New York :

_We cannot ignore these warning si’gns. That is why New York has hired a consulting firm, which -
- 'will issue a report in November identifying the specific variables that are negatively impacting our
financial-services industry and reCOm_r'nending an ‘action plan to correct them.
| . . : :
Based on the-work completed so far, there are four factors that bear close attention: globahzatron of .
“the capital markets, overregulation, frivolous litigation and incompatible accounting standards. The
ﬁrst factor is beyond our control; advances in technology and commmunication are allowing capital ~
to ﬂow more freely, making it much easier to locate financial activities anywhere in the world. But
we can, and must, do something about the other three factors to maintain and expand our
competrtrve edge.. S : ‘
Flrst what lessons can we learn from other nations' regulatory systems" Currently, there are more
than 10 federal, state and 1ndustry regulatory bodies in the U.S. The British have only onesuch
~ body. Industry experts estimate that the gross financial regulatory costs to U.S. companies are 15
times higher than in Britain. Beyond cost savings, the British enjoy another advantage: While our
regulatory bodies are often competing to be the toughest cop on the street, the British regulatory
body seems-to be more collaborative and solutions-oriented. :

. With the benefit of hindsight, the Sarbanes—Oxley Act of 2002, which imposed a new regulatory



S
.

r frajmework on all public companies doing business in the U.S.; also needs to be re-examined. Since
its passage, auditing expenses for companies doing business in the U.S. have grown far beyond
: anythrng Congress had anticipated. Of course, we must not in any way diminish our ability to
detect.corporate fraud and protect investors. But there appears to be a worrisome trend of corporate
leaders focusing inordinate time on compliance minutiae rather than innovative strategies for
growth for fear of facing personal financial penalt1es from overzealous regulators.
| . ‘ :
- Second, what lessons can we learn from other nations' legal env1ronments‘7 The total value of
- securities class-action lawsuits in the U.S. has skyrocketed in recent years, to $9.6 billion in 2005
- from $150 million in 1997. The U.K. and other nations have laws that far more effectively
discourage frivolous suits. It may be t1me to revisit the best way to reduce frivolous lawsu1ts
w1thout ellmlnat1ng merrtonous ones.

,Thrrd what lessons can we learn from other nat1ons ‘experiences with international accounting
. standards‘7 Most European and Asian countries have already begun to adopt international - .

: accountrng standards, which businesses tend to prefer over the American system. Yet we have set

no: t1metable for domg the same. . . o oo i :

In the last quarter of the 20th Century, we achieved an almost exquisite balance between regulation -
. and entrepreneurial vigor in American financial markets. We learned that too much regulation =~
‘strﬂes entrepreneurship, competition and innovation; whrle too little: regulatron creates excessive

rrsk to 1ndustry, investors and the overall system. : -

Thrs delrcate balance has been upset by technologlcal advances making it much easier to locate
, ﬁnancral services activities anywhere in the world.*As a result, foreign markets may be tempted to
_lower regulatory requirements to achieve a temporary competitive advantage. Though deregulation’
may help some countries gain more business in the short term, over the long term it could hurt the -
’ stab1l1ty and reliability of the global marketplace :
' New York cannot afford to lose its place as the global leader in ﬁnanc1al services. We have to
' carlefully redefine this balance of 1nnovat1on and regulatlon That is what we seek to do over the
' next several months. -
Our ab1l1ty to do that, and to answer these three quest1ons will determlne the future of New York -
- and in many ways, the'nation. If we do not rise to the challerige, the speculation that New York is
‘ los1ng its pre-eminence in the global marketplace w1ll become more: ‘than just chatter.

M. Schumer isa Democrattc senator from New York Mpr. Bloomberg is mayor. of New
York City. ‘
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" leasti in'the short term. "

"‘pames handed the U.S. Securities &
S Exchange Commrs‘

hundreds of thousands of do]lars trylng
“to comply withit, - o

t.‘-va‘mﬁ‘nnis; REPORT

LLUSTRATION BY TIM BOWs

'have untll ]uly 15-;;2007 to ﬁle‘
~their first annual report: “The:

5 SMALL COMPANIES that were hopmg':‘}
' -,for some regulatory rehef from the -
>+ most {onerous provision: of the Sar-—

* bahes- Oxley Act are out of - luck, at.g_

®n Apr 23,the 21-person Advxso- i
ty Commlttee on Smaller Publi¢ Com-’"'_‘ :
- not an-easy task,” says: ‘Thomas "

Hartmann, a partner at Detrortl T
.lawﬁrrnFoley&Lard"‘ ] "

: work miore efﬁcxently is- Tikely to © -

alist of 33 rec-
“ommendations on how to make Sarb-,"
Oxi comphance easier for small public -
~comipanies. The: most strrkmg proposal'
“would have exempted the smallest from
" the’ burdensome Sectron 404 untxl the .
. $EC can figiire olit 2 way to tailor it to,
. them, Section 404 requires thatcomipa- -
_'mes cornplete an internal audit of con= -
trols they ve already established. It’s not
" uincommmon. for. businesses:, to spendf’,' ’

S < says Feeney‘. For now it; seems theyj
But on May 17 SEC’ Charrman:-_-_ ‘ '
Chnstopher Cox sxgnaled his opposi-
tion;“He and the other commissiéners .’
“have 1nd1cated that. they would rather.
“make 404 work more eﬁiaently than :
[talk] about exemptrng smaller compa-,
SEC spok manJohn Heine.’
s that compames ‘with less than‘ oy

S 875 1111 nof pubhc stockoutstandmg ile

B CG In 1998 we started aslﬂng all our customers ﬁve srmple BEE.
-'fquestlons Untllwe did that; it was Hard to know if we were " | i
" .grvmg the customer what theywanted Wehavetobe =+ .
.measuring oonstamly We have tolook at last week and last

at that tlme th callyou awsmnary ,,

best they can hope for, he. says, is -
to see the date postponed R
The idea of makmg 404 .

be “a very- lengthy process. and

» (R—Olno) remains chau'. of the House S TR
- Financial Semces Committee. ERRTER
7 "Thes SEC commxttees récommens- -
: -datrons followed a:13-month’ rev1ewf'. h
~Somie in Congress are. trymg tox ofthe accounting and financial report=
keep the exempti idea; afloat. On, ""vmg "6f smaller busmesses, mcludmg Co
‘May 17, Representauve Tom" Feeney.f” their audit procedures.and the process "
(R—Fla) introduced a Bill, that would - of going’ ‘public. The committee had *

amend 404 to exempt compames switha  recommended that compames ‘be
éss' " “grouped into- tiers by market sizeand -

that those with less than $787 mxllxon,_ N Sl
in market capxtahzatron be exempted ERRRECRLE
v -;'from 404, ‘About- 7,400 businesses . .- .- o
, .-would have quahﬁed That’s: 79% of BT
; ;,pubhccompamesbutonlyabout 6%of e

- 'the total pubhc market caprtahzanon ;
im’ . The exemption; would have remaine
in place until a new set of internal audit.
rules was " established specrﬁcally for, - S
‘smaller ‘companies. Now it may not go e
‘mto place atall 63 g ‘

was: d1sappom d by the SEC response

earand be prepared for tomorrow and next month’ And

. ——NAPOIEON BARRAGAN ] Lo
. ﬁu,,d”anddanmqu’l 800-1|mmsss_ o

e l_ausinesSWeekstnallaizls'urnmer‘m,,.‘is e
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" Iran, Israelanid Palestine -

Muslim ' regimes -on' the pe-

‘moud . Ahmadinejad, .

‘ denler, ‘has become a leading exponent of this familiar ruse.

he'pages of hlstory in‘accordance with the prophecy of- the
“late Aya_tollah Khomeini was therefore neither especrally Hew

: ,lead tolIran’s o‘wn swift destruction.

',L_,strarn of Israel -destroying rhetoric among the Palestinians:

. ‘the: late 19805 to abandon its self-defeating fantasy that it had;
ower.and’ the right to wipe Israel off the map: ‘Now the,-,; -

indanger of revisiting the same deadend.

What is.more depressing is the rise of a srmrlarly atav1st1c i

: sed and. mrxed srgnals about‘ whether they'
S _ﬁwould be content with a'state’ini the West Bank and Gaza in-.
‘st ad of.all hrstorlc Palestme, and for how long Yet they still - S
‘ ' . state solutionis:a bluff; letthem call it. ‘History Suggests tha al

B though both sides suffer when there is deadlock in this miser;
; '?-able conﬂrct the Pa 3 :

ERY 50 often, unpopular

riphery of the Palestme confhct'_,
' find it -expedient to propose
»elrmmatmg the Zionijst entity. -
"Since his election last year, Mah- =
_ Iran’s"
presrdent and chief’ holocaust.’-v

His promrse last week that Israel would soon be wiped from:"”

- nor—ll Iran :lcquxres fuclear weapons—espegially fnghten-
~ing.And, of course, even with abomb, even Mt Ahmadinejad”
might think twice about launching a nuclear attack that could

M themselves It took the Palestine Liberation Organlsatron until

ingrockets atIsraeli towns ever sinceIsrael evacuate dthe Gaza

-, Strip last summer. Israel ‘has killed many . members of ther o

. rocket- launchmg teams—and, by accident, some innocent by-~

:.’standers:too. But' 1he deliberate targeting of ¢iviliansis-a war. .
‘crimein anyone 's book, and under the agreements whiéhHa- e
‘masrefuses to’ honour, the Palestinian Authority (pa). under-‘ R

. took to make an effort to stop such attacks.Its presrdent Mah B

‘moud Abbas, rightly denounced the Tel Aviv atrocity.

By condoning theattack iristead, Hamas will find it harder,_ ,
~to win broad international acceptance. That may be apriceitis
‘.wrlhng to pay. As Westerncountries give the A less, Russia,

_Iran and the Arab states may give more: Moreover, any at:

7 successful Islamist movements Hamas com-‘:'};,

2 tempt by Israel to force the collapse of Hamas's government is .
liable to fail. For all Israel’s pawer in the territories, itshould be P
" prevented by its own' 'scruples and world opinion from starv- -, "
'1ng the Palestiniansinto reversing therr democratic decision. . -

By the same token; however, Hamas's- efforts to.establish

o “free Palestinelook doomed to fail unless it pays: Israel thebasic:,
y : prlce of adinission to'talks: recognition ¢ of its right to' existand’
~.an end 0 terroristi; On present showrng, Hamas's leadersare -
notwillingto make that leap Itistobe hopedthat they canst il -

change their mind. If they. think Istael’s offer of a decent

ans tend to suffer more -

I ,.",'Corporate regulatwn ST

: In search of better SOX

NLY yesterday compames
the world over flocked to -
'-Amenca to list their shares. For -
brgger, more established' firms, -
the razzmatazz of alisting onthe -
New Yotk Stock Exchange was -
the'mark of blue- -chip status. For'
~younger-firms, a NASDAQ list-
. ingwasa crucial step. on the way to becoming the next Micro- .
- soft. Today, however, forelgn hstrngs have become a rarity; es- -
" pecially on'NASDAQ. Even some of America’s home-gtown
. would-be Mlcrosofts now list not in New York; but overseas,
B especrally on'London’s Alternative Investment Market..
. Ttusedto be taken for granted in the United States that the s
A country s stockmarkets were the best—regulated in the world

ous mternatronal undertakmgs Worse strll Hamas thlS week gt
‘Sentoutan unambrguously wrong signal by Justlfyrng as“self>
{defence” the deadly Passover suicide-bombing in Tel Avivbya™ " -
“smaller pro- Iranian Palestinian group, Islamic Jihad. Lo
_RightnowitisIsrael that has the better claim to be defend .
#ingitself. Islamrc]rhad makes ceaseless attempts tomountsui- -
: crde-bombmgs in Israel and, with other groups, has been fir-:

vand that thelr attractlon to' overseas compames Wwas proof of{ y
. the fact. So what does it mean that many of those firms now .
“opting to'list elsewhere pin much of the blame on the burden
of Ameri¢a’s corporate: regulatrons—above all the Sarbanes- -

R RUIR=N VY

LSom eld o

S 2

.Ox.ley act(sox) passed by Congress in 2002 after the scandal i B

“ous collapse 6f Enron and’ WorldCom? -~ == .~

Toits defenders, and there drestill many, soxhas done Justl B
‘ what was asked of it and raised: the quality of corporate Tegu-
~lation so as to minimise the risk of the next Enton or World- **+. . |
* Com, If the price of that is for flakier Russian compames to .o
‘-chooselaxer jurisdictions gverseas, so much the better. RO

~That argument might wash were sox a well-crafted piecé "
of legrslatron rather than a rush-job humed through aCon: ¢
gress with its'eye 6ni2002’s mid-term elections.sox’s sceptlcs' Ty

are not restrlcted fundamentahsts who thrnk that the 1?9 l




o drstu

K Strangledbyredtape R - ;
.. How could soX be 1mproved7 Drvrsrons in Congress mean
- that thorough reform is unlikely anytime soon, even though . stockmarkets subject to Section 404. The sec should alsotryto’ -
hghten the burden on them too. It could for example narrow -
the scope of the internal-control review cartied: out’by aud1-

- rangin gfrom the boss of NAsDAQto the salnted former charr-
. man of theFederal Reserve, Alan Greenspan—-are i
edby soxin practice. S

. some partsof the legislation could do witha second look:The
' pnonty istomodify the most hated part of sox;the 20 hnes of.

~text called Section 404, which regulates the internal controls )
“used by firms in their financial reportrng and extends scruti-"

. nisingtosuch minutiae as travel expenses and pétty.cash. The:

i ‘cost of: 1mplement1ng Section 404 has been far higher thanex- -,

‘ pected especially‘in smaller firms; Happrly, several changes

& could llghten the burden of Sectlon 404 and these can proba-~

“bly be seen through by America’s main markets regulator the

" Securities and Exchange Comrrussron (szc) wrthout troublmg_ S

Congress (see page 59).

AL

oA good start would be for the sec. to follow the hkely advrce

_.-ofitsown Advrsory Committée on Smaller Public Companies-
“and” exempt companies: with a_stockmatket value below

$128m and sales of less than $125m. That would still leave the

* bigger firms that account.for 94% of’ the value of America’s

tors so that they examine only the larger nsks, not the size- of L »

people s lunch expenges. -

‘Small technical changes, perhaps, but in SOX; the detall 1sf’_' o
hat costs the 'money. Atthe least such reforms wouldhelpre-
_store the reputatlon of America’s stockmarkets. They nught B
even make Amenca sown companres more competmve l

L _;buf’fer has’gradually worn through. For the first time in- more
S than two decades demand is straining at capacity’:-

+go? It is striking that. so-
many people, are’ even askrng

ingit; in'some cases, with frrght—
'enrng triple- -digit numbers. For
most of the 1980s and 1990s, the -
“oil price tarely’ strayed far. from-
! Wrth the excep ion of a brief 1nterlude followrng
B "»Iraq sinvasion of Kuwait in-1990,  the: world grew used to the. -
L joys of cheap oil. But.over the past. four’ years, ‘the price has:~

;. more than trlpled ‘to more than $70 a barrel. It is still. clrmblng

. and pricesir thefutures market 1mply thatoil-willremain’ dear
© for. several years to come. Clearly, investors believe that some
T comfortable old certainties have gone outof the window,

... Chief amo ng themisthe 1dea that Saudl Arabiawill always
: J.act to cap prices. The Saudis have ‘many decades-worth of oil"

i+ 1éftin the ground; and so have an incentive to keep the stuff’ -

.. chéapenough toward off conservation or substitution. To this.

. end—and to help its protectors in Washmgton, pe-the klng-
% domi used to maintain spate pumping capacity: of a few mil- ©
- lion barrels a day, enough to deal with ari unexpected surge i

demand or a sudden cutin supply During the first Gulf war;
for example Saudi Arabia turned on the taps to. compensate
~fartheloss of Iragand Kuwait’s normal ouitput. Butas demand .
‘. has grownover the past few years, partlcularly from boomlng

places like China, supply has not kept pace, so Saudi Atabia’s -

A freer oil marketis nobad thrng In timeé, higher prlces :
2y leadto conservation—a bonusinaworld worried about globa

) ~'warniing (though one bettér achieved through taxes). In-addi--
. -tion, oil firms- should respond to. ‘higher prices by redoubhng’
- their ¢ efforts to procure more-of ‘the stuff, And so they are: by

: . one estimate, 15m barrels of new capaclty should come on—
. stream by 2010 (see page 65). Moreover, desprte alotof scare:”
PR mongenng, the geologlcal evrdence suggests that there 1s'strll

’ OW hlgh can, the Oll prlce-.',

the questron—let alone answer-""

plentyof black gold in the ground

“The hitch is‘that the most promlsrng terntory for explora-:: : P
tion lres in unstable places such as the Middle Eastand Russia. -~~~
.Whatis more;the oil is controlled by state- owned firms, which_ .

“often seem blind to the signals serit by, the market. While thé '." »
supply remains tlght any political or meteorologlcal hiccupin

‘a producing country (and there always seems to be at least

one) will resonate through the matkets. .-

- ‘Three other factors will add to the uncertarnty The ﬁrst is ’» A
the flood‘of new speculatlve investment-in commodltles, ess
“pecially. oil: ‘Speculators are thought to have put miore than.-
$1oo brllron into commodmes markets in: the past few years,.

helprng to propel the price of oil ever hlgher But thisnewhot . - - -

~‘moriey; could quit the oil marketinan instant, causing prices to -

to dlsarray)

*plunge (and throwmg the energy 1ndustry s 1nvestment plans,- o

* The sécond unknown is how expensrve orl'wrll af’fect the’ G
“world economy. Past surges in theoil price have: led to risesin -
inflation and interest rates that have triggered recessfons. This
t1me rmght be drfferent partly because grow1ng demand

_ nse That means it has been steady and gradual, glvmg con:

sumers more time to adjust In addltron, inflation remains low -

- and oil exporters-are supporting consumptron in the United o
“States, the biggest i importer (see page74). Dearer oil willeven-, .- .~
tually curb demand-butat what price, and at what cost to the T

world economy, nobody knows

Inthe long run; the brggest uncertamty is technology Western_ R

oil firms are begrnnmg to address their drfﬁculty in ﬁndmg oil .
by manufacturing fuel instead. Man-made fuels, such asetha- -~
nol derived from plants, or diesel conjured from coal and gas,

hold:out'the promise of:secure and almost unlimited supply. <+

But wrth today’s technology these are much more éxpensive

to pro duce than oil pumped from the deserts of Arabia Until o

that chan es, the 011 market is set for an unnervrng perlod l




o makmgmatters worse -

{-L; legrslatlon mtroduced by Congreséi in 2002
_in'the wake of the Enron scandal; e
The act.-was named after.its two marn

" ley. (1eft) Sarbanes-Oxley, or: SOX, asithas
become known, wias unpopular with
busmess people from the start. In'recent
* yearsithasbeenhardtofind a chief execut-
tivel of ‘a public company ‘whodoes not

 rather than diminish’as the initial shock,

former head of the Federal. Reéserve and

stockmarket ‘And-the ‘critics are, not just

. quiring better internal momtonng for po-
tential fraud by a company’s boardand ex:

The corporate regulatron brought in after the Enro scandal'stands accused 0

[

\ OWN in Houston the Enton trral pro:’ ;
‘ceeds. apace But far more:significant’

. for’ busrness in Amerrca and beyond than
“the fate of the energy company’s former
bosses is the outcome of another “trial”-
that.is now- at a-crucial stage—thiat of thé: .

“firm’s
ne
‘siders, such'asa prohrbrtron onloanstoex:
"ecutives. Frnally, new rules.to ensure that
ecutities analysts at'banks operate’ inde-.
pendently: from their ﬁrms 1nvestment— -
bankmg activitiés. '

sponsors ‘Senator Paul Sarbanes (pictured -
right above) and Congressman Mike Ox- -

“complain vehemently ‘about thie burdens < =
1mposed by the dreaded‘sox. Indeed,

wore off, the’ complaints have only :got .-
louder. The sox-bashers have been: joined: ..
- -by such luminaries as Alan Greenspan, the’

.Bob. Greifeld, the boss of ‘the NASDAQ -

Amencan. Because of sox, says Mr Gréi- .-
' feld “international busmess clearly per-.
g ceives a‘problem’ with Us markets today.”. .
. sox packaged together five different ..

categorles of reforms interided to protect
: mvestors from future Enrons. First, rules re-

- ecutives, including making the: people‘at”
the top certrfy the quallty of therr ﬁrm 'S f1

nanclal reports Second new. measures to',,
“improve the monitoring of firms by rele-
“vant -outside professronals, such as law= -
_yers:and auditors, who gottheir ownregu -
. latory '\
-Acco

the *

body,

‘rules on’ the conduct of corporate in-

‘sox-bashlers have found fault to vary

Butler;an econorrust and Larry’ Rrbsteln,

law -profeéssor; set out the, most conipre- .
“hensive critique yetin a recentpaper, “The
Sarbanes- Oxley debacle: How to fixitand
what we've: learned”, which’ was pre-::
.,Lsented at the conservative Amerrcan En-.
* terprise Institite; Describing sox.as a “co- .

- lossal failure; poorly conceived andhastily':
"enacted during a ‘regulatory panic”, they ™
‘argue (among other- thmgs) that the costs "
“of unplementmg sOX arefar hrgher than

_cash terms,

nsk of fraud they argue that thls be

The Economist April 22nd 2006 18
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- Alsoin this seétton

60 Software asa service’ '

- 60 The Enron trial.

- 61 Executlve pay«-,
62 ‘An Indian LBO-:

63 Brotechnology

s :far outwerghed by the costs.

ng . Oversrght Board (PCAOB)'”
“Third, more ' disclosure; including of a .
internal-control structure.: Fotirth,

ng degrees, with'all-five reforms.’ Henry;f*t

costs—such"as managers reluctance to.take -:
risks because of the new “climate of fear”
" in the'boardroom; and:the missed oppor-:
“tunities of forégone: 1nvestment. Although -
they admiitthat SoX may have reduced the: -
fitis;

62 General Motors and Satum

64 Face value* Albert Frere, re- makmgr'.‘
corporate Europe AR K

Messrs Butler and Ribstein’ would 1de-'j: -

o "ally like sOX to be repealed. But evenif a - .-
.~ coutt'case challengmg the constitutional-, " - .

"% ity of the PcAOB (and by extension, sox)-
et successful itis more likely that Congress.

: wrllsrmply amend thelaw. :

- All sox’ cr1t1cs agree'! that the top prlor- T

S 1ty for reform’i is. Sectlon 404:0f the law, s
*. :which regulates the internal controls that
firmsusetoreduce the risk of fraud or érror
in their financial statements: The burdens* .. )
. imposed by Sectlon 4o04'arethe mainrea: ..
son why formerly enthusiastic supporters " .
. of sox,suctias Mr Greenspan, arenow de- .
‘ mandrng reform. - ‘ :

Section 404 ‘has. almost certarnly 1m-

ujproved the guality of internal controls at :

- the firms where it has been implemented. * -
‘Butthe question is not whether bettercon- -
_trols lead to less risk—how ‘could they._ S
" not?—but whether that reductron inriskis
-worth: -the pnce ‘According to~'a recent "

.. study-by .CrAInternational;: a resedrch -
', firm, in.the first'year of sox. 1mplementa- i

tion, for larger companies (with a market .

a. 'caprtalrsatlon of at least $700m), the aver: - ..

age direct cost of Section'404 was'$8:5m;.

for -~ smaller publi¢ - ‘companies- ($75m-- -
700m); the. average cost was around $Lom: s L

The sEC has not yet-asked the verysmall- - .

est:public:conipanies, with a value of less . '

than $75m, to comply withSection 404.. - . . -
_‘The good news s that Section 404costs, .- < -

are expected to fall by:around 40% in the -

second year; says CRA, as the new system . -

~beds in. Even so, the costs are still higher -
n-: thananyone expectedthem tobe~thesec .
t - initially forecastanaveragecostof $91,000
per company-and thé burden is dlspro- ERIREE

portlonately heavy for smaller companies. "
"Much of the blame for this should be . * -

Ipmned on accountlng firms, which, de-
‘spite-being seen by the publi¢ as big of-"
fenders in the EnrOn and WorldCom scan- »




) dal: have emergedasthe brg beneﬁcrarres‘ "vonerou" th.e requrrements of: Sectlon 404,:"" to- $788m, and revenues of under $250m:

L from sox “AcC 'rdmg to Joe Grundfest a he more ‘money the audit professron can' wouldbepartlallyexempted R

by sellmg1ts service I

A couple of p'ropos’als'jcopldhelp tackl'e smon, notleastfrom Mr Sarbanes himiself,

- tion 404 complranc  t pomt'of socrally : hrs problem;. neither of which wouild.re; . who-points out that it would “et’fectlvely
: nefﬁc1ent hyper-vigi "To avoid fur- quire & wholesale reforin ‘of sox by Con- exempt four out of every five companies”.

ool 'l‘therr'-reputations. and to: - gress: n-a report due -on- “April 231d,-the . “True, but.it was: failures at'big firms that .

, , k that they will be sued * SEC'S sory. Committee -on- Smaller- gave rise to SOX; not at "small ones, which

.over accounting irregularities; audit firms Public Compames was expectedto recom- - investors have always thought riskier. In

© . areadopting the mostprudent possiblein ‘mend that-companies be. exempted from all; the exemption would cover firms ac:

- terpretation ofthe Section4o4rules—ru :'Sectron 404if their: marketcaprtalrsanon is countmg for only 6% of total:American. *

“thatare'vague and dpentoargument; And;- “less than$128manid their revenues are un- - *stock market value, leavinig 94% of' public

i .

~as, Mr Grund st pomts out ‘the “more’ _w%vder$125m Frrmswrthamarket value ofup ' compamesbyvalue strllsubjectto Sectlon :
. N PR ) . . _404 e
. Rather than exempt compames Sec-
- tién 404 $hould be refinéd to make itmore . ::
palatable for all firms, argues, Robett Po-.-
zen, the hiead of Mrs, a fund- management -
*firm, At the moment; audit companies are’ "
_lookmg atfar too many ‘internal controls—:
SOMe 669. on'average at the, brggest ﬁrms,‘ j
- according to cRA—including items suchas .-
travel expenses and the handling of petty .
cash:that are ‘highly urilikely to-have any -
sérious impact on a comipany’s financial
reporting. Mr Pozen reckons that the sEc
hasthe authority to require a narrower fo- -
cus.on those internal controls thatlook at .~
material risks toaﬁrmsﬁnancralreports Lo
- Mr Grundfest goes further. Asitstands, -
the pCAOB can'penalisé auditors that are - *
‘too lax. He would like it to punish those

terpretation ‘of Section 404, t06.. What s
couldbe falrerthan that7 n ‘ P

'_Soﬂw;re
Unlversal serv1ce7

v

_ Proponents of “software as a service” .

OMETHING momentous is happenrng:
in the softivare ‘business. Bill Gates of ~ -
Microsoft calls it “the next sea’ change"'“
Analysts call it a “tectonic.shift” i in‘thein- . -
dustry. Trade publrcatrons ‘hail it as-“the
‘nextbig thing”. It is software-as-a-service "
(saas)-—the delrvery of software as'an in-.
ternet-based service via:a web browser, S

chased, rnstalled and mamtarned Theap-" -
peal is obvious: $aas is qurcker, easier and

are,” which:means. technology budgetsﬁ
can be focused on providing competitive

~ advantage, rather than maintenance, = . '
This has promptedan outbreak of icon-
'oclasm. “Traditional software is- dead,” . ;
says Jason Maynard, an’ analyst at Credit- -
Suisse. Just as most firms do not own gen:-
erators, but buy electricity from the grrd 0.
n. future-they. will buy ‘software on the
hoof he says “lt’s the end of sofrware as » ‘

“This proposal has run into strong oppo-

auditfirms that are over-zealousin theirin- .

ay it will wrpe out tradrtronal software Gl

“rather than as a product that must be pur-- - L

cheaper to deploy than traditional 'soft--- - :
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' f ‘instructions for submrttrng comments

‘:. copylng in the Commission’s Pubhc

i
ko
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'COMMISSION "

.17 CFRIPart 240 R
'[Release No 34—54122 Flle No S7—11—06]
‘RIN 3235—AJ58 '

\Concept Release Concernmg

Management s-Reports on Internal

Control,Over Fmanclal Repomng '
i AGENCYl Secur1t1es and Exchange
Commission.: :

G rulemaklng, Concept: Release request
- for comment v :

VLT Background.~

“ ',IV Managemeént’s Evaluation -

._SUMMARY The Commrssron is. Qo
“ -publishing this Concept Release to.

:‘understand better-the extent and nature”

<.of publrc intefest in the-development of .

additional. gu1dance for management .. e

regardmg its evaluation and assessment
of internal control'ever financial -

e reportmg so that any guidance the
*. Commission develops addresses the
¢ i reeds, and:cencerns of public

- companies, consistent with the

L protectron of investors.

'DATES:! Gomments should be submrtted
on or. before September 18,.2006. "

- fsubmrtte‘d by any of the follow1ng .
- methads: ~ .o R

e Use the Commlsslon 'S Internet R

‘ -comment form (http: //wwr/v sec: gov/ '

ruIes/concept shtml); or _
¥ Send an e-mail to rule- .= ¥
.comments@sec.gov. Please: 1nclude Flle

fNumberlS7 11-06 on the sub]ect line;

: Paper Comments

X3 Send paper submrssrons in

trrphcate to Nancy M. Morris, Secretary,-

Secur1t1es and Exchange Commrssron
100 F Street, NE:, Washington, DC.:
20549= 1090 B

Al submlss1ons should refer to Frle
‘Numbef §7-11-06. This file number-
should be included on the subject hne

‘review your commerits more efflcrently,
please use only one method: The: "
. Commission will post all commienits on
‘the Cominission’s Internet Web s1te
(http://www.sec.gov/rules/ !
-concept.shtml). Coniments also are’
* available for public; inspection and .

Reference Room, T00F Street;NE.,
Washlngton DC 20549. All comments

2 received will be p“osted without change

- VL Solrcrtatron of Addrtronal Comments

I. Background

_“’adequaté internal'control structure and
procedures for financial reporting; and ¢

- procedures for financial reporting. 3

“ June 5, 2003, the Commissioni adopted

“rulés: publlshed at 68 FR'36636, Jine 1
2003, lmplementlng $ection 404 with,

“.report on 1nternal control -gver f1nanc1al
' .reportlng

© yedrs: ending on or after November 15,
- 2004 Foreign, private issuersthat meet 4
_the definition of accelerated filer must
" comply with tHose provisions for their™*
. fiFst fiscal year'ending on or:after Iuly

" document pubhshed at 70 FR 56825, -
*'September 29, 2005, the.Commission’ ;™
... .postponed.the comphance date for-

" 'domestic and foreign non- -accélerated:
“filers until their first fiscal years end ,

sused. To help us process and’

we;: do not ed1t personal 'dentlfylng

- -+ “information from: submissions. You
Sk ‘:should submit only information: that
" 'Jou wish to.make available pubhcly

" FOR FURTHER INFORMATION CONTACT' '
Lillidn Brown, Division of Corporatron :
Finande or M1chael Gaynor, Office of

..Chief. Accountant ‘Securities and™ T
Exchange Cominisgion, 100 F Street, -
-+ NE; Washmgton ‘DG 20549. Gl
- SUPPLEMENTARY INFO MATION :

Table of Contents

‘1L Introduction B
II. Risk-and Gontrol Identlﬁcatron

Vi Documentatlon to;Support the Assessment

“Section 404(a i) of the Sarbanes Oxley
Act of 20021 directed the Commission,
to prescribe riles that requlre eachi .

annual report that a company, other . °

';than a reg1stered investment .compaty; -

. files pursuant to section’ 13(a)'or 15(d) 2

- of the Securities: Exchange Act of 19343;,
-0 contain‘an internal control report (1)
" Stating management s responsrbrhtres N

for establishing and mairjtaining; -

—

(2) conta1n1ng an assessment; as of the:!

jend of the company’s most recent f1scal
year, of the effectiveness of the,
company’s.internal controls. an

,régard to ,management’s obhgatrons to:

Domestic reportlng compames tha

meet the definition of ‘“accelerated filer!-
. under the Commission’s rules were
-+ required‘to comply with the internal

"; control reporting provisions for:ithe- f1rst

time in connectlon ‘with their fiscal

©15,.2006. On September 22,2005, ina"

on orafterJuly 15; 2007, " :
" ".0On May 17,2006, the Commlssron
announced- thirough'a press release qtsi,

“intent to issue an additional ;.

'jpostponement for compllance for nor

5175USC 72627 H
215.:5.C. 78m(a)or 78G(d).",
_}3'15>U.S.C, 78a et seq. o

- Board (PCAOB), Ou June 17, 2004; the” -0
- Commission issued an order approving:
. PCAOB Auditing Standard No. 2, “An-

“financial réeporting, in accordance w1th
" “standards to be“establishied by the'-

:accelerated filers. As announced in that ’

press release, the Commission expects

*to'propose an additional extension-of .
- the dates for complying with-our -

internal control over financial Teporting ..
requirements for companies:that aré
non-accelerated filers, including foreign

private issuers that are non accelerated RN

filers. -
. Section 404(b) of Sarbanes Oxley, asi
well as the Commission’s Tules adopted *

*to implement the requ1rements of that ~
‘section of the Act, requiireevery - =
- Tegistered pubhc accounting firm that™ .-
- prepares or issues a financial: statément: .
raudit report for a.company also to attest
-’to’and report on maragement’s

assessment of internal'control over

Public Company Accounting Oversrght v

Audit of Internal Control over Financial
Reporting Performed in Con]unctron

. with'an Audit of the Financial -

. "Statements” (AS No. 2); published at 69
“~ FR'35083, June'23, 2004, which : .
“established the requirements that. apply '
‘when an independent auditoris. "+ o
.engaged to provide an attestation-and .

‘:report on mandgement’s. assessment of

-~

the effectiveness of a Gompany’s internal
" control over finan¢ial-feporting:- :
+In the release adopting the

Commission’s rules implementing v
“section 404, we expresséd our belief that
“the methods of: conducting assessments
of internal control over financial -

'reportrng will, and should, vary from :

-company to company 4'We continue to '

believe that it isimpractical to prescrrbe L
“a single'methodology that meets the - .
needs of every company However, we -
~havéreceived feedback that'the llmrted
“nature and extent of detailed "

management guidance avallable Has'

* resulted'in maragement’s | - 1
L Vrmplementatron and assessment: _efforts
* -being driven largely. by AS No. 2.7

~THerefare, weﬂplan&g_tto issue
“additional guidance to 3355t .

.. Inandgemexrdin its performance og its_ "

. -assessment of internal control over
D financial 1 réporting. On:May 17, 2006,

*.We annouriced, among other things,’our -

i, 36636, Jurie 18, 2003] (heremafter “Adoptmg

intent to:issue this Concept Reléase
" seeking comment on a‘variety of issues
that'might be the subject of Commission ©

guidance for. management ‘As'we noted -

in-that announcement in wr1t1ng any -
= guldance we will be sen31t1ve to the fact

: See SEC Final HuIe Management s Heports on: . -

Infernal Control over Financial Heportmg and .

Gertification of Disclosure in Exchange  Act Petiodic'
Réports, Release® No. 34—47986" (June 5, 2003) [68 FR

Release”) at. Sectron II B 3 d

el




' *,;4(’)"86‘7"

that many: companies already have - s

“invested substantial resources to

- establ1sh and document programs and
procedures to perform their assessments

;> OVer the last few years : :

: in June 2003 to 1mplement scction 404 -

-:and third parties have" devoted

H Introductron : effectrveness of 1nternal control over B

fmancral reportlng To'date, many: "
Apublrc compames have.developed, their
*_own’assessment procedures- intérnially,

’ Based on'the cumulatrve feedback
‘“»recelved since the adoption of the: rules
. implerdenting section 404, the .
- ' "Commiission deéems it necessary to issue
'_;addrtronal guidance for management on.,
ts assessment of the effectiveness'of .-
. "mternal control over financial reportlng j,-_’_therr assessmefit procedures When the:
" We currently anticipate that the: -~ ““Commiission first adopted the internal.;
guidance issued would be i in-the form of:, ”control over financial reporting:

- arule;, which would address the top1cs “'requirements, we emphasrzed two broad
*~that we have outlined in this Congept, - principles: (1) That the scope and
o ,Release Risk and cortrol: 1dent1f1cat10n, _'progess of the assessment must’ be ase

"'management’s évaluation; and on procedures sufficient:both to .
::documentatron requirements (each~of ~~evaluate'its design.and to test its
.. :these topics i addressed separately
throughout the remainder of this -~
‘_:ldocument) Add1t1onally, we anticipate
that thefrule would: be tten in-such
“a manner that if companies followed th
Tule, they would be deemed to have -
..complied with Rules 13a=15(c ) and %
) *15d—15(c) of the Exchange Act. Further,
‘we-anticipate any modifications to AS:.
No: 2 would be consistent w1th the rule

-purchased commerc1al software and

‘assessment, 1nclud1ng teSting; must be
supported by redsonable evidential |

- for each company to.use'its informed.
;‘]udgment about its:own- operations,

“évaluating its controls: We continue to:
- believe'that management mist bring its
_own experience and informed ]udgment
" to.bear’in désigning an assessment.

: - “Goncept Release to solicit public’ process that meets: the nieeds of its.
..~ -:comment on the. provision-of addrtronal company and that provrdes reasonable
SR gurdance to rianagemeit of publrc = assurance ds-to whiether the: company s

. companies that are subject. to the SEC’s 1ntefrfnal control over fmancr
. rules related to management’s ~© 7 ¢ ective. '
assessmént-of internal control éver -
" financial reporting and; to assist the
+.Commission so that any guidance it -
‘.ult1mately develops addresses the'needs *
“anid. conterns of all public companies. ; . - assessment.of a company’s mternal
.-We raiséa seriés of questions - 7 control on‘a suitable evaluatron
‘ throughout this release on assessing . .’ framework, in order to facilitate -
- “1isks, 1dent1fymg controls, evaluating -
. effectiveness of intérnal-control;.and
-~ doc¢umenting the basis for the .
~-dssessment.-Through the questionsin. -
-this Concept Release, we seék'to elicit -
specificpublic comment on such
matters 1nclud1ng, but not- limited to; -
" the extent and nature, of public mterest
“.in‘the: development of additional -
’.management guidance, whether * .. ;
-, additional guidance would be useful for .
:*,. all reporting companies. or justa subset -
.= of those companies, the part1cular
. subject areas that any.additional .
'Sgu1dance should address; and the: extent
Jof addrtronal gurdance that would be
L useful g sl

The Cpmmrssron is publrshmg th1s "

" rules 1mplement1ng sect1on 404;.0ur+,

" rules-do not mandate the'tsé of 4" -
«patticular framework; because mult1ple
frameworks exist and othérs may. be'
~developed: in' the fiture. However in' 'th'
. release adoptmg the Section 404 -
i requrrements the Commrss1on
_identiffed the- Intérrial Control— ;i
- Integrated Framework créated and
published by the Comimittee'of ~.*
vSponsormg Organ1zat1ons of the

5 See Adoptmg Release at Sectron ILB.3. d =
5 See Adoptmg Release at, Sectron II B 3 d, i

Since.the Commrsslon adopted rules s
2 example of a suitableframework.?8”

“:of the Sarbanes: :Oxley.Act,.companies 1.

~the components and ébjectives of -

considerable-attention to the methods C
“sinternal control, it does riot set forth

¢ _that management May use to dssess the =

~“Many-also havé réfained consultants. or

.other products to establish or improve: -

H replace or modify the COSO framework
. orany other suitable framework.

% gurdance to management on how to-.
.conduct its assessment; it is, 1mportant
~to consider the steps that ‘already have

» been taken by the Commission and
- matter.5:We stated that. it was im ort nt. Ff others to-provide gurdance to companres
P " and audit firms. The Cémmission held

‘its-fitst roundtable discussion about.

; operating effectiveness; S and (2) that the

‘risks, and | processes in documentlng and “reporting: provisions on April. 13, 2005.

“*.The Commission held the 2005~ ‘
- roundtable to ‘seek input to consrder the K
-_“impact of the section 404 reporting -

' requrrements in view of the fact that the

~ addendum to the,Repomng to External Parties -

: - discusses the'issue of,-and prov1des a vehrcle for, k
e Whrle we emphasrzed the: concept of
: ,management flexibility in- adoptmg our;.,

* issued.a supplement to its original framework S

-Tules dO requ1re management t0 base’ ltsi ;" ‘dddress the application-of internal control over .

comparabrlrty between the assessment ¢ - 3
L -accountants, legislators, and regulatory agencres,
reports.; It'is important, to noté that our v;

*ihich companiés could evaluate and improve't therr
~control systéms, The COSO-framework, d1v1des
- internal control-into three broad ob]ectrves

“wof- financial Teporting; and compliance with

.. bbjectives in.the COSOframework is further-broken

. environment; tisk dssessment, control actrvmes, .

" informationand cominunication, and momtormg

" ‘Under the COSO framework, managernent is ablé to
_‘monitor, evaluate, and improve. their control

. systems through the use of the five components

~companies to’examing and select.a framework that

) j.-further development of alternatrve frameworks i

Treadway Commrssron (COSO) as an -

:While the COSO- framhework prov1des v
an integrated framework that 1dent1f1es

detailed guidance as to the steps that

‘management must follow, in assesslng _
“the-effectiveness of a company’s 1nternal
- control over financial reporting. We, i
v“therefore, drstrngursh between:the
"COSO framewark as an internal control
* framework and other forms of guldance
<that illustrate’how to conduct.an
“assessment of the.effectiveness 6f
* internal control over financial reportmg
“Any additional management guidance: -

-that we hay issue is not intended to-

".In determining the need:for addrtronal

1mplementatron of the internal control™

7 Seefl COSO Intemal Contiol- Integmte
Framework:(1992). I 1994;COSOr publrshed an

wolume of the COSO Report.iThe addendum -

'expanding the scope of a public management report

. on-internal ¢ontrol to address additional controls

pertaining to safeguardmg ofassets: In 1996;COSO ~ &we-

financial derivative activities. " »
“The COSO framework is the result of an extensrve." )

. study of intefnal control to establish a ¢omimon
~definition of rnternal control that would ‘serve the

needs of compames mdependent public ;

-and to provide a broad framework-of criteria again

‘effectiveness and efficiency of operations; rehabrhty P

applicable laws and regulations. Our rules relate" o
only to relrablhty ‘of financial'reporting. Each of the_ e

down into five interreldted components: control.

" '8 In" that release, we. also citéd-the Guidance on )

- Assessing Control publrshed by the Canadian . ... .
" Institute of Charteréd Accountants and the Turnbull

- Report publrshed by the Institute of Chartered:

. Accountants’in England & Wales ds éxamples of;,

other shitable frameworks that issuers could chiodse B
in evaluatmg the effectiveness of their: internal = 4.
control bver financial Teportinig, We encourage . «:*

mdy be useful.in their own cifcumstances and the
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S ‘1mplementatron of the requrrements L e The purpose of 1nternal control over ' and sustamed review and testlng for
=3~ resulted in'a major change.for :; f1nanc1al reporting;. . oo percelved compliance with section 404
*/+: . -‘management and auditors. A broad e The concept of reasonable "+ . The Advisory Committee’s frnal ’

- range of interested parties, 1nclud1ng A report set forth several:-

' 'representatlves of, managements'and. "
"boards of domestic and foréign. pubhc _i
compames auditors, investors; legal .
1,-and board members of the -
e B! part1c1pated in the discussion.

vWe also invited-and received written’
submissions frém the public regardmg
section 404 in advance. of the e
roundtable. ..
Feedback obtarned from the 2005
~“roundtable indicated that the internal
. control:repdrting requrrements had led-
-to increased - focus by management.on

section 404 requ1rements to. smaller e
public.companies. The Advisory - .
Comrittee recommended partial:or

L ,_de iciencies; - : :
e D1sclosures ab ut mater1al )

i

- wéaknesses;” . :
nformatron techno ogy issués;. :
Commiunications with: audltors and

tan:i f(s)ielregsnrf)lrélsea(fé 1sssI1111:rlsl busmesses until & framework is developed for o

' Overall, the May 16, 2005 gui {danie assessing internal control over f1nancral e
was well recerved and some . i reporting that recogmzes the B

i here'ha ‘:characterrst1cs and neéds of those ’

infernal control everfinancial reporting, commenters have 1ndrcated ¢ : ,clompames TheiAddmsory Cor}rllmlt}tee

dli y Cxtglso recommended, among other thin s
: ?;r‘gg‘f;rE};fpfle;ggralf;ﬂfloaﬁzgtllr?iie d- effectiveness and efflclency of sectionn pov COSO and the PC AO% provide g

~.of further clarification-to reduce - 404 comphance efforts, However, some" _‘additional gurdance to help facilitate the

. unnecessary costs and-butdens, Wwithout .constrtuents espemally spaller publlc ‘design, and assessment of internal-
EH " contra] over financial reporting and

:-jeopardizing the benefits ’of the;new : )
L requlrements R v : _provrsron of add1t1onal gurdance For. . make processes related to 1nternal
- /example, in its Final Report to the - control more cost-effective.12 In -

..o Inrésponse to thrs fé dbacl( the e
“‘@ommission and its staff issued Cémmission, issued on April 23,2006, .~ addition, some commenters-on the

guldance on May 16,:2005.2 An" g hiescfgnllnrls}gl%ll s édwsoh}lecsorzlg;dtee . Advisory | Committee’s exposure: draft of -
L overarchlng message of that guldance :numb a ef ubiIC: Oinpace ved a “its I‘epOI‘t suggested that the Commlss1on
° was that it is'the responsibility'of == " .- er of concerns it percel reexaniine the appropriate ole of .

- 47 of smalletpubli¢ comparies from the:
v internal control reporting requlrements k
“under certarn ‘conditions, unless and

management, not the auditor, to - - of Smal%fr g “outside auditors in connection.
. determine the appropriate nature-and’ companies to comply cost-effectively. ., " management assessmerit requ1red by
" form of 1nternal controls for the . *with'the requirements-of section 404 ' Segtion 404,13 ‘
* company-and to scope their evaluation™ The Advisory Committee identified as | * ™ Further, in April 2006, the U.S.

'Procedures dccordingly. ‘Additionally;. . an;overarching concern the drfferenoe 'n';;'.Government Accountabjlity- Ofﬁce :
-based on feedback received, a number of ~how smaller and larger public - 7', issued-aReport to the. Committee on-
-thé rmplementatron issues arose from an’ ‘companies operate: The Advisory - .- Small Business and: Entrepreneurship,
.»:Overly COHSBI‘V&thB appllcatlon of the i 'Commlttee focused in partlcular on . - U.S. Senate entltled Sarbanes Oxley
'Comm1ssron rules and ASNo. 2, and the* three characteristics: (1 )‘the lu‘mt‘ed, ' Act; ‘Consideration of Key- PUHCIP]@’S
. tequiréments 6f AS No, 2 1tself “as well -.;number of: personnel uy'smaller - _‘Needed in Addressmg Implementatron
a8 questlons I‘egardmg the appro oy compames constrains the compames i for Smaller Public Compames which -
-+ 1ole-of the auditor: Accordmgly, much . ability torse‘grega'te oonfhctmg dutles (2) ,recommends that in considering the-, :
.. of the gu'ldance in the staff statement top managerrient s wider SPanOf‘.‘?ontIQl “concerns!of the Advisory Commrttee, =
e emphasmed and. clar1f1ed existing- - and more direct channels of . the Commission should-assess the . -
‘provisiohs.of the rules and other" S €ommunication increase:the - available guidance on management’s . ..
: :"Commrssmn guidance relating to the: = vglanagemen(ti overirrde and (3) f ll.
-gxercise of professional ]udgment the R ynamic anl evo \ﬁng n}a)tilre ° sma er.
coneept of reasonable assurancs, and - companies limits their-ability to
the permitted comminications between + maintain:well- documented statrc managemert’s: 1mplementat10n and: *
: rhanagement and auditors.. © . % i business: ‘processes.” « assessment efforts were largely. drlven
The staff’s gurdance addressed” : ’-The Advisory: Committee suggests * “by AS No. 2,:as guidance at a- similar
: 1mplementat10n issues in the followmg "these characteristics-create unique i level.of detall was not available for
’ - differénces in how smaller companies. ' management’s 1mplementatron and;

“sufficienit or-whether additional action”
isneeded. The reportiindicates-that

9Commlssmn Statement on Implementation of N financial reporting that may notbhe . report recommended that the.,
Internal Control Reporting Réquirements. Press .. ,adequately accommodated’in AS No. 20 .Commission coordlnate with the .-
A‘Release N0, 2005-74 (May 16, 2005) (hereinafter..  “or other. rmplementatlon guldance as. i PCAOB to help ensure that the sectlon
7 “May. 2005 Commission Guidance'}; DlVlSlOn of n"‘:currently applled in practlce 11.]n 404- related audit standards and

" *Corporation Finance and Office of Chief ~ .
Accountant‘ Staff Statement on Management s 'addltlon the AdVlSOI‘y Commlttee noted : guldance are COIlSlStBl’lt Wlth any

- Report on Internal Contiol Over Financial Reporting, - Serious‘cost famifications for smialler™ & Lo :
g I(May 16, 2005) (heremafter ‘May: 2005 Staff . L ’pubhc companles stemmmg from the N 12 Advisory, Compmittee Report at 52, avarlable at R
g i é avallable at SEC, gov/spot]zght/soxcom/ COSt Of frequent documentatlon change ' _“http://SEC, gov/mfo/smu]]bus/acspc shiml.

7+v 13 Seese.g., letter from BDO Seidmah; LLP (April .

Also on May 16, 2005 the PCAOB ‘and’ 1ts staff l
. ~issued guidance to audrtors on‘their audits-under '
T Auditing Standard Noi 2. The PCAOB’s guidance

= acspe. shtrnl.
14 United States Government Accountablhty

- SmaIIer Publrc Compames to.the

" “focused.oh areas in which the efficiency of the. i< Securitiés-and Exchange: Commlss | Offwe Report to the: Commlttee on Small Business -
+'. ‘audit could’ be substantially imptéved: Topics . -2006) (hereinafter A nd Entreprenéurship, U.S. Senate: Sarbanes- OxIey
. -included the importance of the integrated audit, the' 35-36; avarlable at Act: Conisideratiori of Key Principles Needéd-iri . .
©rolé of risk assessment throughout the process, the '+ acspe, shtml.- Addressmg Implémentation for Smaller Public™

TS “Advisory Commlttee Report at 37 avarlable at
L http //SEC ov/mfo/smu]]bus/acspc shitml.

. importance of taking a top-down approach and
L audrtors use ofthe work of others s .

. recommendations for the Commrssmn toi v
~ consider regardmg the apphcatlon of the ™ -

omplete exemptlons for spec1f1ed types:» .

iththe .

‘assessinent to determine, whether'itis..” -

. achieve efféctive internalcontrol over . assessment process.}* Further, the GAO S

-3, 2006), available at http //SECgov/mfo/smallbus/; L

‘b_‘Compames (Apr1l 2006) (heremafter “GAO Report”) Sl



[ R addrtronal management gurdance :
Uissued.ts T
© ~.On May 10, 2006 the Commrssron
_and PGAOB conducted a second
- . Roundtable on Internal Contrél
o "Reportrng and Audrtrng Provisions to -
“solicit feedback on acceleratéd filers’
o ‘-secondlyear of compliance with the
.. -section404 requirements. Although
. some partrcrpants expressed .’ B
reservations about changing’ the -

v1mplemented a number of the.
 ‘participants. expressed at the roundtable

 and‘in their written comments the view- .

.. that additional guidance was needed.16 -

. -.COSO plans to publish additional

: .-applrcatron guidance on its control:
framework in the near future.1? This:.
gurdance is intended to assist the ,

_management of smaller companieés in

o ’:.‘understandrng and applying the COSO
. framework. It'is'expected that-COSO’s...

* ‘hew guidance will outline principles "

" ‘fundamental to the five components of:

©. % internal control described in the COSO. *

e T framework. The -guidance will defrne

T each _principle and describe the .

L7 Cattributes of each, list a variety of

‘ approaches that smaller companies can .
use to apply the principles, and include"
- examples of how smaller companies

g the’ May 17,2006 announcement, we .
R PR antrcrpate that this gurdance will help
"y .7 . organizations-of all sizes to better 5
" understand and apply the COSO.
= ‘framework as it relates to 1nternal
'~ contro] bver financial reporting. .
We are issuing this Coneept Release to"
RIS ) ;‘understand better the extent ofpubhc -
R *interestin the’ development of - .
i+ additional guldance for management
. regarding its evaluation and assessment
-, of: 1nternal control over financial .. :
. reportrng As noted ini our May 17, 2006
. .announcement, so that this guldance :
‘might be helpful to all compariies, the "
‘Commission currently intends:that-any
- future. guldance we issue will be.
o 'scalable\ and resporisive to individual -
-*crrcums‘tances We also are interested i 1n
. uniderstanding what additional guidance-
- accelerated fllers would find- helpful 18

. 18 GAO Report at 58 :
e L /16 See transcrlpt of Roundtable on Internal
' Control Reporting and Auditing Provisions, May 10
2006, Panels1, 2, 3,and 5; letter fromThe Institate -

* -Institite of Management Accountants (IMA] (May-4;
2006); lettér from Canadjan Bankers Asséciation
- {CBA)} (Aprrl 28, 2006}); letter from Delortte & -
| Totiche LLP (May.1,.2006); letter from. Ernst &:-
‘Young LLP (May.1;2006); letter from KPMG LLP
; (May 1, 2006) letter from: PrrcewaterhouseCoopers
.+ “LLP (May 1 2006) and letter from’ Pfrzer Inc.: (May
1, 2006)
17 See letter from Larry thtenberg, COSO (May
s 16 2006) [Flle Number 4—511] .
1 We. emphasizeé that the publrcanon of this",
Concept Release does not: reﬂect a general :

;What are'the potential limitations to .
; Y" developlng guldance ‘that- Can be apphed that the gurdance ShOUld address that?, : .
““by most or all reporting companies”. were not addressed by.that statement? ey

processes they have already -, = .0

to foreign private issuers that the
‘Commission should consider-in . % L
o :developrng guidance.to management OD . Disclosure in Exchange Act Periodic -,
" how to evaluate the effectiveness of a . Reports. Frequently Asked Questions

- financial reporting? If s0; what are e

‘applicable-to all foreign prrvate issuers .
of only to a sub-grotp of:-these filers?

‘:',hmlted to.articulation ‘of broad: - :
;--prrncrples or should it be more detarled?

.what is addressed in'this Concept - ‘,

¢what are those topics? - -

“format of a. Commission rule be
have applied the principles. As noted in breforable 0 1nterpret1ve gurdance'?. L

: thy or why not? ..

:approaches have managements of’ 4
accelerated filers found most effect1ve

“control over-financial reporting?. What -
., approaches have not worked; and’ why?

other coricerns abaut providing -
*additional guidance that the. ,
" Comimnission‘should consider? If 80, 2
_what are.they? How m1ght those,,

- mitigated? Would mare’ detailed
- Commission gu1dance harnper future
/_efforts by-others in this area? .~ -

_,compames who have comipleted: an’
“assessment, domestic and foreign,,
selected the:COSO framework rather.
-than one of the other frameworks l
'avallable “such'as'ths’ Turnbull Report?

+of Internall Auditors (IIA) (May 1, 2006); letter from ‘;audltors OI‘ some Other reason'? Would
e drssatrsfactxon by ]
‘assessments accelerated tilers have completed {6 -
‘date. Rather;.we are issuing this Coricept Release’ . Ll L EA
. because wé are comfritted: to doing as much as we: " 19 Available’at hftP //WWW sec. gov/mfo/ S N
¥ can:to reduce any concerns-about the natiire and: HCCOUmﬂnfS/COntFOIfHQI004 htm.- ER
-extent of assessment procedures that management . ¥ ‘20Title T of Public Law No: 95-213. The'FGPA".
.. 'must establish-and maintain, to.assist in" makrng the “requiredthe Commission to ddopt rules requiring
__requirements scalable for companies of all sizes and ~ public companies to make and keep accurate.
., - .complexity, and-to help: companies evaluate, =, .. - financial records, and to.iaintain a system-of
‘{ntetnal control‘over financial reportmg 1n a"’
o x‘practrcal and cost-effrcrent manner:

“eliminated? Are there additional toprcs

sub]ect to.the section 404 requirements?: - For example, are there any topics- in the

.2, Are there spec1al issues apphcable . staff's“Management’s Report on.
: Internal Control'Ovér Financial

“Repotting and Certification-of .

company’s internal control'over =« | * (revised October 6, 2004)"-19 that should
. beincorporated into any gurdance the:,

. Commrssron might issue?. :

. 10. We dlso seek-input on the -

these? Are-such cons1deratrons

3. Should additional' guidance be - connection with the management
assessment required by sectron 404(a) of
44 which outside- auditors provide the -
" attestation required by section. 404(b)
* ‘Should possible alternatives to the.
“current approach be considered and if
50, what? Would thesé alternatives

47 Are there additional topics, beyon

Release, that the Commission should
cdnsider issuing guldance on'? If so;’

5 Would-additional 1dance in the‘
oud acditiona’ gu -.without the same,level of cost?. How

! would these alternatrves worl(?

IHVRISk and Control Identlﬁcatlon

f While compames have’ been requrred
' to establish'and maintain internal "
accountlng controls sitice the enactment

6. Whatitypes’ ‘of evaluatron,

and efficient in assessing internal

197729 section 404 of the Sarbanes-:’
“Oxley Act re- -emphasized the -
;. importanceof therelationship between
" ‘effective internal controls and reliable:
- financial reporting. An integral element
“of estabhshrng and majintainjng effectrve
“internal control over financial reporting’
.involves identifying risks:to relrable -
‘financial reporting and designing -
. “appropriate internal coritrols. that'
" -address.the risks. The corifrolsthat®
. 'management identifies as addressrng
. risksto financial reportlng include those

. 7::Are there potentral drawbiacks to or"

drawbacks or otfier concerns best be'

8. Why. have the majority of

.pervasive to many individual accournt

“those that are specific to certain -
individual account'balances;or :
“disclosures. Echorng the Commrssron s

Is-it-chie*toa lack of awareness, " 1
knowledge training; pressure from

" ‘that management must bring reasoned
]udgment to the process the staff stated

ommrssron wrth the, "% e

R TR

. 'internal accounting controls See Exchange Act
sectlon 13(b] T
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5 Would addrtronal gurdance to Lo companres benefrt from the . Ll
~management on how to.evaluate the ; " “development of additional frameworks? '
_effectiveness of a:company’s intérnal .: .- 9. Should the gurdance incorporate..

. control over financial:teportingbe . the May 16, 2005 “Staff Statement’ on
_;useful'? If 56, would“additional gurdance “ Management’s Report on Internal:-
bé"useful to all reporting companies” . . Control Over Financial Repoiting”?
‘subject to the:Section 404- requrrements Should any portions.of the May '1_6,-:
“or only to'a sub ‘group of companies? - 2005 guidance be modified or

approprrate role of butside auditorsin

* Sarbanes-Oxley, and on.the manner 1n

-provide investers with similar benefits -

- of the Foreign Corrupt Practices-Act in.,

" that operate.at a company level and are fhs

-ﬂbalances and disclosures,as well as. .~ .

statement.in its May 16, 2005 gurdance o
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ithat management should use its
* .cumulative knowledge, experience; and

T
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- r‘:c "«

]udgment (applyrng both qualitative'and

“* " quantjtative factors) in identifying these

controls’ and des1gn1ng the.appropriate

s -procedures for therr documentatron and ”

" testing.’

Feedback that the Commrssron has

““received indicates.that, in implementing

‘ the requrrements of. section 404, many -

--companies did not effrcrently and

" effectively-identify risks to reliable *

financial reporting and relevant internal

"““control functions, .ultimately leading to
" "the 1dent1f1cat1on documentation; and
- testing df an excessive number of _
B controls.21 We are also skeptical’ ofthe” i
,large number of intérnal controls that

= igome compames have’ identified,

dotiimented and:tested. While there "

" were likely numerous contrrbutmg s
factors to these implementation issues,

~~-oné cause may have been the overly. .

. tonservative applrcatron of AS No. 2 by

- audltors in the-initial years,”™

“The Comhission also has heard that

- compames had difficiilty in determlmng
“how controls related to the prevention

’ of fraud should be included in their risk.

«.detect every instance of fraud; effective

._.them earlier.

L assessment 22 However, as.noted in the
"May. 16,| 2005 staff guidanice, while: no, '
“system-of internal control can prevent or.’

J]

internal control over financial reéportitig

- call help companies deter fraudulent -

fmancral accountrng practrces «or detect

Asnioted above, the Advrsory

":Commrttee observed that the d1st1nct o
characterrstlcs of smaller pubhc e

companies affect the financial'reporting -

. risks and the controls neededto address:

. them: For example, the s1gmf1cant risk
of management override that arises from

~. " wider spans‘of control and more direct

‘channels of communication may create

an‘incredsed need for entity level .-

- controls'and board oversight. Moreover, -,
. thé difficulty in segregating duties and

;jchangmg business processes may

impactithe 1mplementatron of 1nternal

.controls} iat these companies.. : :
We anticipate additional gurdance in

this arealwould cover a number of the -

v _implementation issues.that have arisen
. during the first two years of comphance

Guidance issued in this‘area'would - -

.. _address how management should
- detefmine the overall objectives for. “:-
' 1nternal control over fmancral reportrng

e SEe transcrlpt of Rounidtableion Internal
Control Report)ng and Auditing Provisions, May 10,

‘', -2006, Panels 2 and 3; letter from Protiviti Inlc.. IAprrl
: 28, 2006); lstter fro Computer Sciénces
_ Corporatron (CSC) (April 28, 2006) and’ letter from

IMA: (May 4, 2006)

2008);.and Ietter from Diane Allen 3M (Allen)
(Aprll 28, 2005) ) o , s
e ‘ . o

S
o
i
I
i

i
and 1dent1fy the related rrsks In _
,determrmng the objectives for internal.

.control dver financial reporting, the.

- guidance would discuss how
_'managenient miight address Company-

level, financial statément account-and.:-

_ disclosure level’ considerations, as well.

‘as fraud risks: Addrtronally, we .
-anticipate that we -would provide

‘additional guidance on how: .
‘mianagement identifies the controls to

address the recognized risks. This

- would include guidance o common

“issues that exist in 1dent1fy1ng controls -
ileg: materrahty conisiderations, multi-, .
Jocation issues, concept of“key e

. controls)

11. What gurdance is needed to helpk

management implemerit & “top- down, e

risk-based” ‘approach to identifying”
risks to reliable financial reporting, and”

" the related internal. controls?

“12. Does the existing gurdance wh1ch
'hils been used by management of’
accelerated filers; providé sufficiént

information regarding the identification

“controls’that address these r1sks be
":rhelpful'P '

- for smaller publrc companies: adequately evaluation can allow- management to.

“oft controls that address the Tisks- of ot

‘material misstatement? Would
additionial guidance on identifying. ..

13, Tn light of the forthcomlng COSO
guldance for smaller pubhc compames,
what additional guidarice is necessary
-on risk assessment or the 1dent1f1cat1on
_of controls that address the risks?:

" 14.In areas where companies .’

. identified’ significant start-up efforts i
. the first year (é.g:, documentation of the
. design of controls and remediation of

. deficiencies) will the CosQ gurdance

~assist companies that have not yet -

““level account and transactronal

,the role of entity-level controls in.-

"gomplied with section 404 to eff1c1ently

. -and effectively conduct a risk -
.assessmient and 1dent1fy controls that

-address the risks? Are there, areas that :
have not yet beeni address dvor need -

* furtheér emphasis?

15. What guldance is needed about :

evaluatrng and assessing the"
effectiveness of internal control:over .

- financial reportrng? What specific
“entity:level control issues should bé.
‘addressed (e g., GAAP. expertise, the .

‘role of the audit committee; using
entity-level ¢ontrols rather than- Tow-

~controls)? Should these issues be -
addressed differently for larger *

. companies and smaller compames? S

- 16. Should-guidance be given about -
_the' appropriateness of and extent to

- which quantitative and qualitative - . .
~factors, such as likelihood of an'error,
22’ See lotter from QUALCOMM nc. (Apnl 27, should be.used when assessing. rrsks e

~and identifying'controls for the entity?

L‘-If S0, what factors should be addressed b

ER

*effective-ata reasonable assurance AR

‘v in the guidance? If 50, how should that

guidance reflect the specral :
characteristics and needs of smaller
- public co lpames'P Co
17. Should the Commrssron provrde ,
management with guidance about fraud .
controls? If so, what type of guidance?-:
<Is there ex1st1ng private sector gu1dance ‘
« that companies have found useful in -

. this area? For example, have companies.” " :

. “found the 2002 guidarice issued-by-the
AICPA Fraud Task Force entitled
“Management Antifraud Programs and.
_ Controls” 23 useful in assessmg these
risks and controls? . :. - .
.18 Should gurdance be. 1ssued to help:', »
companies with multiple locations or'.

.businessunits to understand how those - - G

‘affect their risk assessment &nd control
1dent1f1cat10n activitiés? How are -
:companies currently. determlmng wh1ch
locatrons or umits to test?

IV Management’s Evaluatlon

As nioted, the Commlssron s'and the
“'staff’'s: May 16, 2005 guidance

“émphasized that management’s-
.- assessment should be baséd-on'the -

partrcular risksiof individual .~

~*’companies, and. recommended a top-
"down, risk-based approach to determine "

the accounts and related processes ‘that .
management ‘should considerin its:
assessment. Therefore; management’s -
_.judgments abiout, the s1gn1f1cance and

- complexity of the risk areas it has " . .-

1dent1f1ed should form the basis fiot,
“only for determrmng what controls'to
"evaluate, but also for determining the ,
- nature; timing; and extent of its -,
~evaluation procedures. A Tisk based

assess whether the company!s mternal
control over financial reporting is .

*level. 24

-One of the reasons c1ted most .
frequently by accelerated filers for the "
hrgher than anticipated costs in their " |,
‘first year of complrance with the section.-
404 requiremeénts is that too much work’
‘was done ta'test and-décument low-rrsk
s:areas.?s The Commission continlies to:" ’
“Hear that management has difficulty

applyrng atop- down risk- based

. Management Antrfraud Programs and Controls ’
‘Guidance to'Help Prevent and Deter Fraud; o
'commrssroned by the Fraud Task Force.of the

“American Institute of Certrfred Piblic Accounting’s,
Auditing Standards Board (2002) availableat : .. %
http J//www.aicpa. org/downIoad/members/drv/ T
;“-auditstd/AU-00316.PDF: : :

‘24 See Rules 133—15(f) and 15d-15(f) of the

. Exchange Act.

“ 25 Gee transcript of Roundtable on Internal

- Gontrol Reporting and Audltmg Provisions,:May 10, * .. ..

2006, Panels 2 and 3; lefter from Watson Wyatt . .

" ‘Worldwide (March 31, 2006) letter from-

' QUALCOMM Inc. (April 27, 2006); ahd letter from
Assocratron for Financial Professronals [May 1,
2006) ; SR ..




“‘;"'understandmg of the nature of the,

" --controls 1mplemented to address them.

: ',."contlnues to hear that compan1es are. :
. - having dlfflculty in complet1ng their ™
e assessment of 1nternal control’ over:
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: approach in the1r 1nd1v1dual
~~assessments and some believe that
- compllance costs are; and may cont1nue
: to be, Higher than nécessary.25"

““The Comrmission’s rules requlre that

,'management s dssessment be “‘as of” the

./ -company’s. fiscal’ year.end, but the rules
*.do not preclude mandgement f from" %

‘ obta1n1ng evidefice to supportits
* agsessment. through cumulative

. year and in prior years. In fact,"
. management s'daily 1nteractlons with its
“internal.controls may prov1de it w1th an

i "» enhanced abll1ty to make 1nformed

T ]udgments regarding the areas that
‘present the greatest risk to the reliability

“ of the'financial statements; as well as".

“How" to evaluate the relevant. controls
We have heard anecdotal evidence that,

"o in some cases management may have

‘ unnecessarlly tested controls: Aising
: separate,evaluatlon type testing in-.

over the-éxtent to,which.IT: processes..
/' should beincluded in the scope of their-
‘assessment,29 As.the staff’s May 16,
2005 staff gu1dance indicate¥; Section
" 404 is not a one-size-fits-all approach to
, - assessing controls; and, for that reason,
"knowledge it acquires. throughout. the o

¥ 1eceived, we believe that'guidarice'on .
‘management’s evaluation process-and

o

, »‘f",dflnancral reportmg mvolves the 1mpact P
+" . of information technology (1) . :
".processes. Foriexample, some!

commienters have expressed concerns

while we believe that controls not

“telated to internal ‘control over f1nanc1al
" Teportirig ‘should not beincluded in'the
"assessment, prov1d1ng 4 list-of the exact ., -
general IT. coritrols-that should be: -
inclirded in arni assessment may not be .
pract1cal Given that fact;we would l1ke .
_.to explore.whether.there are spec1f1c :
*-areas related to IT Where addltlonal

guidance could be providedy, "
Based on the cumulative feedback

connectlon with its. annual assessment, Lrev1s1ons to-AS/No: 2 may help reduce

. rather than relying on its ongoing
' monitoring activities, which may:
. include, for example, cumulative -
‘knowledge and experiences from its,
~daily intéractions with cortrols: -"*"
“* In addition to'testing, another key part
- of management s assessment process, is
". the evaluation of control deficienciesit-

e discovers in'the process of its
,evaluatlon Paramount to evaluating’ the )

gnificance 6fan individual ‘control -
“deficienicy, or combination.of control
deficiencies, is to have a comprehensw

deficiency, its cause, the relevant. . - ¥
“finaricial statement assertion the control
was designed to support, its effect on:
the. broader ¢ontrol environment, and
‘whether. effective compensatlng controls
-exist, 27 Management must exercise
“judgment in-a réasonable manner in-the;
o "evaluatlon of deficiencies in internal 5
“coritrol, con31der1ng boeth’ quantltatlve

- and qualitative factors.28. "« X

- As noted above, the Adv1sory
Committee observed that the distinct
; characterlstlcs of smaller public .
“corripaniés affect the assessment-of. °

financial reportmg risks and the .

" These character1st1cs may also affect

. “how those companles evaluate the1r PR
P 1nternal control: '

Anotherlarea where the Comm1551on

28 Sep transcnpt ‘of Rouindtable or Internal o
¥ Control’ Reportlng and Auditing Provisions, May 10,
C 2006 Panels 1;and 2; letter from Pfizer Inc. (May

- 1,.2008); lgtter from Sotheby’s Holdings, Inc: (May .
1;2006); and letter from U S. Ghamber of Commerce

7 {May 3, 2006)..

" 27.Ske May: 2005 Staff Gu1dance at B
LT Id ol : B

oreliminate the excessive testmg of
‘internal.controls by i improving the focus *
‘on risk and betteruse of entity-level.:

" controls. We ant1c1pate that the: .
"..guidance would cover topics such as the

-procedures; methods or approaches
_-avallable to management to. gather Sl
.ev1dence to support 1ts assessment (1 e

+ explain ‘how entity:level controls.can’™
‘reduce or eliminate thetieed for, testmg
““at the individual dccount or transaction:
2 level? If appllcable,‘please prov1de '
'spemflc examples of typesofentity-
“level controls that have been useful in:
" reducing testing elsewhere..

_on evidence: other than that derived. -
Vfrom separate evaluatlon type testlng of

" (May'5, ZOOG] and.letter from R.G. Scott & :
L ‘Assoc1ates LLC [Apnl 8, 2006'

overall objective of ‘evaluation.

and updat1ng pI‘lOI‘ evaluatlons) and
. factors that management should - -, - .
““consider in determlnlng thé nature, .

. timing.and extent gfits evaluation: "

.-.ptocedures. This guldance would
_addrass whether and how entity: level
controls may adequately address risk at.’
thefinancial statement and disclosure.
level and considerations’as to the extent
“information technology general controls

are-included in the scope.of

considerations-of management in "

.. determining the severlty of an 1dent1f1ed
" .control deficiency.

“19. What type of guldance would help

20. Would guidance on’ how o
management’s.agsessment can be based

3

25-See. transcnpt of Roundtable ‘on Internal

_Control Reporting:and Auditing Provisiois, May 105
" 20086, Panels 2’and.3; letter from. A (May 1, 2006);

letter.from CSC (April 28; 2006); létter from:Allen
" (April 28; -2006); letter from WPS Resources Corp

-timing of management testing of

: factors that management Should -
: consider in determining whether _
" .-, management eould conclude that 16 -

-~controls, such as on-going monitoring

activities, be useful? What are some-of
the sources of evidence that companies

k _find most useful in ongoing mon1tor1ng

of control effectiveness? Would

" guidance be useful about how .-
“management’s daily interaction w1th
“controls can be used to support its. T
vassessment"’ RS e

#21..What cons1derat10ns are

,approprlate to.ensure that the. guldance
is responsive to’ the special
characteristics of entity- -level controls

and managemient.at smaller public

f‘companles"’ What type of guidance.’

would be useful to small-public:
companles with regard to those areas? -
22, Insituations where manageineiit

~~. determines that separate evaluation- -type
- testing is necessary, what type of
_.additional guldance to,assist .
- management in varying the- nature and

extent of the evaluation procedures

- supporting its dssessment would be.
“helpful? Would guidanice be'useful on”
_how risk; materiality, attributes of the."]

ontrols themselves, and .other. factors.

- play a role in the judginents about when

“to use. separate evaluations versus. . -

"“:relying on ongomg mon1tor1ng /
“activities? .

- 23:Would guldance be useful on the :

ontrols'and the need to update ;
vidence and conclusions-from prior- -

,—testmg to the dssessment “as of”’ date?

.24, What type of guidance would bé -

““appropriate regarding the evaluation of
" identified internal control deficiencies? -
-‘Are there particular issués in evaluating”

deficient controls that have only an =

 indirect relationship to a specific -

financial statément account or
“ disclosure? If so, what are some of the :

. L key considerations currently being used
.management s assessment. Further we. when evaluating the control def1c1enc ?
anticipate‘the guiddnce would cover i g bE

*'25. Would guidance be helpful ;
'egardlng the definitions of the terms
“material weakness”and 51gn1f1cant
def1c1ency”"’ If so; please- explaln any.
issues that should be: addressed in the
u1dance

"26. Would guldance be useful on

material weakness.in internal control

.+, over financial reporting exists despite,

he discovery of a need to correct a

tfinancial statement érror as part of the .~
financial staternent close process? If s0,
‘please explain.

27. Would guldance be useful in -
addressmg the cireumstances urnder..

“which a restatement of previously

. teported financial information would -
“not'lead to'the conclision thata =~
;}materral weakness exists in the
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E 'company s internal control over , the effectlveness of the company ’s
- findncial reporting? : :
© . '28. How have compames been‘ableto
‘use technology to gain efficiency in
‘sevaluatlng the effectiveness of 1nternal
‘contrdls {e.g., by autorhating the '
.,effectlveness tésting of automated
+ controls or through. benchmarkmg
»strategles] +
29:1s gu1dance needed to help
-eompanies determiné which IT general".,' ‘
* control$ should be tested? How are - -
companies determining which IT
. generalicontrols ¢ould impact IT :
-application controls directly related to i+
_-the préeparation of financial statements? -
. 30. Has® management generally been' -
it ' ut1hzlng proprietary’IT frameworks asa’
- - guide in conducting the IT'portion of
i.their assessments?If so, which
" frameworks? Which coriponents of .
- those frameworks: have been part1cularly
* useful? Which components of those
L frameworks .go-beyond ‘the: ob)ectlvesé iof
_rehable 1nanc1al reportmg?

may review: evidential matter ...

~Feedback that.the Commlss1on Lo
_réceived in connection with its 2005, -
Roundtable and other feedback on thie;
“first year of compliange indicates that
~in 1mplement1ng the requirements. of
“section 404 for the first time, many-

- identification more’ formally than they
_thay have historically'and,

incurred significant documentation
“costs,?3:This dogumentation: con31sted
“of; among other things, detalled process.

recordlng, processing and
" accourt balances; classes of . -
‘tranisactions, and disclosures 1ncluded

“companies also have indicated that in..
their initial 1mplementat10n of section’
404 too many controls were. 1dent1f1ed

* which resulted in excessive . .o
.documentation.3% Frequently, this = -
excessive docurientation was blamed, at*
- leastin part,on‘the auditors: and thei
‘application of AS'No.'2: Further, e~
have anécdotally, heard that this
“documientation, in many.cases,” .

: ‘substantlally exceeded that normally

. Documentatron to. Support th
Assessment g

B Developlng and- ma1nta1n1ng an’
approprrate amount of evidential matter
"is an'inherent. element of effective., :
*.internal control 30.This-evidential
Inatter should provide reasonable, -
~.support |for the assessment of whether-
controls are desrgned to prevent or -
i detect materlal misstatements of R
: om1ss1ons for the conclusion that tests . »
1o asskss ‘.the effectlveness of lnter_nal SN 32 AS No,2 sots forth the criteria audrtors sh uld
. control:were appropriately planned-and

performed; and for'the- conclusmn that -
-.'; the'results of-such tests were: 2™
i 'approprlately con51dered in L
- management’s:conclusion about '
- effectiveniess.3! Further, pubhc
_taccountmg firms thatatteét to; and

: ,'report on management s assessment of

the Federal Deposit Insurance. = . . ="
«‘Corporatlon Improvement Act of, 1991 35:,

,‘ assessment of internal tontrol;over financial.
reportmg See 194246 of PCAOB Audltmg T
Standatd No: 2;-An-Audit ofInternaI Control over. *
-Financial ‘Reportinig Peiformed in. Con]unctxon with
‘an Audit Of Financial Statements: - EE

33'S¢e trariscript of Roundtable on ; .

Implementauon of Interna ntrol Reportrng Ced
““Provisions; April 13, 2005;:etter from. Mortgage . -
Bankers Association (February 25; 2005); letter from
“Paula ]ourde (March 4, 2005); [etter from: White
Mountairis Insurance Grotip'(March' 29;:2005); and.
~letter from.Initel’ Corporatron (March 31 2005).

34 See transcrlpt of Reindtable on Ihfernal -
"'Control Reporting and Audrtrng Provisions; May 10,
2006, Panels 1:and 2; letter from 11A (May.1; 2006};
“letter from America’s Community Baiikers (May 1
“-2006); lettér from Stephan Stephanov (March 27,
~.2006); and Jetter from Institute of Chartered™ - -
Accountants in England and Wales (March 28,
- 2006): k

T312 US.C 183lm Sectron 12 of the Federal
' Deposrt Insurance Corporatron Improvement Act of
1991 added section 36; “Ihdependent-Annual+-

* Audits of: Insured Depository Institutions,” to, the .
. Federal Deposrt Insurance Act;Section 36 requrred
. the'Federal Deposit Insurance Corporatron in' - "

.consultation with appropriate federal bankrng .

agencres to promulgate regulatrons réquiring each

30 Sectlon:lS(b)(Z)(A] of the Exchange Act

requrres coinpanies to “make and-keep biooks,,
* " records; and.accounts; which in reasonable detall
accurately and fairly reflect the: transactions and

drsposrtrons of the assets of the issuer.” We have
" preyiojsly: stated; -as a matter of pohcy, thit under
section- 13(b)(2) every public company: needsto
establish’ and maintain records of sufficient”
-acctiracy to'meet adequately four interrelated: -
"~ objectives:. appropnate reflection of corporate B
{ransactions.and the disposition of assets; effective -
admmlstratlon of ‘other facets of the issuer’s. lnternal
control system preparatlon of its financial g
“ statements in accordance with generally accepted
accounting prmcrples ‘and proper auditing.” . -
" Statément of tPohcy Regarding the Foreign Corrup
Practices Acttof 1977, Release No. 34-17500
) (]anuary 29, 1981] [46 FR11544].
;3 Instructron I'to Ttem 308 of Regulaticns S=K- T
and'S-B; Instruction 1.to Item 15 of Form 20-F and . - insured depository institution with‘atleast $150
'Instructlon 1.to paragraphs (b}, (c), (d);and (e e}-0 " million in total assets, as of the begmnmg of s
:General Instriiction B:6 to Form ‘40-F, provrde thatr_ - Hiscal yeat, t6 have an‘arinual 1ndependent audit of
“the Reglstrant must maintain evidential matter, its fmancral statements performed.in: accordance
- “including documentation, to provrde reasonable :
. support for management’s assessment of the . "
~..effectiveriess of the regrstrant s 1nternal control over

frnancral reportrng ;

provrde a manageterit report and an 1ndependent ’

* public'accountant’s; attestauon concerning both the.
v effectrveness of the 1nst1tutton s 1nternal control

1nternal control over financial reportrng -
i+ section 404..
o supportm mana, ement s assessment, 32
: suggested that smaller public-companies :
- have unique charatteristics and needs ~ = - et
‘ “_for flexibility that mal<e the ™ . : : )
*documentation elements of section 404
- part1cularly burdensotne for: thase
.companigs. In- its opinion;.the sectron

companies.approached risk and. control -

consequently, companigs may: have .

‘maps describing controls over 1n1t1at1ng, :

ifi thefindrcial’ statements Many S

rarid requrred levels of’ documentatlon to,.
‘support their assertion on the. - :
“effectiveniess of 1nternal cohtrol over:

7 including factors that m1ght influence 7=
+»documentation, requlrements and other:

produced by financial institutions under documentation or how to address

~ controls for which operation does not *:

use whei' evaluatmg whether management St
documentation provides reasonable support for its
o pubhc comparies in partlcular

‘performed by managemient in the initial
.-years of completing the assessment” *
. beyond: what was needed to 1dent1fy

5 documentatlon (e:g., ent1ty factors ot
© process;.or account complex1ty factors)
_lf so; what are they?:

‘with generally accepted auditing standards; and'tq . e et o
. stricture and' procedures for fitiancial reportmg and s

o soundness Jaws.

notw1thstand1ng substantrally 31m11ar._ »
statutory language.to that found in.

In its report, the Adv1sory Commlttee :

404 internal control réporting

‘ Fequiremetits as currently apphed inv

practice might imposé a lack of

‘flexibility.on smaller public compames R
“’that would put them at a competitive 7~

d1sadvantage We have dlsoheard that . -
excessive documentation démands
“might i impose extra or. partrcularly
burdensome costs on smaller pubhc -
_companies. :

The Commlssmn antlclpates that

.management would benefit from 1. o
" additional guidance on the appropriate . IR

1

financial reporting. Topics addressed
might include clarifying the overall
objectives of the documentation,

comimon’ dgcumentation concerns (e.g:
updating of previously created: '

“result in'decumented eViderice). We

~also ant1c1pate that guidance mightbe .~
“helpful in addressing the fléxibility and . e

cost containment needs 6f smaller .

31. Were the levels of documentatlon

controls for testing? If so, why (e.g.,

' ‘business reasons, guditor required, or
unsureabout ¢ ke it COntrols)"‘ Would
spe01f1c gu1dance help.companies av01d

-i:-this.issue in the future? If so, what-.

factors: should be: considered? - :
:32. What. gu1dance is heeded about

_the form; nature, and extent of

) documentatlon that management miust

. maintain as evidence-for its assessment’
of risks to financial reporting and-

control 1dent1ﬁcat10n? Are there certaln"‘ 2

factors to‘consider in makmg ]udgments

~aboiit-the nature’ and extent of

~*33, What guidance sneeded about v

the extent of documentation that
. Mmanagement must maintain aboutits
3 evaluatlon proced,ures that support:‘lts

its comphance with desrgnated safety and

3,
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annual'assessment of internal control VI Sollcltatlon of Addltlonal . descriptions of or actuai p'roees's' plarr‘s_; :
. over fmanmal reportmg? IR Comments ;. that they have utilized or created for - ."

L L portlons or all of management’s
~ o In addrtlon to the'a aréas for comment ~assessment. Please be as specificas™ . -
identified above, we aré interested in - poss1b1e in your discussion and" analys1s _'
-nieeded for both documentation of the any other féstes that: commenters ma of any additional issues. Where - . © -
g i wish to address rélating to companies’ - possible, please rovide empirical data
. .. . controls and documentation of the:”. B p P’ p
R T ? ..+ compliance with the SEC’s rules related: or ghservations to support or. 111ustrate
e testmg for the assessment L .to management’s assessment of interrial « your comments.
T TN | How mlght gurdance be helpful 1n' - control over fmanmal reporting, For. -~ By the G
S, .vaddressmg the flexibility, and cost™ = = " example we are iriterested in whether " y the ommission. Ce
+ ‘contaifiment needs of smaller pubhc * . commenters believe that: there are L. Dated: hlly 11, 2_006 TR
: ‘compames? What guidanceis, .. "% o additional topies not addressed inthis‘ Jill M. Peterson, R
- .approprlate for smaller pubhc ' .+ » Concept Release for'which. gu1dance ol ‘Assistant Secretary. - - -, AR . .
compames with regard to PR R “‘wouldbe irseful. We also invite” ‘»g[FR Doc. E6-= 11226 Filed 7 17—06 45 am},
.documentatmn? ‘.. o - .w icommenters to provide to us h L "‘BILLING CODE 8010-01-P . o v

, 34 Ts-guidance needed about' v
documentatlon for information - .
ot chnology controls? If so, is guidance .-
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"-‘Corbett Bryan N.

.‘.‘;From  Shimkus, Matthew [SHIMKUSM@SEC eovy. :
. Sent: Wednesday, August 09, 2006 10: 31 AM ‘
g TO: : undlsclosed reC|p|ents . & S

L Subject ‘SEC Offers Further Relief from Sectlon 404 Compllance for Smaller Publlc Companles and Many
Forelgn Prlvate Issuers : . , A : 7 _ ‘

SEC OFFERS FURTHER RELIEF FROM SECTION 404 COMPLIANCE FOR
SMALLER PUBLIC COMPANIES ANID MANY FOREIGN PRIVATE ISSUERS

: ,FO)R IMMEDIATE RELEASE
: '2006 136 : ‘

o 'Wash/ngton D. C Aug 9 2006 The Securltles and Exchange Commlss|on today lssued two R

. “releases to grant smaller publlc companies and many. foreign - prlvate issuers further rel|ef from -
: compllance with: Sectlon 404 of the Sarbanes- Oxley Act of 2002: The relief is in flirtherance of the.

. 5:i-"'ig,_;1/ 2006 and mcludes some new |n|t|at1ves not preVIously announced

T ,thelr mternal controls over financial reportlng

o "next steps for Sarbanes-Oxley |mplementat|on" (SEC Press Release 2006 75) announced on May :

,-{'\' Today s releases follow the July 11 2006 publlcatlon of a: Concept Release soI|c|t|ng publlc
.;comment on gu1dance for: management the SEC. plans to lssue to asslst compames 1n assessmg

l

o "The actlons taken in these releases contlnue the Comm|5510n s efforts to be sen5|t|ve and

"ja_responswe to the partlcular needs of smaller public companles and foreign private’ issuers, and to

i minimize the burdens ‘that Section: 404 may impose on them," sald SEC Chairman. Chrlstopher Cox.

"By offermg further relief for smaller companies and most. forelgn issuers, today's actions will allow‘;‘:'_ o

| 'l«._tlme for the Commlssmn and-the PCAOB to redeslg ':SeCtIOl'l 404 |mplementatlon |n a way that lS
efflclent and cost effectlve for mvestors : : : fe

A summary of the subJects of the two releases appears below

2 'ﬂl.‘-’v;"ﬁRehef from Sectlon 404 Compllance Dates for Smaller Companles (Non-Accelerated PR
,.,}Fllers) The Commission is: ‘proposing-to. grant rellef to smaller public companies by
N extendlng the date by which non- accelerated filers” must start providing -a report:by "
T 'management assessing the effectiveness of the company s internal control over ﬁnanclal
. ‘reporting. The. initial.compliance date for these companles would be moved from fiscal years
¢ "ending on-or after: July'15,-2007, until f|scal years ending on or after Dec. 15, 2007. The' .
- - Commission also proposes. to extend the. date by which non- accelerated filers*must begln to
_ _;comply with the Section 404(b) reqwrement to prowde an auditor's attestation report on
.'jlnternal control over financial reportlng intheir annual reports This deadline would be moved
"to the first annual report for: a fiscal year, endlng on.or after Dec. 15, 2008. This. proposed i
» -‘-extensron would result in “all hon- -accelerated: fllers belng required to complete only:the:
S ,‘;management s portion of the |nternal control ‘requirements:in.their flrst year of: compllance
_ -r_,_\}pEWIth the: requxrements This proposal is lntended to® provnde cost savings and efflclency Lo
o i;opportunltles to smaller public companles ‘and to assist them as they prepare to comply fully B

. with Section 404" s reportlng requnrements ThlS proposed extenslon will:provide these issuiers .

and their auditors an. additional year to con5|der and adapt to; the changes in Audltlng
»_;Standard No.:2 that the Commlssmn and the Publlc ‘Company Accounting Overs|ght Board
intend to make, as well as the guidance for management the SEC intends to lSSUG to =~
E '|mprove the eff|c|ency of the Section 404(b) audltor attestatlon report process ' s

B!
i

- gisos



flle perlodlc reports w:th the Commlssmn are non- accelerated filers.

G .v '. o Page2 of3

""ApprOX|mater 44% of the domest|c compan|es and 38% of the forelgn prlvate lssuers that o

- The Comm|55|on seeks publlc comment on aII aspects of th|s proposal Comments should be e

: ,submltted W|th|n 30 days of the proposal s publlcat|on |n the Federal Reglster

i ) ,'32‘;3 : Rellef from Sectlon 404(b) Compllance Date for Certaln Forelgn Prwate Issuers Thev_,
R Comm|55|on is granting relief from Section- 404(b) comphance for foreign prlvate issuers that
o are accelerated filers'(but not large accelerated. fllers), and that file their annual reports- on:
b Form 20- F or 40-F. These: companles will. have their compllance deadline extended for an -

addltlonal year, sothat they ‘will-not beg|n complylng with:the Section 404(b) reqwrement to T

0 provzde ‘an audltors attestatlon report on-internal ‘control over financial reporting in the|r

,,reqwred to comply only with the Section 404 requ1rement to include: management S report in.
o 'the Form 20-F or 40-F annual report filed for their first. f|scal year ending on’ or after July 15
B 2006 They-: will not need to comply - with: the reqwrement to prov1de the: reglstered publ|c
SO "Iu,accountmg firm's attestation report until’ they ﬁle a. Form 20 F or: 40- F annual report for .
A flscal year endlng on or after. JuIy 15 2007 : o : : : L

The Comm|55|on ] data |nd|cate that about 23% of the approxmately 1 200 forelgn pr|vate
" issuers that are subject: to the Exchange Act: reportmg reqwrements are ‘accelerated f|Iers
that will receive the one-year extension of the. comphance dates for the Sectlon 404(b)
audltor attestatlon requirement. Because apprOX|mately 38% of foreign pnvate issuers’are :

the communlty of. forelgn prlvate issuers: will receive a measure of'relief as a result of the.:
" 'which a: foreign. private issuer that is a Iarge accelerated f|ler must comply with' both the
'Section 404(a) andi(b) reqwrements These. fllers are reqwred to include both a report by .
rmanagement and an.attestation report by the |ssuers registered- accountlng firm on |nternal

' after July 15 2006

Th|s exten5|on |s a flnal Comm|SS|on act|on and W|ll be effectlve shortly, on the date that the‘ o
Comm|55|on reIease grantmg the exten5|on |s publlshe in the Federal Reglster A T

Y
&

’annual reports until. fiscal years ending on or. after July 15 2007. This . group of |ssuers W|ll be o

non accelerated filers that will. beneflt from the steps outllned in Item 1 above, over 60% of g

actlons we're announclng today The Commlssmn S actlons today do not change‘the date by e

‘control over fmanc:al reportlng |n the|r Form 20 F or 40 F flled for a f|scal year end|ng on or

3 "'"”Proposed Transmon Rellef for Newly Publlc Companles In the same, release in. wh|ch lt‘»';-.'r o

' ‘;-"'proposes an extension’ of the Section 404 compllance dates for non- accelerated filers, the:

~~ Commission also proposes a tran5|t|on perlod for.newly pubI|c companies. This" tran5|t|on

o ,'rellef would apply to any’ company that has become: publ|c through an IPO or a reglstered
o exchange offer,-or that otherwise becomes subJect to'the Exchange Act reportlng -

B the first.time.: To prowde meanlngful relief.to companles that are new to the 'U.S."markets:
o and our reportmg requirements, the Commission is’ proposmg to. amend its. rules so'that a
company would not be’ reqwred to prowde e|ther a management assessment Or an audltor
T attestatron report unt|I it has preV|oust filed .one annual report with the Comm|SS|on “This
S ;rellef is be|ng proposed in recognltlon of the fact that preparatlon of a newly: publlc N
L jcompany s first annual report can be a t|me and resource intensive process. that may. qunckly‘,
-{,""follow an IPO or initial I|st|ng By not requiring the Sectioh: 404 reports until‘a newly public: -

. compllance obllgatlons el R

The Commlss:on seeks publlc |nput on thlS proposal from forelgn and domestlc companles -
- their-financial and other advisors,. |nvestors and other |nterested members of the publ|c As o

-‘4

~.-t_-»_,‘f3/9‘/50,0,6; R
: e

requ1rements It would include a foreign-private issuer thatiis: listing on a U.S. exchange f for S

"»‘company f|Ies its second annual report with the- SEC the ‘Commission hopes to’increase the -
"f.‘,eff|C|ency and. effectlveness with wh|ch those companles ultlmately meet thelr Sectlon 404 e

. W|th the proposed extenS|on for smaller publlc compames comments on th|s proposa| S
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should be submltted W|th|n 30 days of publlcatlo n the FederaI Reglster R T
SR "We have heard that the Sectlon 404 report|ng requ.|rements |mpose a speC|aI burden on. forelgn
"prlvate issuers, smaller companles and newa public:companies.. ‘These companies pIay an-
RN '|mportant role in our capital markets, and these releases illustrate the Commission’s commltment o
e loto. |mprovmg the efﬂaency and effectlveness of. Sectlon 404 |mpIementat|on for them;" said John™ "+ _:
.. W. White, Director of the: D|V|5|on of: Corporatlon F|nance "We believe our proposed tran5|t|on re||ef R
e for newa publlc companies shouId enhance: the’ attractiveness: and cost- effectlveness of - R '
"part|C|pat|ng in' our-markets both for. compames contemplating IPO s and for foreugn compan|es EEI
o 'g-‘con5|der|ng I|st|ng in the u.s. “for the f|rst time; w1thout sacrlflcmg |mportant |nvestor protectnons TR
_and we‘ look forward to. recewmg comment from a d|ver5|ty of. |nterested partles on that proposaI

R “--The Comm|55|on quI contlnue to work on. |ts own and W|th the Publnc Company Accountlng e
T Over5|ght Board, to take several- addltlonal steps’ preV|oust outhned on-May 17,2006, in SEC Pressl.. g
k ".Release 2006-75 to. improve: the. |mpIementat|on of Sectlo ) 404 so that it W|lI work eff|C|entIy and B
£ effect|vely for. companles and audltors of aII 5|zes ‘ S S T R s

Addltlonal materlals ReIease No 33 8730 ReIease ‘o 33 .8731 |

. SEC Spotllght On: e
; ’Internal Control Reportmgr-Prov1s1on' L
"-httD //WWW sec. qov/spotllqht/soxcomp htm S
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| '.?SEC AnnouncesNext Steps for Sarbanes Oxley
. Emplementatuon e '

- FORT IMMEDIATE RELEASE
200675

R Wash/ngton D C May 17, 2006 The Securltles and Exchange
oo Commission today am“a ser|es ‘of’ act|ons it intends to take to:
Sl o improve the lmplementatlon ‘of; the Sect|on 404 |nternal controI :
R ,‘L"""flrequnrements of the Sarbanes Oxley Act of 2002 :

o _:vThe actlons the Commlssxon mtends to take |nclude |ssu1ng SEC gundance
“for compames and- workmg with' the Public ‘Company ‘Accounting: Oversight -
Board: (PCAOB) on'revisions:of its |nternal control-auditing standard. These ‘
, actlons are based on: extenslve analySIs and commentary in- recent months
S from’ investors, compames ‘auditors, and others; The expected actions W|H. '
Cwi o ralso includer SEC. inspections of PCAOB efforts to improve Section 404 -
R _’ﬂoverS|ght anda brief further postponement of the Section 404 reqwrements
S0 for the 'smallest company filers, ;althoughi ultimately all public:companies-
T will be. reqwred to comply w;th the |nternaI controI reportlng requnrements
'“f‘-_ofSectlon 404 T S .;

; e "The steps we are announcmg today are de lgned to further |mprove the
L7 reliability: of f|nanc1a| statements and to. better protect mvestors wh|Ie s
SRR Tmaklng the Sect:on 404 process more eff|cnent and cost effective," ' said SEC

,‘Cha|rman Chrlstopher Cox: "As; we go forward we will conS|der the spec;al o ,

“ 7 -concerns of.all:companies- that: fall iinder OUFJUFISdICtlon ---large and smaH I
‘\__ foreign - and. domest|c By providing. practlcal‘gwdance to companles by

' ~working W|th the Pubhc Company Accountnng Overslght Board on the|r

- ,,'I'forthcomlng reV|sed standard for-auditors, and by examining how the -
- PCAOB" mspect:on process isi succeedlng in ‘increasing the- eff|C|ency and
“cost- effectlveness of the audlt process;. we will take a glant step toward

jgettmg |t rlght when |t comes to Sectlon 404 compllance .

. “In’ recent months the Commlssron has obtalned comment from a varlety of
: sources conce jlng the operat|on and effects of Sect|on 404 |ncIud|ng

b “"The May 10 2006 SEC Roundtable on, Second Year Experlences wuth Vi
o Internal Control Reportmg and Audltmg Provrsmns ,

: ': ertten comments rece|ved |n connectuon W|th the Roundtable

L v‘i‘iThe Apr|I 23 2006 Report of the SE' rAdvnsory Commnttee on SmaIIer
'Publlc Compan:" : v .

_ ,_The Apr|l 2006 Repo t,rom the U S Government Accountab|I|ty Off|ce. kg
L .ent|t!ed Sarbanes Ox/ey Act ] 'derat/on‘ of Key Pr/nC/p/es Ne _ed

. -'vbttpf/',/.!v_v;vyw;see\;’éOv/news/press‘/206v6‘/_2y_0_06-‘7,5;htni e -»:f;8/9/‘2006' SO
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/n Addressmg fmp/ementat/on for _Sma//er Pub//c Compan/es and

o Feedback from |ssuers ‘audrtors |nvestors and others smce the :
_ Sarbanes Oxley |nternal control reportrng requ:rements went into i
) effect ; , _ AT

.i‘-"The act|ons the Comm|ssnon is- announcmg today represent key steps SRR

i :':toward -addressing |ssues ralsed by part|c1pants involved:in the crltlcal

i process of report|ng to’ |nvestors on‘the effectiveness of companles |nternan’

o ,controI over ﬂnanC|al report|ng,” said’ ‘John ‘White; Director: of the

_hups"//iwf;yv;s-‘eagéy/ncws/pgcfs57.2'00622;()06:75‘;11’@{?}{ o

“Commission's- D1v15|on of Corporatlon Fmance "We will be. worklng on our

- "vown “and with the PCAOB; to' improve the: nmplementat|on of Section 404 50+ -
U that it will. work - efﬂC|entIy and effect|vely for.companies. and auditors of all. - =

'5]'-]S|zes and types whrle strl‘l malntalnmg the |mportant snvestor protect|ons it
- prowdes : S e L

* 'The,actiOnstheC-o"m’mi:s",sion exp,e'cts,,t 'Lt:tak'e'f’in:cl""‘rde':‘.'

-8 Guldance for Compames The Commrssmn has recelved many - ,
‘_requests for add|trona| gurdance for. management on how to complete w L

Cits assessment ofinternal control.ovér. financial reportmg, as requwed;_, o

,‘ _‘fby Sectlon 404(a) of the Sarbanes- Oxley Act. To prepare for the ..
»lssuance of management gundance the Commrssron |ntends to take
'the foIIowmg steps e RO Leii

| ."o Concept Release and Oppo tunlty for Publlc Comment

v't:'\'/arlety of issues. that mlght be the, subJect of Commission =
-+ guidancefor’ management With! .«he Concept-Release, the ..
‘--Commlssmn will-solicit: views on’ the management assessment

o proposes addresses the needs and- -concerns of all: pubhc

_outside. auditors in connectlon with-the: management RERE
assessment reqwred by Section-404(a) of Sarbanes- Oxley, and ‘

& reqwred ‘by: Sectlon 404(b) to ass:st in-our, conSIderat|on off-*»
: pOSSIble alternatlves to: the current approach '

»VCo'nS|derat|on of Addltlonal Gmdance from COSO The
Commission: has long. ‘been supportlve of the Commlttee of

as it works to prowde gwdance on'COSO's 1992 Internal

'companles ‘The Commlssmn ant|C|pates that this forthcommg

The: Commnssron expects toissue’a Concept Release coverlng a- T

" .process to.ensure, that the: guudance the Commission’ uIt|mate|y

.‘Compames We W|II aIso seek input on.the approprlate role of ," A

on the mannerin Which outside auditors. prowde the attestation. -

"S‘ponsonng Organizations of the: Treadway Commission: (COSO)

Control - Integrated Framework to address the needs of smallerfz',

" quidance will help.brganizations of all'sizes to. better understand?'

“and apply the control framework'zas it relates to internal control
‘ f_,“'over financial: repo rn.g.;;As the S 4d_eve|ops gurdance for )
jmanagement onhow to assess its intérnal control over ﬂnancnal
“reporting, wé WI|| consider the extent to which the: add|t|onal
B ':fgurdance that COSO provades is useful t0 smaller publ|c 2
’compames in compIetlng thelr Sectron 404(a) assessments

i :-;;“-'Issuance of G"u""ance Commentary submltted to- the
Comm|ssron ha suggested that. management assessments
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under Sectron 404 have not’ fully reflected the top down r|sk-
i based approach the Commlss|on lntended Building from the
L |nformatlon gathered in response ‘to the Concept- Release and
: from the antrcrpated COSO guxdance the Commission currently
R antlcrpates that it erI issue gu|dance to management to assrst
incits performance ‘of . a top= down risk-based assessment of

)gurdance is of. help to non-accelerated filers and smaller pubI|c S
IS 'companres the Commlssmn intends that this future: gu|dance Lo
s willbe scalable and’ responsive to their'individual S
o ,5C|rcumstances The guidance will also.be sensitive to the: fact
5 g;_'-.;that many- compan|es have already |nvested substantlal
" resources to establish and document programs-and- procedures

' of the guldance has yet. to be determlned

j,' '»ef Rev:s:ons to Audltmg Standard No 2. The PCAOB announced
T f’“;,today that it |ntends to propose revisions to its-Auditing ‘Standard No
Lo o ~2,An Audlt of InternaI Control Oyer Finanhcial Reporting:Performed, |n '
S ‘ S el ‘ConJunctlon with an Audit. of: Financial Statements Any final.revision.

' T e of AS No 2 wouId be subJect to SEC approval The proposed revnsrons
' would ERE AR L ) , o

el Seek to ensure that audltors focus dunng lntegrated aud|ts on -
areas that pose hlgher r|sk of fraud or materlal error; §

: o Incorporate key concepts contalned |n the guldance |ssued by
!:”‘-'the PCAOB on May 16 2005 and : : >

‘o Rewsut and cIarlfy what |f any, roIe the audltor should play in:
eva!uatlng the’ company s process of assesslng lnternal control
effect|veness : A RO : i ‘

B The Commlssron wrll work cIosely wnth the PCAOB to ensure that the
e proposed revisions to AS No..2 are‘in the publxc mterest and
; con5|stent ‘with' the protectlon of mvestors

T e SEC Over5|ght of PCAOB Inspectlon Program The PCAOB 5
IR ~ “announced on.May-1, 2006, that it would focus:its ' 2006 lnspectlons R
e Tt ~on whether audltors have achieved cost- savrng efficiencies in the -

internal control ‘over financial reporting. To ensure that this * '

" t0 perform their assessments over the last few years The form ST

'audtts they have performed under AS No.:2, and on whether audltorst‘_”,:v, L

R L TR _r-have followed the guldance that the PCAOB.issued in May:-and.
Sel w0 November 2005 urging them to do so. As part of the Commission's. - -
R Toversrght of the PCAOB, -the: Commrssron staff lnspects aspects of the "

X w0 7 PCAOB's operatlons rncludlng its mspectlon program. Among other; '

. thlngs upon completlon of the PCAOB's. 2006 mspectlons the. staff

R I effectlve in encouragmg |mplementat|on of the pr|nc|ples outllned tn
S T v-‘-\\-;the PCAOBs May 1 2006 statement S g

e Extensuon of Compllance for.Non-Accelerated F|Iers In order to- ..
.. " :permit non=accelerated filers-and their auditors to have the benefit of - ~ .-
Col S *g'the management gurdance that the SEC. lntends to ISSUG and to have ’

PR e P _fthe opportunity te evaluate and |mplement the rewsxons that the' B
[ R T PCAOB plans to make to AS No 2, the Commrssmn expects toissue a -

o 'fe-h“»tt'p‘://ﬁwv-“'?‘f’/-s]é"c,:_goviﬁéW§'/bréS:s7500572066i75j."‘ﬁtj,r',ﬂft.,'f’ b *-e.e.s/gz‘z'oos o

i . : . .
et " . - " " . Lol - : AN
L : R U . K 3

‘will_ examine whether the PCAOB lnspectrons of audit firms have’ been Lo
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e ;ﬂ

‘ ,short postponement of the effectlve date of the CommsSSIon S rules
o Implementlng Section 404 for non- acceIerated filers. It s ant|C|pated

valo So ‘that- any- “such’ postponement would nonetheless require all f|Iers to-

[ R comply with the management’ assessment required by: Sectlon 404(a)

B oo of Sarbanes Oxley for ﬂscal years begmnlng on or after Dec 16 :

P - . . —:2006 N g L ; ‘ R

. The Comm|SS|on is also taklng th|s opportunlty to express aga|n |ts S
T e :apprec1at|on ‘toits Adwsory Commlttee on Smaller Public Compames for 7.t
S Ta 97 their significant efforts and valuable ‘contributions to the Commission's
Sy work, both: Wlth regard to Sectlon 404 and other issues affectlng smaIIer
Ik L companles : , clen S

- http //www sec gov/news/press/2006/2006 75 htm

Home | Prevuous Page T Mjodified,:»:»'05/,2,,,6/20’06

N
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”PCAOB

Public Corrq:any Ancounting Oversg?ﬂ erd

Standards and Related Rules

Audltlng Standard No. 2: An Audit of Internal Control Over FmanC|aI Reportlng Performed |n

Conjunctlon With an Audit of Financial Statements:
This standard was approved by the Securities and Exchange Commlsslon on June 17, 2004, and is effective for audits of
mternal control over financiai reportlng required by Section 404(b) of the Sarbanes Oxley Act of 2002. :

Audltlng Standard No. 2 _

Pollcy Statement Regardlng lmplementatron ofAud|t|ng Standard No 2 (5/16/2005) ' . : . E .‘ ,

Report on the In|t|aI implementation of Audltrng Standard No 2 (1 1/30/2005) | |
_ Staff Questlons and Answers 6n Auditing Standard No. 2 o

. wQuestnons1 26 (June 23, 2004 Rewsed July 27 2004)
% Questions 27 - 29 (OctoberG 2004) - »

. Questlons 30 - 36 (November 22, 2004)

. lQuestlon 37 (January 21, 2005)

. lQuestlons 38 — 55 (May 16, 2005)

VVConformlng Amendments to PCAOB lnterlm Standards Resulting from the Adoptlon of PCAOB Audltlng Standard No. 2 S

The conformlng amendments were approved by the Secur|t|es and Exchange; Commlsslon on November 17, 2004. For

- integrated audits of financial statements and internal control over financial reporting, the conforming.amendments become

' ;,effectlve at the same time that PCAQCB Auditing Standard No. 2 becomes effective. For issuers that are not considered-to -

_ be accelerated filers-under Securities Exchange Act Rule 12b-2 and for issuers that are not required to comply with section:
404 of the Sarbanes- Oxley Act of 2002, the conforming amendments become effective. for audits of financial statements '
for periods ending on or. after July 15, 2005. The part of the conforming amendments that supersedes AT sec. 501,

‘Reportlng on an Entity’s Internal.Control Over Financial Reporting,” was effective immediately-upon approval. Section D, . -

“Effective Date,” and section E, “Effect of Auditing Standard No: 2 on Audits of Financial Statements Only,” of the Board’s
Release that accompanies the conforming amendments-provide more detailed information regarding effectrve dates and
the effect of Audltlng Standard No. 2 on audits of financial statements only. :

' lRulemaklng Docket: Link to information related to the rulemakmg process of th|s standard, |nc|ud1ng proposmg andv
adoptlng releases public comments, and board statements

,,'PCAOB'and SEC Roundtable on Internal Control Reportlng Reqwrements (5/10/2006)

g Statement Regarding the PCAOBs Approach to lnspectrons of lnternal Control Audits in the 2006 Inspectlon Cycle_ .
‘ '(5/1/2006) o S _ :

Briefing 'Paper Standlng Adwsory Group Meetmg - Implementatlon of Sectron 404 and Audrtlng Standard No 2 (6/8-
9/2005)

Brlefng Paper Standing Advrsory Group Meetlng Challenges of Sectlon 404 (1 1/17 18/2004)
' Board Release Audltmg Standard No. 2 (3/9/2004) ‘
Roundtable Reportlng on Internal Control (7/29/2003)
" Briefing Paper Roundtable on Reportlng on Internal Control (7/10/2003) _
‘Audltlng Standard No. 4: Reportlng on Whether a Prewously Reported Matenal Weakness Contlnues to EX|st -
Overwew of Auditing Standard No. 4

Related Securltles and Exchange Commission Documents

1

http://M.pcaobus.org/Standafds/Standards_and_Relate_d_RnIes/Auditing_Stanvdard_N‘o...‘. - 8/16/2006



© Order (:prroving Proposed Auditing Standard No. 2, <i>An Audit of Internal Control Ov... ,.Page lof3

Home | Previous Page

§US. Securities and Exchange Commission

, SECURITIES AND EXCHANGE COMMISSION
| S S(Release No 34- 49884 F|Ie No. PCAOB 2004 03)
" June ‘1,7, 2004 «

- Public Company Accountiwng Oversight Board; Order Approving
Proposed Auditing Standard No. 2, An Audit of Internal Control Over
Financial Reporting Performed in Con]unctlon with an Audit of :

-Financial Statements ("Aludltmg Standard No 2“)

L

On March 17 2004 the PUb|IC Company Accountlng OverS|ght Board (the :
"Board" or the "PCAOB") filed with the Securities and Exchange Comm|55|on
(the "Commission™) proposed Auditing Standard No. 2, An Audit of Internal
Control Over Financial Reporting Performed in Conjunction with an Audit of
Financial Statements ("Auditing Standard :No. 2"), pursuant to Section 107
- of the Sarbanes- Oxley Act of 2002 (the "Act") and Section 19(b) of the '
Securities Exchange Act of 1934 (the "Exchange Act"). Auditing Standard .
- No. 2 would provide the professional standards and-related performance
. guldance for independent auditors to attest to, and report on,
, management s assessment of the effectiveness of internal control over - -
financial reporting | under Section 404 of the Act Notice of the proposed _
- standard was published in the Federal Register-on April 16, 2004, /L and the
S Commission received 31 comment letters. For the reasons dlscussed beIow,‘,,
e . the Commission is grantmg approval of the proposed standard

!

s l L Introductlon'
|
|

e IL Description

The Act establishes the PCAOB to oversee the audits of public companies "
4 .. and related matters, to protect investors, and to further the public interest -
| S L in preparatlon of informative, accurate and independent audit. reports.2

K - - Section 103(a) of the Act d|rects the PCAOB to establish auditing and
N .. related attestation standards; quality control standards, and ethics =
- standards to be used by reglstered publlc accountlng firms in the - :

S R preparatlon and issuance of audit reports as required by the Act or the ruIes

- - of the Commission. The Board has defined the term "auditing and related -
| .« processional practice standards ‘to mean the standards estabI|shed or

R adopted by the Board under Sectlon 103(a) of the Act

t

v Sectlon 404 of the Act requlres that_registered pubI_ic accounting firms

i attest to and report on an assessment of internal control made by

'; - management, and that such attestation "shall be made in accordance with -
o standards for attestation engagements issued or adopted by. the Board."

- _ The Board's proposed Auditing Standard No. 2 provides. the professijonal .

P L standards and related performance guidance for independent auditors to

2

feplfowwsec.govirulesipeaob/34-49884 htm . 8/16/2006
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- attest to, and report on, management s assessment of the effectlveness of -
_internal control over financial reporting under Section 404 of the Act. A

significant aspect of this proposed standard is the requirement of the
independent auditor to attest on two items, The auditor has to evaluate

- management's assessment process to be satlsfled that management has an

appropriate basis for its conclusion. Add|t|onaIIy, the auditor must test and

- evaluate both the 'design and the operating effectiveness of internal control

to be satisfied that management's conclusion is correct and, therefore, *
fairly stated. The auditor's report-on internal control over financial reporting -

~ will express two opinions — an opinion on whether management's

assessment of the effectiveness of internal controI over financial reportlng
as of the end of the most recent fiscal year is fairly stated, and an opinion
on whether the company has maintained effectlve |nternaI control over

: flnanC|aI reporting. as of that date

"~ IIL. Discussion

The Commission received 31 comment letters in ‘response to its request for -

- comments on Auditing Standard No. 2. The comment letters came from
- issuers, registered public accounting firms, professwnal associations and |

others. In general, issuers expressed opposition to the proposed standard, -

- and accounting firms, -professional associations, and others. expressed

support for the proposed standard. Most commenters, irrespective of
affiliation or position on the proposed standard, recommended. that the
Commission and the PCAOB prowde additional guidance with respect to a
number of different issues. Several commenters recommended that the
Commission limit the. scope of management s assessment of the
effectiveness of internal control over financial reporting by echudlng

' _"entltles that are consolidated but over Wthh the issuer Iacks controI

Issuers and many of the professwnal assoaahons aIso expressed concern

_ . with the cost of compliance in terms of management time, consultant fees
~ and audit fees. One commenter requested that the PCAOB cIoser mon|tor

the impact of the proposed standard on small and medium-sized

“companies. Other requests included ,_cIarlfylng that an adverse internal
.- control report would not of itself result in regulatory action; delaying the
- effective date of the proposed standard; providing a one-year deferral. to

issuers that meet the deflnltlon of an accelerated: filer-for the first time in.

12004; and deferring the accelerated filing date for Forms 10- K filed for

year-end 2004. The PCAOB gave careful consnderatlon to the issues raised ‘
by these commenters:in the course. of revising the proposed standard prior

. to its;adoption by the Board. The resulting standard is a reasonable -
- exercise of» the Board's standards setting authority under the Act.-

IV, Conclusion

On the-basis of ',theaforegoing;, the Commission finds'that proposed Auditing "
Standard No. 2 is consistent with the requirements of the Act and the

~ securities laws and is necessary and approprlate in the public interest and
- for the protectlon of |nvestors ' : :

AT IS THEREFORE ORDERED pursuant to Sectlon 107 of the Act and
. Section 19(b)(2) of the Exchange Act, that proposed Aud|t|ng Standard No.

2, An Audit of Internal Control Over Financial Reporting Performed in - -
Con],unct/onk W/th» an Aud/t of Financial Statements (File No. PCAOB-2004-

: ‘http://Ww.s_ec.g_oy/rules/pcaob/?»4-49884.htm_ | B R | o 8/16/2006 R
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- 03) be and _herébyi is approved. L
By the C_ommiss’ioh‘.“: o

'M'argajre’t, H. McFarland =
- Deputy Secretary -

|~ 1Release No. 34-49544 (April 8, 2004); 69 FR 20672 (April 16, 2004).

R o 2'Sectio"n'>1‘01<(a) of the Act. >,  .

http ://www.sec.gov/rules/pc‘:aob/34f49884;ht'm_
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Th|s Policy. Statement d|scusses some of the issues raised during the first year of

', audltors implementation of the PCAOBs Auditing Standard No. 2, An Audit of Internal

: Contro/ Over Financial Reporting Performed in Conjunction with an Audit of Financial

‘ Statements ("Auditing Standard No. 2"), which implements’ Sections 103 and 404 of the :

Sarbanes Oxley Act of 2002 (the "Act") by establishing a process for aud:tnng public -

‘ compames internal control over financial reporting in conjunction with ‘an " audit of
‘flnanCIaI statements. Many of these issues were raised, among other occasions, at the

Securities and Exchange Commission's ("SEC" or "Commission*) Roundtable on

o Implementatlon of Internal Control- Reporting Provisions,. on April 13, 2005.  While
~ Roundtable partICIpants generally supported the objectlves of Section 404, many -

expressed concerns about compliance costs and offered constructive comments about

B 7_'how the lmplementatlon process can be |mproved

t , ;. v . .
| Th|s Policy Statement cons1ders severaI of the audltlng practlces observed in the

f|rst year of |mplementat|on that may be ineffective or inefficient means of meeting. the
objectlves of Auditing Standard No. 2. It also describes ‘how the PCAOB intends to

_ supervise implementation of the standard, from providing addltlonal guidance to make
o ‘audlts of internal control more effective and cost-effi C|ent to driving |mprovements in’
' '_lmplementatlon through our |nspect|ons of reglstered publlc accountlng firms..

-
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; t - Specifi cally, this Pohcy Statement expresses the Board's view that, to properly

- 'pl n and perform an effectrve audit under Audrtmg Standard No. 2, audrtors should - -
S lntegrate their audits of rnternal control with the|r audits of the client's
_ ‘ v financial statements, so that evidence gathered and tests conducted in
B the context of either audit contrlbute to completion of both audits;

S e . exercise judgment_ to tailor their audit '.plans to the risks facing
N - individual audit clients, instead of using standardized "checklists" that

(and we|ghted agalnst unnecessary audlt focus in low rlsk areas)
g . - use a top-down approach that beg|ns with company -level controls, to
fact, relevant to internal control.over financial reporting, and use the risk

T consideration those ‘accounts that have onIy a remote lrkehhood of
| ' contalnlngamaterlal mlsstatement

e take advantage of the slgnlflcant fleX|brhty that the standard allows to use
" the work of others and N : v : :

e '/ engage in direct-and’ tlmely communlcatlon with audit cllents when o
those clients seek auditors’ views on accounting or internal control issues

" may not reflect an allocatron of audit work weighted toward high- -risk areas 2

identify for further testing only those accounts.and processes that are, in .. E

- assessment required by the standard to eliminate from further -

before those clients make their own decisions on such issues, implement

: _ mternal control processes under conS|derat|on or flnahze flnancral reports '

Background ‘ _

The Sarbanes -Oxley Act has had a profound: effect on the |ntegr|ty of fnancral

reportlng in U.S. capital markets. The Act has strengthened and reformed almost every

aspect of the financial reporting process, from the composrtron and role of the audit

e committee to preparers' certifications of accuracy, ‘covering the integrity of gatekeepers

jsuch as analysts, lawyers and auditors in between. Although some of these changes
have been in place for some time, the partncrpants in the financial reporting process are
now implementing one of the- most chaIIengmg but also: one of the most promrsmg -
‘ .provrsrons of the Act. b
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Sectlon 404 of the Act aims to strengthen the |nternaI controls that underp|n the
‘ accuracy and reliability of a company's published fi nancial information. - That section,

' alpng with the SEC's implementing rule, requires a public company to annually report its

o ‘assessment of the effectiveness of its internal control over financial reporting. The

’ section also requires such a company to provide its auditor's attestation to, and report
’on the company's assessment. = Auditing Standard No. 2 governs the auditor's
: respon3|b|l|t|es under Section 404 E et e ? R o o

B “In the S|mplest terms |nvestors can have much more conﬂdence in the rellablllty

of‘ a corporate financial statement if ‘corporate management - demonstrates that ‘it
maintains- adequate internal control over the preparation of accurate financial
statements. Companles have been required to have internal control - over: their:
accounting since,, .the Congress enacted the Foreign Corrupt Practices Act in -1977.
‘There is no doubt however, that the Act's requirement for-annual assessments and
~ auditor attestations to those assessments, has led to a renewed emphaS|s on |nternal

- controI over frnancral reportlng and slgnlﬂcant |mprovements in companles controIs

Many of the Iarger public companles have recently fi Ied their first assessments of - |

'the effectiveness of their internal controls, as well as the related reports from their

auditors. There is evrdence that the benefits of the internal control requirements are

- .'already being realized,) and investors have expressed strong support for the goals of

Sectlon 404, including the |ncreased transparency that the provrsron provrdes 2. Section _

R Seventy-nlne percent of the 222 flnanC|aI executlves surveyed by
' Over3|ght Systems; Inc. reported that their companies have stronger internal controls
after complying with” Section 404. Seventy-four -percent said that their companies
benefited from compliance, with Sarbanes- -Oxley, and, of those, 33 percent-said that
compliance lessened the risk of financial fraud. See ‘Oversight Systems, Inc., The 2004

OverS|ght Systems FlnanC|aI Executlve Report on Sarbanes Oxley (December 2004).

o 2 See _g_ Remarks of Mark Anson, Chlef Investment Ofﬂcer Cahfornla
’PUblIC Employees' * Retirement  System, Transcript of SEC - Roundtable ‘on

Implementation-of Internal Control Reporting Provisions - (Apr 13, 2005) ("Roundtable .

Tr."); Remarks of Ann Yerger, Executive Director, Council of Institutional Investors, -
Roundtable Tr.; Remarks of Damon Silvers, Associate General Counsel, Amerlcanv
Federation of Labor and Congress of Industrial Organlzatlons Roundtable Tr.; Letter

from Laurie Fiori ‘Hacking, Executive- Director, Ohio Publrc Employees 'Retirement - -

- System to William H. Donaldson Chalrman SEC (Mar 1, 2005) see also Remarks of

N
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'404 has, ‘however, proven to be an enormous challenge for those mvolved in. its
lmplementatlon Companies have found the requirements costly and demandlng, and

o :._.;many have questioned whether the benefits are worth the cost.

) ‘i ~ We take these concerns senously and are. commrtted to Iearmng from the first
'year's experience. implementing Section 404. As part of this effort, on April 13, 2005,

- we participated in the Commission's Roundtable. The Roundtable was an opportunlty K e

ffor‘ us and the Commission to hear directly. from issuers, auditors, and investors on the
~front line of the Section 404 implementation process. ‘Many par’ucrpants at:the -
Roundtable expressed their support for Section 404's purpose. One of ‘the most

- valuable aspects of the Roundtable, however, has been. the constructive criticism -

' provrded by many of those curren_tly involved in the |mplementat|on process
e

. - The cost of Sectlon 404 compliance was the pnmary concern raised at the

'Roundtable.® 3 Among other reasons, commenters suggested that costs were too-high-
because companies and their auditors did not sufficiently focus their efforts on higher

Vnsk areas of internal control -over financial reporting.” In addition, commenters " "
jexpressed the view that auditors did. not use the work of others sufficiently or fully

|ntegrate the audit of internal control with the audit of the financial statements. Some

- Roundtable participants also stated that auditors are often less willing than they were

‘previously to provide guidance to clients on accounting issues for fear of compromlslng :
rndependence or tnggerlng a'material weakness flndmg ) .

. At the conclusion of the Roundtable the Board agreed to take several steps tof |
'promote an internal control audit process that is ‘both effective and cost-efficient.

’ Tocliay, we take the fi rst two of these steps.? F|rst we are separately publrsh_lng a,

' Gregory Jonas Managlng Dlrector of Accountlng SpeCIahsts Group, Moodys Investors
*Servrce Roundtable Tr o _ PR ;
. Y One survey found that for 217 publlc companies wrth average revenues of -

~ $5 billion, first year- Section 404 compliance cost, on average, $4.36 million and
. consumed an average of nearly 27,000 hours. - See Financial Executives International,

1 FEI Special Survey on SOX. Sectlon 404 Implementatlon (March 2005)

i ¥ The Board also nntends to devote the agenda of the upcommg meeting of |

its Standlng Advisory Group, scheduled for June 8 and 9,-2005, to a dlscussron about
|mplementat|on of Audltmg Standard No. 2. ‘

i
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series of addltlonal staff questlons and answers. related to Audltlng Standard No. 2.5

- These questions and answers further explain and clarify provisions in Auditing Standard

No. 2. In particular, these questlons and answers seek to correct the misimpression .
that certain provisions of Auditing Standard No. 2 need to be applied in a rigid manner
- that constrains professional judgment and prevents the conduct of an audit in a manner 4

_ that is both effective and cost- efficient. Second, we are-also issuing today this Policy
Statement, which amplifies some of the themes in those questions and answers and -
artlculates our pollcy W|th respect to admlnlsterlng Audltlng Standard No. 2. '

Fa|lure to apply the concepts dlscussed in th|s PoI|cy Statement may reflect poor
aud|t planning and result in unnecessary cost. Indeed, although we have not performed
a detalled analysis, it is sufficiently clear to us that the costs to date associated with the
lmplementatlon of Section 404 have been too high. For the. Section 404 process to be
sustalnable these costs must be reduced in future years. ‘Some of this excess expense
is attributable to first- -year, start-up costs that should not recur in future years;

“nevertheless, we are. concerned: that ‘auditors may not sufﬁcrently be using several
- features of our standard, descnbed below, that are deS|gned to reduce costs. WIthout_,
. sacrlt” icing quality. - o :

.The Integrated Audlt Concept

. As auditing has evolved over the last century from a process of detalled.
examination of individual transactions and account balances into a process of testing
samples _internal control over financial reporting has emerged as the foundation not
only of the financial reporting process but also of the financial statement audit. Since
..1941, the SEC's regulations have required  auditors to consider a company's internal
‘ controls in planning an audit.? In addition, if controls had been adequately designed
anrij ‘were ‘operating ef'fectlvely, then- Iongstandlng aud,l_t|ng standards permltted the

-1
S O

The Staff Questions and- Answers are avallable on the Board [ Web S|te

'at http //Www pcaobus. org/Standards/Staff Questlons and_ _ Answers/index.asp.

oo Amendment of Rules 2-02 and 3-07 of Regulatlon S-X, Accountrng Serles

-Release No. 21, 11 Fed. Reg. 10921 (Feb. 5, 1941) (amending Regulation S-X to
; prowde that "[ijn determining the scope  of ‘the - audit necessary, appropriate
‘. consrderatlon shall be given to the adequacy of the system of internal check and

“control. Due weight may. be given to an internal system of audit regularly maintained by .

‘ means of auditors employed on the reglstraht's own staff ).
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audrtor to rer on less costly and time- -consuming procedures - Conversely, if an -

, au‘dltor determined that a control was inadequate in its design or operation (or elected

‘nolt to test the control); then the auditor could not rely upon that control.® & In this event,
- the auditor would take a considerably more. detailed approach by relyrng almost
__exclusrvely on deta|Ied tests of-account balances and transactlons .

,Al Sectlons 103 and 404. of the Act, and Audltrng Standard No. 2, changed that N
audit-model. Today, auditors of companies subject to Section 404 must not only obtain

an understanding of internal control, but-they must also examine the design and. |

operating effectiveness of internal control. sufficient to ‘render an opinion as to that
. effectiveness, as required by Section 103(a)(2)(A)(|n) To reap the most benefit from- -
" this examination,-and to. make the overall audit process; as ‘efficient as possrble we

' desrgned in Audltlng Standard No 2 an |ntegrated audlt model '

o An mtegrated audlt combines an audit of internal controI over financial. reporting |
- with the audit of the financial statements, such that the objectives of the two audits are

N achreved simultaneously through a single coordrnated process. In‘an lntegrated audit, -~

the auditor's examination of internal control is vahdated by the findings in the audit of the :

'frnancral statements. In addition, the auditor's findings and conclusions reached during -
the audit of internal control help the auditor better plan and conduct the. auditing -

procedures designed to determine whether the financial statements are fairly presented.

o The two processes are mutually reinforcing.  In-this way, the integrated audit helps to

j,rmprove the quality and integrity of both corporate controls over financial reporting and -

rndependent financial statement audits. We also believe that an integrated audit is

' more cost-effective than performing two distinct processes to audit lnternal control and
the frnancral statements separately.

By As a practical matter mtegratlon of the two audrts means that evidence gathered | |
and tests conducted in the context of e|ther audlt contrrbute to completron of both audits.

I See AU Section 319. 03 Consrderatron of /nterna/ Control in a Financial

StatementAud/t Effective April 16,2003, the PCAOB adopted, on an initial, transitional

”basrs temporary rules that refer to pre-existing professronal standards of auditing,

attestation, quality control, ethics, and independence (the ' 'interim standards"), including
AU Section 319. These standards -are reproduced on our Web ' site at
. http Ihwww. pcaobus org/Standards/lnterlm Standards/lndex asp ’ - '

"i. - See AU Sectlon 319 04 Consrderat/on of /nternal Contro/ ina Fmancra/

Sta tement Audlt
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) -Thls kind of coordlnatlon of work reqUIres an auditor to plan and conduct his or her work
~with both audits in mind. Failing to intégrate these audits not only wastes resources, but
it also jeopardizes the quality of the overall audit and, potentlally, m|sses key insights -

that could ldentlfy and uproot a buddlng accountlng or reportmg problem Y

i *'Some auditors have acknowledged that, for a var|ety of reasons they d|d not '
ach|eve fully integrated audits this year.. As a result, audit costs may have been

“substantially higher than necessary. According to a recent survey commissioned by the
largest U. S. accounting firms, ‘auditors believe that the total costs of compliance with
Section 404 will decline by 46 percent next year.l? Among the factors cited to support

- this prediction was auditors’ expectations that mtegratlon will be improved. ¥ We, too, -

B expect that auditors will better integrate- their audits in the. coming years ThlS should.

' meanmgfully affect both audit costs and audlt quallty v . o
|

The lmportance of Professwnal Judgment

‘ | Audltlng Standard No. 2 is no dlfferent from any other audltlng standard in that it
does not prescribe detailed audit programs. For as long as the profession has

L establ|shed ‘auditing standards, -auditors have used those standards to tailor their own =

> audlt plans in a manner that addresses the nature and complex1ty of the audlt cllent

- ‘ _ Many partlc1pants in the Roundtable as well as others have noted however,

that some auditors have in fact failed to use tailored audit plans in their first year of.

auditing internal control over financial reportlng under Section 404 of the Act and

,,Audltlng Standard No. 2. Those auditors have instead used a one- -size-fits-all audit plan’

B drlven by standardlzed checklists that may have little to do with.the unique issues and . f o

,rlsks of the particular client's financial reporting processes. This is a disappointing
development |ndlcat|ve of poor tralnlng and audit plannlng ‘Not only do audit fees

¥ PCAOB Staff Question and Answer No 50 issued today provudes'

addltlonal guidance on integrating the audit of internal control over financial reportlng
WIth the audit of the financial statements ' -

l .
- See Charles Rlver Assoclates Sarbanes Oxley Sectlon 404 Costs and

"zRemedlatlon of Deﬂclencles Estlmates from a Sample of Fortune 1000 Compames

(Apr 2005)

Lo S _Letter from Deloitte & Touche Ernst & Young, KPMG, and

'PrlcewaterhouseCoopers to Jonathan G Katz Secretary, SEC (Apr 11, 2005)
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lncrease when, for example an audit. pIan calIs for less experrenced audltors on the'

engagement team to devote endless hours to process-level control testing, but audit

-quality also decreases, because such a plan contributes little to the search for material

weaknesses in internal control that could identify a fi nanmal reportlng problem

. |

different industries and of different sizes, but also exercise judgment to focus their work

~onareas that pose hrgher risks of. mrsstatement due either to errors or fraud. Reliance |

on 'standardized checklists that lead to a focus on controls in low-risk areas obvrously

farls to meet this objective. -

| 'The Top- down Approach and Role of Rlsk Assessment

v. i Audltlng Standard No 2 was desrgned to be applled from the top down That is, -

~ the standard focuses the auditor first on company-level controls and then on srgnlflcant
‘accounts, which lead-the auditor to significant processes and, finally, individual: controls
-at' the process, transaction, or application levels. Knowledge obtained at each step

- guides the auditor- toward the higher risk areas within: the -next succeeding level of

controls. By approaching the task in this way, the audltor is naturally steered toward -

hlgher risk areas and-away from those with less potential to have a material impacton
‘the, financials. This approach also provides a road map through the control system'to
vensure that the individual controls selected for testlng are, in fact relevant to |nternal .

control over f|nanc|al reportlng

l An auditor who chooses another approach needlessly risks addrng to the audlt' -
cost and reducing its quality. For example, starting at the bottom increases the risk that -

~thelauditor will become bogged down in testing-that may ult|mately prove pointless, in-

light of the primary objective. of preventing or detecting material misstatements of the’

ﬁnancral statements resultlng in |ncreased and unnecessary costs :

% A risk- based approach to the audltors testlng strategy can further reduce costs
whlle increasing audit effectiveness. - The auditor should consider the overall risk related
to each signifi cant account identified to determine whether he or she should alter the
nature, timing, and extent of testing of the controls over that specific account. By doing -
S0, the auditor will be able to eliminate from further consideration accounts that have -

: only a remote Ilkellhood of contalnlng a materlal mlsstatement and in any event devote

May 16, 2005
Page8_

S The overall objective of Audltlng Standardv No. 2 is for the audltor to. obtain
_evidence that .a company's control system reasonably - assures that its financial -

~ statements do not contain material misstatements. To accomplish.this, the auditor must
not only exercise judgment to determine - how to apply the standard to audit clients in
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e Iess audlt attentlon to areas of low rrsk “In additlon the auditor should look to thel '

mdrvrdual control being tested.and consider the nature, frequency, and importance of -
that specific control in order to determine whether the testlng strategy should be revised'

B funher R . . v i

‘ ‘ Frnally, the auditor Should consrder as part of hrs'or her risk assessment the

"’ strength of the company-level controls, to determine whether the result of testing these

- controls will alter the nature, tlmlng, and extent of testing. Although the auditor may not

‘ rer solely on testing company-leve!l controls,

12" strong company-level controls should

Iead the ‘auditor to do less work than-he or she otherwrse would have performed or rely v
to a greater degree on the work of others ' , '

stmg the Work of Others

An. audltor who apphes Audltlng Standard No 2 from the top down -and 'b

e approprlately assesses risk should naturally identify areas where use of the work of - -
: .others is not only appropriate but is also the most effi cient way to perform the audit.

Redorng work in these areas may unnecessarily increase costs without producrng a

_“corresponding increase in audit quality. Spending auditor resources in areas in which L

the' auditor could rely on the work of others also may cause the auditor to focus too

: much on low-risk controls. As dlscussed earller th|s could be -an early warning srgn of .
poor audit planning. : : _

i -Auditing Standard No. 2 provrdes the auditor with considerable flexrbrllty to use
the' work of others, consistent with the proféssion's longstanding audrtrng standard on

- _usrng the work of. mternal audltors in the ﬁnancral statement audlt—- There is- some

2 See Audltlng Standard No 2 paragraph 54. PCAOB Staff Questrons and

"Answers Nos. 38-43 issued today provide- additional guidance on how to plan and
: perform an audit of internal controI over f"nancral reporting usrng both a top-down and a

o 'rrsk-based approach

W See AU Sectlon 322 The Aud/tors Consideration of the Internal Aud/t:' I

Funct/on in an Audit of Financial Statements. This standard provides that the work of
competent and objective internal auditors may affect the nature, timing and extent of the

audit. "~ Specifically, -if internal auditors are competent and objective, then external

- audrtors may rely on work performed by internal auditors in the ordinary course of their

dutles For example, "for certain assertions related to:less material financial statement

amounts where the risk of materral mlsstatement or the degree of subJectIVIty mvolvedi
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_ concern that audrtors have been reluctant to use Audltlng Standard No. 2's ﬂex1b|hty to
'rer on the work of others because the standard also requires the. external auditor to

‘obtain the principal evidence supporting his or her opinion as to whether internal control
is leffective overall. These provisions are not in conflict. The principal evidence
‘provision of Auditing Standard No. 2 requires the auditor to perform sufficient auditing to

B reach his or her own, ‘independent opinion as to the effectiveness of a company's

: |nternaI control over financial reporting. In broad terms; it prevents audltors from merer -
passrng on to |nvestors the judgments and op|n|on of others

‘ .

o As one of the questlons and answers |ssued today epralns the principal
ewdence requirement is "primarily qualitative. "1/ |ndeed, under Audrtrng Standard No. 2
the ‘amount of work necessary to meet the prrnCIpal ev1dence test |s not susceptlble to -
' preclse measurement,"¥ .

fJ In practrcal terms, th|s means two thlngs F|rst the audltor shouId perform more )
work ‘directly in high-risk areas and seek to use the work .of others in areas -of lesser

S r|sk Second, in evaluating whether the auditor has met the principal evidence test, the

' audltor should ascribe more we|ght to the work he or she performs in hlgh -risk areas. 1

i \
i

- inlthe evaluation of the audit ev"idence is low, the auditor may’declde after considering

- thelcircumstances and the results of work . . performed by internal auditors ..., that

testrng of the assertions directly by the audltor may not ‘be necessary." See id. at
‘ paragraph 22. In addition, this standard also' permits auditors to request direct
~assistance from the internal auditors, such that internal auditors will work under the
, ’dlrect supervision of the external auditor. “See id. at paragraph 27. PCAOB Staff

'Questlon and Answer No. 54 issued today prov1des additional guidance on using the
work of others. See also PCAOB Staff Question and Answer No. 36 (Nov. 22, 2004) -

"(statlng that external auditors may "use internal auditors to' prowde direct aSS|stance in .

..the audlt of lnternal control over frnanclal reportlng“)

o o
S PCAOB Staff Questlon and Answer No 54 (May 16 2005)
-

¥ See Auditing Standard No. 2, note to paragraph 108.

i
I .
T
b -

o addlng up hours or numbers of controls tested in a mechanical fashion; rather, such an

approach would Ilkely detract from the standard's goal of allowing the auditor to use the

- work of others in an eff|C|ent and appropnate manner.

In other words pr|nc|paI evidence: is not meant 1o be assessed by simply- '
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| '.'-In thls manner, foIIowrng the ‘risk-based pr|nc|ples regardlng us|ng the work of others
- W|II in most circumstances, result in the aud|tor haV|ng obtalned the prlnC|paI ewdence
'_supportlng his or her op|n|on o .

R The Audltor s Ab|||ty to Prowde AdV|ce to Audlt Cllents
o Flnally, we are. concerned about a mrsconceptlon that as a result of Auditing - -
o Standard No. 2, companies may no longer look to their auditors for advice on difficult =
: .'accountlng and internal control issues: This misconception appears to manifest itself in-
+“two particularly problematic ways. First, we have heard at the Roundtable and
.elsewhere that auditors have been unwilling to provide accounting advice to their audit
. cllents second, auditors have apparently encouraged audit clients to finish their
assessments of internal control and their financial statements before the auditor begins
: audlt work to attest to the fairness of those assessments and fi nancral statements
Such practlces are neither necessary nor adV|sabIe

', : Aud|t|ng Standard No. 2 prowdes that an aud|tors detectlon of a materlal
misstatement in financial statements is a strong indicator" of a material weakness in

~ intérnal control. In addition, longstanding rules on auditor independence prohibit the

auditor from preparing a client's financial statements and from making financial reporting

decrslons on behalf of managementiZ The prospect of PCAOB inspectors examining ,.

- for compllance with these independence rules seems to have led some to conclude that
“management and the auditor should not consult-on accounting and internal control

S questions or that the auditor should not review. draft financial statements that, because

they are not finished or complete may contain misstatements or misapplications of
Generally Accepted Accounting Principles ("GAAP"). ‘When auditors are unwilling, or -
" believe that they are unable, to provide advice -on accounting or internal control,

R management may be forced to retain other accounting experts or to make accountlng» -

' decrswns wrthout the benet" t of access tfo the audltors technical knowledge.

1 See Rule 2- 01( )(4 )() of Regulatlon S X 17 CER. § 2102 01( Y4)i )'
S (statlng that an auditor is not mdependent of -an audit client if it "prepar[es] the audit - -
client's financial statements"); Rule 2-01(c)(4)(vi) of Regulation S-X, 17 C.F.R. § 210.2-

01(c)(4)(vi) (stating that an auditor is not |ndependent of an audit client if it "perform[s] .

- any decision- -making, supervisory, or ongoing monitoring function for the audit client"); .
- see also Meeting of PCAOB Standing Advisory Group, February 16, 2005 avallable on .
the Board s Web site http //www pcaobus org. , : '
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= EE Nothmg in Audltlng Standard No. 2 reqU|res th|s result Determining when it is
'approprlatefor the auditor to provide accounting advice requires professional judgment

and common sense. Auditors may not, of course, make accounting decisions for their .

- clients, and management may not abandon its responsibility - for quality financial -
o reportlng and simply rely on auditors to catch errors. Where management makes its -
o 'own informed decisions regarding how applicable -accounting’ principles apply to its

~ company's -circumstances, however, the-auditor may discuss freely wnth management' '
- the meanlng and srgnlflcance of those pr|nC|ples ' :

I
i ’
|

To help d|spel confuslon on th|s |ssue our staff addressed last June the questlon' =
of rwhether audit clients may.— ‘or should — share draft financial statements with their

- auditors. - The answer is’ deCIdedIy yes. Indeed, information-sharing on a timely basis
between management and the auditor is necessary. ‘When reviewing draft financial
"statements in determining - the point" at which the.-auditor must draw the line for
--purposes of identifying when a deficiency exists, the ‘auditor should be concerned
‘:-prlmarlly about instances in which the company completed ‘its financial statements and .
disclosures without: recognizing a potential material misstatement. If it is clear that all -
v appllcable controls have not yet operated, then a conclusion as to whether a material
_ mlsstatement in draft fmanmal statements demonstrates a control def|C|ency would be =

premature 18

Audltors may also prov1de audlt cllents technlcal adVIce on the proper appllcatlon 5

of, GAAP, including offering suggestions for management‘s consideration to improve
dlsclosure and financial statement quality and giving updates.on recent developments -

- :‘wrth accounting standards-setters. In addition, management may provide and discuss . .
‘ -”w1th the auditor preliminary drafts of accountmg research mémos, spreadsheets, and
- other working papers in order to obtain the auditor's views on the assumptions. and-

methods selected by management. Although the auditor may determine that some of

~ these communications need to be made in wr|t|ng timely and open communication will .
often be best accompllshed orally .

For example, a company that lS contemplatlng a transactron may ask the auditor -

~ for! assrstance in determlnlng the proper accountlng for the transactron In th|s _s|tuat|on

18 See PCAOB Staff Questlon and Answer No 7 (revrsed July 27, 2004)

(exptalnlng that Auditing Standard 'No. 2 requires an auditor to judge whether, once all

- appllcable controls have operated the company is able to prepare fi nanC|al statements
that are free of materlal mlsstatements) .
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o the auditor may provrde substantral help, |nclud|ng explalnlng how appllcable accountrng
prrncnples apply to the transaction, offering sample journal entries, and reviewing
-management's. preliminary conclusions. This is very different from a situation in which,
the auditor identifies a potential mlsappllcatlon of applicable accounting principles: in
connectlon with a transaction that the auditor learns of outside of the consultation
’process such as durlng a-quarterly review,: or -after management has completed. its
,fmancral statements and disclosures, in which case the auditor would-have to consider
whether management's failure to recognize the potential misapplication of applicable
accountlng prlnC|ples constltutes a srgnlf icant defi c1ency or mater|al weakness.

, | ‘The Board s Approach to Oversrght of Implementatlon of Audrtrng Standard No. 2. N o

: ~We take serlously our responsrblllty to oversee |mplementat|on of Audltlng
Standard No. 2. This includes issuing add|t|onal guidance to explain or interpret the

standard as necessary, as well as supervising auditors' implementation of the standard. -

ne partlcular we intend to use our upcoming inspections to evaluate how frms have‘
' conducted the first round of audlts under Aud|t|ng Standard No 2. ’

e

7,; regl‘stered firms' audits - of internal control in two ways. First, as we have described. -
above, Audrtlng Standard No. 2 leaves auditors considerable flexibility to apply the

= . Our |nspect|ons should drlve |mprovements in the effectlveness and efficiency of’.v : ,

. standard in a manner that is appropriate to each audit. - Indeed, the standard requires. -

“auditors to use professional judgment to tailor their, aud|t plans to the specific risks
faclng each audit client. In our inspections, we will look for audits that suffer from poor
‘plannlng and risk assessment, such as by using standardized checklists without »
_ appropnately tailoring the procedures to the cnrcumstances or focusing the audit on
~areas that are unlikely to lead to the discovery of material weaknesses in internal control -
at the -expense of adequately auditing hrgh -risk -areas..  When .we detect such
shortcomlngs we wnll demand |mprovements '- '

l
|

ﬁ | Second we have also descrlbed above as. well as'in the staff questlons and'

answers issued today and in the: past, several approaches’ to the audit of internal control o
- that we believe i improve both the effectlveness and the efficiency of these audits.” When -

we' review audits that do not apply the approaches described- above, we will expect -
-auditors to justlfy ‘their decisions and to be able to explain how the audit plan
nevertheless met the objectlves of the standard »

: At the Roundtable a number of the partrcrpants focused on the role our -
,|nspect|ons wrll play in shaplng lmplementat|on of Aud|t|ng Standard No 2 Some
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suggested that our |nspect|ons shouId reqU|re aud|tors to reduce costs overalI Others'_ :
suggested that, if our inspections are narrowly focused on technical compliance, they -

o could have the: perverse effect of promoting a checklist mentallty and d|scourag|ng the

use ofJudgment and tailored aud|t pIannrng

: 'i ~ We intend for our |nspect|ons to do neither. By focusing on the conduct of a
high-quality audit as described above, we believe our inspections will promote efficiency
~“without the need for us to get involved in auditors’ billing practices. And, by focusing on ..
appropriate use of judgment and risk assessment, we: are deliberately planning our
inspections‘in a manner that promotes an audit of internal control that is both thoughtful
- -and risk-focused. - In other words, we donot intend to second- -guess good faith -audit -

. ~Judgments Iif we believe, however, that an auditor has approached the audit in.a way

_that is mechanistic and does not reflect the appllcatlon of professional judgment to the
- speclﬂc risks associated with the audit client's financial reporting system, we will not

~ hesitate to demand changes to the audltors approach to |mplement|ng Aud|t|ng.‘_
' Standard No. 2 : o , '

' Concluslon
- The first. years lmplementatlon of Sectlon 404 requ:red a tremendous effort on
~the! part of .management and auditors, as well as the commitment of substantial
B corporate resources. The lessons learned so far — and to be learned as we complete »
~our first cycle of inspections of audits under Auditing Standard No. 2 — should provide a

.. .solid- ‘basis for substantial |mprovement in the process including significant cost
, reductlon in the future. : . R
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