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Figure 1 

In the public sector, the u.s. Government Accountability 
Office (GAO) has reiterated that federal agencies do not main­
tain effective internal controls over financial reporting. In 
response to this internal control deficiency and to bring 
Sarbanes-Oxley-like requirements to the federal government, 
the U.S. Office of Management and Budget (OMB) revised 
OMB Circular A-123, which requires sweeping changes to 
many aspects of financial reporting. These new requirements 
will have significant repercussions in all CFO Act agencies and 
most likely all other agencies as well. 

Consequently; effective in FY 2006, federal agencies must: 
Assess and document their internal controls over 
financial reporting, 

Document their assessment of the effectiveness and 
reliability of those internal controls, and 

Provide a separate assurance statement as part of the 
annual Federal Managers Financial Integrity Act 
FMFIA) Section 2 assurances asserting whether the 
internal controls over financial reporting are effective. 

This article describes a structured methodology agencies 
could use to comply with tl1e new assessment and documen­
tation requirements.! 

THE INTERNAL CONTROL PROCESS 
Internal controls over financial reporting provide reasonable 

assurance that an agency is achieving its financial reporting 
objectives. Figure 1 depicts the internal control process. 

In S,lm, an agency first identifies its financial reporting 
objectives; then identifies events or risks that might prevent 
the agency from achieving its objectives. Next, the agency will 
design internal controls to prevent or detect risks, testing those 

FA.Ll2C05 

controls and taking remedial action if necessary. Finally; the 
agency should monitor the opE-rations of the controls on 
an ongoing basis. 

OMB has identified the objectives of internal controls over 
financial reporting as providing reasonable assurance that 
management may make the following assertions: 
• All transaction~ that actually occurred during the 

reporting period are recorded and these transactions 
comply with all laws and regulations. 

• All assets and liabilities that actually existed at the 
reporting date are recorded. 

• All assets, liabilities and transactions that the agency 
should have reported for the period are reported. 

• All assets and liabilities are reported at their proper value. 

• All financial information is in the proper form and 
includes all required disclosures. 

• All assets that the agency legally owns and all liabilities 
ll)at the agency legally owes are recorded. 

• All agency assets have been safeguarded against fraud 
and abuse. 

• Documentation for internal controls, all trpnsactions 
and other significant events is readily available for 
examination. 
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CYCl.£tlF 
tONilNUOUS 
IMPRl)V'EMEHT 

1. Plan the approach. 

2. Document existing policies and 
controls over financial reporting. 

3. Assess the effectiveness 
of existing controls. 

4. TestthJ operations of existing con­
trols. Roport findings of Phases 1-1. 

5. Remediate exceptions as appropriate. 

S. Continual monitoring of controls and 
performance metrics. 

7. Integrate and optimize controls into 
every financial reporting system, 
process and procedure 
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ACTIVITIES 
-Education and training 
-Esteblish Project Management 

Drganizetion (PMO), if appropriate 
-Esteblish Assess",."t Team 
-Determine control template sten-
dards and use of enabling technology 

-Conduct risk-based seoping exer­
cise: Materiaiity, accounts, disclo­
sures, known reportable conditions 
end material wea,nesses 

-Meetwith DIG, if app;opriate 
- Prepare communic2tions plan 
-Develop detailed project plan 
and obtain approvals 

-Establish organi,a"onal 
reporting objectives 
Establish performanca metrics 
for reporting obj.ctives 

OUTCOMES 
-Control templatas 
-Communications plan 
-Detailed projactplar. 
-Organizational reporting objectives 

and performance metrics 

ACTIVITIES 
-Document internal controls over 
financial reporting in accordance 
with OMB Circular A -123, Appendix 
A, Section III and IV 

-Accounts or groups of accounts 
-Major classifications of transactions 
- Process maps, work and data flows 
-Reviewfinancial statament report 
disclosures and footnotes 

-Review key accounting policies with 
management and Assessment Teem 

-Reviewfinancial systems architecture 
-Identify and document system, 

process and data interdependencies 
-Identify and document risks 
-Idantify and document deficiencies 

and opportunitiesforimprovement 
-Communicate findings to 
AssessmantT eam 

OUTCOMES 
-Completed control documentation 
-Completed woo ~ flow, data flow 

and process dia grams 
-Identification of manual versus 
atrtomated activities 

-Draft report on deficiencies and 
suggestions for improvement 
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ACTIVITIES ACTIVITIES ACTIVITIES ACTIVITIES ACTIVITIES 

-Assess the design of internal 
-Develop test plans -Rank order improvement - Continuous improvement -Implement remediation plan 
-Submittest plans to Assess- opportunities within: of financial and management -Fully integcate controls into 

controls overfinancial ment Team for approval - Controls controls and processes each system, process and 
reportinqin accordance - Pertorm tests, as applicable -Archnecture using appropriate technology procedure 
wrth OMS Circular A -123, . Document results -Key Financial Proce.ses enablers -Improve financial reporting 
Appendix A, Section III -Identify and document defi- - Select improvement - Mon~Dring of controls, controls and processes using 
andlV ciencies and opportunities opportuMies processes and systems appropriate technology 

-Pertorm gap analysis of for improvement - Engage implementation to maximize value and enablers. 
controls, architecture and - Periorm review to determine resources efficiency -Identify and eliminate ineffi-
key fina-nojal processes best methods for fully inte- -Prepare remediatioll project -Manngementof key ciencies and redundancies 

-Assess design risks grating OMS Circular A -123 plan (corrective action plan) pertormance and - Streamline processes and 
. Identify and document compliance activities. -Automate key activities to compliance indicators system interoperability 
deficiencies and opportuni- - Documentimproved process drive accurate, timely and - Continuous compliance OUTCt;MES ties for improvement for next cycle-"Lessons consistentintemal control monitoring and reporting 

- Segin preliminary testing -Integrated and optimized 
or review of previous results 

Learned" reporting - Continuous monitoring of internal controls over 
- Communicate findings to 

-Identify and document risk -Re-assess affected areas objectives and proactive financial reporting 
AssessmentTeam 

responses and update documentation adjustments, when required 

OUTCOMES OUTCOMES - Provide management with OUTCOMES 
-Draft and final test plans updated documentetion - POIiormance reports 

- Completed control - Detailed attestation resuits OUTCOMES -Real-time notification for 
documentation -Rnal report 01 deficiencies and -Detail remediation triggering events, such as 

- Gap analysis, including suggestions for improvement project plan noncompliance with estab-
proposed improvement plan -Detailed plan forfully inte- -Revised OMS Circular lished controls, procedures 

. Draft report on deficiencies grating OMS Circular A-l23 A -123 assessment and and regulations, impro~er 
and su"gestions lor compliance activities documentation payments and anti-deficiency 
improvement -Detailed lessons learned - Real-~me actionable 

-Risk portfolio and infonnation 
management plan 
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Mo;eovel; OMB has identified a step-by-step process that 
agencies should follow to comply with the new requirements. 
These steps include: 

Establishing a senior assessment team with responsibility 
over the entire assessment and documentation process. 

Identifying the financial reports that the agency will 
assess and document. OMB requires that the annual 
financial statement be included and leaves it up to each 
agency to identify other significant financial reports. 

Evaluating intemal controls at the entity level using the 
five components of internal controls: control environ­
ment; risk assessment; control activities; information and 
communication; and monitoring. 

Evaluating internal controls at the process, transaction 
or application level including identifying significant 
accounts and major classes of transactions and assessing 
the financial reporting process. 

Testing controls and assessing whether they support 
management's assertions. 

Ensuring that tile agency has docwnentation for all inter­
nal controls, and that it documents the process it followed 
to a,sess the reliabi lily of the controls. 

The senior assessment team must document the entire 
process it followed to conduct the assessment. 
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AND OPllMUAllON 

The result of this process is a determination as to whether 
the internal controls provide reasonable assurance over the 
financial reportL'1g objectives. This entire process must be 
completed by Jtme 30, 2006, which is the "as of" date for the 
FMFIA assurance. 

This general description of the revised circular's require­
ments is only me;mt to provide context. For a more thorough 
description of the step-by-step process, please read appendix 
A of the revised circular. 

APPROACH TO COMPLY WITH THE NEW REQUIREMENT 
The following is a structured approach agencies could 

consider to assess and document internal controls over 
financial reporting. 

First, I recommend that agencies conduct a pre-assessment 
that would include obtaining and reviewing existing docu­
mentation that describes the policies and procedures related to 
intemaI controls over financial reporting at tI.e major organi­
zations within the agency for major financial statement 
accounts and Significant business processes. For example, one 
may select financial statement accounts such as fwld balance, 
investments, accounts receivable, inventory, property plant 
and equipment, entitlement benefits payable, grant liability, 
appropriations used, nonexchange revenue, transfers in and 
out, undelivered orders, and intra-governmental assets, 
liabilities, revenue and expense. The specific accounts select­
ed will vary by agency. For business processes, one could 
select grants, contracts and payroll. 
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The purpose of the pre-assessment is not to review and 
assess the internal controls in detail; instead, the purpose is to 
see immediately where documentation gaps may exist so 
remediation can begin as soon as possible. 

Once the pre-assessment is complete, then the following 
phased approach would help agencies complete the entire 
assessment and documentation process. Figure 2 shows the 
assessment cycle. 

For each phase of the assessment, the following are the 
expected activities and outcomes that one would expect. 
Following a structun.'C! methodology with specific activities and 
outcome'S will allow for rapid completion and high-quality results. 

I suggest agencies use the GAO Financial Audit Manual 
(FAM) as the guide for conducting the actual testing of controls. 
The GAO FAM is used by auditors as a guide for conducting 
the annual CFO Act audits, and it includes all of the control 
templates and guidelines necessary for management to 
ensure the reliabili ty of its own assessment of the effectiveness 
of internal controls. 

OPTIMIZATiON OF INTERNAL 
CONTROLS OVER FINANCIAL REPORTING 

OMB has suggested that agencies consider creating a fully 
integrated internal control over financial reporting process by 
taking advantage of state-of-the-art technologies that may 
result in both efficiencies and transparency over financial 
reporting. Figure 3 shows quadrants from minimum compli­
ance to integrated and optimized compliance and the features 
exhibited in each quadrant. 

An integrated internal controls system may include the 
featurES contained in Figure 4. This approach takes advantage 
of modem systems technology, document management tech­
nology and dashboard capabilities. An integrated system 
would help provide one version of the truth, serve as a single 
source repository for all internal control documentation, and 
will result in substantial administrative savings. 

A key feature of an integrated internal control framework is 
that all documentation of internal controls, the assessment of 
internal controls and all processes are housed in one database 
for ease of use, consistency and validation. This structure 
would provide a repository for key content, content creation 
and management for standard operating procedures, codes 
~f conduct, controls, human resource policies and so forth. 
Moreover, the structure provides for a collaborative workplace 
to provide visibility to business processes and rOll-ups to 
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manage internal controls proactively, to provide automated 
routing and approval of key content based on defined 
business rules that support management and audit require­
ments. Importantly, an integrated structure would allow for 
archival and easy access to information for reporting, audit 
and compliance dashboard reporting. 

CONCLUSION 
The revised OMB Circular A-123 will require significant 

changes by agency executives, financial managers and others. 
For the first time, agencies an~ required to ,iocument their 
internal controls over financial reporting, to assess annually 
whether the internal controls over financial reporting are effec­
tive at meeting financial reporting objectives, and the agency 
heads must assert under the FMFIA whether the internal 
controls over financial reporting are effective at m(.'Cting the 
objectives of reliable financial reporting. We know that what 
gets measured gets attention, so we may expect agency exec­
utives to focus on this extensively over the next year. A well­
defined, structured, step-by-step approach to address the new 
requirements will result in a rapid completion of the required 
assessment and documentation. Agencies may consider an 
integrated internal controls framework to foster efficiencies L'1. 
creating, managing and reporting on the internal controls over 
financial reporting. m 

EndNote 
1. For a detailed review of internal controls, read OMB Circular 

A-l23 (www.w/JilellOU5e.gov!omb!drculars!a123!a123Jf!v.pdj), 
the GAO Standards for InlemnJ Control in Ihe Federal Governmenl 
(GAO! AIMD-OO-21.3.l) and the GAO Inimwl Conlrol MnlUlgemenl 
and Eva/unlit", T!)O/ (GA()'{)l-lOO8G). 

Steven J. Berkowitz, MBA, CPA, a member of 
AGA's Montgomery/Prince Georges County 
Chapter, is a senior manager with Bearing­
Point. Prior to BearingPoint, Berkowitz was 
the assistant director for CFO and Central 
Seruice Operations at the National Institutes 
of Health (NIH), U.S. Department of Health 
and Human Seruices. 
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AUDITING 

Proposed revisions to SSARS no. 1 make some bold changes. 

A New Approach to 

COMPILATIONS 
BY DIANE S. CONANT AND J. RUSSELL MADRA Y 

EXECUTIVE SUMMARY 

• THE AICPA ACCOUNTING AND REVIEW SERVICES 
committee issued a proposed revision of SSARS no. 1, 
Compilation and Review of Financial Statements, in December 
1999. It gives accountants new communications alternatives 
they can use when compiled financial statements will be 
restricted to management use only. 

• THE PROPOSAL DOES NOT PROVIDE AN EXEMPTION 
from SSARS no. 1 or create another level of service. An 
accountant would still have to compile the financial statements 
restricted to management's use under existing SSARS no. 1 
performance standards. 

• A NEW DEFINITION OF "SUBMISSION OF FINANCIAL . 
statements" would exclude the modification concept and 
instead focus only on the generation of financial statements. 
The new communication options the revision provides would 
be appropriate only when the accountant does not expect third 
parties to use the financial statements. 

• ACCOUNTANTS WOULD HAVE TWO NEW 
COMMUNICATION options available to them: an engagement 
letter agreed to and signed by management or a letter 
addressed directly to management. These letters would 
include much of the same information currently contained in 
the standard compilation report. 

• THE ED DEFINES THIRD PARTIES AS ALL PARTIES except 
members of management who are knowledgeable about the 
nature of the procedures applied and the basis of accounting 
or assumptions used in presenting the financial statements. 
This means some members of management-those not 
knowledgeable about the entity's accounting matters-could 
be considered third parties .. _ .. 

\ 
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fit] fter years of attempts to alter the requirements or exempt certain 
services, the AICPA accounting and review services committee 
(ARSC) has issued an exposure draft that seeks to make fundamental 
changes in compilation engagements. The December 31, ] 999, ED 
would revise Statement on Standards for Accounting and Review 
Services (SSARS) no. 1, Compilation and Review of Financial 
Statements, which established performance and reporting standards 
for compilation and review engagements. Previous auditing standards 
required accountants to add a disclaimer to the unaudited financial 
statements they were associated with. Exhibit 1 provides an overview 
of the changes the new ED proposes. 

WHY FIX IT? 

SSARS no. 1 was supposed to establish a minimum level of service for unaudited 
financial statements of non public entities. To accomplish this, there is a trigger in 
paragraph 7 that says that, "The accountant should not submit unaudited financial 
statements of a nonpublic entity to his or her client or others unless, as a minimum, 
he or she complies with the provisions of this statement applicable to a compilation 
engagement. Submission of financial statements is defined as presenting to a client 
or others financial statements that the accountant has (a) generated, either manually 
or through the use of computer software, or (b) modified, by materially changing 
account classification, amounts, or disclosures directly on client-prepared financial 
statements." (Italics have been added for emphasis.) This means that if the 
accountant generates a financial statement or modifies a client-generated financial 
statement, he or she has "submitted" a financial statement, triggering the need to 
comply with the performance and reporting standards in SSARS no. 1. 

Although this trigger effectively established a minimum level of service, in the 
years since SSARS no. 1 was issued, the accounting profession, the competitive 
environment and technology have all changed. These progressive changes have led 
to problems for practitioners, including deciding whether or not SSARS applies 
(see case study 1). Many times an accountant is forced either to compile financial 
statements or violate the SSARS professional standards. 

Case Study 1 

To Apply SSARS or Not, That Is the 
Question 

A client asks for help finding a problem in an income 
statement that he or she has just printed-net income just 
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doesn't "look right." You sit down and begin to review the 
prior month's entries in the client's computerized 
accounting database and notice that four checks totaling 
$15,OOO-a material amount-were coded incorrectly as 
"repairs and maintenance." Based on your close association 
with the client and your knowledge of the prior month's 
activities, you know the checks should have been coded as 
"leasehold improvements." To solve the problem you 
simply change the account classifications and log out of the 
software. 

Did you just "submit" financial statements? In our opinion, 
you did, because you materially modified the client's 
financial statement by changing account classifications 
(paragraph 7 of SSARS no. 1). Did you intend to compile 
the financial statements? Probably not. Must you now 
compile the client's financial statements? According to 
SSARS no. 1, you must. 

What if, instead of going to the client's office, you made the 
same modifications on a disk in your office or by modem? 
In our opinion, the answer would be the same; you 
submitted financial statements and now you must compile 
those statements. 

The other problem accountants face derives from market influences. As client 
relationships change, many practitioners feel constrained by the requirements of 
SSARS no. 1. There are instances when a client needs financial statements solely 
for management purposes. Yet SSARS no. 1 requires accountants to perform a 
compilation engagement and issue a report on the financial statements even if 
neither the client nor the accountant believes it is necessary. 

A NEW APPROACH 

Most of the ideas proposed during the past 22 years involved an exemption from 
SSARS no. 1, including exemptions for management-use-only financial statements, 
interim financial statements and computer-generated financial statements. Each of 
these ideas met opposition from most of the accounting profession. In the new ED, 
ARSC has taken a different approach: Rather than create an exemption from 
SSARS no. 1, the committee rewrote the statement to recognize the realities of the 
accounting profession today. 

SSARS no. 1 has always contained performance and reporting standards for 
compilation engagements. The ED does not change the performance standards. The 
accountant must still 

• Have or obtain a general understanding of the accounting principles and 
practices of the industry in which the client operates . 

• Have or obtain a general understanding of the client's business. 
• Obtain more information if the data the client supplies appear to be incorrect, 

incomplete or otherwise unsatisfactory to compile the financial statements. 
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• Read the compiled financial statements and consider whether they are 
appropriate in form and free of obvious material error. 

The reporting standards also have not changed. They provide rules for 

• The form of a standard compilation report. 
• Reporting on financial statements that omit substantially all disclosures. 
• Reporting when the accountant is not independent. 
• Reporting when there are departures from GAAP or an other comprehensive 

basis of accounting (OCBOA). 

The ED does make two modifications that 

• Change the definition of "submission of financial statements." 
• Add communication options in certain circumstances. 

ARSC decided that although the trigger could be confusing, it still served the 
valuable purpose of ensuring a minimum level of service on financial statements 
the accountant generated and presented to the client and should remain. However, 
the committee thought modifying the definition of submission would solve most 
applicability problems. It now defines submission of financial statements as 
"presenting to a client or third parties financial statements that the accountant has 
generated either manually or through the use of computer software." Although the 
revised ddinition may create a loophole [or accountants who want to avoid doing a 
compilation, ARSC decided the change was the best way to address today's 
technological environment and still retain the trigger. 

The second change involves communication options. The compilation report has 
long been the vehicle an accountant uses to express his or her degree of 
responsibility for the financial statements to the statement user. ARSC thought 
there should be other ways of communicating the same information u:1der limited 
circumstances-for example, an engagement in which the client and accountant do 
not expect third parties to use the financial statements. 

In such an engagement, the accountant could compile the financial statements and 
have three different ways to explain the accountant's role in the engagement: 

• The standard compilation report. 
• An engagement letter signed by management. 
• A letter addressed directly to management. 

The two new options-the two letters-would contain much the same informatic 1 

as a standard compilation report but would simply be in a different format (see the 
sample engagement letter in exhibit 2). To learn how accountants might use these 
options in practice, see case study 2. 

Case Study 2 

There Is No Longer a Question 

Assume the same scenario as in case study 1, except you are 
now practicing under the new SSARS no. I and have a 
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signed engagement letter with the client. Each month you 
go to the client's o1liee and make certain "corrections and 
adjustments" similar to those in case study I to produce 
financial statements for management's use only. (Per your, 
understanding with the client, the client will not make these 
financial statements available to third parties.) 

Since you are complying with the performance standards 
(understanding the client's industty, understanding the 
client's business, taking certain actions if the information 
appears to be incorrect and reading the compiled financial 
statements) and you have already communicated with the 
client via an engagement letter, you are in full conformity 
with professional standards and are providing exactly what 
the client has requested in an effective and efficient manner. 

You are no longer required to attach a compilation report to 
the financial statements, although that option is still 
available. You have instead communicated much of the 
same information in the engagement letter. Had you 
attached a compilation report, you would have had to 
identifY all known departures-measurement and 
disclosure-from GAAP or OCBOA. Through the 
engagement letter you have indicated that material 
departures may exist without having to specifically identifY 
them. Because the financial statements are intended for use 
only by those who can put the information in the proper 
context (nonthird parties) specific identification is not 
necessary. 

NOT NEW, BUT DIFFERENT 

The ED does not create a new type of engagement. According to SSARS no. I, 
compilation of financial statements is defined as "presenting in the form of 
financial statements information that is the representation ofmanagernent (owner» 
without undertaking to express any assurance on the statements." ARSC did not 
change this definition-the financial statements are compiled in accordance with 
the performance standards whether they are accompanied by the standard report or 
by one of the new atlematives described above. 

The ED defines third parties as "all parties except for members of management who 
are knowledgeable about the nature of the procedures applied and the basis of 
accounting or assumptions used in the presentation of the financial statements." 
Note that this is a definition by exception-it starts by assuming that third parties 
includes everyone, except certain members of management. Under this definition, 
some members of management could be considered third parties (those who are not 
knowledgeable about the entity's accounting matters). 

Some who read this proposal will say that all such financial statements will end up 
in the hands of third parties. While this could happen, ARSC thought this was an 
issue between the practitioner and his or her client. lfthe client represents to the 
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accountant that he or she will not make the financial statements available to third 
parties yet does just that, the practitioner has a larger problem to deal with than 
complying with SSARS. ARSC recommends that accountants exercise some 
caution in selecting and retaining clients and recognize that restricted-use 
compilation engagements may not be appropriate for all clients. 

Exposure Draft on Business Valuations 

ARSC also issued another exposure draft on December 31, 
1999, Financial Statements Included in Written Business 
Valuations. Financial statements an accountant includes in 
written business valuations frequently contain departures 
from GAAP or an other comprehensive basis of accounting 
(OCBOA) because the purpose of such financial statements 
is solely to help develop and present the value of an entity. 
ARSC issued this ED to exempt financial statements 
included in written business valuations from SSARS no. 1 
because users of these statements do not require the 
statements to conform with GAAP or an OCBOA. 

The proposed statement 

• Exempts from SSARS no. 1 historical financial 
statements and "normalized" financial statements 
included in a written business valuation. 

• Defines normalized financial statements as historical 
financial statements that have been adjusteq to make 
the financial information meaningful so an accountant 
can present and compare the financial results of one 
entity with those of a comparable entity as part of a 
business valuation engagement. 

The proposal was modeled after SSARS no. 6, Reporting on 
Personal Financial Statements Included in Written 
Personal Financial Plans, which exempts personal 
financial statements from SSARS no. 1 if the client or 
accountant does not use the statements to obtain credit or 
for any purpose other than preparing a written personal 
financial plan. 

A copy of the ED is available on the AICPA Web site 
(www.aicpa.org). Comments on any aspect of the ED are 
encouraged and can be sent to Sherry Boothe, Audit and 
Attest Standards, File 2000, AICPA, 1211 Avenue of the 
Americas, New York, New York 10036-8775 or e-mailed to 
Sboothe@aicpa.org. The deadline for comments is June 9, 
2000. The statement would be effective upon issuance. 

PROVIDING QUALITY SERVICE 

There have been several attempts to bring SSARS into confonnity with today's 
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accollnting protCssion. Exhibit 3 compares the current ED to one ARSC issued in 
1995 to address the problem. Although the 1999 proposal makes changes in SSARS 
no. 1, it retains the best of what has always existed. SSARS no. 1 still embodies the 
traditional compilation, but ARSC believes that the proposed changes align the 
standard with the CPA Vision and equip practitioners to serve their clients well into 
the twenty-first century. An accountant now will be able to use his or her 
professional judgment about how to communicate with the client and provide 
quality service accordingly. 

A copy of the ED is available on the AICPA Web site (www.aicpa.org). Comments 
on any aspect of the ED are encouraged and can be sent to Sherry Boothe, Audit 
and Attest Standards, File 2000, AICPA, 1211 Avenue ofthe Americas, New York, 
New York 10036-8775 or e-mailed to Sboothe@aicpa.org. The deadline for 
comments is June 9, 2000. The proposed effective date of the revision is for 
financial statements submitted on or after September 30, 2000. 

Plain Paper Revisited 

For more than two decades the accounting profession has debated whether to 
allow CP As to prepare so-called plain-paper financial statements for 
management-only use. The term "plain paper" meant CPAs would not have to put 
their name on bare-bones statements that were intended only for internal use. 

To allow CP As to issue plain-paper financial statements would have required 
major revisions to SSARS no. 1, Compilation and Review of Financial 
Statements. The AICPA issued SSARS no. 1 in 1978 at a time when the 
profession was concerned about shielding members from legal action. The 
statement set compilation as the lowest level of service for fi;ancial statements in 
the belief that there was no way CP As could be certain their clients would not 
show internal-use-only financial statements to third parties. 

In September 1995 the plain-paper debate led to the exposure draft Assem'bly of 
Financial Statements for Internal Use Only, It provided an exemption from 
SSARS no. 1 for internal-use-only financial statements and would have created a 
fourth level of service-assembly-in addition to audit, review and compilation, 
In issuing the ED, the AICPA accounting and review services committee (ARSC) 
acknowledged that SSARS no. 1 made it difficult for CPAs to provide nonpublic 
clients with needed services in a timely, cost-effective manner. ARSC said many 
such clients do not need financial statements that comply in all material respects 
with GAAP-or an other comprehensive basis of accounting-to manage their 
businesses, 

In August 1997 the profession was still holding public hearings to debate whether 
SSARS no. I should be revised to exempt CPAs from having to compile financial 
statemcnts in certain situations and instead permit them to issue plain-papcr 
financial statements. Plain-paper supporters argued that requiring a compilation 
ignored client needs at a time of rapid technological advancement. Many clients 
did not want to pay for a compilation when management-only financial 
statements could do the job. In addition, many practitioners were already 
violating the spirit, if not the letter, of SSARS no. 1 by putting together 
computer-generated financial statements and having the clients push the buttons 
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that printed them. Others argued that changes were not necessary because CP As 
already had-but did not understand-the options under existing standards that 
would allow them to provide clients with timely and cost-effective compilation 
serVIces. 

The 1995 ED never reached final form. In issuing its latest ED in December 1999 
to amend SSARS no. 1, ARSC acknowledged the last five years have brought 
changes to the services clients ask CP As to perform. Low-cost software means 
even the smallest entity can prepare its own financial statements. Despite this, 
many nonpublic companies ask their CP As to prepare management-only financial 
statements. The 1999 ED adds communication options to SSARS no. 1 to enable 
CPAs to use their professional judgment in responding to client needs. 

-Peter D. Fleming 
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Struk:tw;:;gr~~~~,:~b.g::M,~~~sahkan Tanggung Jawab Fungsional secara Tegas. 
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penting dalam pengambilan keputusan daya manusia dalam suatu perusahaan 
manajemen. Dan jika hal itu terjadi ber- memiliki capability yang dapat diandal-
arti Sistem Pengendalian Intern belum kan, dengan mudah dan benar mereka 
dapat diterapkan dengan baik. Sebalik- akan melaksanakan tugas dan tangg'.mg-
nya bila sistem Otorisas; dan Prosedm jawabnya masing-masing sehingga pen-
Pembukuan dalam perus:maan dapat capaian tujuan perusahaan akan lebih 
diterapkan denganbaik akan menjadi mudah terwujud. 
,alat kontrol,manajemen' terhadap Untult dapatmemperoleh karyawan 
aldivitas dan keka~ ",. " ' dengan kualifikasiyang sesuai dengan 
~ " ":,:" .. ,,' '''. kebutuhan, harus dieermati sejak' 

" '. Proses ~eksi penerimaan yaitu hanya 
karyawan yang memiliki standu 

,., ........ , .. kebutuhan perusahaan 
oap. d~terlma, jangan sampat 

dan. nepotisme . 
Ifijl'peni~riIn3lLll pegawai 
~kan·lita:Jldar kuailitas calon 
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kOlllpL'tcnsi yllng tIibutuhkan oIch auditor· internal eli scIlIrlih dlllli.l. I'ara pCllchli Illclakllkan slIrvci 

tentang profesi audit internal dari beberapa perspektif: profesi seeara umum, pengd"huan audit internal, 

masa depan profesi, praktik terbaik, kompetensi, dan penilaian kompetensi. Jawaban atas keempat 

pertanyaan di bawah inilah yang berusaha dieari: 

l. Apa yang harm dipahami oleh audit internal di masa depan ditipjau dari sisi glood? 

2. Kriteria-kriteria apa saja yang haws dimiliki fungsi audit internal yang kompden dipandang dari 

sisi praktik terbaik? 

3. Kemampuan-kemampuan apa yang disyaratkan untuk fungsi audit internal yang kompeten? 

.1. llagaimalla cara tcrbaik I1lcncntukan kompetcnsi auditor internal dan fungsi audit internal? 

Studi CFIA menekankan bahwa perubahan yang terjadi seeara luas pada linskungan bisnis harus 

disandingkan dengan peru bah an dalain audit internal, khususny". dalam masahh ckspektasi yang 

dimiliki organisasi terhadap profesi ini, cara para praktisi mclakuknn pckerjaannya, dan interaksi antara 

audit internal dan para penycdia jasa lainnya: Hasil studi menyaranbn pelabanaap tugas audit illternal 

seeara penuh, yang mencakup: 

• Menjaga hubungan dan komunikasi yang baik di dalam organisasi. 

• Menentukan risiko-risiko yang dihadapi saat ini dan di masa yang akan datllI'g. 

• Berbagi keahlian, pengetahuan, dan ide-ide. 

• MCllgclllbangkan pClllahalllan di organisasi mcnyangkut risiko dan kontrol. 

• Memfasilitasi pengadopsian dan penerapan control self-assessment. 

Empat pertanyaan para tim peneli!i diintegrasikan dabm lima modlll studio 

• Audit Illtemlll: Perspektif Globnl 

• KO/Ilpctellsi: l'raktik Terbaik dall Praktisi yang Kompetw 

• Pellgetahua/l MCI1gellai Audit Internal: Perspekt!fGlobal 

• Masa Depan Audit Intemal: Studi Delphi 

• i\JeJ/cJ/tl1kaJ/ Kompetensi dalam Audit Internal: Struktur dan .'vIa/odolngi 

Setiap modul merupakan studi yang berbeda dalam hal sumber data, metodologi, dan format. Meskipun 

modul-modul tersebut terpisah, tetapi mereka saling berkaitan daB memberikan validasi silang bagi 

hasil-hasil penelitian. 

Modul Kompetensi: Praktik Terbaik dan Praktisi yang Kompden terbagi dalam bagian-bagian yang 

meliputi Praktik Lapangan; Definisi Fungsional; Unit dan Elemell Kompetensi; dan Kriteria Kinerja, 

l'cdoman, dan Peran-perlln Pekerjaan Utama. Penelitian didasarbr, pada asumsi bahwa elemen-elemen 

kompetensi dim kriteria kinerja mereka seeara bersama-sama mei:def1nisikan praktik yang kompc!en 

untuk fungsi audit internal dan menjadi dasar penilaiannya. Elemen-elemen kompetensi dan masing­

masing kriteria diartikan sesuai per an-peran kerja sebagai "auditor internal yang baru bekerja:' "auditor 

internal yang kompeten:' dan "manajcmen audit internal." 
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• Membcrikan uefillisi standar yang bisa digunakan perusahaan sebagai perbandingan dcngan 

sistem kontw\nya. 

Komite tersebut disingkat COSO, yang kemudian memberikan definisi berikut-kontrol internal 

dirancang untuk mell1berikan keyakinan yang memadai tentang pencapaian tujuan dalam hal: 

• Efektivitas dan efisiensi operasi. 

• Keandalan informasi keuangan. 

• Ketaatan terhadap hukum dan peraturan yang berlaku. 

Komite tersebut menyatakan bahwa proses kontrol dapat membantu dalam mencapai: 

• Tujuan dasar usaha dan operasional. 

• Pengamanan akti'.'a. 

• Kcandalan laporan keuangan. 

• Ketaatan terhadap hukum dan peraturan yang berlaku. 

Diasumsikan bahwa keandalan laporan operasi termasuk dalam kategori pertama yang berkaitan 

dengan efisiensi clan efektivitas . 

. Model COSO 

Model COSO terdiri atas lima kOll1ponen kontrol internal: 

1. Lingkungan Kontrol 

2. Penentuan Risiko 

3. Aktivitas Kontrol 

4. Informasi dan Komunikasi 

5. Ptngawasan 

Aktivitas audit tradisional yang terkait dengan penentuan efisiensi d2n efektivitas berada pada 

komponen ketiga-Aktivilas Kontrol (pemisahan tugas, wewenang dan pertanggungjawaban, otorisasi, 

pendokumentasian, dan lain-lain). Empat komponen yang lain merupakan tambahan terhadap fungsi 

kontrol, tetapi dalam banyak kasus juga dipertimbangkan oleh auditor, terutama bila kontrol dinilai 

tidak efektif. Model yang baru mensyaratkan adanya pertimbangan untuk kelima komponen. Berikut 

ini penje1asan ringkas!lya: 
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Kontrol Preventif, Detektif, dan Korektif 

Kontrol dapat diraneang untuk memiliki berbagai fungsi. Beberapa kontrol diterapkan ur.tuk meneegah 

hasil-basil yang tidak diharapkan sebelum terjadi (kontrol preventif). Kontrol lain diraneang untuk 

mCllclllukall hasil-hasil yang tidak diharapkan pada saat terjadinya (konlrol detektif). Masih ada 

1...011110\ lain png dir<lI1cang unluk memastikan bahwa tindakan korektif dialllbil unluk Illclllperbaiki 

hell-hal yang tidak diharapkan atau untuk mcmastikan bahwa hal-hal tersebul tidak teru!ang (kontrol 

korektif). Semua kontrol, seeara bersama-sama, bcrfu~gsi untuk memastikan bahwa tujuan atau sasaran 

manajemen akan teropai. 

Kontrol preventif !ebih efektif deri segi biaya dibandingkan kontrol detektif. Ketika diterapkan ke 

dalam sebuah sjstem, kontrol prevent if dapat mellcegah kekeliruan dan oleh karena itu meneegah biaya 

perbaikan. Kontrol preventif bisa meneakup, misalnya: karyawan yang kompeten dan dapat dipereaya; 

i'c'misah,," lugas untl,k Illcnccgah 1'c1anggaran yang disengaja, otorisasi yang iayak unluk Illcnccgah 

penggunaan sumber daya organisasi dengan tidak sernestinya; perbaikan rnengguna1...an komputer 

untuk mendeteksi dan mene~gah transaksi yang tidak seme:;tinya; dokumentasi dan ea.tatan yang 

'memadai serta proscdur pencatatan yang layak untuk mencegah transaksi yang tidak semestinya; dan 

kOIlI,\)1 fisik at as aktiva lIntuk l11cllccgah penyalahgunaan atau pcncurian. 

Konlrol dclcklif biasanya Iebih mdlal dibandingkan kontrol preventif, letapt.tetap saja diperlukan. 

Pertama, kontrol detektif mengukur efektivitas kontrol preventif. Kedua, beberapa kekeliruan tidak bisa 

seeara efektif dikenddikan 01eh si,tem pencegahan; kekeliruan tersebut harus dideteksi saat terjadL 

Kontrol detektif mcncakup pemeriksaan dan perbandingan, seperti catatan kinerja dan pemeriksaan 

illdependen atas kinerja. Kontrol detektif juga mencakup saran a kontrol seperti rekonsiliasi bank, 

konfirmasi saldo b1P.k, perhitungan kas, rekonsiliasi rincian piutang usaha ke akun pengendali 

pill tang llsaha, pemeriksaan fisik persediaan dal) analisis varians, konfirmasi dengan pemasok utang 

llsaha, penggunaan teknik-teknik komputer seperti limit transaksi, kat a kunci, pengeditan, dan sistem . 

pcmeriksaan seperti audit internaL 

Kontrol korektif dilakukan bila [erjadi hal-hal yang tidak semestinya dan telah dideteksL Semua kontrol 

detektif tidak ada gunanya bila kelemahan yang tdah diidentifikasi tidak diperbaiki atau dianggap tidak 

masalah bila terulang. Oleh karen a itu, rnanajemen harus rnengembangkan sis tern yang tetap rnenyoroti 

kondisi-kondisi yang tidak diinginkan sampai diperbaiki, dan jika layak, harus menetapkan prosedur­

prosedur llntuk l11cnccgah terula~lgnya konrlisi tersebut. Pelldokumentasian dan sistem pelaporan 

membuat mas~lah-l11asalah tetap berada di bawah pengawasan manajemen sampai diselesaikan at au 

kerusakan diperbaiki. Jadi kontrol korektif menutup lingkaran yang dimulai dari peneegahan kemudian 

deteksi hingga knreksi. Berikut ini contoh ketiga kontrol tersebut: 

Kapal derek vang memindahkail barang-barang berat dari satu tempal ke tempat lain memiliki 

masolah ke~mallan. Pengait yang tidak layak.pakai dapal menyebabkar. barang-barang berat 

krkpas schingga limbu! kcrusakan dan kccc!akaan. 
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Pelaporan 

Pada kclunyakan organisasi. manajemen berfuDgsi dan membuat keputllsan berdasarkan laporan yang 

dilerima. Olch karella itu. laporan haruslah tepa! waktu. akurat, berl1lakna, dan ekonomis. Berikut ini 

bcbcrapa prinsip untuk menetapkan sistem pelaporan (reportillg) internal yang memuaskan: 

• Laporan harus dibuat sesuai dengan tanggung jawab yang diberikan. 

• Individu-individu atau unit-unit harus diminta melaporkan hal-hal yang menjadi tanggung 

jawabnya. 

• Biaya mengakumulasi data dan menyiapkanlapbran harus dibandingkan dengan manfaa! yang 

akan didapat. 

• Laporan harus ses~derhana m'..lngkln, dan konsisten dengan sifat subjck yang men;adi masalah. 

Lal'oran harlls bcrisi infQflnasi yang melayani kebutuhan pengguna. Klasifikasi dan Icrminologi 

umum harus digunakan sebanyak mungkin untuk menghindari kebingungan. 

• Sedapat mungld:1 laporan kinerja memperlihatkan perbandingan dengan standar bia),a, kualitas, 

dan kuantitas yang ditetapkan. Biaya-biaya yang bisa dikendalikan harus dipisahkan. 

• Jika kinerja tidak bisa dilapcrkan secara kuantitatif, laporan harus dirancang untuk menekankan 

pengecualian at au hul-hallain yang membutuhkan perhatian manajemen. 

• Agar bisa bermanfaat maksimal, laporan haruslah tepat waktu. Laporan yang tepat waktu yang 

sebagian didasarkan pada estimasi bisa jadi lebih berguna dibandingkan laporan yang lebih tepat . 

tetapi terlambat. 

• Penerima laporan harus ditanyakan secara periodik untuk mengctahui apakah mereka masih 

mcmbuluhkan hporan yang ditcrima, atau apakah ada yang bisa diperbaiki dari laporan tcrscbllt. 

Dampak Regulasi terhadap Kontrol 

Terjadinya Perubahan Besar 

Kontrol internal pernah menjadi hak dan alat prerogatif manajemen. Eksekutif perusahaan memutuskan 

kontrol seperti ape y2ng akan ditcrapkan atau tidak diterapkan pada usaha mereka. Jika kontrol dianggap 

leralll berat. menghahiskan biaya. ~.tau tidak diinginkan, manajemen tidak akan menerapkannya atau 

justru menghilengbnnya. Jikil situ.lsi rnenyebabkan adanya risiko, manajemen akan berinisiatif untuk 

memutuskan apakah akan menerapkan kontrol atau mengambil risiko terscbut. 



Division of Corporation Finance 
Office of the Chief Accountant 
U.S. Securities and Exchange Commission 
May 16,2005 

Staff Statement on Management's Report on Internal Control Over Financial 
Reporting 

This statement provides the staff s views on certain issues raised in the implementation of 
Section 404 of the Sarbanes-Oxley Act of2002.1 For further information, please contact 
Jonathan Ingram in the Office of Chief Counsel in the Division of Corporation Finance at (202) 
551-3500 or Esmeralda Rodriguez or Nancy Salisbury in the Office of the Chief Accountant at 
(202) 551-5300. 

A. Feedback Received on the Implementation of the Internal Control Reporting 
Provisions 

Section 404 of the Sarbanes-Oxley Act of 20022 directed the Commission to adopt rules 
requiring each reporting company, other than a registered investment company, to include in its 
annual report a statement of management's responsibility for establishing and maintaining 
adequate internal control over financial reporting, as well as an assessment of the effectiveness 
of those internal controls. Section 404, and the rules and standard promulgated relating to the 
Act, also specifies that each registered public accounting firm that prepares or issues an audit 
report on a company's annual financial statements must attest to, and report on, management's 
assessment of internal control over the financial reporting in accordance'with standards set by the 
Public Company Accounting Oversight Board (PCAOB). 

Accelerated filers3 were required to comply with the internal control reporting provisions for the 
first time in connection with their fiscal years ending on or after November .15, 2004 .. The 
Section 404 reporting requirements represent a major change for management and auditors and, 
during and after this initial year of implementation, the Commission has actively sought input to 
assess the impact of these new reporting requirements. 

I This staff statement represents the views of the Division of Corporation Finance and the Oftice o[the Chief 
Accountant. This staff statement is not a rule, regulation, or statement of the Securities and Exchange Commission. 
Further, the Commission has neither approved nor disapproved its content. 
2 15 U.S.c. 7262. 
J The term "accelerated filer" is defined in Exchange Act Rule 12b-2. 



On April 13,2005, the Commission hosted an all day roundtable discussion about the 
implementation of the internal control reporting provisions. A broad range of interested persons, 
including representatives of public companies (domestic and foreign), auditors, investors, 
members of the legal community, and the board members of the PCAOB, participated in the 
discussion. The Commission also invited written submissions from the public regarding Section 
404.4 The staff wishes to express its appreciation for the efforts expended by so many in 
providing their views and other information on this subject, which significantly contributed to 
the Commission's and staff's understanding of first year implementation. 

The feedback made clear that companies have realized improvements to their internal controls as 
a result of implementing the requirements, and that the requirements have led to an improved 
focus on internal controls throughout the organization. 5 However, the feedback also identified 
implementation areas that need further attention or clarification to reduce any unnecessary costs 
pnd other burdens without jeopardizing the benefits of the new requirements.6 

The staff is providing this guidance to help address those areas. In general, this statement 
addresses the following areas: 

• The purpose of internal control over financial reporting; 
• Reasonable assurance, risk-based approach, and scope of testing and assessment; 
• Evaluating internal control deficiencies; 
• Disclosures about material weaknesses; 
• Information technology issues; 
• Communications with auditors; and 
• Issues related to small business and foreign private issuers. 

An overarching principle of this guidance is the responsibility of management to determine the 
form and level of controls appropriate for each organization and to scope their assessment and 

4 Those submissions have been posted on the Commission's website, see http://www.sec.gov/news/press/4-
497.shtml. 
5 For example, refer to comment letters (File Number 4-497) of: Forest City Enterprises, Glass Lewis, J.P. Morgan 
& Company. Merck & Company, and Pepsico. 
D For example, refer to comment letters (File Number 4-497) of: Boston Properties, Inc., Computer Services 
Corporation, Intel Corporation, Microsoft Corporation, and The Committee on Corporate Reporting of Financial 
Executives International. See also the transcript from the roundtRble discussion - Panel I, Pane! 3, and Panel 6. 
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testing accordingly. One size does not fit all and control effectiveness is affected by many 
factors. 

B. The Purpose ofInternal Control Over Financial Reporting 

An overall purpose of internal control over financial reporting is to foster the preparation of 
reliable financial statements. Reliable financial statements must be materially accurate. 
Therefore, a central purpose of the assessment of internal control over financial reporting is to 
identify material weaknesses that have, as indicated by their very definition, more than a remote 
likelihood of leading to a material misstatement in the financial statements. While identifying 
control deficiencies and significant deficiencies represents an important component of 
management's assessment, the overall focus of internal control reporting should he on those 
items that could result in material errors in the financial statements.? 

The establishment and maintenance of internal accounting controls has been required of public 
companies since the enactment of the Foreign Corrupt Practices Act of 1977 (FCPA).8 The 
dgnificance of Section 404 of the Act is that it re-emphasizes the important relationship between 
the maintenance of effective internal control over financial reporting and the preparation of 
reliable financial statements. Effective internal control over financial reporting can also help 
companies deter fraudulent financial accounting practices or detect them earlier and perhaps 
reduce their adverse effects. However, due to their inherent limitations, internal controls carinot 
prevent or detect every instance of fraud. Controls are susceptible to manipulation, especially in 
instances offraud caused by the collusion of two or more people including senior management. 
Nonetheless, that limitation does not undercut the need for Section 404 and the improvements it 
has engendered and will continue to engender. " 

In adopting its rules implementing Section 404, the Commission expressly declined to prescribe 
the scope of assessment or the amount of testing and documentation required by management.9 

The scope and process of the assessment should be reasonable, and the assessment (including 
testing) should be supported by a reasonable level of evidential matter. Each company should 

7 This focus on material weaknesses will, in the staffs opinion, lead to a better understanding by investors of 
internal control over financial reporting, as well as its inherent limitations, The staff further believes that the 
Commission's rules implementing Section 404, by providing for p\lblic disclosure of material weaknesses, 
concentrates attention on the most important internal control issues. 
8 Title I of Pub. L. 95-213 (\ 977), 
9 Instruction I to Item 308 of Regulation S-K provides that "The registrant must maintain evidential matter, 
including documentation, to provide reasonable support for management's assessment of the effectiveness of the 
registrant's internal control over financial reporting." 
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also use informed judgment in documenting and testing its controls to fit its own 'operations, 
risks and procedures. Management should use its own experience and informed judgment in 
cesigning an assessment process that fits the needs of that company.lO Management should not 
allow the goal and purpose of the internal control over financial reporting provisions - the 
production of reliable financial statements - to be overshadowed by the process. 

C. Reasonable Assurance, Risk-based Approach and Scope Df Testing and Assessment 

In the feedback received, many questions were raised about the judgment and processes used to 
determine the appropriate level of identification and testing of controls necessary in order to 
achieve reasonable assurance regarding the reliability of the financial statements. 

'The Concept of Reasonable Assurance 

Management is required to assess whether the company's internal control over financial 
reporting is effective in providing reasonable assurance regarding the reliability of financial 
reporting.!! Management is not required by Section 404 of the Act to assess other internal 

controls. Further, while "reasonable assurance" is a high level of assurance, it does not mean 

absolute assurance. As noted earlier, internal control over financial reporting cannot prevent or 

10 This point also is made in one of the publicly available and commonly used assessment t(lols - the third volume of 
the report by The Committee of Sponsoring Organizations of the Treadway Commission, or COSO, Internal Control 
- Integrated Framework: Evaluation Tools. That volume cautioned that "because facts and circumstances vary 
between entities and industries, evaluation methodologies and documentation will also vary. Accordingly, entities 
may use different evaluation tools, or use other methodologies utilizing different eval~ative techniques." 
11 The Commission defined, in Exchange Act Rules \3a-15(f) and 15d-15(f), "internal control over 
financial reporting" as: 

A process designed by, or under the supervision of, the issuer's principal executive and principal financial 
officers, or persons performing similar functions, and effected by the registrant's board of directors, 
management and other personnel, to provide reasonable assurance regarding the reliability of financial 
reporting and the preparation of financial statements for external purposes in accordance witn generally 
accepted accounting principles and includes those policies and procedures that: 

(l) Pertain to the maintenance of records that in reasonable detail accurately and fairly reflect the 
transactions and dispositions of the assets of the registrant; 

(2) Provide reasonable assurance that transactions are recorded as necessary to permit preparation of 
financial statements in accordance with generally accepted accounting principles, and that receipts 
and expenditures of the registrant are being made only in accordance with authorizations of 
management and directors ofthe registrant; and 

(3) Provide reasonable assurance regarding prevention or timely detection of unauthorized acquisition, use 
or disposition of the registrant's assets that could have a material effect on the financial statements. 
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detect all errors, misstatements, or fraud. Rather, the "reasonable assurance" referred to in the 
. Commission's implementing rules relates back to similar language in the FCPA. Exchange Act 
Section l3(b )(7) defines "reasonable assurance" and "reasonable detail" as "such level of detail 
and degree of assurance as would satisfy prudent officials in the conduct of their own affairs.,,12 
The Commission has long held that "reasonableness" is not an "absolute standard of exactitude 
for corporate records.,,13 

In addition, the staff recognizes that while "reasonableness" is an objective standard, there is a 
range ofjlldgmcnts that an issuer might make as to whatis "reasonable" in impiementing Section 
404 and the Commission's rules. Thus, the terms "reasonable," "reasonably" and 
"reasonableness" in the context of Section 404 implementation do not imply a single conclusion 
or methodology, but encompass the full range of potential conduct, conclusions or 
methodologies upon which an issuer may reasonably base its decisions. Different conduct, 
conclusions and methodologies by different issuers in a given situation do not by themselves 
mean that implementation by any of those issuers is unreasonable. This also suggests that 
registered public accounting firms should recognize that there is a zone of reasonable conduct by 
issuers that should be recognized as acceptable in the implementation of Section 404. While that 
zone is not unlimited, the staff expects that it will be rare when there is only one acceptable 
choice in implementing Section 404 in any given situation. 

Top-Down / Risk-Based Assessments 

The feedback indicated that one reason why too many controls and processes were identified, 
documented and tested was that in many cases neither a top-down nor a risk-based approach was 
effectively used. Rather, the assessment became a mechanistic, check-tbe-box exercise. This 
was not the goal of the Section 404 rules, and a better way to view the exercise emphasizes the 
particular risks of individual companies. Indeed, an assessment of internal control that is too 
formulaic and/or so detailed as to not allow for a focus on risk may not fulfill the underlying 
purpose of the requirements. The desired approach should devote resources to the areas of 
greatest risk and avoid giving all significant accounts and related controls equal attention without 
regard to risk. 

12 15 U.S.c. 78m(b)(7). The conference committee report on amendments to the FCPA also noted that the standard 
"does not connote an unrealistic degree of exactitude or precision. The concept of reasonableness of necessity 
contemplates the weighing ofa number of relevant factors, including the costs of compliance." Congo Rec. 112116 
(daily ed. April 20, 1988). 
iJExchange Act Release No. 17500 (January 29,1981),46 FR 11544 (February 9,1981). 
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The assessment of internal control over financial reporting will be more effective if it focuses on 
controls related to those processes and classes of transactions for financial statement accounts 
and disclosures that are most likely to have a material impact on the company's financial 
~tatements. Employing such a top-down approach requires that management apply in a 
reasonable manner its cumulative knowledge, experience and judgment to identify the areas of 
the financial statements that present significant risk that the financial statements could be 
materially misstated and then proceed to identify relevant controls and design appropriate 
procedures for documentation and testing of those controls. For instance, the application of 
judgment by management and the auditor will typically impact the nature, extent and timing of 
control testing such that the level of testing performed for a low risk account will likely be 
different than it will be for a high risk account. In performing these steps, management and 
auditors should keep the "reasonable assurance" standard in mind. 

Scope o(Assessment 

An issue frequently cited in the comments concerned the determination of the appropriate scope 
of management's assessment. Many felt that overly conservative interpretations of the 
applicable requirements and a hesitancy by the independent auditor to use professional judgment 
in evaluating management's assessment resulted in many cases in too many controls being 
identified, documented and tested. 

As previously discussed, the staff believes that management should use a top-down, risk-based 
approach in determining significant accounts and related significant processes and relevant 
assertions. The natural result of such an approach is that management would devote greater 
attention and resources to the areas of greater risk. 

When identifying significant accounts and related significant processes in order to determine the 
scope of its assessment, management generally will consider both qualitative and quantitative 
factors. Qualitative factors include the risk associated with the various accounts and their related 
processes, as discussed previously. In addition to considering qualitative factors, the· staff 
understands that management generally establishes quantitative thresholds to be used in 
;dentifying significant accounts subject to the scope of internal control testing. The use of a 
percentage as a minimum threshold may provide a reasonable starting point for evaluating the 
significance of an account or process; however, judgment, including a review of qualitative 
factors, must be exercised to determine if amounts above or below that threshold must be 
evaluated. 
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Once the significant accounts and their related significant processes are identified, management 
must focus on the controls to be tested that are relevant to those processes. We believe that some 
of the large numbers of controls identified for testing during the first year of implementation 
may, in part, represent individual steps within what may constitute a broader contro\. In 
jJerforming future assessments, management may wish to step back from focusing on the detail 
to consider whether combinations of controls previously identified individually constitute the 
actual control that contributes to financial statement assurance. Rather than identifying, 
documenting, and testing each individual step involved in a broader control definition, 
itianagement's focus should be on the objective of controls, and testing the effectiveness of the 
combination of detailed steps that meet the broader control objective. Management may 
determine that not every individual step comprising a control is required to be tested in order to 
determine that the overall control is operating effectively. 

The staff also expects that through the natural learning process management will achieve 
efficiencies as they complete future assessments of internal contro\. For example, as discussed 
above, management's knowledge of the prior year's assessment results will impact its current 
year risk-based analysis of the significant accounts and the related required documentation and 
testing that may be necessary. Management may determine that cenain controls require more 
extensive testing, while other controls require little testing in a given year. Additionally, in 
reaching its conclusion of reasonable assurance, management may find it appropriate to adjust 
the nature, extent and timing of testing from year to year ~ in some years delving deeply into 
selected internal control areas while performing less extensive testing in other areas and 
changing that focus from year to year. 

The stall beii(;Yes that efficient and effective assessments depend on internal audit and other 
company personnel and external auditors who are "on the ground" close'St to the assessment. It 
is at that level where the unique circumstances of any particular situation can best be evaluated. 
It is thus critically important that company and auditor personnel have the requisite skills, 
training, and judgment to make reasonable assessments. The staff believes that the ability to 
make such assessments in a consistent and sound manner will improve with experience and that 
it is the exercise of judgment which makes the audit a professional responsibility.14 

14 In this regard, both at the roundtable and in comments, companies and their representatives raised issues regarding 
auditor preparedness for first-time implementation. This is the first time such work has been undertaken en masse. 
Comments reflected concerns including shortages of qualified resources at the auditor, consultant and preparer level; 
indecision by management and auditors as to acceptable levels of control documentation and testing; shifts in 
direction after work had commenced; pressures on companies to commit firmly to the precise timing of work 
because auditor resources were limited; inexperienced staff; auditors reluctant to make decisions without national 
office support; pressures and long hours expended by auditors and companies to complete the control evaluation 
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Financial Periods Used to Assess Account Significance versus Periods Used to Assess 
Significance ora Deficiency 

When management uses a top-down approach that begins with the financial statements, it will 
r,ecessarily use qualitative and quantitative assessments to identify significant accounts and plan 
the scope of management's testing. Companies generally should determine the accounts 
included within their Section 404 assessment by focusing on annual and company measures 
rather than interim or segment measures. IS If management identifies a deficiency when it tests a 
control, however, at that point it must measure the significance of the deficiency by using both 
quarterly and annual measures, also considering segment measures where applicable. 

Timing orManagement 's Testing 

The feedback also indicated that some auditors have been unwilling to accept management's 
testing and other procedures performed during the year as evidence that management's 
assessment of the effectiveness of internal control over financial reporting is fairly stated. 16 

While Section 404 of the Act and the Commission's rules require that management's and 
auditor's reports must be "as of' year-end, this does not mean that all testing must be done 
within the period immediately surrounding the year-end close. In fact, we believe that effective 
testing and assessment may, and in most cases preferably would, be accomplished over a longer 
period of time. In its adopting release, the Commission expressly noted that testing may be done 

. d f' 17 over a peno 0 time. . . 

work; communication difficulties between auditors and management; and auditor con~rn over the PCAOB 
inspection process impacting their decisions as to the appropriate level of documentation and testing. Comments 
also reflect that the initial assessments involved much catch-up in the form of deferred maintenance in documenting 
control systems (especially post Y2K). The staff believes that many of these concerns will subside over timc as the 
experience base increases and as management and auditors gain confidence in the judgments they are required to 
make. The staff believes it is important to separate the non-recurring first time implementation issues from issues 
that may have a longer-term impact on the scope and quality of Section 404 work. . 
" The staff acknowledges, however, there may be certain limited circumstances where the annual company results 
are not the most appropriate measure. For example, where a company has one or two key segments that are driving 
the business and are material to investors, management also may want to consider those segment measures to 
determine the required level of documentation and testing. As another example, there may also be limited 
circumstances where interim results drive the business (such as the holiday season for retailers) and are similarly of 
significant interest to investors. 
16 See the transcript from the roundtable discussion - Panel 3. 
17 "[Sjome controls operate continuously while others operate only at certain tim~s, such as the end of the fiscal 
year. We believe that each company should be afforded the flexibility to design the testing of its system of internal 
control over financial reporting to fit its particular circumstances. The management of each company should 
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Management's daily interaction with its internal control system provides it with a broad array of 
opportunities to evaluate its controls during the year and, in many cases, to use that work as its 
basis, at least in part, to reasonably conclude that its controls are in place and operating 
effectively as of the end of its fiscal year. For example, management might determine that 
controls operate effectively through direct and ongoing monitoring of the operation of controls. 
This might be accomplished through regular management and supervisory activities, monitoring 
adherence to policies and procedures, and other actions. As a result, management may be able to 
tcst a suhstantialnllmher of controls at a point in time prior to its fiscal year-end, and determine 
through its direct and ongoing monitoring of the operation ofthe controls that they also function 
effectively as of the fiscal year-end date, without performing further detailed testing. 

D. Evaluating Internal Control Deficiencies 

If control deficiencies are identified, an important part of the assessment of internal control over 
financial reporting is the consideration of the significance of those deficiencies and whether the 
risk is mitigated by compensating controls. As with determining the scope of the assessment, 
management must exercise judgment in a reasonable manner in the evaluation of deficiencies in 
internal control over financial reporting, and such evaluations may appropriately consider both 
qualitative and quantitative analyses. Among other things, the qualitative analysis should factor 
in the nature of the deficiency, its cause, the relevant financial statement assertion the control 
was designed to support, its effect on the broader control environment and whether other 
compensating controls are effective. 

One particular area brought to the staffs attention involved financial statement restatements due 
to errors. Neither Section 404 nor the Commission's implementing rules require that a material 
weakness in internal control over financial reporting must be found to exist in every case of 
restatement reSUlting from an error. Rather, both management and the external auditor should 
use their judgment in assessing the reasons why a restatement was necessary and whether the 
need for restatement resulted from a material weakness in controls. Such an evaluation should 
be based on all the facts and circumstances, including the probability of occurrence in light of the 
assessed effectiveness of the company's internal control, keeping in mind that internal control 
over financial reporting is defined as operating at the level of "reasonable assurance." 

, nerform assessments of the design and operation of the company's entire system of internal control over financial 
reporting over a period of time that is adequate for it to determine whether, as of the end of the company's fiscal 
year, the design and operation of the company's internal control over financial reporting are effective." Section 
II.C.3 to Release No. 33-8238 (June 5, 2003). 
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E. Disclosures about Material Weaknesses 

A number of companies have reported material weaknesses in their internal control over 
financial reporting in this first year of implementation. When a company identifies a material 
weakness, and such material weakness has not been remediated prior to its fiscal year-end, it 
must conclude that its internal control over financial reporting is ineffective. The Commission's 
rule implementing Section 404 was thus intended to bring information about material 
weaknesses in internal control over financial reporting into public view. The staff believes that, 
as a result, companies should consider including in their disclosures: 

the nature of any material weakness, 
its impact on financial reporting and the control environment, and 
management's current plans, if any, for remediating the weakness. 

Disclosure of the existence of a material weakness is important, but there is other information 
'that also may be material and necessary for an overall picture that is not misleading. 18 There are 
many different types of material weaknesses and many different factors that may be important to 
the assessment of the potential effect of any particular material weakness. We received feedback 
suggesting that some companies believe that they are not permitted to distinguish among 
reported material weaknesses. 19 While management is required to conclude and state in its 
report that internal control over financial reporting is ineffective when there is one or more 
material weakness, companies may, and are strongly encouraged to, provide disclosure that 
allows investors to assess the potential impact of each particular material weakness. The 
disclosure will likely be more useful to investors if management differep.tiates the potential 
impact and importance to the financial statements of the identified material weaknesses, 
including distinguishing those material weaknesses that may have a pervasive impact on internal 
control over financial reporting from those material weaknesses that do not. The goal underlying 
all disclosure in this area is to provide increased investor information so that an investor who 
chooses to do so can treat the disclosure of the existence of a material weakness as the starting 
point for analysis rather than the only point available. 

" See Exchange Act Rule 12b-20. 
19 See transcript for roundtable discussion - Panel 2. 
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F. Information Technology Issues 

Information Technologv Internal Controls 

The feedback revealed different views that may have developed as to the appropriate extent of 
required documentation and testing necessary for information technology, or IT, internal 
controls, particularly with respect to general IT controls (e.g. controls over program 
development, program changes, computer operations, and access to programs and data). While 
thc extent of docllmcntation and testing requires the use of judgment, the staff expects 
management to document and test relevant general IT controls in addition to appropriate 
application-level controls that are designed to ensure that financial information generated from a 
company's application systems can reasonably be relied upon. For purposes of the Section 404 
c.5sessment, the staff would not expect testing of general IT controls that do not pertain to 
financial reporting. A company's finance and IT departments should interact closely to ensure 
that the proper IT controls are identified. 

We have also been asked whether those companies that decide to use proprietary IT 
. frameworks2o as a guide in conducting the IT portion of their overall COSO framework 

assessment are required to apply all of the components related to general IT controls that may be 
included in such frameworks. While the use of a separate, specific IT framework is not required, 
the staff understands that management of some companies has found certain parts of available 
frameworks to be useful. In establishing the scope of its IT assessment, management should 
apply reasonable judgment and consider how the IT systems impact internal control over 
financial reporting. Because Section 404 is not a one-size-fits-all approach to assessing controls, 
it is not possible for us to provide a list of the exact general IT controls.that should be included in 
an assessment for Section 404 purposes. However, the staff does not believe it necessary for 
purposes of Section 404 for management to assess all general IT controls, and especially not 
those that primarily pertain to the efficiency or effectiveness of the operations of the organization 
but are not relevant to financial reporting. 

20 For example, refer to comment letters (File Numher 4-497): William T. Archey, American Electronics 
Association; Jane Windmeier, Target; and Rod Scott, R.O. Scott & Associates, LLC which refer to CobiT (Control 
Objectives for Information and related Technology), one such proprietary framework developed by the IT 
Governance Institute and the Cob iT Steering Committee in 2000. 
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Information Technology System Implementations and Upgrades 

We received considerable feedback regarding the impact of the Section 404 assessment on the 
implementation of new IT systems and upgrades to existing systems. The feedback indicated 
that some companies have delayed installations of new IT systems or upgrades due to time 
limitations for installing, testing, and remediating control deficiencies before the company's 
fiscal year-end. 

The staff understands the importance of new IT systems and upgrades and that they are often 
introduced to improve internal control. Registrants should continue to make appropriate 
improvements in IT systems. Of course, and notwithstanding the internal control reporting 
requirements, companies are required to prepare reliable financial statements following the 
implementation of the new information systems. In that sense, the goals of Section 404 align 
with management's existing responsibilities when undertaking an IT conversion or 
implementation project. 

Some of the feedback requested that management be allowed to exclude new IT systems and 
upgrades implemented in the later part of a fiscal year from the scope of management's 
assessment for that year, suggesting an analogy be made to new business acquisitions and the 
guidance issued by the staff in Question 3 of its Frequently Asked Questions.21 However, with 
respect to system changes, management can plan, design, and perform preliminary assessments 
of internal controls in advance of system implementations or upgrades. As noted elsewhere in 
this statement, not all testing must occur at year end. As a result, the staff does not believe it is 
appropriate to provide an exclusion by management of neW IT systems and upgrades from the 
scope of its assessment of internal control over financial reporting. 

G. Communications with Auditors 

Feedback from both auditors and registrants revealed that one potential unintended consequence 
of implementing Section 404 and Auditing Standard No.2, An Audit of Internal Control Over 
Financial Reporting Performed in Conjunction with An Audit of Financial Statements, has been 
a chilling effect in the level and extent of communications between auditors and management 
regarding accounting and financial reporting issues. Historically, the external auditor may have 
,provided management with advice, based on the auditor's knowledge, experience and judgment 
in accounting, auditing, and financial reporting matters. Since introduction of the Act and the 

" Management's Report on Internal Control Over Financial Reporting and Certification of Disclosure in Exchange 
Act Periodic Reports - Frequently Asked Questions (revised October 6, 2004). 
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new auditing requirements, the staff understands that management at times has hesitated to ask 
auditors technical accounting, auditing, and tinancial reporting questions or to provide auditors 
with early drafts of the financial statements (which, due to their draft nature, may contain errors), 
because of a concern that these actions could result in the unwarranted identification of internal 
control deficiencies by the auditors. Additionally, the staff understands that auditors also have a 
heightened concern that providing management with advice might impair the auditor's 
independence. 

The Commission's auditor independence requirements with respect to services provided by 
auditors are largely predicated on four basic principles?2 In addition to these four basic 
principles, the Commission's rules also specifically identified nine categories of prohibited 
services?3 The auditor's discussing and exchanging views with management does not in itself 

.violate the independence principles, nor does it fall into one of those nine prohibited categories 
of services. The staff supports a strong audit profession where a hallmark of its professionalism 
is to exercise sound judgment in both the audit and in ongoing dialogue with management. 

The staff recognizes that questions arise in certain circumstances as to the proper application of 
accounting standards. Investors benefit when auditors and management engage in dialogue, 
including regarding new accounting standards and the appropriate accounting treatment for 
complex or unusual transactions. The staff believes that as long as management, and not the 
auditor, makes the final determination as to the accounting used, including determination of 
estimates and assumptions, and the auditor does not design or implement accounting policies, 
such auditor involvement is appropriate and is not of itself indicative of a deficiency in the 
registrant's internal control over financial reporting. Further, timely dialogue between 

22 Those principles are: (1) an auditor cannot function in the role of management, (2) an auditor cannot audit his or 
her own work, (3) an auditor cannot serve in an advocacy role for his or her client and (4) an auditor and audit client 
cannot have a relationship that creates a mutual or conflicting interest. See Preliminary Note to Rule 2-01 of 
Regulation SoX. These basic principles are consistent with the guidance offered in the Independence Standard 
Hoard's Interpretation 99-1, Impact on Auditor Independence of Assisting Clients in the Implementation of FAS 133 
(Derivatives), which specifically addressed the topic of auditor/client communications in the context of applying the 
new derivatives standard. The PCAOB adopted this interpretation as part of its interim auditing standards. 
2J The categories of prohibited services include: bookkeeping or other services related to the accounting records or 
financial statements of the audit client; financial information system design and implementation; appraisal or 
valuation services, fairness opinions, or contribution-in-kind reports; actuarial services; internal audit outsourcing; 
management functions or human resources; broker or dealer, investment advisor, or investment banking services; 
legal services and expert service unrelated to the audit; and any other service that the Commission or PCAOB 
oetermines, by regulation, is impermissible. See Item 2-01(c)(4) of Regulation SoX, 17 CFR 210. 2-01 (c)(4); 
Exchange Aet Section 10A(g). 
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management and the auditor may positively impact audit quality and the quality of financial 
reporting. 

The staff believes that management should not be discouraged from providing its auditors with 
draft financial statements (including drafts that may be incomplete in certain respects). 
Providing draft financial statements promotes communication betwcen the auditor and 
management, and all parties should recognize the draft nature of the information. In the staff's 
view, errors in draft financial statements in and of themselves should not be the basis for the 
determination by a company or an auditor of a deficiency in internal control ovcr financial 
reporting. Rather, as with all cases of identifying deficiencies, management and auditors should 
determine whether a deficiency exists in the processes of financial statement preparation. That 
identification is essentially independent of whether an error exists in draft financial statements 
and who found it. 

H. Small Business Issuers 

Some have complained that the costs and burdens of assessment and reporting requirements on 
internal control over financial reporting may fall disproportionately on smaller businesses. The 
staff will continue to assess the effects of the internal control reporting rules on smaller public 
companies who have not yet been required to comply with the Act's provisions. To do so, the 
Commission established the Securities and Exchange Commission Advisory Committee on 
Smaller Public Companies, which will consider, among other things, the effect of the internal 
control provisions on smaller public companies. Also, at the request of the Commission staff, a 
task force of COSO has been established to develop additional guidance on applying COSO's 
framework for internal control over financial reporting to smaller comPllnies. 

I. Foreign Private Issuers 

The staff is also continuing to assess the effects of the internal control reporting requirements on 
foreign private issuers, who are not yet required to comply with Section 404, although a number 
have done so. Representatives of several foreign private issuers participated in the 
Commission's roundtable discussion, and a number of other foreign private issuers and other 
interested parties have provided feedback in response to the Commission's request. 

.T. Conclusion 

The staff will continue to evaluate the implementation of Section 404. There is a desire for the 
sharing of best practices so that companies and auditors can benefit from the substantial learning 
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that has taken place from the first year of implementation, and we strongly encourage those 
efforts. The staff desires that the benefits are achieved in a sensible and cost-effective manner. 
We will continue to consider whether there are other ways we can make the process more 
efficient and effective while preserving the benefits.24 

24 Additionally, the staff believes that as a result of tile first year Section 404 work there is now a substantial amount 
of data available relating to control deficiencies, material weaknesses and audit behavior, much of which would be 
useful to research by academics and other interested parties. To that end, the staff welcomes research on this data. 
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Corrected Version (To Conform to Release Published in the Federal Register) 

SECURITIES AND EXCHANGE COMMISSION 

17 CFR PARTS 210, 228, 229, 240 and 249 

[RELEASE NOS. 33-8730A; 34-54294A; File No. S7-06-03] 

RIN 3235-AI79 

INTERNAL CONTROL OVER FINANCIAL REPORTING IN EXCHANGE ACT 
PERIODIC REPORTS OF FOREIGN PRIVATE ISSUERS THAT ARE 
ACCELERA TED FILERS 

AGENCY: Securities and Exchange Commission. 

ACTION: Final rule; extension of compliance dates. 

SUMMARY: We are extending the compliance date that was published on March 8, 2005, in 

Release No. 33-8545 [70 FR 11528], for foreign private issuers that are accelerated filers, but not 

large accelerated filers, for amendments to Forms 20-F and 40-F that require a foreign private 

issuer to include in its annual reports an attestation report by the issuer's registered public 

accounting firm on management's assessment on internal control over financial reporting. 

DATES: Effective Date: September 14,2006, except 

Temporary §21 0.2-02T, Temporary Item 1ST of Form 20-F, and Temporary Instruction 2T of 

General Instruction B(6) of Form 40-F are effective from September 14, 2006, 

to December 31, 2007. 

Compliance Dates: The compliance dates are extended as follows: A foreign private 

issuer that is an accelerated filer, but not a large accelerated filer, under the definition in Rule 

12b-2 of the Securities Exchange Act of 1934, and that files its annual report on Form 20-F or 

Form 40-F, must begin to comply with the requirement to provide the auditor's attestation report 

on internal control over financial reporting in the annual report filed for its first fiscal year 

ending on or after July 15,2007. Furthermore, until this type offoreign private issuer becomes 



subject to the auditor attestation report requirement, the registered public accountillg firm 

retained by the issuer need not comply with the obligation in Rule 2-02(f) of Regulation S-X. 

Rule 2-02(f) requires every registered public accounting firm that issues or prepares an 

accountant's report that is included in an annual report filed by an Exchange Act reporting 

company (other than a registered investment company) containing an assessment by 

management of the effectiveness ofthe company's internal control over financial reporting to 

attest to, and report on, such assessment. 

FOR FURTHER INFORMATION CONTACT: Michael Coco, Special Counsel, Office of 

International Corporate Finance, Division of Corporation Finance, at (202) 551-3450, U.S. 

Securities and Exchange Commission, 100 F Street, NE, Washington, DC 20549-3628. 

SUPPLEMENTARY INFORMATION: On June 5, 2003, I the Commission adopted several 

amendments to its rules and forms implementing Section 404 of the Sarbanes-Oxley Act of 

.2002. 2 Among other things, these amendments require companies, other than registered 

investment companies, to include in their annual reports a report of management on the 

effectiveness of the company's internal control over financial reporting, and an accompanying 

auditor's attestation report, and to evaluate, as of the end of each fiscal period, any change in the 

company's internal control over financial reporting that occurred during the period that has 

materially affected, or is reasonably likely to materially affect, the company's internal control 

over financial reporting. 

I See Release No. 33-8238 (June 5, 2003) [68 FR 36636]. 

2 15 U .S.C. 7262. 
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In February 2004, we approved an extension of the original compliance dates for the 

amendments related to internal control over financial reporting. 3 Specifically, we extended the 

compliance dates for companies that are accelerated filers, as defined in Exchange Act 

Rule 12b-2,' to fiscal years ending on or after November 15,2004, and for non-accelerated 

filers' and all foreign private issuers filing annual reports on Form 20-F or 40-F: to fiscal years 

ending on or after July 15,2005. In March 2005, we approved a further one-year extension of 

the compliance dates for non-accelerated filers and for all foreign private issuers filing annual 

reports on Form 20-F or 40-P and acknowledged the significant efforts that were being 

expended by many foreign private issuers to comply with International Financial Reporting 

Standards. 

Most recently, in September 2005, we again extended for another one yeai period the 

c'lmpliance dates for the internal control over financial reporting requirements applicable to 

non-accelerated filers, including foreign private issuers that are non-accelerated filers. 8 Based on 

tile September 2005 extension, a foreign private issuer that is a non-accelerated filer currently is 

scheduled to become subject to compliance with the internal control over financial reporting 

J See Release No. 33-8392 (February 24, 2004) [69 FR 9722]. 

4 17 CFR 240.12b-2. 

5 Thc tcrm "non-accelerated tiler" is not dc1ined in our rules, but we use it throughout this release (0 refer (0 an 
Exchange Act reporting company that does not meet the Exchange Act Rule 12b-2 definition of either an 
"accelerated tiler" or a "large accelerated filer." 

617 CFR 249.20fand 249.40f. 

7 Release No. 33-8545 (March 2, 2005) [70 FR 11528]. 

8 Release No. 33-8618 (September 22, 2005) [70 FR 56825]. Prior to December I, :1.005, "accel~rated filer" status 
did not directly affect a foreign private issuer filing its annual reports on Form 20-F or 40-F because we had not 
a~celerated the filing deadlines for those forms, even though the Rule 12b-2 definition of "accelerated filer" did not 
expressly exclude foreign private issuers by its terms. After December 1,2005, however, as a result of a change 
made as part of the Commission's Securities Offering Reform final rules, a foreign private issuer meeting the 
accelerated filer definition, and filing its annual report on Form 20-F, became subject to a new requirement in Item 
4A of Form 20-F to disclose unresolved staff comments. 
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requirements beginning with the annual report filed for its first fiscal year ending on or after July 

15,2007. 

In a companion release also being issued today,' we propose both to further extend the 

management assessment compliance date for non-accelerated filers with a fiscal year ending on 

or after July 15, 2007, but before December 15, 2007, and to also extend the compliance date 

relating to the auditor's attestation report on internal control over financial reporting for all non-

accelerated filers until fiscal years ending on or after December 15, 2008. 

Pursuant to the compliance dates established in the March 2005 release, a foreign private 

issuer that is either an accelerated filer 10 or a large accelerated filer, II and that files its annual 

reports on Form 20-F or 40-F, currently is scheduled to comply with the internal control over 

financial reporting requirements beginning with the annual report filed for its first tiscal year 

ending on or after July 15,2006. 

In this release, we are extending for one year the date by which a.foreign private issuer 

that is an accelerated filer (but not a large accelerated filer),12 and that files its annual reports on 

Form 20-F or 40-F, must begin to comply with the requirement to provide the auditor's 

9 Release No. 34-54295 (Aug. 9, 2006). In the companion proposing release, we request comment on the potential 
Implications of separating management's report on internal control over financial reporting from the auditor's 
attestation report on internal control over financial reporting on the efficiency and effectiveness of implementation 
of the Section 404 requirements. We also request comment on a variety of other questions, including whether there 
is any relief or guidance that we should consider providing specifica!Jy with respect to foreign private issuers apart 
from the actions described in the release affecting foreign private issuers that are non-accelerated filers. 

10 ;:'>(change Act Rule l2b-2( I) [17 eFR 240.12b-2( I)] defines an accelerated filer as an issuer that, among other 
criteria, has an aggregate market value of voting and non-voting common equity held by non-affiliates of the issuer 
of$75 million or more as of the last day of the issuer's most recently completed second fiscal quarter. 

II Exchange Act Rule 12b-2(2) [17 eFR 240.l2b-2(2)] defines a large accelerated filer as all issuer that, among other 
criteria, has an aggregate market value of voting and non-voting common equity held by non-affiliates of the issuer 
of$700 million or more as of the last day ofthe issuer's most recently completed s~cond fiscal quarter. 

12 As defined in Rule 12b-2, the term "accelerated filer" does not include a filer that is a "large accelerated filer." 
The two categories of filers therefore are mutually exclusive. 
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attestation report on internal control over financial reporting. 13 Pursuant to this extension, this 

type of issuer must begin to comply with the requirement to provide the auditor's attestation 

report in the Form 20-F or 40-F annual report filed foritsfirst fiscal year ending on or after July 

15, 2007. The extension will become effective 30 days after this release is published in the 

Federal Register. 

The extension that we are providing in this release does not alter any other requirements 

regarding internal control that already are in effect, including without limitation, Section 13(b)(2) 

of the Exchange Act l4 and the related rules, nor does it affect any other previously established 

compliance date. Therefore, a foreign private issuer that is an accelerated filer must begin to 

comply with the requirement to include management's report on internal control over financial 

reporting in the Form 20-F or 40-F annual report filed for its first fiscal year ending on or after 

July 15, 2006. 

In the companion release referenced above that we also are issuil}.g today, we are 

proposing that all non-accelerated filers, like the foreign private issuers that are the subject of 

this release, would include only management's report on internal control over financial reporting 

during their first year of compliance with the Section 404 requirements. In that release, we 

propose that during the first compliance year, the non-accelerated filer would "furnish" rather 

than file management's report. The release states that if we adopt that proposal, we intend to 

afford similar relief to the accelerated foreign private issuer filers that likewise will file only 

management's report during their first year of compliance with the Section 404 requirements. 15 

13 See Item l5(c) of20-F and General Instruction B(6)(d) of Form 40-F. 

14 15 U.S.C. 78m(b)(2). 

15 See Section II of Release No. 34-54295 (Aug. 9, 2006). 
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We invite foreign private issuers and all interested parties to comment on the questions raised in 

the companion release as to whether this type of proposed relief is appropriate. 

The chief executive officer and chief financial officer of a foreign private issuer that is an 

accelerated filer must begin to provide the complete celtification required by Exchange Act Rule 

13a-14(a) or ISd-14(a), i6 including the references to the officers' responsibility for establishing 

and maintaining internal control over financial reporting in paragraph 4 of the certification, in the 

Form 20-F or 40-F annual report filed for the foreign private issuer's first fiscal year ending on 

or after July 15, 2006. 

This extension also does not affect the date by which a foreign private issuer that is a 

large accelerated filer must comply with all of the internal control over financial reporting 

requirements. 17 These filers must include both a report by management and an attestation report 

by the issuer's registered public accounting firm on internal control over financial reporting, as 

well as complete certifications, in their Form 20-F or 40-F reports filed for a fiscal year ending 

on or after July 15,2006. Our data indicates that out of the approximately 1,240 foreign private 

issuers that are subject to the Exchange Act reporting requirements, about 39% of these are large 

accelerated tIlers, 23% are accelerated filers, and the remaining 38% are non-accelerated filers. is 

i6 17 CFR 240.13a-14(a) or 15d-14(a). 

17 We are not extending the compliance dates for lai'ge accelerated foreign private issuers given their more extensive 
r ~porting resources and the greater market interest they generate than smaller issuers. Industry sources indicate that 

. these issuers are further along in their compliance efforts than the accelerated foreign private issuers and generally 
appear to be better prepared to comply with the current filing deadline. Furthermore, the distinction between large 
accelerated and accelerated foreign private issuers that we are making for purposes of the extension is consistent 
with a similar size-based distinction that we made in 2004 when we provided certain accelerated filers up to an 
additional 45 days to file their Section 404 reports. Although the order pre-dated our creation of the "large 
accelerated filer" category of issuers, companies with public equity float thresholds exceeding $700 million, 
representing approximately 96% of the U.S. equity market capitalization, were not eligible for the 45-day extension. 
See Release No. 34-50754 (Nov. 30, 2004). 

18 The estimated percentages of foreign private issuers within each accelerated filer category are based on market 
capitalization data from Datastream as of December 31, 2005. 
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The Commission, for good cause, finds that notice and solicitation of comment regarding 

extension of the audit attestation report compliance date for foreign private issuers that are 

accelerated filers (but not large accelerated filers) is impractical, unnecessary and contrary to the 

publ ic interest for a variety of reasons. 19 One reason is that a number of events related to internal 

control assessments by companies and their auditors have occurred since we granted the last 

extension of compliance dates. 

First, the extension will provide these foreign private issuers and their registered 

accounting firms an additional year to consider, and adapt to, any actions that the Commission 

and the Public Company Accounting Oversight Board decide to take as part of their plans 

announced on May 17,2006 to improve the implementation of the Section 404 requirements. 20 

These actions include: 

• Revisions to Auditing Standard No.2; 

• Issuance of a Concept Release soliciting comment on a·variety of issues that 

might be included in future Commission guidance for management to assist in 

its performance of a top-down, risk-based assessment of internal control over 

financial reporting; 

• Reinforcement of auditor efficiency through PCAOB inspections; 

19 See Section 553(b )(3)(B) of the Administrative Procedure Act [5 U.S.C. 553(b )(3)(B)] (stating that an agency 
nay dispense with prior notice and comment when it finds, for good cause, that notice and comment are 
"impracticable, unnecessary, or contrary to the public interest."). Also, because the Regulatory Fiexibility Act [5 
U.S.c. 601-612] only requires agencies to prepare analyses when the Administrative Procedures Act requires 
general notice of rulemaking, that Act does not apply to the actions that we are taking in this release. 

20 See SEC Press Release 2006-75 (May 17,2006), "SEC Announces Next Steps for Sarbanes-Oxley 
Implementation" at http://www.sec.gov/news/press/2006/2006-75.htm and PCAOB News Release entitled "Board 
Announces Four-Point Plan to Improve Implementation ofInternal Control Reporting Requirements" at 
http://www.pcaobus.orglNews and EventslNews/2006/05-17aspx. 
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• Development, or facilitation of development, of implementation guidance for 

auditors of smaller public companies; and 

• Continuation ofPCAOB forums on auditing in the small business environment. 

Although the first three initiatives will affect all Exchange Act reporting companies 

subject to the Section 404 internal control requirements, including accelerated and large 

accelerated domestic filers and their registered public accounting firms that already have been 

complying with these requirements for two years, as well as large accelerated foreign private 

issuers and their auditors, we expect that smaller foreign private issuers likely will face greater 

challenges than these larger filers as they prepare to comply with the internal control reporting 

requirements. 

Second, on April 23, 2006, the SEC's Advisory Committee on Smaller Public Companies 

submitted its final report to the Commission.21 The final report includes recommendations 

designed to address the potential impact of the internal control reportinRrequirements on smaller 

p'lblic companies. Specifically, the Advisory Committee recommends that certain smaller public 

companies be exempted from the management report requirement and from external auditor 

involvement in the Section 404 process under certain circumstances unless and until a 

framework for assessing internal control over financial reporting is developed that recognizes the 

characteristics and needs of these companies. 

Third, on May 10,2006, the Commission and PCAOB sponsored a roundtable to elicit 

feedback from companies, their auditors, board members, investors, and others regarding their 

experiences during the accelerated filers' second year of compliance with the internal control 

11 See Final Report of the Advisorv Committee on Smaller Public Companies to the United States Securities and 
Exchange Commission (April 23, 2006), available at http://www.sec.gov/info/smallbuslacspc.shtml. 
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over financial reporting requirements. Several of the comments provided at, and 'in connection 

with, the roundtable expressed support for revisions to the PCAOB's Auditing Standard No. 2.22 

Apart from these developments, solicitation of public comment regarding extension of 

the compliance date is impractical given that the current compliance date requires management 

of foreign private issuers (hat are accelerated filers to assess internal control over financial 

reporting at the end of the first fiscal year ending on or after July 15, 2006. We anticipate that 

these issuers and their investors would be unlikely to derive any meaningful benefit from an 

extension that is granted several months from now as the issuers' registered public accounting 

firms likely would have completed substantial work on their internal control audits by then, and 

the issuers would have incurred fees for the work already completed by the auditor. We 

recognize that some of the foreign private issuers qualifying for this extension may already be at 

such an advanced stage of preparation for compliance with the internal control reporting 

requirements, including the audit report requirement, that they may choQse to include both the 

rranagement and audit report in the annual report they file for their first fiscal year ending on or 

after July 15, 2006. 

Another reason for the extension is that it will enable management of these foreign 

private issuers to begin the process of reviewing and evaluating the effectiveness of internal 

control over financial reporting a year before the initial audit of such effectiveness but will still 

permit investors to begin to see and evaluate the results of these initial efforts. Management will 

not have to devote time and resources to assisting the auditor with its audit of internal control 

over financial reporting and can use the first year of compliance as an opportunity to more 

2' See, for example, letters from the Biotech Industry Association, American Electronics Association, Emerson 
Electric Institute, U.S. Chamber of Commerce and Joseph A. Grundfest. These letters are available in File No. 4-
511, at http://www.sec.gov/news/press/4-51I.shtml. 
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gradually prepare for compliance with the audit portion of the requirements in the second year. 

We believe that this will reduce the first year cost of compliance. The extension also should 

enable foreign private issuers that are accelerated filers to benefit from the learning and 

efficiencies gained by the auditing firms as a result of their previous experience auciiting the 

large accelerated foreign private issuers' compliance with the Section 404 requirements. 

While acknowledging the potential risks that could stem frem a lack of required auditor 

involvement in the first year of the intenial control assessment process, a more gradual transition 

to full compliance ultimately should make implementation of the internal control over financial 

reporting requirements more effective. Consequently, this will benefit investors and improve 

confidence in the reliability of the disclosure made by these companies about their internal 

control over financial reporting. 

As a result of the extension, these foreign private issuers will not have to incur the cost of 

the internal control audit during the first compliance year. Furthermore, we have learned from 

public comments, including our roundtables on implementation oftne internal control reporting 

provisions,23 that while many companies incur increased internal costs in the first year of 

compliance due to "deferred maintenance" items (~, documentation, remediation, etc.), these 

costs may decrease in the second year. Therefore, postponing the audit costs until the second 

year would help smooth the significant cost spike that has been experienced by many accelerated 

filers in their first year of compliance. A competitive or cost impact could result from the 

differing treatment of accelerated foreign private issuers that are the subject of the actions that 

23 Materials related to the Commission's 2005 Roundtable Discussion on Implementation oflnternal Control 
Reporting Provisions and 2006 Roundtable on Second-year Experiences with Internal Control Reporting and 
Auditing Provisions, including the archived roundtable broadcasts, are available at 
http://www.sec.goY/spotlightisoxcomp.htm . 
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we are taking today and large accelerated foreign private issuers that are not affected by these 

actions. 

Finally, four commenters on the Commission's pending proposals regarding termination 

of a foreign private issuer's registration of a class of securities under Exchange Act Section 12(g) 

and duty to file periodic reports24 requested that the Commission extend the compliance dates for 

the Section 404 requirements. The extension of compliance dates announced in this release will 

provide foreign private issuers (other than large accelerated filers) with the opportunity to 

determine whether they meet any revised deregistration criteria that the Commission determines 

to adopt before having to implement steps toward providing an auditor attestation report on 

internal control over financial reporting.2s We have been considering all of the public comments 

on the deregistration proposals and expect to take further action on them by early fall of this 

year. 

Statutory Authority and Text of the Rule Amendments 

We are adopting the amendments described in this release pursuant to Sections 12, 13, 15 

and 23 of the Exchange Act. 

List of Subjects 

17 CFR Part 210 

Accountants, Accounting, Reporting and recordkeeping requirements, Securities. 

17 CFR Part 249 

Reporting and recordkeeping requirements, Securities. 

24 ReI. No. 34-53020 (Dec. 23, 2005) [70 FR 77688]. 

25 See Letters from the American Bar Association, Section ofBusir.ess Law, Committee on Federal Regulation of 
Securities at pp. 6-7, Cleary Gottlieb Steen & Hamilton LLP at p. 19, the European Association for Listed 
Companies and 16 other European industry association signatories at p.6 and the European Commission at p. 10, at 
http://,,,,,, .sec. gOY Irules/proDosal/s71205 .shtml. 
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TEXT OF AMENDMENTS 

For the reasons set forth above, we are amending title 17, chapter II, of the Code of 

Federal Regulations as follows: 

PART 210 - FORM AND CONTENT OF AND REQUIREMENTS FOR FINANCIAL 
STATEMENTS, SECURITIES ACT OF 1933, SECURITIES EXCHANGE ACT OF 1934, 
PUBLIC UTILITY HOLDING COMPANY ACT OF 1935, INVESTMENT COMPANY 
ACT OF 1940, INVESTMENT ADVISERS ACT OF 1940, AND ENERGY POLICY AND 
CONSERV A TION ACT OF 1975 

1. The authority citation for Part 210 continues to read, in part, as follows: 

Authority: 15 U.S.C. 77f, 77g, 77h, 77j, 77s, 77z-2, 77z-3, 77aa(25), 77aa(26), 78c, 78j-l, 781, 

78m, 78n, 780(d), 78q, 78u-5, 78w(a), 7811, 78mm, 7ge(b), 79k(a), 79n, 79t(a), 80a-8, 80a-20, 

80a-29, 80a-30, 80a-31, 80a-37(a), 80b-3, 80b-ll, 7202 and 7262, unless otherwise noted. 

2. Section 21 0.2-02T is added after Section 210.2-02 to read as follows: 

§210.2-02T Accountants' reports and attestation re·ports on management's assessment of 
internal control over financial reporting. 

(a) The requirements of Section 21O.2-02(t) shall not apply to a registered public 

accounting firm that issues or prepares an accountant's report that is included in an annual report 

on Form 20-F or 40-F (§249.220f or 249.240f of this chapter) filed by a foreign private issuer 

that is an accelerated filer, as that term is defined in §240.l2b-2 of this chapter, for a fiscal year 

ending on or after July 15,2006 but before July 15,2007. 

(b) This temporary section will expire on December 31, 2007. 

* * * * * 

PART 249 - FORMS, SECURITIES EXCHANGE ACT OF 1934 

3. The authority citation for Part 249 continues to read, in part, as fol1ows: 

Authoritv: 15 U .S.c. 78a ~~. and 720 I et ~ and 18 U.S.C. 1350, unless otherwise 

. noted. 
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* * * * * 

4. Form 20-F (referenced in §249.220f), Part II, is amended by adding Item 15T after 

Item 15 to read as follows. 

Note: The text of Form 20-F does not, and this amendment will not, appear in the 
Code of Federal Regulations. 

FORM20-F 

* * * * * 

PART II 

* * * * * 

Item 1ST. Controls and Procedures. 

Note to Item 15T: This is a special temporary section that applies instead of Item 15 only 

t? .an issuer that is an "accelerated filer," but not a "large accelerated filer," as those terms arc 

defined in §240.l2b-2 of this chapter, and only with respect to an annual report that the issuer is 

required to file for a fiscal year ending on or after July 15, 2006 but before July 15, 2007. 

(a) Disclosure Controls and Procedures. Where the Form is being used as an annual 

report filed under section 13(a) or 15( d) of the Exchange Act, disclose the conclusions· of the 

issuer's principal executive and principal financial officers, or persons performing similar 

functions, regarding the effectiveness of the issuer's disclosure controls and procedures (as 

defined in 17 CFR 240.13a-15(e) or 240. 15d-15(e» as of the end of the period covered by the 

report, based on the evaluation of these controls and procedures required by paragraph (b) of 17 

CFR 240.13a-15 or 240.15d-15. 

(b) Management's annual report on internal control over financial reporting. Where the 

Form is being used as an annual report filed under section l3(a) or 15(d) of the Exchange Act, 

13 



provide a report of management on the issuer's internal control over financial reporting (as 

. defined in §240.13a-15(f) or 240.l5d-15(f) of this chapter). The report must contain: 

(1) A statement of management's responsibility for establishing and maintaining 

adequate internal control over financial reporting for the issuer; 

(2) A statement identifying the framework used by management to evaluate the 

effectiveness of the issuer's internal control over financial reporting as required by paragraph (c) 

of §240.l3a-15 or 240.1Sd-IS of this chapter; and 

(3) Management's assessment of the effectiveness of the issuer's internal control over 

financial reporting as of the end of the issuer's most recent fiscal year, including a statement as 

to whether or not internal control over financial reporting is effective. This discussion must 

i'lclude disclosure of any material weakness in the issuer's internal control over financial 

reporting identified by management. Management is not permitted to conclude that the issuer's 

internal control over financial reporting is effective ifthere are one or more material weaknesses 

in the issuer's internal control over financial reporting. 

(c) Changes in internal control over financial reporting. Disclose any change in the 

issuer's internal control over financial reporting identified in connection with the evaluation 

required by paragraph (d) of §240.l3a-15 or 240.ISd-IS of this chapter that occurred during the 

;:>eriod covered by the annual report that has materially affected, or is reasonably likely to 

materially affect, the issuer's internal control over financial reporting. 

Instruction to Item 1ST 

The registrant must maintain evidential matter, including documentation to provide 

reasonable support for management's assessment of the effectiveness of the issuer's internal 

control over financial reporting. 
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(d) This temporary Item 15T, and accompanying note and instructions, will expire on 

December 31,2007. 

* * * * * 

5. Form 40-F (referenced in §249.240f) is amended by revising "Instruction to 

paragraphs (b), (c), (d) and (e) of General Instruction B.(6)" as follows: 

a. adding an "s" to the word "Instruction" in the descriptive heading of the Instructions 

to paragraphs (b), (c), (d) and (e) of General Instruction B(6). 

b. adding Instruction 2T. 

The addition reads as follows: 

Note: The text of Form 40-F does not, and this amendment will not, appear in the 
Code of Federal Regulations. 

FORM40-F 

* * * * * 

GENERAL INSTRUCTIONS 

* * * * * 

B. Information To Be Filed on this Form 

* * * * * 

(6) * * * 

* * * * * 

2'1'. Paragraph (d) of this General Instruction B.6 does not apply to an issuer that is an 

"accelerated filer," but not a "large accelerated filer," as those terms are defined in Rule 12b-2 of 

this chapter, with respect to an annual report that the issuer is required to file for a fiscal year 

ending on or after July 15,2006 but before July 15,2007. 

This temporary Instruction 2T will expire on December 31, 2007. 
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August 9, 2006 

* * * * * 
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By the Commission. 

Nancy M. Morris 
Secretary 
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Tum to page xx ofa publicly traded company's annual report. If there's a 
section where management discusses its internal controls, that company 
has found a venue to communicate with its shareholders-current and 
potential-about the strategies and policies it has adopted to ensure that 
thc company is "under contro\." Public companies increasingly include 
management reports on internal controls in their annual reports as a good 
corporate governance practice. At least for now, management has 
considerable latitude in deciding what it wishes to address in these reports. 

Should management be required to report on internal controls, and should 
independent auditors have to attest to such reports? Although neither the SEC nor 
F AS B require them, these reports have existed for more than a decade; the debate 
on their mandatory inclusion has been waged tor more than 20 years. There are, of 
course, varying opinions as to whether the needs of financial statement users are 
being met by existing reporting requirements. Since accountants and auditors are 
the professionals directly involved in auditing financial statements and reviewing 
internal controls, they may be in the best position to suggest what degree of 
reporting is appropriate. 

Importance of Information Sources 

In a global survey released earlier this year, 69% of investment 
profeSSionals said the overall quality of financial information 
disclosed by most publicly traded companies had improved. 
Nearly three out of four respondents pointed to executive 
interviews as key sources of information, foilowed by annual 
reports and financial news releases. 



"Extremely" or "very" important 

Company executives ;iiJ" 

News releases 

Quarterly reports 

In-house analyst'}j' 

Conference calls 

Regulatory filings 

Analyst meetings ',~ 

o 60 70 80 
. Percentage 

Source: Corporate Disclosure Survey, Association for Investment 
Management and Research, Charlottesville, Virginia, 
www.aimr.orglstandards. 

According to the 1999 edition of Accounting Trends and 'l'echnique.\. approximately 
58% of public companies included management reports in their 10K. This is the one 
place in an annual report where management can focus readers' attention on issues 
not systematically discussed elsewhere. A content analysis can help both the writers 
and lIsers of the reports, as well as the outside auditors, in determining what specific 
items warrant inclusion. 

The content of the reports varies considerably. While the focus in general is on the 
effectiveness of internal controls, the specific components of internal control are by 
no means consistent across companies. The differences noted in the reports may 
reflect the variations in how companies structure their internal control systems or 
they may reflect the differences in the companies' reporting philosophies. 

Since the reports first started appearing about 10 years ago, preparers have reached 
agreement on some of the routine items to be included, and now discuss the features 
of their overall control systems that are unique or of special significance. 

Management reports typically discuss the following topics: 

• 
• 
• 

Financial statement presentation. 
The purpose, nature and components of the company's internal controls. 
The role of internal audit. 
The role of the audit committee. 
The role ofthe independent auditor. 



FINANCIAL STATEMENT PRESENTATION 

An analysis of the annual reports ofthe 1998 Fortune] 00 revealed 78 companies 
had included management reports, virtually all of which began with a statement that 
management took responsibility for the presentation of the reports in this study of 
the financial statements. Ninety-seven percent said the fmancial statements 
conformed to GAAP and 15% said the financial statements represented fairly the 
company's financial position and results of operations (see exhibit 1 ). 

PURPOSE AND NATURE OF INTERNAL CONTROLS 

All but 2 of the 78 companies said they maintained a system ofintemal control. 
Most noted the purpose of that system: 87% identified reliable fmallcial reporting 
and 81 %, safeguarding of assets (see exhibit 2). Just over half of the reports-
54%--said the objective was encouraging adherence to management's prescribed 
policies and procedures, while 51 % linked internal controls and ethical conduct. A 
few of the reports specifically cited the objective of preventing or detecting 
fraudulent financial reporting. One company, General Electric, identified a sound, 
dynamic system ofintemal controls as "a vital ingredient" for the company's 
quality programs. . 

Several reports identified specific components oftheir internal control structures 
(see exhibit 3). The most frequently cited was the existence of an internal audit 
nmction (78%), followed by the maintenance of policies and procedures (63%), the 
selection and training of good personnel (43%) and segregation of duties (42%). 
Also mentioned were continuous review and revision of internal controls and a 
strong control environment or ethical climate. Almost half of the reports referred to 
a company code of conduct or ethics policy. Several ofthe reports noted that the 
policy addressed such elements as contlict of interest, compliance with applicable 
laws and confidentiality concerns. 
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Seven reports referred to a review process for assuring compliance with ethical 
standards. For example, an important part of International Paper Co.'s internal 
controls system was its ethics program and iong-standing policy on ethical business 
conduct, including a telephone "compliance line" to report suspected violations of 
law or company policy and its newly established office of ethics and business 
practices. To ensure that personnel continued to understand the internal control 
system and policies governing prudent business practices, Merck said it had an 
ongoing "management stewardship program" for key management and financial 
personnel and had implemented an ethical business practices program to reinforce 
its commitment to high ethical standards in conducting its business. CIGNA 
provided each employee with a copy ofthe corporate policy addressing business 
ethics and required that all officers, directors and certain other employees sign the 
policy statement annually. These statements suggest myriad ways in which 
corporate managements are seeking to share with outsiders their companies' 
commitment to ethical principles. 

POINT OUT LIMITATIONS 

Companies also were careful to point out the inherent limitations of internal 
controls. Eighty-six percent of the reports acknowledged the systems' designs 
provided only "reasonable assurance" ofmecting stated objectives. Thirty-five 
percent said the internal controls' cost should not exceed anticipated benefits. Sears, 
for example, explained that the "concept of reasonable assurance is based on the 
premise that the cost of internal controls should not exceed the benefits derived." 



clarifications came from Enron: "It should be recognized, however, that there are 
inherent limitations in the effectiveness of any system of internal control. 
Accordingly, even an effective internal control system can provide only reasonable 
assurance with respect to the preparation of financial statements and saf~guarding of 
assets. Further, because of changes in conditions, internal control system 
effectiveness may vary over time." 

In spite of these limitations, managements often tried to assure statement readers of 
the soundness of their internal controls. Although about half of the companies in the 
study asserted specifically that their internal controls were effective or strong, they 
did not address the basis for this assessment. Only three of the Fortune 100-
Freddie Mac, Halliburton and Ameritech-said their assessments were based on 
recognized criteria for internal control, with Ameritech the only one specifically 
listing the five components of internal control defined by the COSO Internal 
Control Integrated Framework: 

• Control environment. 
• Risk assessment. 

Control activities. 
Information and communication. 

• Monitoring. 

INTERNAL AUDIT'S ROLE 

The most frequently cited functions ofthe internal audit department were 
monitoring compliance with the internal control structure and assessing its 
effectiveness. Seventeen percent noted internal audit provides recommendations to 
improve controls and correct deficiencies. One company, Procter & Gamble, 
pointed out its use of a self-assessment program to help "individual 
organizations ... evaluate the effectiveness of their controls" and suggested t.ltis 
program supplemented the internal audit function. 

Jack Dierkes, assistant director of the company's internal audit unit, offered this 
perspective: "P&G believes that controls are the responsibility of the lin.e 
organization. One role ofintemal auditing is to audit the line organization, identifY 
gaps and ensure the appropriate action plans are put in place. Since our audit cycle 
is about three years, we find it helpful to supplement the audits with self­
assessments [which] are led by the line organization and conducted about once a 
year. The internal controls group is available as needed to help the line organization 
conduct an effective self-assessment. Ideally, problems are identified and fixed 
before internal aUditing conducts official audits." 

Most of the reports did not define the reporting structure of the internal audit 
department, although Merrill Lynch said its corporate audit department reported 
flir,::af"th, to thp ~:nJliit ~nti fin~nrp I"nmmittpp nfthp lvl~rrf nf rlirprtnrc;:" PRrn nntpit 



that internal audit ultimately reported to the CFO, and two organizations, Fannie­
Mae and General Electric, said internal audit was organizationally independent of 
the activities it reviewed. 

Why. Include a Reporfof . 
ManagementhftheAllnual 
Report? 

AccordingtoAmeritecb's·~eti,~lltl!lit:or;·~nIC¢'····. 
Adamec, "the··principat.teilS<>l1'.mrmcluding.the 
managementreportoriCQri@ls ilI'{Ollf]· 8nriuat·.···· 
report is toinforrn investDrSab<!uftheroles 
managementandthe13~l!rdAt@,it~tte(!play'" 
inthefinanciatreportirigpr~.~}' . 

"Management and ·tbebrilJi-d~lie~(flf iSpa11l1llOUnt: 
that we. acknowledge tbattfie filUmcWstatements' 
arethecompllriy's1lJ'\d~ttOpnml'lag~ent .... 
explicitly takes respanswjfity-'fcittheeotnpany's 
financial reporting processllricfitssyStcmoiintemal 
controls.· Additioruiliy, 'anfujpOttlnt disClosure is 
the extent to which1Danagemeitt~sUresitselfand 
the board that the writi61s are effective." . 

AdaIllecSees~lF·rt.·6f·tnliJla~iiientaS.a·sf···iU . . . ...:eJll? ........ " •.•••. J!i .•.••........... gil. 
to. investOrsthatmlUl~g~Jlt!lJld.the.bQardplacea 
highpri()ritY()nili~~~#'of~.a.e'atSdpolntS()ut· 
that the reportcolDtnuniciltesthesartiemessage to 
employees, helpingtOs'eftlleappropriate.·"tone.at 
thetop,"inthetenDiI)CJl(}.gy()f-lleJ7(jt(oft~ 
National.CiJmmission·oliFtaWiuliint Financiill 

~~~:!a~~Jh~5~~~1ea.ttes. 
:~I£Cf's?::i~t~~~&W~i§~ag~!Xl~ 
managementandth~board Clud.itco~ttee. a 
heightenedawarellessand·illterest·in.·pcrforming 
their internal controln:sponsibilities." 

THE AUDIT COMMITTEE'S ROLE 

Seventy-four (95%) of the reports referred to an audit committee. Of these, 92% 
c~ir1 -itc TnPITlhPTIO! U1Prp inrlpnpn,1pnt nr nnt n~rt nfrn~n!:lCTpmpnt ~nt1 th~t thp ~:nlflit 



committee regularly met with the independent auditor (81 %), the internal audit 
director (78%) and management (76%) (see exhibit 4). Ofthe seventy-four 
companies, in 69% the independent auditor had full and free access to the audit 
committee and in 60% the internal audit director had the same access. It is not 
surprising that many management reports addressed the role of audit committees in 
light of work of the Blue Ribbon Committee on Improving the Effectiveness of 
Corporate Audit Committees (see "Blue-Ribbon Panel Issues Its 10 
Commandments," .lotA, Apr.99, page 4). Incidentally, of the reports reviewed in 
this study, none referred to all the conmlittee's recommeudations, and the nature 
and extent of the information provided varies. (See "Audit Committee Rules to 
Improve Disclosure," .lojA Apr.OO, page 15.) 

Management reports identified the following responsibilities of the audit committee; 
the percentages in parentheses refer to the portion of the 74 companies with an audit 
committee. 

• Oversight of financial reporting process (78%). 
Review of internal controls (81 %). 

• Review the scope and results of internal and independent audits performed 
(69%). 

• Oversight of the internal and independent audit functions (27%). 
• Make recommendations concerning the selection of the independent auditor 

(26%). 
Oversight of management (20%). 

Two reports (those of Merrill Lynch and le. Penney) said the audit committee had 
responsibility for compliance with acceptable business standards and ethics; lC. 
Penney's reviewed audit and nonaudit senices and fees. Ameritech said its audit 
committee was responsible for "assuring the independence" of the independent 
auditor. A few reports in exhibit 4 discussed the size of the committee and 
frequency of its meetings. 

Sevel1.;·EffectiVi:~.~i1gf •• ··•··· 
ManagementR~ptirtS;· 

1ncludingmanagement~rill'~itii~:'~pan~'~~~~1 
report is one of the steps P"bjicC()tnjNUlies have taken to 
improvecorp()Tllte atldfip"?~i~l~ytljtll~ 
shareholders.an.din~~~(;~;:'fherelU"egfuxt 
reaso1lSJ()us(:~J~J:!~;;.E . . . 

-,-«. -;::.,;E::i:[:,i:,c: "i'<;;~;;;~i;l;::~ "C;".\. '-;~'> _~~:~t, '''''"., 

Conun.uhtcate·h9W:YQtli'¢OfliP@y'pt'o\'ides;an 
effective'SYsteo.tQf~.(lontrols .• , •.• , ..••..•..... , .•..•••.•......•.•••. 
Discuss·.howYOUJ:"~PlpattY'tlSeSintertlatoofttrolsto 



. . . .. . . 
help protect its resources .. andreach its strategic 
goals. Identify the CQmpori~ts.()fjnternaIc(mtroIs 
that are especially impOIiantto you, audreassurethe 
users of the rep9I1thlltY9,tij-SY~~QfCQ~tr()Is is working. .. ... ... .. . 

• Point out the ways~t~t",JJpjtll$suresQyerl!l1 
goals and objectiYesarehemgmet ..... .. 

• Clarjfytheauditc()mmjtt~~§.l"Ot~,ysem~ i"epc)ftto 
emphasize itsenbancedfunct;ions. 

• Explain how YQur C()~PatiYl.1~$i~sindep!::ncletlt . 
auditors to helprilanageorassessits control 
systems. 

• Take advantage of the location of the management 
report inthearmtml.r~Jj~Q.~xp'a.in bow.yQIlf .... 
company's practiceS'COlllPan: witti oilier leading 
companiesinindus.lry... .., 

• Highlight what's unique aboutyotrrcompany, For 
example, if you' ve.adopted.acodeoi'ethical 
conduct for your employees, advertise thathere: 

WHAT THE INDEPENDENT AUDITOR DOES 

Most of the management reports (85%) referred to the independent audit of the 
company, with 44% referring to the audit report in the annllal report (see exhibit 5, 
page 64). Several (40%) said the audit was conducted in accordance with GAAS, 
including appropriate tests of accounting procedures and records. A few noted that 
all financial records and minutes were made available to the independent auditor or 
that the representations made to the independent auditor were valid. 

Half of the reports said the independent auditor had included some consideration of 
internal controls. The wording used to describe the nature of this consideration 
varied. Most common was the term review of internal controls, followed closely by 
evaluation or assessment of, consideration of," and obtaining an understanding of 
Also used were study, testing and examination of internal controls. Only haIf of the 
reports referring to the external auditor's consideration of internal controls 
explained that the purpose of such consideration was to assist in the design of the 
audit and not to provide support for an opinion on the adequacy of controls. 

DRAWING DISTINCTIONS 

If independent attestation of management reports were required, such a mandate 
would have a significant impact on the roles of both the independent auditor and 
management in this process. In traditional auditing and attestation services, the 
nr{)fp~ci()n r1r~urc ~ ch~rn linp hphvp,:an ~n "!:I!un-it" ~nrl ~ "TPV1PUT" ~nprif1r ct~nr1~rr1c 



guide the practitioner in providing these differentiated services. Perhaps equally 
critically, the audit and review reports themselves attempt to clarify for the readers 
the nature and extent ofthe work perfonned. 

The management reports usually do not make similar distinctions. A statement in a 
management report that the independent auditor has "considered" "reviewed" or 
"examined" the company's internal controls unintentionally might cause a reader to 
infer that the auditor has indicated the internal control system is working 
effectively. In most cases, such an inference would be misleading since the auditor 
was not engaged to express an opinion on the adequacy of the controls. Unless 
specifically engaged to assess or evaluate a company's internal control system, 
independent auditors examine internal controls only for the purpose of designing 
their overall audit tests of the financial records. Beyond that, no testing of internal 
controls is required. For this reason the language that is used may merit closer 
scmtiny. 

Auditing standards require that the auditor read other infonnation in a document 
which lIlay be relevant to the audit or to the propriety ofthe report. SAS no. 8, 
Other Information in Documents Containing Audited Financial Statements, cautions 
the auditor to discuss the infonnation with the client ifhe or she becomes aware that 
such infonnation conflicts with his or her knowledge of such matters, or if a 
material misstatement of fact exists, the auditor should consider notifying the client 
in writing of his or her views concerning the infonnation and consulting legal 
counsel. 

Since management reports are typically included in companies' annual reports, 
which contain audited financial statements, the auditor is required to read them. "In 
reading such infonnation, the auditor should evaluate specific references by 
management that deal with the auditor's consideration of internal controls in 
planning and perfonning the audit of the financial statements, particularly if such 
reference would lead the reader to assume that the auditor had perfonned more 
work than required under generally accepted accounting standards or would lead the 
reader to believe the auditor was giving assurances on internal contro)" (from 
AICPA, ProfeSSional Standards, AU section 9550.14, Other Information in 
Documents Containing Audited Financial Statements: Auditing Interpretations of 
Section 550). 

The findings of this study indicated that the word most commonly used to describe 
the nature of the auditor's consideration of the company's internal controls was 
"reviewed." Recause "a statement by management that the auditors had 'reviewed' 
the company's internal controls would be inappropriate," (see footnote to AU 
section 9550.14), auditors may need to more closely scmtinize clients' management 
reports to comply with the standard's guidance (see exhibit 5). 



mandate management reports of publicly traded companies and, if so, what those 
reports should include. Management reports can be another vehicle to improve 
corporate governance structures. The strength of the management report is the 
unique opportunity it affords management to address in a focused part of its annual 
report those concerns it believes are especially important for its company. The 
report becomes a vehicle for defining management's control strategy, for explflinjng 
how its practices compare with those of other companies, and for highlighting 
where its efforts may represent cutting-edge attempts to make its company more 
profitable and efficient. Companies with innovative programs can use these reporJ:s 
to emphasize how important these initiatives are. 

2000A1CPA 

Exhibit 1: Management's Di'scussion Qt Fi.nanci~i:Stateme~ts.·.· .. ' .. . . .' .' . . . . . .. 
Percentage of companies that included these elements in management 
reports: 

Assertion that statements are fairly presented 

other jnformation in anllUal report is 
management's responsibility OJ is 

consistent with statements 
+--+--r-~~~~-+--+---~~r-~ 

Assertion that statemenb are based on 
estimates/judgement 

Assertion that statements conform to aMP 

A~sertiQn that statements are the 
respoMibililyof management 



Exhibit'2: Purpose of Internal Contr.?ls '. '. :'::., . . ... : ... .: . .' ' .. 

Percentage of companies that reported they 

Promote ethIcal conduct 

Encourage adherence to 
management policies 

Safeguard assets 

Fosler reliable financial 
reportinc 

o 10 20 30 40 50 60 70 80 90 lOO'!<. 

Exhibit 3: Compo~ents ot"ln'ternal Co~trol" '.: .:. . . .. :.. . . .-
. ". . .. ' . . . 

Percentage of companies that have 

Code of conduct or ethics poIiey 

Segregation of duties 

Selection and training of good pel$OOnel 

Established policies and procedures 

Intemal audit function 



Exhibit 4: Role of Audit Committee . : . ... .. :. .: '.:' . '. . . . . '. '. . 
Percentage of companies that reported 

Internal audit director has full and free access 

Independent 3udltl)l has luU and free access 

Audit committ* meets regularly with 
management 

Audit committee meets regularly with Internal 
audit director 

Audit commlttei! meets regularly with 
independent auditor 

Audit committee members are Independent 

Exhibit 5: Role of tndepen'gent Al!di:t:' ":~.:: . . . . ':.:: .' ... 

Percentage of companies whose management reports 

Said audit conforms to GAAS 

Said independent audit does not 
express opinion on internal control$ 

Mentioned that audit included. 
consideration of internal controls 

Made reference to the independent 
audit 

) 




