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: ' ·. . ··. The lT$. Oi~tnbe·r.~fC:Orllinerce is the1argest business federation in th~ 
,· world, representing the mterestS of some·three'iriilliort compa.ni~s of every size' 

' and.industry. We have 'been an 'a<;lv@c<lte' for the issuance of specific_ ~dCJ.!lc:e: : •.. · 
,bytheU.S.SecuritiesandExchangeCornmission(th.e'."SEC'}forissuersunder·.\ . 
. ·Section 404 o.f the Sarbane~~bxleyAct'(''S_OX''.) .. In_that regard; we .very·mud1 

'.';: -, . . appreciate theoppoitunityto phwidetommentS m iespo.t;ISe t6the SEGs, . 

' " , .. , 
; ... Ccmcept Release oll,su~h ~qance. · ·-· · · · ·· ·· · · · 

,'·, .i ·:· · .. ·1 

I -' : ~ ' · · The Cliarnper has b,efa1 ~~ry0supportive ·bf inos.t provisio~s ·of SOX anci, · · ·.·· 
vvith respect to Section 404, 's.tro11gly advocat,es for good systems .of internal·.· .. -

.. , ·_·control in public companies: :we agree 'that SOX has ;had· positive effects iri · 
··· . ;. ·: . cau5ing .boards, managerrieri.t, apd e&ternal:a;i.lditorsto' be more thorotigh and '! . 

. :attentive in fulfilling,theirrespops,ibili_ti:~s; However,.we believe iliat Section' 

;.·. 

·,,.-

. . 404 has been implei:Tiertl:ed.insuch a ~Y aS.to Create ·extraordiriafy and _-
••. -. 1 _· unnecessaryburdenstha~ ~edispropqrtfonateto identifiedbenefit:s'.. /f'hi.rhas -· -

.· i .. had ctn extremely•negativeeffect (>n the OVt!rall health and ·COfilpetitivetie'S,S b( ~ 
-.··•: the·u~s .. c~pital market,s; ... 

. _·. ' OUr overall C:ornmen~;~egarcfug irnpl'overnent' lli the impl~mentiµon of -• · 
·: Section4.04aresetforthiri ourcon.uhentletters of AprjJ-1,g, 2005, Qctober 24, 
. , 200S; April 3, 2006, and May 3, 2066. In adc;lition, .diaillberrepresentatiyes · ·· 

. participated inthe,SEO'Public'C.O.tnpanyAccounting Oversight Board . . . , 
·:. (PQAOB}RoµJ,1.dtables onfo.J?ril·13, 2005, aiidM~yf9,2ob6; We have beenan, 

• i ' active 'voice for th¢ bus~eSS"CCnnr!J.unity Ort t}iis issJe'pecause it is c,riticaJly . 
·~: , · ilnportantto a broad c1T)ss-sec;tibn ofdo1Ilestic ancfforeign companies. · · >' .· · 
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· .. · · The implerne11taticm ofSe~·tion 404 hasj·to .date·l f.iiled for sev~ral ', . 
iriterrelal:ed reaso11S: · L ·. ··. , . ·. · ... ' . ' , . · · · · · · ··· . . . . .. ·.·· ' 

· ·• . Audi~g Standard# 2 (''.AS2~'} #.a vague ;~cl difficu}tto apply standard · . 
. · · \ . -:-: ·and,. to. date, tliete has. been no formal standaf.d for 'issuers. · 

·1 . • • • • .,. ' ' • .. • ' ... . ' ... 

• · .. The. a~dicing· p~~f~ssi,oAhasJe.gi~te·~oncem{about }x~irig .. se~ond'· 
guessed by the plair#:iffs.\trial'bar anci its new regulatbr, the PCAOB. , · ·· , 
The 'long~tefll?-risks .to th~ prof~ssi9n·are very signi:ficant1

, and there.has 
..•• ; been every ihcentiv(to applyAS2 (stJ.ch as it ls~ in' p. conservative \Vay .. 

. ' ' :, ._., . ' ' . t/1 ' ·~ '·. , ::'. ' . 

' . •<.·Issue~ have be,e~ nipped betweed the tinceitalh.demands. <?f As2 :~d .· 
their own, conc:emsi about clivertfil.g critical resdt.irces 'iro!n research~,· 
devdoprrierittiri~~s~nt, ili~ ~~lo}inertt. : ;.· · · ·. "· ··; ·· , 

· 1:'herdult has ~een gdierallybadforany.p~bt~i'corlipailies With: ... · .. · 
·· sec;:urities available irithe Uh:ited States - aS'w,ellas aiiyforeign or domestic · · . 
coinpcinies who may have hoped to list here in the fonµ:e. Tlie implementation. ~. 
ofSOX4o4. has darrutged' our'capital markets and there·is anirmnediate. rieed .... 
for, corrective action. · · · · · · "• · · · · · 

... ,· . ' .. , 
...... " . : .,::; · 1~· ' .. "., ', .. ," 

, .. . w~are, .therefore; ·h~pefuLaboµr!he dual under:t~gs· qf (i) the s~E-Cto ·"' 
[;' . ·promulgat¢ issuer gctici~ce regarcfin.g intemal.contl;'olS; and (ii)"the PGAQB td . 

reyise~ As2; We ;ire· ·aLSo ~ncouraged tliat the$EC a.tj,d PCAOB are s·eekiiig w· · 
! ; iligr1theiiactivities to avoid ·llnihtentiorrdl, C:onfusi(;m: )here is ·nowareaj ·; 

· · 1 ·opportUnity for regulatoryaction on SOX 404 that woµ}d obviate the need for 
. ; any legislative· ~djustmentfo th.e Acf · We ~tthat th~ .SEC and PCAOB ·."Wi1J. .. 

. . i . seize the opponunity and drive ,real ·improvement iii tqe system · · .: · .. · . . . . ' ', ·'". . ' . " 

·i'. 

! I 

. ,.;.:,; 
····.:,1.' : . . 

· : · 'i Fo} further discussion of this ~sue, please see a U.S; Ch~ber of Q?r:hrrlert~ publication entitledAqd1iilig: A.• 
'iProfmio11 at Risk, dated Jan"1ary 2006. hhp:/ /W'ww.uschamber;cdm/.publicati~ms/ repo1ts/060lauditing.htm 
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• ' ... '.,. · .. :Withrespectto the C.ohce~t fillease, ohr :~pec~ic cominents below re£leet 
.threehasic themes\'· .·· < ·• ·. · · .. . '·. · ;;·· ·· · .·· · ··• · • ,, .. 

• 'There .ruusrbe a riS~-based.foc:us o~''thos~ qontrokthat are ~ostpkely .. ·· . 
·to haye a rpaterlal i:inpact on il;iefiJ:iancial staterµents. This, inclµdes· in 

· · emphasis on entity-level,. rather than ~aD;sa~tiori~level, controls.· · 
.. '; . ,. . ·. ·. ·,. ; .. '. ,.,. . .. ·,1\,:,·.·,·, •. ' .. , ·;,:' .·.' . 

. .· ·'liie.guidance'.f 6~ ~suers''shollld have>a~,.µiycli specillcity and clarity as 
' possible~ Where this iS n,ot,achievable, iss~ers should have so.me ready 

meaµs ,to seek andpbtaip on:-gdilig'guidance ftomthe SEC . 
.. . L " 

·• • · It sh~cld' be eniphasized ~t ili~ d~sign, ~r,eation~ :and, nmnten;mce o'f . 
' good internal sontro~,.is.~·p~r)iobligationpf 1TI.Clllage1Jlent'. ·~e . 
· .. auditol"S ev?1iiate · arid'determine the· .suffici~ricy of controls, they should 
'not.":" and should not be e:iq)ected to ,.. decide hqw companies best: · 
managetheif qp~ra#?n5. ·. ,, .. ' . ' . 

·,.,. 

·. . ·:'• , ... ;• . 

. fuska~d Omt;ol Tderitific~tioh, ' ' ~· 

· As mentioned, it ~ .. critical to employ a risk-based focus on th~remal 
controlS that are most likel to have a 'material im act on financial statements . 

• ! We a·greewi ·, e . Cthat the.evaluation frameworkb internal controls will .. 
'· . ·:·, vary depending on whaiisre~onable for the issuer, This framework,· however, 

.. : i. J:J:luSt be aligned)mtlrspecific gui@.nce that.allevi~~~ t:he'implementaiionissues 
, ·•.i 'th~tcau5ed.the.overlyco!lservative qpp1icatio~ofSOX404 and AS2; 

'" ' ·; ' :; .... '' . . . :, ' '. '.·· ·-., ... 

' ' 

Specific Responses 
. . ' . ' 

< ·.-·;'.:. . ' ' ',· .. 

• · We would suggest th;it :the SEC begin b:t clearly stating the goal of an 
appropriat~ examina~Gri of intemal controls under SOX 40( We ' 

,, .believe.that.an imp~cit.¢xpectati0nhas evolved.~· supported by the : .·· .. ·. 
plaintiffs' trial bar, ainopg 9t:heri T th~t the pillpos·e,, of SOX. 404. is to· ·· 
·preyeQt ~weryfra11d and, in::fact; every.oth~.r p9ssibktype of bu,sines-... __ . ---­

' .. 

risk U4til the SEQ~ extremelydeaf't:hat the pmpos~ is to reach an 
· appropriatelevelof~~surance abotit·conirols;buthot obviation9fall . .. 

... risk;;;_the11 the pr9blems wit:h overly con5'.eiyatiVe,ir±1Plementation 1'ill . > .·· 
remain .. ' .· · •·· :·· . · · ·.. " ·, ·::· ... · ·, ·· .. · · · .. ·.· ... ' · · 

.. ' 
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. : • .. w_e would sugg~s~ #iat tlt~ SECide~tho~e e!lti,ry-~evelcontro1 that ii , 
.. · · will ahvays consider releyaht .. Further it should, fovi . · · !llples of . 

; enti ·and t actio!l,. evel c trols that 'it ~ould not consider mate.rial .. 
;._::. 

'\". -

while no gUidanct! can address every poss1 e ~ctualcircumstance,.it· .. · 
should be possi~let9.establish guideposts.tlµt show the limits of the.·· 
analysis. We would also <1Skt4at.th~ SE(: indicate :what constitutes a test . 
failiire, and wh~n require~nts on addition,~ satj:lpling 'are necessary;· 

i: 

i: 

,. . . . , .· •' . _, •'" . .. . 
< < < 

\·:, · ... ,· ' ' ·,:, 

• ·· Tlie, chainber: suppci115 thf ~q~a of placirig g~ea~er reliance 'on?assurirtg ... ··· > · 
that)ssuers. haye a pr9per qase, c;:ontrol structure a· · · .. · .. ·.. · - eve! 
·controls/~ . . .rrumagemelilt processes:• that assu,re. broadly that .· 'j . 

. . ·~hese controls are effective. . . . <' . 

l._ ·• :. . ,.,. 

d 

• We, would str:onglyencouta e the S~c· to specJically addiess fraud ·· ' . 
· 'contra , · . note above, one of.the most. µn ament pro e.tpS is a ·· -- . · 
· p9purartnisunderstanding about the ·reasonable: role of SOX 404 analysis 
~ cind auditing.generally.:. in preyen,ting fralld. Expen~nced acco~ting · 
professionals kl1ow that the,re will be comp:µlies with excellent jntemaL 
controls and< superb audits that Will, nonetheless; f allvictim to collusive 

.· ... ·fraud .. •Whil~ it ~ynot be easy.or pl~~sant,.the SEC has a core· . ' .·· .· ...... ·.· ·.· ·· .··· 
< < obligarion to educateithe .public .abo,ut this facr~d provide issuers 'with ·' < 

,··1 . . ... "·. . .. ·guid;ince as to ci?:Y reasoned liil'lits on cop.trbl evaluation under'SOX 404~ •· . 
. ·:. : . We als'ci .epcourage the P~(JB to quickly and thoughtfully bring closure 

; .: .. ,· ,, on·the procecfore~ tjlat sh?µldbe'.ei!lployed by external aucfit6r$ to ..•. · 
· · ·detect.fraud. . .. ·· ·•· · . · . · ··· . , · ·· .. : ,.. · · . ··.• ., .. · · . . . •'. . ''.' ' : . ,:· " . '·· 

! . 

. !-"'; 
. :. ~ 

'1'.: 

. '~· ' 

: • . Th~ Cb-ainbtfr ~4ppons ,~e ·s·E C,s A.l1gust 9, 2006,release p'rdposrrfg a 
. . ··one"'year trarisitio~ period:for newlypublic co!Ppahies/ We believe'that 

. ···•·· .. ··.this will provide relief for ~frart~up:cOsts incuttecl dtiring the first year. . 

-·, .· 

Wecorttinueto urge .the SEC!() delayirnplemeiitation forimn~ · · : 
acceleiated file,rs· and foreign private issuers until the new and revised 
st~dards.have~een tested·byexperienceandprovento have beeJ{ . 
successfi.tljnalleviating key ifn,plementation)ssues; . · · 

•. ·.,'' 

.·-" '. 

''.,· 
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.:.. ., 

,.::· 

- ',:· .. :.·- '."'. 
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' ~:· ids mportant th;tth,e SE~ and PCAOB ~idclleL smaller public_ 
:· ·.· .. c0,mparues as the_yare-ip.te~·ofpersoilllelandresources - andnot .·. 

· .· · apply~9x ~04 ina~yi:hatiequrres themto radicallyaltertheir .... 
operations or. business 0 bjectives,· 1Peveloping 'f scalable" guidelines 
means dea~Iy definµig w;hat is · ~, aGceptable/' eve~ if that means . 
something less than "perfect." As a clear example; appropriate.· spari of 
con,trolshou}d,-'-.as a matteroflogit;.~ haye adiff~rent application at a' 
company with $t million in revenue~ :when" compared to a corhpanywith . 
$1 l:>illion inreyenµes:'''Scahlble"' doesn'f±Tiean two (6t/more) different · · 

. standards or fundainemaldifferences iti1eyeJS ofassura,nce.' It does,· 
... however, ,mean atkno'wledging that what niigP.t be necessary at ,one type 
·· · · of companyp:Jay riot be required fot assllrarite at ap.other. . · 

• We continue.topelieve that)no' . · .. · dilrrbls needtobe evaluated .. 
·· ann .. y. propnate' a,nal is of eritity-le:VeFcongols. ~an include (i) 
periodic testmg, ·an. H ...• ·.· · e~testing o. · contro s. that ave changed from · · 

· established· baseline c'onc.fitioifs:-In additi()ri, testing byeitemal auditors· 
·· ~hould,.reflect the wofk of internal parties .. This· wotild reduce some of . . .. 
the·'wuiecess~ryGostburdens while fuaint~g:a·structure that protects· · 
the validitjrof financials:tateme!it.s:'·· ·· · 

• • 1 • • ' • • • • 

• ·One oftlie.unintendedco!J.seqtieiices of SOX is that companies are' .. -
forced to delay system iinpleµieU,tations or busiµess process changes 

... planned· for th:~-second'half of the yea_r•inorderto obtain.a dean· 
attestation reswt frqm the· audit .firms. ·.We encourage the SEC to 
consider; solutions to avoid these unriec~ssarydelc1ys'. · · 

'. . ' . ' . ' , ':,;' . -'::: ·\: . . 'f.· . ' '' ' ~ ;i 

• ··.We would encourage r!ieJ?CAQB ~q uPifythe ·approachof its standard , ... 
. setters ... ~d investigators .• Whilethe s~andal'.dse~ers are ~ncoliraging the .. ·· 
use of judg~eri.t; gre inspe~tions app~a:rto'.bef~r-reaching; ' '' ·.• •, i 

Manag~ri:ient's Eval~tion'.' ' · 
• ' • • ~ • " t ; • 

.• · ' ' Inab~ence of dir¢ct ~d~ce for issuers, ~pagementhas been forced · ·· 
··to relyon AS2in'its evalliation of intemal.conirc)l.$; }J,hfch1Ufiately, AS2.was · .. 
not well-designed forthispurpose (nor'-\v~s the PCAOB ever intended to be a 

,; 'regulator ofissuers}; Among oth¢rthings,rN-s has s·eiyedto de-emphasize the 
. impprtatl,Ce <4Id primacy of managemepf sown a.Ssessment qf its internal . 
',controls.. . ·· · .. · ,·' · ·:.• • ·. ··.. . .. :·: ... ,, ·· 
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• .Qti,r· mernbe~ !ell ustha~ the application .q£AS~ to TT·systems h~s been . 
· p~rticularlyproblematic .. Issue~ .. do'not have eqough guidaµce to . . .. 
determine which systems :., ap:d whic~ ,levels of.systems - heed to be' ' ' 

,' evalliated ill orderto obtain a reasonable assurance 'as· to the ,.· ' .. ,. ,, 
·effectiveness. of intemal controls ovet financial reporting. As an '' '·, 
exawple, excessiyetime, erwrgy~ and·expens¢ h~ve, bet!n de.voted to'the 
ev,altiati6n of access controls witj10ut regard to whether the ·acce~s poirit:S 

·/ in questioi{cocld·p6se a signific~t risk ~o th,e validity of the fina.qcial ' ' '' 
. reporting' of the company. ·This.is 'certamly an are~ where SOX 404 has . 
been.presumed to. b~ ?-bo11! elirrfin~~g allbfuirie~s risks, instead of . 
simply ass~g tliere~son~ble validity of the financial statements. In .·· ·. 

,'\ · addition, significantc9.nft1sion eXiSts On ho~ io assign monetary .. ·. ·. · 
exposure ·!6 IT deficielicies, espec¥!y when th~y have been mitigated by 

·,1·•. 

'entity-level or blisine~s. pmce~s .controls. We w9uld strongly urge the · .. 
SEC to.work with the issuer€ofilmunityand the .IT hidustryto develop· · 
specific standardS regar\:ling the evaluation of rr sysiem5 that limit the i'' 
.analysis to the intent ab.cl ptiipo~e of SOX 4Q4. • .. ·. • .... ·.· .· ... ·· ' .. ·• 

•' ' ' :~.\ '' ' •" ' • L r ,:, ·_, : 

• As noted abpve, while ho.,st:aridard tptild comp~herisiv.ely ad~ss every 
.-·Situation faced ~y every affecte.g pu~Ji9 C01npany, we would encourage 
.·the SECto prpvide'as'.x1Janyillustrative.example's 'as possible.(induding'···· 

·/examples of overlyconservative··imple!Ilentatioq)and ilio estiblisha '· ' 
's~teinfpr the provisioh of dn~gomg aqyice and gµidance. fowocldpe 

·. flatly inappropriate for t:he SpC tp issue a standard. and then make 'it '~the .. 
iss,uer'sproblem" ~9 figure oul:,whatit rpeans. Th.is sornment most. . •.·· ' 
particularlyapplieS to therneanilig of critical but fundame11tally hard~to:- . 

. · '· d~fine t~rms, sµch ·as "tt1aterial '\Verufuess/' "sigriificahtdeficiency,'.' and ' 
·."more'than:·'remote."· · · · · , . · · ·· 

.. ,' 

. ·' ·": 
,:,1 •. 

· • . We 'hav~ receiyed a number cifco~lain~ to theeffoct thataskingfor· ' 
. advice - from:outside aµditoi:s or othe~ "'" can itself be constnied'asa 

''rn.aterial·weakriess." In ~·h.ort,·if you need to askthe11.you don't.knov;, 
. and if ytJti don'tknov;the.nthere rou5tbe a>rriaterial'Weakness ... This· . " 
'· 9nlycreates a disinceritive,to::se~k:expert, ~dviceon difficult issues. The· 
·SEC must make it clear that a·'request for guidance should not pe used a5-
..• evidence as 'ic(whether a "rpateriaI.,;weakness;'. does.or does not exist. · · 
. After'·a.11,.the recognit:ionbyan issuertha~ apiobleinrr¥ght e~t s]J.ould. 
be seen'asa strength.onits J?~·~.nqt a;~akness ... : · · · 
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• .. Tue SECshmtld iss:ue'gajd~ce.astothe appr9pri;te application of the ' ···· 
• .. reqµireµient that the management ass'essrnell,t be "as of" the year erid. ' 
· J:here· is tremen#oµsconfusionabov~ th~ tjrtiirlgofthe~examinatiori of 
internal C:()nl:folS and .the· valUe ..., ·or, fi10te ~pptQ!)pately ~· 1ackof Vctllle 
Of the experience with :controls that is 6ptafued: over the course Of an . • . . 
e.µtire year. · ' ··. ·. · · · ' .· · .·. , .. .,· ' , ·· 

. • · Th~re, is Cll!Tf{ntly an exces~ive. numbe?. ofrestaternents'. Mfuy ~te driven' 
· ·. by"reinterprecitions'',.()fl6ng-standing actolU1tingtreatrrterits ... · · ...... ·. ·' 

.. Accowiting is. not 'aµ 'exam science and disagreernems about appropnat~ 
applicationof complex ~ccountirig sta,ndart!S a~e not nec~ssarily eviqence 
of f~ilure~ In {a,ct, the view th,~t '~ chap,ge = fail4re" do~s .a disservice to 
the investingpublic.·byimplicitlycomml,lilicating•a>false.precisiori .... 
sll!Toundirig · foi~cihl stat~11len,1s, 'The SE c'has. a. b,asic: obligation t() . . 
educate inv~~tQ~ abput•tlieJimitsof acc9untingandfinancial. "· .. ·· .. <·· 

.... statements;,·• In·that regard, we believe that the!e. ate mariy circumstances .. .. . 
. ·. when a restatement should .ilotbe construed as evidence of a "mate'rial ' 

weaktiess"<ih internal, coritrok . . .. , •. . 

Separately, we c~n~uet~ suppo~ art overall reyie~ by'th~.SEC andxhe 
PCAOB. qfthe Cllrrentstandards for resfutement,:inchiding an .... ', .· . 
e2Caminatjon: of the imp·~·¢~ on inve~tors ofrestatemepts that do not' 
result inArmtena1 change fu th,~. overallfin~~Jalperlotinance or . . . .·., 

. prospects of 411 is~uer: Restateine.t1tsj:an undeI'111.ine. inve'stor cohf idence ·. . 
.. in anotherwise·$6lind systeII1'9f acco~tingpnnciples~. To ~at end, . ·•• . · . 
.when theSECconsiders the need for a rtew iriteipretatiori·of GAN? that : .. 

.. , has previously been gen,erally.acc~pred in the ~Fketplace; 'it should do : · . 
' so prospec~vely.as opposed to ',retibactive.ly so as hot to undermine , ' 
; investor cohfiderice.· ' ' . ' ' " . ' 
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J?ocumenfation.to S'iipPorttheAsse;~ment · 

'. ~ . ,. 
·,,_ -

·,·; 

. ,"'. . ''· : ~ . ·., . -\,'._"- . .. .. ,.. . . . . .· ·-r · .. - . ·.· ·.· , 
' I •. ·•·· 'D~g the fi{st two yea~.of:itnple,~!ltation, itl,s dear 'that accelerat<;# . 

;·'' '' filers. ,ofteil over-documented internal cogtrols in. apsen~e ·. o( specific gUidance .. 
Non-accelerated fil~.~.do not have.access·.~(>:thesW:le-reso.tirces· ?J].d.therefOte ·· ·· 
~ould be put ata·significarttlygreater disadvantaglbyoveq;ealous · .. · 
docuriierttation reqllire!nents. · · · ii. . .. 

. . ' ,. : ' .. ., :.·• ' 

:Speczftc Response/ 
' ' ·' 

,.· \-~-. 

' .... ··.' 
·.J. 

• · A l~ck Qf docrunentation .shocld n6tbe ~~Dilise#· with pcm!: intern,al · 
controls"' S~er.public ·cornpar:µ~s; inpaniculai-, often;h<J.ve good ·· 
int~mal controlsthat.aresimplyin~ufficieµtlydd~umented.· While· · 
documen~ti61liS importantjn orqerfqr systems to.b~·audit.able,:we.·. 

': .· 
: ::- ·;. 

,'1' 

. \.,.-

.· ... ' 

·.1' .• 

r., 

. ,'!: 

. . f. 

·. would Uige the SEC to.closely evaluate docUIIJ.e~tatiori· altematives·arid . 
_detennine whether there are "fow_~esblll"~e cost'i soluti~ms that. rriight ~be . 
: acceptable for smaller COfl?.pafiles, :eveni:f they a.t;e not appropriate for · · . . 

. . . . larger companie.s. with mbre .i:;.ornple~ control systems. ···•· · · · · 
' . 'l :· . l ' ' -

·' '. . ~ • We would enco~ge th~ SE Ct() fµrther exa~e foptnote level .• 
' info~tlon, particula.rly ~:how tb meas~e ,the mate,rialiiy of. a. 
deficiency. N()t all footnot~,s are c;reated eCJ.Uallj; and those that merely 
give)nf ormatjon on routine acc9uhts -such .a.s the composition of ,'. ' ·. 
inventQty an~ demonstrably less' irilpo~ntthan others like th~ .· _· , ... 

><disclosures of of(balance,sheet contingencies. One solution\vould be . 
to expressly rule sonie fo9ino~es c)ut of the404 sc9pe <ms! develop ; '.' ' 

.· bright fuies l:esl:fqr indusioo/exch.is!on fqr all other f ootrtotes .. · . . 
'.I 

· "Conclusion·· 
·, ".-,' .... -·.·.:· ; .. ·1 

-'~ " -
:.<. 

-.;. 

·· ~n~ullin1ary, the Charfibef'is verysuppqrtive.c>f systems ()f gooc:L internal 
controlS mairi.taiiled by~geinef1.t. We look forward to t{ie forthcorriing · 
.guidance. from the"SEC-aIJ.d: PQ\OB proyicling clear and specific ... ·. . ,: . .. , . 

.. : .. _, .. 

. · ; ·· rec(:>mmertdatio,ns for issuers and auditors; lr1 absence. of specific guidance, we .. 
· ! fear that the curre.[lt.ambiguicy V1ill. continµ,e to cause u.µintended consequences; · ·· ... 

.. T including diverting management time a~yfro:m valualJle business operations'. · . 
.. . . -, ;, . . 
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.. ·.·.··. ;The Cha~ber corruriends·ydurdediC:atio~·.t~ achieving a long~te@ 
.· soluticfn that will benefit issuers, audi~<xs, kvestors, arid the health and· .• 
conipetitiveriess of our capitaI'n11lrketsO; Tlfa.rlity0u for you consideration, 'anci .... 

. we woµJ_d be happyto discu,ss ourC()mfue!J.ts.VJifuJ:he [eleyants~aff.. . . . . 
;, : 
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.. Capital·Markets Programs · 
.· ,, ·· .... · ,, ·.... ' . . . 
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BIOTECHNOLQGYJNDUSTRY ORGANIZATION (BIO) 

TECHNET 

TEL:.~:COMMUNICA TIO NS INDUSTRY ASSOCIATION (TIA) 

ELEC}'RONIC INDUSTRIES ALLIANCE (EIA) 

SEMICONDUCTOR INDUSTRYASSOCIA TION (SIA) 

ADVANCED MEDICALTE.CHNOLOGY ASS9CIATION (ADVAMED) 

·MEDICAL-DEVICE MANUFACTURERS ASSOCIATION (MDMA) 

ASSOCIATION OF BIOSCIENCE FINANCIAL OFFICERS (ABFO) 

CALIFORNIA HEALTHCARE INSTITUTE (CID) 

September 12, 2006 

· , Chairman. Christopher Cox 
, Commissioner Paul S. Atkins · 
1 Commissioner Roel C. Campos 
: Commissioner Annette L. Nazareth 
: Commissioner Kathleen L. Casey 

· ; U.S. Securities and Exchange Commission 
• 1 00 F Street, NE 
' Washfo.gton, DC 20549 

Re: Concept Release Concerning Management's Reports on Internal Control Over 
Financial Reporting (File No. S7-l l-06, Release No. 34-54122); · 

Internal Control Over Fin.ancial Reporting In Exchm;ige Act Periodic Reports Of 
Non-Accelerated Filers and Newly Public Companies (File No.S7-06-03, Release 
No. 33~8731). ' 

1 Dear Mr. Chairman and Commissioners: 

' On behalf of the biotechnology, healthcare technology, high technology, information and 
· communications technology, electronics, and serriiconductorindustries, we urge the Securities 

and Exchange Commission to expeditiously adopt Section 404 reforms, in the form of a rule, 
based on a reform framework that is cost effective, "scaled", and "proportional" to the size and 
complexity of corporate structures. 

Our .. member companies include the management of a majorit)r of microcap and smallcap 
companies in the U.S. highcgroWth sectors. As we indicated in our letter to the Commission .on 
April 3, 2006, we fully support the original goals of the Sarbanes-Oxley Act (SOX) and recognize 
the need for responsible internal control standards that create meaningful and transparent 
financial reporting for investors. 

' The implementation of the SOX Section 404 requirements, however, continues to have a 
• , significant impact on smaller public companies that is disproportional to its benefits for the 

investors. The result has been a negative impact on America's ability to innovate and maintain its 

1 
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•global competitiveness in the. high-growth sectors of our nation's economy. For these reasons, 
; we urge the Commission to expeditiously adopt Se.ct.ion 404 reforms as described below~ 

· . We welcome this opportunity to provide coinments on the Concept Release and appreciate the 
; Commission's recognition of the compliance challenges and costs faced by small businesses as 
: detailed in the Final Report of the Advisory Committee for Smaller Public Companies (Advisory 

• ! Committee) and the. April 2006 report of the U.S. Government Accountability Office (GAO). It 
; is our hope that the changes proposed by the Commission ahd the Public Company Accounting 
: Oversight Board's (PCAOB) plans to provide further Auditing Standard #2 (AS2) reforms will be 
critical steps towards fundamental reform of Section 404 that addresses the significant , 

. ' compliance burdens on smaller public companies and supporl;s innovation. 

The Reform Framework Should Be Principles-Based 

For the high-growth industries, the implementatfom of SOX Seetion 404 has had a significant 
impact on the long-term competitiveness of Arherican companies and the U.S. capltaJ markets. 

i 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 disproportional cqmpliance burdens have been described to the SEC and the PCAOB by· 

participants in the Section 404 YearTwoRoundtable discussions and were well documented in . 
1 the Final Report by the Advisory Committee.1 · 

'·· i As currently implemented by the Cdmmission and t~ough the guidance provided by AS2, 
· Section 404 places disproportional cost burdens on America's smaller companies, while specific 
1 benefits are difficult to. identify. 

As the Advisory Committee recommended after its year-long review of Section 404 impacts, 
without a revised implementation framework, the current "one~size-fits-aH" approach of SectiOn 
404 and AS2 will continue to. hamper the ability of smaller public companies to invest in research 
and, development and to gain access to public capital markets, thereby Jeopardizing the 
competitiveness of smaller companies. 

To ensure the continued innovation and vitality of America's public' companies, including the 
· smaller companies engaged in the high-growth industries -- high technology, biotechnology, 

medical devices, ele~tronics, telecommunications and semiconductors, as well as the American 
institutions that provide access to public capital-- a principles-based reform framework should 
be adop~ed in the form of a rule by the SEC to be implemented through AS2 revisions. 

The Reform Framework Should Be Based On The Following Principles: . 

• ' ' I 

• Reforms must reflect rational cost/benefit balance. Cost burdens imposed by increasing 
complexity of required internal controls must yield increased benefits in assuring greater 
investor confidence. · · 

l During 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 
r suggested that the Commission and PCAOBamend AS2 to 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 inipact on smaller publit companies. 

Fixing 404 by Joseph A. Grundfest, Stanford Law ~chool, May I, 20.06. 
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• 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 corresponding need for more rigid and 
esta.blished internal control processes: 

o Reforms should support management's incentive to maintain 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 fovel of controls necessaryto 
meet the CEO and CFO certifications of company financials as required under 
Section 302 of SOX. 

• Reforms should provide clear rules that are risk-based and material to the integrity of the 
financial statements. 

o The rules must provide a clearly defined scope of required assessments with a 
focus on entity-level controls material to finanCial statements. 

• Frequency of internal control testing should be determined by changes in established 
. baseline controls and not merely by the calendar. 

. -

• • l) Reforms Must Achieve Cost/Benefit Balance. 

1 

We fully appreciate the Congressional intent behind Section 404 ~ensuring that companies qave 
' in place effective policies, procedures and control;> to protect against material .misstatements in 
: financial statements, and to prevent fraud. However, as currently implemented, AS2 does not 

require a costfbenefit balance as part of its objectives, 

The majority of smaller public 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. Mapy 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% in addition to hiring additional 

, consultants. · 

Smaller public companies have limited resources, leaner staffs and tighter budgets. Given the 
disproportionately high cost of Section 404 compliance for smaller companies, it is our 

• i experiencethat 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 revenues recentiy paid more than $1 m'illion for costs associated 
with Section 404 compliance. Such costs are typiCal and often do not include a company's· 
indirect costs of complying with Section 404, or the costs associated with non-accounting staff 

1 

performing the internal control work due to the shortage of available resources. -

i 

--, 
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; Due to Section 404, audit firms now have a required audit process, entirely separate from the 
typical financial statement audit process, generating fees almostequal to or greater than the 

· charges for a financial statement audit. This was clearly notthe Congressional intent. The Senate 
I Committee Report on Section 404 was specific: "The Committee does not intend that the 

· i auditor's evaluation be the subject of a separate engagement or the basis for increased charges or 
:fees". Such windfall is attributable not only to the processimposed bythe large accounting firms 
j bu

1
t also to AS2, as promulgated by the PCAOB .. The current standards require very prescriptive 

'procedures that auditors must follow' to perform the separate attestation, with little room for an 
auditor's judgment. 

; I~vestor confidence and trust in public ~ompanies has increased as .a ~es ult of the passage of SOX 

1 
as a whol.e in spite of St<ction 404 and not necessarily because of it. Important and effective 

'. provisio~s of SOX include whistle blower protections; increased enforcement powers, such as the 
!SEC's increased ability to obtain officer and director bars; auditor independence requirements; 
: and, perhaps most importantly, CEO and CFO certifications of company financial statements 

, 1under Section 302. As we saw in the first and second years Of Section 404 implementation, 
, iinvestors and the marketgenerally had no market reactioriwhena company reported a "material 

,weakness" in internal controls under Section 404.£ Thus; we believe the costs ofthe 
. ;implementation of Section 404, particularly for smal)er public companies;.clearly outweigh any 

:benefits that are directly related to Section 404. 

j2) Reforms Must Be "Scaled" And "Proportional" To The L~~el of Product Revenues . 

. ,Jin achieving scaled and proportional reforms that fire risk based, it is critical that Section 404 
1reform,s establish a concrete basis for the required levels of internal controls. As recognized by 

·. 1the Advisory Committee in its Final Report and strongly supported by our members, Section 404 
']reform, should be based on a "revenue filter" or revenue metric, particularly product revenues. 

·' This approach reflects corporate reality in that product revenues drive the tomplexity of corporate 
/structures and the corresponding need for increased internal controls to.protect against financial . 
'fraud. 

1
Scaling Section 404 requirements, In part; on product revenues is critical 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 capitalization of $700 mill1on to have product 
,revenues of $1 million or less. 

Forsmaller 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 
:financials 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 financial markets and investors. Section 
I . . . 

J3(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 CEO and .CFO must certify that the financial statements fairly 
present in all material respects the financial condition of the company, and disclose all 

l. See, e.g., Neil O'Hara, An Analysis oftheCNon) Impact of SOX 404, Compliance Week, March 8, 2005. In addition, 
~t the 2005 SEC and PCAOB Roundtabl~ on Section 404, a representative of Moody's on one of the panels stated that, 

c of the 71 companies disclosing material weaknesses they considered in detail, they ultimately issued a negative rating 
action on 12, or 20%, oftlie companies. Thus, creditratingagencies had no adverse reaction to approximately 80% <if 
the companies. ' 
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. ',weaknesses in the internal controls that could adversely affect the cpmpany' s ability to record, 
! process, summarize and report financial information, among other things. 

; 3) Reforms Must Be Risk-Based. 

. . 

: The prescriptive nature of AS2 in its .current form deters both management and auditors from 
: taking a risk~based approach to prioritizing key financial controls un9er Section 404. As · 
1 currently implemented, for smaller companies, management has little say in determining the 
1

• scope and identification of necessary internal controls. Often, management implements extensive 
1 assessment plans developed by their auditors. As currently required, AS2. provides limited · 
. opportunity formanagemerit or external auditorsto take arisk-based approach. Asi thereby -
;limits the ability of management and auditors to focus on the necessary controls, especially at the 
; entity-wide level, which ultimately could have a material impact on their financial statements as 
: required under Section 302~ In short, the management and auditors are compelled to focus ori the 
1. . . . • 

1 
breadth of controls rather than the depth of necessary controls. . · · 

1 
In fact, most small companies currently match their internal reviews to the requirements of the 

't external.reviews. They do not.see _how it could work any other way. If companies were truly 
1 performing their own internal audits for fraud and accuracy, they would not follow the current 
1 AS2 internal control requirements because many of these processes evaluate items that are 
: immaterial for smaller companies. 
I . 

: Just to provide two examples of processes lacking a .rational basis: a biotech company's 
i 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 
1
, interchangeability of staff is often more valuable than the strict segregation of duty that is 
; required under Section 404, sometimes to a point of dysfunction. · · 
. . 

.! Other examples include a lack ofrationale in addressing certain information technology (IT) 

1 

controls. The current external auditor-driven approach requires extensive testing of internal 
1 controls over IT as it relates to entire company and not just IT systems related to financial 
i reporting. Under the current system, company management cannot rely on the eapabilities of 
; external service providers (i.e. payroll providers, tax firms and transfer agents) if no SAS 70 

·. i reports are in place. Thus, most companies are left to either pay for the external service provider 
. ! to obtain the SAS 70 or put extensive controls in place surrOl!ndingthe information that the 

1 service providers provide, including extensive m.anual recalculatio.ns. 
. . 
1 Under AS2, auditors are so focused on thedetail and the shear breadth of the internal controls and 
: testing that there is little room for judgment·and clear perspective over the overall process goals. 

• 

1 Additionally, management _has such extensive compliance requirements, including sign offs, . 
• 

1

1 
recalculations and documentation, th_atmany company manag~rs have less time to evaluate the 

1 
reasonableness of their disdosures. · · 

: As previously discussed, the opportunity cost of time spent on complying with documentation, 
i testing and review of internal controls is time that could be directed toward functions that add 
1 value to the company and its shareholders (i.e. training staff, forecasting, modeling; monitoring, 
; bringing in-house tasks done by external. parties) .. 
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I . . 

,4) Frequency Oflnterrial CohtroLAssessments Should Be Determined By Material Changes In 
'Key Financial Controls. 
I 

iFrequency of internal control testing should be determined by chang~s in established baseline 
ientity-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 offinancial 
,statements. Periodic testing or testing when a material change has occurred could alleviate the 
,excessive duplic~tion year after year that further adds to the high cost and burdens imposed by 
Section 404. ' 
I 
' . . 

'.S) Additional Deferrals For Non-Accelerated Filers And Newly Public Co~panies Should Be 
Provided Until A New Reforin Framework Is Implemented. 

··• 1We fully support the Commission's proposal to provide further implementation deferrals for non­
.accelerated filers (small companies under $75 rnillion in market capitalization) and for newly 
public companies. In light of the current uncertainties due to the anticipated reforms by the 

. Commission and the PCAOB and potential changes to AS2 requirements, we believe it is critical 
~o further delay both the management assessment and.external auditor attestation requirements for 
hon-accelerated filers as well as newly public companies until a settled guidance can be providecl 
~nd ·revised AS2 mies have been implemented for a reasonable time. In fact, non-accelerated 
filers and newly public companies should not be required to comply with Section 404 until a full 
;:tssessment can be made by the GAO on the cost/burden impact of the newly revised AS2 rules. 
' 
' I 

Conclusion 

I 

'As representatives of the high-growth sectors of the U,S. economy, we appreciate this opportunity 
to comment on the concept relea.se. We believe that principles-based ·reform.s that focus on cost 
¢ffectiveness, that are risk based, and that are scaled and proportional to the level of product 
revenues and complexity of corporate structures will achieve the original intent of Section 4'04 - · 
achieving internal controls that provide investors with the optimal level of confidence in the 
financial integrity of a public company. 

'we thank you for your considerat'ion of our views and we urge you toi'expeditiously adopt a 
teform framework thatprovides fundamental relief to smaller public companies and that supports 
innOViltion in the u .s. high~growth sectors. We look for\Vard to working with you to achieve 
these important goals. 
1.:· 

~incerely, 

i 

James C. Greenwood 
President and CEO 
Biotechnology Industry Organization 

I 
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Presidentand CEO 
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1 Matthew J. Flanigan 
President 
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iGeorge M. Scalise 
President 
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1Mark B .. Leahey 
!Executive Director 
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Alain Cappeluti 
Chairman 
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Officers·(B/W Chapter) 
Past Chairman, ABFO International 
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Dave McCurdy 
President and CEO 
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Stephen J. Ubl 
Presidentand CEO 
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I , . , 
In recent months, there has been a lot of media chatter a]Jout the possibility of London taking over . 
NeiW York's position as the world's financial capital. Such speculation, although overblown, has · 
fosused our attention on a broader and legitimate concern: Unless we improve our corporate 
climate, we risk allowing New York to lose its pre-eminence in the global financial-services sector. 
This would be devastating both for our city and nation. · 

I 

Orie of the engines of growth for the U.S. economy, the financial-services industry in New York 
ha~ long possessed significant comparative ;:idvantages over London and all other cities. These 
advantages include the broadest, most efficient and liquid capital markets in the world, and a 
concentration of the world's biggest financial firms -- which have a much larger presence here than 
an~here else. This city dominates global private-equity markets, secondary trading markets, and 
m9rgers and acquisitions. · · · · 

Ne.w 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 financial-sector employment 
nuj:nbers are greater than any other city's. 

! 
Y~fwhile New York remains the dominant global-exchange center,;we have been losing ground as 
the. leader in capital formation. In 2005 only orie 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 
Ldndon we need to worry about. Next year, more money will be raised through IPOs in Hong 
Kqng than in either London or New York. · 

. ; 

W'e canilot ignore these warning signs. That is why New York has hired a consulting firm, which · 
wip issue a report in November identifying the specific variables that are negatively impacting our 
firiancial-services industry and recommending an ·action plan to cor:rest them. 

, 

Based on the work completed so far, there are four factors that bear close attention: globalization of . 
the capital markets, overregulation, frivolous litigation and incompatible accounting standards. The 

. first factor is beyond our control; advances in technology and communication 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 
cohipetitive edge; · 

Fi~st, what lessons can we learn from other nations' regulatory systems? Currently, there are more 
th~n 10 federal, state and industry regulatory bodies jn the U.S. The_ British have only one such 
bopy. 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 boc;lies are often competing to be the toughest cop on the .street, the British re·gulatory 
bddy seems to b~ more collaborative and solutions-oriented. 

w:ith the benefit of hindsight, the Sarbanes-Oxley Act of 2002, which imposed a new regulatory 



' frajllework 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 
anything Congress had anticipated. Of cqurse, we mustnot in any way diminish our ability to 
detect corporate fraud and protect investors. But there appears to be a worrisome trend of corporate 
leapers focusing inordi~ate time on compliance minutiae rather than innovative strategies for 
grdwth, for fear of facing personal financial penalties from overzealous regulators. 

Second, what lessons can we learn from other nations' legal environments? The total value of 
se~urities class-action lawsuits in the U.S. has skyrocketed in recent years, to $9.6 billion in 2005 
froµi $150 million in 1997. The U.K. and other nations have laws th;:tt far more effectively 
dispourage frivolous suits. It may be time to revisit the best way to reduce frivolous lawsuits 
without eliminating meritorious ones. ' 

I -. 

. Third, what lessons can we learn from other nations' experiences with international accounting 
stahdards? Most European and Asian countries have already begun to adopt international 
acqounting standards, which businesses tend to prefer over the American system. Yet we have set 
no:timetable for doingthe same. · 

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 
sti~es entrepreneurship, competition and innovation; while too little regulation creates excessive 
ris1c to industry, investors and the overall system. 

I 
I 

This delicate balance has been upset by technological advances, making it much easier to locate 
financial-services activities any\Vhere in the world.'As a result, foreign markets may be tempted to 
lovlrer 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 
stability and reliability of the global marketplace. 

i - , . .· 

New York cannot afford to lose its place as the global leader in financial services. We have to 
catefully redefine this balance of innovation and regulation. That is what we seek to do over the ' . . 
ne~t several months. 

b11r ability to do that, and to answer these three questions, will determine the future of New York -
- ahd, in many ways, the'nation. Ifwe do not rise to the challenge, the speculation that New York is 
lo~ing its pre-eminence in the global marketplace will become more than just chatter. 

Mt. Schumer is a Democratic senator from f'lew York. Mr. Bloomberg is mayor of New 
York City. · -

I 
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. · 'EASIER COMPGIANCE'FORSMALL 'BIZWAS WITHIN REACH,.· 
BUTIHE~E.C;ISBACKPE,,DAUNG,,BY,JEREMY'QU~TTN~R ,. 

~\~·: ·.!:: '. . '(~; 

. SMALL COMPf'.NIESthat were h~ping . haye,untilJuly i5~2007, to file · 
for 'sqnie regulatory relief from the their first anmiaF::report The · . 
. most, [onerous. pro'vision. of the Sar-:- bes.t t,hey Caf hope for, he.says, i~ 
bahe:~?xl9y: Act ai:e ou~ of luck, 'at to se~ the date' p<;istporiei:L · · 
least m the short term. '. . · . ·· : · .' The idea of foakingA04 . 

ci>n Apr; p, the .21 ~per5on Adviso~ . . W()rk more efficiently is likely to . 
ry C::Oinmittee on Sri\aller Public Com.-'· · be. I'~ very fongthy process and· 
·p·anie~ handed tlle l)'.S. Securities & ·not.an easy task,". fays:rhomas. · 

·. , .. Exch(uige Cqrrimission.~list oq3 rec-:-:·. Hartmarin, i partner at Detroit . I.' 

om'?encia~onson ~o~ to make Sarb- · la)V firm :Foley Bc,LardneriHe say8.that's· (R-Ohio) remains chair of, the Hquse 
Ox :q)mpliance easier for sµiall public .. partly b<:ea1.1Se~iliereisifo eajsting regula- FinancialS~rJices Committee." . . 
¢onipanie~.The m'pst striki1lg proposal ' foiy framework for •sma.lF c~mpanies I ' ; ' 'The SEC committe~'s reccimmen-. 
wohld have exempte~ th~ smallest from ': ;llolindwhichfo bul,ld Suell~ apprcia<±i> . d~tiorn{ followed a .13-:-tnonth reVi~w ·. 

. the ,b/}fdens~rp.e'.S~s:tion 404 until tlie .· ~ome in <;;:ongress 'are. trying i:oi ;ft he accounting and Ji11an,Cial reporf. 
. SEC, c:an figflle otit a way to tailor it to. k<:ep the eJteµipclori idea, afloat; On,. ing of smaller business.es, including 

, ,them. Section 40;heqtiires thatcompa~ May 17, Represent\itive Tom Feeney ·. · .their audit procedures and the process 1 

.. nid ~omplete a,ninternal audit o(c:<'>i,l:' (R-Fla.) introciuced a bill that would of' going public. The comirlittee had ·· 
. trols j:hey've already established. It's not . amend 404 td ~empftom'pinie~With a' :recommended that companies ·.be ·1 . 

' tincohunon for bus.inesses ' to .spend;', .. market cap ofl~ss.thari $700 million/I .. grouped into. tiers by market size' and 
hundreds of, thousand~ of dollars trying wa.S disappointed by the SEC, resporise.\ · that those With less than $787 million 

~ to cobplyWith it; ' ' .'I'. •.. . ; says Feeri~y: "For now it see111sthey in market capitalization be exempted 
•, I·~ ' ••. But on May 17; SEC. Chai~ma'~ . have notfully;tppreciated the enormity ' from 404. About 7 ;400 businesse,s 

.·:l Chr~stopper Cox signa1ed his opposi- ·of the pro\Jle!Us ;with S3fb0x, or they , would have quilifie~: That's· 79% ~f 
··~ tion.i"tle 'and the other ccim!llissibners ; have' l!.ppreciated 't:h:e proble111s a,nd'.are •·public cowpanies but only al:>put 6%,of 

. ··.~ · h.ave indicated thatthey wmtld rather not ready to .ad·aggressiv'ely fo ~eforrn ·the total public market capitalization. 
. , ...... 

: :: ~ ina)te 4Q4 work wore ~fficfontly ... #ian, the impleinentatioh. ~ Sen:itor ' Jim . .The exemption ,would; have r~mained 
· ,, ·~ · [ talk]"about eX:ernptifig'.smaller com pa-; Demint (R:;.s.~;) introduced a similar . in, place until anew set'ofinter,rial audit. 

~ nies; ~ SlJ.}'S ,SEC spokes'riian J cihn Meilie .. ' bill ll; the Senate::,Eyen §~; Feeney ~a~· . rules was . establi.shed specifi~ally' .for I 

'. • ~. < 

'•. '\. __ 

! .· He acids that corrip,aniesWith less #ian the chances of ljls bill passi11g ~e slitn smaller companies. Now it ma'.y not go ' 
·s75milli~n ofpublic'~tockoutstanding while Represent:i,tive lvlichael.Qxley into place at ill. l:'1il r' . 

: -. : I . .~. 

· · sNIAlis1i EDITOR~l~Bg~LY WEISUL ASKS NAPOLEON BARRAGAN: WHAts' 
' THEONETHING'volivii1SHYOU KNEW BEFORE STARTING 1-800-MATTRESS? .· .· 

.,;· ,,.lnl998we'stirttXf ~kingan dur custome~five.simple 
questionS. Vrtilw~·didtfia4 itwash~rd toknowifwewere · , 

·· givirig th~ cU5t0meiWhatdi¢ywanteci. Wehave t() be 
. n;ieastiring c6nsra11tly.\Ve haveto look at lastweek<lrldfast. 
ycif anci· ~pre,paredfor,tornqrrow andn~month. Arid · ·. 
(.1.tthattimetheycillyQuaVision~ '' ' ·· ' .. ·.. .. . 

<' ' ·.''. .. ..; - ... ·1' . . . . . .• 

,, ~APOLEON iBARRAGAN 
i • . fa~rukrandchie/e:iecitiiveaji-8~~ _. 

, '; 

.1 __ ,' 

,' ··: ·.: i 
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i · · . ReJectJrtg Israel, agai' 
' . 1,_ ·, I ': 

\i. 

. ·1 . ·.• .·. ' · ... ·. ··., .. ·.·. 

· The i;efusal tp ~ccept Israel's right to exist harms Palestinians, to c)' 

°t'VERY so often, ··•Unpopular : ous internati6n~l und~rtakings. Worse still,Hama~this week. 
·. :.C::, Muslim regime~ cm' the pe- seritout an uniunbiguously wrong signal by jUstifyingas us elf' 
:. riphery of the Palestiri.~.· c.oriflict .. qef~nce_" ,th·e deadly i;>~ssover ·suicide-harp.bing ih:Tel Aviv by a~ · · 

find it. expediei;i.t ·. to : propdse .. - smaller prci-IrartianPalestinian group; Islamic jihad. · ' . 
eliminating .the iionist entity. .·. Right now itislsraehhat has the betterdaim,to be defend- , 
Since his election last yea'r;M,ah; ing itself. Islamic Jihad m.akes ceaseless a~tempts. to mou11tsui~ . 
moud Ahrnadinejad, .· Iran's· . cide-hombings 1n is~ael and .• with other groups, has!Jeeri fir~:, , 

· president and chief hcilocilust ihgrockets a:qsraeli towns ever since Israel evac~ated the Gaza 
denier, ·has betome a leading exponent o( this familiar ru~e. Strip last summer. Israel ha,s killed many ·n'ieinbers of the 
I;Jis pr6misel~stweek that Israel would .soon be wiped from ·, .rocket-fa.unching team~~and, by accident, s'ome innocent by~' 

.. · 'the pages of h~story in acc;ordance with.the proph~cy of-the · .· st.ariderstoo."Butthe deliberate targeting'o.f civHiansis a war·,··· 
· 'late AyatbllahKhomeini was therefore neither espec,ially rie\V c;rirne in anyone's book, and u.nder the agre-ements.whiCh Ha-. ·• . 

· nor-tilJiran ~cquires nuclear weapons-espedally frighten~ ·riiasr~fuses to honour, the Plllestinian Authdrity-CPA) under- .. -
. , .· ing. And, of toµrse, even with aJ:iomb, even Mt Ahmadinejad. , took t.o make an effort to stop such attacks: Its ptesiderit,Mah~. 

. ; might think twice about launching a nuclear attack tha~ could m6udAbbas,rightly den6uricedthe Tel Avivatrodty. · ··· · · 
.lead to Iran's o!wn swift destruction. . . · · . . • ,, .· By condoning the il,ttack instead, Barnas will ford it harder .. 

What is mdre depr~ssing is the rise' ofa Similarly atavistic .to win broadintei:national acceptance. That may be irprice it is . 
strain 'of Jsrael-destroying rhetoric am:ong the Palestinians · Wiilfng to pay. As Westei:n .countries give the} A less: Ru~~ia,. ··· 
themselves. It ~6ok the Palestfoe Liberati oh Orga11i~ation uljtil )rari arid. the Arab states may give more; Mo~eov~J; any .af 

.. the-late 19 sos .to a bandort its self~defeating fantasy that it had . , tempt by Israel to force the collapse of Hamas's,govermn~nt is 
. t}ie .power and th.e rightto wipe Israel off the map.Now the· , liable to fail: For all Israel's power in the territories, itshot1ldb,e 
Palestinians a.te iri danger cif revisiting the siine dead end. · : . ··.. . prevented by its own: scruples and world opinion from starv- · 

\ , .Like manyi ~uccessful Islamist movements, i-Iamas com-: irig the Palestirilansintcneversing thei,r democraticdecisidn. < . 
, · · · bJnes strong ~deology with a slµewd pragmatism; But. win, ' By the same token; however, Ha.mas's ,effortsto estabHsh a 

;: " .nip.gJahuary'~ Paiestinian elettiqns has been disc9mboblllaF free Palestine lookdoomed to fail unless it pays'lsrael the basic . 
·' ing .(see· page:- 47). 'Since then its Jeaders:have' J:iroadcasra ' price of adril.!ssion to' taJ~s: recognititm offts rightto exist arid·. ' 

blizzard of Crbssed artd mixed signals about: whether they . -. an, endtdterrorisrh:, On pi:eseritshowing, l-Iarilas's leaders are 
would be content with astatefri the Wesq.Jankand Gaza iri- notwillingtorriakethatJeap:Itisto behopeP,thatth¢ycanstiU 
··stead of all' Q.istoric Palestine; and for how long. Yet they· still ~hange .their min(i. If they. thinkisrael's qffer of a decent fy.'O- · 
seem unabl,e to acc~ptthe request of America, :Europe, Russia · . sta~e sohition is,\!- bluff; letthem call it.'History suggests that al~ . ·.·· 
arid the ulli~ed N,ati.ons to renounc~ terror and violence, ac- 'though both sides suffer:~henthere is deacl1o~k iqthismise~:. . 

, , . ce{ltJsrael's :right to exist and honour the Palestinians'. pre\Ti- able conflict; the Palestinians tendtosuffermote. · •· - · 

' : ' ~'- . ;, ' ·:' 

.· . ·:1. ' ' ..... ' 

. ~orporate regul~tion 

Ins.eatchuf.betterSOX ··.,'.·' 

. ~' 

. What c.;tnbe'.dbhe to loosen'America'sburd~nsome post~Em6n fules? .· . . ,,. . .. 

r .. , 

0. NLY yesterday companies .and·that thei~ attraction to overseas ·~otnpani~s was proof of 
the world over flocked to • the fa:ctso.whatdoes it mean th.it rnany ofthose firms n6w, 

America to .. list their shares': For· optirig to'1ist elsewhere pill much of the .blame on the burden 
· bigger, more established firms; bf Amerrca:•s corporate regulations--'aQ()Ve ajl the Sai:banes­

the razzmatazz of alistirig on the Oxley act (s Ox) passed byCongtess in 2602 after the scarida1~ 
New York Stcick~xchange ~11,s ouscollaps'e6fEnronan<lWorldCom? .. ·• ,· · ... ·. · · · .··· 
.the mark ofblue~chip status. Fot' • To its defenders, and there ate' still many, SOX has done just 

, younger firms, a NASD,AQ list- what was asked.of fr and raised the, quality of corporate'regu-
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'ing was a crutial step on the way to becoming the n~t Micro- .. la ti on so as to rninimise. the risk of the next Enron or Weir id~ ' .. 
soft Today, ~owever, foreign listirlgs have b~corile araritj; es-· .. · Coril. If the price of.that is for flakier Russian companies tci · · · 
pecially on r4°.Ast>A.Q. Even some of Ameriea;s horne~gi:ciwn choose l~er jtirisdictions overseas, so much the better> · . · · . , . · · · 

. would-be Microsofts how list l10t in .New York; but overseas, · Thatirgument might wa:sh were s6£a well~crafted piece .·.· · .. · .. · i .. · .. ·. 
· especially o~ London's Alternative Investment Market..· .. of legi~lation, rather than a r:ush-job hurrled,-through a Con~ , : .· / i~ · . 
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. . ~ latlon \\Vas always unnecessary or\veJt after the Wrong .tar- •. bly b~ seen through by America's maiilmarkets regulci.tbr, the 
gets.Jodaf,, many people who supported SOX in:principie- . Secuntiesah~£xchangeCornmission(s)39)withouttrou~ling 
ranging from the boss of NASDAQ to the saintedformer.chair~ Congress (see.page 59). · . , . , ,··; . . .· · 

·· man of the'Federal Reserve;Alan Greenspan~are iricreasi,rtgly · .... A good. stru} would be for the SEC to follow the likely adVice 
·· .. distiitbedby sqx in practice. ' ; ' ·. ' . .,; : ( ' '•' 'of its own Ad\rjsory Cortunittee Ori Smaller PublicCompariies 

'.'. arid.' eX:enipt corp.panies With a stociqrt,arket :value,<below 
Strangled l>Y red tape' .·. < .. ··. ·' . · · · · · · . .·. , ·. $li8m and sales ofless thari $125m; That would still leave the 
Hovi eould sox'be improved? DivisfonsinC()ngress me(lil bigger' firms that accountJor'94% ofthevalue. of America's 

. that thorough reform is unlikely.anytime soon, even though' . stockmarketssubjecttoSection404:.ThesE:cshO\ildalsotrytd · 
·. some parts of the legislation could do v.;hha secoridlo.ok The· . lighten the b\llden on them too. It c<)uld, fpr example, narrow 
. priority:istompdifyth~mosthatedpartofsox, the2olinefof.. the scope of the internal-control review:cariied out by audi~ 
. text called.section 4.04, which regulatesthe intemat coil:irols ;.t0rs so thattl,}ey examine only the la~gerrisks, not the size:of' .. 
used by fums in their financial reporting and e:ictends scrµti~: people's lunch expenses. . ' . . ; ·... . . . . . ' 
nising:to sui::hminutfae as travel expertses and petjy .. cash:the •. Sm.all tecluiical changes', perhaps, bu tin so~. the detail is.· 

· , co~t ofimplementing Section 404 has beeJ:l far hig}ier ~~n e:ic- ·~hat costs the money'. Atthe lea.sfSU\:hfoforms would pelp re~ 
pe,cted, especiallyin .~maller firms~ Happily, sever'!l ch~nges .. store the reputation of Anierita's stockriiarkets. They lnight 
could Jighten,the burden of Section 404 and these C:a:n proba:c< . ; e:Ven make Aip.eri.ca's own companies more competitive. ii 

i . - . ' . ' . 

- ,,· 
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'c'J\l"(J~talgia for. calm et.days 
...... ! . ! • . • .· 

Uncer;tainty looks a biggkprob1em thanJtlgh prides · .,. 

'H·> OWhigh·canthe oil price <P,lent):of.bla:clcgoldinth,eground. · ..•• ' . . .·· · , .. 
. . . 'go? It is striking th11t s.o . rh,e hitcP,is that the most promising terr~toryfor exp!Orao 
many pt:op!e .. ar:e even ·asking 'tiori lies irt unstable places s4ch as the Middle Ea_starid Russia:. 
the qUe$tion-J~t alone answer-'·· ·.What is1~orei the oilis contr6lledby statecownedfarris, which 
ing it; in some cases, withfright- ·often seeni blirid. to the signals sent by, the market. While the 
ening · triple~digit numbers .. For ·supply re111ains tight any political or me,teorological hiccup i~ 
mostof the 19sos 11iid199os, the a progucing>,c:ourttry .(arid the~e,,ahyays seems to .be at least 
oil price rarely strayed far fion.i one):willresonate through themarkets., . · . 

$2.o a barreL With the exception of a brief interlude following · three ot.het factors wJll add to, the uncertainty. The first is 
· Iraq'sJnvasion o.f Kuwait ip 1990, the VJ'()rld grew t1sed tO the·. thetfodd''of new speculati,ve investme'nt irt commodities, es' 
joys of cheap oil. Butover the· past four years, t}ie· pdce has : p~ci11lly oiL Speculators (!,re .thoughttbliave p4t more than · 
more than tripled, to 111ore than $7o a.barrel. His stjllclimbing , $100 hilliC?ri i.nto cornmod,ities markets in ~e P'll;St few years,. 
and ptices iri the futures marketimplythat oil·,wilLrerriaindear ·· helpirig to propel the price of oil eyer highet Iiuf this.new hot . 
for several years to come: Cle'arly, investo.rs believe that sdme · . mm:tey.could quit the oil m~rketin·an ins.~an t, faus~ng prices to .... 
coffifdrtable old cert(linties haye gone Q,u~ofthe window, . · pl,unge (anc.l throwing the energy in~ustry's investment plan~ . 

. · .. · .•. ChiefamongtheniistheidJ~athatSauqiArabiawillahyays . intodisanayt' · .·.· · ·· ' . · · .... ·· · ·. . 
a~t to. fap 'prkes. The Saudis have many decades-worth <)foil .. The second unknown is how expensive oil will affect the 
left in. the ground1 and so have an incentive to keep .tl:le stuff •.world economy. Pastsurge~ in the oil price h(!.ve l~d to dses'ip 
chea~enough to ward off:conseryation o( ~ubswution. to ~his. inflation and 'interest rates tha:thave triggered recessions. This, .•. ' 

.. end-;,md to help .its protectors in Wasliington, oc...:.the kirig- time• might be different, partly because. growing'. demand,. 
cl.om ~sed to maintain sp11re pumping' capacity ofa few. 'nine : rather tqail a reduction i(1 supply, has underpihned. .the price· 
lion barrels a day,enoughto dealwithariunexpected~\llge m.· · rise; That me·ims ith<1;s been.steady arid graduaL gfoirig cO.n­
dema,hd or a sudden cut fusupply, During the fifat Gµlf w;ir; suniers rhore'tirrie toadjuSt In addition, inflation remains low . 

·. ·. for exlampfe~ Saudi Arabia t~nedohthe taps to cowp~nsate ·. and oii exporters ate supporting COi:lSUmptiOri in the Uflit~d 
·. for tile loss oflraq·and Kt1wa1t's norm.al outputBut as demaI14 .. · States, the biggest irrip ()rter (see page'7 4). Dearer oil wiU even-

. . has grown over the past few years, particu~arly from booming hially curb derriand:..:.ootatwhatprice, and at what cost t,o the 
i)lace~like China;supplyhasnotkeptp(!.i:e,S'b S'audiAtabia's ·. woddeconomy;nobodrknows. . . 
buffer has gradually worn through. For tl].e firsttimein more . ,. . .. . .. 

, · than furo decades demand is straining at i:apaci.tf: .. ·. : · ·! Making ~il .. . . . . . · . . . · . ·. , , . . . . , . 
• A fyeer oif market is no bad thing. In time, higher prices will,'.., Ill the king ruri; the ~iggestuncertait:lty is technology: Weste~ri · 
· lead fo conservation-'a bonus in a worl,d worried a~oµt gl0bal, ·.9ilfii:~~ a:re pegim1irig to address theirdifticulty in finding oil 
· wamling (though one betterachieved throt1gh taxes),faaddi~ . by manufac~rirlg fµe~ instead. Man~made fuels, such ~s etha­
. tion, ~il firms. should respond to high,er prices by ·redoubling' ... · nol ,derived fro111 plantS, or ·diesekonjure d from coal and gas, 

· . ··their ~fforts to procure more of the stUff. And. so they ate: by · hold:o11t.the promise ofseeure and almos.t unlintited supply.• 
one estimate, 15m barrels of new capacity should:come on~,. · But with today's technology these are.much ~ore ~pensive• .· ·. 
stiearh by 2010 (see page 65). Moreover; <;lespite a lot of s.~aie~ to pro duce than oil pumped frow the deserts of Arapia~ Until. 

·. mongering, the· geofogical evidence suggests that there is still. •. · that changes; the,:Oilrrtarket is set for ari unnerving pedod. • · 
'' ' ' .· . ,· . ' . .. '. .• ' • " .. . ' ·. ' . .. : '· !• • '. . • . ' ·, . ' . • . . .. . ': • . • • 
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Regulating business 

··+~e tri,alof Sarbane·s~:oifey< 
\ . . ' . . . 

;,1' ·, 
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. 60 The Enron trial 

60 Software as a service .. 

61 executive pay, 
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62 General Moto~s and Saturn · 
. . . 

63 Biotechnology 

64 face value: Albert Frere, re-making 
· corporate .Eu~ope ' 

far outweighe~ b~ the costs. . . .. . \ . i 
.· Messrs Butler and Ribs.tein would ide­

. ally like. SOX to be repealed. But eV.en if a, 
court case challenging the constitutional- .. 
ity of the PCA6B (and, by extension, sax) 
is successful, it is rnorelikely that Congress 

· will simply amend the law: . . . . 
. . ri::~~rpbrate re. gtllation bro~ght in afterth.e Enrq~~ca. ri~<llstaI1ds aci:usedof •.... > All sax: critic~ agree that. the top prior-

. aid · · · .. ·'. · .. ity for reform is Section 494 .. bf the la\'/, 
m · ng matters worse ·· · ·. . · , . . ·. · · • . . < which regulates the internal co.ntrols that 
·n· .. OWN in Hcius.ton the Enron triat pro-. r:iahciaYr~portS. Second, new. meastires to. . firms' use to reduce the risk of fraud or error 

. • <;eeds ·apace. ButJar more significant ·. ~inprove 'the monitoring of fuins by re le~ in their financial statements, The burdens 
fo'rbµsiness, in Ametiea and beyond;· than vant .oJI.tside .prdfessiorials, such a~ law- . impO:sed by Section 404 are the main rea-. 
the ~ate of the energy company~s former · . yers and auditors, V(hO gottlieirown tegu~ : SOU why former!y enthusiastic supporters 
bosses is the outcome of another "triat' lafory body,. the Publk ;.company . o(sox,suchasMrGreenspan,arenowd,e~ 
that:is now at a crucial stkge-that of the Accounting Oversight Board (PpAoB). · inandihgreform'. .·. . . · . . · · .. ··.·.•.· 
legislationintroducedbyCongressin2002 Third! more.•discloSure;including of a · Section 404 has almost certainly im­
intHewakeoftheEnronscandal. . •· .·· firm's.intemakontrdlstructure. Fourth, provedthe quality ofinternal controls at 

• l .The act was named after its two mairi riew,'rilles on the totiduct of corporate in- . the firms where it has been implemented; 
... spo~sors, Senator Paul Sarb!liles (pictured sidern, st(chas ~prphibitiorion loans to ex- But the q\J.estion is' not whetherbett~rton­
' '.right above) ·and Congtess.91an Mike Ox, .. :.·ecutive.s.· Finally,•'i\ew rules to ensure that .· trols lead to less risk-how .could they . 

ley0,eft). Sarbanes-Oxley, OF'SQX1 as ithas· securities analysts at ban~ operate inde~ .. not?'.'"""hut whether that reduction in risk is 
· bec6me known, was ii.npopulai:. with ''peI1dentJ.y fr?Ql their firms' investment- worth the pri2e,Accorcling to' a recent 

'business people frorri the start. In iecerit •. banking activities. • . · · . . ; · .: , study by cilA: Internationa.l; a resea,rch 
.. years it has beenhardto find a chiefexecu~ . sox~bash'ers have found fault, to vary- ~ firm, in.the first' year ofsox,: imple¢'ienta~ 

tiv'ei ofa public copipany who .does not { fog degr~es, with all fiye reforms. Henry . !ion; for larger c0nipariies (With a marke.t 
complain vehemently abo\ltthe burdens · ' Butler; an economist, and Larry Rib stein, .a . capitalisatidn df at least $70.~ffi), the averc , 
in:1~?se_d· .by· tQ.~· .. dr~.aded··sox. Ind~~~, l3:w.,piofe~s.or~'se(out th~.)rio~t_··.~O.~pre- ·age dire,t~ cO~t 9f~ecti9ri·404 .w~·s:.$~:s.n:i~· ' ·· 

, ... ratlj.er than diminish as the initial shock. . hensive critique yet in a recent paper, "The . :for ~miller· p;µblic ·companies ($75mc · . 
. • .. ·.··. wore off,the complaints have only got · s.ar~anes-Oxl~y deha,cle: How to fuc itand 7oorrt), the average cost was ilJ0Und $1.2rtl; 

. lou<fer. The S 0 x•basherS ~a;ve beenjoihed. what . ~e've Jearne<f \ \vhich' \}'as pre- Tb,e SEC has not yetasked the very.small-
·. ·by ~uch luminaries as Alan (Jreenspan, the: ., sented at the conservative American En~ est public' companies, with a.value of less 

· f<?rl11.er head of .. the Federal Reserve and .terprise.Iilstitute, De5cribing sox:as a "co~ than $7sm, to cqmplywithSecti9n404. 
Bo~. Gr.ei(eld, the boss of the NASO AQ ' Jossalfailure'; PC).cifly conceived and hastily ' • The gooclnews is that Section 404 co~ts. 

· stofkni~rket And.the cr,itics are not just· · .enacte.d· during. a regulatory panic", they··.·. are expected to fall by around 40% in the 
Ame.rican. Because of sax, says M.r' Grei-. , argue (among other things) that the costs ' second year; sa,ys cRA, as Uie new system· 
fel~, ·~interna.tional businessdearly,per" 'of implementing sax are far higher than . ·beds in. Even so, the costs a~e. still higher 
teives. a 'pro~lem' with US markets today'." .. expeded, b<;ith in ,C~sh terms, an.d 'even • than anyone expectedtheni to be-the SEC 

•. ,'sax: p<1,ckaged together·. five different... rri0re so y;hen they count the:.foditect i .initially forecast an average costof $91;000 ' 
cat'~godes of refomis ihterided td protect · cqsts~such'asmanagers'reluctance totake , per company..'..and the burdeil is. dispro~ · .· 

· in.festotsfrom future Enron.s. First,r.ules re~ .··. risks.IJee<nise <?,f the new "climate c)f fear"· portionately heavy for smaller companies, . . ". 
quuing betterintenial monitoring for p()c · .. in the boardroom; imd.the rnis'sed oppor- Much of the blame for this shOukl be · · 
teritia! fraud by a company's bqard.~d ex• t\irµti~s offoregdn.ejnvestme11t Although . pfzwed on aq:ounting finns, which; de-.· 
ed1tives, indu.dingmaking the people ilt ·•· the)'<ldniitthatsoxmayhavereduc~dthe spite beirig seeQ py the publi.c as. big of-· 

··the top certify the quality of their firm's fi~ · ri.sk of frau,~ •. th~yargue thatthiSbenefit is ··fenders inthe Enion and WorldCom scan- w 
! ., . : . . . : . . . ' ·; .. ~ ,, . ". ~: , ' 

. I ..... c ··." •• ·, 
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~-•dais, have emerged as the bigbeneficiaiies · onerous. the requirem.ents of,settion 404, t~ $18sm, and rev.enues of ;under $2som 
·. from,S()X. Accgrding to Joe Grundfest, a ... the mor¢ money the audit profession can ' wouldbepartiallyexempted. ·.· 

·former SEC commissioner, the audit in- 'ean;1'' QY seljing its services;·'. . ··. . .. This proposal haSrunintpstrong oppo­
. dustryhas sevefal ir\centives.to ''.push Sec' . A couple 'of proposals couldl)elp .tackle sltiort;not least from Mr Sarbanes himself, 
' ti~m 404 comph;ance to a pointbf socially< . this problem; nefther ()fwhich would rec . \tiho points out that it wotiJd "effectively I . 

.. ·. inefficient hyper-vigilahce." To avoid fur- ·quire a:. wh.olesale reforin9f sax by Coh- ·· exempt four out of every five companies". 
the[ damage to:· their reputations, an.d to. gress;ln a repo~t due. on •April 23rd, the . 'Ihle, b.ut it was failur~s at ;big firms that 
miriimis'e the dsk that ihey wm be sued sEc!s Advisory Commi.ttee on Smal.ler gave i:ise to sox; not at sma.11 ones, whicli 
over acc;ounting irregularities; audit fiirn~ .Public r;::oinpanies was expected to ~e!=Orii.- ~nvestors have. always .thought riskier. In 

. are adopting th.~ most pn.ident pos~iblein' ' mend that companies be exempted from all, the exemption would cover firms ac- . 
. . terpretation of the Section404 nil es-rules. . Section 404 if theirmarke_t capitalisation is counting for only 6% of total. American .. 
· · .tha!are vague a~d bp¢qtoargurnent:And; · less than-$128mand their revenues areun- s~ock market value, leaving 94% of public 
. ~s Mr (Jiundfe;sf points. out, the ."mor.e der $12:sm. Fir.ms with~market valueofupJ, companies by value still subjec;t to Section·.· 

~~~·. . . .• 

'· .... Rather than exempt companies; Sec-
tion 404 shotild be refined to make itinote 

,. p,alatable for all firms, argties Robett Po: 
· zen, the head of MFS, a ft.ind-managernent 
·firm: Atthemoment, audit companies are 
looking atfar too many internal controls-· 
sorn'e 669 on average at the biggest firms, 

·· according to c;JRA-i9cJuaing items such as 
·.. trav(!l expen,ses and the handling .of petty 

ca,sfrthat are highly unlikely to have any· 
.· s~rious impact on a company's financial 

reporting. Mr Po:ten.reckon~ that the SEC 
has the authority to require a narrower fo~ . 
·Ci.ts on: those internal i:ontrqls that look. at 
material risks to a firm's financial reports. .· 
·; Mr Grundfest go es further. As it stands, 
the PCAOB can perialise auditors that are 

.. ti:>o lax. He. would like it to punish those 
'. audit firms that are over-zealous in their in­

terpretation of . Section 404, tdo. \Vhat 
«:puld be.fairer than that? • . 

S'oftware ·. 

Universal service? 

·· BropOrients of "softWare a~ a servi<:e" 
. say it will wipe outtraditional soft\vaie 

:S< OMETHING momentou~. is happening 
in the software business. Bill Gates of 

Microsoft calls it "the next sea change'·> ·· 
Analysts call it a "tecfonic shift'' in the in- , 
dustry. liade publications hail it as"the . . " 
q,extbig thing". Itls sMtw:are·~as-a-servke .. · 
(saashthe delivery of softwiµe as· an in­
ternet~based service via a. web browser,· . 

' ratherthan as a product thatmustbe pur-· .. · 
chased, illstalled and maintained. Theap- .. · 
~eal is obvious: saas is quicker, easier and ·••·· 

·. cheaper to deploy than trad~tional soft-· 
. ' ware, which means technology' budgets 
... can be. focused on providin,g competitive' 
· advantage; rather than maintenance.. . .·. 

· .• i!h~~. ~:!'.:m~~~!~~;{ii;;;g~f;;;:;t;!:;:J,;;·~l~fr~· ~c1~ .. h.~~~~~t~:f~6~~r~i 0~~~4.; · 
··!r!f••'"'"· ... ·t.i!·::~k'~~1;'.~~~:~:jfi~!~1~~~~;;;~:.~;·~~:;:,,'i~~ ~~:s~~~~ ~a~~~~:s:a:;:: :~r:~~ 

., .• ~~~1"C•i~.s.!1!E:ttt";'1~t1t•tl'i!'.~:•~~1·liib..!i:I'i~.~]!c!:1: ·:~!t!r:Etf.1:'· . ·. erators, but buy electricity from the grid, sci . 
. ·in future they will.buy software on. the . 

··. hoof, he says. "It's the end of sofiware,as ~~ 
~ . . . . , ' ' . ' . 



...,::, 

, ! 

., 

' 

! . 

i,··I 

'· 

. I 
:,,:_, 

I,. 

·I 

··.i 

· .. ;· 

/'>''. 

'· 

' ,~ . 

. ··'.· 

,·-.,;·-

·Tuesday, 
July is, 290.6 

•'.-·' 

\. . 
.;, ... 'i.: .. ;~·. 

,,1'' 

,~, 

'.Securities ·.and 
·. \·Exchfl.nge 

.·co1Iltll.ission · 

.. ·.,_., 

17· CFR Pan 240 
·. ,Coilcept.Release Coticeriiing .i 

··Management's . Reports on Internal 
. ci:>~trol Over .Financial .Reporting; 
· Propose4 Rule · ·· · 

.. ,·: 

(1,• 



i; 

'4086:61 
- - . . 

federal. Register/ VoL,71, No'.,· i37/Tuesda)I; July 18, 
1

2006 /Proposed Rul~s ·. 
. . ' . ' . . - . - ·-

we do not.edit personal identffying accelerated. filers. As ~ririou~ced i~ that 
inJormatio.n from submission,s. You press release,. the Commission expe.ct~ , 
,should ~ubµiit only inforrriationthat ,· to propose an additional extension of 
you ',A'ish tcim~ke avaiJable publicly. . the datesfor complying with,our 
FOF:t FURTHER INFORMATION CONTACT: . internal control over financfaJ reporting 
Lillian Bniwn,Division of Corp'orati~n requirements for companies that are ·· .. 
Firiance· or)\1ichael Gaynor, Office·of rion-acceleratedfilers;·,induding foreign 

Conce~t Release Cbncerriing ChiefAccountant, Securities and private issuers thatare non~accelerated · 
Manag~ment's Reports ori Internal . Exchange Comn1is~ion, JOO F Street, fllers. · . · · .·. 
Control~Over·Finanpial Reporting ·· NE:/)Vashington, DC 20549·. · · ·Section 404(b)'of Sar.b<mes-Oxley, as ... 
. 

1
, .·· . ·. . ··.. · SUPPLEMENTARY INFO.RMATION: "Yell as the Commission's rules adopted 

AGENC.Y: Secu.r.ities and Exc.han.ge. . to implementthe require.mentsofthiit ·· 
Table of Contents Commission: · . · · · . · s.ection of the Act, reqµire every 

ACTION: jAdvance notice of pro;osed · ·I. Background.·· · · registered public accounting frrm that . 

1 
"' IL fotroduction · · ' pr,.epares or is.sues ·a f1'nanc· i'al.·sta· temen.·t· 

ru ema,.,mg; Concept Release; request III R' k · d' c 1 Id 'f · for coriltnent: · · · 15 an on:tto · eriti ication ·a.u. dit repor,t for a i;:orripan .. y .a:fso to altest · ' Iv: M;anage!il£Jnt'.s Evaluatiop . , , . · 
· ~ .. --·,;,!~ .. -·~·-.. '-· -~· ~•-·--''-'---.-. __ _:___: v D t t· t' s t th A ·:lo .. and report on rriariagement's·,. . · . h. ·· ocumen.a.10n o uppor e ssessment 

SUMMARY: T e Commission is. . vr. Solicitation ·of'hdditi.onal Co~ments '.' ..• assessmentof intE)rnal'control over ... · 
publishing this Concept Release to . . .. · ·· · , . . . financial repdrting, in accordarice with 

. l.lnderstand better the extent and nature' I. Background standards to be •established by the . 
ofpubli~ i'ntefest in the development of.. ·•.· Sedion 404(a) of tT\e S~rbane~"Ox;i~y Public Company Accountirig Oversight 
additfonalguidance for managem1mt · . Act of 2002 1 directed the Commission , Board (PCAOB). On June 17, 2004; the 
reg<J.rdirig its evaluation and assessment t,o presctibe ni.les that require, ~ach .. Commission issued ari' order approvihg 
of intern.af control ·over financial . . annual report that a company, other , PCAOB Auditing Standard No. 2, "An 

·reporting so thatany guidance the: ~han a registered investment company, Audit oflnterrial Control over FinariciaF 
Coinmi.s'sion d()velops addresses the files pursuant to section 13(a) ·or 15(d) z Reporting Performed in C6njiinctiori .· 

. needs an.cf concerns of.public . , o.f the Securities Exchange Ai;:t 6f)934 J:, ••• ~ith an Audit ofthe Financial .·. ..·· 
compfinies, consistent with the to contain;an interna1corifrol report: (1) . Statements" (AS No. 2), published at 6.9 
protectibn ofirivestors. · · .··. . . Sh\tingmahagemerit'si:espcin:sibilities' c ·· FW.35083, June 23, 2004, which . . . 
DATES: C6mments should be subIIl.itted for estaplis.hirig.and ~aintaining .. . established the requirements that apply 
on orbefore September 18; 2006. : adeqµate interrial·control strucnire and when an independent auditor is. · ·• . 

.. ADDRES~ES: Comil1erits may be.··.. proceduTes for financial reporting; and' .engaged to provide an attestatio'ri qnd 
submitted by any of the following (2) containing an assessrp.eht;_as of the.' rE)port on management's f!Ssessrrient of 
rnethOd~: . , · . , ',end offthe company's'mqsrr~centJisc~l, the effe

1
ctivehfessofa company's internal 

·'year, o. the .effectiveness of the. •.. · · ,contra ·over inancial.reporting. . · 
Elecfron~c Comments .. ··· .. . company'sjnternal controls aricf. ., .·. ·In the release adopting.the · · 
· '~: Us~'the Com'iiiissi~n's Internet ·procedures f<;Jrfinan'cial repo~ting. Oµ · . Co~mission's rules implementing · ... 
·co~merit form (http://wivw.siwgovl June 5, 2003, the Cbinmissiori adopte'd' .. , section 404, vye expressed our beliE!f that 

·· ruleslco.pceptshtml); or· . . . · , rules publ~s.hBd at 68.FR 36636, J(ine 18;: th~ rn~tp.ods ofcm;1ducting assessments 
· · • Send an e-mail to rule- '·· .. ; 2003·, implementing secticiri 404 w:ith. .· q( mternal control over financial .· , . 
, commeri.ts@sec.gov. Please include Fil~ . regard to, ma,nagement's obligations to 1 • reporting will, and should, vary frorii:. 
·NµmberiS7,11c:-06 on the subject line; report on illternalci:Jhtrolover·finandaf .·. company to company.

4 
We continue to· 

or · · reportlng: . . . , · .· ·· " .· ' believe .that it is impractical to prescribe . 
"I .. Use):he•1Fedetal eRulerrtaking P~rtal Domestic reportiI!g compa:µies that ': . a: single methodology that meets the ' 
.. (http://wiyw.regulations.gov). Follow ,the. meet the definitiori of ~·accelerat.ed filer:' needs of every company. However, we 

· · , urider the Commission's rules w. ere. . ha,yerecehred feedback that' the limited 
instructi?ns for .submittin,g .comments.. · · · · · · · · . required to cpmply with the internal · .. ·· ' haJure and extent of detailed ·. ·.·· 

. ·Paper Cbmmerits ci;introl reporting prcivisi1;ms forthe·fir~t. management guidance a.vailable has 
• Send paper s~bmissions in . time .in connection with their fiscal ' . resulted in mahagemerit's , .· 

triplicate' to Nancy M. Morris, Secretary, years eriding bn or after November: 15, iII1plementation a!1d as,sessmeI1t effgrts. 
Secuf.iti~s and Exchange Commission', •··· 2004 .. Fore.ign,p'rivate issuers that meet being driven largely by AS No. 2. ' . 
100 F Street, NE., Washington, .DC · ; the definition of accelerated filer I'riust 'There. fore;wEi are planning~ i's. su.e 
20549-"1090. · .. c~mply wit\i.those provisions for their additional guidance to .ass1s. . ··· · 

, All sub'mis~ibris should refer to File · first fiscal yea~ ei1ding on.at after Jµly. ·. manageII1ei;i.t.-in its performance a.Lits 

N 
· b ,. ··s · · Th f 

1
· · , , 15 ,.2006. O.n .. · Sept .. emb ... er 2.2·; 2005 .. , i.n. a. ' . assessm~nt of internal control over 

um et . 7'-.11-'06. is i e number· "' d · · · f · · 1 "° should be'included on'. the. ~ubi'ect line. , ocument published iit '70 FR 56825, mancia reporting. On May 17; 20u6, 
· • 'September 29, ~005, the Commission ·· · . we annouriced, a'mong other things·;·our 

if e-m.ail fa use.d. To help us pro. ce. ss an. d · · · · h · . postporied.th,e compliance datE) .for mtent to.issue t. is Concept Release · . 
reviewypur comments inore efficiently, .. domest.ic and foreign. no. n-a. ccelerated. . , . seeking. comment .on a varie. ty of is.sues 
please u:~e only one method. The · · ·· • · · · · · · · h · h b · · 
Commission will' post all comments on ·filers until thefr .first fiscal years endirig,: · t ~t mig t e the s'ubje9t of CoII1mi'ssion 
the CoIIlmission's Internet Web site o.n qr·after July 15, 2007. · . • .. . ·. · . gmdance fo~management. Aswe noted ,,.., 
(http:lliryvw.sec.gov!rulesl . · · On May 17'. 2006, the Commissiim iD:·that anno'uncement,.i.n w,riting any. · . 

. h announced.:tlirough a press release it's: guidance we will be sensitive to the f~ct 
• toncept.s tml). Comments also are ·intent to issue' an additional' . ':'. · 
p.vailabl,e: for publicinspection and 'postponern'..eht fo. r. com.P.·. lian~~ fcir n.ori.-..... : , · · .. ·.See SEC Fiiial Rule: Man~g~me~t's Reports im 
copying in the Commission'.s Public I· t . I C t I F' · 'JR . · . d 
'R.e'feren•·c··e' .. R·oa··m.,1.00

1
FStree··t,""NE.,.· · · " ·•'· .nerna onro over.mancw epprtingan · ", 75 us(:;' . 

2
5i . ., Certification.of Disclosure in Exchange.Act PeTiodic 

Was, h. ington, DC. 20549. All corhm• ents , · · · · · · · · · 7 
. · ·· · ·:· · Reports, Release·Na. 34..-479B6'(June 5, 2003) [68 l'R 

2.15 U:S.C. 7B~(a)'or 78.o(d)'. ,. · 36636 ·J ] (h f ··· ' · r~ce. ived,·. :will be po .. sted w .. ithout change·, . . . , •· une 18 •. 2003 . ereina ter "Adopting .; .. . . ~ 15 U.S._C. 7Ba· et seq. . Release") at.Section,11.B.3.d. · · , . · . 
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that rri~ny companies already have . • ' ·'si~ce the Co~rnis:iop ~doptecl rnles . . Treadway Comi;nissio~ (COSO) as a~ . 
· )nvestefi substantial resources to .in June 2cid3 to implementsection 404; . example ofa suitableframeworkJ·8 · . · 

establish arid docwnent programs and ,ofthe SarbanescOxley Act; companies : , . While the COSO- fra.me:work provides 
procedures to perform their assessinerits 1(1.nd third parties hitve'devoted , .· .. an integrated framework that identifie·s 

. over th~' last few years. ' cqrrsiderable attention fo the methods. the components and qbjectives of . 
·· · · · .·· ~ha,t manage'menti;nay .use to assess the . . internal. control, it does not set forth 
II. Iritrqduction .. . . . effe\:tiveness o.f interii,al control over . .. . detailed guidance as to the' steps that 
' Based on the cumulative feedback . financial reporting. To date, many i ., management must follow; in assessing 

'recei~ed, since the adoption.·. of the rules public coippanies have developed thefr' the effectiveness of a cdmpail,y's i:qternal' 
" d · control av.er financial reporting. We, . · 

implementing se,ction 404, the · own assesspient pro,ce .· ures internally.' · · ·c . . d . . .. . . Ma'.riy·.also have ret'ained cdrisulta.'.rtts or- therefore, distinguish )Jetweeii· the 
ommi\'~10n ~ems it necessary to issue · . COSO framework as an internal control 

. ~dditiorial guidance for management on. purchas,ed commel,'daLsoftware and . framework and other forms of guidance 
'its assessrrient ofthe effectiveness of qther proqucts 'to establish·or improve thatiHu_strate how to cqnductim 
internaJ controi'Over financial reporting.' theif:assessmerit'procedures. When the. assessment of the.effectiveness of · ... 
We cur*ently anticipate that the . . . Comrrdssio.n first adoptec;l.the fnternal' · .internal control o~er financiai rep9rting. 
guidance iss.ued would be in the form of: control over .financial reporting Any add,itional managemen:tguid!mce 

' a iule; \j\'hich :would address 'the fopics ' ' requirements, we' einphasized'twd broad that, we rn:ay issue is ri'ot intended' to ·.· ,', 
·that we:have outlined in this Con¢ept . principles: (1) Th~t the scope and . , . ' replace·or modify the COSO framework . 
Release! Riskand coritrolidentific.ation, . process of the assessment must be·base'd or any other suitable framework. O': 

· : managepient's evaluation; and ' . _ . on cpfocedu~es sufffci.~nt ):rnth to.. . . In determining the rteed for additidrial 
·documentation requirements (each•of . evaluate its design and ,to tesUts · guidance to management oh how to .:· 
these topics is addressed separately . . operating effectivene~s; 5 and (2) ~hat the conduct its assessmerit; it is hhportaht 

'. throughout the remainder of this ' ' ' assessment, including testing'; mu~t be. ' ·to consider the steps tlJ,at already have '' ,'• 
docµm~nt). Additionally; w.e anticipate supported by reas0nable evidential ' ·' been taken by the Commission arid , . 

·. thatthe!rule would be, wH_tten in· Sl,lCh : rriatter. 6 We stateci that it was irriport~n't others to provide guidari:ce to comp~nies' 
. a manner that.if companies followed the .. foreach company fo us·e'its informed . . and audit firms. The Corrimission held 

rule, tl;i~y would be deemed to,h. ave judgrrtept ~boi{t its ow~ operations, .. its firstr'oundtable discussion about 
· · · · · · implementation of the' internal co11t.rol·'·, 

.. complied withRules l3aA5(c) .and risks, and processes in documenting arid 
15d--'15(c). oft.he ExchangeA'ct. Further, · evahiati'ng·· its controls; We. co. riti.hU:e to .. · .• ,reporting provisions Oil April 13,, 2005. · · The Commission held the Z005 , . '·. 

· .. we anticipate any mcidifie<1ti@s to AS.. believ~tha'.t managem:ent mustfaihg its rbundtable to seek in.put to .cortsiderthe· 
No: 2 would be consistent with the rule~ own expElrience .a!ld informed judgment impact of the section 404 reporting 

. Th~ qommissicm is publishing this'' to, bear iri designing ari assessment reqµirements ill view ofthe fact thatthe. 
-,C::oncep\ Release tp solicit publk . . ·process, that meets the.heeds ofits 
. comment on the provision, of addi.tional company a!lcfthat provides re~sonabl~' '. 7 See COSO, lriterrial Contfol-Integraled 
. guidaric.e,· t.b manageµieiitof public . .assurance a'.s to whether the Corii.pany's' ' Framework (1992). In 1994; COSO published an 

· internal control· over· fi'na ,.·1· · t' · · ·.addendum to the.Reporting to External PartieS": 
coin. pa.n. 1ie~that are subi'ect.t.o the SE. C's . . .. . .. . ncia .. r:E)por mg 

1 
- · is effective. volume ofthe COSO Report.:The addendum. . . 

' ru es rer,ated.to managemenfs discusses the issue of, arid provjdes a vehide for,' 
assessment of internal control over · . Whi_l~\~e~Il1phasi:Zedthecon,c.ept of' •expanding the scope ofa public management.report 

. · · ' · · ' " fl · · on internal contrnlto address additional..controls 
'financial reporting arid, td assi,stthe '.management exibility in adopting ·our; pertaining to safeguarding of'assetsdn 1996; coso 
Coi;nmis'sion sp that any guidancejt ,. rules implementing s'eptfo11404,,o'ur'· ·. , ·issued.a supplement to its original framework'.to 
u, lti, i;nat~ly develops addres.ses. the needs' ' rules do. require _management to base'itS '. address the applid1tiori of internal control over' 
. · financici.l defiVa'tive activities. ··, , ·.·. . 

'<and. co_nc.' erns ofall public companies. assessrnerifof a company's internal ' ' ' ' ' · The. COSO frainewcirk is the result of an extensive . 
. We rai,se a series of questions .. control on a suitable evaluation study ofinternalcoritrolto establish~ common 

tl,irougpput'this release on assessirig fraine'work, in order fo fad1itate ' definition of internal cotitr'o] that wo;,1a s~rve the 
risks; identifying contrors, evafoating · comparability betwee11 the assessment needs of companies, independent public ·. ' · 

ff 
, . ., . . . . .. . . . accountants, legislators, and 1-egulatoty agencies; ... , 

e ectiyeness of internal control,-and rep,orts.,Ifis importarit.to note that our and to provide a broad frame)Nork of criteria against 
. documehtingthe basis for the . rul8s do.riof mandate the·use of a . 'which companies cou1c1.eva1u~te and in:iprove the.fr"· 

, . assessment. Through the questibris. in particular frameworkibecause multi pl~, . control systems. The COSO fra111ework divides·.. . 
' ' fr ' ' ' internal control· into three broad objectiv,es: ' 

this Con'.cep,t Release,':vve seek to elicit · amewbrks ·exista,nd others ri).ay be , . , ef~~ctiveness anq efficiency of operations, reliability. 
specific :public comment on such ·· developed in' th~ fUtur'e. HowElver, in' the. •; offinani:ial reporting, and compliance with · 
matters including, but not limited to;: · , release aclopt,ing the Sec.ti.on 404 . ·applicable laws and regulations. Our rules relilte 

' 
the ext.eiit and. natu .. re. o.fP. ublic .irit,erest requirem. erits, th.· e .Coirimissic;in only to reliability of financiar:,reporting. Each of the. · '. ' ' objectives in the coso framework is further· broken ' 
in the: development of additional :.identifi'ed.the 1nterri'a1Control_:...,, .,, down.into five interrelated components: control 
managefu~nt guidance; whether . . . In{egratedFramework created' and .· envi_ronment;tisk assessine_nt, control activities, .. 
additional guidance would .. be.use.fol for published. by t.he Comfoiuee of informa.tion-arid communicatipn, and monitoring:· . 

. . . Und.er the COSO framework, management. is able to : 
all tepor~ing companies or just a subset Sp6nsoring Organi'latfons o,f the· . monitor. evaluate, and.improve their control . ' 

, o,fthose Companies, the partiCUl(lf' • , . ,, ~Y,Steins thro11gh the. use of the five colilponep.ts:: 
.. ~ti.Qj~ct.· a'.rea·s that q.ny·. addi.tiona] ·.··. . ;- · , ·, 6 

Jn that'releas~. w~. also cited ·the (;uidance· On 
. As~essing C~ntrol pubiished by th.e Canadian 

cguidance should 'address, and the'.extent · . '. , ,. · Institute of Chartered Accountants and the Turnbull 
. ..of additi:onal guidan'ce that would be , ,. · Report published by the Institute pf Chartered 
.... useful. : · ·. , Accountants: in J<:nglard & Waies a~ examples of-. 

•' .'" . ·- ·, , .. ·: .. ·: : 

5 S~e A,dopting,Release at Se~tio;, !LB.id. · 
· 0 .See Adopth1g IJ.elease ~!Section n.i3:3.d;· 

·;.,· .. 

'•,' 

·~'" . , 

o_ther suitable frameworks that issuers could choose,,, 
in ey~luatirig ihe effectiveri~~s of theihnte~nal 
control over financial -:eportirig .. We encourage , 
cmnpanies t.o examin,e ard select a framework that 
rriay be usefol in their own circumstances and the 

: .. further develo.pment of alternat,ive frameworks: ' 
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. impleclentation of ~herequireni~~ts · · ~ The plirpose of illt~fnal"contrcil over ' and sustained review i;ind testing for 
· resulted In a major change for ·· . .. , finaneial reporting; ... ·. · · · .. perceived compliance with section 404.~ 
· · management and auditors: A broad • -The .concept ofreasi:inable . . The Advisory Comrilittee~s final 
' range 9hnterested parties, including ' as~ur,ante,the i~portance·bfa top- report set forth several> , 
represeµtatives nf.manageme'nts and down, risk~based, apprbach,:,and scope. , recommen,dations forlhe Con1,riiission to· 
boards. pf dpm~stic and foreign pul:Jlic .. of testillg and asse?sment; ·. ·.· .• consider regarding the application of the·· · 
companies, augitors, investors; legal. ·.· .• '~valuating interri~l qontrol · se'c:;tion 404 requirements to.smaller · ·· · 
counsel, anP, b'oard members of.the . deficiencies; · · · . ·" .· public companies:The Advisory .. , 
PCAQH; participated in the d.iscussion. o .:Disclosures about material Comrµittee recomme~ded partial:or · 
We alsd invited and received written wi'Jakriesses; , .. . . cmnplete .exemptions for specified types· · 

, submis.sions fro~ the, pu'blic regatding ,. 9 'Infor~atiori fechn6togy issues; _ . of smaller public companies from the· 
section 1404 in advance .of the' · ' ,. Corriniunicatiq'ris with auditors; arid internal control reporting requirements 
roundtable. . . . . . . .· , · I · i . · cf " nl:i . · . · ·under c:;ertain conditions, unless and 

F. eed. ~ack obtained from. the 2005' • ssmis .re a.ti:), ,to ~mil . u~messes . ' until .a framework. is develop· ed for . 
· · · · · · an,d foreign pri:vahiissuer.s. •.· ··round fable indieated that the intemal , . assessing .internal control over financial 

control,r(lpdrting requirenientS hadled ' Overii,ll, tl:le May 16• ZOO~ guidance reporting that recognizes the · · .. · 
. ' ' 'df b was well-received; and some' ,'' '' .characteristics'.andne~ds'ofthos'e' ' 

to mc:;re?:Se . OCUS Y management.on , CiJmmertters hav~ indicate,d. there lias . . . . . . 
interna. Ic. ontro. 1 o·. vedinanci.al reporting., · · · · · · corilpan. ie, s, T.he. Adv1.·.s.o. ry Com_ mittee /been some impr.·.·ove.ment,inthe · ·· .. However, the feedback also identified' · · · also recommend(ld, among other things; 
particular implementation areas in need · .effectiveness and efficiency of sec.tion that COSO and th~ ~CAOB provide . · 
of further clarificationt6 reduce ·· 404 compliance (lfforts .. However, some. additio.nal guidance to help facilitate the 
; . I . . . d b . d. . ·. • h. . . constituents,' e,Spet;:ially s. ,µ'.iallei public .'des'1'gn, .. and· aSSeSSil).en·. t ·of i'nternal ·unnecessarycostsan.· ur ens.wit out· h .. 
. d' .. th b ft , f th . companies, c011tinue totequestt e ' control over financial reporting and 
.~:~~~;e$~~fs .. e .. ene ,1, so, ~;~~w ) provisilon of additional guidanche.J'.or. niake processes related to in:ternal 

. .. Inresponse to this feedback, the ex.amp e,in its Final Report'to t e control more cost-effective.12 In 
' Comni.is,$ion a.nd its staffissued .ccfi'nmission, issued ori: April 23,i2oo5, ' additicin, some commenters·Orl the .•· ' '•' 

'd M · 9 A · the Commission's Advisory Committee: . A'dv1'sory·comm1"tte. ·e·s·ex.posu·.re.'.'draft·.·.·o· f . gm anqi.on ay lf:l, 2005. · n S · bl d 
· 0verarching m,essage of that guidance on maller Pu , ic:; Companies raise.· a' ',its report suggested. thq.tthe c:;ammission 
was thii~ it is the responsibility of .,: number of Cbncer]'ls it perceived . '.reexamine the appropriate role of 
management, not the auditor, to .·•. regarding the ability of smaller <_,, ·"outside auditors in GOnnection w\th the 

. · ·deterinfoethe appropriate natui'i:: and . companies fo comply cosHiffectively · managementassessnientrequired by 
form ofinternal controls forlhe ·\vith therequirements 'ofsection.404. : Settion 404.13 . , 
companyand to scope their evaluation' The Adyisory Coni.rriittee iP,etj.tlfied as . Further.in April 2006, the U.S. 

, procedures" accorP,irigly. Additionally; . an, overarching conce~.n the differern::e in.·.· Government AccountabJlity Office 
·.,·.based on feedback received, a number of hovy'?~aller and larger public:; . . . .. issued a Report to the. Commlttee on·. 

the implementation issues arose from an companies operate. The Aqvisory Small Business and· Entrepreneurship, 
overly ccm.servative applicatiqp. o.f the . . Committee focused in partrcular on U.S. Senate, entitled Sarbahf!s-Oxler 
Co111mission rules and AS No. 2, and the .three characteristics: (l]'The iijilit.ed. Act; Consideration'ofKeyPtincipjes 

. requirerrients 6f AS No. 2 itself,'as well . num,ber ofpersonnelln·smaller •· l\J~eded in Addressing Impl~mentiitiori .. 
, : as qu$stions re-garding the appropHate cpmp,anies constrains the companies' for Smaller Public Companies, which . 
. role ofthe ,(luditor; Accordiilgly, mtich ability to segnigate·conflicting duties; (2) r~commends .that in considering the .. 

. . ofthe guidance.in the s,taff statement•·' top management's wider span ofcontroL . concerns of the Advisory Committee, . 
. emph~sized and clarified existing and more direct channels of. .. . . . , . the Commission shol\ld assess the ... 

· .. provisions· of the rules and other·. coi;ijirni.nicati1;m increase the hsk of' . available guidance on management's 
· ·Conimis~ion guidance relating to. the, ... management override; and. (3) the, . ·.· i assessment to determine, whether it is 
exercise ;of professional judgment, the .. dynamic i!nd evolvirig,natµre of'smaller; .. suffident or.whether additfonal action' ... 
coµcept ()f reasonable ass).lrarice, and compilniesHmits their.abilJty to' · · · is.needed. The reportindicates: that 

h ' , " d '. maintain well-documented static mana,ge, merit's im. ',plementatio,n .and t e penmtte communications between · · · · 
'' ma11agement and auditors.' " .b\1siness proc:;es,s~s. 10 assess,ment efforts were largely driven 

. The staff's guidance addressed .. ' .. ::The Advisory Committee suggests. by AS No. 2, as guidance at a similar 
Jmp'lementation issues in the following thes,e char~cteristics create unique · . ' · 'level. of detail was not available .for 
severi' ?..reas: '' 'dmerences in how smaller companies. l, rrianagemer{t's implementation 'and . 

. I achie\Te effective internal control over' assessment proce!>S;14 'Further,the GAO 
~9~C~om-.-m~is~'s_io_r;Statement onimpl~mentation 0j ftnimdal reporting thpt111ay not be report recoinm.ended tliat the , 
{nternaJControlReportil)g Requiremel)ts .. Press ,adequately accdmmodated'iil AS No. 2 Commissio'n coordinate with the 
R.elilase'No.i 2005,-74(May16, 2005) (hereinafter. orother H:npl\J111entation guidance aq 'PCAOB to help en'sure that.the section 
''.May 2005 ,Commission Guidance'.'); Divisfon of ". c .. u. rrehtly applied .. inp' r. actice.:11,.Jn :.'· ... '.··.'.·.·· 404-related audit standards and 

' Corporation Finance and Office of Chief : , · · · ' · 
Accountant': Staff Statement on Mi:magement's addition; the Advisoryt:omill:ittee noted .guidance ar~ consis.tent with any 
Report <;m Ii/tern al Control Over Fir!ancial Reporting serious'costfaniifications for smaller·· · 
(May 16, 2005) (her~inafter "May·2005 Staff . , ·public companie's sterrlming from the 1· , 12 Ad~isory Committee Report at 5Z, avail~ble a;,. 
'.<:;uidance''.l\av'ailable 'at SEC.gciv/spotlight/soxcom/ cost o.f freq.min. t dc;i,.cumEmta'ti.bn change http://SEC.gov/info/smallbus/acspc.shiml. 
.htm. ·,. 1 • , 13.S~e, e.g .. letter. from BDO Se{dmab,.;.LLP (April. 

:Also dri May 16, 2005, the PCAOB and it.s staff " .~---- "' ·.. . ·. ' ' 3, 2006),,available at http://SEC.gov/info/smallbus/ 
issu~d guidanc,e \o auditors on their aµdits under :.rnFil)al ReP,od of the Advisory Comrl)itteeph · acspc.shtinl. ·· ' 
Auditing St~nd'\rd No: 2. The PCAOB's guidanc,e Smaller Public (;ompiinies to the United States.· ;•United States Government Ac.countability· 

. focused on ~reas in which the efficiency of the. .· Secii,rities:trnd Exchange Conjmisiib~ (April 23, , Office Re.port to tl;ie Committee on Small Bu'siness 
.audit could ,be substantially 'imptoved. TopiCs 2006) (hereinafter.''Ad,vis'ory Committ'ee,Report") at' · ,a11d Entrepreneurship, l;J.S.. Senate:. Sarbanes-Oxley 
. included the impdrtanc~ of the integrated audit, the .. 35-36; ayailable'at hfrp:l/SEC,gov/infolsmplibusl · 1 

• Act:. Consideration of Key Principles Needed fri 
role of risk .fssessment through'out the process, the.: acspc.shtml.- ":.' ·. ,,. ' Addres.~irig Implementation for Smaller Public 
importance of taking a top-dow,ri approach, and , .1 /:Advisory C0mmitt~e Report.at 37; available at · Co0pani~s,(f>.pril 2006) (hereinafter "GAO'Report") 
auditors' use of the work of others. · · . http:'.ISEC.g~.~linfo~sp:iallQus/ac:Spc.shtm,1.,, · ' at 52-53: · 

'·,"-

:·;,' 
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additi~nal management guidance · •. i', Wouldadditicmal guidance to ' : coinpa~ies be~~fit fro'.~ the . •. 
issued.

1
1s · . .· management on hovy to.evalu\ite the development ofadditicmal frameworks? 

On t>:fay 1.0,2006, the Commission effectiveness ofa com.pany's internal 9. Should the guidance incorporate. . 
and PCAOB conducted a second control ov:erfiriaricial.reporting be the May 16, 2005 "Staff Statement on 

. Round table Ori Internal Con,trcil useful? If SO, would"ad'ditiorial guidance . Mariagement:s Report .on Interhal. 
Repo~qng and Auditing Proyisions to . be' useful to all reporting companies' . Control Over Financial Reporting"? 
solicit feedbacki::ni accelerated filers' subject to the Sectioµ 404 requifernerits Should any portions qf the May 16, 
· secondlyear bf cdnipliance with the or only to a sub~group of conipan.ies? , 2005 guidance be modified or · · 
sectiori!404 requ,irements. Although , W,hat .are the potential liniitatipns to .,, · eliminated? Are there additional topics 
some pp.rticipants expressed ·. ·• •developing guidance that can.be applied that the guidance should address that·· 

· .. ·reservations aboutchanging the·. by most c;JJ; all reportin.g companies . :were not addressed by that statement? 
,processes they have already subject to the $8c:;tion '.104Jl:)quirements? · For example, ar.e there any tppics ip the 

:'implemented, a number of.the .... 2. Are ther~ .special issue~ applicable staff's "Management's Report on. · 
participants expressed at the roundtable to foreign private issuerq tliatthe ·. · internal Coritrol·Over Financial 

· and in their written comments the view Cdinntission should considedn•, . : Reporting and Certification of 
that additional guidance was rreeded.1 6 

. developing guida,nce.to management on Disclosure in. Exchange Ad Periodic 
COSq:J plans to publish additional . . how. to evaluate the.effectiveness of a · Reports Frequeritiy Asked Questions . 

. applica;tii:m.guidance,:()n its control, .. . company's iriterrraLcontrcil over · · (revised October 6, 2004)" 19 that should.· . · 
fram.eworkm the near future. 17 This> financial reporting? If so;whatare be incorporated into any g\lidarice the, 
guidan<l:e is ihten,ded to assist the thes.e? Ar~ such considerations·.· , .· Cqrnm1ssion mig4t isque? 

·; µtanage,mi;nt of qmaller companies in · applicable to allJoreign private issuers. 10. We.also seekinput on the 
' u:nders~anding and applying the COSO or only t.o a sub~grolip oHhe~efilers? , appropriate role ofoutside auditors Ip 
, framework. It is expec;ted that, CO~O's,. · .3. 'Sho{J.ld ad.ditional' guidance be , connection with the management 
new guidance will outline principle,s ·· limited to articulation of broad. assessili.erit required by sectiori'101(a) of , 
fundari:\enta:l to the five components of. principles· or should itbe more detaill:)d?. Sarbanes-Oxley, and on the man'ne.r in . ·· 
internal control described in the COSO '' .4. Are there additional topics, beyon'd ,,, which_ outside auditors provide the •. · ' 
framewbrk.The guidance wilJdefihe,. what is addressed in this Concept. : attestation required bf sec;tion 404(b) .. 
each principle and describe the. Release, thatthe Cornmission shciuld _ , S.hciuld poss~ble a:lternatiyes to the. . 
att.ributes of each, list a variety cif . . consider issuing guidance on? If so;' current approach be considered and if 
approathes that smaller comp_anies can 'wha~t are those topics? ' • SO, what? Would these alternil,tives 
u_se to apply the principles, arid includ~ 5. Would addl'tional gufdance in the. provideinv~stors with similar benefits 
damp le$ of how smaller companies format of a Commissioh rule.be. without the sameJevel of cost? How . 
have ap;plied the principles~ As noted in p~eferabie to interpretive guidaµce? 'wo~ld these alt~rnati~es work(. . 
the Max 17, 2006 an.nouncement, we ,_ . · · · 

·• anticipJte that this guidance will help Why or why not? IILRisk and Control Identification 
. organizations of all sizes to better . · 5.JNhatitypes'Cif e.:aluation '.. 'Whil'e coll\_panies hav~ b~en required 
understand and.apply tlie COSO approacheq have managem,ents of·. ' to establish and maintain internal ' - . 
frarn.ewbrk as it relates to internal. .accelerated ·filers found most ·effective accounting controls since the en'actillent ,· • · •. 
c.ont;rol '.over financial reporting. and .efficient in asse'ssing internal ·. . . · of the Foreign Corrupt Practices Act_ i!l ... 
. We arje i!';SUing this Concept Release to. control over'finaric~al reportfrlg? .What 1977,20 seclion 404 of the Satbanes- . ' -

. understand better.the extent ofpublic appr.oaches hinre not worked, and\yhy? - Qxle'y Act re-emphasi~ed the 
. interest.!in t4~ deyelopment of . · · .· ... · 7' Are there potential drawbacks to or ~mpoi:tance of therelatioriship between:' 
additionalgµidance for management ·.: other coricerris aboutproviding effective internal controls and reliable:._, 
regarding its evaluation and assessment . additional guidance thatthe . . financial reporting. An integral element · 
of internal control over finanCial . Cominissiori should consider? If sci;.·.~ of establish~ng and ma~ntainfog effective ' 
reportirig, As noted in oµr May 1,7, 2qo5 what are they? .How might those · ··. ~nternaI ccintro,l over financial reporting · 
.announc'em·ent,so.tha.tthi"sgui"dance· drawhacksor.9therconcernsbestbe .. 1 .. d 'fy· · .. k 1. bl · · · · · · . mvo ves i. enh mg ns_ sto re.ia ,e 
might by helpful to all companies, the · mitigated? Would more detailed . financial reporting arid designing. · 
Coill,miqsiori currently intends that any . Commission guidariceharn.per hltU:re appropriate internalcoritrols that' 
future gliidance we i~sue will be . . efforts by others in th~$. area? :·_ address the risks. The controls that -
scalable! and responsive to individual . , · , · 8. Why,ha'vethe n;ajciritfof ·- . ·· _. management identifies as addressing 
circums

1
tances. We also are interested iri C'cimpanies who have completed an ... dsks to financial reporting include those : 

. µnderstandingwhat additional guidance assessment, domestic al}d foreign, . that operate.at a company level and ai:e '. 
a.·c. celera.:.t.e. d filers.· w.ould'find helpf_ul. is selected the.c6so.framework rather . . 'd" "d 1 . . 

'• !, ,· l 

than one of the other frameworks . . perv.as1ve to, many lil lVl Ufl account 
· ·· · ' ;_bali;mces and disclosures,,a~ well as. 

15,,GAO ~eport at 58·~ :•. _ ·. · '•· 
16 See .tr\mscript of Round table on Internal .. . 

available, such as the Turnbull Report?- .· : those t.ha\: are specific to.· .certain 
Is it due.'to .. a lack of.a. wareness.,' '. ' . ' 

Control Report.ing and Auditing ProvisiOns, May 10, 
2006. Panels i, 2, 3, and~; letter from' The Insiitute' 
of InternallAuditors (IIA)'(May 1, 2006); letter from· 

·Institute of Management Accountants (IMA) (May 4, 

individual accounfbalances•or 
kno~ledge, training, press11re from '.disclosures. Echoing the Co!Ilmission's 
,augitors, or.some. other reason?Would , .statement in its May 16,' 2005 guidahce 

that management must bring reasoned 
judgment to the process, th.e staff state.cl 

"· 
2006); lett~r froin Canadian Bankers· Association · .dissatisfaction:by th~ Co~mission with the· \. 
·(CBA) (April 2s. 2006):i'etter from Del9itie & . assessments accelerated filers have completed lei 

,' .Touche Ll,P (May,1, 2006.J; letter from.Ernst & date. Rather., we are issuing this Concept R~lease 
.Young LLP (May 1,·2006); letter from KPMG LLP· . .because we are committed. to do'ing as much as' we;' 
(May 1~ 2006); lelter from·PricewaterhoiiseCoopers'· · < can.to r·edu.ce any concerns·about. the nature 'and 

.LLP (May .l, 2006) a.rid l~tter from.Pfizer Inc.·(May: exi<frlt cif assessmeni. pr9cedures-that management: 
·1., 2006) .. i . . · ·must establish and.maintain. to-assistin"makingtl_l:e 

"
7 See letter from Larry Rittenberg, COSO (May .requirements scalable for companies.of all sizes an,d 

',- 16, 2'006)[File Number 4-511]: . . ..~Qmplexity •. and•to help: .. cf!mpanies evaluate. 
'la·we.'en'iphasize that the publication of.this'. 'infernal control.over financial reporting in a 

Cori'ce.pt:Rylease does.'not,reflect a·general . · practieal and cost'effici~nfrrianner .. 

, "\·· 
. • I ' ' • 

,J· 

' '. . ' .,·· -· -,_ 

10 Available 'at http://www.~ec.gov/info/ .. 
accountants/controlfaq1004.htm. · 

· 2o'fitre'1 of Public Law No. 95:_213. TheFCPA 
"required the Commission to adopt rules recjuiring 
public companies .to inake .and keep accliratE» " 
financial records, and to inaiP,tain a system of 
'iriternal accounting controls. ,See Exchange Act 
.sectioll'13(b). · · · 
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,fhat n}Jriagem'.'e~t should use its . 
1 

and identify the related risks. In in. the guidance? If so,. h~~ should that 
:cumul~tive krwwledge. experience; and determining the objectives for internal guidance reflect the special. ·. 
fudgme'nt(applying both qualitative and .cpritrolover financial reporting, the, · characteristics and needs of smaller 
quantitative facfors}in identifying these · guic:lance would discuss how ·. · public companies? : .. · .. 
controlrap.d designing the appropriate. mq.riagement hiight address C;ompany" 1 17. Should the Commission provide 
procedures for their docµmentation and .level, financial statement account and: management with guidance about fraud 
.testing.I .. , . · '· .·. . .. disclosure level' considerations, as W:elL controls? If so, whattype ofguidante? .. 
. Feedback that the Commission has . as fraud risks. Additioµally,.we . ls there existing private sector guidance 
received indicates. that, i.n implementing anticipate that we w'ouldprovide that companies have found .. useful i.n .· 
the :reqiliirernerits of SE)Cti9n 404, many additional guidance On how this area? For example, have companies ' . 
. companies did not efficiently and· rn:anagement identifies the. controls fo 1 fmrnd the 2002 guidance issuecl. by the 
effectively idenqfy risks to reliable. . . . address the rec;ognized risks.This . . AICP A Fraud Task Force entitled 
finaric;i'alreporting and relevant internal. wouldincfode guidance oh common ' . ''Mariagement Antifra:ud Programs and. 
control 1functions, ultimately lead~ng .to ·issues that exist in identifying .controls Controls" 23 useful in assessing these. .·. · 

· the idegtification, documentation, and (e.g. mater~ality cohsiderations., multi-· risks and controls? .· ·.· · · •· . . · 
. testfllg df an excessive number of ... 19cation issues, concept of "key" . i 18.' Should guidance be is~ued .to help·' 
controls. 21 W,e are also skeptical of the' controls). . .·' ; •. . . companies with multiple locations or . 

, .large rilJ-inber of internal controls that ' 11.Wh,at guidance is needed to help: .. business units to understand how those 
. some cqmpanies have identified, management fo).plemerit a "top-down, : . affect their risk assessment and contrbl 
dodrmenfed and tested. While there risk-based" approach to identifying •. identifi~ation activities? How a~e . 
. were lik~l/numerous cor).tributing . risks to .reliable finaiicial reporting and' · companies currently determining which 
factors to these implementation issues, the related.internal.controls? · · locations or units to test? · ·'· 
one. c.'aus .. e ma'y have be .. e·n the ov.erly. . . ·.12. Ddes the exist.ing gui.danc. e,,.Which... · 

h Iv.· Management's Evahiation · 
conservp.tiye application of J\.S No. 2 by . ·as been used by rrianagemerit of . · 
auditor~ in the fo.iti'al years.· · ,accelerated filers, provide sufficient ' As ribted, the Comrri.issi~ri.·s and the 

The Cpmrriissionalso has heard that · .information regarding theideritification · staffs May 16, .2005 guidance 
. compan;ies had difficulty in determining of'corrtrols that address the risks.Of .· ! emphasiZed that management's 
'how COI).trols related to the prevention · maferia'l misstatement? Would assessment-should be based on the 
of fraudi should be includ.ed in their fisk . additibfial guidance on identifying -particular risks of individu;;i.l . 
assessment.22 .However', as. noted in the ''. controls··that address theserisks be .,. cbmpanies; and recommended a top- : 

, . May rn,; 2005 staff guidance, while nq . helpful? . . · · .· · . . . · down, risk-based approach to determine 
·,system.of internal control can prevent or 13. In light of theforthcoming.COSO . the acc;:ounts and'related prnce~ses that · 
detect eyery instance of fraud, effective · guidance.for smaller public companies; ··management should consider in its 
interna.licontrol over financial reporting ;what additional guidance is necessary · assessment. Therefoie; managemeriFs 
cari help companies deter fraudulent . .on risk assessment 'orthe identification judgments about th.e .significance and 
fina. nciaf ~c;:c;ou,nting practices .or defect · bfcontrois thataddress the.risks? complexity of the risk areas it has .... 

. them earheL . .,· 1".l. fo areas where companie's .. · identified should form the basis not 
.. Asnoted above, the Advi~ory' ider}.tified signific;:ant sta~t-up efforts in . only for P,eterminirig what controls to 
Committee observed that the distinct ·.the first year (e.g:, c;l,ocumentation of the evaluate, but also for determining the. 
charactetistics of smaller public ., des.ig.n of.coritr?ls and rewedia~ion of. ' .,nature, timing; and extent of its ' 
COffipanieS affect the financial reporting - deficiencies) Wi~l the ,cos9, g~_ldance I evaluation procedures . .A risk~based 
risks and the controls needed. to address Jm; .smaller pub)ic compames adequat.ely ev<1luation can allow management to 

.•them~ Fdr example, the sigI).ificant risk: <lssist ~omp~nies th;athave not y~t: · ; assess whether the companfs internal 
of IT\anagement override that arises from complied _vvith sect10n 404 ;to efficie11tly control over financial reporting is 

. wider spans of control and more direct · . and effechvelJ'. c.ond,u,ct a nsk .·. . · . effective at a "reasonable assurance" 
·cha.nnel$, of communicati.on riray crea.tE) · ,assessment a~d1?d~nhfy controls that . level.24 . 

1 

.• 

;;in.increased need for enhty level ... ·. address the nsks. Are ~h,eni areas tha~- ·One of th~ reasons cited niost ·· 

· .. -·' 

contro~s ~amJ. board oversight. Moreov.er,, ha,v.e ~ot yet b.e~i; address,E)d or need frequently by accelerat~d filers for the 
the di~fi~ulty .in segregating .. duties and . fur

1
tht;ir empha:>is. .. . . ·. . , . . higher than anticipated costs in their' . 

· changmg busmess processes may , ·. , 5 .. What gu~dance is need13d ~bout,,, , ··first year of cbrri.pliance with the section.·· 
impact:the implementation of Jntern~i .. the r?le. ?f enhty-leve~ controls m ·. · · 404 requirements is that too much wmk. · 
.controls.'at these companies.. . ·. . evalu.~tmg aI).d ~ssessmg the. . ·was done to test and document low-risk 

V'ye anticipate additional guidance in, e.f~ecti~eness of.mt?ernal cqntr.o.l pver :areas.25 The Commission continues to 
thiS areal would cover a number of the · fm~ncial reportrn,g. What specific hear that management has difficulty.·· 

implemep.tatiori issues that hav~ arisen · en,hty"level.control issu.es sh~uld he ·applying.~ top-down, risk-based 
di,rring the first two years of compliance. addressed (e'.g.: GAAP ~xperhs.e, the 

·, · ·c. uidance issue.cl in this area would rol~ of the au. dit committee, us. ing ... 2
,
3 

Management Antifraud Programs ·and Controls! 
· t t l · 1 t l h h l Guidance to Help Prevent and Deter Fraud; · 

address how management should en i Y~ eve .con ro s rat e~ t an ow- ., com)Ji.issiened by the Fra,ud T,iisk Force of the 
determine the overall objectives for: _ . level acc~unt;and transa,ct10nal American Institute of Certified Public Accounting's. 
internal control ov,er financial reporting controls). S~ould .these issu.es be Auditing.Standards Board (2002)~ available at . . 

. • · . .' ·· i . ··· ·. · · addressed differently for larger . · '· · ., http:(/www.aicpa.org/downio'ad!members/di~) · 
. d ·11 . 'auditstd/AU-00316.PDF. . 

· 21 See transcrip. t ofRoun.dtable.'o.n_ Internal. . . companies an srha. er companies·?' · ·' · . 
16 Sh ld 'd b 0 ·2•SeeRules 13a-15(f) and 15d-15(fJ.ofthe 

Control Re~orting and Auditing Provisions, May 10, .. . · OU . Slil anc8' .e given a .. out Exchange Act. · · 
2006, Pane.ls 2 and .3; letter from Pro ti vi ti Irie. (AptiL _the appropr)ateness of and extent to ·· zs.:see transcriptof Roundiable on I;,ternal 
28, 2006J;, letter from Computer Sciences ,. · . · \vhich quantitative and qualitative Control_ Reporting ·,iii\! Auditing rrovisions:May 10, 
Corporation (CSC) (April 28, 2006); and letteHrom · . fact.a. rs, ·such as· li'keli'hood 0" fan· ·,er .. r.or, 2006 ·p 1 2 d 3 1 tt fr W t. w · IMA (May.4,; 200.6). . , ane s a.n ; e, er om a son yatt · 

· should·b. d h · ' · ·· k Worldwide (March 31, 2006); letter from · 
22 · se.e. let,ter from QUALCO.MM Inc .. (April 2. 7.. :.". · · e .. use · w en assessing:ris s · i · d · d 'f · · 1. f · QUALCOMM Inc. (April 27, 2006); ah.d let.t.er from 

2006); and' letter from Diane Allen, 3M (Alleri) . an i entl ymg cont.to S' OT the entity? . Association for Financial Professionals (May 1, . 
(April 28, 2006). · · ·. · ·· · ,)f so; what factors should .be addres.sed 2006). .. · .. · . , • 

''1". (. 
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approa'phfo their ipdividual' . . '; {inancial re~orting inv~lv~s the:irripact controls, such as on-going monitoring 
_.·· assess~ents and, some believe that , of information technology ,(IT) · · activities, be useful? What a:re some of 

complfarn::eccists are, and may continue . processes. F6r example, some: · . . the sources of evidence that'ccimpanies 
. t9 be, h'igher tha:n necessary. 26 ' "· comrrienters have expressedccincerris . find most useful in origoing.moriitoririg 

The <;:ommission's rules require that · · .over the e'xtentto:which IT processes.. of control effectiven'ess? Would · 
1hanagE)ment's assessment be "as of.' the ·should .be included in the scope o'ftheit guidance be useful about how· .. ·. 
company's fiscal year end, but the rules assessment.29 As' the staff's May 16, management's daily interaction with .·· 
do not preclude management from·. ' . 2_005 staff guid<tµce indicates, Section controls can be used to support its .. 
obtainil).g evidence to supporfits' .404 is not a one-size-fits-qll approach to assessment? '' 
asses~rrientthrough cumulative assessing coI).t!'ols, andfqr that reason,. • 21: What considerations are 

'knoWledge it acquires. throughout th,e while we be ii eve that controls not . appropriate to ensure that the guidance 
year arid iri,prior years. In fact, related to internalcontrol over financial' , is responsive t_o the special . . . 
rrianag{)inent's daily interactions with its teportirig ~hould,notbe'included in the ' characteristics of entity-level controls 
interriaFcontrols may provide if with an· ·· assessm\m(providing a list of the exact :·.· · an_d management at smaller public 

' enhanc~d ability'to make info'rmed generalIT, coµtrolsthat should be, . ' ·companies? Whattype of guidance 
' judgmeritsn,igatdingthe areas that ' included in an assessment may n.ot be, would be useful to smi:tll public' 

prE)serit the greatest risk to the reliabil~ty practicaL.Giveri that fact,we would like companies with regard to those areas? 
ofthe'financial statements, as well as to explore .whethe,r,ther,e are specific; . · 22. _In situations where manageinerit · 
how to evaluate the relevant confrcils. areas related to IT where additional . determines that separate evaluation-type 
We have heard anecdotal evidence that,. guidance could be provided:: · .. ·.. testing is necessary, what type of 
i.n some '.cases, management may have · Based on the cumulative feedback additional guidance to ,assist , 
tinnei::es~arilytested controls using ' ' 'received, we believe tha{guidartce on management ih .v:arying the nature arid 

. separate:evaluation-type testing in 'management's evaluation p~ocess and exte_nt of the evaluation procedures 
connecti'on with its.aimual assessment,' •revisions _to AS: No. 2 may help reduce supporting its assessme'ntwould be 
rather th'1m relying on its ongoing or eliminate the e~cessive testing of • . helpful? Would guidarice be useful on·_ 
moriitori'ng activities, which may interµal. controls by improving the focus how risk, riu~teriality, attributes·of the' 

. include, for example, cumulative on riskand petter use of eµtity-level · ·controls themselves, and other factors 
knowledge ;;md experiences from its coI!frols. We anticipate that the. .. , play a role in the judgments abmit when 
daily int1,ira'i::tions with coritrols. • , . guidance wm1ld cover topics,such as the to use separate evaluations versus 

In addition to testing, another key part. overall objective ofevaluatiori . · ' relyirig on ongoing mcinitoririg 
of m'ailag'em_ ent's assessment process is' -procedures; methods or ap·prdaches ' . . . ? · · 'activ1ties. . . .. 
the evaluation of control deficiencies it available to managementto gather . .. . 23, Would guidance be useful on 'the 
discovers ,in th,e p~ocess of its ' ' .· .evidence t6 supportits assessment (i.e. ' tirtling of management testing of ,,. ' 
eyaluatioh. Paramount to evaluating'the 011;~going monitoring, benchII!arking, •. controls. arid the need t? update . . ·. · 

' ~ignificatj.ce cifan individual control_ arid updating.prior evaluations); and .·: ' evideµce and conchisibns from prior 
· deficiency, or combination of Control . fai::tors that management sh_ould , · · : testing to the assessment.:· as. of' date? 
deficiencies, is to have a comptel).ensive consider in determining the nature; .. · 24 . Whattype of guid<mce would he 
understaJiding of the nature of the ·· · timirig.and ~xtent of its eyaluation, . , appropriate regarding the evaluation of 
deficiency, its cause, the relevant pfoced,ures . .This guidaI!ce would . identified internal control deficiencies? 

'financial statement, assertion the cqntrol address whether arid how entity, level A.re there particular issues in. evaluating 
' was desigpedtc;i support, itseffe¢t cm: controls may a,deql/:qtely addr~ss risk at 'i deficient controls that have only art 

.; · th. e broader con. trol environment, and theJinancial statement and disclosure · · · · · · · indirect relationship to p. specific 
.. ' -~ \ whether ~ffectiye compensating controls level and 't:orisiderations' as to the extent· financial statement acco'unt, or 

exist:z7 t:vfanagement mustex_etcise i~foril).ation technology general controls '. di1lclosure?ffso, what are some of th,e 
judgmen(in a reasonable manner in the,, · are included in the scope of , · k_·e_. y· con. sider __ ations currently being u~ed 
evafoation ofdeficiendes in.internal ' managementis assessment. .fmther, we. . . ' . . ' . when evaluating the control deficiency? 
contro'l, c0nsidering both quantitative anticipate the guidance would cover . , 25 . Would guidance be helpful 
,<ind qualifative factors.2a '·., · ·. · considerations qf management in ···· . , , f f h 

As not(!d above, the Advisory •: , determining the severity of an i.dentiffed' ·regarding the de initions o t e terms . 
Comml.tt"ee· 'ob'se·r·ved that the di'sti'nct 1 d f ··· ·· · "material weakness'" and "significant . . ·contra e iciency. . · ·. . ... · · · 
c_haracterihics of smaller ·public ' 19. What type of gu_· idarice wcmld he_ lp deficiency"? If SO, please explain any ' 

' · · · · issues that should be addressed in the companies affect the assessment of · explatn how entity"1evel c;cintrols can·'·.· . , 
finaneial r~porting risks and the : ·. reduce or. eliminate the need for .testing guidance. . ' 
cbntrols · itiiplerriented to address them. at, the iridividual ac_count OJ'. tra,nsaction; · 26. ·Would guidance be useful on 

· These ch,a~acteristic~ may also affect . level? If applicable, please provide . · ' factors that management' should . 
how those :companies evaluate tP,eir ,, specific examples oftypes bf entity- : consider in determining yvhether 
internal ·co'ntroL · leveLcoritrols that have been useful in . ma,riagement could conclude that no 

Another:area where the Commission reduciµg-tesfirig elsewhere. ' .. ·' ·, ' ., ' material weakness in l.nterrial coµtrol 
continties ~o hear that companies are ... · 29. Would guidance on how .. over finandal·reporting exists despite, 
having dimculty iI! completing their · . ' management's assessment can be based . : the discovery of a need tq Correct a 
assessment ofiriternal controlover on evidence' other.than that derived ·, '•financial statement error as part ofthe '·· 

from separate eva]u~tion~type testing of •financial statement close process? Ifso,' 
· 26 See tl-anst.ript of R_otinddble ori Internal · . . ' · 'please explain._ . . ·. . 
Control Reporiirig and Auditing Provisions,. May lo, · 29 See. transcripi of Round table 0 ,; hit~rnal · . ' 2 7. Would 'guTdance be usefill in .. 

· 2006, P'anels 1: ai1d 2; letter. from Pfizer !Ile. (May . Contra) Reporting' and Auditing Provisions, May 10;'. : addi:esslng the circumstances u11det, . · · 
1, 2qo6);l~tter:from Sotheby's Holdings, Inc, (May 2006;·Panels Z'and 3;letter from-IIA (May 1, 2006); .whiCh a restatement of pre,viously 
1, 2006); and l~tt~r from U.S. Chamber of Commerce·. Jetter.from CSC(April 28; 200f;i); letter.frpm:Allen ·reported financial information would . 
(May 3, 2006).; · · (April 28r2006);'letter from.WPS Resources:Corp. not le' ad· ·to'the con· clu· si'on'th' at a .. 

' 27 See May 2·005.Staff Guidance at B. _, : · ' (May 5, -2006); an'd.letter frorri RG. Scott&···:· · · 
i6 Id. · · · · · .·. · ' Associate~, !'.LC (April 8_, 2006J. ·· · 'm;terial weakness exists in the 
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compaP,y's internal control 'over .. 
financial reporting? · · . · · · ; •· 

28. Ji:ow have ccimpanies been ab'le to 
use tec):mology. to gain efficiency fo ·. · 

' evalµatinif the effectiveness of internal 
controlp (e.g.,. by itutomating the 
effe,ctiven,ess testing ofautomated 

' ,controlS or through.benchmarking 
.strategies)? 

· 29; Is, guidance needed to help 
.companies· determine which IT generaL 
controls should be tested? How are 
comparlies determining which IT 

· general:controls could impact IT . 
applicaFon controls directly relate,d to 
tli~ preparation of financial statements? 

··· 30. Has man\lgement generallyb,een : 
utilizing proprietary IT frameworks as a 

·,guide iri conducting the IT portion of 
their assessments? If so, which 
fr\lmeworks? Whic,h components of . · 
those frameworks have been particmlarly 
usefol? Which components of those 

·. : frame~t)rks go beyond the ·objectives:o~ 

' ' ' 

the effectiveness ofJhe company>~ , . · notwithstanding .subs,tantially similar 
internal control over,firiandial reporting ' statutory language to that fmmd in 
may, ~~view evi,dentialmatter · · '. , . section 404. · . , · · . . 
supporting managemen(s asse.ssment. 32 · In its report; the. Advisory Committee 
· , Feedback that.the .Commission , , suggested that smaller public companies 
,received in connection with its.2005. , have. unique characte;ristics and needs 

.. Ro\lndtable and other feedback ori the,, for flexibility thatm<rkethe ···. ... . ··, 
first year' of compliance indkat.es tP,at, · documentation elemehts of sedion404 
in impleinenting ~he requirements of particularly bui-densome for;those. · 
section 4.04 for the firsttime, many . companies. In its opinion,. the section 
companies approached risk and.,tonttol ' 404 internal controlreporting ; ,, ', ' 
identification more formally than they1 requirements as C:urre~tlyapplied }n 
may have, historiCally-and; ' practice niight impose a lack of 
. consequel).tly, companies may have ·flexibility ori smaller public companies 
incl,lrred significant documimtp.tion.. that would put them at a competitive :. 

. costs. 33 This documentation consisted· disadvantage, We .have also heard that 
of, a~ong other.things, detailed process' excessive documentation demands 
rriaps deeycribing controls over iri.itif!ting, ·might impose extra. or.particularly 
recording, processing and•reconcping , hurdensome costs cin smaller public 
account balances; ,classes oL · companies. , • . · · 

. transacti.ons, arid diselosures included •. •. The Commission anticipates that 
in the financial statements. Many management would benefit from , 
companies also have iridicatedJhatiri additioD:a.l guidance on the appropriate 
their initialimplem,entatioi1ofsedion ' ' and required levels ofdocumenfil,tion to ' 
404; too many controls were identified; ·support their ass.e'rtion' on the ···• .. · 

v. DocU:~entation toSl1pporfth.e:' whichresulted in excessiye ' ' I 'effectiveriess of internal control over ' ' 
Assessriient · doc~mentation.~4 Frequently, this , , . financial reporting. TopiC~ ad4ressed 

reliableJii:ancial rep~n'ting?. · 

''• ' ,. ' ' ,excessive documentation was blamed, at' migh, t include clarifying the overall·' 
Dev~loplng and maintaining an. 1 · t. '· · t · ·t'h · d't' ·· d. +.h · · .· . eas. m p\lr ,,on e au 1 ors.an ·~. eir•. · obje'ctives of.the docurr;ientation, .• 

approp)'~ate amounf of evidential matter application of AS:No. 2, F\1rther, we' ,including factor:s that !Ilight influence 
is anl.riherentelement of effective ·, ,', .have anecdotally,heard.thatthis ' '' documentation requfremen~s and other 
internal bbritrol. 30This evidential . . docunientation, in many cases, , common documentation concerns (e.g: 
matter sh:, 'ould provide reas, onabl,e ,,,. 's' ubstan' t'1'ally' ex'c' eeded 'that norm''ally'' 'd . f ' ' . 1 d . · .' . ·.. ·· . · . , up atu;ig o pr.evwus y create 
supportJbr the aSS\)SSII]_ent of whether produced J;iy financial institutions u:rtdef , documentation or how to adqreSS , 
contro.l.s are designed to prevent .or. . · the Feder'al Depos1't Insurance· t ·1 f h' h · t' d · · t . . . . . . . · . con .ro s· or w. ic. oper.a .. 10n oes no detectmaterial misstatements 6t· ··.··. · · A.· f ·s· , . ' Corporation ~µiprov:emerit , ct o 1991,3 result in documented evidence). We 

, O!Ilissibns; for.the conclusion that tests .· ... . . . . . ·ah;'o anticipa,tet.hatguida. nc.e might be 
to.assessithe effectiveriess.ofinternal · s · 'f · ·h, 1 .. ·,..:· · ·' d' ··' h." Id 

.
32 A No.·2 sets ort tie cntena au itors s ou · . helpful in addressing the flexibility arid · 

controhvere appropriately planned p.nd use ~hen evaluating whether managmnent's · .. · cost containment needs 6f smaller • 
Performe'd; ,and. forthe·.conclus.ion that:· document~tion provides reason~ble su'pport for its '' ' ' ' ' ' ' 

assessment of internal control,. over financial. public companies 1n particular. , · 
' · .. fhe·resu,lts of such tests were· . , i:eporting. See'll'fl 42-46 of PC::AQll Auditing · 31. Were the levels of doc'umeritatfon 

appropri$t,ely con,sidered ill'. St'~ni:lard No. 2;·.'AnAudit of Internal Control over p,erfbr'm~d by managerhen.t .. fo the .i.·n. iti~·l· 
:.management's conclusion about Financ}alRepoltirig Perfon;ied in[onjunction with' , 
·ff · · · h · b' l' an A .. udit.ifF. inancial.'Stateme.n.ts., · · , years ,of completing the assessnient · : . · e.·:. ective. IJ.ess. 31 Fu.rt.· .er •. pu .. 1c 1 b. d h d d 'd ·r 

, • · · · . 33 Se~ trariscript ~fRo.;nd.table on , .. · ' . eyon . w at was nee e to 1 ent~ y 
· .. accounliI).g;firms thatattest to, iin.d ·Implemehtation.ofinterhal;Control Reporting i controls' for testing? If so, Why (e.g.,· 

·report on; manilgement's assessment of-: 'Provisions, AprH13, 2005;':\eiter from.Mortgage bu]>in'ess reasons; auditor reql).ired, or 
,, . Ba,nkers Association (February 25, 2005); l~tter from, uns'ure about "-key'' co.nti'ols)?'Wciuld 

, 30 Section:
1
13(b).(2)(·A··) of the. Exchange A. ct .·.· ·Pauia Jourde (March 4, 2005); letter from.White . d h l · d 

M · t · · ·I · · ·c · · '(M h ·29 2·005) d speci. f.ic gui · anc.e. · e .. P. compan .... ies av.o. i requires companies to "make and.keep books, · oun ams nsuraq.ce : roup . arc , .; .. , . ; an · 
, record;\, and! accounts, which in reasonable detail, ' letter from Intel Corporation (March 31, 2005). thisissue in the future? ff so, 1ftihat 
accurately and fairly reflectthe·transactions and.. 34.SeeJrariscript ofRoirndtabl~ ~n Internal factors·sliouldbe considered? ... 
dispositions'ofthe assets of the issuer:" We have ·Control Reporting and Auditing Provisions; May 1,0, , 32. What guidance iS nee,ded about 
previo)l~ly stat~d •. a~ a matter of p.olicy, tb¥ under .. 2096, Pa,nels 1.and 2; letter frCiin IIA (May. 1, 2006); .. the form, nature, and extent of 
sec. tiOn. 13(li)(.2) ".every public com. pany. needs to · letter from America's Community Bankers (May 1, . · · . 

· · · h dcicum. enfatio.n that m. anagem. e. nt must. establish.and maintain records of suffici.ent '·2006);.letter.from Stephan Stephanov ,(Mitre 27, 
accuracy to meet.adequately four interrelated 2006); and -letter !rom Institute of Chartered· maintain as evi'dence,for' its assessment' 

' objeCti".es:appropriate r~flection of corporate 'Accountant~ in England an'd Waies (Mar~h 28, of ris.ks to financial reporting and' ·. '. 
iransactfans :an.d the disposition of assets; effective 2006): . . ' ·, .. control identification? Are there certaiff' 
administra;ioh ofother.,facets of the issuer's. internal .~s12 U.S.C. 1831rri. Secticiri.ii2 of the Federal · 
control systefii; preparation of its financial , , ,, Deposit J,nimranc~ Corpor~tion Impr,ovement Act of factors to consider in makingjudgments 
statements h1 accordance with generally aq;epted ' 1991 added section 35; "fodependent'Annual . aboufthe nature an·d e5Ctent of . . , 
accounting p~iriciples;.and proper auditing.'! ·• .· Audits oflnsur.eci Depository Instit;,,tions,''. to.the · documentation(e.g., ~ntity factors, . , 
Statement of,Policy Regardil).g .the Foreign Corrupt• · Federal Deposit Insurance ;<\ct> Section 36 required process; or account complexity factor's).?, 
Practices Adofl977, Release No .. 34-17500 ·., . the:Federal Deposit Insurance Corpora'tion, in , ., 
(Janliary.29, l981) [46 FR 11544]. , .c0ns;,,ltation with appropriate fede~al banking · . If so, what are tliey? · . . 

. , . 3'l·In~tructi~nT to It~m 308 of Regulaiicins S-K , •agencies; to promulgate regulations requiring each 33·, Whafguidance·'is needed about 
,.and S-B, Instru~tion 1 to Item 15 of Form 20,,.F arid insured depository institution with'at least $150 ; the extent of documentation that . 

: •Instiuctfon'l ;to paragr.aphs (b), (c), (d), and(~) ()f C'' million in total assets, as ofthe beginning of its ,.J'nanagement must maintain about:its 
· .. ,•Generil.l.Instr(iction B:6 to form 40~F pro".ide' tliat,:. fiSca.1 year, ici have an annual independent audi.t of eva,luation proc,edu. r .. es that sup.port.its·· 

' "the Registra,nt must maintain evidential matter,' . its fina,ncial sta.tements p~rformed,rn'acc.ordance 
'incJud~ng'do¢uril8ntation, to pro"'.i.de reasonabl~ · .,?, wit~ geµerally ac;:cepted;auqitirig.Stci.nd.aFds, aµd'.~o . 
· s\ipportfor management's assessment of ihe . .· , provide a inanagemerit report and an independent 
effectiveritls·s bf the registrant's iniernal .. control.over " publjc·a'ccountant's attes'tation.'.~oncerning both the 
financial reporting~" ' ' '" ' effectiveness ofthe·iristitutiori's internal control· 

. •. I ' 

,, 
I 

strncture .~nd ~~~cedures for fin~nciai reporting and 
its compliance witli' designated safoty and 

,i So~ndness ·laws. · · · · · 

,,· 

'\ 



I 

' 
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annualfassessment of 
1

ln ternal co;.itrol 
.over firtandal repo~ting?: · · · 

·I.. ·.· ' 
·· ·.· ;!4', IS gu1dance neecj.ed about 
· documentation for information .. 
tec::hnorogy controls? If so, is guidance 
.rteededifor both documentation ofthe 
ccmtrols and documentation of the·. 
testing.for the assessment? ... 

·.· 35: H~w might guidance be helpf~l in 
. addressi11g the flexibility and cost· 
, containment needs of smaller. public 

·.··coll1paU:ies? What guidance is. · 
· · .appfop~iate for smaller public 

compan:ies with regard to 
docurrie'nt~tiOn? . . .. . · · 

... ·.,-. 

. ·.,., 

'" ,. 

,. 
' 

;'.'I 

. ij 

'' .. 

.,, 

' I,!·; 
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. VI: Solicitation of:Add'.itional ,·· ,,. ., 

Comments. 

In addition to tile are'as f6; t~mmertt' 
i'dentifled above, we. are. interesteq in 
~ny·other issues that;comihenters may .. 
wish to address relating to companies' 
compliance with the SEC's ru~es refateCi 

.to· rriartcig~merit's .assE!ssmetit of interriai·· 
control overfinaricial reporting. For · 
example, we are interested in wheth.er 
commeriters believe that there are . . ' 
additional topics not• addres~ed in tgis' 

' Concept Re.lease for·which. gu.idancii: 
would be useful. We also invite , 
cominenters t() .P~?vide to us 

·,;r,'-

,,.:,: 

,' '·.'· 
.·'. 

. ,• 

.·.,1 

descriptions of, or actual process plans, 
that they have utilized or created for 

. portions or all of management's . 
assessment.· Please be as ~pecifit as . 
possible in your discussion and analysis 
of any additional issµes. Where · 
possible, ple.ase provi(ie empirical data 
'or observations to support or illustrate 
.your c9mments. ' 

By the Commission . 
D~ted: July 11, 2006. 

JillM. Peterson, 
' Assistant Secretary. . . . 

[FRDoc. E6...:11226 Filed,7:-17C..o6; 8;45 am], 
. BILLING. CODE 8010:-01:-P 
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Corf:>;ett, Bryan N. 

.'} 

From~.· Shimkus: Matthe\'{[SHlMKUSM@SEC.GOV]' . 
• . 1 

Sent:; ·Wednesday, August 09, 2006 10:3fAtv1 

·· To: uridisclosed~recipients '·.· .. . . . .. .. . . · ; . . · · · 

. S~bj~ct: SECOff~rs Fu~tie~·Relief fromSection40~ Gomp'lla.nce forS:mallerPublic Companies and Many:·. 
.... . .·. Foreign Privcite Issuer~, . · .. . . ' ··. ' ·_._· · _·· . · : ·. ·_, · • · · 

·,• '·' 

.. SEC OFFERS FURTHER RELIEF FROM SECTION 404 COMPLIA'N.CE FOR 

'.SM~LLER PUBLIC COMPANIES AND.MANY FOREIGN PRI_VATE ISSUER_S.' '. . ' .. ,. . ' . . '. ' ' 

FOR IMMEDIATE RELEASE 
200~-1j6 ' ' 

' . ]· .. 

Washington o.c., Aug'. 9, 2006 - The Secwri.tie~ and Exchange Comrliission today issued_ two. 
' release:s to grant smal_ler public companies and rnany foreign private issuers further relief from 

compliance with Section 404 of the Sarbanes-,Oxley Act of 200·2: The-relief is in furtherance of the . 
. "next:s~eps for Sarbanes-Oxley implementation" (SEC Pre~s Rel~ase 2006-75) ahnqunced on MaY ··· 
17, 2Q06, and includes some new initiatives not previousl/anhounced. ·· ·, · · 

.. . . - .. ; ' . .'·-r' . ·'' ·,·•· . 

"' 

Today'sreleasesJollowthe July 11, 2006, publicatioll··of a.¢ohcept Release solidting-''public ·· 
commenton guidance for management the SEC plans to issu~ to assist compahie$ in assessing 
.th.eir fo~ternal controls over financial reporting . . : .·· · · · · · 

: ,. ' i .·' ,' ' ·.·· . ,' ' ,' ' ' ''' ' ' .. ··· ,·. . .: '' ' ·.' ... ' ' 

''The attions taken in thes~ releases continue theCommissiori's 'efforts to be sensitive and.·· 
respon~ive to the. particu'lar :needs of smaller: public companies and foreign private issuers, and to 
miriiniite the burdens that Section 404 may impose on thern1" s'aid,SECChairman: C.hristopher (;ox. 
"By offering fwrther relief for smaller compa'nies and. most foreign issuers, today's actibns will allow 
tini.eJo

1

r the Commission ,andthe PCAOB to redesign:Section 404 implementation in a way that is .· 
, efficie;n't and cost effe~tiv~ for investors. II . .· . . ··. . ' . . ( 

j";.' . ,, . ' . . '. . ·:, 
~ sumrn~ary of the subjects of the two.relea.ses appears bE;!lbw: ·· 

1. · :R.elief from ~ection·4o4 Complia~c:e Dates forSmall~r 'companies.(Non-Accelerated 
,i:;ilers). The Commission isproposingto grant reJie.fto'sma!ler public companies b.y. · · 
extending the date by which non-accelerated filers must start providing a report by · 

I . . .· . . . . . · .. · . . . . . . 
n;ianag'emerit assessing the effective·ness of the cpmpany's internal control over financial· 
reporting. The initial compliance date for these .companies would be. moved from ·fiscal years 
e:nding oh or after Jul/ 15, 2007, until fiscal years ending on or after Dec. 15, 2007. The 

-;Qofllmission also proposes to extend the date by which non-accelerated filers must begin. to . 
,cbmply with the Section 404(b) requirement·to proviqe an auditor's attestation report on · 
ihternal control over financial reporting in their 9nnual rep,orts, This deadline would be moved· 
to the firs,t annual report for a' fiscal year ending on or after Dec. 15, 2008. This proposed 
,extension WO\.lld reswlt in all non-'acce_lercited fil.eYs peing required to complete onlythe 

, -:rl1anagement's portion Of the internal controlrequir:-ements.in their first year of·complianc'e 
. :with the requirements.This proposalis interlded;tc).'..pro\iid£!:costsavings and efficiericy' . . . . 
· dpportunitiesto smaller public. comparii~s andto assist.them ·as they prepare to c:·amply fully 
. 0ith Settion 404'.s reporting requirements-. This· 'p'roposed 'extension will provide these issuers . 
'ci;nd their auditors an aqditional .year to consider; and adapt to; the changes in Auditing 
~tandard No.2 that' the Commission arid the F~ubli(Compci_py Accounting Oversight' Board· 
:irhtend to make; as well as the guidance for management the SEC intends to issue,· to 
irinprovethe efficiency of the Section 404.(b}au,ditor attesfat,ion report process. · · · 

-8/.9/2006 
.' '·· . 

' ' ! "' 
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. iAppr8ximately 44% ofthe domestic companies and 3sWo' ~f the foreign private issuers that 
)ile, periodic reports with the Corn mission. are nOn-ac;:celerated filers~ · · ' , 

.· ·j . ··. . I' ' , ' , 

I 

, iThe Commission s~eks public c'ornment on all~spects .of this proposal. Comrnents should be · 
;~ubmitte9 within 30 days of.the p~opo'sal's;publication inthe Federal Register. · 

' ' '.- . - • ' • . .·.1 ' • ·' '. • ' '. ,. • '"' ~ 

·.· 2·. :Relief from Section 404,(b) Compliance oa~e-for C~r~ain Foreign Private Issuers. The. 
Commission is granting relief from SectionA04(b);compliance for foreign private issuersthat 
:a:re accele'rated filers· (but not large accelerated filers), and that file their anriua.1 reports on: , 
:Form 20-F Or 40-F. These.companies wjlj have their compliance deadline ~xtended for.an 
·,additional year, so that they wiiLriot peg in complying wi.th ,the Section 404(b}reqLiirement to 

7 

p'rovide an auditbr's'attestation report or:t}nternal control C>Ver financiai reporting in their ' 
ahnual reports until fiscal years enci·ing oh or after July 15) 2007. 'This group of issuers,wi.11 be 
required to comply ohly withthe Section 404 requirement to include management's report in 
t~e Form 20-F or 40-,F annu'ar report filed for thei,rfirst fiscal ye~fr ending oh 'or after July 15, 

" 2006. They will not need tC> comply with• the requirement to' provide the registered public' · · 
' .. 1 . . .. . 1 • • - • - '. _.. • • • '\ • ' ,. • • ~. • •t.'. • .- ' • ,- ' 

accounting firm's attestation report until t~eyfile a Form 20"F or40-F annual report for a 
fi~cal,dear ending on or after:July 15, 2007: · · , , , .. ··· ·· 
.': .' ··~ ' 

' ' ' : The Commission's data indicate that about 23% of the c;:i~proximately 1,200 foreign' private 
issuers that are subject to the Exchange Act\eportlng requfrements are accelerated filers 

. that will receive the one-year extension of the cornpliance'dates fbrthe Section 4Q4(Q) 
:~wditor attestation requirement. Beca~?e ?PProximately~S<?/o·of foreign priyate issuers·arE!, 
· non-accelerated filers that will benefiUromthe steps outlined jn Item 1 above, o.v,er 60% .of 
the community of .foreigh private issuers will receive a measure of relief as a result of the· 

: $ctions we're announcing today, Th,e Commission's a~tidns t~day do not change'the da,te by 
'which a foreign private issuer that is a la'rge accelerated filer must comply with both the : 
'..$ection 404(a) and (b}recfuirE!rtlents.Jhese file(~ ar(;! required to include both a rep'ort by 
1rnanagement and an,attestation report by thg issuer's registered accountjng firm on interria] 
; c±ontrol overfinancial reporting in thei.r Form 20..:For 40-:-Ffiled for a fiscal year ending on .or 

·':after July 15, 2006, ·- ·' · ' · ' ·· " · , · · 
,, . .!· ' : '·'.: · . ., ·., 

"'I .. ~ 

1his extension' is a final Commission action' and will beeffective shortly, on the date thatt,he 
G:ommission release 'granting the extension is published iri'the Federal Register,·.. : , , 

.~' . . . ' .,. . "• . . ' . . . 
-<.1" __ :.:1-

j •,, P~o~~sed Transiti()n Rel'ief for N~wly Public Companies.In the same, release·irl which it' ' 
pr,oposes an extension of the Sectiori 4d4 cor:npJiante date~ for non-accelerated filers, the 
C9mmiS$ion also proposes a'trans[tion period for newly public companies. This transition 

. relief .w.duld ,apply to any q>mpanythat ha.s become public through an IPO or .a ,registered> 
exchange offer, or that otherwise becomes subfrct to the Ex:change j\ct reporting .. · ,.· · · ···. 

. requirements. Itwould include a for:eig.ri private issuer that: isJisting on a U.S. excrangefor .· 
·the first time. To provide meaniiigfulrelief to c'ompanies that are new to the U;S. markets 
an.d our reporting requirem,~nts, th¢ Co~mi~,sionis>proposirg to amend its rules Sb t~a~ a 
company would not berequrred to provide erther a management assessment or an audrtor 

· attestation report uritll it has .previously'filetl pne.annu:ai report with the CommissiorL This 
· r\=1.ief is being proposed in recognition of the fact thatpreparation of a newly public•• 
company's' first annual· report can be a time and resource intensive process that may quickly. 
fol;low an IPO, or initial listing. By not requiring the Section 4ci4 reports i.mtil'a newly public. 
cotnpany files its seco.nd annual report with Jhe SEC, theComrnissidn hopes to increase the 

-.'efficiency·· and effectiv~ness with which those 'companies uit,irflately meet their sectio11, 404 
'compliarice obligation?. '' ' ' ' ' ' ' ' ,, 

ifhe Commission seeks.public ihput on thi~'p'roposal from foreign and domestic companies; 
tneirfinancial and other advisors, investorsand other interested members'·of the pubUc As 
~ith ~he.'proposede~tension forsm~!ler'pubiitcompanies,:comrnents on this proposal'• · 

- . -! - ',, 

' 
.-·) 

' I 

8/9/200~<' 
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'.'should· be submitted within 30 days of ptiblit.~bon\n the .Federal Register.<' 
1 " ~ . . : . . . . : . ' . _: .... ; ' . . , ' . . :: ,~·;. ". '. . -. . . 

! j:' . ~ . . ,_ '.. . . . . 

"We h~ve heard'that the Section 404 rep6rtir::ig}equiremerits impose a special burden onforeign. 
private: issuers; smalleh::ompanies and neWly public companies. These companies play ar;i . ·. " 
irnport~nt role in our capital markets, and t.hese release·s illustr~te the Commission's cdmmitment, 
to imp[iovi'ng the ,efficiency and effectiveness of ~etti6n404 implerT)entation for them," said John· 
w. White, Director.of the Division of Corporation Finance. nwe .b'elieve ourproposed·transition relief .. · 

··.for nev-/ly public compapies sh.o'uld enhance'the attra'ctiveness•arid cost".effectiveness of .· . . · 
participating in our market's both for .companies contemplating lPO's and forforeign companies· 
considering listing in the u . .s. for thefirst time,' without sacrificing important investor protections, 
and 'Wei look forward to receiving comrnent from a·diV~rsity of interested parties .oh that pr6p6s?I/' 

' Th~ Cohlmis~iOQ· will Continue to work 6~ its own, ahdwit~the ~ublic(ompariy Accounting ' 
Oversight Board 1 to take several ·additional steps previously outlined on May 17·; 2006, in SEC Press. 
Re lea~~ 2006-75 to improve the iriplementation ofSec:tiqr\404 SQ that.it will work effiCieritlY, and 
effectjv~ly for companies arid .auditors of all sizes. · · · · ... . · 

' ' : ' ' \ : ' .. 

··· >. Additional materials: ~eleas.~ No. 33-8730; Releas~· No.·33Ls731 · · . 
• :: . : 'l . ; - . . . ' " . :;. '.. : • - • : ' :',. ", ,• • • . • ... : '.. . ··~;. '. 

··: ! 

SEQ Spotlight On: . ..: ·· . . ·.. . ... · · 
Irtterna'.l Control Reporting ?rovis.ioris 
O_ttfL:JLw~w .seC:;ggyf_spotlightLsoxcom_pjlJ:D'l ·· 
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-SEC Announces :Ne~t St~ps·Jo~ S~rbanes-Oxley · . 
x'mple~entaUon .. --·- - · 

· FOR IMMEQIATE RELEASE 
2006'.'.'75 

Wqshington, D.C, May 17, 2066·,-: TheSecu,ribes a'nd Exthange . . . 
· Commission today ahnounce<Ja series of actions it ihtends to take to - , 
impro~e tile implementation ofJhe Section 4o4 internal ~ontrol . · · 

· requirements of the Sarban.es-Oxley'Act of 2002: · 
' • ''.' ·• :, t"., . • - •. : ·: : •• _;,,, 

The action~' the Commissiorl inten,ds fo take 1f n~lude issuihg.SEC gJidance ' 
for companies and working with the Public' Company Accounting Oversight 
Boarq, (PCAQB}on reVisions .. of its inter-nal contrql auditing standar:d. These 
actions are basE;dori extensive ~nalysis andicornmentaryiri recent mor:iths 
from investors; companies, auditor's, andqthers. The expected actions 'will 
·also include'·SEC inspections ofPCj\OBeffortsto· improve Section 404 

'oyersighLand a brief.further postponement of the Section 404 requirements 
',.·for the smallest company filers,.c:ilthough. ultimately all ,publiccornpariies ' 

will be required to c:ornpl'y With th.e ih'fernal c;ontrol reporting requirerner1ts, 
of Section 404. ·· , · · · · ·' 

;;The -steps we are an~oUncing today are des'igned to further in1pro~e the 
reliability of financial statements and to))etier protect investors while 
making; the Section 404 process more ef.ficie,nt and cost effective," said SEC 
Chairman Christopher. Cox. "As.we 9,o fdrwatd, we will consider rne special ·. 
concerns of all·companiesthat falLUnder- 'our jurisdiction -- large and small, .. 
Joreigri_·ar::id .. dom'estic .. 13yproviding,practical 1guidanceto companies, by · · 
. working wit.h the Publi,c CcimpahyA;ccounting Oversight Board on their. 
'forthcoming, revised sta,ridard for auditors, and by examinihg how the 
PCAOB inspection· pro'tessis·succeeding in increas.ing the effi'Ciehcy an.d 
·cost~effectiveness of the c:iudit pr:o~ess, wevvill take a giant step toward' 
'gettihg it right'. ~hE;n .i_t cqmes to Section 404 compliance." · 

In rec:entmd'ht~s, the Com~ission has obtained commE;n,t f~om a variety of 
soU'rces c:on(eroing the .operation and effects of Section404, including:.' . . . . ', ;,, ' . ' ' . : ,' 

·• The May 10, 2006; SEC Rouhdtable on: S~cqnd-Year Experiences with ·. 
IntE;rnal Control' R'eporting and Auditing Provisions; · · ·· · · 

' •' '. ' ,,._ ' - ' ·.: • < 

.''·:. 
. ' .. , 

•• Written comments received, in cb'nnection with· the Rouridtable; 
.•· :,. -' . . . · .. · ' ' •"t·' '. '. - - .. 

• ·The April }3, 2006, Report of the SECAdvisqry Committee'on Sma·11et '· 
, 'i;>ublicCompani~s; · · · ·, · · " · ·· · 

~ ... ·, 
;,·' 

.•. • Th,e Apri,1·,2006 Report/rom the ·U.S •. G<;>vernment Accountability b{fice 
.entitled: Sarbanes-Oxley Act, ,Coh,sideratioo ofKeyPrinciples Needed · 
\ ·,, : -~ ' -~ . ·.· . . ..,·.11.1'• ·-.-·._.,,.-;'-~ -·:..--_·_.::~ . ..,_,.--,, .' . -. . ' "/~-.~_::·,::·. 

, http:/f,~Ww.s~c;gov/Ilews/press/;00'6/2006.:75.htm. 
. -. : 1. --' .•' : 

• '8/9/2006 
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in Addressing impiemenJation f6r§maller Public Companies; and 

e Feedbackfrom .:issuers, 'audito~~' inve~tcSrs,. and others since· the 
Sarbaries-:;Oxley internal control 'reporting r'equirements w~nt into 
effect. ··· · . · · .·· · ·. · · ·1 ·. 

. · "Th'eaC:t.ionsthe Co~~ission is ann~~ncing:t~~ay represent k'ey steps 
·toward .addressing issues raised by participants involved Jn 'the critical . 

• process of reportingto invesfors on the e,ffectiveness ofc:ompanies' internal 
control over financial reporting,''said John White, Director of the . " ' 
Cor:nmissiori's Divisiori of Corporation Ffr\~nce. "We Will be,:0orking on our 

·own, and wrth the PCAQB, to' itnprovethe implementcition ofSeetion 'f04 so· 
. that it will work efficientty arid,effectixely for· companies ahd auditorsofall 
sizes. and types while stiil.• maintaining the important investor protections it 
provides~" · ·· · · ··· · · ·· 

The actions the Co;,.,mission expects to take' indu'cie: ' . . . . . . ' '' ' . - " . ; ' .· '> ~ . ' '. . . -'! . . . 

- • 1~ 

', !-

• ~uidanc:eJ,or'cotTipc;lJni:es.·.The Comrhission ·has receiv~dmany ... 
· requests foradditiOnal g.uida'rice for management on how to c:ornplete 

' its a'ssessm.ent of int~rnal' confr9i:ove~,fihanc:ial reporting, .as required 
by Section 404(a} of the Sarbanes-Qxley Act To prepare for the.. · 
issuance ·Of management.guidance, th~ Commission .intend.s t6take 
JhefolloWing steps: ·:· ···.. · ' ·· ·· · ·. · · · · · 

o Cbnc~pt' Rele~s~ and Opp()r.tunity for Publ!c Comm'ent. 
The Comrhission .. ~xpects to .issue a Concept Release covering a · · 
variety·9f issues thatmigh.t be t~e.subject' of Commission 
gu'i_dance.Jo~ mana'g.erT1~nt .. Wifhi'th~COnt~ptRelease; the 

· Com'mission,wUl .. solici(views on the management, assessrnent 
process to ensure •. th9t the guida.nce the Commission ultimately . 
:p.ropos~s addresses the needs and concerns of all public ,., '. 
C:ompariies. We will .also seek input or( the appropriate role of 
()Utsjde audi't6rs in'·connection With the: manage'fl1ent , 

·,. asses~hlent.required by Se'c:tion A04(a) of Sarbanes-Oxley, and 
., . onthe manneYin which outside.auditors provide tne attestation ··· 

required' by Sec::tiori 404(b) I to a~sist in OU~ consideratiqn·of '•' 
ppssible alterriativestp'the currentapproach. ~ '' ,· ' 

'\.:'" 

· · q c6ns,ideration of.Additional G.Jid~~ce from COSO. The 
Cornrn'is~iOn'has.long bee~ supp~rtive of the Committee of 
Sponsoring Qrgar\izations of the Jre~dway pJmmission .(COSO) 
•aS it work;s .to provide gufdarice on C0$0's 1992Internal · .. ' ,· 

"· · C)Oh,trol -Integrated Framework to a.'ddress the need.s of smaller 
con;ipanie,s: 'ff.le cOmfoisslon anticipates that this forthC:oming . 
guidarlte'wjll, belp organ'izatioris o(a'li'sizes td, better' understand 
and. apply tHe contr:ol frarneyvorkias it relates to inter.rial control. 
bver,finaricial reporting. As the S:EC develops guidance fo,r •. , 

· management on·liiow:to assess its •internal control over financial 
~eporting, we will c::c:lnsid,er the ex,tercit.td which theadditional 

·. gui.qance thatcoso provides is wseful to smaller public . •. 
· .. · companies in completing their .. $~CtiOr1 404(a) assessments·.. "·. 

' ,,, ,, •,1 ' .• . . 

o Issuance of.G:uidance. Corn.mehtarysubmitted to·the 
. Commission has sfaggested that management assessments 

'•·,,·-. 

•· ·;http://www.sec.gov/m;ws/presshoo6faoo6:. 75;htrii 
•• •'! 
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.un.der ·s~ction 4.04. have not fully reflected the top-down, risk~ 
·. based approach the Commission intended. Building {romthe . 

information· gat'herec:J in respo~seto the Concept Release, and· .. 
. ·from the ant.icipated COSO guidance, the Commissiori currentiy .. 

anticipates that it·will i$sue guidance to management to assist 
< ini.ts per.for'mance·qfa top"dow.h, risk~based assessment of · · 

igternal controlover;financial reporting. To ensure that this .. 
. 'guidance is ofhelp to non.,-accelerated filers and smaller public 
. companies, the Comm.ission intends that this future gciida11ce 
·Will be scalable :an.d responsive to their iridividuai 
drcumsta·nces. The guidance will also be sensitive to the fad 
tha(many copipanief.have already invested substantial . · 
resourcesto establish and docu/nent programs and procedures 
tci perform thel(assessments over the lasffew years. The form·.· 
of the gl,Jidance has yetto be determined. · 

,: • .. ' .; • I . .. 

e Revi$ions to Auditing.Standard No. 2.The PCAOB annouhced 
• . . • , i. - ·•. •. ·, , ·, ·• I 

··today that it Intends to propose revisioh.s to its Auditing Standard No. 
2, An Audit of Internal Control Over Financial Reporting Performed in 
Cohjunction .with an AudiLof.Fi6ancial 1Sta.tements, Any final.revision 

·. of AS No. 2 would.be subje'ct fo SEC approval .. The proposed revisions 
would:".· · · .·· · · ·· · 

·· .. ' 

.· o 5eekfo ensure that.aLiditorsfoc~s durihg integrated:aud;ts o'.n· 
.·areas th.at pose higher .risk· offraud· ot material errpr; . . 

. . ' .'-.' .. 

o Incorpo;ate'key conc;:epts .conta'il')·~d in the guidance issued by.·· 
,, the P~AOB ori May 16, 2005; anf 

·;r. 

o Revisitand da[ify what; )f any, rol~ the auditor should. play:in 
evaluating the company's proces$ of ass,essing internal control . 
effectiveness: · · · · 

The Co~~ission will. work closely with the PCAOB to.'ensure't~at the .... 
proposed revisions to AS No: .2, are in the public interestand · ·. 

· :co'nsistent with the protection ofinvestors. · 

. e SEC'Overs{ght of PCAOBinsp~ction PrQgram. The .PCAOB •c 

an.noL;Jn.ced on May 1, 20061 that it woqld fdc.us.its2006 insp'eC:tions ·•. 
on whether auditors haveachieved cost-saving efficiencies in the · 
audits they have performed under AS No.· 2, and on whether auditors· 
havefollowed the guidancethat the PCAOB.Jssued in May. and· . ' 
November 2005 urg'ilig them to dq so. As part of the Commission's 

'oversight of the PCAOB, the,Commission staff inspects aspects Of the 
· PCAOB's operatio~s, inclu.dir1g it? ihspe~tion program. ·Among 'othe( . 

things, upori· completi9n ot'the PCAOB's 2006. inspections, the.staff · 
will examine whetherthe <'PCAO'B inspections of audit fir:ms have 'beeri . 
effective in ·encouraging• implementation of the ·principlesoutlined in · .. ·.·· ·· 
the PCAOB's M~y 1,' 2006; statement. · ·'' · · · . 

-~, .·_ ·._, . . . . ·:( '; ' :/ .. , :' . -- . 
'-·1·.ii l 

• Extension ~of ConiplianceJor.Nori-A,ccelerated Filers. In or:der to. 
· permitnon:::accelerated filers and their ·auditors to have the penefit of 

the managem'erit guidance that the SEO.fhtends to issue, and to have 
the. opportunity to e\(aluate arid implement the rev_isions that Jhe· .. 

· PCAOB plans to make·fo AS No. 2, 'the Commission expects to issue a 

'•' .-;_. 

';.Http:11wiv~ .s(1c.gov~news/press/ioo6Ji6b6.:7 5 .htm ·· . 
. : I :··. . :: . ·, •. ,, 
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short postponem~nt of th~ ~ffective date of the Commission's rules · 
implementing. Section· 404 for nqn-accelerated filers. It is anticipated 
that any such postpci.nement would nbnetheless require all filers to . 
comply with the 'management asse.ssment required by sectio'n 404(a) ·· 
of Sarban~s-Oxley for fiscal years beg:inriing on or after D,ec. 16, · 
2006.. . ·.· . •.. .. . . . 

The ConiITTissior:l is also taking this op,portunity.to express again its · 
appreciation' to .jts Advisory Committee on Smaller Public Companies for 
their significant efforts a·nd valuable contribt,Jbons to the Commission's. 

· work, ,both with regard ,.to S.ection 404'.and dther issues affecting smaller. 
companies. 

httpV/ww,w.sec.gov/news/press/2006/2006'-75. htm ·.· 
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PCAOB Standards and Related Rules -Auditing Standard No. 2 
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PtAOB 
Public~ k,:coonting Over~ Board 

•I 
'. 

Standards and Related Rules 

Page 1of1 

Auditing Standard No. 2: An Audit of Internal Control Over Financial Reporting Performed in 
Conj~nction With an Audit of Financial Statements . · . · 
This standard was approved by the Securities and Exchange Commission on ~une 17, 2004, and is effective for audits· of 
intern~I control over financial reportjng required .by Section 404(b) of the Sarbanes-Oxley Act of 2002. 

I 
I 

Auditin,g Standard No, 2 
I 

Policy $tatement Regarding Implementation of Auditing Standard No. 2 (5/16/2005) 
' . 

' ' 

Report:on the Initial Implementation of Auditing Standard No. 2 (11/30/2005) 

Staff duestions and Answers on Auditing Standard No. 2: 
I .. . 

• :auestions 1 - 26. (June23, 2004, Revised July 27, 2004) 

• ;auestions 27 - 29 (October.6, 2004) 

• Questions 30 - 36 (November 22, 2004) · 

• :auestion 37 (January 21, 2005 ) 

• :auestions 38 ~ 55 (May 16, 2005) 
·' 
I 

Conforrring Amendments .to PCAOB Interim Standards Resulting from the Adoption of PCAOB Auditing Standard No. 2 

The co~forming amendments were approved by the S~curities and Exchange Commission on November 17, 2004. For 
integrated audits of financial statements and internal control over financial reporting, the conforming amendments become 
·effective at the same time that PCAOB Auditing Standard No. 2 becomes effective. For issuers that are not considered to 
be acce.lerated filers under Securities Exchange Act Rule 12b-2 and for issuers that are not required to comply with section 
404 oft.he 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, 
"Reporting on an Entity's Internal Control Over Financial Reporting," was effective immediately upon approval. Section D, . 
"Effecti~e Date," and section E, "Effect of Auditing Standard No, 2 on Audits of Financial Statements Only," of the Board's 
Releasf1 that accompanies the conforming amend.ments provide more detailed information regarding effective dates and 
the effe~t of Auditing Standard No. 2 on audits of financial statements only. 

. I ' 

Rulema~ing Docket: Link to information related to the rulemaking process of this standard, including proposing and 
adopting releases, public comments, and board statements. · 

PCAOB :and SEC Roundtable on Internal Control Reporting Requirements (5/10/2006) 

Statement Regarding the PCAOB's Approach to Inspections of lntemal Control Audits in the 2006 Inspection Cycle 
(5/1 /200f3) ' . 

I • - , . 

Briefing Paper: Standing Advisory Group Meeting - Implementation of Section 404 and Auditing Standard No. 2 (6/8-
9/2005) ' 

Briefing paper: Standing Advisory Group Meeting - Challenges of Section 404 (11/17-18/2004) 

Board Release: Auditing Standard No. 2 (3/9/2004) 

Roundtable: Reporting on Internal Control (7/29/2003) 

Briefing ~aper: Roundtable on Reporting on Internal Control (7/10/2003) 

Auditing Standard No. 4: Reporting on Whether a Previously Reported Material Weakness Continues to Exist 

Overview of Auditing Standard No. 4 

Related Securities and Exchange Commission Documents 

. i 

! .. . 

http://wW\v.pcaobus.org/Standards/Standards _and_ Related_ Rules/ Auditing_ Standard_ No .. :. 8/16/2006 
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LLS. Securities ·and Exchange Cbh
1

1 missio , 
I I 

SECURITIES AND EXCHANGE COMMISSJON 

{Release No~ 34-49884; File No. PCAOB 2004-03) 

June 17, 2004 

Public Company Accounti1ng Oversight Board; Order Approving 
Proposed Auditing Standard Np. 2, An Audit of Internal Contra/Over · 
Financial Reporting Performed in Conjunction with an Audit of 
Financial Statements {"Auditing Standard No. 2") , 

I. Introduction 
' ' 

·, •• I • ' ' • 

On March 17, 2004, the Public Company Accounting Oversight Board (the 
"Board" or the "PCAOB") filed with the Securities and Exchange Commission 
(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 "Acr) and Section 19(b) of the 
Securities Exchange Act of 1934 (the "Exchange Act"). Auditing Standard 
No, 2 would provide the profossional standards and related performance 
guidance for independent auditors to attest to, and report on, 
management's assessment Or the effectiveness of intern.al control over 
financial reporting .under Section 404 of the Act. Notice of the proposed 
standard was published in the Federal Regis~er on April 16, 2004,1 and the 
Commis,sion received 31 comment letters. For the reasons discussed below, 
the Commission is granting approval of the proposed standard. 

II. Description 

The Act establishes the PCAOB to oversee the audits of public companies 
and related matters, to protect investors, and to further the public interest 
in preparation of informative, accurate and irndependent audit reports.£ 
Section 103(a) of the Act directs the PCAOB to establish auditing and 
related attestation standards, quality control standards, and ethics 
standards to be used by registered public acc::ounting firms in the , 
preparation and issuance of audit reports as required by the Act or the rules 
of the Commission. The Board has defined the term "auditing and related 
processional practice standards" to mean the standards established or 
adopted by the Board under Section 103(a) of the Act. 

Se.ction 404 of the Act requires that registered public accounting firms 
attest to and report on an assessment of internal control made by 
management, and that such attestation "shall be made in accordance with 
standards for attestation engagements issued or adopted by the Board." 
The Board's proposed Auditing Standard No. 2 provides the professiona,I 
standards and related performance guidance for independent auditors to 

, ~{/~.sec.gov/rules/pcaob/34-A9884.htm 
, I 
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attest to, and report on, management's assessment of the effectiv~ness of 
internal control overfinancial 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. Jhe auditor has to evaluate 
management's assessment process to be satisfied that management has an 
appropriate basis for its conclusion. Additionally, the auditor must test andr 
evaluate both the design and the operating effectiveness of internal con.trol 
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 control over financial reporting 
as of the end of the most recent fiscal year is fairly stated, and an opinion 
on whether the company has maintained effective internal control over 
financial reporting as of that date. 

III. 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, registereq public accounting firms, professional associations and 
others. In gerieral, issuers expressed opposition tcHhe 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 provide additional guidance with respect to a 
number of different issues. Several commenters recommended that the 
Commission limit the scope of management's assessment bf the 
effectiveness of internal control over financial reporting by excluding 
entities that are consolidated but over which the issuer lacks control. 

Issuers and many of the proftessional associations also expressed concern 
with the cost of compliance in terms of management time, consultant fees 
and audit fees. Orie commenter requested that the PCAOB closely mon.itor 
the impact Of the proposed standard on small .and medium-sized 

· companies. Other requests included clarifying that an adverse internal 
control report would not of itself result in reg.ulatory action; delaying the 
effective date of the proposed standard; providi.ng a one-year deferral to 
issuers that meet the definition of an C)Ccelerated filer for the first time in 
2004; and deferring the accelerated filing dateJor Forms 10-K filed for 
year-end 2004. The PCAOB gave careful consideration to the issues raised 
by these commenters in the course ofrevising the proposed standard prior 
to its adoption by the Board. The resulting standard is a reasonable · 
exercise ofthe Board's standards-setting authority under the Act. 

IV. Conclusion 

On the basis ofthe foregoing, 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 appropriate in the public interest and 
for the protection of investors. · 

IT IS THEREFORE ORDERED, pursuant to Section 107 of the Act and 
Section 19(b)(2) of the Exc.hange Act, tha.t proposed Auditing Standard No. 
2, An Audit of Internal Control Over Financial Reporting Performed in __) 
Conjunction With an Audit of Financial Statements (File No. PCAOB-2004-

http://~. sec. gov f.rules/pcao b/34-49884 .htm. 8/16/2006 
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03) be and hereby is approved. · 

By the Commission. 

Margaret H. McFarland 
Deputy Secretary 

1 Release No. 34-49544 (April 8, 2004); 69 FR20672 (April 16, 2004). 

2 Section lOl(a) of the Act. 

http://www.sec.gov/rules/pcaob/34-49884.htm 
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PCAOB 
P~blic Company Acc:ounting Oversigbt Board 

POLICY STATEMENT REGARDING 
IMPLEMENTATION OF AUDITING STANDARD 
NQ. 2, AN AUDITOF INTERNAL CONTROL 
OVER FINANCIAL REPORTING PERFORMED IN . : : ' . 

CONJUNCTION WITH AN AUDIT OF FINANCIAL tJ 

STATEMENTS 

' 
Summary 

1666 K ·Street, NW 
Washington, D.C. 20006 

Telephone: (202) 207-9100 
Facsimile: (202)862-8430 

www.pcaobus.org 

PCAOB Release No. 2005-009 
May 16, 2005 

This Policy Statement discusses some of the issues raised during the first year of 
auditors' implementation of the PCAOB's Auditing Standa~d No. 2, An Audit of Internal 

. Control Over Financial Reporting ·Performed in Conjunction with an Audit of Financial 
I , . . . 

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 auditing public 
companies' internal control over financial reporting in conjunction with . an audit of 

I . . . ' 

financial statements. Many of these issues were raised, among other occasions, at the 
Se'curities and Exchange Commission's ("SEC" or "Commission") Roundtable on 
Implementation of Internal Control Reporting Provisions, on ·April 13, 2005. While 
Ro:undtable participants generally supported the objectives of Section 404, niany 
expressed concerns about compliance costs and offered constructive comments about 

, how the implementation process can be improved; 
I 

',This Policy Statement considers several of the auditing practices observed in the 
first year of implementation that may be ineffective or inefficient means of meeting the 
obj'.ectives of Auditing Standard No. 2. It also describes how the PCAOB intends. to 
su(Dervise implementation of the standard, from providing additional guidance to make 
auc;ms of internal control more effective and cost-efficient to driving improvements in 
implementation through our inspedions of registered public accounting firms. 

'1 
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Pu~lic Company Accounting oVe!'Sigbi Board 
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POLICY STATEMENT 
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~ 1 _ Specifically, this Policy Statement expresses the Board's view that, to properly 
plan and perform an effective audit under Auditing Standard No. 2, auditors should -

I 
' I 

i 
• i 

' • I 
! 

• integrate their audits of internal control with their audits of the client's 
financial statements,· so that evidence gathered and tests conducted in 
the context of either audit contribute to completion of both audits; 

. • exercise ·judgment to tailor their audit :plans to the risks facing 
individual audit clients, instead of using standardized "checklists" that 
may not reflect an allocation of audit work weighted t9ward high-risk areas 
(and weighted against unnecessaryauditfocus in low-risk areas); · 

• · use a top-down approach that begins with company-level controls, to 
identify tor further testing only those accounts and processes that are, in . 
fact, relevant to internal control over financial reporting, and use the risk 
assessment required by the standard. to eliminate from further 
consideration those accounts that have only a remote likelihood of 
containing a material misstatement; 

• take advantage of the significant flexibility that the standard allows to use 
the work of others; and · 

• · 1· engage in ·direct and timely communication with audit clients when 
those clients seek auditors' views on accounting or internal control issues 
before those clients make their own decisions on .such issues, implement 
inter'nal control processes under consideratiO'n, or finalize financial reports. 

B~ckground 
i 

, The Sarb~nes-Oxley Act has had a profound effect on the integrity of financial 
reworting in U.S. capital markets. The Act has strengthene'd and reformed almost every 

I , . , • . . . . 

aspect of the financial reporting process, from the composition and role of the audit 
committee to preparers' certifications of accuracy, covering _the integrity of gatekeepers 
such qS analysts, lawyers anq auditors in between. Although some of these changes 
ha~e been in place for some time, the participants in the financial reporting process are 
now implementing one of the most challenging .;__ but also one of the most promising -
prc;wisions of the Act. · · 



PCAOB . I· . . . • ' . . , ; . . . ·' ~ . . ' 

Public Company Acct>unting Over5ight Board · 
I 
j 

PPLICY STATEMENT 
I 

PCAOB Release 2005~009 
May 16, 2005 

Page 3 

Section 404 of the Act aims to strengthen the internal control.s that underpin the 
aqcuracy and reliability of a company's published financial information. That section, 
albng with the SEC's implementing rule, requires a public company to annually report its 
q~sessment 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 

I 

re~ponsibilities under Section 404. 
I 
I, 

i In the simplestterms, investors can have much more confidence in th.e· reliability 
of 

1 

a · corporate financial statement if corporate management demonstrates that it 
maintains adequate internal control over the preparation of accurate · financial 
st'8tements. Companies have been required to have internal control · over their 
ac;counting 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 
additOr attestations to those assessments, t:i.as led to a renewed emphasis on internal 
cdntrol over financial reporting and significant improvemEmts in companies' controls. 

, Many of the larger public companies have reqently filed their first assessments of 
th~ effectiveness of their internal controls, as well as the related reports from their 
au;ditors. There is .evidence that the benefits of the internal control requirements are 
al~eady being realized,1' and investors have expressed strong support for the goals of 
S~ction 404, including the increased transparency that the provision provides . .?.' Section 

i 1' Seventy-nine percent of the. 222 financi~I executives surveyed by 
O~ersight Systems, Inc. reported that their companies have stronger internal controls 
after complying with· Section 404. . Seventy-four percent said that their companies 
be'nefited 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 
0'1.{ersight Systems Financial Executive Report on Sarbanes-Oxley (December 2004 ). 

I 

.?.t See, e:q., Remarks of Mark Anson, Chieflnve5tment Officer, California 
Public Employees' Retirement System, Transcript o( SEC Roundtable on 
Implementation of Internal Control Reporting Provisions (Apr. ·13, 2005) ("Roundtable 
Tr. 1

"); Remarks of Ann Yerger, Executive Director, Cou.ncil of Institutional Investors, 
Rdundtable Tr.; Remarks of Damon Silvers, Associate General Counsel, American 
Feperation of Labor and Congress of Industrial Organizations, Roundtable Tr.; Letter 
fro'm Laurie Fiori Hacking, Executive Difector, Ohio Public Employees 'Retirement 
System, to William H. Donaldson, Chairman, SEC (Mar. 1, 2005); see also Remarks of 
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40~ has, however, proven to be an enormous challenge for those involved in its 
implementation. Companies have found the requirements costly and demanding, and 
many have questioned whether the benefits are .worth the cost. 

I We take these concerns seriously and are committed to learning from the first 
•year's experience implementing Section 404. As part of this effort, on April 13, 2005, 
w~ participated in the Commission's Roundtable. The RoUndtable was an opportunity 

. for
1 
us and the Commission to hear directly from issuers, auditors, and investors on the 

fropt . line of the Section 404 implementation process. Many participants at the 
RO.undtable expressed their support for·.· Section 404's purpose. One of the most 
val'uable aspects of the Roundtable, however, has ·been the constructive criticism· 
provided by many of those currently involved in the implementation proce9s. 

I . . 

The cost of Section 404 compliance was the primary concern raised at the 
Rqundtable.~ Among other reasons, commenters suggested that costs were too· high 
be~ause companies and their auditors did not sufficiently focus their efforts on higher 
ris~ areas of internal control over financial reporting. In . addition, comm.enters 
expressed the view that auditors did not use the work of others sufficiently or 'fully 
int~grate. the audit of internalcontrol with the audit of the financial statements. Some 
Roundtable participants also stated that awditors are often less willing than they were 
preiviously to provide guidance to clients on accounting issues for fe.ar of compromising 
independence or triggering a mate.rial weakness finding. · · · 

1 

At the conclusion of the Roundtable, the Board agr~ed to take several steps to 
pr~mote an internal control audit process that is both effective and cost-efficient. 
To?ay, we take the first two of these steps.1/ First, we are separately publishing a . 

Gregory Jonas, Managing Director of Accounting Specialists Group, Moody's Investors 
Se\Vice, Roundtable Tr. 

. •.: . 

. 'lt One survey found that for 217 public companies with 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, 
FEi Special Survey on SOX.Section 404 Implementation (March 2005). 

I ' 
I 

. 4.1 The Board also intends todevote the agenda of the upcoming meeting of 
its Standing Advisory Group, scheduled for June 8 arid 9, 2005, to a discussion about 
implementation of Auditing Standard No. 2. · · · 
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series of additional staff questions and. answers related to Auditing Standard No.· 2.91 

These questions and answers further explain and clarify provisions in Auditing Standard 
Nq. 2. In particular, these questions and answers seek to correct the misimpression 
th91 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 
th~t 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 
articulates our policy with respect to administering Auditing Standard No. 2. 

. I 

Failure to apply the concepts discussed in this Policy Statement may reflect poor 
audit planning and .result in unnecessary cost Indeed, although we have not performed 
a qetailed analysis, it is sufficiently clear to us that the costs to date associated with the 
implementation of Section 404 have been too high. For the Section 404 process to be . I . . . . . 
sustainable, 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 auditorsmay not sufficiently be using several 
features of our standard, described below, that are designed to redu·ce costs without 
sa~rificing quality. . . . 

I. . 
I . 

Thb Integrated Audit Concept 
I I . 

As auditing has evolved over the last century from a process of detailed 
examination of individual transactions and account balanGes 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 audito.rs to consider a corripany's internal 
co~trols in planning an audit.21 In addition, if controls had been adequately designed 
an~ were operating effectively, then longstanding auditing standards permitted the 

I . 
I 

flt The Staff Questions and Answers are available on the Board's Web site, 
ath,ttp://www.pcaobus.org/Standards/Staff_Questions_and_Answers/index.asp: 

1 

21 Amendment of Ru.les 2-02 and 3-07 of Regulation S-X, Accounting Series 
Re,lease No. 21, 11 Fed. Reg. 10921 (Feb. 5, 1941) (amending Regulation S-X to 
prtjvide that "[i]n determining the scope of the audit necessary, appropriate 
consideration 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 registrant's own staff."). 

-- I 
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a'U'ditqr to rely on less costly and time-consuming procedures.I' Conversely~ if an 
aubtor determined that a control was inadequate in its design or operation (or elected 
n°it to testthe control), then the auditor could not rely upon that control_.§/ In this event, 
the auditor would take a considerably more detailed approach by relying al.most 
exclusively on detailed tests of account balances and transactions. . 

·I . -

. Sections 103 ·and 404 of the Act, and. Auditing Standard No. 2, changed that 
au

1

dit 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 interrial control sufficient to render an opinion as. to that 
eff,ectiveness, as required by Section 103(a)(2)(A)(iii). Tq reap the most benefit from 
this examination,,and to make the overall. audit process as efficient as possible, we 
des~gned in Auditing Standard No. 2 an integrated audit model. 

An integrated audit combines an audit of internal control over financial .reporting 
with the audit of the financial statements, such· that the objectives of the two audits are 

I . . . . . 

achieved simultaneously through a single coordinated process. In an integrated audit, · 
the auditor's examination of internal control is validated by ~he findings in the audit Of the 
financial statements. In addition, the auditOr's findings and conclusions reached during 
tQe audit of internal control help the auditor better plan and conduct the- auditing 
prqcedures designed to determine whether the financiar statements are fairly presented. 
The two processes are mutually reinforcing. · In this way, the integrated audit ~elps to 

· irriprbve the quality and integrity of both corporate controls over financial reporting and 
ind,ependent financial statement· audits. We also believe that an integrated audit is 
more cost-effective than performing two distinct processes, to audit internal control and 
the financial statements separately. 

As a practical matter, integration of the two audits means that evidence gathered 
an¢ tests conducted in the context of either audit contribute to completion of both audits. 

, . I.! See AU Section .319.03, Consideration of Internal Control in a Financial 
Statement Audit. Effeetive April 16, 2003, the PCAOB adopted, on an initial, transitional 
ba~is, ternporary rules that refer to pre-existing professional standards of auditing, 
attestation, quality control, ethics, and independence (the "fnterim standards"), including 

·· Al,J Section 319. These standards are reproduced on our Web site at 
hftp://www.pcaobus.org/Standards/lnterim_Standards/index.asp-; _ 

I . . 

'Q/ See AU $ection 319.04_, Consideration 0f Internal Control in a Financial 
Statement Audit. 

I 

. I 

! 
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This kind of coordination of work requires Cl('l auditor to plan .and conduct his or her work 
with both audits in mind. Failing to integrate thei:;e audits not only wastes resources, but 
it ~lso jeopardizes the quality of the overall audit and, potentially, misses key insights 
thcit could identify and uproot a budding accounting or reporting problem .. ~/ 

, 

1 

Some auditors have acknowledged thcit, for a variety of reasons, they did not 
ac~ieve fully integrated audits this year .. As a result, audit costs may have been 
sutDstantially 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.1Q1 Among the factors cited to support 
this prediction was auditors' expectations that integration will be improved.111 We, too, 
expect that auditors will better integrate their auditsjn the,coming years. This should 
melanin~fully affect both audit costs and audit quality. ' ' 

I 

Th~ Importance of Professional JudgmeRt 
! 

Auditing Standard No. 2 is no differentfrom any other auditing sta·ndard in that it 
does not prescribe detailed audit programs. For as long as the profession has 

. est~blished auditing standard$, auditors have used those standards to tailor their own 
audit plans, in a manner that addresses the nature and complexity of the audit client. 

1 
Many participants in the Roundtable, as well as others, have noted, however, .r 

that some auditors have in fact failed to use tailored audit plans in their first year of 
auditing internal control over financial reporting under Section 404 of the Act and 

'· . Au9iting Standard No. 2. Those auditors have instead used a one-size-fits-all audit plan 
drh~en by standardized checklists that may have little to do with. the unique issues and 
risk:s of the particular client's financial reporting processes. This is a disappointing 
development indicative of poor training and audit· planning. Not only do audit fees 

I ' , . -

'flt PCAOB Staff Question and Answer No. 50 issued today provides 
additional guidance on integrating the audit of internal control over financial reporting 
with the audit of the financial statements. ._ 

-, i 

1Q/ See Charles River Associates, Sarbanes-Oxley Section 404 Costs and 
- , Rerpediation of Deficiencies: Estimates from a Sample of Fortune 1000 Compa~ies 

(Apr. 2005). 

- , 
1 111 - See . Letter from Deloitte & Touche, Ernst & Young, KPMG, and 

PriqewaterhouseCoopers to Jonathan G: Katz; Secretary, S~C (Apr. 11, 2005). 
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indrease when, for example, an audit .plan cal.ls for less experienced auditors on the 
engagement team to devote endless hours to process-leyel control testing, but audit 
qu~lity also decreases, because such a plan contributes little to the search for material 
weaknesses in internal control thatcould identify a.financial reporting problem. 

I 

The overall objective of Auditing Standard No. 2 is Jor the auditor to obtain 
evi1den.ce 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 
di~erent industries and of different sizes, but, also exercise judgment to focus their work 
on 1areas that pose higher risks of misstatement; due. either to errors or fraud. Reliance 
on '.standardized checklists that lead to a focus on controls in low-risk areas obviously 
fails to meet this objective. · 

' ' . 
. I . ·:. . 

Th~ Top-down Approach and Role of Risk Assessment 

Auditing Standard No. 2 was designed to be applied: from the top down. 'That is, · 
the1 standard focuses the auditor first on company~level controls and then on significant 
acqounts, which lead the auditor to significant processes and, finally, individual controls 
·at the process, transaction, or application lev.els. 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 auditor is naturally steered toward 
higher risk areas and .away from tho.se with less potential fo h~\/e a material impact on 
the: financials. This approach also provides a road map through the control system to 
ensure that the individual controls selected for testing are, in fact, relevant to internal 
corl

1
trolover financial reporting. · 

An auditor who chooses another approach needlessly risks adding to the audit's 
cost and reducing its quality. For example, starting at the bottom increases the risk that 
the !auditor will become bogged down in testing that may ultimately prove pointless, in 
ligh~ of the primary objective of preventing or detecting material misstatements of the 
financial statements, resulting in increased and unnecessar)f costs. 

! . 

A risk-based approach to the au.ditor's testing strategy can further reduce costs 
whil.e increasing audit effectiveness. The auditor should consider the overall risk related 
to ~ach significant 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 
so; :the auditor will be able to eliminate from further consideration accounts that have 
only a remote likelihood'of containing a material misstatement and, in any ev·ent, devote 

' i 
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less audit attention to areas of low risk .. In addition, the auditor should look to the 
I • -, 

individual control being teisted and consider the. nature, frequency, and importance of 
that specific control in order to determine whether .the testing strategy should bei revised· 
further. · · 

• 

1 

Finally, the auditor should consider, as part of his or her risk assessment, the 
, strength of the company-level controls, to determine whether the result of testing these 

controls will alter the nature, timing,· and extent of testing. f',lthough the auditor may not 
rely solely on testing company.:.level controls,w strong company-level controls should 
lea.d the auditor to do less work than he or she otherwise would have performed or rely 
to ? greater degree on the, work Qf others. 

i 

Using the Work of Others , , 

An auditor who applies Auditing Standard No. 2 from the top down and . 
ap~ropriately assesses risk should naturally identify areas where use of the, work of 
oth

1
ers is not. only appropriate but is also the most efficient way to perform the audit. 

Redoing work in these areas may unnecessarily increasei costs without producing a 
corresponding increase in audit quality. Spending auditor resources in areas in which 
the 1 auditor could rely on the work of others also may cause the auditor to focus too 
mu~h on low-risk controls. As discussed earlier, this could be an early warning sign of 
poc;>r audit planning. 

. · Auditing Standard No~ 2 provides the auditor with considerable flexibility to use 
the' work of others, consistent with the profession's longstanding auditing standard on 
using the work of internal auditors in the financial statement audit. 131 There is some 

I 

. W See Auditing Standard No; 2, paragraph 54. PCAOB Staff Questions and 
An~wers Nos. 38-43 issued today provide additional guidance on how to plan and 
perform an audit of internal control over financial reporting using both a top-down and a 
risk-based approach. · ·· 

See AU Section 322, The Auditor's Consideration of the Internal Audit 
I - .• 

Function 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 
aud.it. Specifically, if internal auditors are competent and objective, then external 
auditors may rely on work performed by internal auditors in the ordinary course of their 
duti:es. For example,- "for certain assertions related to less material financial statement 
amounts Where the risk of material misstatementor the degree of subjectivity involved 
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concern that auditors have been reluctant to use Auqiting Standard No. 2's flexibility to 
rely 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 1effective overall. These provisions are not in conflict. The principal evidence 
prqvision of Auditing Standard No. 2 requires the auditor to,perform sufficient auditing to 
reach his· or her own, independent opinion as to the effectiveness of a company's 
internal control over financial reporting. In broad terms, it prevents auditors from merely 
pa~sing on to investors the judgments and opinion of others. 

: As one of the questions and answers issued today explains, the principal 
evi.dence requirement is "primarily qualitative."141 Indeed, under Auditing Standard No. 2 
th~ .amount of work necessary to meet the principal evidence test "is not susceptible to 
p~~cise measurement."iQ' . ., . . . ' 

1. In practical terms, this means two things. First, the auditor should perform more 
work directly in high-risk areas and seek to use the work of others in areas of lesser 
ris~. Second, in evaluating whether the auditor has met the principal evidence test, the 
autjitor should ascribe more weight to the work he or she performs. in high~risk areas. 161 

' . . . 

in the evaluation of the audit evidence is low, the auditor may decide, after considering 
the 1 circumstances and the results of work ... performed by internal auditors ... , that ... 
testing of the assertions directly by the auditor may not be necessary." See id. at 
paragraph· 22. In addition, this standard also permits auditors to request direct 
ass 1istance from the internal auditors, such that internal auditors will work under the 
dir~ct supervision of the external auditor. See id, at paragraph 27. PCAOB Staff 
Question andAnswer No. 54 issued today provides additional guidance on using the 
wo~k of others. See also PCAOB Staff Question and Answer No. 36 (Nov. 22, 200_4) 
(st~ting that external auditors. may "use internal auditors to provide direct assistance in 
the ;audit of i~ternal control over financial reporting"). . · 

PCAOB Staff Question and Answer No. 54 (May 16, 2005). 
. . 

See Auditing Standard No. 2, note to paragraph 108. 

1 

161 In other words, principal evidence, is not meant-to be assessed by simply 
· adding up hours or numbers of controls tested in a mechanical fashion; rather, such an 

· approach would likely detract from the standard's goal of allowing the auditor to use the 
wor~ of others in an efficient· and appropriate manner. 
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In '.this manner, following the risk-based principles regarding using the work of others 
will, in most circumstances, result in the auditor having obtained the principal evidence 
supporting his or her opinion. · 

' ' . ' : 

Th~ Auditor's Abi.lity to Provide Advice to Audit Clients 
' ' 

Finally, we are. concerned about a misconception that, a~ a result of Auditing 
Standard No. 2, companies may no longer look to their auditors for advice on difficult · 
acqounting and internal control issues; This misconception appears to manifest itself in· 

·two particularly problematic ways. First, we have heard at the Roundtable and 
els~where that auditors have been unwilling to provide accounting advice to their audit 
clients; second, auditors have apparently encouraged audit clients to finish their 
as~essments of internal control and their financial statements before the auditor begins 

· audit work to attest to the fairness of those assessments and financial statements. 
Such practices are neither necessary nor advisable. 

'. Auditing Standard No. 2 provides . that an auditor;s detection of a material 
mis~tatement in financial statements is a "strong indicator" of a material weakness in 
internal control. In addition, longstanding rules on auditor independence prohibit the 
auditor from preparing a client's financial statements and from making financial reporting 
dec,sions on behalf of management.171 The prospect of PCAOB inspectors examining.· 
for 9omplicmce with these independence rules seems to have led some to conclude that 
mar;iagement and the auditor shou!d not consult on accounting and internal control 
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 
Ge~erally Accepted Accounting Principles ("GAAP"). When auditors are unwilling, or 
beli~ve that they are unable, to provide advice on accounting or internal control, 

··management may be forced to retain_ other accounting experts, or to make accounting 
dedsions without the benefit of access to the auditor's technical knowledge. 

1 171 See Rule 2-01(c)(4)(i) of Regulation S-X; 17 C.F.R. § :210.2-01(c)(4)(i) 
(stat,ing that an auditor is not independent of an audit client if it "prepar[es] the audit 
clierlt's financial statements"); Rule 2-01(c)(4)(vi) of Regulation S-X, 17 C.F.R. § 210.2-
01(ei)(4)(vi) (stating that an auditor is not independent 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, available on 
the ~card's Web site http://www.pcaobus.org. 
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Nothing in Auditing· Standard No. 2 requires this result. . Determining when it is 
appropriate for the. auditor to provide accounting advice requires professional judgment 
an~ common sense. Auditors may not, ofcourse, make accounting decisions for their 
clients, and management may not abandon its responsibility for quality financial 
re¢orting and simply rely on auditors to catch errors. Where management· makes its 
own informed decisions regarding how applicable accounting principles apply to its 
company's circumstances, however, the auditor may discuss freely with management 
the meaning and significance of those principles. · · · · 

· . · To help dispel confusion on this issue, our staff addressed Jast June the question 
of !whether audit clients may - or should - share draft financial statements with their 
auditors. The answer is' decidedly 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 
pu~poses of identifying when a deficiency exists, the aµditor should be concerned 
primarily about instances in which the company completed its financial statements and· 
di~closures without recognizing a potential material misstatement. If it is clear that all 
applicable controls have not yet operated, then a conclusion as to whether a material 
misstatement in draft financial statements demonstrates a control deficiency would be · · 
prermature . .1.§1 · ·· · · ' 

. . 

, Auditors. may also provide audit clients technical advice on the proper application 
of IGAAP, including offering suggestions for management's consideration to improve· 
dis

1
closure and financial stater:nent quality and giving updates on recent developments 

·with accounting standards-setters. In addition, m,anagement may provide and _discuss .. 
whr the auditor preliminar-Y drafts of accounting research meimos, spreadsheets, and 
otHer working papers in order to obtairi the auditor's views on the assumptions and 
methods s.elected by management. Although the auditor may determine that some of 
th~se communications need to be made in writing, timely and open communication will 

. oftrn be best accomplished orally. - · · 

. , For example, a company that is contemplating a transaction may ask the auditor 
for' assistance in determining the proper accounting for the transaction. In this situation, 

, 1.§1 See PCAOB Staff Question arid Answer No. 7 (revised July 27, 2004) 
(exiplaining that Auditing Standard Nb. 2 requires an auditor to judge whether, once all 
applicable controls have operated; the company is able to prepare financial statements 
tha1t are free of material misstatements). . · ·. . . , · 

: i 

' . 
I 
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th~ auditor may provide substantialhelp, including explaining how applicable ·accounting 
pri!1Ciples apply to fhe 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 misapplication of applicable accounting principles in 
connection with a transaction that the auditor learns of outside of the consultation 
prqcess, such as during a quarterly review,·. or· after management has completed its. 
finc~ncial statements and disclosures, in which case the auditor would have to consider 
whether management's failure to recognize the potential misapplication of applicable 
accounting principles constitutes.a significant deficiency or material weakness. · 

The Board's Approach to Oversight of Implementation of Auditing Standard No. 2 · 
. l . 1 

We take seriously our responsibility to oversee implementation of Auditing 
Stapdard No. 2. This includes issuing additional guidance to explain or interpret the 
sta~dard as necessary, as well as supervising auditors' implementation of the standard. 
In particular, we intend to use our upcoming inspections to evaluate how firms have 
con:ducted the first round of audits under Auditing Standard No. 2. 

. Our inspections .should drive improvements in the effectiveness and efficiency of 
. reg(stered firms.' audits of internal control in two ways. First, as we have described 
abo~e, Auditing Standard No. 2 . leaves auditors considerable flexibility to apply the 
stanc;iard in a manner that is appropriate to each audit. Indeed, the standard requires 
auditors to use professional judgment to tailor theirr audit plans to the specific risks 
facing e;;ich audit client. In our inspections, we will look fbr audits that suffer from poor 
planning and risk assessment, such as by using standardized checklists without 

I 

appropriately tailoring the procedures to the circumstances or focusing the audit on 
are~s that are unlikely to lead. to the discovery of material weaknesses in internal control 
at t,he expense of adequately auditing high-risk areas. When . we detect such 
sho~comings, we will demand improvements. ·· 

I 

·. i Second, we have also described above, as well as 1 in the staff questions and 
ans"'.Vers issued today and in the· past, several approaches tot.he audit of internal control 
that ;we believe improve both the effectiveness and the efficiency of these audits.· When 
we' ~eview audits that do not apply th~ approaches described above, we will' expect 

· auditors to justify their decisions and to be able to explain how the audit plan 
nevertheless met the objectives of the standard. 

At the . Roundtable, a number of th-e pqrticipants ·focused on the role our 
inspections will play in shaping implementation of Auditing Standard No. 2. Some 
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suggested that our inspections should require auditors ·to reduce costs overall. Others 
suggested that, if our inspections are narrowly focused on technical compliance, they·· 
could have the perverse effect of promoting a checklist mentality and discouraging the 
use of judgment and tailored audit planning. ' 

I,: 
' We intend for our inspections to do neither. By focusing on the conduct of a 

hig\h-quality audit as described. above, we believe our insp~ctions will promote efficiency 
without the need for us to get involved in auditors' billing practices. And, by focusing on 
ap~ropriate use of judgment and risk assessm,ent, we are deliberately planning our 
inspections in a manner that promotes an audit of internal control that is both tnoughtful 
and risk-focused. In other words, we do ·not intend to second-guess good faith audit 
judgments. If we believe, however, that an auditor has approached the audit.in a way 
that is mechanistic and does not reflect the application of profe,?sional judgment to the 
specific risks ·associated with the audit client's financial reporting system, we will not 
he~itate to demand changes to the auditor's approach to implementing Auditing 
Standard No. 2. 

I 

Conclusion 

, The first. year's implementation of, Section 404 required a tremendous effort on 
the; part of. management and auditors, as well as the commitment of substantial 
corporate resources. The less'ons 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 improvement in the process, including significant cost 
reduction in the future. · 

! 
. I 

I. 
I 

I 
' ' 

I 
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