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1.

Text of the Proposed Rule
(a) Pursuant to the provisions of Section 107(b) of the Sarbanes-Oxley

Act of 2002 (the "Act"), the Public Company Accounting Oversight Board (the
"Board" or the "PCAOB") is filing with the Securities and Exchange Commission
("SEC" or "Commission") a proposed rule, Auditing Standard No. 2, “An Audit of
Internal Control Over Financial Reporting Performed in Conjunction with an Audit
of Financial Statements.” The proposed rule consists of an auditing standard
applicable to audits of internal control over financial reporting of issuers by
registered public accounting firms and five appendices containing example
reports and additional guidance. The proposed rule is attached as Exhibit A to
this rule filing.
(b) Not applicable.
(c) Not applicable.
2.

Procedures of the Board
(a) The Board approved the proposed rule, and authorized it for filing

with the SEC, at its Open Meeting on March 9, 2004. No other action by the
Board is necessary for the filing of this proposed rule.
(b)

Questions regarding this rule filing may be directed to J. Gordon

Seymour, Deputy General Counsel (202-207-9034; seymourg@pcaobus.org),
Thomas Ray, Deputy Chief Auditor (202-207-9112; rayt@pcaobus.org), or Laura
Phillips, Associate Chief Auditor (202-207-9111; phillipsl@pcaobus.org).

File No. PCAOB-2004-03 Page No. 003

3.

Board's Statement of the Purpose of, and the Statutory Basis for, the
Proposed Rules
(a) Purpose
Section 103(a)(1) of the Act authorized the PCAOB to establish, by rule,

auditing standards to be used by registered public accounting firms in the
preparation and issuance of audit reports, as required by the Act. PCAOB Rule
3100, “Compliance with Auditing and Related Professional Practice Standards,”
requires auditors to comply with all applicable auditing and related professional
practice standards established by the PCAOB.

The Board has adopted as

interim standards, on an initial, transitional basis, the generally accepted auditing
standards described in the American Institute of Certified Public Accountants'
("AICPA") Auditing Standards Board's Statement on Auditing Standards No. 95,
Generally Accepted Auditing Standards, in existence on April 16, 2003 (the
"interim standards").
Section 103(a)(2)(A)(iii) of the Act requires the Board to include in the
auditing standards it adopts a standard that describes in each audit report the
scope of the auditor’s testing of the internal control structure and procedures of
the issuer, required by Section 404(b) of the Act. This standard is the standard
referred to in Section 103(a)(2)(A)(iii) and Section 404(b) of the Act.
The statutory basis for the proposed rules is Title I of the Act.
4.

Board's Statement on Burden on Competition
The Board does not believe that the proposed rule will result in any burden

on competition that is not necessary or appropriate in furtherance of the
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purposes of the Act. Pursuant to the Act and PCAOB Rule 3100, registered
public accounting firms must comply with all applicable auditing and related
professional practice standards established by the PCAOB.

Although

compliance with the proposed rule will impose costs, those costs are necessary
in order to implement the requirements of Sections 103 and 404 of the Act and
will be imposed in a way that does not disproportionately or unnecessarily burden
competition.
5.

Board's Statement on Comments on the Proposed Rules Received from
Members, Participants or Others
The Board released the proposed Auditing Standard for public comment

on October 7, 2003.

See Exhibit 2(a)A.

The Board received 193 written

comment letters relating to its proposal. See Exhibits 2(a)B and 2(a)C.
The Board has carefully considered all comments it has received. In
response to the written comments received, the Board has clarified and modified
certain aspects of the proposed rules. The Board's response to the comments it
received and the changes made to the rules in response to these comments are
summarized in Exhibit 3 to this filing.
6.

Extension of Time Period for Commission Action
The Board consents to extend to 60 days the time period for Commission

action described in Section 19(b)(2) of the Securities Exchange Act of 1934.
7.

Basis for Summary Effectiveness Pursuant to Section 19(b)(3) or for
Accelerated Effectiveness Pursuant to Section 19(b)(2)
Not applicable.
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8.

Proposed Rules Based on Rules of Another Board or of the Commission
The proposed rules are not based on the rules of another board or of the

Commission.

9.

10.

Exhibits
Exhibit A –

Text of the Proposed Rule

Exhibit 1 –

Form of Notice of Proposed Rule for Publication in the
Federal Register.

Exhibit 2(a)A –

PCAOB Release No. 2003-017 (October 7, 2003).

Exhibit 2(a)B –

Alphabetical List of Comments

Exhibit 2(a)C –

Written comments on the rule proposed in PCAOB
Release No. 2003-017

Exhibit 3 –

PCAOB Release No. 2004-001 (March 9, 2004)

Signatures
Pursuant to the requirements of the Act and the Securities Exchange Act

of 1934, as amended, the Board has duly caused this filing to be signed on its
behalf by the undersigned thereunto duly authorized.

Public Company Accounting Oversight Board

By:

____________________
William J. McDonough
Chairman
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EXHIBIT A --Text of the Proposed Rule
Table of Contents
Paragraph

APPLICABILITY OF STANDARD .....................................................................................1-3
AUDITOR'S OBJECTIVE IN AN AUDIT OF INTERNAL CONTROL
OVER FINANCIAL REPORTING ......................................................................................4-6
DEFINITIONS RELATED TO INTERNAL CONTROL OVER FINANCIAL
REPORTING ................................................................................................................7-12
FRAMEWORK USED BY MANAGEMENT TO CONDUCT ITS ASSESSMENT .................13-15
Committee of Sponsoring Organizations Framework ....................................14-15

INHERENT LIMITATIONS IN INTERNAL CONTROL OVER FINANCIAL
REPORTING ................................................................................................................... 16
THE CONCEPT OF REASONABLE ASSURANCE ........................................................17-19
MANAGEMENT'S RESPONSIBILITIES IN AN AUDIT OF INTERNAL
CONTROL OVER FINANCIAL REPORTING .................................................................20-21
MATERIALITY CONSIDERATIONS IN AN AUDIT OF INTERNAL
CONTROL OVER FINANCIAL REPORTING .................................................................22-23
FRAUD CONSIDERATIONS IN AN AUDIT OF INTERNAL CONTROL
OVER FINANCIAL REPORTING ..................................................................................24-26
PERFORMING AN AUDIT OF INTERNAL CONTROL
OVER FINANCIAL REPORTING ................................................................................27-141
Applying General, Fieldwork, and Reporting Standards ................................30-38
Technical Training and Proficiency .......................................................... 31
Independence .....................................................................................32-35
Due Professional Care ............................................................................. 36
Fieldwork and Reporting Standards ....................................................37-38
Planning the Engagement................................................................................... 39
Evaluating Management's Assessment Process ...........................................40-46
Management's Documentation............................................................42-46
Obtaining an Understanding of Internal Control Over Financial Reporting ....47-87
Identifying Company-Level Controls ...................................................52-54
Evaluating the Effectiveness of the Audit Committee's
Oversight of the Company's External Financial
Reporting and Internal Control Over Financial Reporting....................55-59
Identifying Significant Accounts...........................................................60-67
Identifying Relevant Financial Statement Assertions ..........................68-70
Identifying Significant Processes and
Major Classes of Transactions ............................................................71-75
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Understanding the Period-end Financial Reporting Process...............76-78
Performing Walkthroughs....................................................................79-82
Identifying Controls to Test .................................................................83-87
Testing and Evaluating Design Effectiveness ................................................88-91
Testing and Evaluating Operating Effectiveness……………........................92-107
Nature of Tests of Controls .................................................................93-97
Timing of Tests of Controls ...............................................................98-103
Extent of Tests of Controls..............................................................104-105
Use of Professional Skepticism when Evaluating
the Results of Testing .....................................................................106-107
Using the Work of Others...........................................................................108-126
Evaluating the Nature of the Controls Subjected
to the Work of Others ......................................................................112-116
Evaluating the Competence and Objectivity of Others ....................117-122
Testing the Work of Others .............................................................123-126
Forming an Opinion on the Effectiveness of Internal Control
Over Financial Reporting ...........................................................................127-141
Issuing an Unqualified Opinion .............................................................. 129
Evaluating Deficiencies in Internal Control
Over Financial Reporting ................................................................130-141

REQUIREMENT FOR WRITTEN REPRESENTATIONS ..............................................142-144
RELATIONSHIP OF AN AUDIT OF INTERNAL CONTROL OVER
FINANCIAL REPORTING TO AN AUDIT OF FINANCIAL STATEMENTS .....................145-158
Tests of Controls in an Audit of Internal Control Over Financial
Reporting
.............................................................................................147-149
Tests of Controls in an Audit of Financial Statements ...............................150-151
Effect of Tests of Controls on Substantive Procedures..............................152-156
Effect of Substantive Procedures on the Auditor's Conclusions
About the Operating Effectiveness of Controls ..........................................157-158

DOCUMENTATION REQUIREMENTS ......................................................................159-161
REPORTING ON INTERNAL CONTROL OVER FINANCIAL REPORTING...................162-199
Management's Report................................................................................162-165
Auditor's Evaluation of Management's Report .................................................. 166
Auditor's Report on Management's Assessment of Internal Control
Over Financial Reporting ...........................................................................167-199
Separate or Combined Reports.......................................................169-170
Report Date.....................................................................................171-172
Report Modifications .............................................................................. 173
Management's Assessment Inadequate or Report Inappropriate .......... 174
Material Weaknesses......................................................................175-177
Scope Limitations............................................................................178-181
Opinions Based, in Part, on the Report of Another Auditor .............182-185
Subsequent Events .........................................................................186-189
Management's Report Containing Additional Information ...............190-192
Effect of Auditor's Adverse Opinion on Internal Control Over
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Financial Reporting on the Opinion on Financial Statements..........193-196
Subsequent Discovery of Information Existing at the Date of the
Auditor's Report on Internal Control Over Financial Reporting............... 197
Filings Under Federal Securities Statutes .......................................198-199

AUDITOR'S RESPONSIBILITIES FOR EVALUATING MANAGEMENT'S
CERTIFICATION DISCLOSURES ABOUT INTERNAL CONTROL OVER
FINANCIAL REPORTING ........................................................................................200-206
Required Management Certifications.........................................................200-201
Auditor Evaluation Responsibilities............................................................202-206

REQUIRED COMMUNICATIONS IN AN AUDIT OF INTERNAL
CONTROL OVER FINANCIAL REPORTING .............................................................207-214
EFFECTIVE DATE ..................................................................................................215-216
Appendix A –
Reporting
Appendix B –
Appendix C –
Appendix D –
Weaknesses
Appendix E –

Illustrative Reports on Internal Control Over Financial
Additional Performance Requirements and Directions;
Extent-of-Testing Examples
Safeguarding of Assets
Examples of Significant Deficiencies and Material
Background and Basis for Conclusions

Applicability of Standard
1.
This standard establishes requirements and provides directions that apply
when an auditor is engaged to audit both a company's financial statements and
management's assessment of the effectiveness of internal control over financial
reporting.
Note: The term auditor includes both public accounting firms registered
with the Public Company Accounting Oversight Board ("PCAOB" or the
"Board") and associated persons thereof.
2.
A company subject to the reporting requirements of the Securities
Exchange Act of 1934 (an "issuer") is required to include in its annual report a
report of management on the company's internal control over financial reporting.
Registered investment companies, issuers of asset-backed securities, and
nonpublic companies are not subject to the reporting requirements mandated by
Section 404 of the Sarbanes-Oxley Act of 2002 (the "Act") (PL 107-204). The
report of management is required to contain management's assessment of the
effectiveness of the company's internal control over financial reporting as of the
end of the company's most recent fiscal year, including a statement as to
whether the company's internal control over financial reporting is effective. The
auditor that audits the company's financial statements included in the annual
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report is required to attest to and report on management's assessment. The
company is required to file the auditor's attestation report as part of the annual
report.
Note: The term issuer means an issuer (as defined in Section 3 of the
Securities Exchange Act of 1934), the securities of which are registered
under Section 12 of that Act, or that is required to file reports under
Section 15(d) of that Act, or that files or has filed a registration statement
with the Securities and Exchange Commission ("SEC" or "Commission")
that has not yet become effective under the Securities Act of 1933, and
that it has not withdrawn.
Note: Various parts of this standard summarize legal requirements
imposed on issuers by the SEC, as well as legal requirements imposed on
auditors by regulatory authorities other than the PCAOB. These parts of
the standard are intended to provide context and to promote the auditor's
understanding of the relationship between his or her obligations under this
standard and his or her other legal responsibilities. The standard does not
incorporate these legal requirements by reference and is not an
interpretation of those other requirements and should not be so construed.
(This Note does not apply to references in the standard to the existing
professional standards and the Board's interim auditing and related
professional practice standards.)
3.
This standard is the standard on attestation engagements referred to in
Section 404(b) of the Act. This standard is also the standard referred to in
Section 103(a)(2)(A)(iii) of the Act. Throughout this standard, the auditor's
attestation of management's assessment of the effectiveness of internal control
over financial reporting required by Section 404(b) of the Act is referred to as the
audit of internal control over financial reporting.
Note: The two terms audit of internal control over financial reporting and
attestation of management's assessment of the effectiveness of internal
control over financial reporting refer to the same professional service. The
first refers to the process, and the second refers to the result of that
process.

Auditor's Objective in an Audit of Internal Control Over
Financial Reporting
4.
The auditor's objective in an audit of internal control over financial
reporting is to express an opinion on management's assessment of the
effectiveness of the company's internal control over financial reporting. To form a
basis for expressing such an opinion, the auditor must plan and perform the audit
to obtain reasonable assurance about whether the company maintained, in all
material respects, effective internal control over financial reporting as of the date
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specified in management's assessment. The auditor also must audit the
company's financial statements as of the date specified in management's
assessment because the information the auditor obtains during a financial
statement audit is relevant to the auditor's conclusion about the effectiveness of
the company's internal control over financial reporting. Maintaining effective
internal control over financial reporting means that no material weaknesses exist;
therefore, the objective of the audit of internal control over financial reporting is to
obtain reasonable assurance that no material weaknesses exist as of the date
specified in management's assessment.
5.
To obtain reasonable assurance, the auditor evaluates the assessment
performed by management and obtains and evaluates evidence about whether
the internal control over financial reporting was designed and operated
effectively. The auditor obtains this evidence from a number of sources,
including using the work performed by others and performing auditing procedures
himself or herself.
6.
The auditor should be aware that persons who rely on the information
concerning internal control over financial reporting include investors, creditors,
the board of directors and audit committee, and regulators in specialized
industries, such as banking or insurance. The auditor should be aware that
external users of financial statements are interested in information on internal
control over financial reporting because it enhances the quality of financial
reporting and increases their confidence in financial information, including
financial information issued between annual reports, such as quarterly
information. Information on internal control over financial reporting is also
intended to provide an early warning to those inside and outside the company
who are in a position to insist on improvements in internal control over financial
reporting, such as the audit committee and regulators in specialized industries.
Additionally, Section 302 of the Act and Securities Exchange Act Rule 13a-14(a)
or 15d-14(a),1/ whichever applies, require management, with the participation of
the principal executive and financial officers, to make quarterly and annual
certifications with respect to the company's internal control over financial
reporting.

Definitions Related to Internal Control Over Financial Reporting
7.
For purposes of management's assessment and the audit of internal
control over financial reporting in this standard, internal control over financial
reporting is defined as follows:
A process designed by, or under the supervision of, the company's
principal executive and principal financial officers, or persons performing
1/

See 17 C.F.R. 240.13a-14(a) or 17 C.F.R. 240.15d-14(a), whichever

applies.
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similar functions, and effected by the company'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 with generally
accepted accounting principles and includes those policies and
procedures that:
(1)

Pertain to the maintenance of records that, in reasonable detail,
accurately and fairly reflect the transactions and dispositions of the
assets of the company;

(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 company are being made only in
accordance with authorizations of management and directors of the
company; and

(3)

Provide reasonable assurance regarding prevention or timely
detection of unauthorized acquisition, use or disposition of the
company's assets that could have a material effect on the financial
statements.

Note: This definition is the same one used by the SEC in its rules
requiring management to report on internal control over financial reporting,
except the word "registrant" has been changed to "company" to conform to
the wording in this standard. (See Securities Exchange Act Rules 13a15(f) and 15d-15(f).2/)
Note: Throughout this standard, internal control over financial reporting
(singular) refers to the process described in this paragraph. Individual
controls or subsets of controls are referred to as controls or controls over
financial reporting.
8.
A control deficiency exists when the design or operation of a control does
not allow management or employees, in the normal course of performing their
assigned functions, to prevent or detect misstatements on a timely basis.
•

A deficiency in design exists when (a) a control necessary to meet
the control objective is missing or (b) an existing control is not
properly designed so that, even if the control operates as designed,
the control objective is not always met.

2/

See 17 C.F.R. 240, 13a-15(f) and 15d-15(f).
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•

A deficiency in operation exists when a properly designed control
does not operate as designed, or when the person performing the
control does not possess the necessary authority or qualifications
to perform the control effectively.

9.
A significant deficiency is a control deficiency, or combination of control
deficiencies, that adversely affects the company's ability to initiate, authorize,
record, process, or report external financial data reliably in accordance with
generally accepted accounting principles such that there is more than a remote
likelihood that a misstatement of the company's annual or interim financial
statements that is more than inconsequential will not be prevented or detected.
Note: The term "remote likelihood" as used in the definitions of significant
deficiency and material weakness (paragraph 10) has the same meaning
as the term "remote" as used in Financial Accounting Standards Board
Statement No. 5, Accounting for Contingencies ("FAS No. 5"). Paragraph
3 of FAS No. 5 states:
When a loss contingency exists, the likelihood that the future event
or events will confirm the loss or impairment of an asset or the
incurrence of a liability can range from probable to remote. This
Statement uses the terms probable, reasonably possible, and
remote to identify three areas within that range, as follows:
a.
b.

c.

Probable. The future event or events are likely to
occur.
Reasonably possible. The chance of the future event
or events occurring is more than remote but less than
likely.
Remote. The chance of the future events or events
occurring is slight.

Therefore, the likelihood of an event is "more than remote" when it is
either reasonably possible or probable.
Note: A misstatement is inconsequential if a reasonable person would
conclude, after considering the possibility of further undetected
misstatements, that the misstatement, either individually or when
aggregated with other misstatements, would clearly be immaterial to the
financial statements. If a reasonable person could not reach such a
conclusion regarding a particular misstatement, that misstatement is more
than inconsequential.
10.
A material weakness is a significant deficiency, or combination of
significant deficiencies, that results in more than a remote likelihood that a
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material misstatement of the annual or interim financial statements will not be
prevented or detected.
Note: In evaluating whether a control deficiency exists and whether
control deficiencies, either individually or in combination with other control
deficiencies, are significant deficiencies or material weaknesses, the
auditor should consider the definitions in paragraphs 8, 9 and 10, and the
directions in paragraphs 130 through 137. As explained in paragraph 23,
the evaluation of the materiality of the control deficiency should include
both quantitative and qualitative considerations. Qualitative factors that
might be important in this evaluation include the nature of the financial
statement accounts and assertions involved and the reasonably possible
future consequences of the deficiency. Furthermore, in determining
whether a control deficiency or combination of deficiencies is a significant
deficiency or a material weakness, the auditor should evaluate the effect
of compensating controls and whether such compensating controls are
effective.
11.
Controls over financial reporting may be preventive controls or detective
controls.
•

Preventive controls have the objective of preventing errors or fraud
from occurring in the first place that could result in a misstatement
of the financial statements.

•

Detective controls have the objective of detecting errors or fraud
that have already occurred that could result in a misstatement of
the financial statements.

12.
Even well-designed controls that are operating as designed might not
prevent a misstatement from occurring. However, this possibility may be
countered by overlapping preventive controls or partially countered by detective
controls. Therefore, effective internal control over financial reporting often
includes a combination of preventive and detective controls to achieve a specific
control objective. The auditor's procedures as part of either the audit of internal
control over financial reporting or the audit of the financial statements are not part
of a company's internal control over financial reporting.

Framework Used by Management to Conduct Its Assessment
13.
Management is required to base its assessment of the effectiveness of the
company's internal control over financial reporting on a suitable, recognized
control framework established by a body of experts that followed due-process
procedures, including the broad distribution of the framework for public comment.
In addition to being available to users of management's reports, a framework is
suitable only when it:
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•

Is free from bias;

•

Permits reasonably consistent qualitative and quantitative
measurements of a company's internal control over financial
reporting;

•

Is sufficiently complete so that those relevant factors that would
alter a conclusion about the effectiveness of a company's internal
control over financial reporting are not omitted; and

•

Is relevant to an evaluation of internal control over financial
reporting.

Committee of Sponsoring Organizations Framework
14.
In the United States, the Committee of Sponsoring Organizations
("COSO") of the Treadway Commission has published Internal Control –
Integrated Framework. Known as the COSO report, it provides a suitable and
available framework for purposes of management's assessment. For that
reason, the performance and reporting directions in this standard are based on
the COSO framework. Other suitable frameworks have been published in other
countries and may be developed in the future. Such other suitable frameworks
may be used in an audit of internal control over financial reporting. Although
different frameworks may not contain exactly the same elements as COSO, they
should have elements that encompass, in general, all the themes in COSO.
Therefore, the auditor should be able to apply the concepts and guidance in this
standard in a reasonable manner.
15.
The COSO framework identifies three primary objectives of internal
control: efficiency and effectiveness of operations, financial reporting, and
compliance with laws and regulations. The COSO perspective on internal control
over financial reporting does not ordinarily include the other two objectives of
internal control, which are the effectiveness and efficiency of operations and
compliance with laws and regulations. However, the controls that management
designs and implements may achieve more than one objective. Also, operations
and compliance with laws and regulations directly related to the presentation of
and required disclosures in financial statements are encompassed in internal
control over financial reporting. Additionally, not all controls relevant to financial
reporting are accounting controls. Accordingly, all controls that could materially
affect financial reporting, including controls that focus primarily on the
effectiveness and efficiency of operations or compliance with laws and
regulations and also have a material effect on the reliability of financial reporting,
are a part of internal control over financial reporting. More information about the
COSO framework is included in the COSO report and in AU sec. 319,
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Consideration of Internal Control in a Financial Statement Audit.3/ The COSO
report also discusses special considerations for internal control over financial
reporting for small and medium-sized companies.

Inherent Limitations in Internal Control Over Financial Reporting
16.
Internal control over financial reporting cannot provide absolute assurance
of achieving financial reporting objectives because of its inherent limitations.
Internal control over financial reporting is a process that involves human
diligence and compliance and is subject to lapses in judgment and breakdowns
resulting from human failures. Internal control over financial reporting also can
be circumvented by collusion or improper management override. Because of
such limitations, there is a risk that material misstatements may not be prevented
or detected on a timely basis by internal control over financial reporting.
However, these inherent limitations are known features of the financial reporting
process. Therefore, it is possible to design into the process safeguards to
reduce, though not eliminate, this risk.

The Concept of Reasonable Assurance
17.
Management's assessment of the effectiveness of internal control over
financial reporting is expressed at the level of reasonable assurance. The
concept of reasonable assurance is built into the definition of internal control over
financial reporting and also is integral to the auditor's opinion.4/ Reasonable
assurance includes the understanding that there is a remote likelihood that
material misstatements will not be prevented or detected on a timely basis.
Although not absolute assurance, reasonable assurance is, nevertheless, a high
level of assurance.
18.
Just as there are inherent limitations on the assurance that effective
internal control over financial reporting can provide, as discussed in paragraph
16, there are limitations on the amount of assurance the auditor can obtain as a
result of performing his or her audit of internal control over financial reporting.
Limitations arise because an audit is conducted on a test basis and requires the
3/

The Board adopted the generally accepted auditing standards, as described
in the AICPA Auditing Standards Board's ("ASB") Statement on Auditing Standards No.
95, Generally Accepted Auditing Standards, as in existence on April 16, 2003, on an
initial, transitional basis. The Statements on Auditing Standards promulgated by the ASB
have been codified into the AICPA Professional Standards, Volume 1, as AU sections
100 through 900. References in this standard to AU sections refer to those generally
accepted auditing standards, as adopted on an interim basis in PCAOB Rule 3200T.
4/
See Final Rule: Management's Reports on Internal Control Over
Financial Reporting and Certification of Disclosure in Exchange Act Periodic Reports,
Securities and Exchange Commission Release No. 33-8238 (June 5, 2003) [68 FR 36636]
for further discussion of reasonable assurance.
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exercise of professional judgment. Nevertheless, the audit of internal control
over financial reporting includes obtaining an understanding of internal control
over financial reporting, testing and evaluating the design and operating
effectiveness of internal control over financial reporting, and performing such
other procedures as the auditor considers necessary to obtain reasonable
assurance about whether internal control over financial reporting is effective.
19.
There is no difference in the level of work performed or assurance
obtained by the auditor when expressing an opinion on management's
assessment of effectiveness or when expressing an opinion directly on the
effectiveness of internal control over financial reporting. In either case, the
auditor must obtain sufficient evidence to provide a reasonable basis for his or
her opinion and the use and evaluation of management's assessment is inherent
in expressing either opinion.
Note: The auditor's report on internal control over financial reporting does
not relieve management of its responsibility for assuring users of its
financial reports about the effectiveness of internal control over financial
reporting.

Management's Responsibilities in an Audit of Internal Control
Over Financial Reporting
20.
For the auditor to satisfactorily complete an audit of internal control over
financial reporting, management must do the following:5/
a.

Accept responsibility for the effectiveness of the company's internal
control over financial reporting;

b.

Evaluate the effectiveness of the company's internal control over
financial reporting using suitable control criteria;

c.

Support its evaluation
documentation; and

d.

Present a written assessment of the effectiveness of the company's
internal control over financial reporting as of the end of the
company's most recent fiscal year.

with

sufficient

evidence,

including

21.
If the auditor concludes that management has not fulfilled the
responsibilities enumerated in the preceding paragraph, the auditor should
communicate, in writing, to management and the audit committee that the audit
5/

Management is required to fulfill these responsibilities. See Items 308(a)
and (c) of Regulation S-B and S-K, 17 C.F.R. 228.308 (a) and (c) and 229.308 (a) and
(c), respectively.
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of internal control over financial reporting cannot be satisfactorily completed and
that he or she is required to disclaim an opinion. Paragraphs 40 through 46
provide information for the auditor about evaluating management's process for
assessing internal control over financial reporting.

Materiality Considerations in an Audit of Internal Control
Over Financial Reporting
22.
The auditor should apply the concept of materiality in an audit of internal
control over financial reporting at both the financial-statement level and at the
individual account-balance level. The auditor uses materiality at the financialstatement level in evaluating whether a deficiency, or combination of
deficiencies, in controls is a significant deficiency or a material weakness.
Materiality at both the financial-statement level and the individual accountbalance level is relevant to planning the audit and designing procedures.
Materiality at the account-balance level is necessarily lower than materiality at
the financial-statement level.
23.
The same conceptual definition of materiality that applies to financial
reporting applies to information on internal control over financial reporting,
including the relevance of both quantitative and qualitative considerations.6/
•

The quantitative considerations are essentially the same as in an
audit of financial statements and relate to whether misstatements
that would not be prevented or detected by internal control over
financial reporting, individually or collectively, have a quantitatively
material effect on the financial statements.

•

The qualitative considerations apply to evaluating materiality with
respect to the financial statements and to additional factors that
relate to the perceived needs of reasonable persons who will rely
on the information. Paragraph 6 describes some qualitative
considerations.

Fraud Considerations in an Audit of Internal Control
Over Financial Reporting
24.
The auditor should evaluate all controls specifically intended to address
the risks of fraud that have at least a reasonably possible likelihood of having a
material effect on the company's financial statements. These controls may be a
part of any of the five components of internal control over financial reporting, as
discussed in paragraph 49. Controls related to the prevention and detection of

6/

AU sec. 312, Audit Risk and Materiality in Conducting an Audit, provides
additional explanation of materiality.
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fraud often have a pervasive effect on the risk of fraud. Such controls include,
but are not limited to, the:
•

Controls restraining misappropriation of company assets that could
result in a material misstatement of the financial statements;

•

Company's risk assessment processes;

•

Code of ethics/conduct provisions, especially those related to
conflicts of interest, related party transactions, illegal acts, and the
monitoring of the code by management and the audit committee or
board;

•

Adequacy of the internal audit activity and whether the internal
audit function reports directly to the audit committee, as well as the
extent of the audit committee's involvement and interaction with
internal audit; and

•

Adequacy of the company's procedures for handling complaints
and for accepting confidential submissions of concerns about
questionable accounting or auditing matters.

25.
Part of management's responsibility when designing a company's internal
control over financial reporting is to design and implement programs and controls
to prevent, deter, and detect fraud. Management, along with those who have
responsibility for oversight of the financial reporting process (such as the audit
committee), should set the proper tone; create and maintain a culture of honesty
and high ethical standards; and establish appropriate controls to prevent, deter,
and detect fraud. When management and those responsible for the oversight of
the financial reporting process fulfill those responsibilities, the opportunities to
commit fraud can be reduced significantly.
26.
In an audit of internal control over financial reporting, the auditor's
evaluation of controls is interrelated with the auditor's evaluation of controls in a
financial statement audit, as required by AU sec. 316, Consideration of Fraud in
a Financial Statement Audit. Often, controls identified and evaluated by the
auditor during the audit of internal control over financial reporting also address or
mitigate fraud risks, which the auditor is required to consider in a financial
statement audit. If the auditor identifies deficiencies in controls designed to
prevent and detect fraud during the audit of internal control over financial
reporting, the auditor should alter the nature, timing, or extent of procedures to
be performed during the financial statement audit to be responsive to such
deficiencies, as provided in paragraphs .44 and .45 of AU sec. 316.

Performing an Audit of Internal Control Over Financial Reporting
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27.
In an audit of internal control over financial reporting, the auditor must
obtain sufficient competent evidence about the design and operating
effectiveness of controls over all relevant financial statement assertions related to
all significant accounts and disclosures in the financial statements. The auditor
must plan and perform the audit to obtain reasonable assurance that deficiencies
that, individually or in the aggregate, would represent material weaknesses are
identified. Thus, the audit is not designed to detect deficiencies in internal control
over financial reporting that, individually or in the aggregate, are less severe than
a material weakness. Because of the potential significance of the information
obtained during the audit of the financial statements to the auditor's conclusions
about the effectiveness of internal control over financial reporting, the auditor
cannot audit internal control over financial reporting without also auditing the
financial statements.
Note: However, the auditor may audit the financial statements without
also auditing internal control over financial reporting, for example, in the
case of certain initial public offerings by a company. See the discussion
beginning at paragraph 145 for more information about the importance of
auditing both internal control over financial reporting as well as the
financial statements when the auditor is engaged to audit internal control
over financial reporting.
28.
The auditor must adhere to the general standards (See paragraphs 30
through 36) and fieldwork and reporting standards (See paragraph 37) in
performing an audit of a company's internal control over financial reporting. This
involves the following:
a.

Planning the engagement;

b.

Evaluating management's assessment process;

c.

Obtaining an understanding of internal control over financial
reporting;

d.

Testing and evaluating design effectiveness of internal control over
financial reporting;

e.

Testing and evaluating operating effectiveness of internal control
over financial reporting; and

f.

Forming an opinion on the effectiveness of internal control over
financial reporting.

29.
Even though some requirements of this standard are set forth in a manner
that suggests a sequential process, auditing internal control over financial
reporting involves a process of gathering, updating, and analyzing information.
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Accordingly, the auditor may perform some of the procedures and evaluations
described in this section on "Performing an Audit of Internal Control Over
Financial Reporting" concurrently.
Applying General, Fieldwork, and Reporting Standards
30.
The general standards (See AU sec. 150, Generally Accepted Auditing
Standards) are applicable to an audit of internal control over financial reporting.
These standards require technical training and proficiency as an auditor,
independence in fact and appearance, and the exercise of due professional care,
including professional skepticism.
31.
Technical Training and Proficiency. To perform an audit of internal control
over financial reporting, the auditor should have competence in the subject
matter of internal control over financial reporting.
32.
Independence. The applicable requirements of independence are largely
predicated on four basic principles: (1) an auditor must not act as management
or as an employee of the audit client, (2) an auditor must not audit his or her own
work, (3) an auditor must not serve in a position of being an advocate for his or
her client, and (4) an auditor must not have mutual or conflicting interests with his
or her audit client.7/ If the auditor were to design or implement controls, that
situation would place the auditor in a management role and result in the auditor
auditing his or her own work. These requirements, however, do not preclude the
auditor from making substantive recommendations as to how management may
improve the design or operation of the company's internal controls as a byproduct of an audit.
33.
The auditor must not accept an engagement to provide internal controlrelated services to an issuer for which the auditor also audits the financial
statements unless that engagement has been specifically pre-approved by the
audit committee. For any internal control services the auditor provides,
management must be actively involved and cannot delegate responsibility for
these matters to the auditor. Management's involvement must be substantive
and extensive. Management's acceptance of responsibility for documentation
and testing performed by the auditor does not by itself satisfy the independence
requirements.
34.
Maintaining independence, in fact and appearance, requires careful
attention, as is the case with all independence issues when work concerning
internal control over financial reporting is performed. Unless the auditor and the
audit committee are diligent in evaluating the nature and extent of services

7/

See the Preliminary Note of Rule 2-01 of Regulation S-X, 17 C.F.R.

210.2-01.
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provided, the services might violate basic principles of independence and cause
an impairment of independence in fact or appearance.
35.
The independent auditor and the audit committee have significant and
distinct responsibilities for evaluating whether the auditor's services impair
independence in fact or appearance. The test for independence in fact is
whether the activities would impede the ability of anyone on the engagement
team or in a position to influence the engagement team from exercising objective
judgment in the audits of the financial statements or internal control over financial
reporting. The test for independence in appearance is whether a reasonable
investor, knowing all relevant facts and circumstances, would perceive an auditor
as having interests which could jeopardize the exercise of objective and impartial
judgments on all issues encompassed within the auditor's engagement.
36.
Due Professional Care. The auditor must exercise due professional care
in an audit of internal control over financial reporting. One important tenet of due
professional care is exercising professional skepticism. In an audit of internal
control over financial reporting, exercising professional skepticism involves
essentially the same considerations as in an audit of financial statements, that is,
it includes a critical assessment of the work that management has performed in
evaluating and testing controls.
37.
Fieldwork and Reporting Standards. This standard establishes the
fieldwork and reporting standards applicable to an audit of internal control over
financial reporting.
38.
The concept of materiality, as discussed in paragraphs 22 and 23,
underlies the application of the general and fieldwork standards.
Planning the Engagement
39.
The audit of internal control over financial reporting should be properly
planned and assistants, if any, are to be properly supervised. When planning the
audit of internal control over financial reporting, the auditor should evaluate how
the following matters will affect the auditor's procedures:
•

Knowledge of the company's internal control over financial reporting
obtained during other engagements.

•

Matters affecting the industry in which the company operates, such
as financial reporting practices, economic conditions, laws and
regulations, and technological changes.

•

Matters relating to the company's business, including its
organization, operating characteristics, capital structure, and
distribution methods.
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•

The extent of recent changes, if any, in the company, its
operations, or its internal control over financial reporting.

•

Management's process for assessing the effectiveness of the
company's internal control over financial reporting based upon
control criteria.

•

Preliminary judgments about materiality, risk, and other factors
relating to the determination of material weaknesses.

•

Control deficiencies previously
committee or management.

•

Legal or regulatory matters of which the company is aware.

•

The type and extent of available evidence related to the
effectiveness of the company's internal control over financial
reporting.

•

Preliminary judgments about the effectiveness of internal control
over financial reporting.

•

The number of significant business locations or units, including
management's documentation and monitoring of controls over such
locations or business units. (Appendix B, paragraphs B1 through
B17, discusses factors the auditor should evaluate to determine the
locations at which to perform auditing procedures.)

communicated

to

the

audit

Evaluating Management's Assessment Process
40.
The auditor must obtain an understanding of, and evaluate, management's
process for assessing the effectiveness of the company's internal control over
financial reporting. When obtaining the understanding, the auditor should
determine whether management has addressed the following elements:
•

Determining which controls should be tested, including controls
over all relevant assertions related to all significant accounts and
disclosures in the financial statements. Generally, such controls
include:
–

Controls over initiating, authorizing, recording, processing,
and reporting significant accounts and disclosures and
related assertions embodied in the financial statements.
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–

Controls over the selection and application of accounting
policies that are in conformity with generally accepted
accounting principles.

–

Antifraud programs and controls.

–

Controls, including information technology general controls,
on which other controls are dependent.

–

Controls over significant nonroutine and nonsystematic
transactions, such as accounts involving judgments and
estimates.

–

Company level controls (as described in paragraph 53),
including:
–

The control environment and

–

Controls over the period-end financial reporting
process, including controls over procedures used to
enter transaction totals into the general ledger; to
initiate, authorize, record, and process journal entries
in the general ledger; and to record recurring and
nonrecurring adjustments to the financial statements
(for example, consolidating adjustments, report
combinations, and reclassifications).
Note: References to the period-end financial
reporting process in this standard refer to the
preparation of both annual and quarterly financial
statements.

•

Evaluating the likelihood that failure of the control could result in a
misstatement, the magnitude of such a misstatement, and the
degree to which other controls, if effective, achieve the same
control objectives.

•

Determining the locations or business units to include in the
evaluation for a company with multiple locations or business units
(See paragraphs B1 through B17).

•

Evaluating the design effectiveness of controls.

•

Evaluating the operating effectiveness of controls based on
procedures sufficient to assess their operating effectiveness.
Examples of such procedures include testing of the controls by
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internal audit, testing of controls by others under the direction of
management, using a service organization's reports (See
paragraphs B18 through B29), inspection of evidence of the
application of controls, or testing by means of a self-assessment
process, some of which might occur as part of management's
ongoing monitoring activities. Inquiry alone is not adequate to
complete this evaluation. To evaluate the effectiveness of the
company's internal control over financial reporting, management
must have evaluated controls over all relevant assertions related to
all significant accounts and disclosures.
•

Determining the deficiencies in internal control over financial
reporting that are of such a magnitude and likelihood of occurrence
that they constitute significant deficiencies or material weaknesses.

•

Communicating findings to the auditor and to others, if applicable.

•

Evaluating whether findings
management's assessment.

are

reasonable

and

support

41.
As part of the understanding and evaluation of management's process, the
auditor should obtain an understanding of the results of procedures performed by
others. Others include internal audit and third parties working under the direction
of management, including other auditors and accounting professionals engaged
to perform procedures as a basis for management's assessment. Inquiry of
management and others is the beginning point for obtaining an understanding of
internal control over financial reporting, but inquiry alone is not adequate for
reaching a conclusion on any aspect of internal control over financial reporting
effectiveness.
Note: Management cannot use the auditor's procedures as part of the
basis for its assessment of the effectiveness of internal control over
financial reporting.
42.
Management's
Documentation.
When
determining
whether
management's documentation provides reasonable support for its assessment,
the auditor should evaluate whether such documentation includes the following:
•

The design of controls over all relevant assertions related to all
significant accounts and disclosures in the financial statements.
The documentation should include the five components of internal
control over financial reporting as discussed in paragraph 49,
including the control environment and company-level controls as
described in paragraph 53;
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•

Information about how significant transactions are initiated,
authorized, recorded, processed and reported;

•

Sufficient information about the flow of transactions to identify the
points at which material misstatements due to error or fraud could
occur;

•

Controls designed to prevent or detect fraud, including who
performs the controls and the related segregation of duties;

•

Controls over the period-end financial reporting process;

•

Controls over safeguarding of assets (See paragraphs C1 through
C6); and

•

The results of management's testing and evaluation.

43.
Documentation might take many forms, such as paper, electronic files, or
other media, and can include a variety of information, including policy manuals,
process models, flowcharts, job descriptions, documents, and forms. The form
and extent of documentation will vary depending on the size, nature, and
complexity of the company.
44.
Documentation of the design of controls over relevant assertions related to
significant accounts and disclosures is evidence that controls related to
management's assessment of the effectiveness of internal control over financial
reporting, including changes to those controls, have been identified, are capable
of being communicated to those responsible for their performance, and are
capable of being monitored by the company. Such documentation also provides
the foundation for appropriate communication concerning responsibilities for
performing controls and for the company's evaluation of and monitoring of the
effective operation of controls.
45.
Inadequate documentation of the design of controls over relevant
assertions related to significant accounts and disclosures is a deficiency in the
company's internal control over financial reporting. As discussed in paragraph
138, the auditor should evaluate this documentation deficiency. The auditor
might conclude that the deficiency is only a deficiency, or that the deficiency
represents a significant deficiency or a material weakness. In evaluating the
deficiency as to its significance, the auditor should determine whether
management can demonstrate the monitoring component of internal control over
financial reporting.
46.
Inadequate documentation also could cause the auditor to conclude that
there is a limitation on the scope of the engagement.
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Obtaining an Understanding of Internal Control Over Financial Reporting
47.
The auditor should obtain an understanding of the design of specific
controls by applying procedures that include:
•

Making inquiries of appropriate management, supervisory, and staff
personnel;

•

Inspecting company documents;

•

Observing the application of specific controls; and

•

Tracing transactions through the information system relevant to
financial reporting.

48.
The auditor could also apply additional procedures to obtain an
understanding of the design of specific controls.
49.
The auditor must obtain an understanding of the design of controls related
to each component of internal control over financial reporting, as discussed
below.
•

Control Environment. Because of the pervasive effect of the control
environment on the reliability of financial reporting, the auditor's
preliminary judgment about its effectiveness often influences the
nature, timing, and extent of the tests of operating effectiveness
considered necessary. Weaknesses in the control environment
should cause the auditor to alter the nature, timing, or extent of
tests of operating effectiveness that otherwise should have been
performed in the absence of the weaknesses.

•

Risk Assessment. When obtaining an understanding of the
company's risk assessment process, the auditor should evaluate
whether management has identified the risks of material
misstatement in the significant accounts and disclosures and
related assertions of the financial statements and has implemented
controls to prevent or detect errors or fraud that could result in
material misstatements. For example, the risk assessment process
should address how management considers the possibility of
unrecorded transactions or identifies and analyzes significant
estimates recorded in the financial statements. Risks relevant to
reliable financial reporting also relate to specific events or
transactions.

•

Control Activities. The auditor's understanding of control activities
relates to the controls that management has implemented to
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prevent or detect errors or fraud that could result in material
misstatement in the accounts and disclosures and related
assertions of the financial statements. For the purposes of
evaluating the effectiveness of internal control over financial
reporting, the auditor's understanding of control activities
encompasses a broader range of accounts and disclosures than
what is normally obtained for the financial statement audit.
•

Information and Communication. The auditor's understanding of
management's
information
and
communication
involves
understanding the same systems and processes that he or she
addresses in an audit of financial statements. In addition, this
understanding includes a greater emphasis on comprehending the
safeguarding controls and the processes for authorization of
transactions and the maintenance of records, as well as the periodend financial reporting process (discussed further beginning at
paragraph 76).

•

Monitoring.
The auditor's understanding of management's
monitoring of controls extends to and includes its monitoring of all
controls, including control activities, which management has
identified and designed to prevent or detect material misstatement
in the accounts and disclosures and related assertions of the
financial statements.

50.
Some controls (such as company-level controls, described in paragraph
53) might have a pervasive effect on the achievement of many overall objectives
of the control criteria. For example, information technology general controls over
program development, program changes, computer operations, and access to
programs and data help ensure that specific controls over the processing of
transactions are operating effectively. In contrast, other controls are designed to
achieve specific objectives of the control criteria. For example, management
generally establishes specific controls, such as accounting for all shipping
documents, to ensure that all valid sales are recorded.
51.
The auditor should focus on combinations of controls, in addition to
specific controls in isolation, in assessing whether the objectives of the control
criteria have been achieved. The absence or inadequacy of a specific control
designed to achieve the objectives of a specific criterion might not be a
deficiency if other controls specifically address the same criterion. Further, when
one or more controls achieve the objectives of a specific criterion, the auditor
might not need to evaluate other controls designed to achieve those same
objectives.
52.
Identifying Company-Level Controls. Controls that exist at the companylevel often have a pervasive impact on controls at the process, transaction, or
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application level. For that reason, as a practical consideration, it may be
appropriate for the auditor to test and evaluate the design effectiveness of
company-level controls first, because the results of that work might affect the way
the auditor evaluates the other aspects of internal control over financial reporting.
53.

Company-level controls are controls such as the following:
•

Controls within the control environment, including tone at the top,
the assignment of authority and responsibility, consistent policies
and procedures, and company-wide programs, such as codes of
conduct and fraud prevention, that apply to all locations and
business units (See paragraphs 113 through 115 for further
discussion);

•

Management's risk assessment process;

•

Centralized processing and controls, including shared service
environments;

•

Controls to monitor results of operations;

•

Controls to monitor other controls, including activities of the internal
audit function, the audit committee, and self-assessment programs;

•

The period-end financial reporting process; and

•

Board-approved policies that address significant business control
and risk management practices.

Note: The controls listed above are not intended to be a complete list of
company-level controls nor is a company required to have all the controls
in the list to support its assessment of effective company-level controls.
However, ineffective company-level controls are a deficiency that will
affect the scope of work performed, particularly when a company has
multiple locations or business units, as described in Appendix B.
54.
Testing company-level controls alone is not sufficient for the purpose of
expressing an opinion on the effectiveness of a company's internal control over
financial reporting.
55.
Evaluating the Effectiveness of the Audit Committee's Oversight of the
Company's External Financial Reporting and Internal Control Over Financial
Reporting. The company's audit committee plays an important role within the
control environment and monitoring components of internal control over financial
reporting. Within the control environment, the existence of an effective audit
committee helps to set a positive tone at the top. Within the monitoring
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component, an effective audit committee challenges the company's activities in
the financial arena.
Note: Although the audit committee plays an important role within the
control environment and monitoring components of internal control over
financial reporting, management is responsible for maintaining effective
internal control over financial reporting. This standard does not suggest
that this responsibility has been transferred to the audit committee.
Note: If no such committee exists with respect to the company, all
references to the audit committee in this standard apply to the entire board
of directors of the company.8/ The auditor should be aware that
companies whose securities are not listed on a national securities
exchange or an automated inter-dealer quotation system of a national
securities association (such as the New York Stock Exchange, American
Stock Exchange, or NASDAQ) may not be required to have independent
directors for their audit committees. In this case, the auditor should not
consider the lack of independent directors at these companies indicative,
by itself, of a control deficiency. Likewise, the independence requirements
of Securities Exchange Act Rule 10A-39/ are not applicable to the listing of
non-equity securities of a consolidated or at least 50 percent beneficially
owned subsidiary of a listed issuer that is subject to the requirements of
Securities Exchange Act Rule 10A-3(c)(2).10/ Therefore, the auditor
should interpret references to the audit committee in this standard, as
applied to a subsidiary registrant, as being consistent with the provisions
of Securities Exchange Act Rule 10A-3(c)(2).11/
Furthermore, for
subsidiary registrants, communications required by this standard to be
directed to the audit committee should be made to the same committee or
equivalent body that pre-approves the retention of the auditor by or on
behalf of the subsidiary registrant pursuant to Rule 2-01(c)(7) of
Regulation S-X12/ (which might be, for example, the audit committee of the
subsidiary registrant, the full board of the subsidiary registrant, or the audit
committee of the subsidiary registrant's parent). In all cases, the auditor
should interpret the terms "board of directors" and "audit committee" in this
standard as being consistent with provisions for the use of those terms as
defined in relevant SEC rules.
8/

See 15 U.S.C. 78c(a)58 and 15 U.S.C. 7201(a)(3).

9/

See 17 C.F.R. 240.10A-3.

10/

See 17 C.F.R. 240.10A-3(c)(2).

11/

See 17 C.F.R. 240.10A-3(c)(2).

12/

See 17 C.F.R. 210.2-01(c)(7).
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56.
The company's board of directors is responsible for evaluating the
performance and effectiveness of the audit committee; this standard does not
suggest that the auditor is responsible for performing a separate and distinct
evaluation of the audit committee. However, because of the role of the audit
committee within the control environment and monitoring components of internal
control over financial reporting, the auditor should assess the effectiveness of the
audit committee as part of understanding and evaluating those components.
57.
The aspects of the audit committee's effectiveness that are important may
vary considerably with the circumstances. The auditor focuses on factors related
to the effectiveness of the audit committee's oversight of the company's external
financial reporting and internal control over financial reporting, such as the
independence of the audit committee members from management and the clarity
with which the audit committee's responsibilities are articulated (for example, in
the audit committee's charter) and how well the audit committee and
management understand those responsibilities. The auditor might also consider
the audit committee's involvement and interaction with the independent auditor
and with internal auditors, as well as interaction with key members of financial
management, including the chief financial officer and chief accounting officer.
58.
The auditor might also evaluate whether the right questions are raised and
pursued with management and the auditor, including questions that indicate an
understanding of the critical accounting policies and judgmental accounting
estimates, and the responsiveness to issues raised by the auditor.
59.
Ineffective oversight by the audit committee of the company's external
financial reporting and internal control over financial reporting should be regarded
as at least a significant deficiency and is a strong indicator that a material
weakness in internal control over financial reporting exists.
60.
Identifying Significant Accounts. The auditor should identify significant
accounts and disclosures, first at the financial-statement level and then at the
account or disclosure-component level. Determining specific controls to test
begins by identifying significant accounts and disclosures within the financial
statements. When identifying significant accounts, the auditor should evaluate
both quantitative and qualitative factors.
61.
An account is significant if there is more than a remote likelihood that the
account could contain misstatements that individually, or when aggregated with
others, could have a material effect on the financial statements, considering the
risks of both overstatement and understatement. Other accounts may be
significant on a qualitative basis based on the expectations of a reasonable user.
For example, investors might be interested in a particular financial statement
account even though it is not quantitatively large because it represents an
important performance measure.
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Note: For purposes of determining significant accounts, the assessment
as to likelihood should be made without giving any consideration to the
effectiveness of internal control over financial reporting.
62.
Components of an account balance subject to differing risks (inherent and
control) or different controls should be considered separately as potential
significant accounts. For instance, inventory accounts often consist of raw
materials (purchasing process), work in process (manufacturing process),
finished goods (distribution process), and an allowance for obsolescence.
63.
In some cases, separate components of an account might be a significant
account because of the company's organizational structure. For example, for a
company that has a number of separate business units, each with different
management and accounting processes, the accounts at each separate business
unit are considered individually as potential significant accounts.
64.
An account also may be considered significant because of the exposure to
unrecognized obligations represented by the account. For example, loss
reserves related to a self-insurance program or unrecorded contractual
obligations at a construction contracting subsidiary may have historically been
insignificant in amount, yet might represent a more than remote likelihood of
material misstatement due to the existence of material unrecorded claims.
65.
When deciding whether an account is significant, it is important for the
auditor to evaluate both quantitative and qualitative factors, including the:
•

Size and composition of the account;

•

Susceptibility of loss due to errors or fraud;

•

Volume of activity, complexity, and homogeneity of the individual
transactions processed through the account;

•

Nature of the account (for example, suspense accounts generally
warrant greater attention);

•

Accounting and reporting complexities associated with the account;

•

Exposure to losses represented by the account (for example, loss
accruals related to a consolidated construction contracting
subsidiary);

•

Likelihood (or possibility) of significant contingent liabilities arising
from the activities represented by the account;
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•

Existence of related party transactions in the account; and

•

Changes from the prior period in account characteristics (for
example, new complexities or subjectivity or new types of
transactions).

66.
For example, in a financial statement audit, the auditor might not consider
the fixed asset accounts significant when there is a low volume of transactions
and when inherent risk is assessed as low, even though the balances are
material to the financial statements. Accordingly, he or she might decide to
perform only substantive procedures on such balances. In an audit of internal
control over financial reporting, however, such accounts are significant accounts
because of their materiality to the financial statements.
67.
As another example, the auditor of the financial statements of a financial
institution might not consider trust accounts significant to the institution's financial
statements because such accounts are not included in the institution's balance
sheet and the associated fee income generated by trust activities is not material.
However, in determining whether trust accounts are a significant account for
purposes of the audit of internal control over financial reporting, the auditor
should assess whether the activities of the trust department are significant to the
institution's financial reporting, which also would include considering the
contingent liabilities that could arise if a trust department failed to fulfill its
fiduciary responsibilities (for example, if investments were made that were not in
accordance with stated investment policies). When assessing the significance of
possible contingent liabilities, consideration of the amount of assets under the
trust department's control may be useful. For this reason, an auditor who has not
considered trust accounts significant accounts for purposes of the financial
statement audit might determine that they are significant for purposes of the audit
of internal control over financial reporting.
68.
Identifying Relevant Financial Statement Assertions. For each significant
account, the auditor should determine the relevance of each of these financial
statement assertions:13/
•

Existence or occurrence;

•

Completeness;

•

Valuation or allocation;

•

Rights and obligations; and

13/

See

AU sec. 326, Evidential Matter, which provides additional information
on financial statement assertions.
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•

Presentation and disclosure.

69.
To identify relevant assertions, the auditor should determine the source of
likely potential misstatements in each significant account. In determining
whether a particular assertion is relevant to a significant account balance or
disclosure, the auditor should evaluate:
•

The nature of the assertion;

•

The volume of transactions or data related to the assertion; and

•

The nature and complexity of the systems, including the use of
information technology by which the company processes and
controls information supporting the assertion.

70.
Relevant assertions are assertions that have a meaningful bearing on
whether the account is fairly stated. For example, valuation may not be relevant
to the cash account unless currency translation is involved; however, existence
and completeness are always relevant. Similarly, valuation may not be relevant
to the gross amount of the accounts receivable balance, but is relevant to the
related allowance accounts.
Additionally, the auditor might, in some
circumstances, focus on the presentation and disclosure assertion separately in
connection with the period-end financial reporting process.
71.
Identifying Significant Processes and Major Classes of Transactions. The
auditor should identify each significant process over each major class of
transactions affecting significant accounts or groups of accounts. Major classes
of transactions are those classes of transactions that are significant to the
company's financial statements. For example, at a company whose sales may
be initiated by customers through personal contact in a retail store or
electronically through use of the internet, these types of sales would be two
major classes of transactions within the sales process if they were both
significant to the company's financial statements. As another example, at a
company for which fixed assets is a significant account, recording depreciation
expense would be a major class of transactions.
72.
Different types of major classes of transactions have different levels of
inherent risk associated with them and require different levels of management
supervision and involvement.
For this reason, the auditor might further
categorize the identified major classes of transactions by transaction type:
routine, nonroutine, and estimation.
•

Routine transactions are recurring financial activities reflected in the
accounting records in the normal course of business (for example,
sales, purchases, cash receipts, cash disbursements, payroll).
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•

Nonroutine transactions are activities that occur only periodically
(for example, taking physical inventory, calculating depreciation
expense, adjusting for foreign currencies). A distinguishing feature
of nonroutine transactions is that data involved are generally not
part of the routine flow of transactions.

•

Estimation transactions are activities that involve management
judgments or assumptions in formulating account balances in the
absence of a precise means of measurement (for example,
determining the allowance for doubtful accounts, establishing
warranty reserves, assessing assets for impairment).

73.
Most processes involve a series of tasks such as capturing input data,
sorting and merging data, making calculations, updating transactions and master
files, generating transactions, and summarizing and displaying or reporting data.
The processing procedures relevant for the auditor to understand the flow of
transactions generally are those activities required to initiate, authorize, record,
process and report transactions. Such activities include, for example, initially
recording sales orders, preparing shipping documents and invoices, and
updating the accounts receivable master file.
The relevant processing
procedures also include procedures for correcting and reprocessing previously
rejected transactions and for correcting erroneous transactions through adjusting
journal entries.
74.

For each significant process, the auditor should:
•

Understand the flow of transactions, including how transactions are
initiated, authorized, recorded, processed, and reported.

•

Identify the points within the process at which a misstatement –
including a misstatement due to fraud – related to each relevant
financial statement assertion could arise.

•

Identify the controls that management has implemented to address
these potential misstatements.

•

Identify the controls that management has implemented over the
prevention or timely detection of unauthorized acquisition, use, or
disposition of the company's assets.

Note: The auditor frequently obtains the understanding and identifies the
controls described above as part of his or her performance of
walkthroughs (as described beginning in paragraph 79).
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75.
The nature and characteristics of a company's use of information
technology in its information system affect the company's internal control over
financial reporting. AU sec. 319, Consideration of Internal Control in a Financial
Statement Audit, paragraphs .16 through .20, .30 through .32, and .77 through
.79, discuss the effect of information technology on internal control over financial
reporting.
76.
Understanding the Period-end Financial Reporting Process. The periodend financial reporting process includes the following:
•

The procedures used to enter transaction totals into the general
ledger;

•

The procedures used to initiate, authorize, record, and process
journal entries in the general ledger;

•

Other procedures used to record recurring and nonrecurring
adjustments to the annual and quarterly financial statements, such
as consolidating adjustments, report combinations, and
classifications; and

•

Procedures for drafting annual and quarterly financial statements
and related disclosures.

77.
As part of understanding and evaluating the period-end financial reporting
process, the auditor should evaluate:
•

The inputs, procedures performed, and outputs of the processes
the company uses to produce its annual and quarterly financial
statements;

•

The extent of information technology involvement in each periodend financial reporting process element;

•

Who participates from management;

•

The number of locations involved;

•

Types of adjusting entries (for example, standard, nonstandard,
eliminating, and consolidating); and

•

The nature and extent of the oversight of the process by
appropriate parties, including management, the board of directors,
and the audit committee.
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78.
The period-end financial reporting process is always a significant process
because of its importance to financial reporting and to the auditor's opinions on
internal control over financial reporting and the financial statements. The
auditor's understanding of the company's period-end financial reporting process
and how it interrelates with the company's other significant processes assists the
auditor in identifying and testing controls that are the most relevant to financial
statement risks.
79.
Performing Walkthroughs. The auditor should perform at least one
walkthrough for each major class of transactions (as identified in paragraph 71).
In a walkthrough, the auditor traces a transaction from origination through the
company's information systems until it is reflected in the company's financial
reports. Walkthroughs provide the auditor with evidence to:
•

Confirm the auditor's understanding of the process flow of
transactions;

•

Confirm the auditor's understanding of the design of controls
identified for all five components of internal control over financial
reporting, including those related to the prevention or detection of
fraud;

•

Confirm that the auditor's understanding of the process is complete
by determining whether all points in the process at which
misstatements related to each relevant financial statement
assertion that could occur have been identified;

•

Evaluate the effectiveness of the design of controls; and

•

Confirm whether controls have been placed in operation.

Note: The auditor can often gain an understanding of the transaction flow,
identify and understand controls, and conduct the walkthrough
simultaneously.
80.
The auditor's walkthroughs should encompass the entire process of
initiating, authorizing, recording, processing, and reporting individual transactions
and controls for each of the significant processes identified, including controls
intended to address the risk of fraud. During the walkthrough, at each point at
which important processing procedures or controls occur, the auditor should
question the company's personnel about their understanding of what is required
by the company's prescribed procedures and controls and determine whether the
processing procedures are performed as originally understood and on a timely
basis. (Controls might not be performed regularly but still be timely.) During the
walkthrough, the auditor should be alert for exceptions to the company's
prescribed procedures and controls.
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81.
While performing a walkthrough, the auditor should evaluate the quality of
the evidence obtained and perform walkthrough procedures that produce a level
of evidence consistent with the objectives listed in paragraph 79. Rather than
reviewing copies of documents and making inquiries of a single person at the
company, the auditor should follow the process flow of actual transactions using
the same documents and information technology that company personnel use
and make inquiries of relevant personnel involved in significant aspects of the
process or controls. To corroborate information at various points in the
walkthrough, the auditor might ask personnel to describe their understanding of
the previous and succeeding processing or control activities and to demonstrate
what they do. In addition, inquiries should include follow-up questions that could
help identify the abuse of controls or indicators of fraud. Examples of follow-up
inquiries include asking personnel:
•

What they do when they find an error or what they are looking for to
determine if there is an error (rather than simply asking them if they
perform listed procedures and controls); what kind of errors they
have found; what happened as a result of finding the errors, and
how the errors were resolved. If the person being interviewed has
never found an error, the auditor should evaluate whether that
situation is due to good preventive controls or whether the
individual performing the control lacks the necessary skills.

•

Whether they have ever been asked to override the process or
controls, and if so, to describe the situation, why it occurred, and
what happened.

82.
During the period under audit, when there have been significant changes
in the process flow of transactions, including the supporting computer
applications, the auditor should evaluate the nature of the change(s) and the
effect on related accounts to determine whether to walk through transactions that
were processed both before and after the change.
Note: Unless significant changes in the process flow of transactions,
including the supporting computer applications, make it more efficient for
the auditor to prepare new documentation of a walkthrough, the auditor
may carry his or her documentation forward each year, after updating it for
any changes that have taken place.
83.
Identifying Controls to Test. The auditor should obtain evidence about the
effectiveness of controls (either by performing tests of controls himself or herself,
or by using the work of others)14/ for all relevant assertions related to all
14/

See paragraphs 108 through 126 for additional direction on using the work

of others.
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significant accounts and disclosures in the financial statements. After identifying
significant accounts, relevant assertions, and significant processes, the auditor
should evaluate the following to identify the controls to be tested:
•

Points at which errors or fraud could occur;

•

The nature of the controls implemented by management;

•

The significance of each control in achieving the objectives of the
control criteria and whether more than one control achieves a
particular objective or whether more than one control is necessary
to achieve a particular objective; and

•

The risk that the controls might not be operating effectively.
Factors that affect whether the control might not be operating
effectively include the following:
–

Whether there have been changes in the volume or nature of
transactions that might adversely affect control design or
operating effectiveness;

–

Whether there have been changes in the design of controls;

–

The degree to which the control relies on the effectiveness of
other controls (for example, the control environment or
information technology general controls);

–

Whether there have been changes in key personnel who
perform the control or monitor its performance;

–

Whether the control relies on performance by an individual
or is automated; and

–

The complexity of the control.

84.
The auditor should clearly link individual controls with the significant
accounts and assertions to which they relate.
85.
The auditor should evaluate whether to test preventive controls, detective
controls, or a combination of both for individual relevant assertions related to
individual significant accounts. For instance, when performing tests of preventive
and detective controls, the auditor might conclude that a deficient preventive
control could be compensated for by an effective detective control and, therefore,
not result in a significant deficiency or material weakness. For example, a
monthly reconciliation control procedure, which is a detective control, might
detect an out-of-balance situation resulting from an unauthorized transaction
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being initiated due to an ineffective authorization procedure, which is a
preventive control. When determining whether the detective control is effective,
the auditor should evaluate whether the detective control is sufficient to achieve
the control objective to which the preventive control relates.
Note: Because effective internal control over financial reporting often
includes a combination of preventive and detective controls, the auditor
ordinarily will test a combination of both.
86.
The auditor should apply tests of controls to those controls that are
important to achieving each control objective. It is neither necessary to test all
controls nor is it necessary to test redundant controls (that is, controls that
duplicate other controls that achieve the same objective and already have been
tested), unless redundancy is itself a control objective, as in the case of certain
computer controls.
87.
Appendix B, paragraphs B1 through B17, provide additional direction to
the auditor in determining which controls to test when a company has multiple
locations or business units.
In these circumstances, the auditor should
determine significant accounts and their relevant assertions, significant
processes, and major classes of transactions based on those that are relevant
and significant to the consolidated financial statements. Having made those
determinations in relation to the consolidated financial statements, the auditor
should then apply the directions in Appendix B.
Testing and Evaluating Design Effectiveness
88.
Internal control over financial reporting is effectively designed when the
controls complied with would be expected to prevent or detect errors or fraud that
could result in material misstatements in the financial statements. The auditor
should determine whether the company has controls to meet the objectives of the
control criteria by:
•

Identifying the company's control objectives in each area;

•

Identifying the controls that satisfy each objective; and

•

Determining whether the controls, if operating properly, can
effectively prevent or detect errors or fraud that could result in
material misstatements in the financial statements.

89.
Procedures the auditor performs to test and evaluate design effectiveness
include inquiry, observation, walkthroughs, inspection of relevant documentation,
and a specific evaluation of whether the controls are likely to prevent or detect
errors or fraud that could result in misstatements if they are operated as
prescribed by appropriately qualified persons.
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90.
The procedures that the auditor performs in evaluating management's
assessment process and obtaining an understanding of internal control over
financial reporting also provide the auditor with evidence about the design
effectiveness of internal control over financial reporting.
91.
The procedures the auditor performs to test and evaluate design
effectiveness also might provide evidence about operating effectiveness.
Testing and Evaluating Operating Effectiveness
92.
An auditor should evaluate the operating effectiveness of a control by
determining whether the control is operating as designed and whether the person
performing the control possesses the necessary authority and qualifications to
perform the control effectively.
93.
Nature of Tests of Controls. Tests of controls over operating effectiveness
should include a mix of inquiries of appropriate personnel, inspection of relevant
documentation, observation of the company's operations, and reperformance of
the application of the control. For example, the auditor might observe the
procedures for opening the mail and processing cash receipts to test the
operating effectiveness of controls over cash receipts. Because an observation
is pertinent only at the point in time at which it is made, the auditor should
supplement the observation with inquiries of company personnel and inspection
of documentation about the operation of such controls at other times. These
inquiries might be made concurrently with performing walkthroughs.
94.
Inquiry is a procedure that consists of seeking information, both financial
and nonfinancial, of knowledgeable persons throughout the company. Inquiry is
used extensively throughout the audit and often is complementary to performing
other procedures. Inquiries may range from formal written inquiries to informal
oral inquiries.
95.
Evaluating responses to inquiries is an integral part of the inquiry
procedure. Examples of information that inquiries might provide include the skill
and competency of those performing the control, the relative sensitivity of the
control to prevent or detect errors or fraud, and the frequency with which the
control operates to prevent or detect errors or fraud. Responses to inquiries
might provide the auditor with information not previously possessed or with
corroborative evidence. Alternatively, responses might provide information that
differs significantly from other information the auditor obtains (for example,
information regarding the possibility of management override of controls). In
some cases, responses to inquiries provide a basis for the auditor to modify or
perform additional procedures.
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96.
Because inquiry alone does not provide sufficient evidence to support the
operating effectiveness of a control, the auditor should perform additional tests of
controls. For example, if the company implements a control activity whereby its
sales manager reviews and investigates a report of invoices with unusually high
or low gross margins, inquiry of the sales manager as to whether he or she
investigates discrepancies would be inadequate. To obtain sufficient evidence
about the operating effectiveness of the control, the auditor should corroborate
the sales manager's responses by performing other procedures, such as
inspecting reports or other documentation used in or generated by the
performance of the control, and evaluate whether appropriate actions were taken
regarding discrepancies.
97.
The nature of the control also influences the nature of the tests of controls
the auditor can perform. For example, the auditor might examine documents
regarding controls for which documentary evidence exists.
However,
documentary evidence regarding some aspects of the control environment, such
as management's philosophy and operating style, might not exist.
In
circumstances in which documentary evidence of controls or the performance of
controls does not exist and is not expected to exist, the auditor's tests of controls
would consist of inquiries of appropriate personnel and observation of company
activities. As another example, a signature on a voucher package to indicate that
the signer approved it does not necessarily mean that the person carefully
reviewed the package before signing. The package may have been signed
based on only a cursory review (or without any review). As a result, the quality of
the evidence regarding the effective operation of the control might not be
sufficiently persuasive. If that is the case, the auditor should reperform the
control (for example, checking prices, extensions, and additions) as part of the
test of the control. In addition, the auditor might inquire of the person responsible
for approving voucher packages what he or she looks for when approving
packages and how many errors have been found within voucher packages. The
auditor also might inquire of supervisors whether they have any knowledge of
errors that the person responsible for approving the voucher packages failed to
detect.
98.
Timing of Tests of Controls. The auditor must perform tests of controls
over a period of time that is adequate to determine whether, as of the date
specified in management's report, the controls necessary for achieving the
objectives of the control criteria are operating effectively. The period of time over
which the auditor performs tests of controls varies with the nature of the controls
being tested and with the frequency with which specific controls operate and
specific policies are applied. Some controls operate continuously (for example,
controls over sales), while others operate only at certain times (for example,
controls over the preparation of monthly or quarterly financial statements and
controls over physical inventory counts).
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99.
The auditor's testing of the operating effectiveness of such controls should
occur at the time the controls are operating. Controls "as of" a specific date
encompass controls that are relevant to the company's internal control over
financial reporting "as of" that specific date, even though such controls might not
operate until after that specific date. For example, some controls over the
period-end financial reporting process normally operate only after the "as of"
date. Therefore, if controls over the December 31, 20X4 period-end financial
reporting process operate in January 20X5, the auditor should test the control
operating in January 20X5 to have sufficient evidence of operating effectiveness
"as of" December 31, 20X4.
100. When the auditor reports on the effectiveness of controls "as of" a specific
date and obtains evidence about the operating effectiveness of controls at an
interim date, he or she should determine what additional evidence to obtain
concerning the operation of the control for the remaining period. In making that
determination, the auditor should evaluate:
•

The specific controls tested prior to the "as of" date and the results
of those tests;

•

The degree to which evidence about the operating effectiveness of
those controls was obtained;

•

The length of the remaining period; and

•

The possibility that there have been any significant changes in
internal control over financial reporting subsequent to the interim
date.

101. For controls over significant nonroutine transactions, controls over
accounts or processes with a high degree of subjectivity or judgment in
measurement, or controls over the recording of period-end adjustments, the
auditor should perform tests of controls closer to or at the "as of" date rather than
at an interim date. However, the auditor should balance performing the tests of
controls closer to the "as of" date with the need to obtain sufficient evidence of
operating effectiveness.
102. Prior to the date specified in management's report, management might
implement changes to the company's controls to make them more effective or
efficient or to address control deficiencies. In that case, the auditor might not
need to evaluate controls that have been superseded. For example, if the
auditor determines that the new controls achieve the related objectives of the
control criteria and have been in effect for a sufficient period to permit the auditor
to assess their design and operating effectiveness by performing tests of
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controls,15/ he or she will not need to evaluate the design and operating
effectiveness of the superseded controls for purposes of expressing an opinion
on internal control over financial reporting.
103. As discussed in paragraph 207, however, the auditor must communicate
all identified significant deficiencies and material weaknesses in controls to the
audit committee in writing. In addition, the auditor should evaluate how the
design and operating effectiveness of the superseded controls relates to the
auditor's reliance on controls for financial statement audit purposes.
104. Extent of Tests of Controls. Each year the auditor must obtain sufficient
evidence about whether the company's internal control over financial reporting,
including the controls for all internal control components, is operating effectively.
This means that each year the auditor must obtain evidence about the
effectiveness of controls for all relevant assertions related to all significant
accounts and disclosures in the financial statements. The auditor also should
vary from year to year the nature, timing, and extent of testing of controls to
introduce unpredictability into the testing and respond to changes in
circumstances. For example, each year the auditor might test the controls at a
different interim period; increase or reduce the number and types of tests
performed; or change the combination of procedures used.
105. In determining the extent of procedures to perform, the auditor should
design the procedures to provide a high level of assurance that the control being
tested is operating effectively. In making this determination, the auditor should
assess the following factors:
•

Nature of the control. The auditor should subject manual controls
to more extensive testing than automated controls. In some
circumstances, testing a single operation of an automated control
may be sufficient to obtain a high level of assurance that the control
operated effectively, provided that information technology general
controls also are operating effectively. For manual controls,
sufficient evidence about the operating effectiveness of the controls
is obtained by evaluating multiple operations of the control and the
results of each operation. The auditor also should assess the
complexity of the controls, the significance of the judgments that
must be made in connection with their operation, and the level of
competence of the person performing the controls that is necessary
for the control to operate effectively. As the complexity and level of
judgment increase or the level of competence of the person

15/

Paragraph 179 provides reporting directions in these circumstances when
the auditor has not been able to obtain evidence that the new controls were appropriately
designed or have been operating effectively for a sufficient period of time.
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performing the control decreases, the extent of the auditor's testing
should increase.
•

Frequency of operation. Generally, the more frequently a manual
control operates, the more operations of the control the auditor
should test. For example, for a manual control that operates in
connection with each transaction, the auditor should test multiple
operations of the control over a sufficient period of time to obtain a
high level of assurance that the control operated effectively. For
controls that operate less frequently, such as monthly account
reconciliations and controls over the period-end financial reporting
process, the auditor may test significantly fewer operations of the
control. However, the auditor's evaluation of each operation of
controls operating less frequently is likely to be more extensive.
For example, when evaluating the operation of a monthly exception
report, the auditor should evaluate whether the judgments made
with regard to the disposition of the exceptions were appropriate
and adequately supported.
Note: When sampling is appropriate and the population of controls
to be tested is large, increasing the population size does not
proportionately increase the required sample size.

•

Importance of the control. Controls that are relatively more
important should be tested more extensively. For example, some
controls may address multiple financial statement assertions, and
certain period-end detective controls might be considered more
important than related preventive controls. The auditor should test
more operations of such controls or, if such controls operate
infrequently, the auditor should evaluate each operation of the
control more extensively.

106. Use of Professional Skepticism when Evaluating the Results of Testing.
The auditor must conduct the audit of internal control over financial reporting and
the audit of the financial statements with professional skepticism, which is an
attitude that includes a questioning mind and a critical assessment of audit
evidence. For example, even though a control is performed by the same
employee whom the auditor believes performed the control effectively in prior
periods, the control may not be operating effectively during the current period
because the employee could have become complacent, distracted, or otherwise
not be effectively carrying out his or her responsibilities. Also, regardless of any
past experience with the entity or the auditor's beliefs about management's
honesty and integrity, the auditor should recognize the possibility that a material
misstatement due to fraud could be present.
Furthermore, professional
skepticism requires the auditor to consider whether evidence obtained suggests
that a material misstatement due to fraud has occurred.
In exercising
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professional skepticism in gathering and evaluating evidence, the auditor must
not be satisfied with less-than-persuasive evidence because of a belief that
management is honest.
107. When the auditor identifies exceptions to the company's prescribed control
procedures, he or she should determine, using professional skepticism, the effect
of the exception on the nature and extent of additional testing that may be
appropriate or necessary and on the operating effectiveness of the control being
tested. A conclusion that an identified exception does not represent a control
deficiency is appropriate only if evidence beyond what the auditor had initially
planned and beyond inquiry supports that conclusion.
Using the Work of Others
108. In all audits of internal control over financial reporting, the auditor must
perform enough of the testing himself or herself so that the auditor's own work
provides the principal evidence for the auditor's opinion. The auditor may,
however, use the work of others to alter the nature, timing, or extent of the work
he or she otherwise would have performed. For these purposes, the work of
others includes relevant work performed by internal auditors, company personnel
(in addition to internal auditors), and third parties working under the direction of
management or the audit committee that provides information about the
effectiveness of internal control over financial reporting.
Note: Because the amount of work related to obtaining sufficient evidence
to support an opinion about the effectiveness of controls is not susceptible
to precise measurement, the auditor's judgment about whether he or she
has obtained the principal evidence for the opinion will be qualitative as
well as quantitative. For example, the auditor might give more weight to
work he or she performed on pervasive controls and in areas such as the
control environment than on other controls, such as controls over low-risk,
routine transactions.
109. The auditor should evaluate whether to use the work performed by others
in the audit of internal control over financial reporting. To determine the extent to
which the auditor may use the work of others to alter the nature, timing, or extent
of the work the auditor would have otherwise performed, in addition to obtaining
the principal evidence for his or her opinion, the auditor should:
a.

Evaluate the nature of the controls subjected to the work of others
(See paragraphs 112 through 116);

b.

Evaluate the competence and objectivity of the individuals who
performed the work (See paragraphs 117 through 122); and
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c.

Test some of the work performed by others to evaluate the quality
and effectiveness of their work (See paragraphs 123 through 125).

Note: AU sec. 322, The Auditor's Consideration of the Internal Audit
Function in an Audit of Financial Statements, applies to using the work of
internal auditors in an audit of the financial statements. The auditor may
apply the relevant concepts described in that section to using the work of
others in the audit of internal control over financial reporting.
110. The auditor must obtain sufficient evidence to support his or her opinion.
Judgments about the sufficiency of evidence obtained and other factors affecting
the auditor's opinion, such as the significance of identified control deficiencies,
should be those of the auditor. Evidence obtained through the auditor's direct
personal knowledge, observation, reperformance, and inspection is generally
more persuasive than information obtained indirectly from others, such as from
internal auditors, other company personnel, or third parties working under the
direction of management.
111. The requirement that the auditor's own work must provide the principal
evidence for the auditor's opinion is one of the boundaries within which the
auditor determines the work he or she must perform himself or herself in the
audit of internal control over financial reporting. Paragraphs 112 through 125
provide more specific and definitive direction on how the auditor makes this
determination, but the directions allow the auditor significant flexibility to use his
or her judgment to determine the work necessary to obtain the principal evidence
and to determine when the auditor can use the work of others rather than
perform the work himself or herself. Regardless of the auditor's determination of
the work that he or she must perform himself or herself, the auditor's
responsibility to report on the effectiveness of internal control over financial
reporting rests solely with the auditor; this responsibility cannot be shared with
the other individuals whose work the auditor uses. Therefore, when the auditor
uses the work of others, the auditor is responsible for the results of their work.
112. Evaluating the Nature of the Controls Subjected to the Work of Others.
The auditor should evaluate the following factors when evaluating the nature of
the controls subjected to the work of others. As these factors increase in
significance, the need for the auditor to perform his or her own work on those
controls increases. As these factors decrease in significance, the need for the
auditor to perform his or her own work on those controls decreases.
•

The materiality of the accounts and disclosures that the control
addresses and the risk of material misstatement.

•

The degree of judgment required to evaluate the operating
effectiveness of the control (that is, the degree to which the
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evaluation of the effectiveness of the control requires evaluation of
subjective factors rather than objective testing).
•

The pervasiveness of the control.

•

The level of judgment or estimation required in the account or
disclosure.

•

The potential for management override of the control.

113. Because of the nature of the controls in the control environment, the
auditor should not use the work of others to reduce the amount of work he or she
performs on controls in the control environment. The auditor should, however,
consider the results of work performed in this area by others because it might
indicate the need for the auditor to increase his or her work.
114.

The control environment encompasses the following factors:16/
•

Integrity and ethical values;

•

Commitment to competence;

•

Board of directors or audit committee participation;

•

Management's philosophy and operating style;

•

Organizational structure;

•

Assignment of authority and responsibility; and

•

Human resource policies and procedures.

115. Controls that are part of the control environment include, but are not
limited to, controls specifically established to prevent and detect fraud that is at
least reasonably possible to result in material misstatement of the financial
statements.
Note: The term "reasonably possible" has the same meaning as in FAS
No. 5. See the first note to paragraph 9 for further discussion.
116. The auditor should perform the walkthroughs (as discussed beginning at
paragraph 79) himself or herself because of the degree of judgment required in
16/

See the COSO report and paragraph .110 of AU sec. 319, Internal Control
in a Financial Statement Audit, for additional information about the factors included in
the control environment.
47

File No. PCAOB-2004-03 Page No. 048

performing this work. However, to provide additional evidence, the auditor may
also review the work of others who have performed and documented
walkthroughs. In evaluating whether his or her own evidence provides the
principal evidence, the auditor's work on the control environment and in
performing walkthroughs constitutes an important part of the auditor's own work.
117. Evaluating the Competence and Objectivity of Others. The extent to
which the auditor may use the work of others depends on the degree of
competence and objectivity of the individuals performing the work. The higher
the degree of competence and objectivity, the greater use the auditor may make
of the work; conversely, the lower the degree of competence and objectivity, the
less use the auditor may make of the work. Further, the auditor should not use
the work of individuals who have a low degree of objectivity, regardless of their
level of competence. Likewise, the auditor should not use the work of individuals
who have a low level of competence regardless of their degree of objectivity.
118. When evaluating the competence and objectivity of the individuals
performing the tests of controls, the auditor should obtain, or update information
from prior years, about the factors indicated in the following paragraph. The
auditor should determine whether to test the existence and quality of those
factors and, if so, the extent to which to test the existence and quality of those
factors, based on the intended effect of the work of others on the audit of internal
control over financial reporting.
119. Factors concerning the competence of the individuals performing the tests
of controls include:
•

Their educational level and professional experience.

•

Their professional certification and continuing education.

•

Practices regarding the assignment of individuals to work areas.

•

Supervision and review of their activities.

•

Quality of the documentation of their work, including any reports or
recommendations issued.

•

Evaluation of their performance.

120. Factors concerning the objectivity of the individuals performing the tests of
controls include:
•

The organizational status of the individuals responsible for the work
of others ("testing authority") in testing controls, including—
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•

a.

Whether the testing authority reports to an officer of
sufficient status to ensure sufficient testing coverage and
adequate consideration of, and action on, the findings and
recommendations of the individuals performing the testing.

b.

Whether the testing authority has direct access and reports
regularly to the board of directors or the audit committee.

c.

Whether the board of directors or the audit committee
oversees employment decisions related to the testing
authority.

Policies to maintain the individuals' objectivity about the areas
being tested, including—
a.

Policies prohibiting individuals from testing controls in areas
in which relatives are employed in important or internal
control-sensitive positions.

b.

Policies prohibiting individuals from testing controls in areas
to which they were recently assigned or are scheduled to be
assigned upon completion of their controls testing
responsibilities.

121. Internal auditors normally are expected to have greater competence with
regard to internal control over financial reporting and objectivity than other
company personnel. Therefore, the auditor may be able to use their work to a
greater extent than the work of other company personnel. This is particularly true
in the case of internal auditors who follow the International Standards for the
Professional Practice of Internal Auditing issued by the Institute of Internal
Auditors. If internal auditors have performed an extensive amount of relevant
work and the auditor determines they possess a high degree of competence and
objectivity, the auditor could use their work to the greatest extent an auditor could
use the work of others. On the other hand, if the internal audit function reports
solely to management, which would reduce internal auditors' objectivity, or if
limited resources allocated to the internal audit function result in very limited
testing procedures on its part or reduced competency of the internal auditors, the
auditor should use their work to a much lesser extent and perform more of the
testing himself or herself.
122. When determining how the work of others will alter the nature, timing, or
extent of the auditor's work, the auditor should assess the interrelationship of the
nature of the controls, as discussed in paragraph 112, and the competence and
objectivity of those who performed the work, as discussed in paragraphs 117
through 121. As the significance of the factors listed in paragraph 112 increases,
the ability of the auditor to use the work of others decreases at the same time
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that the necessary level of competence and objectivity of those who perform the
work increases. For example, for some pervasive controls, the auditor may
determine that using the work of internal auditors to a limited degree would be
appropriate and that using the work of other company personnel would not be
appropriate because other company personnel do not have a high enough
degree of objectivity as it relates to the nature of the controls.
123. Testing the Work of Others. The auditor should test some of the work of
others to evaluate the quality and effectiveness of the work. The auditor's tests
of the work of others may be accomplished by either (a) testing some of the
controls that others tested or (b) testing similar controls not actually tested by
others.
124. The nature and extent of these tests depend on the effect of the work of
others on the auditor's procedures but should be sufficient to enable the auditor
to make an evaluation of the overall quality and effectiveness of the work the
auditor is considering. The auditor also should assess whether this evaluation
has an effect on his or her conclusions about the competence and objectivity of
the individuals performing the work.
125. In evaluating the quality and effectiveness of the work of others, the
auditor should evaluate such factors as to whether the:
•

Scope of work is appropriate to meet the objectives.

•

Work programs are adequate.

•

Work performed is adequately documented, including evidence of
supervision and review.

•

Conclusions are appropriate in the circumstances.

•

Reports are consistent with the results of the work performed.

126. The following examples illustrate how to apply the directions discussed in
this section:
•

Controls over the period-end financial reporting process. Many of
the controls over the period-end financial reporting process address
significant risks of misstatement of the accounts and disclosures in
the annual and quarterly financial statements, may require
significant judgment to evaluate their operating effectiveness, may
have a higher potential for management override, and may affect
accounts that require a high level of judgment or estimation.
Therefore, the auditor could determine that, based on the nature of
controls over the period-end financial reporting process, he or she
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would need to perform more of the tests of those controls himself or
herself. Further, because of the nature of the controls, the auditor
should use the work of others only if the degree of competence and
objectivity of the individuals performing the work is high; therefore,
the auditor might use the work of internal auditors to some extent
but not the work of others within the company.
•

Information technology general controls. Information technology
general controls are part of the control activities component of
internal control; therefore, the nature of the controls might permit
the auditor to use the work of others. For example, program
change controls over routine maintenance changes may have a
highly pervasive effect, yet involve a low degree of judgment in
evaluating their operating effectiveness, can be subjected to
objective testing, and have a low potential for management
override. Therefore, the auditor could determine that, based on the
nature of these program change controls, the auditor could use the
work of others to a moderate extent so long as the degree of
competence and objectivity of the individuals performing the test is
at an appropriate level. On the other hand, controls to detect
attempts to override controls that prevent unauthorized journal
entries from being posted may have a highly pervasive effect, may
involve a high degree of judgment in evaluating their operating
effectiveness, may involve a subjective evaluation, and may have a
reasonable possibility for management override. Therefore, the
auditor could determine that, based on the nature of these controls
over systems access, he or she would need to perform more of the
tests of those controls himself or herself. Further, because of the
nature of the controls, the auditor should use the work of others
only if the degree of competence and objectivity of the individuals
performing the tests is high.

•

Management self-assessment of controls.
As described in
paragraph 40, management may test the operating effectiveness of
controls using a self-assessment process. Because such an
assessment is made by the same personnel who are responsible
for performing the control, the individuals performing the selfassessment do not have sufficient objectivity as it relates to the
subject matter. Therefore, the auditor should not use their work.

•

Controls over the calculation of depreciation of fixed assets.
Controls over the calculation of depreciation of fixed assets are
usually not pervasive, involve a low degree of judgment in
evaluating their operating effectiveness, and can be subjected to
objective testing. If these conditions describe the controls over the
calculation of depreciation of fixed assets and if there is a low
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potential for management override, the auditor could determine
that, based on the nature of these controls, the auditor could use
the work of others to a large extent (perhaps entirely) so long as the
degree of competence and objectivity of the individuals performing
the test is at an appropriate level.
•

Alternating tests of controls. Many of the controls over accounts
payable, including controls over cash disbursements, are usually
not pervasive, involve a low degree of judgment in evaluating their
operating effectiveness, can be subjected to objective testing, and
have a low potential for management override. When these
conditions describe the controls over accounts payable, the auditor
could determine that, based on the nature of these controls, he or
she could use the work of others to a large extent (perhaps entirely)
so long as the degree of competence and objectivity of the
individuals performing the test is at an appropriate level. However,
if the company recently implemented a major information
technology change that significantly affected controls over cash
disbursements, the auditor might decide to use the work of others
to a lesser extent in the audit immediately following the information
technology change and then return, in subsequent years, to using
the work of others to a large extent in this area. As another
example, the auditor might use the work of others for testing
controls over the depreciation of fixed assets (as described in the
point above) for several years' audits but decide one year to
perform some extent of the work himself or herself to gain an
understanding of these controls beyond that provided by performing
a walkthrough.

Forming an Opinion on the Effectiveness of Internal Control Over Financial
Reporting
127. When forming an opinion on internal control over financial reporting, the
auditor should evaluate all evidence obtained from all sources, including:
•

The adequacy of the assessment performed by management and
the results of the auditor's evaluation of the design and tests of
operating effectiveness of controls;

•

The negative results of substantive procedures performed during
the financial statement audit (for example, recorded and
unrecorded adjustments identified as a result of the performance of
the auditing procedures); and

•

Any identified control deficiencies.
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128. As part of this evaluation, the auditor should review all reports issued
during the year by internal audit (or similar functions, such as loan review in a
financial institution) that address controls related to internal control over financial
reporting and evaluate any control deficiencies identified in those reports. This
review should include reports issued by internal audit as a result of operational
audits or specific reviews of key processes if those reports address controls
related to internal control over financial reporting.
129. Issuing an Unqualified Opinion. The auditor may issue an unqualified
opinion only when there are no identified material weaknesses and when there
have been no restrictions on the scope of the auditor's work. The existence of a
material weakness requires the auditor to express an adverse opinion on the
effectiveness of internal control over financial reporting (See paragraph 175),
while a scope limitation requires the auditor to express a qualified opinion or a
disclaimer of opinion, depending on the significance of the limitation in scope
(See paragraph 178).
130. Evaluating Deficiencies in Internal Control Over Financial Reporting. The
auditor must evaluate identified control deficiencies and determine whether the
deficiencies, individually or in combination, are significant deficiencies or material
weaknesses. The evaluation of the significance of a deficiency should include
both quantitative and qualitative factors.
131. The auditor should evaluate the significance of a deficiency in internal
control over financial reporting initially by determining the following:
•

The likelihood that a deficiency, or a combination of deficiencies,
could result in a misstatement of an account balance or disclosure;
and

•

The magnitude of the potential misstatement resulting from the
deficiency or deficiencies.

132. The significance of a deficiency in internal control over financial reporting
depends on the potential for a misstatement, not on whether a misstatement
actually has occurred.
133. Several factors affect the likelihood that a deficiency, or a combination of
deficiencies, could result in a misstatement of an account balance or disclosure.
The factors include, but are not limited to, the following:
•

The nature of the financial statement accounts, disclosures, and
assertions involved; for example, suspense accounts and related
party transactions involve greater risk.
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•

The susceptibility of the related assets or liability to loss or fraud;
that is, greater susceptibility increases risk.

•

The subjectivity, complexity, or extent of judgment required to
determine the amount involved; that is, greater subjectivity,
complexity, or judgment, like that related to an accounting estimate,
increases risk.

•

The cause and frequency of known or detected exceptions for the
operating effectiveness of a control; for example, a control with an
observed non-negligible deviation rate is a deficiency.

•

The interaction or relationship of the control with other controls; that
is, the interdependence or redundancy of the control.

•

The interaction of the deficiencies; for example, when evaluating a
combination of two or more deficiencies, whether the deficiencies
could affect the same financial statement accounts and assertions.

•

The possible future consequences of the deficiency.

134. When evaluating the likelihood that a deficiency or combination of
deficiencies could result in a misstatement, the auditor should evaluate how the
controls interact with other controls. There are controls, such as information
technology general controls, on which other controls depend. Some controls
function together as a group of controls. Other controls overlap, in the sense that
these other controls achieve the same objective.
135. Several factors affect the magnitude of the misstatement that could result
from a deficiency or deficiencies in controls. The factors include, but are not
limited to, the following:
•

The financial statement amounts or total of transactions exposed to
the deficiency.

•

The volume of activity in the account balance or class of
transactions exposed to the deficiency that has occurred in the
current period or that is expected in future periods.

136. In evaluating the magnitude of the potential misstatement, the auditor
should recognize that the maximum amount that an account balance or total of
transactions can be overstated is generally the recorded amount. However, the
recorded amount is not a limitation on the amount of potential understatement.
The auditor also should recognize that the risk of misstatement might be different
for the maximum possible misstatement than for lesser possible amounts.
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137. When evaluating the significance of a deficiency in internal control over
financial reporting, the auditor also should determine the level of detail and
degree of assurance that would satisfy prudent officials in the conduct of their
own affairs that they have reasonable assurance that transactions are recorded
as necessary to permit the preparation of financial statements in conformity with
generally accepted accounting principles. If the auditor determines that the
deficiency would prevent prudent officials in the conduct of their own affairs from
concluding that they have reasonable assurance,17/ then the auditor should deem
the deficiency to be at least a significant deficiency. Having determined in this
manner that a deficiency represents a significant deficiency, the auditor must
further evaluate the deficiency to determine whether individually, or in
combination with other deficiencies, the deficiency is a material weakness.
Note: Paragraphs 9 and 10 provide the definitions of significant deficiency
and material weakness, respectively.
138. Inadequate documentation of the design of controls and the absence of
sufficient documented evidence to support management's assessment of the
operating effectiveness of internal control over financial reporting are control
deficiencies. As with other control deficiencies, the auditor should evaluate these
deficiencies as to their significance.
139. The interaction of qualitative considerations that affect internal control over
financial reporting with quantitative considerations ordinarily results in
deficiencies in the following areas being at least significant deficiencies in internal
control over financial reporting:
•

Controls over the selection and application of accounting policies
that are in conformity with generally accepted accounting principles;

•

Antifraud programs and controls;

•

Controls over non-routine and non-systematic transactions; and

•

Controls over the period-end financial reporting process, including
controls over procedures used to enter transaction totals into the
general ledger; initiate, authorize, record, and process journal
entries into the general ledger; and record recurring and
nonrecurring adjustments to the financial statements

17/

See SEC Staff Accounting Bulletin Topic 1M2, Immaterial Misstatements
That Are Intentional, for further discussion about the level of detail and degree of
assurance that would satisfy prudent officials in the conduct of their own affairs.
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140. Each of the following circumstances should be regarded as at least a
significant deficiency and as a strong indicator that a material weakness in
internal control over financial reporting exists:
•

Restatement of previously issued financial statements to reflect the
correction of a misstatement.
Note: The correction of a misstatement includes misstatements
due to error or fraud; it does not include restatements to reflect a
change in accounting principle to comply with a new accounting
principle or a voluntary change from one generally accepted
accounting principle to another generally accepted accounting
principle.

•

Identification by the auditor of a material misstatement in financial
statements in the current period that was not initially identified by
the company's internal control over financial reporting. (This is a
strong indicator of a material weakness even if management
subsequently corrects the misstatement.)

•

Oversight of the company's external financial reporting and internal
control over financial reporting by the company's audit committee is
ineffective. (Paragraphs 55 through 59 present factors to evaluate
when determining whether the audit committee is ineffective.)

•

The internal audit function or the risk assessment function is
ineffective at a company for which such a function needs to be
effective for the company to have an effective monitoring or risk
assessment component, such as for very large or highly complex
companies.
Note: The evaluation of the internal audit or risk assessment
functions is similar to the evaluation of the audit committee, as
described in paragraphs 55 through 59, that is, the evaluation is
made within the context of the monitoring and risk assessment
components. The auditor is not required to make a separate
evaluation of the effectiveness and performance of these functions.
Instead, the auditor should base his or her evaluation on evidence
obtained as part of evaluating the monitoring and risk assessment
components of internal control over financial reporting.

•

For complex entities in highly regulated industries, an ineffective
regulatory compliance function. This relates solely to those aspects
of the ineffective regulatory compliance function in which
associated violations of laws and regulations could have a material
effect on the reliability of financial reporting.
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•

Identification of fraud of any magnitude on the part of senior
management.
Note: The auditor is required to plan and perform procedures to
obtain reasonable assurance that material misstatement caused by
fraud is detected by the auditor. However, for the purposes of
evaluating and reporting deficiencies in internal control over
financial reporting, the auditor should evaluate fraud of any
magnitude (including fraud resulting in immaterial misstatements)
on the part of senior management of which he or she is aware.
Furthermore, for the purposes of this circumstance, "senior
management" includes the principal executive and financial officers
signing the company's certifications as required under Section 302
of the Act as well as any other member of management who play a
significant role in the company's financial reporting process.

•

Significant deficiencies that have been communicated to
management and the audit committee remain uncorrected after
some reasonable period of time.

•

An ineffective control environment.

141. Appendix D provides examples of significant deficiencies and material
weaknesses.

Requirement for Written Representations
142. In an audit of internal control over financial reporting, the auditor should
obtain written representations from management:
a.

Acknowledging management's responsibility for establishing and
maintaining effective internal control over financial reporting;

b.

Stating that management has performed an assessment of the
effectiveness of the company's internal control over financial
reporting and specifying the control criteria;

c.

Stating that management did not use the auditor's procedures
performed during the audits of internal control over financial
reporting or the financial statements as part of the basis for
management's assessment of the effectiveness of internal control
over financial reporting;
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d.

Stating management's conclusion about the effectiveness of the
company's internal control over financial reporting based on the
control criteria as of a specified date;

e.

Stating that management has disclosed to the auditor all
deficiencies in the design or operation of internal control over
financial reporting identified as part of management's assessment,
including separately disclosing to the auditor all such deficiencies
that it believes to be significant deficiencies or material weaknesses
in internal control over financial reporting;

f.

Describing any material fraud and any other fraud that, although not
material, involves senior management or management or other
employees who have a significant role in the company's internal
control over financial reporting;

g.

Stating whether control deficiencies identified and communicated to
the audit committee during previous engagements pursuant to
paragraph 207 have been resolved, and specifically identifying any
that have not; and

h.

Stating whether there were, subsequent to the date being reported
on, any changes in internal control over financial reporting or other
factors that might significantly affect internal control over financial
reporting, including any corrective actions taken by management
with regard to significant deficiencies and material weaknesses.

143. The failure to obtain written representations from management, including
management's refusal to furnish them, constitutes a limitation on the scope of the
audit sufficient to preclude an unqualified opinion. As discussed further in
paragraph 178, when management limits the scope of the audit, the auditor
should either withdraw from the engagement or disclaim an opinion. Further, the
auditor should evaluate the effects of management's refusal on his or her ability
to rely on other representations, including, if applicable, representations obtained
in an audit of the company's financial statements.
144. AU sec. 333, Management Representations, explains matters such as
who should sign the letter, the period to be covered by the letter, and when to
obtain an updating letter.

Relationship of an Audit of Internal Control over Financial
Reporting to an Audit of Financial Statements
145. The audit of internal control over financial reporting should be integrated
with the audit of the financial statements. The objectives of the procedures for
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the audits are not identical, however, and the auditor must plan and perform the
work to achieve the objectives of both audits.
146. The understanding of internal control over financial reporting the auditor
obtains and the procedures the auditor performs for purposes of expressing an
opinion on management's assessment are interrelated with the internal control
over financial reporting understanding the auditor obtains and procedures the
auditor performs to assess control risk for purposes of expressing an opinion on
the financial statements. As a result, it is efficient for the auditor to coordinate
obtaining the understanding and performing the procedures.
Tests of Controls in an Audit of Internal Control Over Financial Reporting
147. The objective of the tests of controls in an audit of internal control over
financial reporting is to obtain evidence about the effectiveness of controls to
support the auditor's opinion on whether management's assessment of the
effectiveness of the company's internal control over financial reporting is fairly
stated. The auditor's opinion relates to the effectiveness of the company's
internal control over financial reporting as of a point in time and taken as a whole.
148. To express an opinion on internal control over financial reporting
effectiveness as of a point in time, the auditor should obtain evidence that
internal control over financial reporting has operated effectively for a sufficient
period of time, which may be less than the entire period (ordinarily one year)
covered by the company's financial statements. To express an opinion on
internal control over financial reporting effectiveness taken as a whole, the
auditor must obtain evidence about the effectiveness of controls over all relevant
assertions related to all significant accounts and disclosures in the financial
statements. This requires that the auditor test the design and operating
effectiveness of controls he or she ordinarily would not test if expressing an
opinion only on the financial statements.
149. When concluding on the effectiveness of internal control over financial
reporting for purposes of expressing an opinion on management's assessment,
the auditor should incorporate the results of any additional tests of controls
performed to achieve the objective related to expressing an opinion on the
financial statements, as discussed in the following section.
Tests of Controls in an Audit of Financial Statements
150. To express an opinion on the financial statements, the auditor ordinarily
performs tests of controls and substantive procedures. The objective of the tests
of controls the auditor performs for this purpose is to assess control risk. To
assess control risk for specific financial statement assertions at less than the
maximum, the auditor is required to obtain evidence that the relevant controls
operated effectively during the entire period upon which the auditor plans to
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place reliance on those controls. However, the auditor is not required to assess
control risk at less than the maximum for all relevant assertions and, for a variety
of reasons, the auditor may choose not to do so.18/
151. When concluding on the effectiveness of controls for the purpose of
assessing control risk, the auditor also should evaluate the results of any
additional tests of controls performed to achieve the objective related to
expressing an opinion on management's assessment, as discussed in
paragraphs 147 through 149. Consideration of these results may require the
auditor to alter the nature, timing, and extent of substantive procedures and to
plan and perform further tests of controls, particularly in response to identified
control deficiencies.
Effect of Tests of Controls on Substantive Procedures
152. Regardless of the assessed level of control risk or the assessed risk of
material misstatement in connection with the audit of the financial statements, the
auditor should perform substantive procedures for all relevant assertions related
to all significant accounts and disclosures. Performing procedures to express an
opinion on internal control over financial reporting does not diminish this
requirement.
153. The substantive procedures that the auditor should perform consist of
tests of details of transactions and balances and analytical procedures. Before
using the results obtained from substantive analytical procedures, the auditor
should either test the design and operating effectiveness of controls over
financial information used in the substantive analytical procedures or perform
other procedures to support the completeness and accuracy of the underlying
information. For significant risks of material misstatement, it is unlikely that audit
evidence obtained from substantive analytical procedures alone will be sufficient.
154. When designing substantive analytical procedures, the auditor also should
evaluate the risk of management override of controls. As part of this process, the
auditor should evaluate whether such an override might have allowed
adjustments outside of the normal period-end financial reporting process to have
been made to the financial statements. Such adjustments might have resulted in
artificial changes to the financial statement relationships being analyzed, causing
the auditor to draw erroneous conclusions. For this reason, substantive
analytical procedures alone are not well suited to detecting fraud.
155. The auditor's substantive procedures must include reconciling the financial
statements to the accounting records. The auditor's substantive procedures also
should include examining material adjustments made during the course of
18/

See paragraph 160 for additional documentation requirements when the
auditor assesses control risk as other than low.
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preparing the financial statements. Also, other auditing standards require
auditors to perform specific tests of details in the financial statement audit. For
instance, AU sec. 316, Consideration of Fraud in a Financial Statement Audit,
requires the auditor to perform certain tests of details to further address the risk
of management override, whether or not a specific risk of fraud has been
identified. Paragraph .34 of AU Sec. 330, The Confirmation Process, states that
there is a presumption that the auditor will request the confirmation of accounts
receivable. Similarly, paragraph .01 of AU Sec. 331, Inventories, states that
observation of inventories is a generally accepted auditing procedure and that
the auditor who issues an opinion without this procedure "has the burden of
justifying the opinion expressed."
156. If, during the audit of internal control over financial reporting, the auditor
identifies a control deficiency, he or she should determine the effect on the
nature, timing, and extent of substantive procedures to be performed to reduce
the risk of material misstatement of the financial statements to an appropriately
low level.
Effect of Substantive Procedures on the Auditor's Conclusions About the
Operating Effectiveness of Controls
157. In an audit of internal control over financial reporting, the auditor should
evaluate the effect of the findings of all substantive auditing procedures
performed in the audit of financial statements on the effectiveness of internal
control over financial reporting. This evaluation should include, but not be limited
to:
•

The auditor's risk evaluations in connection with the selection and
application of substantive procedures, especially those related to
fraud (See paragraph 26);

•

Findings with respect to illegal acts and related party transactions;

•

Indications of management bias in making accounting estimates
and in selecting accounting principles; and

•

Misstatements detected by substantive procedures. The extent of
such misstatements might alter the auditor's judgment about the
effectiveness of controls.

158. However, the absence of misstatements detected by substantive
procedures does not provide evidence that controls related to the assertion being
tested are effective.
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Documentation Requirements
159. In addition to the documentation requirements in AU sec. 339, Audit
Documentation, the auditor should document:
•

The understanding obtained and the evaluation of the design of
each of the five components of the company's internal control over
financial reporting;

•

The process used to determine significant accounts and
disclosures and major classes of transactions, including the
determination of the locations or business units at which to perform
testing;

•

The identification of the points at which misstatements related to
relevant financial statement assertions could occur within significant
accounts and disclosures and major classes of transactions;

•

The extent to which the auditor relied upon work performed by
others as well as the auditor's assessment of their competence and
objectivity;

•

The evaluation of any deficiencies noted as a result of the auditor's
testing; and

•

Other findings that could result in a modification to the auditor's
report.

160. For a company that has effective internal control over financial reporting,
the auditor ordinarily will be able to perform sufficient testing of controls to be
able to assess control risk for all relevant assertions related to significant
accounts and disclosures at a low level. If, however, the auditor assesses
control risk as other than low for certain assertions or significant accounts, the
auditor should document the reasons for that conclusion. Examples of when it is
appropriate to assess control risk as other than low include:
•

When a control over a relevant assertion related to a significant
account or disclosure was superseded late in the year and only the
new control was tested for operating effectiveness.

•

When a material weakness existed during the period under audit
and was corrected by the end of the period.

161. The auditor also should document the effect of a conclusion that control
risk is other than low for any relevant assertions related to any significant
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accounts in connection with the audit of the financial statements on his or her
opinion on the audit of internal control over financial reporting.

Reporting on Internal Control Over Financial Reporting
Management's Report
162. Management is required to include in its annual report its assessment of
the effectiveness of the company's internal control over financial reporting in
addition to its audited financial statements as of the end of the most recent fiscal
year. Management's report on internal control over financial reporting is required
to include the following:19/
•

A statement of management's responsibility for establishing and
maintaining adequate internal control over financial reporting for the
company;

•

A statement identifying the framework used by management to
conduct the required assessment of the effectiveness of the
company's internal control over financial reporting;

•

An assessment of the effectiveness of the company's internal
control over financial reporting as of the end of the company's most
recent fiscal year, including an explicit statement as to whether that
internal control over financial reporting is effective; and

•

A statement that the registered public accounting firm that audited
the financial statements included in the annual report has issued an
attestation report on management's assessment of the company's
internal control over financial reporting.

163. Management should provide, both in its report on internal control over
financial reporting and in its representation letter to the auditor, a written
conclusion about the effectiveness of the company's internal control over
financial reporting. The conclusion about the effectiveness of a company's
internal control over financial reporting can take many forms; however,
management is required to state a direct conclusion about whether the
company's internal control over financial reporting is effective. This standard, for
example, includes the phrase "management's assessment that W Company
maintained effective internal control over financial reporting as of [date]" to
illustrate such a conclusion. Other phrases, such as "management's assessment
that W Company's internal control over financial reporting as of [date] is sufficient
to meet the stated objectives," also might be used. However, the conclusion
19/

See Item 308(a) of Regulation S-B and S-K, 17 C.F.R. 228.308(a) and 17
C.F.R. 229.308(a), respectively.
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should not be so subjective (for example, "very effective internal control") that
people having competence in and using the same or similar criteria would not
ordinarily be able to arrive at similar conclusions.
164. Management is precluded from concluding that the company's internal
control over financial reporting is effective if there are one or more material
weaknesses.20/ In addition, management is required to disclose all material
weaknesses that exist as of the end of the most recent fiscal year.
165. Management might be able to accurately represent that internal control
over financial reporting, as of the end of the company's most recent fiscal year, is
effective even if one or more material weaknesses existed during the period. To
make this representation, management must have changed the internal control
over financial reporting to eliminate the material weaknesses sufficiently in
advance of the "as of" date and have satisfactorily tested the effectiveness over a
period of time that is adequate for it to determine whether, as of the end of the
fiscal year, the design and operation of internal control over financial reporting is
effective.21/
Auditor's Evaluation of Management's Report
166. With respect to management's report on its assessment, the auditor
should evaluate the following matters:
a.

Whether management has properly stated its responsibility for
establishing and maintaining adequate internal control over
financial reporting.

b.

Whether the framework used by management to conduct the
evaluation is suitable.
(As discussed in paragraph 14, the
framework described in COSO constitutes a suitable and available
framework.)

20

See Item 308(a)(3) of Regulation S-B and S-K, 17 C.F.R. 228.308(a) and
17 C.F.R. 229.308(a), respectively.
21

However, when the reason for a change in internal control over financial
reporting is the correction of a material weakness, management and the auditor should
evaluate whether the reason for the change and the circumstances surrounding the change
are material information necessary to make the disclosure about the change not
misleading in a filing subject to certification under Securities Exchange Act Rule 13a14(a) or 15d-14(a), 17 C.F.R. 240.13a-14(a) or 17 C.F.R. 240.15d-14(a). See discussion
beginning at paragraph 200 for further direction.
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c.

Whether management's assessment of the effectiveness of internal
control over financial reporting, as of the end of the company's most
recent fiscal year, is free of material misstatement.

d.

Whether management has expressed its assessment in an
acceptable form.

e.

–

Management is required to state whether the company's
internal control over financial reporting is effective.

–

A negative assurance statement indicating that, "Nothing has
come to management's attention to suggest that the
company's internal control over financial reporting is not
effective," is not acceptable.

–

Management is not permitted to conclude that the company's
internal control over financial reporting is effective if there
are one or more material weaknesses in the company's
internal control over financial reporting.

Whether material weaknesses identified in the company's internal
control over financial reporting, if any, have been properly
disclosed, including material weaknesses corrected during the
period.22/

Auditor's Report on Management's Assessment of Internal Control Over
Financial Reporting
167. The auditor's report on management's assessment of the effectiveness of
internal control over financial reporting must include the following elements:
a.

A title that includes the word independent;

b.

An identification of management's conclusion about the
effectiveness of the company's internal control over financial
reporting as of a specified date based on the control criteria [for
example, criteria established in Internal Control—Integrated
Framework issued by the Committee of Sponsoring Organizations
of the Treadway Commission (COSO)];

22/

See paragraph 206 for direction when a material weakness was corrected
during the fourth quarter and the auditor believes that modification to the disclosures
about changes in internal control over financial reporting are necessary for the annual
certifications to be accurate and to comply with the requirements of Section 302 of the
Act.
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c.

An identification of the title of the management report that includes
management's assessment (the auditor should use the same
description of the company's internal control over financial reporting
as management uses in its report);

d.

A statement that the assessment is the responsibility of
management;

e.

A statement that the auditor's responsibility is to express an opinion
on the assessment and an opinion on the company's internal
control over financial reporting based on his or her audit;

f.

A definition of internal control over financial reporting as stated in
paragraph 7;

g.

A statement that the audit was conducted in accordance with the
standards of the Public Company Accounting Oversight Board
(United States);

h.

A statement that the standards of the Public Company Accounting
Oversight Board require that the auditor plan and perform the audit
to obtain reasonable assurance about whether effective internal
control over financial reporting was maintained in all material
respects;

i.

A statement that an audit includes obtaining an understanding of
internal control over financial reporting, evaluating management's
assessment, testing and evaluating the design and operating
effectiveness of internal control, and performing such other
procedures as the auditor considered necessary in the
circumstances;

j.

A statement that the auditor believes the audit provides a
reasonable basis for his or her opinions;

k.

A paragraph stating that, because of inherent limitations, internal
control over financial reporting may not prevent or detect
misstatements and that projections of any evaluation of
effectiveness to future periods are subject to the risk that controls
may become inadequate because of changes in conditions, or that
the degree of compliance with the policies or procedures may
deteriorate;

l.

The auditor's opinion on whether management's assessment of the
effectiveness of the company's internal control over financial
reporting as of the specified date is fairly stated, in all material
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respects, based on the control criteria (See discussion beginning at
paragraph 162);
m.

The auditor's opinion on whether the company maintained, in all
material respects, effective internal control over financial reporting
as of the specified date, based on the control criteria;

n.

The manual or printed signature of the auditor's firm;

o.

The city and state (or city and country, in the case of non-U.S.
auditors) from which the auditor's report has been issued; and

p.

The date of the audit report.

168. Example A-1 in Appendix A is an illustrative auditor's report for an
unqualified opinion on management's assessment of the effectiveness of the
company's internal control over financial reporting and an unqualified opinion on
the effectiveness of the company's internal control over financial reporting.
169. Separate or Combined Reports. The auditor may choose to issue a
combined report (that is, one report containing both an opinion on the financial
statements and the opinions on internal control over financial reporting) or
separate reports on the company's financial statements and on internal control
over financial reporting. Example A-7 in Appendix A is an illustrative combined
audit report on internal control over financial reporting. Appendix A also includes
examples of separate reports on internal control over financial reporting.
170. If the auditor chooses to issue a separate report on internal control over
financial reporting, he or she should add the following paragraph to the auditor's
report on the financial statements:
We also have audited, in accordance with the standards of the Public
Company Accounting Oversight Board (United States), the effectiveness
of W Company's internal control over financial reporting as of December
31, 20X3, based on [identify control criteria] and our report dated [date of
report, which should be the same as the date of the report on the financial
statements] expressed [include nature of opinions].
and add the following paragraph to the report on internal control over financial
reporting:
We have also audited, in accordance with the standards of the Public
Company Accounting Oversight Board (United States), the [identify
financial statements] of W Company and our report dated [date of report,
which should be the same as the date of the report on the effectiveness of
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internal control over financial reporting] expressed [include nature of
opinion].
171. Report Date. As stated previously, the auditor cannot audit internal
control over financial reporting without also auditing the financial statements.
Therefore, the reports should be dated the same.
172. When the auditor elects to issue a combined report on the audit of the
financial statements and the audit of internal control over financial reporting, the
audit opinion will address multiple reporting periods for the financial statements
presented but only the end of the most recent fiscal year for the effectiveness of
internal control over financial reporting and management's assessment of the
effectiveness of internal control over financial reporting. See a combined report
in Example A-7 in Appendix A.
173. Report Modifications. The auditor should modify the standard report if any
of the following conditions exist.
a.

Management's assessment is inadequate or management's report
is inappropriate. (See paragraph 174.)

b.

There is a material weakness in the company's internal control over
financial reporting. (See paragraphs 175 through 177.)

c.

There is a restriction on the scope of the engagement. (See
paragraphs 178 through 181.)

d.

The auditor decides to refer to the report of other auditors as the
basis, in part, for the auditor's own report. (See paragraphs 182
through 185.)

e.

A significant subsequent event has occurred since the date being
reported on. (See paragraphs 186 through 189.)

f.

There is other information contained in management's report on
internal control over financial reporting. (See paragraphs 190
through 192.)

174. Management's Assessment Inadequate or Report Inappropriate. If the
auditor determines that management's process for assessing internal control
over financial reporting is inadequate, the auditor should modify his or her
opinion for a scope limitation (discussed further beginning at paragraph 178). If
the auditor determines that management's report is inappropriate, the auditor
should modify his or her report to include, at a minimum, an explanatory
paragraph describing the reasons for this conclusion.
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175. Material Weaknesses. Paragraphs 130 through 141 describe significant
deficiencies and material weaknesses. If there are significant deficiencies that,
individually or in combination, result in one or more material weaknesses,
management is precluded from concluding that internal control over financial
reporting is effective. In these circumstances, the auditor must express an
adverse opinion on the company's internal control over financial reporting.
176. When expressing an adverse opinion on the effectiveness of internal
control over financial reporting because of a material weakness, the auditor's
report must include:
•

The definition of a material weakness, as provided in paragraph 10.

•

A statement that a material weakness has been identified and
included in management's assessment. (If the material weakness
has not been included in management's assessment, this sentence
should be modified to state that the material weakness has been
identified but not included in management's assessment. In this
case, the auditor also is required to communicate in writing to the
audit committee that the material weakness was not disclosed or
identified as a material weakness in management's report.)

•

A description of any material weaknesses identified in a company's
internal control over financial reporting. This description should
provide the users of the audit report with specific information about
the nature of any material weakness, and its actual and potential
effect on the presentation of the company's financial statements
issued during the existence of the weakness. This description also
should address requirements described in paragraph 194.

177. Depending on the circumstances, the auditor may express both an
unqualified opinion and an other-than-unqualified opinion within the same report
on internal control over financial reporting. For example, if management makes
an adverse assessment because a material weakness has been identified and
not corrected ("…internal control over financial reporting is not effective…"), the
auditor would express an unqualified opinion on management's assessment
("…management's assessment that internal control over financial reporting is not
effective is fairly stated, in all material respects…"). At the same time, the auditor
would express an adverse opinion about the effectiveness of internal control over
financial reporting ("In our opinion, because of the effect of the material
weakness described…, the company's internal control over financial reporting is
not effective."). Example A-2 in Appendix A illustrates the form of the report that
is appropriate in this situation. Example A-6 in Appendix A illustrates a report
that reflects disagreement between management and the auditor that a material
weakness exists.
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178. Scope Limitations. The auditor can express an unqualified opinion on
management's assessment of internal control over financial reporting and an
unqualified opinion on the effectiveness of internal control over financial reporting
only if the auditor has been able to apply all the procedures necessary in the
circumstances. If there are restrictions on the scope of the engagement imposed
by the circumstances, the auditor should withdraw from the engagement,
disclaim an opinion, or express a qualified opinion. The auditor's decision
depends on his or her assessment of the importance of the omitted procedure(s)
to his or her ability to form an opinion on management's assessment of internal
control over financial reporting and an opinion on the effectiveness of the
company's internal control over financial reporting.
However, when the
restrictions are imposed by management, the auditor should withdraw from the
engagement or disclaim an opinion on management's assessment of internal
control over financial reporting and the effectiveness of internal control over
financial reporting.
179. For example, management might have identified a material weakness in
its internal control over financial reporting prior to the date specified in its report
and implemented controls to correct it. If management believes that the new
controls have been operating for a sufficient period of time to determine that they
are both effectively designed and operating, management would be able to
include in its assessment its conclusion that internal control over financial
reporting is effective as of the date specified. However, if the auditor disagrees
with the sufficiency of the time period, he or she would be unable to obtain
sufficient evidence that the new controls have been operating effectively for a
sufficient period. In that case, the auditor should modify the opinion on the
effectiveness of internal control over financial reporting and the opinion on
management's assessment of internal control over financial reporting because of
a scope limitation.
180. When the auditor plans to disclaim an opinion and the limited procedures
performed by the auditor caused the auditor to conclude that a material
weakness exists, the auditor's report should include:
•

The definition of a material weakness, as provided in paragraph 10.

•

A description of any material weaknesses identified in the
company's internal control over financial reporting. This description
should provide the users of the audit report with specific information
about the nature of any material weakness, and its actual and
potential effect on the presentation of the company's financial
statements issued during the existence of the weakness. This
description also should address the requirements in paragraph 194.

181. Example A-3 in Appendix A illustrates the form of report when there is a
limitation on the scope of the audit causing the auditor to issue qualified opinions.
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Example A-4 illustrates the form of report when restrictions on the scope of the
audit cause the auditor to disclaim opinions.
182. Opinions Based, in Part, on the Report of Another Auditor. When another
auditor has audited the financial statements and internal control over financial
reporting of one or more subsidiaries, divisions, branches, or components of the
company, the auditor should determine whether he or she may serve as the
principal auditor and use the work and reports of another auditor as a basis, in
part, for his or her opinions. AU sec. 543, Part of Audit Performed by Other
Independent Auditors, provides direction on the auditor's decision of whether to
serve as the principal auditor of the financial statements. If the auditor decides it
is appropriate to serve as the principal auditor of the financial statements, then
that auditor also should be the principal auditor of the company's internal control
over financial reporting. This relationship results from the requirement that an
audit of the financial statements must be performed to audit internal control over
financial reporting; only the principal auditor of the financial statements can be
the principal auditor of internal control over financial reporting.
In this
circumstance, the principal auditor of the financial statements needs to
participate sufficiently in the audit of internal control over financial reporting to
provide a basis for serving as the principal auditor of internal control over
financial reporting.
183. When serving as the principal auditor of internal control over financial
reporting, the auditor should decide whether to make reference in the report on
internal control over financial reporting to the audit of internal control over
financial reporting performed by the other auditor. In these circumstances, the
auditor's decision is based on factors similar to those of the independent auditor
who uses the work and reports of other independent auditors when reporting on
a company's financial statements as described in AU sec. 543.
184. The decision about whether to make reference to another auditor in the
report on the audit of internal control over financial reporting might differ from the
corresponding decision as it relates to the audit of the financial statements. For
example, the audit report on the financial statements may make reference to the
audit of a significant equity investment performed by another independent
auditor, but the report on internal control over financial reporting might not make
a similar reference because management's evaluation of internal control over
financial reporting ordinarily would not extend to controls at the equity method
investee.23/
185. When the auditor decides to make reference to the report of the other
auditor as a basis, in part, for his or her opinions, the auditor should refer to the

23/

See Appendix B, paragraph B15, for further discussion of the evaluation
of the controls over financial reporting for an equity method investment.
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report of the other auditor when describing the scope of the audit and when
expressing the opinions.
186. Subsequent Events. Changes in internal control over financial reporting or
other factors that might significantly affect internal control over financial reporting
might occur subsequent to the date as of which internal control over financial
reporting is being audited but before the date of the auditor's report. The auditor
should inquire of management whether there were any such changes or factors.
As described in paragraph 142, the auditor should obtain written representations
from management relating to such matters. Additionally, to obtain information
about whether changes have occurred that might affect the effectiveness of the
company's internal control over financial reporting and, therefore, the auditor's
report, the auditor should inquire about and examine, for this subsequent period,
the following:
•

Relevant internal audit reports (or similar functions, such as loan
review in a financial institution) issued during the subsequent
period;

•

Independent auditor reports (if other than the auditor's) of
significant deficiencies or material weaknesses;

•

Regulatory agency reports on the company's internal control over
financial reporting; and

•

Information about the effectiveness of the company's internal
control over financial reporting obtained through other
engagements.

187. The auditor could inquire about and examine other documents for the
subsequent period. Paragraphs .01 through .09 of AU sec. 560, Subsequent
Events, provides direction on subsequent events for a financial statement audit
that also may be helpful to the auditor performing an audit of internal control over
financial reporting.
188. If the auditor obtains knowledge about subsequent events that materially
and adversely affect the effectiveness of the company's internal control over
financial reporting as of the date specified in the assessment, the auditor should
issue an adverse opinion on the effectiveness of internal control over financial
reporting (and issue an adverse opinion on management's assessment of
internal control over financial reporting if management's report does not
appropriately assess the affect of the subsequent event). If the auditor is unable
to determine the effect of the subsequent event on the effectiveness of the
company's internal control over financial reporting, the auditor should disclaim
opinions. As described in paragraph 190, the auditor should disclaim an opinion

72

File No. PCAOB-2004-03 Page No. 073

on management's disclosures about corrective actions taken by the company
after the date of management's assessment, if any.
189. The auditor may obtain knowledge about subsequent events with respect
to conditions that did not exist at the date specified in the assessment but arose
subsequent to that date. If a subsequent event of this type has a material effect
on the company, the auditor should include in his or her report an explanatory
paragraph describing the event and its effects or directing the reader's attention
to the event and its effects as disclosed in management's report. Management's
consideration of such events to be disclosed in its report should be limited to a
change that has materially affected, or is reasonably likely to materially affect, the
company's internal control over financial reporting.
190. Management's Report Containing Additional Information. Management's
report on internal control over financial reporting may contain information in
addition to management's assessment of the effectiveness of its internal control
over financial reporting. Such information might include, for example:
•

Disclosures about corrective actions taken by the company after
the date of management's assessment;

•

The company's plans to implement new controls; and

•

A statement that management believes the cost of correcting a
material weakness would exceed the benefits to be derived from
implementing new controls.

191. If management's assessment includes such additional information, the
auditor should disclaim an opinion on the information. For example, the auditor
should use the following language as the last paragraph of the report to disclaim
an opinion on management's cost-benefit statement:
We do not express an opinion or any other form of assurance on
management's statement referring to the costs and related benefits of
implementing new controls.
192. If the auditor believes that management's additional information contains a
material misstatement of fact, he or she should discuss the matter with
management. If the auditor concludes that there is a valid basis for concern, he
or she should propose that management consult with some other party whose
advice might be useful, such as the company's legal counsel. If, after discussing
the matter with management and those management has consulted, the auditor
concludes that a material misstatement of fact remains, the auditor should notify
management and the audit committee, in writing, of the auditor's views
concerning the information. The auditor also should consider consulting the
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auditor's legal counsel about further actions to be taken, including the auditor's
responsibility under Section 10A of the Securities Exchange Act of 1934.24/
Note: If management makes the types of disclosures described in
paragraph 190 outside its report on internal control over financial reporting
and includes them elsewhere within its annual report on the company's
financial statements, the auditor would not need to disclaim an opinion, as
described in paragraph 191. However, in that situation, the auditor's
responsibilities are the same as those described in paragraph 192 if the
auditor believes that the additional information contains a material
misstatement of fact.
193. Effect of Auditor's Adverse Opinion on Internal Control Over Financial
Reporting on the Opinion on Financial Statements. In some cases, the auditor's
report on internal control over financial reporting might describe a material
weakness that resulted in an adverse opinion on the effectiveness of internal
control over financial reporting while the audit report on the financial statements
remains unqualified. Consequently, during the audit of the financial statements,
the auditor did not rely on that control. However, he or she performed additional
substantive procedures to determine whether there was a material misstatement
in the account related to the control. If, as a result of these procedures, the
auditor determines that there was not a material misstatement in the account, he
or she would be able to express an unqualified opinion on the financial
statements.
194. When the auditor's opinion on the financial statements is unaffected by the
adverse opinion on the effectiveness of internal control over financial reporting,
the report on internal control over financial reporting (or the combined report, if a
combined report is issued) should include the following or similar language in the
paragraph that describes the material weakness:
This material weakness was considered in determining the nature, timing,
and extent of audit tests applied in our audit of the 20X3 financial
statements, and this report does not affect our report dated [date of report]
on those financial statements. [Revise this wording appropriately for use in
a combined report.]
195. Such disclosure is important to ensure that users of the auditor's report on
the financial statements understand why the auditor issued an unqualified
opinion on those statements.
196. Disclosure is also important when the auditor's opinion on the financial
statements is affected by the adverse opinion on the effectiveness of internal
control over financial reporting. In that circumstance, the report on internal
24/

See Section 10A of the Securities Exchange Act of 1934, 15 U.S.C. 78j-1.
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control over financial reporting (or the combined report, if a combined report is
issued) should include the following or similar language in the paragraph that
describes the material weakness:
This material weakness was considered in determining the nature, timing,
and extent of audit tests applied in our audit of the 20X3 financial
statements.
197. Subsequent Discovery of Information Existing at the Date of the Auditor's
Report on Internal Control Over Financial Reporting. After the issuance of the
report on internal control over financial reporting, the auditor may become aware
of conditions that existed at the report date that might have affected the auditor's
opinions had he or she been aware of them. The auditor's evaluation of such
subsequent information is similar to the auditor's evaluation of information
discovered subsequent to the date of the report on an audit of financial
statements, as described in AU sec. 561, Subsequent Discovery of Facts
Existing at the Date of the Auditor's Report. That standard requires the auditor to
determine whether the information is reliable and whether the facts existed at the
date of his or her report. If so, the auditor should determine (1) whether the facts
would have changed the report if he or she had been aware of them and (2)
whether there are persons currently relying on or likely to rely on the auditor's
report. For instance, if previously issued financial statements and the auditor's
report have been recalled and reissued to reflect the correction of a
misstatement, the auditor should presume that his or her report on the company's
internal control over financial reporting as of same specified date also should be
recalled and reissued to reflect the material weakness that existed at that date.
Based on these considerations, paragraph .06 of AU sec. 561 provides detailed
requirements for the auditor.
198. Filings Under Federal Securities Statutes. AU sec. 711, Filings Under
Federal Securities Statutes, describes the auditor's responsibilities when an
auditor's report is included in registration statements, proxy statements, or
periodic reports filed under the federal securities statutes. The auditor should
also apply AU sec. 711 with respect to the auditor's report on management's
assessment of the effectiveness of internal control over financial reporting
included in such filings. In addition, the direction in paragraph .10 of AU sec. 711
to inquire of and obtain written representations from officers and other executives
responsible for financial and accounting matters about whether any events have
occurred that have a material effect on the audited financial statements should
be extended to matters that could have a material effect on management's
assessment of internal control over financial reporting.
199. When the auditor has fulfilled these responsibilities and intends to consent
to the inclusion of his or her report on management's assessment of the
effectiveness of internal control over financial reporting in the securities filing, the
auditor's consent should clearly indicate that both the audit report on financial
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statements and the audit report on management's assessment of the
effectiveness of internal control over financial reporting (or both opinions if a
combined report is issued) are included in his or her consent.

Auditor's Responsibilities for Evaluating Management's
Certification Disclosures About Internal Control Over Financial
Reporting
Required Management Certifications
200. Section 302 of the Act, and Securities Exchange Act Rule 13a-14(a) or
15d-14(a), whichever applies,25/ requires a company's management, with the
participation of the principal executive and financial officers (the certifying
officers), to make the following quarterly and annual certifications with respect to
the company's internal control over financial reporting:
•

A statement that the certifying officers are responsible for
establishing and maintaining internal control over financial
reporting;

•

A statement that the certifying officers have designed such internal
control over financial reporting, or caused such internal control over
financial reporting to be designed under their supervision, to
provide reasonable assurance regarding the reliability of financial
reporting and the preparation of financial statements for external
purposes in accordance with generally accepted accounting
principles; and

•

A statement that the report discloses any changes in the company's
internal control over financial reporting that occurred during the
most recent fiscal quarter (the company's fourth fiscal quarter in the
case of an annual report) that have materially affected, or are
reasonably likely to materially affect, the company's internal control
over financial reporting.

201. When the reason for a change in internal control over financial reporting is
the correction of a material weakness, management has a responsibility to
determine and the auditor should evaluate whether the reason for the change
and the circumstances surrounding that change are material information
necessary to make the disclosure about the change not misleading.26/

25/

See 17 C.F.R., 240.13a-14a or 15d-14a, whichever applies.

26/

See Securities Exchange Act Rule 12b-20, 17 C.F.R. 240.12b-20.
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Auditor Evaluation Responsibilities
202. The auditor's responsibility as it relates to management's quarterly
certifications on internal control over financial reporting is different from the
auditor's responsibility as it relates to management's annual assessment of
internal control over financial reporting. The auditor should perform limited
procedures quarterly to provide a basis for determining whether he or she has
become aware of any material modifications that, in the auditor's judgment,
should be made to the disclosures about changes in internal control over
financial reporting in order for the certifications to be accurate and to comply with
the requirements of Section 302 of the Act.
203. To fulfill this responsibility, the auditor should perform, on a quarterly
basis, the following procedures:
•

Inquire of management about significant changes in the design or
operation of internal control over financial reporting as it relates to
the preparation of annual as well as interim financial information
that could have occurred subsequent to the preceding annual audit
or prior review of interim financial information;

•

Evaluate the implications of misstatements identified by the auditor
as part of the auditor's required review of interim financial
information (See AU sec. 722, Interim Financial Information) as it
relates to effective internal control over financial reporting; and

•

Determine, through a combination of observation and inquiry,
whether any change in internal control over financial reporting has
materially affected, or is reasonably likely to materially affect, the
company's internal control over financial reporting.

Note: Foreign private issuers filing Forms 20-F and 40-F are not subject
to quarterly reporting requirements, therefore, the auditor's responsibilities
would extend only to the certifications in the annual report of these
companies.
204. When matters come to auditor's attention that lead him or her to believe
that modification to the disclosures about changes in internal control over
financial reporting is necessary for the certifications to be accurate and to comply
with the requirements of Section 302 of the Act and Securities Exchange Act
Rule 13a-14(a) or 15d-14(a), whichever applies,27/ the auditor should

27/

See 17 C.F.R. 240.13a-14(a) or 17 C.F.R. 240.15d-14(a), whichever

applies.
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communicate the matter(s) to the appropriate level of management as soon as
practicable.
205. If, in the auditor's judgment, management does not respond appropriately
to the auditor's communication within a reasonable period of time, the auditor
should inform the audit committee. If, in the auditor's judgment, the audit
committee does not respond appropriately to the auditor's communication within
a reasonable period of time, the auditor should evaluate whether to resign from
the engagement. The auditor should evaluate whether to consult with his or her
attorney when making these evaluations. In these circumstances, the auditor
also has responsibilities under AU sec. 317, Illegal Acts by Clients, and Section
10A of the Securities Exchange Act of 1934.28/ The auditor's responsibilities for
evaluating the disclosures about changes in internal control over financial
reporting do not diminish in any way management's responsibility for ensuring
that its certifications comply with the requirements of Section 302 of the Act and
Securities Exchange Act Rule 13a-14(a) or 15d-14(a), whichever applies.29/
206. If matters come to the auditor's attention as a result of the audit of internal
control over financial reporting that lead him or her to believe that modifications
to the disclosures about changes in internal control over financial reporting
(addressing changes in internal control over financial reporting occurring during
the fourth quarter) are necessary for the annual certifications to be accurate and
to comply with the requirements of Section 302 of the Act and Securities
Exchange Act Rule 13a-14(a) or 15d-14(a), whichever applies,30/ the auditor
should follow the same communication responsibilities as described in
paragraphs 204 and 205. However, if management and the audit committee do
not respond appropriately, in addition to the responsibilities described in the
preceding two paragraphs, the auditor should modify his or her report on the
audit of internal control over financial reporting to include an explanatory
paragraph describing the reasons the auditor believes management's disclosures
should be modified.

Required Communications in An Audit of Internal Control
Over Financial Reporting
207. The auditor must communicate in writing to management and the audit
committee all significant deficiencies and material weaknesses identified during
the audit. The written communication should be made prior to the issuance of
28/

See 15 U.S.C. 78j-1.

29/

See 17 C.F.R. 240.13a-14(a) or 17 C.F.R. 240.15d-14(a), whichever

applies.
30/

See 17 C.F.R. 240.13a-14(a) or 17 C.F.R. 240.15d-14(a), whichever

applies.
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the auditor's report on internal control over financial reporting. The auditor's
communication should distinguish clearly between those matters considered to
be significant deficiencies and those considered to be material weaknesses, as
defined in paragraphs 9 and 10, respectively.
208. If a significant deficiency or material weakness exists because the
oversight of the company's external financial reporting and internal control over
financial reporting by the company's audit committee is ineffective, the auditor
must communicate that specific significant deficiency or material weakness in
writing to the board of directors.
209. In addition, the auditor should communicate to management, in writing, all
deficiencies in internal control over financial reporting (that is, those deficiencies
in internal control over financial reporting that are of a lesser magnitude than
significant deficiencies) identified during the audit and inform the audit committee
when such a communication has been made. When making this communication,
it is not necessary for the auditor to repeat information about such deficiencies
that have been included in previously issued written communications, whether
those communications were made by the auditor, internal auditors, or others
within the organization. Furthermore, the auditor is not required to perform
procedures sufficient to identify all control deficiencies; rather, the auditor should
communicate deficiencies in internal control over financial reporting of which he
or she is aware.
Note: As part of his or her evaluation of the effectiveness of internal
control over financial reporting, the auditor should determine whether
control deficiencies identified by internal auditors and others within the
company, for example, through ongoing monitoring activities and the
annual assessment of internal control over financial reporting, are reported
to appropriate levels of management in a timely manner. The lack of an
internal process to report deficiencies in internal control to management
on a timely basis represents a control deficiency that the auditor should
evaluate as to severity.
210. These written communications should state that the communication is
intended solely for the information and use of the board of directors, audit
committee, management, and others within the organization. When there are
requirements established by governmental authorities to furnish such reports,
specific reference to such regulatory agencies may be made.
211. These written communications also should include the definitions of
control deficiencies, significant deficiencies, and material weaknesses and
should clearly distinguish to which category the deficiencies being communicated
relate.
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212. Because of the potential for misinterpretation of the limited degree of
assurance associated with the auditor issuing a written report representing that
no significant deficiencies were noted during an audit of internal control over
financial reporting, the auditor should not issue such representations.
213. When auditing internal control over financial reporting, the auditor may
become aware of fraud or possible illegal acts. If the matter involves fraud, it
must be brought to the attention of the appropriate level of management. If the
fraud involves senior management, the auditor must communicate the matter
directly to the audit committee as described in AU sec. 316, Consideration of
Fraud in a Financial Statement Audit. If the matter involves possible illegal acts,
the auditor must assure himself or herself that the audit committee is adequately
informed, unless the matter is clearly inconsequential, in accordance with AU
sec. 317, Illegal Acts by Clients. The auditor also must determine his or her
responsibilities under Section 10A of the Securities Exchange Act of 1934.31/
214. When timely communication is important, the auditor should communicate
the preceding matters during the course of the audit rather than at the end of the
engagement. The decision about whether to issue an interim communication
should be determined based on the relative significance of the matters noted and
the urgency of corrective follow-up action required.

Effective Date
215. Companies considered accelerated filers under Securities Exchange Act
Rule 12b-232/ are required to comply with the internal control reporting and
disclosure requirements of Section 404 of the Act for fiscal years ending on or
after November 15, 2004. (Other companies have until fiscal years ending on or
after July 15, 2005, to comply with these internal control reporting and disclosure
requirements.) Accordingly, independent auditors engaged to audit the financial
statements of accelerated filers for fiscal years ending on or after November 15,
2004, also are required to audit and report on the company's internal control over
financial reporting as of the end of such fiscal year. This standard is required to
be complied with for such engagements, except as it relates to the auditor's
responsibilities for evaluating management's certification disclosures about
internal control over financial reporting. The auditor's responsibilities for
evaluating management's certification disclosures about internal control over
financial reporting described in paragraphs 202 through 206 take effect beginning
with the first quarter after the auditor's first audit report on the company's internal
control over financial reporting.
216.

Early compliance with this standard is permitted.
31/

See 15 U.S.C. 78j-1.

32/

See 17 C.F.R. 240.12b-2.
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APPENDIX A
Illustrative Reports on Internal Control Over Financial
Reporting
A1.
Paragraphs 167 through 199 of this standard provide direction on the
auditor's report on management's assessment of internal control over financial
reporting. The following examples illustrate how to apply that direction in several
different situations.
ILLUSTRATIVE REPORT
PAGE

Example A-1—Expressing an Unqualified Opinion on Management's
Assessment of the Effectiveness of Internal Control Over Financial
Reporting and an Unqualified Opinion on the Effectiveness of
Internal Control Over Financial Reporting (Separate Report) ................................
Example A-2—Expressing an Unqualified Opinion on Management's
Assessment of the Effectiveness of Internal Control Over Financial
Reporting and an Adverse Opinion on the Effectiveness of Internal
Control Over Financial Reporting Because of the Existence of a
Material Weakness .....................................................................................................
Example A-3—Expressing a Qualified Opinion on Management's
Assessment of the Effectiveness of Internal Control Over Financial
Reporting and a Qualified Opinion on the Effectiveness of Internal
Control Over Financial Reporting Because of a Limitation on the
Scope of the Audit......................................................................................................
Example A-4— Disclaiming an Opinion on Management's Assessment
of the Effectiveness of Internal Control Over Financial Reporting and
Disclaiming an Opinion on the Effectiveness of Internal Control Over
Financial Reporting Because of a Limitation on the Scope of the Audit...............
Example A-5—Expressing an Unqualified Opinion on Management's
Assessment of the Effectiveness of Internal Control Over Financial
Reporting That Refers to the Report of Other Auditors As a Basis,
in Part, for the Auditor's Opinion and an Unqualified Opinion on the
Effectiveness of Internal Control Over Financial Reporting ...................................
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Example A-6—Expressing an Adverse Opinion on Management's
Assessment of the Effectiveness of Internal Control Over Financial
Reporting and an Adverse Opinion on the Effectiveness of Internal
Control Over Financial Reporting Because of the Existence of a
Material Weakness .....................................................................................................
Example A-7—Expressing an Unqualified Opinion on Financial Statements,
an Unqualified Opinion on Management's Assessment of the
Effectiveness of Internal Control Over Financial Reporting, and an
Unqualified Opinion on the Effectiveness of Internal Control Over
Financial Reporting (Combined Report)...................................................................

Example A-1
ILLUSTRATIVE REPORT EXPRESSING AN UNQUALIFIED OPINION ON
MANAGEMENT'S ASSESSMENT OF THE EFFECTIVENESS OF INTERNAL
CONTROL OVER FINANCIAL REPORTING AND AN UNQUALIFIED OPINION
ON THE EFFECTIVENESS OF INTERNAL CONTROL OVER FINANCIAL
REPORTING (SEPARATE REPORT)33/

Report of Independent Registered Public Accounting Firm
[Introductory paragraph]
We have audited management's assessment, included in the accompanying [title
of management's report], that W Company maintained effective internal control
over financial reporting as of December 31, 20X3, based on [Identify control
criteria, for example, "criteria established in Internal Control—Integrated
Framework issued by the Committee of Sponsoring Organizations of the
Treadway Commission (COSO)."]. W Company's management is responsible for
maintaining effective internal control over financial reporting and for its
assessment of the effectiveness of internal control over financial reporting. Our
responsibility is to express an opinion on management's assessment and an
opinion on the effectiveness of the company's internal control over financial
reporting based on our audit.
[Scope paragraph]

33/

If the auditor issues separate reports on the audit of internal control over
financial reporting and the audit of the financial statements, both reports should include a
statement that the audit was conducted in accordance with standards of the Public
Company Accounting Oversight Board (United States).
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We conducted our audit in accordance with the standards of the Public Company
Accounting Oversight Board (United States). Those standards require that we
plan and perform the audit to obtain reasonable assurance about whether
effective internal control over financial reporting was maintained in all material
respects. Our audit included obtaining an understanding of internal control over
financial reporting, evaluating management's assessment, testing and evaluating
the design and operating effectiveness of internal control, and performing such
other procedures as we considered necessary in the circumstances. We believe
that our audit provides a reasonable basis for our opinion.
[Definition paragraph]
A company's internal control over financial reporting is a process designed to
provide reasonable assurance regarding the reliability of financial reporting and
the preparation of financial statements for external purposes in accordance with
generally accepted accounting principles. A company's internal control over
financial reporting includes those policies and procedures that (1) pertain to the
maintenance of records that, in reasonable detail, accurately and fairly reflect the
transactions and dispositions of the assets of the company; (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 company are
being made only in accordance with authorizations of management and directors
of the company; and (3) provide reasonable assurance regarding prevention or
timely detection of unauthorized acquisition, use, or disposition of the company's
assets that could have a material effect on the financial statements.
[Inherent limitations paragraph]
Because of its inherent limitations, internal control over financial reporting may
not prevent or detect misstatements. Also, projections of any evaluation of
effectiveness to future periods are subject to the risk that controls may become
inadequate because of changes in conditions, or that the degree of compliance
with the policies or procedures may deteriorate.
[Opinion paragraph]
In our opinion, management's assessment that W Company maintained effective
internal control over financial reporting as of December 31, 20X3, is fairly stated,
in all material respects, based on [Identify control criteria, for example, "criteria
established in Internal Control—Integrated Framework issued by the Committee
of Sponsoring Organizations of the Treadway Commission (COSO)."]. Also in
our opinion, W Company maintained, in all material respects, effective internal
control over financial reporting as of December 31, 20X3, based on [Identify
control criteria, for example, "criteria established in Internal Control—Integrated
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Framework issued by the Committee of Sponsoring Organizations of the
Treadway Commission (COSO)."].
[Explanatory paragraph]
We have also audited, in accordance with the standards of the Public Company
Accounting Oversight Board (United States), the [identify financial statements] of
W Company and our report dated [date of report, which should be the same as
the date of the report on the effectiveness of internal control over financial
reporting] expressed [include nature of opinion].
[Signature]
[City and State or Country]
[Date]

Example A-2
ILLUSTRATIVE REPORT EXPRESSING AN UNQUALIFIED OPINION ON
MANAGEMENT'S ASSESSMENT OF THE EFFECTIVENESS OF INTERNAL
CONTROL OVER FINANCIAL REPORTING AND AN ADVERSE OPINION ON
THE EFFECTIVENESS OF INTERNAL CONTROL OVER FINANCIAL
REPORTING BECAUSE OF THE EXISTENCE OF A MATERIAL WEAKNESS
Report of Independent Registered Public Accounting Firm
[Introductory paragraph]
We have audited management's assessment, included in the accompanying [title
of management's report], that W Company did not maintain effective internal
control over financial reporting as of December 31, 20X3, because of the effect of
[material weakness identified in management's assessment], based on [Identify
criteria, for example, "criteria established in Internal Control—Integrated
Framework issued by the Committee of Sponsoring Organizations of the
Treadway Commission (COSO)."]. W Company's management is responsible for
maintaining effective internal control over financial reporting and for its
assessment of the effectiveness of internal control over financial reporting. Our
responsibility is to express an opinion on management's assessment and an
opinion on the effectiveness of the company's internal control over financial
reporting based on our audit.
[Scope paragraph]
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We conducted our audit in accordance with the standards of the Public Company
Accounting Oversight Board (United States). Those standards require that we
plan and perform the audit to obtain reasonable assurance about whether
effective internal control over financial reporting was maintained in all material
respects. Our audit included obtaining an understanding of internal control over
financial reporting, evaluating management's assessment, testing and evaluating
the design and operating effectiveness of internal control, and performing such
other procedures as we considered necessary in the circumstances. We believe
that our audit provides a reasonable basis for our opinion.
[Definition paragraph]
A company's internal control over financial reporting is a process designed to
provide reasonable assurance regarding the reliability of financial reporting and
the preparation of financial statements for external purposes in accordance with
generally accepted accounting principles. A company's internal control over
financial reporting includes those policies and procedures that (1) pertain to the
maintenance of records that, in reasonable detail, accurately and fairly reflect the
transactions and dispositions of the assets of the company; (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 company are
being made only in accordance with authorizations of management and directors
of the company; and (3) provide reasonable assurance regarding prevention or
timely detection of unauthorized acquisition, use, or disposition of the company's
assets that could have a material effect on the financial statements.
[Inherent limitations paragraph]
Because of its inherent limitations, internal control over financial reporting may
not prevent or detect misstatements. Also, projections of any evaluation of
effectiveness to future periods are subject to the risk that controls may become
inadequate because of changes in conditions, or that the degree of compliance
with the policies or procedures may deteriorate.
[Explanatory paragraph]
A material weakness is a control deficiency, or combination of control
deficiencies, that results in more than a remote likelihood that a material
misstatement of the annual or interim financial statements will not be prevented
or detected. The following material weakness has been identified and included in
management's assessment. [Include a description of the material weakness and
its effect on the achievement of the objectives of the control criteria.] This
material weakness was considered in determining the nature, timing, and extent
of audit tests applied in our audit of the 20X3 financial statements, and this report

85

File No. PCAOB-2004-03 Page No. 086

does not affect our report dated [date of report, which should be the same as the
date of this report on internal control] on those financial statements.34/
[Opinion paragraph]
In our opinion, management's assessment that W Company did not maintain
effective internal control over financial reporting as of December 31, 20X3, is
fairly stated, in all material respects, based on [Identify control criteria, for
example, "criteria established in Internal Control—Integrated Framework issued
by the Committee of Sponsoring Organizations of the Treadway Commission
(COSO)."]. Also, in our opinion, because of the effect of the material weakness
described above on the achievement of the objectives of the control criteria, W
Company has not maintained effective internal control over financial reporting as
of December 31, 20X3, based on [Identify control criteria, for example, "criteria
established in Internal Control—Integrated Framework issued by the Committee
of Sponsoring Organizations of the Treadway Commission (COSO)."].

[Signature]
[City and State or Country]
[Date]
Example A-3
ILLUSTRATIVE REPORT EXPRESSING A QUALIFIED OPINION ON
MANAGEMENT'S ASSESSMENT OF THE EFFECTIVENESS OF INTERNAL
CONTROL OVER FINANCIAL REPORTING AND A QUALIFIED OPINION ON
THE EFFECTIVENESS OF INTERNAL CONTROL OVER FINANCIAL
REPORTING BECAUSE OF A LIMITATION ON THE SCOPE OF THE AUDIT
Report of Independent Registered Public Accounting Firm
[Introductory paragraph]
We have audited management's assessment, included in the accompanying [title
of management's report], that W Company maintained effective internal control
over financial reporting as of December 31, 20X3, based on [Identify control
criteria, for example, "criteria established in Internal Control—Integrated
Framework issued by the Committee of Sponsoring Organizations of the
34/

Modify this sentence when the auditor's opinion on the financial
statements is affected by the adverse opinion on the effectiveness of internal control over
financial reporting, as described in paragraph 196.
86

File No. PCAOB-2004-03 Page No. 087

Treadway Commission (COSO)."]. W Company's management is responsible for
maintaining effective internal control over financial reporting and for its
assessment of the effectiveness of internal control over financial reporting. Our
responsibility is to express an opinion on management's assessment and an
opinion on the effectiveness of the company's internal control over financial
reporting based on our audit.
[Scope paragraph]
Except as described below, we conducted our audit in accordance the standards
of the Public Company Accounting Oversight Board (United States). Those
standards require that we plan and perform the audit to obtain reasonable
assurance about whether effective internal control over financial reporting was
maintained in all material respects.
Our audit included obtaining an
understanding of internal control over financial reporting, evaluating
management's assessment, testing and evaluating the design and operating
effectiveness of internal control, and performing such other procedures as we
considered necessary in the circumstances. We believe that our audit provides a
reasonable basis for our opinion.

[Explanatory paragraph that describes scope limitation]
A material weakness is a control deficiency, or combination of control
deficiencies, that results in more than a remote likelihood that a material
misstatement of the annual or interim financial statements will not be prevented
or detected. The following material weakness has been identified and included in
management's assessment.35/ Prior to December 20, 20X3, W Company had an
inadequate system for recording cash receipts, which could have prevented the
Company from recording cash receipts on accounts receivable completely and
properly. Therefore, cash received could have been diverted for unauthorized
use, lost, or otherwise not properly recorded to accounts receivable. We believe
this condition was a material weakness in the design or operation of the internal
control of W Company in effect prior to December 20, 20X3. Although the
Company implemented a new cash receipts system on December 20, 20X3, the
system has not been in operation for a sufficient period of time to enable us to
obtain sufficient evidence about its operating effectiveness.
[Definition paragraph]

35/

If the auditor has identified a material weakness that is not included in
management's assessment, add the following wording to the report: "In addition, we have
identified the following material weakness that has not been identified as a material
weakness in management's assessment."
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A company's internal control over financial reporting is a process designed to
provide reasonable assurance regarding the reliability of financial reporting and
the preparation of financial statements for external purposes in accordance with
generally accepted accounting principles. A company's internal control over
financial reporting includes those policies and procedures that (1) pertain to the
maintenance of records that, in reasonable detail, accurately and fairly reflect the
transactions and dispositions of the assets of the company; (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 company are
being made only in accordance with authorizations of management and directors
of the company; and (3) provide reasonable assurance regarding prevention or
timely detection of unauthorized acquisition, use, or disposition of the company's
assets that could have a material effect on the financial statements.

[Inherent limitations paragraph]
Because of its inherent limitations, internal control over financial reporting may
not prevent or detect misstatements. Also, projections of any evaluation of
effectiveness to future periods are subject to the risk that controls may become
inadequate because of changes in conditions, or that the degree of compliance
with the policies or procedures may deteriorate.
[Opinion paragraph]
In our opinion, except for the effect of matters we might have discovered had we
been able to examine evidence about the effectiveness of the new cash receipts
system, management's assessment that W Company maintained effective
internal control over financial reporting as of December 31, 20X3, is fairly stated,
in all material respects, based on [Identify control criteria, for example, "criteria
established in Internal Control—Integrated Framework issued by the Committee
of Sponsoring Organizations of the Treadway Commission (COSO)."]. Also, in
our opinion, except for the effect of matters we might have discovered had we
been able to examine evidence about the effectiveness of the new cash receipts
system, W Company maintained, in all material respects, effective internal
control over financial reporting as of December 31, 20X3, based on [Identify
control criteria, for example, "criteria established in Internal Control—Integrated
Framework issued by the Committee of Sponsoring Organizations of the
Treadway Commission (COSO)."].
[Explanatory paragraph]
We have also audited, in accordance with the standards of the Public Company
Accounting Oversight Board (United States), the [identify financial statements] of
W Company and our report dated [date of report, which should be the same as
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the date of the report on the effectiveness of internal control over financial
reporting] expressed [include nature of opinion].
[Signature]
[City and State or Country]
[Date]

Example A-4
ILLUSTRATIVE REPORT DISCLAIMING AN OPINION ON MANAGEMENT'S
ASSESSMENT OF THE EFFECTIVENESS OF INTERNAL CONTROL OVER
FINANCIAL REPORTING AND DISCLAIMING AN OPINION ON THE
EFFECTIVENESS OF INTERNAL CONTROL OVER FINANCIAL REPORTING
BECAUSE OF A LIMITATION ON THE SCOPE OF THE AUDIT

Report of Independent Registered Public Accounting Firm
[Introductory paragraph]
We were engaged to audit management's assessment included in the
accompanying [title of management's report] that W Company maintained
effective internal control over financial reporting as of December 31, 20X3 based
on [Identify control criteria, for example, "criteria established in Internal Control—
Integrated Framework issued by the Committee of Sponsoring Organizations of
the Treadway Commission (COSO)."].
W Company's management is
responsible for maintaining effective internal control over financial reporting and
for its assessment of the effectiveness of internal control over financial reporting.
[Omit scope paragraph]
[Explanatory paragraph that describes scope limitation]36/
[Definition paragraph]
A company's internal control over financial reporting is a process designed to
provide reasonable assurance regarding the reliability of financial reporting and
the preparation of financial statements for external purposes in accordance with
generally accepted accounting principles. A company's internal control over
36/

If, through the limited procedures performed, the auditor concludes that a
material weakness exists, the auditor should add the definition of material weakness (as
provided in paragraph 10) to the explanatory paragraph. In addition, the auditor should
include a description of the material weakness and its effect on the achievement of the
objectives of the control criteria.
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financial reporting includes those policies and procedures that (1) pertain to the
maintenance of records that, in reasonable detail, accurately and fairly reflect the
transactions and dispositions of the assets of the company; (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 company are
being made only in accordance with authorizations of management and directors
of the company; and (3) provide reasonable assurance regarding prevention or
timely detection of unauthorized acquisition, use, or disposition of the company's
assets that could have a material effect on the financial statements.
[Inherent limitations paragraph]
Because of its inherent limitations, internal control over financial reporting may
not prevent or detect misstatements. Also, projections of any evaluation of
effectiveness to future periods are subject to the risk that controls may become
inadequate because of changes in conditions, or that the degree of compliance
with the policies or procedures may deteriorate.
[Opinion paragraph]
Since management [describe scope restrictions] and we were unable to apply
other procedures to satisfy ourselves as to the effectiveness of the company's
internal control over financial reporting, the scope of our work was not sufficient
to enable us to express, and we do not express, an opinion either on
management's assessment or on the effectiveness of the company's internal
control over financial reporting.
[Explanatory paragraph]
We have also audited, in accordance with the standards of the Public Company
Accounting Oversight Board (United States), the [identify financial statements] of
W Company and our report dated [date of report, which should be the same as
the date of the report on the effectiveness of internal control over financial
reporting] expressed [include nature of opinion].
[Signature]
[City and State or Country]
[Date]
Example A-5
ILLUSTRATIVE REPORT EXPRESSING AN UNQUALIFIED OPINION ON
MANAGEMENT'S ASSESSMENT OF THE EFFECTIVENESS OF INTERNAL
CONTROL OVER FINANCIAL REPORTING THAT REFERS TO THE REPORT
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OF OTHER AUDITORS AS A BASIS, IN PART, FOR THE AUDITOR'S
OPINION AND AN UNQUALIFIED OPINION ON THE EFFECTIVENESS OF
INTERNAL CONTROL OVER FINANCIAL REPORTING

Report of Independent Registered Public Accounting Firm
[Introductory paragraph]
We have audited management's assessment, included in the accompanying [title
of management's report], that W Company maintained effective internal control
over financial reporting as of December 31, 20X3, based on [Identify control
criteria, for example, "criteria established in Internal Control—Integrated
Framework issued by the Committee of Sponsoring Organizations of the
Treadway Commission (COSO)."]. W Company's management is responsible for
maintaining effective internal control over financial reporting and for its
assessment of the effectiveness of internal control over financial reporting. Our
responsibility is to express an opinion on management's assessment and an
opinion on the effectiveness of the company's internal control over financial
reporting based on our audit. We did not examine the effectiveness of internal
control over financial reporting of B Company, a wholly owned subsidiary, whose
financial statements reflect total assets and revenues constituting 20 and 30
percent, respectively, of the related consolidated financial statement amounts as
of and for the year ended December 31, 20X3. The effectiveness of B
Company's internal control over financial reporting was audited by other auditors
whose report has been furnished to us, and our opinion, insofar as it relates to
the effectiveness of B Company's internal control over financial reporting, is
based solely on the report of the other auditors.
[Scope paragraph]
We conducted our audit in accordance with the standards of the Public Company
Accounting Oversight Board (United States). Those standards require that we
plan and perform the audit to obtain reasonable assurance about whether
effective internal control over financial reporting was maintained in all material
respects. Our audit included obtaining an understanding of internal control over
financial reporting, evaluating management's assessment, testing and evaluating
the design and operating effectiveness of internal control, and performing such
other procedures as we considered necessary in the circumstances. We believe
that our audit and the report of the other auditors provide a reasonable basis for
our opinion.
[Definition paragraph]
A company's internal control over financial reporting is a process designed to
provide reasonable assurance regarding the reliability of financial reporting and
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the preparation of financial statements for external purposes in accordance with
generally accepted accounting principles. A company's internal control over
financial reporting includes those policies and procedures that (1) pertain to the
maintenance of records that, in reasonable detail, accurately and fairly reflect the
transactions and dispositions of the assets of the company; (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 company are
being made only in accordance with authorizations of management and directors
of the company; and (3) provide reasonable assurance regarding prevention or
timely detection of unauthorized acquisition, use, or disposition of the company's
assets that could have a material effect on the financial statements.
[Inherent limitations paragraph]
Because of its inherent limitations, internal control over financial reporting may
not prevent or detect misstatements. Also, projections of any evaluation of
effectiveness to future periods are subject to the risk that controls may become
inadequate because of changes in conditions, or that the degree of compliance
with the policies or procedures may deteriorate.
[Opinion paragraph]
In our opinion, based on our audit and the report of the other auditors,
management's assessment that W Company maintained effective internal control
over financial reporting as of December 31, 20X3, is fairly stated, in all material
respects, based on [Identify control criteria, for example, "criteria established in
Internal Control—Integrated Framework issued by the Committee of Sponsoring
Organizations of the Treadway Commission (COSO)."]. Also, in our opinion,
based on our audit and the report of the other auditors, W Company maintained,
in all material respects, effective internal control over financial reporting as of
December 31, 20X3, based on [Identify control criteria, for example, "criteria
established in Internal Control—Integrated Framework issued by the Committee
of Sponsoring Organizations of the Treadway Commission (COSO)."].
[Explanatory paragraph]
We have also audited, in accordance with the standards of the Public Company
Accounting Oversight Board (United States), the [identify financial statements] of
W Company and our report dated [date of report, which should be the same as
the date of the report on the effectiveness of internal control over financial
reporting] expressed [include nature of opinion].
[Signature]
[City and State or Country]

92

File No. PCAOB-2004-03 Page No. 093

[Date]

Example A-6
ILLUSTRATIVE REPORT EXPRESSING AN ADVERSE OPINION ON
MANAGEMENT'S ASSESSMENT OF THE EFFECTIVENESS OF INTERNAL
CONTROL OVER FINANCIAL REPORTING AND AN ADVERSE OPINION ON
THE EFFECTIVENESS OF INTERNAL CONTROL OVER FINANCIAL
REPORTING BECAUSE OF THE EXISTENCE OF A MATERIAL WEAKNESS
Report of Independent Registered Public Accounting Firm
[Introductory paragraph]
We have audited management's assessment, included in the accompanying [title
of management's report], that W Company maintained effective internal control
over financial reporting as of December 31, 20X3, based on [Identify control
criteria, for example, "criteria established in Internal Control—Integrated
Framework issued by the Committee of Sponsoring Organizations of the
Treadway Commission (COSO)."]. W Company's management is responsible for
maintaining effective internal control over financial reporting and for its
assessment of the effectiveness of internal control over financial reporting. Our
responsibility is to express an opinion on management's assessment and an
opinion on the effectiveness of the company's internal control over financial
reporting based on our audit.
[Scope paragraph]
We conducted our audit in accordance with the standards of the Public Company
Accounting Oversight Board (United States). Those standards require that we
plan and perform the audit to obtain reasonable assurance about whether
effective internal control over financial reporting was maintained in all material
respects. Our audit included obtaining an understanding of internal control over
financial reporting, evaluating management's assessment, testing and evaluating
the design and operating effectiveness of internal control, and performing such
other procedures as we considered necessary in the circumstances. We believe
that our audit provides a reasonable basis for our opinion.
[Definition paragraph]
A company's internal control over financial reporting is a process designed to
provide reasonable assurance regarding the reliability of financial reporting and
the preparation of financial statements for external purposes in accordance with
generally accepted accounting principles. A company's internal control over
financial reporting includes those policies and procedures that (1) pertain to the
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maintenance of records that, in reasonable detail, accurately and fairly reflect the
transactions and dispositions of the assets of the company; (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 company are
being made only in accordance with authorizations of management and directors
of the company; and (3) provide reasonable assurance regarding prevention or
timely detection of unauthorized acquisition, use, or disposition of the company's
assets that could have a material effect on the financial statements.
[Inherent limitations paragraph]
Because of its inherent limitations, internal control over financial reporting may
not prevent or detect misstatements. Also, projections of any evaluation of
effectiveness to future periods are subject to the risk that controls may become
inadequate because of changes in conditions, or that the degree of compliance
with the policies or procedures may deteriorate.
[Explanatory paragraph]
A material weakness is a control deficiency, or combination of control
deficiencies, that results in more than a remote likelihood that a material
misstatement of the annual or interim financial statements will not be prevented
or detected. We have identified the following material weakness that has not
been identified as a material weakness in management's assessment [Include a
description of the material weakness and its effect on the achievement of the
objectives of the control criteria.] This material weakness was considered in
determining the nature, timing, and extent of audit tests applied in our audit of the
20X3 financial statements, and this report does not affect our report dated [date
of report, which should be the same as the date of this report on internal control]
on those financial statements.37/
[Opinion paragraph]
In our opinion, because of the effect of the material weakness described above
on the achievement of the objectives of the control criteria, management's
assessment that W Company maintained effective internal control over financial
reporting as of December 31, 20X3, is not fairly stated, in all material respects,
based on [Identify control criteria, for example, "criteria established in Internal
Control—Integrated Framework issued by the Committee of Sponsoring
Organizations of the Treadway Commission (COSO)."]. Also, in our opinion,
because of the effect of the material weakness described above on the
37/

Modify this sentence when the auditor's opinion on the financial
statements is affected by the adverse opinion on the effectiveness of internal control over
financial reporting.
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achievement of the objectives of the control criteria, W Company has not
maintained effective internal control over financial reporting as of December 31,
20X3, based on [Identify control criteria, for example, "criteria established in
Internal Control—Integrated Framework issued by the Committee of Sponsoring
Organizations of the Treadway Commission (COSO)."].
[Signature]
[City and State or Country]
[Date]

Example A-7

ILLUSTRATIVE COMBINED REPORT EXPRESSING AN UNQUALIFIED
OPINION ON FINANCIAL STATEMENTS, AN UNQUALIFIED OPINION ON
MANAGEMENT'S ASSESSMENT OF THE EFFECTIVENESS OF INTERNAL
CONTROL OVER FINANCIAL REPORTING AND AN UNQUALIFIED OPINION
ON THE EFFECTIVENESS OF INTERNAL CONTROL OVER FINANCIAL
REPORTING

Report of Independent Registered Public Accounting Firm
[Introductory paragraph]
We have audited the accompanying balance sheets of W Company as of
December 31, 20X3 and 20X2, and the related statements of income,
stockholders' equity and comprehensive income, and cash flows for each of the
years in the three-year period ended December 31, 20X3. We also have audited
management's assessment, included in the accompanying [title of management's
report], that W Company maintained effective internal control over financial
reporting as of December 31, 20X3, based on [Identify control criteria, for
example, "criteria established in Internal Control—Integrated Framework issued
by the Committee of Sponsoring Organizations of the Treadway Commission
(COSO)."]. W Company's management is responsible for these financial
statements, for maintaining effective internal control over financial reporting, and
for its assessment of the effectiveness of internal control over financial reporting.
Our responsibility is to express an opinion on these financial statements, an
opinion on management's assessment, and an opinion on the effectiveness of
the company's internal control over financial reporting based on our audits.
[Scope paragraph]
We conducted our audits in accordance with the standards of the Public
Company Accounting Oversight Board (United States). Those standards require
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that we plan and perform the audits to obtain reasonable assurance about
whether the financial statements are free of material misstatement and whether
effective internal control over financial reporting was maintained in all material
respects. Our audit of financial statements included examining, on a test basis,
evidence supporting the amounts and disclosures in the financial statements,
assessing the accounting principles used and significant estimates made by
management, and evaluating the overall financial statement presentation. Our
audit of internal control over financial reporting included obtaining an
understanding of internal control over financial reporting, evaluating
management's assessment, testing and evaluating the design and operating
effectiveness of internal control, and performing such other procedures as we
considered necessary in the circumstances. We believe that our audits provide a
reasonable basis for our opinions.
[Definition paragraph]
A company's internal control over financial reporting is a process designed to
provide reasonable assurance regarding the reliability of financial reporting and
the preparation of financial statements for external purposes in accordance with
generally accepted accounting principles. A company's internal control over
financial reporting includes those policies and procedures that (1) pertain to the
maintenance of records that, in reasonable detail, accurately and fairly reflect the
transactions and dispositions of the assets of the company; (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 company are
being made only in accordance with authorizations of management and directors
of the company; and (3) provide reasonable assurance regarding prevention or
timely detection of unauthorized acquisition, use, or disposition of the company's
assets that could have a material effect on the financial statements.
[Inherent limitations paragraph]
Because of its inherent limitations, internal control over financial reporting may
not prevent or detect misstatements. Also, projections of any evaluation of
effectiveness to future periods are subject to the risk that controls may become
inadequate because of changes in conditions, or that the degree of compliance
with the policies or procedures may deteriorate.
[Opinion paragraph]
In our opinion, the financial statements referred to above present fairly, in all
material respects, the financial position of W Company as of December 31, 20X3
and 20X2, and the results of its operations and its cash flows for each of the
years in the three-year period ended December 31, 20X3 in conformity with
accounting principles generally accepted in the United States of America. Also in

96

File No. PCAOB-2004-03 Page No. 097

our opinion, management's assessment that W Company maintained effective
internal control over financial reporting as of December 31, 20X3, is fairly stated,
in all material respects, based on [Identify control criteria, for example, "criteria
established in Internal Control—Integrated Framework issued by the Committee
of Sponsoring Organizations of the Treadway Commission (COSO)."].
Furthermore, in our opinion, W Company maintained, in all material respects,
effective internal control over financial reporting as of December 31, 20X3, based
on [Identify control criteria, for example, "criteria established in Internal Control—
Integrated Framework issued by the Committee of Sponsoring Organizations of
the Treadway Commission (COSO)."].
[Signature]
[City and State or Country]
[Date]

APPENDIX B
Additional Performance Requirements and Directions;
Extent-of-Testing Examples
Tests to be Performed When a Company Has Multiple
Locations or Business Units
B1. To determine the locations or business units for performing audit
procedures, the auditor should evaluate their relative financial significance and
the risk of material misstatement arising from them. In making this evaluation,
the auditor should identify the locations or business units that are individually
important, evaluate their documentation of controls, and test controls over
significant accounts and disclosures. For locations or business units that contain
specific risks that, by themselves, could create a material misstatement, the
auditor should evaluate their documentation of controls and test controls over the
specific risks.
B2.
The auditor should determine the other locations or business units that,
when aggregated, represent a group with a level of financial significance that
could create a material misstatement in the financial statements. For that group,
the auditor should determine whether there are company-level controls in place.
If so, the auditor should evaluate the documentation and test such company-level
controls. If not, the auditor should perform tests of controls at some of the
locations or business units.
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B3. No further work is necessary on the remaining locations or businesses,
provided that they are not able to create, either individually or in the aggregate, a
material misstatement in the financial statements.
Locations or Business Units That Are Financially Significant
B4.
Because of the importance of financially significant locations or business
units, the auditor should evaluate management's documentation of and perform
tests of controls over all relevant assertions related to significant accounts and
disclosures at each financially significant location or business unit, as discussed
in paragraphs 83 through 105. Generally, a relatively small number of locations
or business units will encompass a large portion of a company's operations and
financial position, making them financially significant.
B5. In determining the nature, timing, and extent of testing at the individual
locations or business units, the auditor should evaluate each entity's involvement,
if any, with a central processing or shared service environment.
Locations or Business Units That Involve Specific Risks
B6.
Although a location or business unit might not be individually financially
significant, it might present specific risks that, by themselves, could create a
material misstatement in the company's financial statements. The auditor should
test the controls over the specific risks that could create a material misstatement
in the company's financial statements. The auditor need not test controls over all
relevant assertions related to all significant accounts at these locations or
business units. For example, a business unit responsible for foreign exchange
trading could expose the company to the risk of material misstatement, even
though the relative financial significance of such transactions is low.
Locations or Business Units That Are Significant Only When Aggregated
with Other Locations and Business Units
B7.
In determining the nature, timing, and extent of testing, the auditor should
determine whether management has documented and placed in operation
company-level controls (See paragraph 53) over individually unimportant
locations and business units that, when aggregated with other locations or
business units, might have a high level of financial significance. A high level of
financial significance could create a greater than remote risk of material
misstatement of the financial statements.
B8.
For the purposes of this evaluation, company-level controls are controls
management has in place to provide assurance that appropriate controls exist
throughout the organization, including at individual locations or business units.
B9.
The auditor should perform tests of company-level controls to determine
whether such controls are operating effectively. The auditor might conclude that
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he or she cannot evaluate the operating effectiveness of such controls without
visiting some or all of the locations or business units.
B10. If management does not have company-level controls operating at these
locations and business units, the auditor should determine the nature, timing, and
extent of procedures to be performed at each location, business unit, or
combination of locations and business units. When determining the locations or
business units to visit and the controls to test, the auditor should evaluate the
following factors:
•

The relative financial significance of each location or business unit.

•

The risk of material misstatement arising from each location or business
unit.

•

The similarity of business operations and internal control over financial
reporting at the various locations or business units.

•

The degree of centralization of processes and financial reporting
applications.

•

The effectiveness of the control environment, particularly management's
direct control over the exercise of authority delegated to others and its
ability to effectively supervise activities at the various locations or business
units. An ineffective control environment over the locations or business
units might constitute a material weakness.

•

The nature and amount of transactions executed and related assets at the
various locations or business units.

•

The potential for material unrecognized obligations to exist at a location or
business unit and the degree to which the location or business unit could
create an obligation on the part of the company.

•

Management's risk assessment process and analysis for excluding a
location or business unit from its assessment of internal control over
financial reporting.

B11. Testing company-level controls is not a substitute for the auditor's testing
of controls over a large portion of the company's operations or financial position.
If the auditor cannot test a large portion of the company's operations and
financial position by selecting a relatively small number of locations or business
units, he or she should expand the number of locations or business units
selected to evaluate internal control over financial reporting.
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Note: The evaluation of whether controls over a large portion of the
company's operations or financial position have been tested should be
made at the overall level, not at the individual significant account level.
Locations and Business Units That Do Not Require Testing
B12. No testing is required for locations or business units that individually, and
when aggregated with others, could not result in a material misstatement to the
financial statements.
Multi-Location Testing Considerations Flowchart
B13. Illustration B-1 depicts how to apply the directions in this section to a
hypothetical company with 150 locations or business units, along with the
auditor's testing considerations for those locations or business units.
Illustration B-1

Multi-location Testing Considerations
150*
Is location or business unit
individually important?
135

15

Evaluate documentation and test
controls over relevant assertions
for significant accounts at each
location or business unit

Yes

No

Are there specific
significant risks?

5

Evaluate documentation and
test controls over
specific risks

Yes

No
130
Are there locations or business 60
units that are not important even
when aggregated with others?

70

No

Are there documented companylevel controls over this group?

No further action
required for such units

Yes

Yes

Evaluate documentation and
test company-level controls over group**

No

Some testing of controls at individual
locations or business units required

* Numbers represent number of locations affected.
** See paragraph B7.

Special Situations
B14. The scope of the evaluation of the company's internal control over
financial reporting should include entities that are acquired on or before the date
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of management's assessment and operations that are accounted for as
discontinued operations on the date of management's assessment. The auditor
should consider this multiple locations discussion in determining whether it will be
necessary to test controls at these entities or operations.
B15. For equity method investments, the evaluation of the company's internal
control over financial reporting should include controls over the reporting in
accordance with generally accepted accounting principles, in the company's
financial statements, of the company's portion of the investees' income or loss,
the investment balance, adjustments to the income or loss and investment
balance, and related disclosures. The evaluation ordinarily would not extend to
controls at the equity method investee.
B16. In situations in which the SEC allows management to limit its assessment
of internal control over financial reporting by excluding certain entities, the auditor
may limit the audit in the same manner and report without reference to the
limitation in scope. However, the auditor should evaluate the reasonableness of
management's conclusion that the situation meets the criteria of the SEC's
allowed exclusion and the appropriateness of any required disclosure related to
such a limitation. If the auditor believes that management's disclosure about the
limitation requires modification, the auditor should follow the same
communication responsibilities as described in paragraphs 204 and 205. If
management and the audit committee do not respond appropriately, in addition
to fulfilling those responsibilities, the auditor should modify his or her report on
the audit of internal control over financial reporting to include an explanatory
paragraph describing the reasons why the auditor believes management's
disclosure should be modified.
B17. For example, for entities that are consolidated or proportionately
consolidated, the evaluation of the company's internal control over financial
reporting should include controls over significant accounts and processes that
exist at the consolidated or proportionately consolidated entity. In some
instances, however, such as for some variable interest entities as defined in
Financial Accounting Standards Board Interpretation No. 46, Consolidation of
Variable Interest Entities, management might not be able to obtain the
information necessary to make an assessment because it does not have the
ability to control the entity. If management is allowed to limit its assessment by
excluding such entities,38/ the auditor may limit the audit in the same manner and
38/

It is our understanding that the SEC Staff may conclude that management
can limit the scope of its assessment if it does not have the authority to affect, and
therefore cannot assess, the controls in place over certain amounts. This would relate to
entities that are consolidated or proportionately consolidated when the issuer does not
have sufficient control over the entity to assess and affect controls. If management's
report on its assessment of the effectiveness of internal control over financial reporting is
limited in that manner, the SEC staff may permit the company to disclose this fact as well
as information about the magnitude of the amounts included in the financial statements
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report without reference to the limitation in scope. In this case, the evaluation of
the company's internal control over financial reporting should include evaluation
of controls over the reporting in accordance with generally accepted accounting
principles, in the company's financial statements, of the company's portion of the
entity's income or loss, the investment balance, adjustments to the income or
loss and investment balances, and related disclosures. However, the auditor
should evaluate the reasonableness of management's conclusion that it does not
have the ability to obtain the necessary information as well as the
appropriateness of any required disclosure related to such a limitation.

Use of Service Organizations
B18. AU sec. 324, Service Organizations, applies to the audit of financial
statements of a company that obtains services from another organization that are
part of its information system. The auditor may apply the relevant concepts
described in AU sec. 324 to the audit of internal control over financial reporting.
Further, although AU sec. 324 was designed to address auditor-to-auditor
communications as part of the audit of financial statements, it also is appropriate
for management to apply the relevant concepts described in that standard to its
assessment of internal control over financial reporting.
B19. Paragraph .03 of AU sec. 324 describes the situation in which a service
organization's services are part of a company's information system. If the service
organization's services are part of a company's information system, as described
therein, then they are part of the information and communication component of
the company's internal control over financial reporting. When the service
organization's services are part of the company's internal control over financial
reporting, management should consider the activities of the service organization
in making its assessment of internal control over financial reporting, and the
auditor should consider the activities of the service organization in determining
the evidence required to support his or her opinion.
Note: The use of a service organization does not reduce management's
responsibility to maintain effective internal control over financial reporting.
B20. Paragraphs .07 through .16 in AU sec. 324 describe the procedures that
management and the auditor should perform with respect to the activities
performed by the service organization. The procedures include:

from entities whose controls cannot be assessed. This disclosure would be required in
each filing, but outside of management's report on its assessment of the effectiveness of
internal control over financial reporting.
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a. Obtaining an understanding of the controls at the service organization that
are relevant to the entity's internal control and the controls at the user
organization over the activities of the service organization, and
b. Obtaining evidence that the controls that are relevant to management's
assessment and the auditor's opinion are operating effectively.
B21. Evidence that the controls that are relevant to management's assessment
and the auditor's opinion are operating effectively may be obtained by following
the procedures described in paragraph .12 of AU sec. 324. These procedures
include:
a. Performing tests of the user organization's controls over the activities of
the service organization (for example, testing the user organization's
independent reperformance of selected items processed by the service
organization or testing the user organization's reconciliation of output
reports with source documents).
b. Performing tests of controls at the service organization.
c. Obtaining a service auditor's report on controls placed in operation and
tests of operating effectiveness, or a report on the application of agreedupon procedures that describes relevant tests of controls.
Note: The service auditor's report referred to above means a report with
the service auditor's opinion on the service organization's description of
the design of its controls, the tests of controls, and results of those tests
performed by the service auditor, and the service auditor's opinion on
whether the controls tested were operating effectively during the specified
period (in other words, "reports on controls placed in operation and tests
of operating effectiveness" described in paragraph .24b of AU sec. 324).
A service auditor's report that does not include tests of controls, results of
the tests, and the service auditor's opinion on operating effectiveness (in
other words, "reports on controls placed in operation" described in
paragraph .24a of AU sec. 324) does not provide evidence of operating
effectiveness.
Furthermore, if the evidence regarding operating
effectiveness of controls comes from an agreed-upon procedures report
rather than a service auditor's report issued pursuant to AU sec. 324,
management and the auditor should evaluate whether the agreed-upon
procedures report provides sufficient evidence in the same manner
described in the following paragraph.
B22. If a service auditor's report on controls placed in operation and tests of
operating effectiveness is available, management and the auditor may evaluate
whether this report provides sufficient evidence to support the assessment and
opinion, respectively. In evaluating whether such a service auditor's report
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provides sufficient evidence, management and the auditor should consider the
following factors:
•

The time period covered by the tests of controls and its relation to the date
of management's assessment,

•

The scope of the examination and applications covered, the controls
tested, and the way in which tested controls relate to the company's
controls,

•

The results of those tests of controls and the service auditor's opinion on
the operating effectiveness of the controls.

Note: These factors are similar to factors the auditor would consider in
determining whether the report provides sufficient evidence to support the
auditor's assessed level of control risk in an audit of the financial statements
as described in paragraph .16 of AU sec. 324.
B23. If the service auditor's report on controls placed in operation and tests of
operating effectiveness contains a qualification that the stated control objectives
might be achieved only if the company applies controls contemplated in the
design of the system by the service organization, the auditor should evaluate
whether the company is applying the necessary procedures. For example,
completeness of processing payroll transactions might depend on the company's
validation that all payroll records sent to the service organization were processed
by checking a control total.
B24. In determining whether the service auditor's report provides sufficient
evidence to support management's assessment and the auditor's opinion,
management and the auditor should make inquiries concerning the service
auditor's reputation, competence, and independence. Appropriate sources of
information concerning the professional reputation of the service auditor are
discussed in paragraph .10a of AU sec. 543, Part of Audit Performed by Other
Independent Auditors.
B25. When a significant period of time has elapsed between the time period
covered by the tests of controls in the service auditor's report and the date of
management's assessment, additional procedures should be performed. The
auditor should inquire of management to determine whether management has
identified any changes in the service organization's controls subsequent to the
period covered by the service auditor's report (such as changes communicated to
management from the service organization, changes in personnel at the service
organization with whom management interacts, changes in reports or other data
received from the service organization, changes in contracts or service level
agreements with the service organization, or errors identified in the service
organization's processing). If management has identified such changes, the
auditor should determine whether management has performed procedures to
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evaluate the effect of such changes on the effectiveness of the company's
internal control over financial reporting. The auditor also should consider
whether the results of other procedures he or she performed indicate that there
have been changes in the controls at the service organization that management
has not identified.
B26. The auditor should determine whether to obtain additional evidence about
the operating effectiveness of controls at the service organization based on the
procedures performed by management or the auditor and the results of those
procedures and on an evaluation of the following factors. As these factors
increase in significance, the need for the auditor to obtain additional evidence
increases.
•

The elapsed time between the time period covered by the tests of controls
in the service auditor's report and the date of management's assessment,

•

The significance of the activities of the service organization,

•

Whether there are errors that have been identified in the service
organization's processing, and

•

The nature and significance of any changes in the service organization's
controls identified by management or the auditor.

B27. If the auditor concludes that additional evidence about the operating
effectiveness of controls at the service organization is required, the auditor's
additional procedures may include:
•

Evaluating the procedures performed by management and the results of
those procedures.

•

Contacting the service organization, through the user organization, to
obtain specific information.

•

Requesting that a service auditor be engaged to perform procedures that
will supply the necessary information.

•

Visiting the service organization and performing such procedures.
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B28. Based on the evidence obtained, management and the auditor should
determine whether they have obtained sufficient evidence to obtain the
reasonable assurance necessary for their assessment and opinion, respectively.
B29. The auditor should not refer to the service auditor's report when
expressing an opinion on internal control over financial reporting.

Examples of Extent-of-Testing Decisions
B30. As discussed throughout this standard, determining the effectiveness of a
company's internal control over financial reporting includes evaluating the design
and operating effectiveness of controls over all relevant assertions related to all
significant accounts and disclosures in the financial statements. Paragraphs 88
through 107 provide the auditor with directions about the nature, timing, and
extent of testing of the design and operating effectiveness of internal control over
financial reporting.
B31. Examples B-1 through B-4 illustrate how to apply this information in
various situations. These examples are for illustrative purposes only.
Example B-1 – Daily Programmed Application Control and Daily Information
Technology-Dependent Manual Control
The auditor has determined that cash and accounts receivable are significant
accounts to the audit of XYZ Company's internal control over financial reporting.
Based on discussions with company personnel and review of company
documentation, the auditor learned that the company had the following
procedures in place to account for cash received in the lockbox:
a. The company receives a download of cash receipts from the banks.
b.

The information technology system applies cash received in the lockbox to
individual customer accounts.

c.

Any cash received in the lockbox and not applied to a customer's account is
listed on an exception report (Unapplied Cash Exception Report).
y

Therefore, the application of cash to a customer's account is a
programmed application control, while the review and follow-up of
unapplied cash from the exception report is a manual control.

To determine whether misstatements in cash (existence assertion) and accounts
receivable (existence, valuation, and completeness) would be prevented or
detected on a timely basis, the auditor decided to test the controls provided by
the system in the daily reconciliation of lock box receipts to customer accounts,
as well as the control over reviewing and resolving unapplied cash in the
Unapplied Cash Exception Report.

106

File No. PCAOB-2004-03 Page No. 107

Nature, Timing, and Extent of Procedures. To test the programmed application
control, the auditor:
•
Identified, through discussion with company personnel, the software used to
receive the download from the banks and to process the transactions and
determined that the banks supply the download software.
-- The company uses accounting software acquired from a third-party
supplier. The software consists of a number of modules. The client
modifies the software only for upgrades supplied by the supplier.
•

Determined, through further discussion with company personnel, that the
cash module operates the lockbox functionality and the posting of cash to
the general ledger. The accounts receivable module posts the cash to
individual customer accounts and produces the Unapplied Cash Exception
Report, a standard report supplied with the package. The auditor agreed
this information to the supplier's documentation.

•

Identified, through discussions with company personnel and review of the
supplier's documentation, the names, file sizes (in bytes), and locations of
the executable files (programs) that operate the functionality under review.
The auditor then identified the compilation dates of these programs and
agreed them to the original installation date of the application.

•

Identified the objectives of the programs to be tested. The auditor wanted to
determine whether only appropriate cash items are posted to customers'
accounts and matched to customer number, invoice number, amount, etc.,
and that there is a listing of inappropriate cash items (that is, any of the
above items not matching) on the exception report.

In addition, the auditor had evaluated and tested general computer controls,
including program changes (for example, confirmation that no unauthorized
changes are undertaken) and logical access (for example, data file access to the
file downloaded from the banks and user access to the cash and accounts
receivable modules) and concluded that they were operating effectively.
To determine whether such programmed controls were operating effectively, the
auditor performed a walkthrough in the month of July. The computer controls
operate in a systematic manner, therefore, the auditor concluded that it was
sufficient to perform a walkthrough for only the one item.
During the
walkthrough, the auditor performed and documented the following items:
a.

Selected one customer and agreed the amount billed to the customer to the
cash received in the lockbox.

b.

Agreed the total of the lockbox report to the posting of cash receipts in the
general ledger.
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c.

Agreed the total of the cash receipt download from the bank to the lockbox
report and supporting documentation.

d.

Selected one customer's remittance and agreed amount posted to the
customer's account in the accounts receivable subsidiary ledger.

To test the detective control of review and follow up on the Daily Unapplied Cash
Exception Report, the auditor:
a.

Made inquiries of company personnel. To understand the procedures in
place to ensure that all unapplied items are resolved, the time frame in
which such resolution takes place, and whether unapplied items are
handled properly within the system, the auditor discussed these matters
with the employee responsible for reviewing and resolving the Daily
Unapplied Cash Exception Reports. The auditor learned that, when items
appear on the Daily-Unapplied Cash Exception Report, the employee must
manually enter the correction into the system. The employee typically
performs the resolution procedures the next business day. Items that
typically appear on the Daily Unapplied Cash Exception Report relate to
payments made by a customer without reference to an invoice
number/purchase order number or to underpayments of an invoice due to
quantity or pricing discrepancies.

b.

Observed personnel performing the control. The auditor then observed the
employee reviewing and resolving a Daily Unapplied Cash Exception
Report. The day selected contained four exceptions – three related to
payments made by a customer without an invoice number, and one related
to an underpayment due to a pricing discrepancy.
y

c.

For the pricing discrepancy, the employee determined, through
discussions with a sales person, that the customer had been billed an
incorrect price; a price break that the sales person had granted to the
customer was not reflected on the customer's invoice. The employee
resolved the pricing discrepancy, determined which invoices were
being paid, and entered a correction into the system to properly apply
cash to the customer's account and reduce accounts receivable and
sales accounts for the amount of the price break.

Reperformed the control. Finally, the auditor selected 25 Daily Unapplied
Cash Exception Reports from the period January to September. For the
reports selected, the auditor reperformed the follow-up procedures that the
employee performed. For instance, the auditor inspected the documents
and sources of information used in the follow-up and determined that the
transaction was properly corrected in the system. The auditor also scanned
other Daily Unapplied Cash Exception Reports to determine that the control
was performed throughout the period of intended reliance.
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Because the tests of controls were performed at an interim date, the auditor had
to determine whether there were any significant changes in the controls from
interim to year-end. Therefore, the auditor asked company personnel about the
procedures in place at year-end. Such procedures had not changed from the
interim period, therefore, the auditor observed that the controls were still in place
by scanning Daily Unapplied Cash Exception Reports to determine the control
was performed on a timely basis during the period from September to year-end.
Based on the auditor's procedures, the auditor concluded that the employee was
clearing exceptions in a timely manner and that the control was operating
effectively as of year-end.
Example B-2 – Monthly Manual Reconciliation
The auditor determined that accounts receivable is a significant account to the
audit of XYZ Company's internal control over financial reporting. Through
discussions with company personnel and review of company documentation, the
auditor learned that company personnel reconcile the accounts receivable
subsidiary ledger to the general ledger on a monthly basis. To determine
whether misstatements in accounts receivable (existence, valuation, and
completeness) would be detected on a timely basis, the auditor decided to test
the control provided by the monthly reconciliation process.
Nature, Timing, and Extent of Procedures. The auditor tested the company's
reconciliation control by selecting a sample of reconciliations based upon the
number of accounts, the dollar value of the accounts, and the volume of
transactions affecting the account. Because the auditor considered all other
receivable accounts immaterial, and because such accounts had only minimal
transactions flowing through them, the auditor decided to test only the
reconciliation for the trade accounts receivable account. The auditor elected to
perform the tests of controls over the reconciliation process in conjunction with
the auditor's substantive procedures over the accounts receivable confirmation
procedures, which were performed in July.
To test the reconciliation process, the auditor:
a.

Made inquiries of personnel performing the control. The auditor asked the
employee performing the reconciliation a number of questions, including the
following:
y

What documentation describes the account reconciliation process?

y

How long have you been performing the reconciliation work?

y

What is the reconciliation process for resolving reconciling items?

y

How often are the reconciliations formally reviewed and signed off?
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y

If significant issues or reconciliation problems are noticed, to whose
attention do you bring them?

y

On average, how many reconciling items are there?

y

How are old reconciling items treated?

y

If need be, how is the system corrected for reconciling items?

y

What is the general nature of these reconciling items?

b.

Observed the employee performing the control. The auditor observed the
employee performing the reconciliation procedures. For nonrecurring
reconciling items, the auditor observed whether each item included a clear
explanation as to its nature, the action that had been taken to resolve it, and
whether it had been resolved on a timely basis.

c.

Reperformed the control. Finally, the auditor inspected the reconciliations
and reperfomed the reconciliation procedures. For the May and July
reconciliations, the auditor traced the reconciling amounts to the source
documents on a test basis. The only reconciling item that appeared on
these reconciliations was cash received in the lockbox the previous day that
had not been applied yet to the customer's account. The auditor pursued
the items in each month's reconciliation to determine that the reconciling
item cleared the following business day. The auditor also scanned through
the file of all reconciliations prepared during the year and noted that they
had been performed on a timely basis. To determine that the company had
not made significant changes in its reconciliation control procedures from
interim to year-end, the auditor made inquiries of company personnel and
determined that such procedures had not changed from interim to year-end.
Therefore, the auditor verified that controls were still in place by scanning
the monthly account reconciliations to determine that the control was
performed on a timely basis during the interim to year-end period.

Based on the auditor's procedures, the auditor concluded that the reconciliation
control was operating effectively as of year-end.

Example B-3 – Daily Manual Preventive Control
The auditor determined that cash and accounts payable were significant
accounts to the audit of the company's internal control over financial reporting.
Through discussions with company personnel, the auditor learned that company
personnel make a cash disbursement only after they have matched the vendor
invoice to the receiver and purchase order. To determine whether misstatements
in cash (existence) and accounts payable (existence, valuation, and
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completeness) would be prevented on a timely basis, the auditor tested the
control over making a cash disbursement only after matching the invoice with the
receiver and purchase.
Nature, Timing, and Extent of Procedures. On a haphazard basis, the auditor
selected 25 disbursements from the cash disbursement registers from January
through September. In this example, the auditor deemed a test of 25 cash
disbursement transactions an appropriate sample size because the auditor was
testing a manual control performed as part of the routine processing of cash
disbursement transactions through the system.
Furthermore, the auditor
expected no errors based on the results of company-level tests performed
earlier. [If, however, the auditor had encountered a control exception, the auditor
would have attempted to identify the root cause of the exception and tested an
additional number of items. If another control exception had been noted, the
auditor would have decided that this control was not effective. As a result, the
auditor would have decided to increase the extent of substantive procedures to
be performed in connection with the financial statement audit of the cash and
accounts payable accounts.]
a.

After obtaining the related voucher package, the auditor examined the
invoice to see if it included the signature or initials of the accounts payable
clerk, evidencing the clerk's performance of the matching control.
However, a signature on a voucher package to indicate signor approval
does not necessarily mean that the person carefully reviewed it before
signing. The voucher package may have been signed based on only a
cursory review, or without any review.

b.

The auditor decided that the quality of the evidence regarding the effective
operation of the control evidenced by a signature or initials was not
sufficiently persuasive to ensure that the control operated effectively
during the test period. In order to obtain additional evidence, the auditor
reperformed the matching control corresponding to the signature, which
included examining the invoice to determine that (a) its items matched to
the receiver and purchase order and (b) it was mathematically accurate.

Because the auditor performed the tests of controls at an interim date, the auditor
updated the testing through the end of the year (initial tests are through
September to December) by asking the accounts payable clerk whether the
control was still in place and operating effectively. The auditor confirmed that
understanding by performing a walkthrough of one transaction in December.
Based on the auditor's procedures, the auditor concluded that the control over
making a cash disbursement only after matching the invoice with the receiver
and purchase was operating effectively as of year-end.
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Example B-4 – Programmed Prevent Control and Weekly Information
Technology-Dependent Manual Detective Control
The auditor determined that cash, accounts payable, and inventory were
significant accounts to the audit of the company's internal control over financial
reporting. Through discussions with company personnel, the auditor learned that
the company's computer system performs a three-way match of the receiver,
purchase order, and invoice. If there are any exceptions, the system produces a
list of unmatched items that employees review and follow up on weekly.
In this case, the computer match is a programmed application control, and the
review and follow-up of the unmatched items report is a detective control. To
determine whether misstatements in cash (existence) and accounts
payable/inventory (existence, valuation, and completeness) would be prevented
or detected on a timely basis, the auditor decided to test the programmed
application control of matching the receiver, purchase order, and invoice as well
as the review and follow-up control over unmatched items.
Nature, Timing, and Extent of Procedures. To test the programmed application
control, the auditor:
a.

Identified, through discussion with company personnel, the software used to
process receipts and purchase invoices. The software used was a thirdparty package consisting of a number of modules.

b.

Determined, through further discussion with company personnel, that they
do not modify the core functionality of the software, but sometimes make
personalized changes to reports to meet the changing needs of the
business. From previous experience with the company's information
technology environment, the auditor believes that such changes are
infrequent and that information technology process controls are well
established.

c.

Established, through further discussion, that the inventory module operated
the receiving functionality, including the matching of receipts to open
purchase orders.
Purchase invoices were processed in the accounts
payable module, which matched them to an approved purchase order
against which a valid receipt has been made. That module also produced
the Unmatched Items Report, a standard report supplied with the package
to which the company has not made any modifications. That information
was agreed to the supplier's documentation and to documentation within the
information technology department.

d.

Identified, through discussions with the client and review of the supplier's
documentation, the names, file sizes (in bytes), and locations of the
executable files (programs) that operate the functionality under review. The
auditor then identified the compilation dates of the programs and agreed
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them to the original installation date of the application. The compilation date
of the report code was agreed to documentation held within the information
technology department relating to the last change made to that report (a
change in formatting).
e.

Identified the objectives of the programs to be tested. The auditor wanted to
determine whether appropriate items are received (for example, match a
valid purchase order), appropriate purchase invoices are posted (for
example, match a valid receipt and purchase order, non-duplicate reference
numbers) and unmatched items (for example, receipts, orders or invoices)
are listed on the exception report. The auditor then reperformed all those
variations in the packages on a test-of-one basis to determine that the
programs operated as described.

In addition, the auditor had evaluated and tested general computer controls,
including program changes (for example, confirmation that no unauthorized
changes are undertaken to the functionality and that changes to reports are
appropriately authorized, tested, and approved before being applied) and logical
access (for example, user access to the inventory and accounts payable
modules and access to the area on the system where report code is maintained),
and concluded that they were operating effectively. (Since the computer is
deemed to operate in a systematic manner, the auditor concluded that it was
sufficient to perform a walkthrough for only the one item.)
To determine whether the programmed control was operating effectively, the
auditor performed a walkthrough in the month of July. As a result of the
walkthrough, the auditor performed and documented the following items:
a.

Receiving cannot record the receipt of goods without matching the receipt
to a purchase order on the system. The auditor tested that control by
attempting to record the receipt of goods into the system without a
purchase order. However, the system did not allow the auditor to do that.
Rather, the system produced an error message stating that the goods
could not be recorded as received without an active purchase order.

b.

An invoice will not be paid unless the system can match the receipt and
vendor invoice to an approved purchase order. The auditor tested that
control by attempting to approve an invoice for payment in the system.
The system did not allow the auditor to do that. Rather, it produced an
error message indicating that invoices could not be paid without an active
purchase order and receiver.

c.

The system disallows the processing of invoices with identical vendor and
identical invoice numbers. In addition, the system will not allow two
invoices to be processed against the same purchase order unless the sum
of the invoices is less than the amount approved on the purchase order.
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The auditor tested that control by attempting to process duplicate invoices.
However, the system produced an error message indicating that the
invoice had already been processed.
d.

The system compares the invoice amounts to the purchase order. If there
are differences in quantity/extended price, and such differences fall
outside a pre-approved tolerance, the system does not allow the invoice to
be processed. The auditor tested that control by attempting to process an
invoice that had quantity/price differences outside the tolerance level of 10
pieces, or $1,000. The system produced an error message indicating that
the invoice could not be processed because of such differences.

e.

The system processes payments only for vendors established in the
vendor master file. The auditor tested that control by attempting to
process an invoice for a vendor that was not established in the vendor
master file. However, the system did not allow the payment to be
processed.

f.

The auditor tested user access to the vendor file and whether such users
can make modifications to such file by attempting to access and make
changes to the vendor tables. However, the system did not allow the
auditor to perform that function and produced an error message stating
that the user was not authorized to perform that function.

g.

The auditor verified the completeness and accuracy of the Unmatched
Items Report by verifying that one unmatched item was on the report and
one matched item was not on the report.
Note: It is inadvisable for the auditor to have uncontrolled access to the
company's systems in his or her attempts described above to record the
receipt of goods without a purchase order, approve an invoice for
payment, process duplicate invoices, etc. These procedures ordinarily are
performed in the presence of appropriate company personnel so that they
can be notified immediately of any breach to their systems.

To test the detect control of review and follow up on the Unmatched Items
Report, the auditor performed the following procedures in the month of July for
the period January to July:
a.

Made inquiries of company personnel. To gain an understanding of the
procedures in place to ensure that all unmatched items are followed-up
properly and that corrections are made on a timely basis, the auditor made
inquiries of the employee who follows up on the weekly-unmatched items
reports. On a weekly basis, the control required the employee to review the
Unmatched Items Report to determine why items appear on it. The
employee's review includes proper follow-up on items, including determining
whether:
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y

All open purchase orders are either closed or voided within an
acceptable amount of time.

y

The requesting party is notified periodically of the status of the
purchase order and the reason for its current status.

y

The reason the purchase order remains open is due to incomplete
shipment of goods and, if so, whether the vendor has been notified.

y

There are quantity problems that should be discussed with purchasing.

b.

Observed the performance of the control. The auditor observed the
employee performing the control for the Unmatched Items Reports
generated during the first week in July.

c.

Reperformed the control. The auditor selected five weekly Unmatched
Items Reports, selected several items from each, and reperformed the
procedures that the employee performed. The auditor also scanned other
Unmatched Items Reports to determine that the control was performed
throughout the period of intended reliance.

To determine that the company had not made significant changes in their
controls from interim to year-end, the auditor discussed with company personnel
the procedures in place for making such changes. Since the procedures had not
changed from interim to year-end, the auditor observed that the controls were still
in place by scanning the weekly Unmatched Items Reports to determine that the
control was performed on a timely basis during the interim to year-end period.
Based on the auditor's procedures, the auditor concluded that the employee was
clearing exceptions in a timely manner and that the control was operating
effectively as of year-end.

APPENDIX C

Safeguarding of Assets
C1. Safeguarding of assets is defined in paragraph 7 as those policies and
procedures that "provide reasonable assurance regarding prevention or timely
detection of unauthorized acquisition, use or disposition of the company's assets
that could have a material effect on the financial statements." This definition is
consistent with the definition provided in the Committee of Sponsoring
Organizations (COSO) of the Treadway Commission's Addendum, Reporting to
External Parties, which provides the following definition of internal control over
safeguarding of assets:
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Internal control over safeguarding of assets against unauthorized
acquisition, use or disposition is a process, effected by an entity's board of
directors, management and other personnel, designed to provide
reasonable assurance regarding prevention or timely detection of
unauthorized acquisition, use, or disposition of the entity's assets that
could have a material effect on the financial statements. Such internal
control can be judged effective if the board of directors and management
have reasonable assurance that unauthorized acquisition, use or
disposition of the entity's assets that could have a material effect on the
financial statements is being prevented or detected on a timely basis.
C2. For example, a company has safeguarding controls over inventory tags
(preventive controls) and also performs periodic physical inventory counts
(detective control) timely in relation to its quarterly and annual financial reporting
dates. Although the physical inventory count does not safeguard the inventory
from theft or loss, it prevents a material misstatement to the financial statements
if performed effectively and timely.
C3. Therefore, given that the definitions of material weakness and significant
deficiency relate to the likelihood of misstatement of the financial statements, the
failure of a preventive control such as inventory tags will not result in a significant
deficiency or material weakness if the detective control (physical inventory)
prevents a misstatement of the financial statements. The COSO Addendum also
indicates that to the extent that such losses might occur, controls over financial
reporting are effective if they provide reasonable assurance that those losses are
properly reflected in the financial statements, thereby alerting financial statement
users to consider the need for action.
Note: Properly reflected in the financial statements includes both correctly
recording the loss and adequately disclosing the loss.
C4. Material weaknesses relating to controls over the safeguarding of assets
would only exist when the company does not have effective controls (considering
both safeguarding and other controls) to prevent or detect a material
misstatement of the financial statements.
C5. Furthermore, management's plans that could potentially affect financial
reporting in future periods are not controls. For example, a company's business
continuity or contingency planning has no effect on the company's current
abilities to initiate, authorize, record, process, or report financial data. Therefore,
a company's business continuity or contingency planning is not part of internal
control over financial reporting.
C6. The COSO Addendum provides further information about safeguarding of
assets as it relates to internal control over financial reporting.
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APPENDIX D
Examples of Significant Deficiencies and Material
Weaknesses
D1. Paragraph 8 of this standard defines a control deficiency. Paragraphs 9
and 10 go on to define a significant deficiency and a material weakness,
respectively.
D2. Paragraphs 22 through 23 of this standard discuss materiality in an audit
of internal control over financial reporting, and paragraphs 130 through 140
provide additional direction on evaluating deficiencies in internal control over
financial reporting.
D3. The following examples illustrate how to evaluate the significance of
internal control deficiencies in various situations. These examples are for
illustrative purposes only.
Example D-1— Reconciliations of Intercompany Accounts Are Not
Performed on a Timely Basis

Scenario A – Significant Deficiency.

The company processes a
significant number of routine intercompany transactions on a monthly basis.
Individual intercompany transactions are not material and primarily relate to
balance sheet activity, for example, cash transfers between business units to
finance normal operations.
A formal management policy requires monthly reconciliation of intercompany
accounts and confirmation of balances between business units. However, there
is not a process in place to ensure performance of these procedures. As a
result, detailed reconciliations of intercompany accounts are not performed on a
timely basis.
Management does perform monthly procedures to investigate
selected large-dollar intercompany account differences.
In addition,
management prepares a detailed monthly variance analysis of operating
expenses to assess their reasonableness.
Based only on these facts, the auditor should determine that this deficiency
represents a significant deficiency for the following reasons: The magnitude of a
financial statement misstatement resulting from this deficiency would reasonably
be expected to be more than inconsequential, but less than material, because
individual intercompany transactions are not material, and the compensating
controls operating monthly should detect a material misstatement. Furthermore,
the transactions are primarily restricted to balance sheet accounts. However, the
compensating detective controls are designed only to detect material
misstatements. The controls do not address the detection of misstatements that
are more than inconsequential but less than material. Therefore, the likelihood
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that a misstatement that was more than inconsequential, but less than material,
could occur is more than remote.

Scenario B - Material Weakness.

The company processes a
significant number of intercompany transactions on a monthly basis.
Intercompany transactions relate to a wide range of activities, including transfers
of inventory with intercompany profit between business units, allocation of
research and development costs to business units and corporate charges.
Individual intercompany transactions are frequently material.
A formal management policy requires monthly reconciliation of intercompany
accounts and confirmation of balances between business units. However, there
is not a process in place to ensure that these procedures are performed on a
consistent basis. As a result, reconciliations of intercompany accounts are not
performed on a timely basis, and differences in intercompany accounts are
frequent and significant. Management does not perform any alternative controls
to investigate significant intercompany account differences.
Based only on these facts, the auditor should determine that this deficiency
represents a material weakness for the following reasons: The magnitude of a
financial statement misstatement resulting from this deficiency would reasonably
be expected to be material, because individual intercompany transactions are
frequently material and relate to a wide range of activities. Additionally, actual
unreconciled differences in intercompany accounts have been, and are, material.
The likelihood of such a misstatement is more than remote because such
misstatements have frequently occurred and compensating controls are not
effective, either because they are not properly designed or not operating
effectively. Taken together, the magnitude and likelihood of misstatement of the
financial statements resulting from this internal control deficiency meet the
definition of a material weakness.

Example D-2—Modifications to Standard Sales Contract Terms Not
Reviewed To Evaluate Impact on Timing and Amount of Revenue
Recognition

Scenario A – Significant Deficiency.

The company uses a
standard sales contract for most transactions. Individual sales transactions are
not material to the entity. Sales personnel are allowed to modify sales contract
terms. The company's accounting function reviews significant or unusual
modifications to the sales contract terms, but does not review changes in the
standard shipping terms. The changes in the standard shipping terms could
require a delay in the timing of revenue recognition. Management reviews gross
margins on a monthly basis and investigates any significant or unusual
relationships. In addition, management reviews the reasonableness of inventory
levels at the end of each accounting period. The entity has experienced limited
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situations in which revenue has been inappropriately recorded in advance of
shipment, but amounts have not been material.
Based only on these facts, the auditor should determine that this deficiency
represents a significant deficiency for the following reasons: The magnitude of a
financial statement misstatement resulting from this deficiency would reasonably
be expected to be more than inconsequential, but less than material, because
individual sales transactions are not material and the compensating detective
controls operating monthly and at the end of each financial reporting period
should reduce the likelihood of a material misstatement going undetected.
Furthermore, the risk of material misstatement is limited to revenue recognition
errors related to shipping terms as opposed to broader sources of error in
revenue recognition. However, the compensating detective controls are only
designed to detect material misstatements.
The controls do not effectively
address the detection of misstatements that are more than inconsequential but
less than material, as evidenced by situations in which transactions that were not
material were improperly recorded. Therefore, there is a more than remote
likelihood that a misstatement that is more than inconsequential but less than
material could occur.

Scenario B - Material Weakness.

The company has a standard
sales contract, but sales personnel frequently modify the terms of the contract.
The nature of the modifications can affect the timing and amount of revenue
recognized. Individual sales transactions are frequently material to the entity,
and the gross margin can vary significantly for each transaction.
The company does not have procedures in place for the accounting function to
regularly review modifications to sales contract terms. Although management
reviews gross margins on a monthly basis, the significant differences in gross
margins on individual transactions make it difficult for management to identify
potential misstatements. Improper revenue recognition has occurred, and the
amounts have been material.
Based only on these facts, the auditor should determine that this deficiency
represents a material weakness for the following reasons: The magnitude of a
financial statement misstatement resulting from this deficiency would reasonably
be expected to be material, because individual sales transactions are frequently
material, and gross margin can vary significantly with each transaction (which
would make compensating detective controls based on a reasonableness review
ineffective). Additionally, improper revenue recognition has occurred, and the
amounts have been material.
Therefore, the likelihood of material
misstatements occurring is more than remote. Taken together, the magnitude
and likelihood of misstatement of the financial statements resulting from this
internal control deficiency meet the definition of a material weakness.
Scenario C – Material Weakness. The company has a standard sales contract,
but sales personnel frequently modify the terms of the contract. Sales personnel
frequently grant unauthorized and unrecorded sales discounts to customers
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without the knowledge of the accounting department. These amounts are
deducted by customers in paying their invoices and are recorded as outstanding
balances on the accounts receivable aging. Although these amounts are
individually insignificant, they are material in the aggregate and have occurred
consistently over the past few years.
Based on only these facts, the auditor should determine that this deficiency
represents a material weakness for the following reasons: The magnitude of a
financial statement misstatement resulting from this deficiency would reasonably
be expected to be material, because the frequency of occurrence allows
insignificant amounts to become material in the aggregate. The likelihood of
material misstatement of the financial statements resulting from this internal
control deficiency is more than remote (even assuming that the amounts were
fully reserved for in the company's allowance for uncollectible accounts) due to
the likelihood of material misstatement of the gross accounts receivable balance.
Therefore, this internal control deficiency meets the definition of a material
weakness.

Example D-3—Identification of Several Deficiencies
Scenario A – Material Weakness. During its assessment of internal control
over financial reporting, management identified the following deficiencies. Based
on the context in which the deficiencies occur, management and the auditor
agree that these deficiencies individually represent significant deficiencies:
•

Inadequate segregation of duties over certain information system access
controls.

•

Several instances of transactions that were not properly recorded in
subsidiary ledgers; transactions were not material, either individually or in the
aggregate.

•

A lack of timely reconciliations of the account balances affected by the
improperly recorded transactions.

Based only on these facts, the auditor should determine that the combination of
these significant deficiencies represents a material weakness for the following
reasons: Individually, these deficiencies were evaluated as representing a more
than remote likelihood that a misstatement that is more than inconsequential, but
less than material, could occur. However, each of these significant deficiencies
affects the same set of accounts. Taken together, these significant deficiencies
represent a more than remote likelihood that a material misstatement could occur
and not be prevented or detected. Therefore, in combination, these significant
deficiencies represent a material weakness.
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Scenario B – Material Weakness. During its assessment of internal control
over financial reporting, management of a financial institution identifies
deficiencies in: the design of controls over the estimation of credit losses (a
critical accounting estimate); the operating effectiveness of controls for initiating,
processing, and reviewing adjustments to the allowance for credit losses; and the
operating effectiveness of controls designed to prevent and detect the improper
recognition of interest income. Management and the auditor agree that, in their
overall context, each of these deficiencies individually represent a significant
deficiency.
In addition, during the past year, the company experienced a significant level of
growth in the loan balances that were subjected to the controls governing credit
loss estimation and revenue recognition, and further growth is expected in the
upcoming year.
Based only on these facts, the auditor should determine that the combination of
these significant deficiencies represents a material weakness for the following
reasons:
•

The balances of the loan accounts affected by these significant deficiencies
have increased over the past year and are expected to increase in the future.

•

This growth in loan balances, coupled with the combined effect of the
significant deficiencies described, results in a more than remote likelihood
that a material misstatement of the allowance for credit losses or interest
income could occur.

Therefore, in combination, these deficiencies meet the definition of a material
weakness.

APPENDIX E
BACKGROUND AND BASIS FOR CONCLUSIONS
Table of Contents

Paragraph

Introduction.................................................................................................

E1

Background.................................................................................................

E2-E9

Fundamental Scope of the Auditors' Work in an Audit of Internal
Control Over Financial Reporting .............................................................

E10-E19

Reference to Audit vs. Attestation ............................................................

E20-E24

121

File No. PCAOB-2004-03 Page No. 122

Form of the Auditor's Opinion...................................................................

E25-E28

Use of the Work of Others .........................................................................

E29-E50

Walkthroughs..............................................................................................

E51-E57

Small Business Issues...............................................................................

E58-E60

Evaluation of the Effectiveness of the Audit Committee ........................

E61-E69

Definitions of Significant Deficiency and Material Weakness ................

E70-E93

Strong Indicators of Material Weaknesses and DeFacto
Significant Deficiencies .............................................................................

E94-E100

Independence ............................................................................................. E101-E104
Requirement for Adverse Opinion When a Material Weakness Exists .. E105-E115
Rotating Tests of Controls......................................................................... E116-E122
Mandatory Integration with the Audit of the Financial Statements........ E123-E130

Introduction
E1.
This appendix summarizes factors that the Public Company Accounting
Oversight Board (the "Board") deemed significant in reaching the conclusions in
the standard. This appendix includes reasons for accepting certain views and
rejecting others.
Background
E2. Section 404(a) of the Sarbanes-Oxley Act of 2002 (the "Act"), and the
Securities and Exchange Commission's (SEC) related implementing rules,
require the management of a public company to assess the effectiveness of the
company's internal control over financial reporting, as of the end of the
company's most recent fiscal year. Section 404(a) of the Act also requires
management to include in the company's annual report to shareholders
management's conclusion as a result of that assessment of whether the
company's internal control over financial reporting is effective.
E3.
Sections 103(a)(2)(A) and 404(b) of the Act direct the Board to establish
professional standards governing the independent auditor's attestation and
reporting on management's assessment of the effectiveness of internal control
over financial reporting.
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E4.
The backdrop for the development of the Board's first major auditing
standard was, of course, the spectacular audit failures and corporate
malfeasance that led to the passage of the Act. Although all of the various
components of the Act work together to help restore investor confidence and help
prevent the types of financial reporting breakdowns that lead to the loss of
investor confidence, Section 404 of the Act is certainly one of the most visible
and tangible changes required by the Act.
E5.
The Board believes that effective controls provide the foundation for
reliable financial reporting. Congress believed this too, which is why the new
reporting by management and the auditor on the effectiveness of internal control
over financial reporting received such prominent attention in the Act. Internal
control over financial reporting enhances a company's ability to produce fair and
complete financial reports. Without reliable financial reports, making good
judgments and decisions about a company becomes very difficult for anyone,
including the board of directors, management, employees, investors, lenders,
customers, and regulators.
The auditor's reporting on management's
assessment of the effectiveness of internal control over financial reporting
provides users of that report with important assurance about the reliability of the
company's financial reporting.
E6. The Board's efforts to develop this standard were an outward expression
of the Board's mission, "to protect the interests of investors and further the public
interest in the preparation of informative, fair, and independent audit reports." As
part of fulfilling that mission as it relates to this standard, the Board considered
the advice that respected groups had offered to other auditing standards setters
in the past. For example, the Public Oversight Board's Panel on Audit
Effectiveness recommended that "auditing standards need to provide clear,
concise and definitive imperatives for auditors to follow."39/ As another example,
the International Organization of Securities Commissioners advised the
International Auditing and Assurance Standards Board "that the IAASB must take
care to avoid language that could inadvertently encourage inappropriate
shortcuts in audits, at a time when rigorous audits are needed more than ever to
restore investor confidence."40/

39/

Panel on Audit Effectiveness, Report and Recommendations, sec. 2.228
(August 31, 2000).
40/

April 8, 2003 comment letter from the International Organization of
Securities Commissions to the International Auditing and Assurance Standards Board
regarding the proposed international standards on audit risk (Amendment to ISA 200,
"Objective and Principles Governing an Audit of Financial Statements;" proposed ISAs,
"Understanding the Entity and Its Environment and Assessing the Risks of Material
Misstatement;" "Auditor's Procedures in Response to Assessed Risks;" and "Audit
Evidence").
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E7.
The Board understood that, to effectively fulfill its mission and for this
standard to achieve its ultimate goal of restoring investor confidence by
increasing the reliability of public company financial reporting, the Board's
standard must contain clear directions to the auditor consistent with investor's
expectations that the reliability of financial reporting be significantly improved.
Just as important, the Board recognized that this standard must appropriately
balance the costs to implement the standard's directions with the benefits of
achieving these important goals. As a result, all of the Board's decisions about
this standard were guided by the additional objective of creating a rational
relationship between costs and benefits.
E8. When the Board adopted its interim attestation standards in Rule 3300T
on an initial, transitional basis, the Board adopted a pre-existing standard
governing an auditor's attestation on internal control over financial reporting.41/
As part of the Board's process of evaluating that pre-existing standard, the Board
convened a public roundtable discussion on July 29, 2003 to discuss issues and
hear views related to reporting on internal control over financial reporting. The
participants at the roundtable included representatives from public companies,
accounting firms, investor groups, and regulatory organizations. Based on
comments made at the roundtable, advice from the Board's staff, and other input
the Board received, the Board determined that the pre-existing standard
governing an auditor's attestation on internal control over financial reporting was
insufficient for effectively implementing the requirements of Section 404 of the
Act and for the Board to appropriately discharge its standard-setting obligations
under Section 103(a) of the Act. In response, the Board developed and issued,
on October 7, 2003, a proposed auditing standard titled, An Audit of Internal
Control Over Financial Reporting Performed in Conjunction with An Audit of
Financial Statements.
E9.
The Board received 189 comment letters on a broad array of topics from a
variety of commenters, including auditors, investors, internal auditors, issuers,
regulators, and others. Those comments led to changes in the standard,
intended to make the requirements of the standard clearer and more operational.
This appendix summarizes significant views expressed in those comment letters
and the Board's responses.
Fundamental Scope of the Auditor's Work in an Audit of Internal Control
over Financial Reporting
E10. The proposed standard stated that the auditor's objective in an audit of
internal control over financial reporting was to express an opinion on
41/

The pre-existing standard is Chapter 5, "Reporting on an Entity's Internal
Control Over Financial Reporting" of Statement on Standards for Attestation
Engagements (SSAE) No. 10, Attestation Standards: Revision and Recodification
(AICPA, Professional Standards, Vol. 1, AT sec. 501). SSAE No. 10 has been codified
into AICPA Professional Standards, Volume 1, as AT sections 101 through 701.
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management's assessment of the effectiveness of the company's internal control
over financial reporting. To render such an opinion, the proposed standard
required the auditor to obtain reasonable assurance about whether the company
maintained, in all material respects, effective internal control over financial
reporting as of the date specified in management's report. To obtain reasonable
assurance, the auditor was required to evaluate both management's process for
making its assessment and the effectiveness of internal control over financial
reporting.
E11. Virtually all investors and auditors who submitted comment letters
expressed support for this approach. Other commenters, primarily issuers,
expressed concerns that this approach was contrary to the intent of Congress
and, therefore, beyond what was specifically required by Section 404 of the Act.
Further, issuers stated their views that this approach would lead to unnecessary
and excessive costs. Some commenters in this group suggested the auditor's
work should be limited to evaluating management's assessment process and the
testing performed by management and internal audit. Others acknowledged that
the auditor would need to test at least some controls directly in addition to
evaluating and testing management's assessment process. However, these
commenters described various ways in which the auditor's own testing could be
significantly reduced from the scope expressed in the proposed standard. For
instance, they proposed that the auditor could be permitted to use the work of
management and others to a much greater degree; that the auditor could use a
"risk analysis" to identify only a few controls to be tested; and a variety of other
methods to curtail the extent of the auditor's work. Of those opposed to the
scope, most cited their belief that the scope of work embodied in the standard
would lead to a duplication of effort between management and the auditor which
would needlessly increase costs without adding significant value.
E12. After considering the comments, the Board retained the approach
described in the proposed standard. The Board concluded that the approach
taken in the standard is consistent with the intent of Congress. Also, to provide
the type of report, at the level of assurance called for in Sections 103 and 404,
the Board concluded that the auditor must evaluate both management's
assessment process and the effectiveness of internal control over financial
reporting. Finally, the Board noted the majority of the cost to be borne by
companies (and ultimately investors) results directly from the work the company
will have to perform to maintain effective internal control over financial reporting
and to comply with Section 404(a) of the Act. The cost of the auditor's work as
described in this standard ultimately will represent a smaller portion of the total
cost to companies of implementing Section 404.
E13. The Board noted that large, federally insured financial institutions have
had a similar internal control reporting requirement for over ten years. The
Federal Deposit Insurance Corporation Improvement Act of 1991 (FDICIA) has
required, since 1993, managements of large financial institutions to make an
assessment of internal control over financial reporting effectiveness and the
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institution's independent auditor to issue an attestation report on management's
assessment.
E14. The attestation standards under which FDICIA engagements are currently
performed are clear that, when performing an examination of management's
assertion on the effectiveness of internal control over financial reporting
(management's report on the assessment required by Section 404(a) of the Act
must include a statement as to whether the company's internal control over
financial reporting is effective), the auditor may express an opinion either on
management's assertion (that is, whether management's assessment about the
effectiveness of the internal control over financial reporting is fairly stated) or
directly on the subject matter (that is, whether the internal control over financial
reporting is effective) because the level of work that must be performed is the
same in either case.
E15. The Board observed that Congress indicated an intent to require an
examination level of work in Section 103(a) of the Act, which states, in part, that
each registered public accounting firm shall:
describe in each audit report the scope of the auditor's testing of the
internal control structure and procedures of the issuer, required by Section
404(b), and present (in such report or in a separate report)—
(I)

the findings of the auditor from such testing;

(II)

an evaluation of whether such internal control structure
and procedures—
(aa) include maintenance of records that in reasonable
detail accurately reflect the transactions and
dispositions of the assets of the issuer;
(bb) 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 issuer are being made only in
accordance with authorizations of management and
directors of the issuer; and

(III)

a description, at a minimum, of material weaknesses in such
internal controls, and of any material noncompliance found
on the basis of such testing. [emphasis added].

E16. The Board concluded that the auditor must test internal control over
financial reporting directly, in the manner and extent described in the standard, to
make the evaluation described in Section 103. The Board also interpreted
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Section 103 to provide further support that the intent of Congress was to require
an opinion on the effectiveness of internal control over financial reporting.
E17. The Board concluded that the auditor must obtain a high level of
assurance that the conclusion expressed in management's assessment is correct
to provide an opinion on management's assessment. An auditing process
restricted to evaluating what management has done would not provide the
auditor with a sufficiently high level of assurance that management's conclusion
is correct. Instead, it is necessary for the auditor to evaluate management's
assessment process to be satisfied that management has an appropriate basis
for its statement, or assertion, about the effectiveness of the company's internal
control over financial reporting. It also is necessary for the auditor to directly test
the effectiveness of internal control over financial reporting to be satisfied that
management's conclusion is correct, and that management's assertion is fairly
stated.
E18. This testing takes on added importance with the public nature of the
internal control reporting. Because of the auditor's association with a statement
by management that internal control over financial reporting is effective, it is
reasonable for a user of the auditor's report to expect that the auditor tested the
effectiveness of internal control over financial reporting. For the auditor to do
otherwise would create an expectation gap, in which the assurance that the
auditor obtained is less than what users reasonably expect.
E19. Auditors, investors, and the Federal bank regulators reaffirmed in their
comment letters on the proposed auditing standard that the fundamental
approach taken by the Board was appropriate and necessary. Investors were
explicit in their expectation that the auditor must test the effectiveness of controls
directly in addition to evaluating management's assessment process. Investors
further recognized that this kind of assurance would come at a price and
expressed their belief that the cost of the anticipated benefits was reasonable.
The federal banking regulators, based on their experience examining financial
institutions' internal control assessments and independent auditors' attestation
reports under FDICIA, commented that the proposed auditing standard was a
significant improvement over the existing attestation standard.
Reference to Audit vs. Attestation
E20. The proposed standard referred to the attestation required by Section
404(b) of the Act as the audit of internal control over financial reporting instead of
an attestation of management's assessment. The proposed standard took that
approach both because the auditor's objective is to express an opinion on
management's assessment of the effectiveness of internal control over financial
reporting, just as the auditor's objective in an audit of the financial statements is to
express an opinion on the fair presentation of the financial statements, and
because the level of assurance obtained by the auditor is the same in both cases.
Furthermore, the proposed standard described an integrated audit of the financial
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statements and internal control over financial reporting and allowed the auditor to
express his or her opinions on the financial statements and on the effectiveness of
internal control in separate reports or in a single, combined report.
E21. Commenters' views on this matter frequently were related to their views on
whether the proposed scope of the audit was appropriate. Those who agreed that
the scope in the proposed standard was appropriate generally agreed that
referring to the engagement as an audit was appropriate. On the other hand,
commenters who objected to the scope of work described in the proposed
standard often drew an important distinction between an audit and an attestation.
Because Section 404 calls for an attestation, they believed it was inappropriate to
call the engagement anything else (or to mandate a scope that called for a more
extensive level of work).
E22. Based, in part, on the Board's decisions about the scope of the audit of
internal control over financial reporting, the Board concluded that the engagement
should continue to be referred to as an "audit." This term emphasizes the nature
of the auditor's objective and communicates that objective most clearly to report
users. Use of this term also is consistent with the integrated approach described
in the standard and the requirement in Section 404 of the Act that this reporting not
be subject to a separate engagement.
E23. Because the Board's standard on internal control is an auditing standard, it
is preferable to use the term audit to describe the engagement rather than the term
examination, which is used in the attestation standards to describe an engagement
designed to provide a high level of assurance.
E24. Finally, the Board believes that using the term audit helps dispel the
misconception that an audit of internal control over financial reporting is a different
level of service than an attestation of management's assessment of internal control
over financial reporting.
Form of the Auditor's Opinion
E25. The proposed auditing standard required that the auditor's opinion in his or
her report state whether management's assessment of the effectiveness of the
company's internal control over financial reporting as of the specified date is fairly
stated, in all material respects, based on the control criteria. However, the
proposed standard also stated that nothing precluded the auditor from auditing
management's assessment and opining directly on the effectiveness of internal
control over financial reporting. This is because the scope of the work, as
defined by the proposed standard, was the same, regardless of whether the
auditor reports on management's assessment or directly on the effectiveness of
internal control over financial reporting. The form of the opinion was essentially
interchangeable between the two.

128

File No. PCAOB-2004-03 Page No. 129

E26. However, if the auditor planned to issue other than an unqualified opinion,
the proposed standard required the auditor to report directly on the effectiveness
of the company's internal control over financial reporting rather than on
management's assessment. The Board initially concluded that expressing an
opinion on management's assessment, in these circumstances, did not most
effectively communicate the auditor's conclusion that internal control was not
effective. For example, if management expresses an adverse assessment
because a material weakness exists at the date of management's assessment
("…internal control over financial reporting is not effective…") and the auditor
expresses his or her opinion on management's assessment ("…management's
assessment that internal control over financial reporting is not effective is fairly
stated, in all material respects…"), a reader might not be clear about the results
of the auditor's testing and about the auditor's conclusions. The Board initially
decided that reporting directly on the effectiveness of the company's internal
control over financial reporting better communicates to report users the effect of
such conditions, because direct reporting more clearly states the auditor's
conclusions about the effectiveness of internal control over financial reporting ("In
our opinion, because of the effect of the material weakness described…, the
Company's internal control over financial reporting is not effective.").
E27. A number of commenters were supportive of the model described in the
previous paragraph, as they agreed with the Board's reasoning. However,
several commenters believed that report users would be confused as to why the
form of the auditor's opinion would be different in various circumstances. These
commenters thought that the auditor's opinion should be consistently expressed
in all reports. Several auditors recommended that auditors always report directly
on the effectiveness of the company's internal control over financial reporting.
They reasoned that the scope of the audit—which always would require the
auditor to obtain reasonable assurance about whether the internal control over
financial reporting was effective—would be more clearly communicated, in all
cases, by the auditor reporting directly on the effectiveness of internal control
over financial reporting. Other commenters suggested that the auditor always
should express two opinions: one on management's assessment and one directly
on the effectiveness of internal control over financial reporting. They believed the
Act called for two opinions: Section 404 calls for an opinion on management's
assessment, while Section 103 calls for an opinion directly on the effectiveness
of internal control over financial reporting.
E28. The Board believes that the reporting model in the proposed standard is
appropriate.
However, the Board concluded that the expression of two
opinions—one on management's assessment and one on the effectiveness of
internal control over financial reporting—in all reports is a superior approach that
balances the concerns of many different interested parties. This approach is
consistent with the scope of the audit, results in more consistent reporting in
differing circumstances, and makes the reports more easily understood by report
users. Therefore, the standard requires that the auditor express two opinions in
all reports on internal control over financial reporting.
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Use of the Work of Others
E29. After giving serious consideration to a rational relationship between costs
and benefits, the Board decided to change the provisions in the proposed
standard regarding using the work of others. The proposed standard required
the auditor to evaluate whether to use the work of others, such as internal
auditors and others working under the direction of management, and described
an evaluation process focused on the competence and objectivity of the persons
who performed the work that the auditor was required to use when determining
the extent to which he or she could use the work of others.
E30. The proposed standard also described two principles that limited the
auditor's ability to use of the work of others. First, the proposed standard defined
three categories of controls and the extent to which the auditor could use the
work of others in each of those categories:
•

Controls for which the auditor should not rely on the work of others, such
as controls in the control environment and controls specifically intended to
prevent or detect fraud that is reasonably likely to have a material effect
on the company's financial statements,

•

Controls for which the auditor may rely on the work of others, but his or
her reliance on the work of others should be limited, such as controls over
nonroutine transactions that are considered high risk because they involve
judgments and estimates, and

•

Controls for which the auditor's reliance on the work of others is not
specifically limited, such as controls over routine processing of significant
accounts.

E31. Second, the proposed standard required that, on an overall basis, the
auditor's own work must provide the principal evidence for the audit opinion (this
is referred to as the principal evidence provision).
E32. In the proposed standard, these two principles provided the auditor with
flexibility in using the work of others while preventing him or her from placing
inappropriate over-reliance on the work of others. Although the proposed
standard required the auditor to reperform some of the tests performed by others
to use their work, it did not establish specific requirements for the extent of the
reperformance. Rather, it allowed the auditor to use his or her judgment and the
directions provided by the two principles discussed in the previous two
paragraphs to determine the appropriate extent of reperformance.
E33. The Board received a number of comments that agreed with the proposed
three categories of controls and the principal evidence provision. However, most
commenters expressed some level of concern with the categories, the principal
evidence provision, or both.
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E34. Comments opposing or criticizing the categories of controls varied from
general to very specific. In general terms, many commenters (particularly
issuers) expressed concern that the categories described in the proposed
standard were too restrictive. They believed the auditor should be able to use his
or her judgment to determine in which areas and to what extent to rely on the
work of others. Other commenters indicated that the proposed standard did not
place enough emphasis on the work of internal auditors whose competence and
objectivity, as well as adherence to professional standards of internal auditing,
should clearly set their work apart from the work performed by others in the
organization (such as management or third parties working under management's
direction). Further, these commenters believed that the standard should clarify
that the auditor should be able to use work performed by internal auditors
extensively. In that case, their concerns about excessive cost also would be
partially alleviated.
E35. Other commenters expressed their belief that the proposed standard
repudiated the approach established in AU sec. 322, The Auditor's Consideration
of the Internal Audit Function in an Audit of Financial Statements, for the auditor's
use of the work of internal auditors in a financial statement audit. Commenters
also expressed very specific and pointed views on the three categories of
controls. As defined in the proposed standard, the first category (in which the
auditor should not use the work of others at all) included:
•

Controls that are part of the control environment, including controls
specifically established to prevent and detect fraud that is reasonably
likely to result in material misstatement of the financial statements.

•

Controls over the period-end financial reporting process, including controls
over procedures used to enter transaction totals into the general ledger; to
initiate, record, and process journal entries in the general ledger; and to
record recurring and nonrecurring adjustments to the financial statements
(for example, consolidating adjustments, report combinations, and
reclassifications).

•

Controls that have a pervasive effect on the financial statements, such as
certain information technology general controls on which the operating
effectiveness of other controls depend.

•

Walkthroughs.

E36. Commenters expressed concern that the prohibition on using the work of
others in these areas would (a) drive unnecessary and excessive costs, (b) not
give appropriate recognition to those instances in which the auditor evaluated
internal audit as having a high degree of competence and objectivity, and (c) be
impractical due to resource constraints at audit firms. Although each individual
area was mentioned, the strongest and most frequent objections were to the
restrictions imposed over the inclusion in the first category of walkthroughs,
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controls over the period-end financial reporting process, and information
technology general controls. Some commenters suggested the Board should
consider moving these areas from the first category to the second category (in
which using the work of others would be limited, rather than prohibited); others
suggested removing any limitation on using the work of others in these areas
altogether.
E37. Commenters also expressed other concerns with respect to the three
control categories.
Several commenters asked for clarification on what
constituted limited use of the work of others for areas included in the second
category. Some commenters asked for clarification about the extent of
reperformance necessary for the auditor to use the work of others. Other
commenters questioned the meaning of the term without specific limitation in the
third category by asking, did this mean that the auditor could use the work of
others in these areas without performing or reperforming any work in those
areas?
E38. Although most commenters suggested that the principal evidence
threshold for the auditor's own work be retained, some commenters objected to
the principal evidence provision. Although many commenters identified the
broad array of areas identified in the first category (in which the auditor should
not use the work of others at all) as the key driver of excessive costs, others
identified the principal evidence provision as the real source of their excessive
cost concerns. Even if the categories were redefined in such a way as to permit
the auditor to use the work of others in more areas, any associated decrease in
audit cost would be limited by the principal evidence provision which, if retained,
would still require significant original work on the part of the auditor. On the other
hand, both investors and auditors generally supported retaining the principal
evidence provision as playing an important role in ensuring the independence of
the auditor's opinion and preventing inappropriate overreliance on the work of
internal auditors and others.
E39. Commenters who both supported and opposed the principal evidence
provision indicated that implementing it would be problematic because the nature
of the work in an audit of internal control over financial reporting does not lend
itself to a purely quantitative measurement. Thus, auditors would be forced to
use judgment when determining whether the principal evidence provision has
been satisfied.
E40. In response to the comments, the Board decided that some changes to
the guidance on using the work of others were necessary. The Board did not
intend to reject the concepts in AU sec. 322 and replace them with a different
model. Although AU sec. 322 is designed to apply to an audit of financial
statements, the Board concluded that the concepts contained in AU sec. 322 are
sound and should be used in an audit of internal control over financial reporting,
with appropriate modification to take into account the differences in the nature of
the evidence necessary to support an opinion on financial statements and the
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evidence necessary to support an opinion on internal control effectiveness. The
Board also wanted to make clear that the concepts in AU sec. 322 also may be
applied, with appropriate auditor judgment, to the relevant work of others.
E41. The Board remained concerned, however, with the possibility that auditors
might overrely on the work of internal auditors and others. Inappropriate
overreliance can occur in a variety of ways. For example, an auditor might rely
on the work of a highly competent and objective internal audit function for
proportionately too much of the evidence that provided the basis for the auditor's
opinion. Inappropriate overreliance also occurs when the auditor incorrectly
concludes that internal auditors have a high degree of competence and
objectivity when they do not, perhaps because the auditor did not exercise
professional skepticism or due professional care when making his or her
evaluation. In either case, the result is the same: unacceptable risk that the
auditor's conclusion that internal control over financial reporting is effective is
incorrect. For example, federal bank regulators commented that, in their
experience with FDICIA, auditors have a tendency to rely too heavily on the work
of management and others, further noting that this situation diminishes the
independence of the auditor's opinion on control effectiveness.
E42. The Board decided to revise the categories of controls by focusing on the
nature of the controls being tested, evaluating the competence and objectivity of
the individuals performing the work, and testing the work of others. This allows
the auditor to exercise substantial judgment based on the outcome of this work
as to the extent to which he or she can make use of the work of internal auditors
or others who are suitably qualified.
E43. This standard emphasizes the direct relationship between the assessed
level of competence and objectivity and the extent to which the auditor may use
the work of others. The Board included this clarification to highlight the special
status that a highly competent and objective internal auditor has in the auditor's
work as well as to caution against inappropriate overreliance on the work of
management and others who would be expected to have lower degrees of
competence and objectivity in assessing controls. Indeed, the Board noted that,
with regard to internal control over financial reporting, internal auditors would
normally be assessed as having a higher degree of competence and objectivity
than management or others and that an auditor will be able to rely to a greater
extent on the work of a highly competent and objective internal auditor than on
work performed by others within the company.
E44. The Board concluded that the principal evidence provision is critical to
preventing overreliance on the work of others in an audit of internal control over
financial reporting. The requirement for the auditor to perform enough of the
control testing himself or herself so that the auditor's own work provides the
principal evidence for the auditor's opinion is of paramount importance to the
auditor's assurance providing the level of reliability that investors expect.
However, the Board also decided that the final standard should articulate clearly
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that the auditor's judgment about whether he or she has obtained the principal
evidence required is qualitative as well as quantitative. Therefore, the standard
now states, "Because the amount of work related to obtaining sufficient evidence
to support an opinion about the effectiveness of controls is not susceptible to
precise measurement, the auditor's judgment about whether he or she has
obtained the principal evidence for the opinion will be qualitative as well as
quantitative. For example, the auditor might give more weight to work performed
on pervasive controls and in areas such as the control environment than on other
controls, such as controls over low-risk, routine transactions."
E45. The Board also concluded that a better balance could be achieved in the
standard by instructing the auditor to factor into the determination of the extent to
which to use the work of others an evaluation of the nature of the controls on
which others performed their procedures.
E46. Paragraph 112 of the standard provides the following factors the auditor
should consider when evaluating the nature of the controls subjected to the work
of others:
•

The materiality of the accounts and disclosures that the control addresses
and the risk of material misstatement.

•

The degree of judgment required to evaluate the operating effectiveness
of the control (that is, the degree to which the evaluation of the
effectiveness of the control requires evaluation of subjective factors rather
than objective testing).

•

The pervasiveness of the control.

•

The level of judgment or estimation required in the account or disclosure.

•

The potential for management override of the control.

E47. As these factors increase in significance, the need for the auditor to
perform his or her own work on those controls increases. As these factors
decrease in significance, the auditor may rely more on the work of others.
Because of the nature of controls in the control environment, however, the
standard does not allow the auditor to use the work of others to reduce the
amount of work he or she performs on such controls. In addition, the standard
also does not allow the auditor to use the work of others in connection with the
performance of walkthroughs of major classes of transactions because of the
high degree of judgment required when performing them (See separate
discussion in paragraphs E51 through E57).
E48. The Board decided that this approach was responsive to those who
believed that the auditor should be able to use his or her judgment in determining
the extent to which to use the work of others. The Board designed the
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requirement that the auditor's own work must provide the principal evidence for
the auditor's opinion as one of the boundaries within which the auditor
determines the work he or she must perform himself or herself in the audit of
internal control over financial reporting. The other instructions about using the
work of others provide more specific direction about how the auditor makes this
determination, but allow the auditor significant flexibility to use his or her
judgment to determine the work necessary to obtain the principal evidence, and
to determine when the auditor can use the work of others rather than perform the
work himself or herself. Although some of the directions are specific and
definitive, such as the directions for the auditor to perform tests of controls in the
control environment and walkthroughs himself or herself, the Board decided that
these areas were of such audit importance that the auditor should always
perform this testing as part of obtaining the principal evidence for his or her
opinion. The Board concluded that this approach appropriately balances the use
of auditor judgment and the risk of inappropriate overreliance.
E49. The Board was particularly concerned by comments that issuers might
choose to reduce their internal audit staff or the extent of internal audit testing in
the absence of a significant change in the proposed standard that would
significantly increase the extent to which the auditor may use the work of internal
auditors. The Board believes the standard makes clear that an effective internal
audit function does permit the auditor to reduce the work that otherwise would be
necessary.
E50. Finally, as part of clarifying the linkage between the degree of competence
and objectivity of the others and the ability to use their work, the Board decided
that additional clarification should be provided on the extent of testing that should
be required of the work of others. The Board noted that the interaction of the
auditor performing walkthroughs of every significant process and the retention of
the principal evidence provision precluded the need for the auditor to test the
work of others in every significant account. However, testing the work of others
is an important part of an ongoing assessment of their competence and
objectivity. Therefore, as part of the emphasis on the direct relationship between
the assessed level of competence and objectivity to the extent of the use of the
work of others, additional provisions were added discussing how the results of
the testing of the work of others might affect the auditor's assessment of
competence and objectivity. The Board also concluded that testing the work of
others should be clearly linked to an evaluation of the quality and effectiveness of
their work.
Walkthroughs
E51. The proposed standard included a requirement that the auditor perform
walkthroughs, stating that the auditor should perform a walkthrough for all of the
company's significant processes. In the walkthrough, the auditor was to trace all
types of transactions and events, both recurring and unusual, from origination
through the company's information systems until they were included in the
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company's financial reports. As stated in the proposed standard, walkthroughs
provide the auditor with evidence to:
•

Confirm the auditor's understanding of the process flow of transactions;

•

Confirm the auditor's understanding of the design of controls identified for
all five components of internal control over financial reporting, including
those related to the prevention or detection of fraud;

•

Confirm that the auditor's understanding of the process is complete by
determining whether all points in the process at which misstatements
related to each relevant financial statement assertion that could occur
have been identified;

•

Evaluate the effectiveness of the design of controls; and

•

Confirm whether controls have been placed in operation.

E52. A number of commenters expressed strong support for the requirement for
the auditor to perform walkthroughs as described in the proposed standard.
They agreed that auditors who did not already perform the type of walkthrough
described in the proposed standard should perform them as a matter of good
practice. These commenters further recognized that the first-hand understanding
an auditor obtains from performing these walkthroughs puts the auditor in a much
better position to design an effective audit and to evaluate the quality and
effectiveness of the work of others.
They considered the walkthrough
requirement part of "getting back to basics," which they viewed as a positive
development.
E53. Some commenters expressed general support for walkthroughs as
required procedures, but had concerns about the scope of the work. A number
of commenters suggested that requiring walkthroughs of all significant processes
and all types of transactions would result in an overwhelming and unreasonable
number of walkthroughs required. Commenters made various suggestions for
alleviating this problem, including permitting the auditor to determine, using broad
auditor judgment, which classes of transactions to walk through or refining the
scope of "all types of transactions" to include some kind of consideration of risk
and materiality.
E54. Other commenters believed that required walkthroughs would result in
excessive cost if the auditor were prohibited from using the work of others.
These commenters suggested that the only way that required walkthroughs
would be a reasonable procedure is to permit the auditor to use the work of
others. Although commenters varied on whether the auditor's use of the work of
others for walkthroughs should be liberal or limited, and whether it should include
management or be limited to internal auditors, a large number of commenters
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suggested that limiting walkthroughs to only the auditor himself or herself was
impractical.
E55. The Board concluded that the objectives of the walkthroughs cannot be
achieved second-hand. For the objectives to be effectively achieved, the auditor
must perform the walkthroughs himself or herself. Several commenters who
objected to the prohibition on using the work of internal auditors for walkthroughs
described situations in which internal auditors would be better able to effectively
perform walkthroughs because internal auditors understood the company's
business and controls better than the external auditor and because the external
auditor would struggle in performing walkthroughs due to a lack of
understanding. The Board observed that these commenters' perspectives
support the importance of requiring the external auditor to perform walkthroughs.
If auditors struggle to initially perform walkthroughs because their knowledge of
the company and its controls is weak, then that situation would only emphasize
the necessity for the auditor to increase his or her level of understanding. After
considering the nature and extent of the procedures that would be required to
achieve these objectives, the Board concluded that performing walkthroughs
would be the most efficient means of doing so. The first-hand understanding the
auditor will obtain of the company's processes and its controls through the
walkthroughs will translate into increased effectiveness and quality throughout
the rest of the audit, in a way that cannot be achieved otherwise.
E56. The Board also decided that the scope of the transactions that should be
subjected to walkthroughs should be more narrowly defined. To achieve the
objectives the Board intended for walkthroughs to accomplish, the auditor should
not be forced to perform walkthroughs on what many commenters reasoned was
an unreasonably large population. The Board decided that the auditor should be
able to use judgment in considering risk and materiality to determine which
transactions and events within a given significant process to walk through. As a
result, the directions in the standard on determining significant processes and
major classes of transactions were expanded, and the population of transactions
for which auditors will be required to walk through narrowed by replacing "all
types of transactions" with "major classes of transactions."
E57. Although judgments of risk and materiality are inherent in identifying major
classes of transactions, the Board decided to also remove from the standard the
statement, "walkthroughs are required procedures" as a means of further
clarifying that auditor judgment plays an important role in determining the major
classes of transactions for which to perform a walkthrough. The Board observed
that leading off the discussion of walkthroughs in the standard with such a
sentence could be read as setting a tone that diminished the role of judgment in
selecting the transactions to walk through. As a result, the directions in the
standard on performing walkthroughs begin with, "The auditor should perform at
least one walkthrough for each major class of transactions…" The Board's
decision to eliminate the statement "walkthroughs are required procedures"
should not be viewed as an indication that performing walkthroughs are optional
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under the standard's directions. The Board believes the auditor might be able to
achieve the objectives of a walkthrough by performing a combination of
procedures, including inquiry, inspection, observation, and reperformance;
however, performing a walkthrough represents the most efficient and effective
means of doing so. The auditor's work on the control environment and
walkthroughs is an important part of the principal evidence that the auditor must
obtain himself or herself.
Small Business Issues
E58. Appendix E of the proposed standard discussed small and medium-sized
company considerations. Comments were widely distributed on this topic. A
number of commenters indicated that the proposed standard gave adequate
consideration to how internal control is implemented in, and how the audit of
internal control over financial reporting should be conducted at, small and
medium-sized companies. Other commenters, particularly smaller issuers and
smaller audit firms, indicated that the proposed standard needed to provide much
more detail on how internal control over financial reporting could be different at a
small or medium-sized issuer and how the auditor's approach could differ. Some
of these commenters indicated that the concepts articulated in the Board's
proposing release concerning accommodations for small and medium-sized
companies were not carried through to the proposed standard itself.
E59. On the other hand, other commenters, particularly large audit firms and
investors, expressed views that the proposed standard went too far in creating
too much of an accommodation for small and medium-sized issuers. In fact,
many believed that the proposed standard permitted those issuers to have less
effective internal control over financial reporting than larger issuers, while
providing guidance to auditors permitting them to perform less extensive testing
at those small and medium-sized issuers than they might have at larger issuers.
These commenters stressed that effective internal control over financial reporting
is equally important at small and medium-sized issuers. Some commenters also
expressed concerns that the guidance in proposed Appendix E appeared to
emphasize that the actions of senior management, if carried out with integrity,
could offset deficiencies in internal control over financial reporting, such as the
lack of written policies and procedures. Because the risk of management
override of controls is higher in these types of environments, such commenters
were concerned that the guidance in proposed Appendix E might result in an
increased fraud risk at small and medium-sized issuers. At a minimum, they
argued, the interpretation of Appendix E might result in a dangerous expectation
gap for users of their internal control reports. Some commenters who were of
this view suggested that Appendix E be deleted altogether or replaced with a
reference to the report of the Committee of Sponsoring Organizations (COSO) of
the Treadway Commission, Internal Control—Integrated Framework, which they
felt contained sufficient guidance on small and medium-sized company
considerations.
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E60. Striking an appropriate balance regarding the needs of smaller issuers is
particularly challenging. The Board considered cautionary views about the
difficulty in expressing accommodations for small and medium-sized companies
without creating an inappropriate second class of internal control effectiveness
and audit assurance. Further, the Board noted that the COSO framework
currently provides management and the auditor with more guidance and flexibility
regarding small and medium-sized companies than the Board had provided in
the proposed Appendix E. As a result, the Board eliminated proposed Appendix
E and replaced the appendix with a reference to COSO in paragraph 15 of the
standard. The Board believes providing internal control criteria for small and
medium-sized companies within the internal control framework is more
appropriately within the purview of COSO. Furthermore, the COSO report was
already tailored for special small and medium-sized company considerations.
The Board decided that emphasizing the existing guidance within COSO was the
best way of recognizing the special considerations that can and should be given
to small and medium-sized companies without inappropriately weakening the
standard to which these smaller entities should, nonetheless, be held. If
additional tailored guidance on the internal control framework for small and
medium-sized companies is needed, the Board encourages COSO, or some
other appropriate body, to develop this guidance.
Evaluation of the Effectiveness of the Audit Committee
E61. The proposed standard identified a number of circumstances that,
because of their likely significant negative effect on internal control over financial
reporting, are significant deficiencies as well as strong indicators that a material
weakness exists. A particularly notable significant deficiency and strong indicator
of a material weakness was the ineffective oversight by the audit committee of
the company's external financial reporting and internal control over financial
reporting. In addition, the proposed standard required the auditor to evaluate
factors related to the effectiveness of the audit committee's oversight of the
external financial reporting process and the internal control over financial
reporting.
E62. This provision related to evaluating the effectiveness of the audit
committee was included in the proposed standard for two primary reasons. First,
the Board initially decided that, because of the significant role that the audit
committee has in the control environment and monitoring components of internal
control over financial reporting, an ineffective audit committee is a gravely
serious control weakness that is strongly indicative of a material weakness. Most
auditors should have already been reaching this conclusion when confronted with
an obviously ineffective audit committee. Second, highlighting the adverse
consequences of an ineffective audit committee would, perhaps, further
encourage weak audit committees to improve.
E63. Investors supported this provision. They expressed an expectation that
the auditor would evaluate the audit committee's effectiveness and speak up if
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the audit committee was determined to be ineffective. Investors drew a link
among restoring their confidence, audit committees having new and enhanced
responsibilities, and the need for assurance that audit committees are, in fact,
meeting their responsibilities.
E64. Auditors also were generally supportive of such an evaluation. However,
many requested that the proposed standard be refined to clearly indicate that the
auditor's responsibility to evaluate the effectiveness of the audit committee's
oversight of the company's external financial reporting and internal control over
financial reporting is not a separate and distinct evaluation. Rather, the
evaluation is one element of the auditor's overall understanding and assessment
of the company's control environment and monitoring components. Some
commenters suggested that, in addition to needing clarification of the auditor's
responsibility, the auditor would have difficulty in evaluating all of the factors
listed in the proposed standard, because the auditor's normal interaction with the
audit committee would not provide sufficient basis to conclude on some of those
factors.
E65. Issuers and some others were opposed to the auditor evaluating the
effectiveness of the audit committee on the fundamental grounds that such an
evaluation would represent an unacceptable conflict of interest. Several
commenters shared the view that this provision would reverse an important
improvement in governance and audit quality. Whereas the auditor was formerly
retained and compensated by management, the Act made clear that these
responsibilities should now be those of the audit committee. In this way,
commenters saw a conflict of interest being remedied. Requiring the auditor to
evaluate the effectiveness of the audit committee led commenters to conclude
that the same kind of conflict of interest was being reestablished. These
commenters also believed that the auditor would not have a sufficient basis on
which to evaluate the effectiveness of the audit committee because the auditor
does not have complete and free access to the audit committee, does not have
appropriate expertise to evaluate audit committee members (who frequently are
more experienced businesspeople than the auditor), does not have the legal
expertise to make determinations about some of the specific factors listed in the
proposed standard, and other shortcomings.
These commenters also
emphasized that the board of directors' evaluation of the audit committee is
important and that the proposed standard could be read to supplant this
important evaluation with that of the auditor's.
E66. The Board concluded that this provision should be retained but decided
that clarification was needed to emphasize that the auditor's evaluation of the
audit committee was not a separate evaluation but, rather, was made as part of
the auditor's evaluation of the control environment and monitoring components of
internal control over financial reporting. The Board reasoned that clarifying both
this context and limitation on the auditor's evaluation of the audit committee
would also address, to some degree, the conflict-of-interest concerns raised by
other commenters. The Board also observed, however, that conflict is, to some
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extent, inherent in the duties that society expects of auditors. Just as auditors
were expected in the past to challenge management when the auditor believed a
material misstatement of the financial statements or material weakness in
internal control over financial reporting existed, the auditor similarly is expected
to speak up when he or she believes the audit committee is ineffective in its
oversight.
E67. The Board decided that when the auditor is evaluating the control
environment and monitoring components, if the auditor concludes that the audit
committee's oversight of the company's external financial reporting and internal
control over financial reporting is ineffective, the auditor should be strongly
encouraged to consider that situation a material weakness and, at a minimum, a
significant deficiency. The objective of the evaluation is not to grade the
effectiveness of the audit committee along a scale. Rather, in the course of
performing procedures related to evaluating the effectiveness of the control
environment and monitoring components, including evaluating factors related to
the effectiveness of the audit committee's oversight, if the auditor concludes that
the audit committee's oversight of the external financial reporting and internal
control over financial reporting is ineffective, then the auditor should consider that
a strong indicator of a material weakness.
E68. The Board concluded that several refinements should be made to this
provision. As part of emphasizing that the auditor's evaluation of the audit
committee is to be made as part of evaluating the control environment and not as
a separate evaluation, the Board determined that the evaluation factors should
be modified. The factors that addressed compliance with listing standards and
sections of the Act were deleted, because those factors were specifically
criticized in comment letters as being either outside the scope of the auditor's
expertise or outside the scope of internal control over financial reporting. The
Board also believed that those factors were not significant to the type of
evaluation the auditor was expected to make of the audit committee. The Board
decided to add the following factors, which are based closely on factors
described in COSO, as relevant to evaluating those who govern, including the
audit committee:
•

Extent of direct and independent interaction with key members of financial
management, including the chief financial officer and chief accounting
officer.

•

Degree to which difficult questions are raised and pursued with
management and the auditor, including questions that indicate an
understanding of the critical accounting policies and judgmental
accounting estimates.

•

Level of responsiveness to issues raised by the auditor, including those
required to be communicated by the auditor to the audit committee.
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E69. The Board also concluded that the standard should explicitly
acknowledge that the board of directors is responsible for evaluating the
effectiveness of the audit committee and that the auditor's evaluation of the
control environment is not intended to supplant those evaluations. In addition,
the Board concluded that, in the event the auditor determines that the audit
committee's oversight is ineffective, the auditor should communicate that finding
to the full board of directors. This communication should occur regardless of
whether the auditor concludes that the condition represents a significant
deficiency or a material weakness, and the communication should take place in
addition to the normal communication requirements that attach to those
deficiencies.
Definitions of Significant Deficiency and Material Weakness
E70. As part of developing the proposed standard, the Board evaluated the
existing definitions of significant deficiency (which the SEC defined as being the
same as a reportable condition) and material weakness to determine whether
they would permit the most effective implementation of the internal control
reporting requirements of the Act.
E71. AU sec. 325, Communication of Internal Control Related Matters Noted in
an Audit, defined a material weakness as follows:
A material weakness in internal control is a reportable condition in which
the design or operation of one or more of the internal control components
does not reduce to a relatively low level the risk that misstatements
caused by error or fraud in amounts that would be material in relation to
the financial statements being audited may occur and not be detected
within a timely period by employees in the normal course of performing
their assigned functions.
E72. The framework that defined a material weakness focused on likelihood of
and magnitude for evaluating a weakness. The Board decided that this
framework would facilitate effective implementation of the Act's internal control
reporting requirements; therefore, the Board's proposed definitions focused on
likelihood and magnitude. However, as part of these deliberations, the Board
decided that likelihood and magnitude needed to be defined in terms that would
encourage more consistent application.
E73. Within the existing definition of material weakness, the magnitude of
"material in relation to the financial statements" was well supported by the
professional standards, SEC rules and guidance, and other literature. However,
the Board decided that the definition of likelihood would be improved if it used
"more than remote" instead of "relatively low level." FASB Statement No. 5,
Accounting for Contingencies (FAS No. 5) defines "remote." The Board decided
that, because auditors were familiar with the application of the likelihood
definitions in FAS No. 5, using "more than remote" in the definition of material
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weakness would infuse the evaluation of whether a control deficiency was a
material weakness with the additional consistency that the Board wanted to
encourage.
E74. AU sec. 325 defined reportable conditions as follows:
…matters coming to the auditor's attention that, in his judgment, should be
communicated to the audit committee because they represent significant
deficiencies in the design or operation of internal control, which could
adversely affect the organization's ability to initiate, record, process, and
report financial data consistent with the assertions of management in the
financial statements.
E75. The Board observed that this definition makes the determination of
whether a condition is reportable solely a matter of the auditor's judgment. The
Board believed that this definition was insufficient for purposes of the Act
because management also needs a definition to determine whether a deficiency
is significant and that the definition should be the same as the definition used by
the auditor. Furthermore, using this existing definition, the auditor's judgment
could never be questioned.
E76. The Board decided that the same framework that represented an
appropriate framework for defining a material weakness also should be used for
defining a significant deficiency. Although auditor judgment is integral and
essential to the audit process (including in determining the severity of control
weaknesses), auditors, nonetheless, must be accountable for their judgments.
Increasing the accountability of auditors for their judgments about whether a
condition represents a significant deficiency and increasing the consistency with
which those judgments are made are interrelated. Hence, the same framework
of likelihood and magnitude were applied in the Board's proposed definition of
significant deficiency.
E77. In applying the likelihood and magnitude framework to defining a
significant deficiency, the Board decided that the "more than remote" likelihood of
occurrence used in the definition of material weakness was the best benchmark.
In terms of magnitude, the Board decided that "more than inconsequential"
should be the threshold for a significant deficiency.
E78. A number of commenters were supportive of the definitions in the
proposed standard. These commenters believed the definitions were an
improvement over the previous definitions, used terms familiar to auditors, and
would promote increased consistency in evaluations.
E79. Most commenters, however, objected to these definitions. The primary,
over-arching objection was that these definitions set too low a threshold for the
reporting of significant deficiencies. Some commenters focused on "more than
remote" likelihood as the driver of an unreasonably low threshold, while others
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believed "more than inconsequential" in the definition of significant deficiency
was the main culprit.
While some commenters understood "more than
inconsequential" well enough, others indicated significant concerns that this
represented a new term of art that needed to be accompanied by a clear
definition of "inconsequential" as well as supporting examples.
Several
commenters suggested retaining the likelihood and magnitude approach to a
definition but suggested alternatives for likelihood (such as reasonably likely,
reasonably possible, more likely than not, probable) and magnitude (such as
material, significant, insignificant).
E80. Some commenters suggested that the auditing standard retain the existing
definitions of material weakness and significant deficiency, consistent with the
SEC's final rules implementing Section 404. In their final rules, the SEC tied
management's assessment to the existing definitions of material weakness and
significant deficiency (through the existing definition of a reportable condition) in
AU sec. 325. These commenters suggested that, if the auditing standard used a
different definition, a dangerous disconnect would result, whereby management
would be using one set of definitions under the SEC's rules and auditors would
be using another set under the Board's auditing standards. They further
suggested that, absent rulemaking by the SEC to change its definitions, the
Board should simply defer to the existing definitions.
E81. A number of other commenters questioned the reference to "a
misstatement of the annual or interim financial statements" in the definitions, with
the emphasis on why "interim" financial statements were included in the
definition, since Section 404 required only an annual assessment of internal
control over financial reporting effectiveness, made as of year-end. They
questioned whether this definition implied that the auditor was required to identify
deficiencies that could result in a misstatement in interim financial statements;
they did not believe that the auditor should be required to plan his or her audit of
internal control over financial reporting at a materiality level of the interim
financial statements.
E82. The Board ultimately concluded that focusing the definitions of material
weakness and significant deficiency on likelihood of misstatement and magnitude
of misstatement provides the best framework for evaluating deficiencies.
Defaulting to the existing definitions would not best serve the public interest nor
facilitate meaningful and effective implementation of the auditing standard.
E83. The Board observed that the SEC's final rules requiring management to
report on internal control over financial reporting define material weakness, for
the purposes of the final rules, as having "the same meaning as the definition
under GAAS and attestation standards." Those rules state:
The term "significant deficiency" has the same meaning as the term
"reportable condition" as used in AU §325 and AT§501. The terms
"material weakness" and "significant deficiency" both represent
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deficiencies in the design or operation of internal control that could
adversely affect a company's ability to record, process, summarize and
report financial data consistent with the assertions of management in the
company's financial statements, with a "material weakness" constituting a
greater deficiency than a "significant deficiency." Because of this
relationship, it is our judgment that an aggregation of significant
deficiencies could constitute a material weakness in a company's internal
control over financial reporting.42/
E84. The Board considered the SEC's choice to cross-reference to generally
accepted auditing standards (GAAS) and the attestation standards as the means
of defining these terms, rather than defining them outright within the final rules,
noteworthy as it relates to the question of whether any disconnect could result
between auditors' and managements' evaluations if the Board changed the
definitions in its standards. Because the standard changes the definition of these
terms within the interim standards, the Board believes the definitions are,
therefore, changed for both auditors' and managements' purposes.
E85. The Board noted that commenters who were concerned that the
definitions in the proposed standard set too low of a threshold for significant
deficiencies and material weaknesses believed that the proposed standard
required that each control deficiency be evaluated in isolation. The intent of the
proposed standard was that control deficiencies should first be evaluated
individually; the determination as to whether they are significant deficiencies or
material weaknesses should be made considering the effects of compensating
controls. The effect of compensating controls should be taken into account when
assessing the likelihood of a misstatement occurring and not being prevented or
detected. The proposed standard illustrated this type of evaluation, including the
effect of compensating controls when assessing likelihood, in the examples in
Appendix D. Based on the comments received, however, the Board determined
that additional clarification within the standard was necessary to emphasize the
importance of considering compensating controls when evaluating the likelihood
of a misstatement occurring. As a result, the note to paragraph 10 was added.
E86. The Board concluded that considering the effect of compensating controls
on the likelihood of a misstatement occurring and not being prevented or
detected sufficiently addressed the concerns that the definitions set too low a
threshold. For example, several issuer commenters cited concerns that the
proposed definitions precluded a rational cost-benefit analysis of whether to
correct a deficiency. These issuers believed they would be compelled to correct
deficiencies (because the deficiencies would be considered to be at least
significant deficiencies) in situations in which management had made a previous
42/

See footnote 73 to Final Rule: Management's Reports on Internal Control
Over Financial Reporting and Certification of Disclosure in Exchange Act Periodic
Reports, Securities and Exchange Commission Release No. 33-8238 (June 5, 2003) [68
FR 36636].
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conscious decision that the costs of correcting the deficiency outweighed the
benefits. The Board observed that, in cases in which management has
determined not to correct a known deficiency based on a cost-benefit analysis,
effective compensating controls usually lie at the heart of management's
decision. The standard's use of "likelihood" in the definition of a significant
deficiency or material weakness accommodates such a consideration of
compensating controls. If a deficiency is effectively mitigated by compensating
controls, then the likelihood of a misstatement occurring and not being prevented
or detected may very well be remote.
E87. The Board disagreed with comments that "more than inconsequential"
was too low a threshold; however, the Board decided the term "inconsequential"
needed additional clarity. The Board considered the term "inconsequential" in
relation to the SEC's guidance on audit requirements and materiality. Section
10A(b)(1)(B)43/ describes the auditor's communication requirements when the
auditor detects or otherwise becomes aware of information indicating that an
illegal act has or may have occurred, "unless the illegal act is clearly
inconsequential." Staff Accounting Bulletin (SAB) No. 99, Materiality, provides
the most recent and definitive guidance on the concept of materiality as it relates
to the financial reporting of a public company. SAB No. 99 uses the term
"inconsequential" in several places to draw a distinction between amounts that
are not material. SAB No. 99 provides the following guidance to assess the
significance of a misstatement:
Though the staff does not believe that registrants need to make finely
calibrated determinations of significance with respect to immaterial items,
plainly it is "reasonable" to treat misstatements whose effects are clearly
inconsequential differently than more significant ones.
E88. The discussion in the previous paragraphs provided the Board's context
for using "material" and "more than inconsequential" for the magnitude thresholds
in the standard's definitions. "More than inconsequential" indicates an amount
that is less than material yet has significance.
E89. The Board also considered the existing guidance in the Board's interim
standards for evaluating materiality and accumulating audit differences in a
financial statement audit. Paragraph .41 of AU sec. 312, Audit Risk and
Materiality in Conducting an Audit, states:
In aggregating likely misstatements that the entity has not corrected,
pursuant to paragraphs .34 and .35, the auditor may designate an amount
below which misstatements need not be accumulated. This amount
should be set so that any such misstatements, either individually or when
aggregated with other such misstatements, would not be material to the

43/

See Section 10A of the Securities Exchange Act of 1934, 15 U.S.C., 78j-1.
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financial statements, after
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E90. The Board considered the discussion in AU sec. 312 that spoke
specifically to evaluating differences individually and in the aggregate, as well as
to considering the possibility of additional undetected misstatements, important
distinguishing factors that should be carried through to the evaluation of whether
a control deficiency represents a significant deficiency because the magnitude of
the potential misstatement is more than inconsequential.
E91. The Board combined its understanding of the salient concepts in AU sec.
312 and the SEC guidance on materiality to develop the following definition of
inconsequential:
A misstatement is inconsequential if a reasonable person would conclude,
after considering the possibility of further undetected misstatements, that
the misstatement, either individually or when aggregated with other
misstatements, would clearly be immaterial to the financial statements. If
a reasonable person could not reach such a conclusion regarding a
particular misstatement, that misstatement is more than inconsequential.
E92. Finally, the inclusion of annual or interim financial statements in the
definitions rather than just "annual financial statements" was intentional and, in
the Board's opinion, closely aligned with the spirit of what Section 404 seeks to
accomplish. However, the Board decided that this choice needed clarification
within the auditing standard. The Board did not intend the inclusion of the interim
financial statements in the definition to require the auditor to perform an audit of
internal control over financial reporting at each interim date. Rather, the Board
believed that the SEC's definition of internal control over financial reporting
included all financial reporting that a public company makes publicly available. In
other words, internal control over financial reporting includes controls over the
preparation of annual and quarterly financial statements. Thus, an evaluation of
internal control over financial reporting as of year-end encompasses controls
over the annual financial reporting and quarterly financial reporting as such
controls exist at that point in time.
E93. Paragraphs 76 and 77 of the standard clarify this interpretation, as part of
the discussion of the period-end financial reporting process. The period-end
financial reporting process includes procedures to prepare both annual and
quarterly financial statements.
Strong Indicators of Material Weaknesses and DeFacto Significant
Deficiencies
E94. The proposed standard identified a number of circumstances that,
because of their likely significant negative effect on internal control over financial
reporting, are significant deficiencies as well as strong indicators that a material
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weakness exists. The Board developed this list to promote increased rigor and
consistency in auditors' evaluations of weaknesses. For the implementation of
Section 404 of the Act to achieve its objectives, the public must have confidence
that all material weaknesses that exist as of the company's year-end will be
publicly reported. Historically, relatively few material weaknesses have been
reported by the auditor to management and the audit committee. That condition
is partly due to the nature of a financial statement audit. In an audit of only the
financial statements, the auditor does not have a detection responsibility for
material weaknesses in internal control; such a detection responsibility is being
newly introduced for all public companies through Sections 103 and 404 of the
Act. However, the Board was concerned about instances in which auditors had
identified a condition that should have been, but was not, communicated as a
material weakness. The intention of including the list of strong indicators of
material weaknesses in the proposed standard was to bring further clarity to
conditions that were likely to be material weaknesses in internal control and to
create more consistency in auditors' evaluations.
E95. Most commenters were generally supportive of a list of significant
deficiencies and strong indicators of the existence of material weaknesses. They
believed such a list provided instructive guidance to both management and the
auditor. Some commenters, however, disagreed with the proposed approach of
providing such a list. They believed that the determination of the significance of
a deficiency should be left entirely to auditor judgment. A few commenters
requested clarification of the term "strong indicator" and specific guidance on
how and when a "strong indicator" could be overcome. A number of commenters
expressed various concerns with individual circumstances included in the list.
•

Restatement of previously issued financial statements to reflect the
correction of a misstatement. Some commenters expressed concern
about the kinds of restatements that would trigger this provision. A few
mentioned the specific instance in which the restatement reflected the
SEC's subsequent view of an accounting matter when the auditor, upon
reevaluation, continued to believe that management had reasonable
support for its original position. They believed this specific circumstance
would not necessarily indicate a significant deficiency in internal control
over financial reporting. Others commented that a restatement of
previously issued financial statements would indicate a significant
deficiency and strong indicator of a material weakness in the prior period
but not necessarily in the current period.

•

Identification by the auditor of a material misstatement in financial
statements in the current period that was not initially identified by the
company's internal control over financial reporting (even if management
subsequently corrects the misstatement). Several commenters, issuers
and auditors alike, expressed concern about including this circumstance
on the list. They explained that, frequently, management is completing the
preparation of the financial statements at the same time that the auditor is
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completing his or her auditing procedures. In the face of this "strong
indicator" provision, a lively debate of "who found it first" would ensue
whenever the auditor identifies a misstatement that management
subsequently corrects. Another argument is that the company's controls
would have detected a misstatement identified by the auditor if the
controls had an opportunity to operate (that is, the auditor performed his or
her testing before the company's controls had an opportunity to operate).
Several issuers indicated that they would prevent this latter situation by
delaying the auditor's work until the issuers had clearly completed their
entire period-end financial reporting process – a delay they viewed as
detrimental.
•

For larger, more complex entities, the internal audit function or the risk
assessment function is ineffective. Several commenters asked for specific
factors the auditor was expected to use to assess the effectiveness of
these functions.

•

For complex entities in highly regulated industries, an ineffective
regulatory compliance function. Several commenters, particularly issuers
in highly regulated industries, objected to the inclusion of this
circumstance because they believed this to be outside the scope of
internal control over financial reporting. (They agreed that this would be
an internal control-related matter, but one that falls into operating
effectiveness and compliance with laws and regulations, not financial
reporting.) Many of these commenters suggested that this circumstance
be deleted from the list altogether. Fewer commenters suggested that this
problem could be addressed by simply clarifying that this circumstance is
limited to situations in which the ineffective regulatory function relates
solely to those aspects for which related violations of laws and regulations
could have a direct and material effect on the financial statements.

•

Identification of fraud of any magnitude on the part of senior management.
Several commenters expressed concern that the inclusion of this
circumstance created a detection responsibility for the auditor such that
the auditor would have to plan and perform procedures to detect fraud of
any magnitude on the part of senior management. Others expressed
concern that identification of fraud on the part of senior management by
the company's system of internal control over financial reporting might
indicate that controls were operating effectively rather than indicating a
significant deficiency or material weakness.
Still others requested
clarification on how to determine who constituted "senior management."

E96. A couple of commenters also suggested that an ineffective control
environment should be added to the list.
E97. The Board concluded that the list of significant deficiencies and strong
indicators of material weakness should be retained. Such a list will promote
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consistency in auditors' and managements' evaluations of deficiencies consistent
with the definitions of significant deficiency and material weakness. The Board
also decided to retain the existing structure of the list. Although the standard
leaves auditor judgment to determine whether those deficiencies are material
weaknesses, the existence of one of the listed deficiencies is by definition a
significant deficiency. Furthermore, the "strong indicator" construct allows the
auditor to factor extenuating or unique circumstances into the evaluation and
possibly to conclude that the situation does not represent a material weakness,
rather, only a significant deficiency.
E98. The Board decided that further clarification was not necessary within the
standard itself addressing specifically how and when a "strong indicator" can be
overcome. The term "strong indicator" was selected as opposed to the stronger
"presumption" or other such term precisely because the Board did not intend to
provide detailed instruction on how to overcome such a presumption. It is,
nevertheless, the Board's view that auditors should be biased toward considering
the listed circumstances as material weaknesses.
E99. The Board decided to clarify several circumstances included in the list:
•

Restatement of previously issued financial statements to reflect the
correction of a misstatement. The Board observed that the circumstance
in which a restatement reflected the SEC's subsequent view of an
accounting matter, when the auditor concluded that management had
reasonable support for its original position, might present a good example
of only a significant deficiency and not a material weakness. However, the
Board concluded that requiring this situation to, nonetheless, be
considered by definition a significant deficiency is appropriate, especially
considering that the primary result of the circumstance being considered a
significant deficiency is the communication of the matter to the audit
committee. Although the audit committee might already be well aware of
the circumstances of any restatement, a restatement to reflect the SEC's
view on an accounting matter at least has implications for the quality of the
company's accounting principles, which is already a required
communication to the audit committee.
With regard to a restatement being a strong indicator of a material
weakness in the prior period but not necessarily the current period, the
Board disagreed with these comments. By virtue of the restatement
occurring during the current period, the Board views it as appropriate to
consider that circumstance a strong indicator that a material weakness
existed during the current period. Depending on the circumstances of the
restatement, however, the material weakness may also have been
corrected during the current period. The construct of the standard does
not preclude management and the auditor from determining that the
circumstance was corrected prior to year-end and, therefore, that a
material weakness did not exist at year-end. The emphasis here is that
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the circumstance is a strong indicator that a material weakness exists;
management and the auditor will separately need to determine whether it
has been corrected. The Board decided that no further clarification was
needed in this regard.
•

Identification by the auditor of a material misstatement in financial
statements in the current period that was not initially identified by the
company's internal control over financial reporting (even if management
subsequently corrects the misstatement). Regarding the "who-found-itfirst" dilemma, the Board recognizes that this circumstance will present
certain implementation challenges. However, the Board decided that
none of those challenges were so significant as to require eliminating this
circumstance from the list.
When the Board developed the list of strong indicators, the Board
observed that it is not uncommon for the financial statement auditor to
identify material misstatements in the course of the audit that are
corrected by management prior to the issuance of the company's financial
statements. In some cases, management has relied on the auditor to
identify misstatements in certain financial statement items and to propose
corrections in amount, classification, or disclosure. With the introduction
of the requirement for management and the auditor to report on the
effectiveness of internal control over financial reporting, it becomes
obvious that this situation is unacceptable, unless management is willing
to accept other than an unqualified report on the internal control
effectiveness. (This situation also raises the question as to the extent
management may rely on the annual audit to produce accurate and fair
financial statements without impairing the auditor's independence.) This
situation is included on the list of strong indicators because the Board
believes it will encourage management and auditors to evaluate this
situation with intellectual honesty and to recognize, first, that the
company's internal control should provide reasonable assurance that the
company's financial statements are presented fairly in accordance with
generally accepted accounting principles.
Timing might be a concern for some issuers. However, to the extent that
management takes additional steps to ensure that the financial information
is correct prior to providing it to their auditors, this may, at times, result in
an improved control environment. When companies and auditors work
almost simultaneously on completing the preparation of the annual
financial statements and the audit, respectively, the role of the auditor can
blur with the responsibility of management. In the year-end rush to
complete the annual report, some companies might have come to rely on
their auditors as a "control" to further ensure no misstatements are
accidentally reflected in the financial statements. The principal burden
seems to be for management's work schedule and administration of their
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financial reporting deadlines to allow the auditor sufficient time to complete
his or her procedures.
Further, if the auditor initially identified a material misstatement in the
financial statements but, given the circumstances, determined that
management ultimately would have found the misstatement, the auditor
could determine that the circumstance was a significant deficiency but not
a material weakness. The Board decided to retain the provision that this
circumstance is at least a significant deficiency because reporting such a
circumstance to the audit committee would always be appropriate.
•

For larger, more complex entities, the internal audit function or the risk
assessment function is ineffective. Relatively few commenters requested
clarification on how to evaluate these functions. The Board expects that
most auditors will not have trouble making this evaluation. Similar to the
audit committee evaluation, this evaluation is not a separate evaluation of
the internal audit or risk assessment functions but, rather, is a way of
requiring the auditor to speak up if either of these functions is obviously
ineffective at an entity that needs them to have an effective monitoring or
risk assessment component. Unlike the audit committee discussion, most
commenters seemed to have understood that this was the context for the
internal audit and risk assessment function evaluation. Nonetheless, the
Board decided to add a clarifying note to this circumstance emphasizing
the context.

•

For complex entities in highly regulated industries, an ineffective
regulatory compliance function.
The Board decided that this
circumstance, as described in the proposed standard, would encompass
aspects that are outside internal control over financial reporting (which
would, of course, be inappropriate for purposes of this standard given its
definition of internal control over financial reporting).
The Board
concluded that this circumstance should be retained, though clarified, to
only apply to those aspects of an ineffective regulatory compliance
function that could have a material effect on the financial statements.

•

Identification of fraud of any magnitude on the part of senior management.
The Board did not intend to create any additional detection responsibility
for the auditor; rather, it intended that this circumstance apply to fraud on
the part of senior management that came to the auditor's attention,
regardless of amount. The Board decided to clarify the standard to make
this clear. The Board noted that identification of fraud by the company's
system of internal control over financial reporting might indicate that
controls were operating effectively, except when that fraud involves senior
management. Because of the critical role of tone-at-the-top in the overall
effectiveness of the control environment and due to the significant
negative evidence that fraud of any magnitude on the part of senior
management reflects on the control environment, the Board decided that it
152
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is appropriate to include this circumstance in the list, regardless of
whether the company's controls detected the fraud. The Board also
decided to clarify who is included in "senior management" for this purpose.
E100. The Board agreed that an ineffective control environment was a significant
deficiency and a strong indicator that a material weakness exists and decided to
add it to the list.
Independence
E101. The proposed standard explicitly prohibited the auditor from accepting an
engagement to provide an internal control-related service to an audit client that
has not been specifically pre-approved by the audit committee. In other words,
the audit committee would not be able to pre-approve internal control-related
services as a category. The Board did not propose any specific guidance on
permissible internal control-related services in the proposed standard but, rather,
indicated its intent to conduct an in-depth evaluation of independence
requirements in the future and highlighted its ability to amend the independence
information included in the standard pending the outcome of that analysis.
E102. Comments were evenly split among investors, auditors, and issuers who
believed the existing guidance was sufficient versus those who believed the
Board should provide additional guidance. Commenters who believed existing
guidance was sufficient indicated that the SEC's latest guidance on
independence needed to be given more time to take effect given its recency and
because existing guidance was clear enough. Commenters who believed more
guidance was necessary suggested various additions, from more specificity
about permitted and prohibited services to a sweeping ban on any internal
control-related work for an audit client. Other issuers commented about auditors
participating in the Section 404 implementation process at their audit clients in a
manner that could be perceived as affecting their independence.
E103. Some commenters suggested that the SEC should change the preapproval requirements on internal control-related services to specific preapproval. Another commenter suggested that specific pre-approval of all internal
control-related services would pose an unreasonable burden on the audit
committee and suggested reverting to pre-approval by category.
E104. The Board clearly has the authority to set independence standards as it
may deem necessary or appropriate in the public interest or for the protection of
investors. Given ongoing concerns about the appropriateness of auditors
providing these types of services to audit clients, the fact-specific nature of each
engagement, and the critical importance of ongoing audit committee oversight of
these types of services, the Board continues to believe that specific pre-approval
of internal control-related services is a logical step that should not pose a burden
on the audit committee beyond that which effective oversight of financial
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reporting already entails.
unchanged.

Therefore, the standard retains this provision

Requirement for Adverse Opinion When a Material Weakness Exists
E105. The existing attestation standard (AT sec. 501) provides that, when the
auditor has identified a material weakness in internal control over financial
reporting, depending on the significance of the material weakness and its effect
on the achievement of the objectives of the control criteria, the auditor may
qualify his or her opinion ("except for the effect of the material weakness, internal
control over financial reporting was effective") or express an adverse opinion
("internal control over financial reporting was not effective").
E106. The SEC's final rules implementing Section 404 state that, "Management
is not permitted to conclude that the registrant's internal control over financial
reporting is effective if there are one or more material weaknesses in the
registrant's internal control over financial reporting." In other words, in such a
case, management must conclude that internal control over financial reporting is
not effective (that is, a qualified or "except-for" conclusion is not acceptable).
E107. The Board initially decided that the reporting model for the auditor should
follow the required reporting model for management. Therefore, because
management is required to express an "adverse" conclusion in the event a
material weakness exists, the auditor's opinion also must be adverse. The
proposed standard did not permit a qualified audit opinion in the event of a
material weakness.
E108. Comments received on requiring an adverse opinion when a material
weakness exists were split. A large number affirmed that this seemed to be the
only logical approach, based on a philosophical belief that if a material weakness
exists, then internal control over financial reporting is ineffective. These
commenters suggested that permitting a qualified opinion would be akin to
creating another category of control deficiency—material weaknesses that were
really material (resulting in an adverse opinion) and material weaknesses that
weren't so material (resulting in a qualified opinion).
E109. A number of commenters agreed that the auditor's report must follow the
same model as management' reporting, but they believe strongly that the SEC's
guidance for management accommodated either a qualified or adverse opinion
when a material weakness existed.
E110. These commenters cited Section II.B.3.c of the SEC Final Rule and
related footnote no. 72:
The final rules therefore preclude management from determining
that a company's internal control over financial reporting is effective
if it identifies one or more material weaknesses in the company's
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internal control over financial reporting. This is consistent with
interim attestation standards. See AT sec. 501.
E111. They believe this reference to the interim attestation standard in the SEC
Final Rule is referring to paragraph .37 of AT sec. 501, which states, in part,
Therefore, the presence of a material weakness will preclude the
practitioner from concluding that the entity has effective internal
control. However, depending on the significance of the material
weakness and its effect on the achievement of the objectives of the
control criteria, the practitioner may qualify his or her opinion (that
is, express an opinion that internal control is effective "except for"
the material weakness noted) or may express an adverse opinion.
E112. Their reading of the SEC Final Rule and the interim attestation standard
led them to conclude that it would be appropriate for the auditor to express either
an adverse opinion or a qualified "except-for" opinion about the effectiveness of
the company's internal control over financial reporting depending on the
circumstances.
E113. Some commenters responded that they thought a qualified opinion would
be appropriate in certain cases, such as an acquisition close to year-end (too
close to be able to assess controls at the acquiree).
E114. After additional consultation with the SEC staff about this issue, the Board
decided to retain the proposed reporting model in the standard. The primary
reason for that decision was the Board's continued understanding that the SEC
staff would expect only an adverse conclusion from management (not a qualified
conclusion) in the event a material weakness existed as of the date of
management's report.
E115. The commenters who suggested that a qualified opinion should be
permitted in certain circumstances, such as an acquisition close to year-end,
were essentially describing scope limitations. The standard permits a qualified
opinion, a disclaimer of opinion, or withdrawal from the engagement if there are
restrictions on the scope of the engagement. As it relates specifically to
acquisitions near year-end, this is another case in which the auditor's model
needs to follow the model that the SEC sets for management. The standard
added a new paragraph to Appendix B permitting the auditor to limit the scope of
his or her work (without referring to a scope limitation in the auditor's report) in
the same manner that the SEC permits management to limit its assessment. In
other words, if the SEC permits management to exclude an entity acquired late in
the year from a company's assessment of internal control over financial reporting,
then the auditor could do the same.
Rotating Tests of Controls
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E116. The proposed standard directed the auditor to perform tests of controls on
"relevant assertions" rather than on "significant controls." To comply with those
requirements, the auditor would be required to apply tests to those controls that
are important to presenting each relevant assertion in the financial statements.
The proposed standard emphasized controls that affect relevant assertions
because those are the points at which misstatements could occur. However, it is
neither necessary to test all controls nor to test redundant controls (unless
redundancy is itself a control objective, as in the case of certain computer
controls). Thus, the proposed standard encouraged the auditor to identify and
test controls that addressed the primary areas in which misstatements could
occur, yet limited the auditor's work to only the necessary controls.
E117. Expressing the extent of testing in this manner also simplified other issues
involving extent of testing decisions from year to year (the so-called "rotating
tests of controls" issue). The proposed standard stated that the auditor should
vary testing from year to year, both to introduce unpredictability into the testing
and to respond to changes at the company. However, the proposed standard
maintained that each year's audit must stand on its own. Therefore, the auditor
must obtain evidence of the effectiveness of controls over all relevant assertions
related to all significant accounts and disclosures every year.
E118. Auditors and investors expressed support for these provisions as
described in the proposed standard. In fact, some commenters compared the
notion of rotating tests of control in an audit of internal control over financial
reporting to an auditor testing accounts receivable only once every few years in a
financial statement audit.
Permitting so-called rotation of testing would
compromise the auditor's ability to obtain reasonable assurance that his or her
opinion was correct.
E119. Others, especially issuers concerned with limiting costs, strongly
advocated some form of rotating tests of controls. Some commenters suggested
that the auditor should have broad latitude to perform some cursory procedures
to determine whether any changes had occurred in controls and, if not, to curtail
any further testing in that area. Some suggested that testing as described in the
proposed standard should be required in the first year of the audit (the "baseline"
year) and that in subsequent years the auditor should be able to reduce the
required testing. Others suggested progressively less aggressive strategies for
reducing the amount of work the auditor should be required to perform. In fact,
several commenters (primarily internal auditors) described "baselining" controls
as an important strategy to retain. They argued, for example, that IT application
controls, once tested, could be relied upon (without additional testing) in
subsequent years as long as general controls over program changes and access
controls were effective and continued to be tested.
E120. The Board concluded that each year's audit must stand on its own.
Cumulative audit knowledge is not to be ignored; some natural efficiencies will
emerge as the auditor repeats the audit process. For example, the auditor will
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frequently spend less time to obtain the requisite understanding of the company's
internal control over financial reporting in subsequent years compared with the
time necessary in the first year's audit of internal control over financial reporting.
Also, to the extent that the auditor has previous knowledge of control
weaknesses, his or her audit strategy should, of course, reflect that knowledge.
For example, a pattern of mistakes in prior periods is usually a good indicator of
the areas in which misstatements are likely to occur. However, the absence of
fraud in prior periods is not a reasonable indicator of the likelihood of
misstatement due to fraud.
E121. However, the auditor needs to test controls every year, regardless of
whether controls have obviously changed. Even if nothing else changed about
the company – no changes in the business model, employees, organization, etc.
– controls that were effective last year may not be effective this year due to error,
complacency, distraction, and other human conditions that result in the inherent
limitations in internal control over financial reporting.
E122. What several commenters referred to as "baselining" (especially as it
relates to IT controls) is more commonly referred to by auditors as
"benchmarking." This type of testing strategy for application controls is not
precluded by the standard. However, the Board believes that providing a
description of this approach is beyond the scope of this standard. For these
reasons, the standard does not address it.
Mandatory Integration with the Audit of the Financial Statements
E123. Section 404(b) of the Act provides that the auditor's attestation of
management's assessment of internal control shall not be the subject of a
separate engagement.
Because the objectives of and work involved in
performing both an attestation of management's assessment of internal control
over financial reporting and an audit of the financial statements are closely
interrelated, the proposed auditing standard introduced an integrated audit of
internal control over financial reporting and audit of financial statements.
E124. However, the proposed standard went even further. Because of the
potential significance of the information obtained during the audit of the financial
statements to the auditor's conclusions about the effectiveness of internal control
over financial reporting, the proposed standard stated that the auditor could not
audit internal control over financial reporting without also auditing the financial
statements. (However, the proposed standard retained the auditor's ability to
audit only the financial statements, which might be necessary in the case of
certain initial public offerings.)
E125. Although the Board solicited specific comment on whether the auditor
should be prohibited from performing an audit of internal control over financial
reporting without also performing an audit of the financial statements, few
commenters focused on the significance of the potentially negative evidence that
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would be obtained during the audit of the financial statements or the implications
of this prohibition. Most commenters focused on the wording of Section 404(b),
which indicates that the auditor's attestation of management's assessment of
internal control over financial reporting shall not be the subject of a separate
engagement. Based on this information, most commenters saw the prohibition in
the proposed standard as superfluous and benign.
E126. Several commenters recognized the importance of the potentially negative
evidence that might be obtained as part of the audit of the financial statements
and expressed strong support for requiring that an audit of financial statements
be performed to audit internal control over financial reporting.
E127. Others recognized the implications of this prohibition and expressed
concern: What if a company wanted or needed an opinion on the effectiveness of
internal control over financial reporting as of an interim date? For the most part,
these commenters (primarily issuers) objected to the implication that an auditor
would have to audit a company's financial statements as of an interim date to
enable him or her to audit and report on its internal control over financial
reporting as of that same interim date. Other issuers expressed objections
related to their desires to engage one auditor to provide an opinion on the
effectiveness of internal control over financial reporting and another to audit the
financial statements. Others requested clarification about which guidance would
apply when other forms of internal control work were requested by companies.
E128. The Board concluded that an auditor should perform an audit of internal
control over financial reporting only when he or she has also audited company's
financial statements. The auditor must audit the financial statements to have a
high level of assurance that his or her conclusion on the effectiveness of internal
control over financial reporting is correct. Inherent in the reasonable assurance
provided by the auditor's opinion on internal control over financial reporting is a
responsibility for the auditor to plan and perform his or her work to obtain
reasonable assurance that material weaknesses, if they exist, are detected. As
previously discussed, this standard states that the identification by the auditor of
a material misstatement in the financial statements that was not initially identified
by the company's internal control over financial reporting, is a strong indicator of
a material weakness. Without performing a financial statement audit, the auditor
would not have reasonable assurance that he or she had detected all material
misstatements. The Board believes that allowing the auditor to audit internal
control over financial reporting without also auditing the financial statements
would not provide the auditor with a high level of assurance and would mislead
investors in terms of the level of assurance obtained.
E129. In response to other concerns, the Board noted that an auditor can report
on the effectiveness of internal control over financial reporting using existing AT
sec. 501 for purposes other than satisfying the requirements of Section 404.
This standard supersedes AT sec. 501 only as it relates to complying with
Section 404 of the Act.
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E130. Although reporting under the remaining provisions of AT sec. 501 is
currently permissible, the Board believes reports issued for public companies
under the remaining provisions of AT sec. 501 will be infrequent. In any event,
additional rulemaking might be necessary to prevent confusion that might arise
from reporting on internal control engagements under two different standards.
For example, explanatory language could be added to reports issued under AT
sec. 501 to clarify that an audit of financial statements was not performed in
conjunction with the attestation on internal control over financial reporting and
that such a report is not the report resulting from an audit of internal control over
financial reporting performed in conjunction with an audit of the financial
statements under this standard. This report modification would alert report
readers, particularly if such a report were to appear in an SEC filing or otherwise
be made publicly available, that the assurance obtained by the auditor in that
engagement is different from the assurance that would have been obtained by
the auditor for Section 404 purposes. Another example of the type of change
that might be necessary in separate rulemaking to AT sec. 501 would be to
supplement the performance directions to be comparable to those in this
standard. Auditors should remain alert for additional rulemaking by the Board
that affects AT sec. 501.
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EXHIBIT 1

SECURITIES AND EXCHANGE COMMISSION
(Release No. 34; File No. PCAOB-2004-03)
[Date]
Public Company Accounting Oversight Board; Notice of Filing of Proposed Rule
on Auditing Standard No. 2, An Audit of Internal Control Over Financial Reporting
Performed in Conjunction with an Audit of Financial Statements

Pursuant to Section 107(b) of the Sarbanes-Oxley Act of 2002 (the "Act"),
notice is hereby given that on March 18, 2004, the Public Company Accounting
Oversight Board (the "Board" or the "PCAOB") filed with the Securities and
Exchange Commission (the "Commission") the proposed rule described in Items
I, II, and III below, which items have been prepared by the Board.

The

Commission is publishing this notice to solicit comments on the proposed rule
from interested persons.

I.

Board's Statement of the Terms of Substance of the Proposed Rule
On March 9, 2004, the Board adopted a rule, Auditing Standard No. 2, An

Audit of Internal Control Over Financial Reporting Performed in Conjunction with
an Audit of Financial Statements (“the proposed rule”). The proposed rule text is
set out below.

II.

Board's Statement of the Purpose of, and Statutory Basis for, the
Proposed Rule
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In its filing with the Commission, the Board included statements
concerning the purpose of, and basis for, the proposed rule and discussed any
comments it received on the proposed rule. The text of these statements may be
examined at the places specified in Item IV below. The Board has prepared
summaries, set forth in sections A, B, and C below, of the most significant
aspects of such statements.
A.

Board's Statement of the Purpose Of, and Statutory Basis for, the
Proposed Rule

(a) Purpose
Section 103(a)(1) of the Act authorized the PCAOB to establish, by rule,
auditing standards to be used by registered public accounting firms in the
preparation and issuance of audit reports, as required by the Act. PCAOB Rule
3100, “Compliance with Auditing and Related Professional Practice Standards,”
requires auditors to comply with all applicable auditing and related professional
practice standards established by the PCAOB. The text of the proposed rule,
including an appendix of illustrative auditor’s reports, is set out below.
Auditing Standard No. 2 – An Audit of Internal Control Over Financial Reporting
Performed in Conjunction with an Audit of Financial Statements
Table of Contents
Paragraph

APPLICABILITY OF STANDARD .....................................................................................1-3
AUDITOR'S OBJECTIVE IN AN AUDIT OF INTERNAL CONTROL
OVER FINANCIAL REPORTING ......................................................................................4-6
DEFINITIONS RELATED TO INTERNAL CONTROL OVER FINANCIAL
REPORTING ................................................................................................................7-12
FRAMEWORK USED BY MANAGEMENT TO CONDUCT ITS ASSESSMENT .................13-15
Committee of Sponsoring Organizations Framework ....................................14-15
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INHERENT LIMITATIONS IN INTERNAL CONTROL OVER FINANCIAL
REPORTING ................................................................................................................... 16
THE CONCEPT OF REASONABLE ASSURANCE ........................................................17-19
MANAGEMENT'S RESPONSIBILITIES IN AN AUDIT OF INTERNAL
CONTROL OVER FINANCIAL REPORTING .................................................................20-21
MATERIALITY CONSIDERATIONS IN AN AUDIT OF INTERNAL
CONTROL OVER FINANCIAL REPORTING .................................................................22-23
FRAUD CONSIDERATIONS IN AN AUDIT OF INTERNAL CONTROL
OVER FINANCIAL REPORTING ..................................................................................24-26
PERFORMING AN AUDIT OF INTERNAL CONTROL
OVER FINANCIAL REPORTING ................................................................................27-141
Applying General, Fieldwork, and Reporting Standards ................................30-38
Technical Training and Proficiency .......................................................... 31
Independence .....................................................................................32-35
Due Professional Care ............................................................................. 36
Fieldwork and Reporting Standards ....................................................37-38
Planning the Engagement................................................................................... 39
Evaluating Management's Assessment Process ...........................................40-46
Management's Documentation............................................................42-46
Obtaining an Understanding of Internal Control Over Financial Reporting ....47-87
Identifying Company-Level Controls ...................................................52-54
Evaluating the Effectiveness of the Audit Committee's
Oversight of the Company's External Financial
Reporting and Internal Control Over Financial Reporting....................55-59
Identifying Significant Accounts...........................................................60-67
Identifying Relevant Financial Statement Assertions ..........................68-70
Identifying Significant Processes and
Major Classes of Transactions ............................................................71-75
Understanding the Period-end Financial Reporting Process...............76-78
Performing Walkthroughs....................................................................79-82
Identifying Controls to Test .................................................................83-87
Testing and Evaluating Design Effectiveness ................................................88-91
Testing and Evaluating Operating Effectiveness……………........................92-107
Nature of Tests of Controls .................................................................93-97
Timing of Tests of Controls ...............................................................98-103
Extent of Tests of Controls..............................................................104-105
Use of Professional Skepticism when Evaluating
the Results of Testing .....................................................................106-107
Using the Work of Others...........................................................................108-126
Evaluating the Nature of the Controls Subjected
to the Work of Others ......................................................................112-116
Evaluating the Competence and Objectivity of Others ....................117-122
Testing the Work of Others .............................................................123-126
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Forming an Opinion on the Effectiveness of Internal Control
Over Financial Reporting ...........................................................................127-141
Issuing an Unqualified Opinion .............................................................. 129
Evaluating Deficiencies in Internal Control
Over Financial Reporting ................................................................130-141

REQUIREMENT FOR WRITTEN REPRESENTATIONS ..............................................142-144
RELATIONSHIP OF AN AUDIT OF INTERNAL CONTROL OVER
FINANCIAL REPORTING TO AN AUDIT OF FINANCIAL STATEMENTS .....................145-158
Tests of Controls in an Audit of Internal Control Over Financial
Reporting
.............................................................................................147-149
Tests of Controls in an Audit of Financial Statements ...............................150-151
Effect of Tests of Controls on Substantive Procedures..............................152-156
Effect of Substantive Procedures on the Auditor's Conclusions
About the Operating Effectiveness of Controls ..........................................157-158

DOCUMENTATION REQUIREMENTS ......................................................................159-161
REPORTING ON INTERNAL CONTROL OVER FINANCIAL REPORTING...................162-199
Management's Report................................................................................162-165
Auditor's Evaluation of Management's Report .................................................. 166
Auditor's Report on Management's Assessment of Internal Control
Over Financial Reporting ...........................................................................167-199
Separate or Combined Reports.......................................................169-170
Report Date.....................................................................................171-172
Report Modifications .............................................................................. 173
Management's Assessment Inadequate or Report Inappropriate .......... 174
Material Weaknesses......................................................................175-177
Scope Limitations............................................................................178-181
Opinions Based, in Part, on the Report of Another Auditor .............182-185
Subsequent Events .........................................................................186-189
Management's Report Containing Additional Information ...............190-192
Effect of Auditor's Adverse Opinion on Internal Control Over
Financial Reporting on the Opinion on Financial Statements..........193-196
Subsequent Discovery of Information Existing at the Date of the
Auditor's Report on Internal Control Over Financial Reporting............... 197
Filings Under Federal Securities Statutes .......................................198-199

AUDITOR'S RESPONSIBILITIES FOR EVALUATING MANAGEMENT'S
CERTIFICATION DISCLOSURES ABOUT INTERNAL CONTROL OVER
FINANCIAL REPORTING ........................................................................................200-206
Required Management Certifications.........................................................200-201
Auditor Evaluation Responsibilities............................................................202-206

REQUIRED COMMUNICATIONS IN AN AUDIT OF INTERNAL
CONTROL OVER FINANCIAL REPORTING .............................................................207-214
EFFECTIVE DATE ..................................................................................................215-216
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Appendix A –
Reporting
Appendix B –
Appendix C –
Appendix D –
Weaknesses
Appendix E –

Illustrative Reports on Internal Control Over Financial
Additional Performance Requirements and Directions;
Extent-of-Testing Examples
Safeguarding of Assets
Examples of Significant Deficiencies and Material
Background and Basis for Conclusions

Applicability of Standard
1.
This standard establishes requirements and provides directions that apply
when an auditor is engaged to audit both a company's financial statements and
management's assessment of the effectiveness of internal control over financial
reporting.
Note: The term auditor includes both public accounting firms registered
with the Public Company Accounting Oversight Board ("PCAOB" or the
"Board") and associated persons thereof.
2.
A company subject to the reporting requirements of the Securities
Exchange Act of 1934 (an "issuer") is required to include in its annual report a
report of management on the company's internal control over financial reporting.
Registered investment companies, issuers of asset-backed securities, and
nonpublic companies are not subject to the reporting requirements mandated by
Section 404 of the Sarbanes-Oxley Act of 2002 (the "Act") (PL 107-204). The
report of management is required to contain management's assessment of the
effectiveness of the company's internal control over financial reporting as of the
end of the company's most recent fiscal year, including a statement as to
whether the company's internal control over financial reporting is effective. The
auditor that audits the company's financial statements included in the annual
report is required to attest to and report on management's assessment. The
company is required to file the auditor's attestation report as part of the annual
report.
Note: The term issuer means an issuer (as defined in Section 3 of the
Securities Exchange Act of 1934), the securities of which are registered
under Section 12 of that Act, or that is required to file reports under
Section 15(d) of that Act, or that files or has filed a registration statement
with the Securities and Exchange Commission ("SEC" or "Commission")
that has not yet become effective under the Securities Act of 1933, and
that it has not withdrawn.
Note: Various parts of this standard summarize legal requirements
imposed on issuers by the SEC, as well as legal requirements imposed on
auditors by regulatory authorities other than the PCAOB. These parts of
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the standard are intended to provide context and to promote the auditor's
understanding of the relationship between his or her obligations under this
standard and his or her other legal responsibilities. The standard does not
incorporate these legal requirements by reference and is not an
interpretation of those other requirements and should not be so construed.
(This Note does not apply to references in the standard to the existing
professional standards and the Board's interim auditing and related
professional practice standards.)
3.
This standard is the standard on attestation engagements referred to in
Section 404(b) of the Act. This standard is also the standard referred to in
Section 103(a)(2)(A)(iii) of the Act. Throughout this standard, the auditor's
attestation of management's assessment of the effectiveness of internal control
over financial reporting required by Section 404(b) of the Act is referred to as the
audit of internal control over financial reporting.
Note: The two terms audit of internal control over financial reporting and
attestation of management's assessment of the effectiveness of internal
control over financial reporting refer to the same professional service. The
first refers to the process, and the second refers to the result of that
process.

Auditor's Objective in an Audit of Internal Control Over
Financial Reporting
4.
The auditor's objective in an audit of internal control over financial
reporting is to express an opinion on management's assessment of the
effectiveness of the company's internal control over financial reporting. To form a
basis for expressing such an opinion, the auditor must plan and perform the audit
to obtain reasonable assurance about whether the company maintained, in all
material respects, effective internal control over financial reporting as of the date
specified in management's assessment. The auditor also must audit the
company's financial statements as of the date specified in management's
assessment because the information the auditor obtains during a financial
statement audit is relevant to the auditor's conclusion about the effectiveness of
the company's internal control over financial reporting. Maintaining effective
internal control over financial reporting means that no material weaknesses exist;
therefore, the objective of the audit of internal control over financial reporting is to
obtain reasonable assurance that no material weaknesses exist as of the date
specified in management's assessment.
5.
To obtain reasonable assurance, the auditor evaluates the assessment
performed by management and obtains and evaluates evidence about whether
the internal control over financial reporting was designed and operated
effectively. The auditor obtains this evidence from a number of sources,
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including using the work performed by others and performing auditing procedures
himself or herself.
6.
The auditor should be aware that persons who rely on the information
concerning internal control over financial reporting include investors, creditors,
the board of directors and audit committee, and regulators in specialized
industries, such as banking or insurance. The auditor should be aware that
external users of financial statements are interested in information on internal
control over financial reporting because it enhances the quality of financial
reporting and increases their confidence in financial information, including
financial information issued between annual reports, such as quarterly
information. Information on internal control over financial reporting is also
intended to provide an early warning to those inside and outside the company
who are in a position to insist on improvements in internal control over financial
reporting, such as the audit committee and regulators in specialized industries.
Additionally, Section 302 of the Act and Securities Exchange Act Rule 13a-14(a)
or 15d-14(a),1/ whichever applies, require management, with the participation of
the principal executive and financial officers, to make quarterly and annual
certifications with respect to the company's internal control over financial
reporting.

Definitions Related to Internal Control Over Financial Reporting
7.
For purposes of management's assessment and the audit of internal
control over financial reporting in this standard, internal control over financial
reporting is defined as follows:
A process designed by, or under the supervision of, the company's
principal executive and principal financial officers, or persons performing
similar functions, and effected by the company'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 with generally
accepted accounting principles and includes those policies and
procedures that:
(1)

Pertain to the maintenance of records that, in reasonable detail,
accurately and fairly reflect the transactions and dispositions of the
assets of the company;

(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

1/

See 17 C.F.R. 240.13a-14(a) or 17 C.F.R. 240.15d-14(a), whichever

applies.
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receipts and expenditures of the company are being made only in
accordance with authorizations of management and directors of the
company; and
(3)

Provide reasonable assurance regarding prevention or timely
detection of unauthorized acquisition, use or disposition of the
company's assets that could have a material effect on the financial
statements.

Note: This definition is the same one used by the SEC in its rules
requiring management to report on internal control over financial reporting,
except the word "registrant" has been changed to "company" to conform to
the wording in this standard. (See Securities Exchange Act Rules 13a15(f) and 15d-15(f).2/)
Note: Throughout this standard, internal control over financial reporting
(singular) refers to the process described in this paragraph. Individual
controls or subsets of controls are referred to as controls or controls over
financial reporting.
8.
A control deficiency exists when the design or operation of a control does
not allow management or employees, in the normal course of performing their
assigned functions, to prevent or detect misstatements on a timely basis.
•

A deficiency in design exists when (a) a control necessary to meet
the control objective is missing or (b) an existing control is not
properly designed so that, even if the control operates as designed,
the control objective is not always met.

•

A deficiency in operation exists when a properly designed control
does not operate as designed, or when the person performing the
control does not possess the necessary authority or qualifications
to perform the control effectively.

9.
A significant deficiency is a control deficiency, or combination of control
deficiencies, that adversely affects the company's ability to initiate, authorize,
record, process, or report external financial data reliably in accordance with
generally accepted accounting principles such that there is more than a remote
likelihood that a misstatement of the company's annual or interim financial
statements that is more than inconsequential will not be prevented or detected.
Note: The term "remote likelihood" as used in the definitions of significant
deficiency and material weakness (paragraph 10) has the same meaning
as the term "remote" as used in Financial Accounting Standards Board
2/

See 17 C.F.R. 240, 13a-15(f) and 15d-15(f).
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Statement No. 5, Accounting for Contingencies ("FAS No. 5"). Paragraph
3 of FAS No. 5 states:
When a loss contingency exists, the likelihood that the future event
or events will confirm the loss or impairment of an asset or the
incurrence of a liability can range from probable to remote. This
Statement uses the terms probable, reasonably possible, and
remote to identify three areas within that range, as follows:
a.
b.

c.

Probable. The future event or events are likely to
occur.
Reasonably possible. The chance of the future event
or events occurring is more than remote but less than
likely.
Remote. The chance of the future events or events
occurring is slight.

Therefore, the likelihood of an event is "more than remote" when it is
either reasonably possible or probable.
Note: A misstatement is inconsequential if a reasonable person would
conclude, after considering the possibility of further undetected
misstatements, that the misstatement, either individually or when
aggregated with other misstatements, would clearly be immaterial to the
financial statements. If a reasonable person could not reach such a
conclusion regarding a particular misstatement, that misstatement is more
than inconsequential.
10.
A material weakness is a significant deficiency, or combination of
significant deficiencies, that results in more than a remote likelihood that a
material misstatement of the annual or interim financial statements will not be
prevented or detected.
Note: In evaluating whether a control deficiency exists and whether
control deficiencies, either individually or in combination with other control
deficiencies, are significant deficiencies or material weaknesses, the
auditor should consider the definitions in paragraphs 8, 9 and 10, and the
directions in paragraphs 130 through 137. As explained in paragraph 23,
the evaluation of the materiality of the control deficiency should include
both quantitative and qualitative considerations. Qualitative factors that
might be important in this evaluation include the nature of the financial
statement accounts and assertions involved and the reasonably possible
future consequences of the deficiency. Furthermore, in determining
whether a control deficiency or combination of deficiencies is a significant
deficiency or a material weakness, the auditor should evaluate the effect
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of compensating controls and whether such compensating controls are
effective.
11.
Controls over financial reporting may be preventive controls or detective
controls.
•

Preventive controls have the objective of preventing errors or fraud
from occurring in the first place that could result in a misstatement
of the financial statements.

•

Detective controls have the objective of detecting errors or fraud
that have already occurred that could result in a misstatement of
the financial statements.

12.
Even well-designed controls that are operating as designed might not
prevent a misstatement from occurring. However, this possibility may be
countered by overlapping preventive controls or partially countered by detective
controls. Therefore, effective internal control over financial reporting often
includes a combination of preventive and detective controls to achieve a specific
control objective. The auditor's procedures as part of either the audit of internal
control over financial reporting or the audit of the financial statements are not part
of a company's internal control over financial reporting.

Framework Used by Management to Conduct Its Assessment
13.
Management is required to base its assessment of the effectiveness of the
company's internal control over financial reporting on a suitable, recognized
control framework established by a body of experts that followed due-process
procedures, including the broad distribution of the framework for public comment.
In addition to being available to users of management's reports, a framework is
suitable only when it:
•

Is free from bias;

•

Permits reasonably consistent qualitative and quantitative
measurements of a company's internal control over financial
reporting;

•

Is sufficiently complete so that those relevant factors that would
alter a conclusion about the effectiveness of a company's internal
control over financial reporting are not omitted; and

•

Is relevant to an evaluation of internal control over financial
reporting.

Committee of Sponsoring Organizations Framework
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14.
In the United States, the Committee of Sponsoring Organizations
("COSO") of the Treadway Commission has published Internal Control –
Integrated Framework. Known as the COSO report, it provides a suitable and
available framework for purposes of management's assessment. For that
reason, the performance and reporting directions in this standard are based on
the COSO framework. Other suitable frameworks have been published in other
countries and may be developed in the future. Such other suitable frameworks
may be used in an audit of internal control over financial reporting. Although
different frameworks may not contain exactly the same elements as COSO, they
should have elements that encompass, in general, all the themes in COSO.
Therefore, the auditor should be able to apply the concepts and guidance in this
standard in a reasonable manner.
15.
The COSO framework identifies three primary objectives of internal
control: efficiency and effectiveness of operations, financial reporting, and
compliance with laws and regulations. The COSO perspective on internal control
over financial reporting does not ordinarily include the other two objectives of
internal control, which are the effectiveness and efficiency of operations and
compliance with laws and regulations. However, the controls that management
designs and implements may achieve more than one objective. Also, operations
and compliance with laws and regulations directly related to the presentation of
and required disclosures in financial statements are encompassed in internal
control over financial reporting. Additionally, not all controls relevant to financial
reporting are accounting controls. Accordingly, all controls that could materially
affect financial reporting, including controls that focus primarily on the
effectiveness and efficiency of operations or compliance with laws and
regulations and also have a material effect on the reliability of financial reporting,
are a part of internal control over financial reporting. More information about the
COSO framework is included in the COSO report and in AU sec. 319,
Consideration of Internal Control in a Financial Statement Audit.3/ The COSO
report also discusses special considerations for internal control over financial
reporting for small and medium-sized companies.

Inherent Limitations in Internal Control Over Financial Reporting
16.
Internal control over financial reporting cannot provide absolute assurance
of achieving financial reporting objectives because of its inherent limitations.
3/

The Board adopted the generally accepted auditing standards, as described
in the AICPA Auditing Standards Board's ("ASB") Statement on Auditing Standards No.
95, Generally Accepted Auditing Standards, as in existence on April 16, 2003, on an
initial, transitional basis. The Statements on Auditing Standards promulgated by the ASB
have been codified into the AICPA Professional Standards, Volume 1, as AU sections
100 through 900. References in this standard to AU sections refer to those generally
accepted auditing standards, as adopted on an interim basis in PCAOB Rule 3200T.
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Internal control over financial reporting is a process that involves human
diligence and compliance and is subject to lapses in judgment and breakdowns
resulting from human failures. Internal control over financial reporting also can
be circumvented by collusion or improper management override. Because of
such limitations, there is a risk that material misstatements may not be prevented
or detected on a timely basis by internal control over financial reporting.
However, these inherent limitations are known features of the financial reporting
process. Therefore, it is possible to design into the process safeguards to
reduce, though not eliminate, this risk.

The Concept of Reasonable Assurance
17.
Management's assessment of the effectiveness of internal control over
financial reporting is expressed at the level of reasonable assurance. The
concept of reasonable assurance is built into the definition of internal control over
financial reporting and also is integral to the auditor's opinion.4/ Reasonable
assurance includes the understanding that there is a remote likelihood that
material misstatements will not be prevented or detected on a timely basis.
Although not absolute assurance, reasonable assurance is, nevertheless, a high
level of assurance.
18.
Just as there are inherent limitations on the assurance that effective
internal control over financial reporting can provide, as discussed in paragraph
16, there are limitations on the amount of assurance the auditor can obtain as a
result of performing his or her audit of internal control over financial reporting.
Limitations arise because an audit is conducted on a test basis and requires the
exercise of professional judgment. Nevertheless, the audit of internal control
over financial reporting includes obtaining an understanding of internal control
over financial reporting, testing and evaluating the design and operating
effectiveness of internal control over financial reporting, and performing such
other procedures as the auditor considers necessary to obtain reasonable
assurance about whether internal control over financial reporting is effective.
19.
There is no difference in the level of work performed or assurance
obtained by the auditor when expressing an opinion on management's
assessment of effectiveness or when expressing an opinion directly on the
effectiveness of internal control over financial reporting. In either case, the
auditor must obtain sufficient evidence to provide a reasonable basis for his or
her opinion and the use and evaluation of management's assessment is inherent
in expressing either opinion.

4/

See Final Rule: Management's Reports on Internal Control Over
Financial Reporting and Certification of Disclosure in Exchange Act Periodic Reports,
Securities and Exchange Commission Release No. 33-8238 (June 5, 2003) [68 FR 36636]
for further discussion of reasonable assurance.
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Note: The auditor's report on internal control over financial reporting does
not relieve management of its responsibility for assuring users of its
financial reports about the effectiveness of internal control over financial
reporting.

Management's Responsibilities in an Audit of Internal Control
Over Financial Reporting
20.
For the auditor to satisfactorily complete an audit of internal control over
financial reporting, management must do the following:5/
a.

Accept responsibility for the effectiveness of the company's internal
control over financial reporting;

b.

Evaluate the effectiveness of the company's internal control over
financial reporting using suitable control criteria;

c.

Support its evaluation
documentation; and

d.

Present a written assessment of the effectiveness of the company's
internal control over financial reporting as of the end of the
company's most recent fiscal year.

with

sufficient

evidence,

including

21.
If the auditor concludes that management has not fulfilled the
responsibilities enumerated in the preceding paragraph, the auditor should
communicate, in writing, to management and the audit committee that the audit
of internal control over financial reporting cannot be satisfactorily completed and
that he or she is required to disclaim an opinion. Paragraphs 40 through 46
provide information for the auditor about evaluating management's process for
assessing internal control over financial reporting.

Materiality Considerations in an Audit of Internal Control
Over Financial Reporting
22.
The auditor should apply the concept of materiality in an audit of internal
control over financial reporting at both the financial-statement level and at the
individual account-balance level. The auditor uses materiality at the financialstatement level in evaluating whether a deficiency, or combination of
deficiencies, in controls is a significant deficiency or a material weakness.
Materiality at both the financial-statement level and the individual accountbalance level is relevant to planning the audit and designing procedures.
5/

Management is required to fulfill these responsibilities. See Items 308(a)
and (c) of Regulation S-B and S-K, 17 C.F.R. 228.308 (a) and (c) and 229.308 (a) and
(c), respectively.
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Materiality at the account-balance level is necessarily lower than materiality at
the financial-statement level.
23.
The same conceptual definition of materiality that applies to financial
reporting applies to information on internal control over financial reporting,
including the relevance of both quantitative and qualitative considerations.6/
•

The quantitative considerations are essentially the same as in an
audit of financial statements and relate to whether misstatements
that would not be prevented or detected by internal control over
financial reporting, individually or collectively, have a quantitatively
material effect on the financial statements.

•

The qualitative considerations apply to evaluating materiality with
respect to the financial statements and to additional factors that
relate to the perceived needs of reasonable persons who will rely
on the information. Paragraph 6 describes some qualitative
considerations.

Fraud Considerations in an Audit of Internal Control
Over Financial Reporting
24.
The auditor should evaluate all controls specifically intended to address
the risks of fraud that have at least a reasonably possible likelihood of having a
material effect on the company's financial statements. These controls may be a
part of any of the five components of internal control over financial reporting, as
discussed in paragraph 49. Controls related to the prevention and detection of
fraud often have a pervasive effect on the risk of fraud. Such controls include,
but are not limited to, the:
•

Controls restraining misappropriation of company assets that could
result in a material misstatement of the financial statements;

•

Company's risk assessment processes;

•

Code of ethics/conduct provisions, especially those related to
conflicts of interest, related party transactions, illegal acts, and the
monitoring of the code by management and the audit committee or
board;

•

Adequacy of the internal audit activity and whether the internal
audit function reports directly to the audit committee, as well as the

6/

AU sec. 312, Audit Risk and Materiality in Conducting an Audit, provides
additional explanation of materiality.
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extent of the audit committee's involvement and interaction with
internal audit; and
•

Adequacy of the company's procedures for handling complaints
and for accepting confidential submissions of concerns about
questionable accounting or auditing matters.

25.
Part of management's responsibility when designing a company's internal
control over financial reporting is to design and implement programs and controls
to prevent, deter, and detect fraud. Management, along with those who have
responsibility for oversight of the financial reporting process (such as the audit
committee), should set the proper tone; create and maintain a culture of honesty
and high ethical standards; and establish appropriate controls to prevent, deter,
and detect fraud. When management and those responsible for the oversight of
the financial reporting process fulfill those responsibilities, the opportunities to
commit fraud can be reduced significantly.
26.
In an audit of internal control over financial reporting, the auditor's
evaluation of controls is interrelated with the auditor's evaluation of controls in a
financial statement audit, as required by AU sec. 316, Consideration of Fraud in
a Financial Statement Audit. Often, controls identified and evaluated by the
auditor during the audit of internal control over financial reporting also address or
mitigate fraud risks, which the auditor is required to consider in a financial
statement audit. If the auditor identifies deficiencies in controls designed to
prevent and detect fraud during the audit of internal control over financial
reporting, the auditor should alter the nature, timing, or extent of procedures to
be performed during the financial statement audit to be responsive to such
deficiencies, as provided in paragraphs .44 and .45 of AU sec. 316.

Performing an Audit of Internal Control Over Financial Reporting
27.
In an audit of internal control over financial reporting, the auditor must
obtain sufficient competent evidence about the design and operating
effectiveness of controls over all relevant financial statement assertions related to
all significant accounts and disclosures in the financial statements. The auditor
must plan and perform the audit to obtain reasonable assurance that deficiencies
that, individually or in the aggregate, would represent material weaknesses are
identified. Thus, the audit is not designed to detect deficiencies in internal control
over financial reporting that, individually or in the aggregate, are less severe than
a material weakness. Because of the potential significance of the information
obtained during the audit of the financial statements to the auditor's conclusions
about the effectiveness of internal control over financial reporting, the auditor
cannot audit internal control over financial reporting without also auditing the
financial statements.
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Note: However, the auditor may audit the financial statements without
also auditing internal control over financial reporting, for example, in the
case of certain initial public offerings by a company. See the discussion
beginning at paragraph 145 for more information about the importance of
auditing both internal control over financial reporting as well as the
financial statements when the auditor is engaged to audit internal control
over financial reporting.
28.
The auditor must adhere to the general standards (See paragraphs 30
through 36) and fieldwork and reporting standards (See paragraph 37) in
performing an audit of a company's internal control over financial reporting. This
involves the following:
a.

Planning the engagement;

b.

Evaluating management's assessment process;

c.

Obtaining an understanding of internal control over financial
reporting;

d.

Testing and evaluating design effectiveness of internal control over
financial reporting;

e.

Testing and evaluating operating effectiveness of internal control
over financial reporting; and

f.

Forming an opinion on the effectiveness of internal control over
financial reporting.

29.
Even though some requirements of this standard are set forth in a manner
that suggests a sequential process, auditing internal control over financial
reporting involves a process of gathering, updating, and analyzing information.
Accordingly, the auditor may perform some of the procedures and evaluations
described in this section on "Performing an Audit of Internal Control Over
Financial Reporting" concurrently.
Applying General, Fieldwork, and Reporting Standards
30.
The general standards (See AU sec. 150, Generally Accepted Auditing
Standards) are applicable to an audit of internal control over financial reporting.
These standards require technical training and proficiency as an auditor,
independence in fact and appearance, and the exercise of due professional care,
including professional skepticism.
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31.
Technical Training and Proficiency. To perform an audit of internal control
over financial reporting, the auditor should have competence in the subject
matter of internal control over financial reporting.
32.
Independence. The applicable requirements of independence are largely
predicated on four basic principles: (1) an auditor must not act as management
or as an employee of the audit client, (2) an auditor must not audit his or her own
work, (3) an auditor must not serve in a position of being an advocate for his or
her client, and (4) an auditor must not have mutual or conflicting interests with his
or her audit client.7/ If the auditor were to design or implement controls, that
situation would place the auditor in a management role and result in the auditor
auditing his or her own work. These requirements, however, do not preclude the
auditor from making substantive recommendations as to how management may
improve the design or operation of the company's internal controls as a byproduct of an audit.
33.
The auditor must not accept an engagement to provide internal controlrelated services to an issuer for which the auditor also audits the financial
statements unless that engagement has been specifically pre-approved by the
audit committee. For any internal control services the auditor provides,
management must be actively involved and cannot delegate responsibility for
these matters to the auditor. Management's involvement must be substantive
and extensive. Management's acceptance of responsibility for documentation
and testing performed by the auditor does not by itself satisfy the independence
requirements.
34.
Maintaining independence, in fact and appearance, requires careful
attention, as is the case with all independence issues when work concerning
internal control over financial reporting is performed. Unless the auditor and the
audit committee are diligent in evaluating the nature and extent of services
provided, the services might violate basic principles of independence and cause
an impairment of independence in fact or appearance.
35.
The independent auditor and the audit committee have significant and
distinct responsibilities for evaluating whether the auditor's services impair
independence in fact or appearance. The test for independence in fact is
whether the activities would impede the ability of anyone on the engagement
team or in a position to influence the engagement team from exercising objective
judgment in the audits of the financial statements or internal control over financial
reporting. The test for independence in appearance is whether a reasonable
investor, knowing all relevant facts and circumstances, would perceive an auditor
as having interests which could jeopardize the exercise of objective and impartial
judgments on all issues encompassed within the auditor's engagement.
7/

210.2-01.

See the Preliminary Note of Rule 2-01 of Regulation S-X, 17 C.F.R.
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36.
Due Professional Care. The auditor must exercise due professional care
in an audit of internal control over financial reporting. One important tenet of due
professional care is exercising professional skepticism. In an audit of internal
control over financial reporting, exercising professional skepticism involves
essentially the same considerations as in an audit of financial statements, that is,
it includes a critical assessment of the work that management has performed in
evaluating and testing controls.
37.
Fieldwork and Reporting Standards. This standard establishes the
fieldwork and reporting standards applicable to an audit of internal control over
financial reporting.
38.
The concept of materiality, as discussed in paragraphs 22 and 23,
underlies the application of the general and fieldwork standards.
Planning the Engagement
39.
The audit of internal control over financial reporting should be properly
planned and assistants, if any, are to be properly supervised. When planning the
audit of internal control over financial reporting, the auditor should evaluate how
the following matters will affect the auditor's procedures:
•

Knowledge of the company's internal control over financial reporting
obtained during other engagements.

•

Matters affecting the industry in which the company operates, such
as financial reporting practices, economic conditions, laws and
regulations, and technological changes.

•

Matters relating to the company's business, including its
organization, operating characteristics, capital structure, and
distribution methods.

•

The extent of recent changes, if any, in the company, its
operations, or its internal control over financial reporting.

•

Management's process for assessing the effectiveness of the
company's internal control over financial reporting based upon
control criteria.

•

Preliminary judgments about materiality, risk, and other factors
relating to the determination of material weaknesses.

•

Control deficiencies previously
committee or management.

communicated

to

the

audit
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•

Legal or regulatory matters of which the company is aware.

•

The type and extent of available evidence related to the
effectiveness of the company's internal control over financial
reporting.

•

Preliminary judgments about the effectiveness of internal control
over financial reporting.

•

The number of significant business locations or units, including
management's documentation and monitoring of controls over such
locations or business units. (Appendix B, paragraphs B1 through
B17, discusses factors the auditor should evaluate to determine the
locations at which to perform auditing procedures.)

Evaluating Management's Assessment Process
40.
The auditor must obtain an understanding of, and evaluate, management's
process for assessing the effectiveness of the company's internal control over
financial reporting. When obtaining the understanding, the auditor should
determine whether management has addressed the following elements:
•

Determining which controls should be tested, including controls
over all relevant assertions related to all significant accounts and
disclosures in the financial statements. Generally, such controls
include:
–

Controls over initiating, authorizing, recording, processing,
and reporting significant accounts and disclosures and
related assertions embodied in the financial statements.

–

Controls over the selection and application of accounting
policies that are in conformity with generally accepted
accounting principles.

–

Antifraud programs and controls.

–

Controls, including information technology general controls,
on which other controls are dependent.

–

Controls over significant nonroutine and nonsystematic
transactions, such as accounts involving judgments and
estimates.
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–

Company level controls (as described in paragraph 53),
including:
–

The control environment and

–

Controls over the period-end financial reporting
process, including controls over procedures used to
enter transaction totals into the general ledger; to
initiate, authorize, record, and process journal entries
in the general ledger; and to record recurring and
nonrecurring adjustments to the financial statements
(for example, consolidating adjustments, report
combinations, and reclassifications).
Note: References to the period-end financial
reporting process in this standard refer to the
preparation of both annual and quarterly financial
statements.

•

Evaluating the likelihood that failure of the control could result in a
misstatement, the magnitude of such a misstatement, and the
degree to which other controls, if effective, achieve the same
control objectives.

•

Determining the locations or business units to include in the
evaluation for a company with multiple locations or business units
(See paragraphs B1 through B17).

•

Evaluating the design effectiveness of controls.

•

Evaluating the operating effectiveness of controls based on
procedures sufficient to assess their operating effectiveness.
Examples of such procedures include testing of the controls by
internal audit, testing of controls by others under the direction of
management, using a service organization's reports (See
paragraphs B18 through B29), inspection of evidence of the
application of controls, or testing by means of a self-assessment
process, some of which might occur as part of management's
ongoing monitoring activities. Inquiry alone is not adequate to
complete this evaluation. To evaluate the effectiveness of the
company's internal control over financial reporting, management
must have evaluated controls over all relevant assertions related to
all significant accounts and disclosures.
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•

Determining the deficiencies in internal control over financial
reporting that are of such a magnitude and likelihood of occurrence
that they constitute significant deficiencies or material weaknesses.

•

Communicating findings to the auditor and to others, if applicable.

•

Evaluating whether findings
management's assessment.

are

reasonable

and

support

41.
As part of the understanding and evaluation of management's process, the
auditor should obtain an understanding of the results of procedures performed by
others. Others include internal audit and third parties working under the direction
of management, including other auditors and accounting professionals engaged
to perform procedures as a basis for management's assessment. Inquiry of
management and others is the beginning point for obtaining an understanding of
internal control over financial reporting, but inquiry alone is not adequate for
reaching a conclusion on any aspect of internal control over financial reporting
effectiveness.
Note: Management cannot use the auditor's procedures as part of the
basis for its assessment of the effectiveness of internal control over
financial reporting.
42.
Management's
Documentation.
When
determining
whether
management's documentation provides reasonable support for its assessment,
the auditor should evaluate whether such documentation includes the following:
•

The design of controls over all relevant assertions related to all
significant accounts and disclosures in the financial statements.
The documentation should include the five components of internal
control over financial reporting as discussed in paragraph 49,
including the control environment and company-level controls as
described in paragraph 53;

•

Information about how significant transactions are initiated,
authorized, recorded, processed and reported;

•

Sufficient information about the flow of transactions to identify the
points at which material misstatements due to error or fraud could
occur;

•

Controls designed to prevent or detect fraud, including who
performs the controls and the related segregation of duties;

•

Controls over the period-end financial reporting process;
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•

Controls over safeguarding of assets (See paragraphs C1 through
C6); and

•

The results of management's testing and evaluation.

43.
Documentation might take many forms, such as paper, electronic files, or
other media, and can include a variety of information, including policy manuals,
process models, flowcharts, job descriptions, documents, and forms. The form
and extent of documentation will vary depending on the size, nature, and
complexity of the company.
44.
Documentation of the design of controls over relevant assertions related to
significant accounts and disclosures is evidence that controls related to
management's assessment of the effectiveness of internal control over financial
reporting, including changes to those controls, have been identified, are capable
of being communicated to those responsible for their performance, and are
capable of being monitored by the company. Such documentation also provides
the foundation for appropriate communication concerning responsibilities for
performing controls and for the company's evaluation of and monitoring of the
effective operation of controls.
45.
Inadequate documentation of the design of controls over relevant
assertions related to significant accounts and disclosures is a deficiency in the
company's internal control over financial reporting. As discussed in paragraph
138, the auditor should evaluate this documentation deficiency. The auditor
might conclude that the deficiency is only a deficiency, or that the deficiency
represents a significant deficiency or a material weakness. In evaluating the
deficiency as to its significance, the auditor should determine whether
management can demonstrate the monitoring component of internal control over
financial reporting.
46.
Inadequate documentation also could cause the auditor to conclude that
there is a limitation on the scope of the engagement.
Obtaining an Understanding of Internal Control Over Financial Reporting
47.
The auditor should obtain an understanding of the design of specific
controls by applying procedures that include:
•

Making inquiries of appropriate management, supervisory, and staff
personnel;

•

Inspecting company documents;

•

Observing the application of specific controls; and
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•

Tracing transactions through the information system relevant to
financial reporting.

48.
The auditor could also apply additional procedures to obtain an
understanding of the design of specific controls.
49.
The auditor must obtain an understanding of the design of controls related
to each component of internal control over financial reporting, as discussed
below.
•

Control Environment. Because of the pervasive effect of the control
environment on the reliability of financial reporting, the auditor's
preliminary judgment about its effectiveness often influences the
nature, timing, and extent of the tests of operating effectiveness
considered necessary. Weaknesses in the control environment
should cause the auditor to alter the nature, timing, or extent of
tests of operating effectiveness that otherwise should have been
performed in the absence of the weaknesses.

•

Risk Assessment. When obtaining an understanding of the
company's risk assessment process, the auditor should evaluate
whether management has identified the risks of material
misstatement in the significant accounts and disclosures and
related assertions of the financial statements and has implemented
controls to prevent or detect errors or fraud that could result in
material misstatements. For example, the risk assessment process
should address how management considers the possibility of
unrecorded transactions or identifies and analyzes significant
estimates recorded in the financial statements. Risks relevant to
reliable financial reporting also relate to specific events or
transactions.

•

Control Activities. The auditor's understanding of control activities
relates to the controls that management has implemented to
prevent or detect errors or fraud that could result in material
misstatement in the accounts and disclosures and related
assertions of the financial statements. For the purposes of
evaluating the effectiveness of internal control over financial
reporting, the auditor's understanding of control activities
encompasses a broader range of accounts and disclosures than
what is normally obtained for the financial statement audit.

•

Information and Communication. The auditor's understanding of
management's
information
and
communication
involves
understanding the same systems and processes that he or she
addresses in an audit of financial statements. In addition, this
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understanding includes a greater emphasis on comprehending the
safeguarding controls and the processes for authorization of
transactions and the maintenance of records, as well as the periodend financial reporting process (discussed further beginning at
paragraph 76).
•

Monitoring.
The auditor's understanding of management's
monitoring of controls extends to and includes its monitoring of all
controls, including control activities, which management has
identified and designed to prevent or detect material misstatement
in the accounts and disclosures and related assertions of the
financial statements.

50.
Some controls (such as company-level controls, described in paragraph
53) might have a pervasive effect on the achievement of many overall objectives
of the control criteria. For example, information technology general controls over
program development, program changes, computer operations, and access to
programs and data help ensure that specific controls over the processing of
transactions are operating effectively. In contrast, other controls are designed to
achieve specific objectives of the control criteria. For example, management
generally establishes specific controls, such as accounting for all shipping
documents, to ensure that all valid sales are recorded.
51.
The auditor should focus on combinations of controls, in addition to
specific controls in isolation, in assessing whether the objectives of the control
criteria have been achieved. The absence or inadequacy of a specific control
designed to achieve the objectives of a specific criterion might not be a
deficiency if other controls specifically address the same criterion. Further, when
one or more controls achieve the objectives of a specific criterion, the auditor
might not need to evaluate other controls designed to achieve those same
objectives.
52.
Identifying Company-Level Controls. Controls that exist at the companylevel often have a pervasive impact on controls at the process, transaction, or
application level. For that reason, as a practical consideration, it may be
appropriate for the auditor to test and evaluate the design effectiveness of
company-level controls first, because the results of that work might affect the way
the auditor evaluates the other aspects of internal control over financial reporting.
53.

Company-level controls are controls such as the following:
•

Controls within the control environment, including tone at the top,
the assignment of authority and responsibility, consistent policies
and procedures, and company-wide programs, such as codes of
conduct and fraud prevention, that apply to all locations and
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business units (See paragraphs 113 through 115 for further
discussion);
•

Management's risk assessment process;

•

Centralized processing and controls, including shared service
environments;

•

Controls to monitor results of operations;

•

Controls to monitor other controls, including activities of the internal
audit function, the audit committee, and self-assessment programs;

•

The period-end financial reporting process; and

•

Board-approved policies that address significant business control
and risk management practices.

Note: The controls listed above are not intended to be a complete list of
company-level controls nor is a company required to have all the controls
in the list to support its assessment of effective company-level controls.
However, ineffective company-level controls are a deficiency that will
affect the scope of work performed, particularly when a company has
multiple locations or business units, as described in Appendix B.
54.
Testing company-level controls alone is not sufficient for the purpose of
expressing an opinion on the effectiveness of a company's internal control over
financial reporting.
55.
Evaluating the Effectiveness of the Audit Committee's Oversight of the
Company's External Financial Reporting and Internal Control Over Financial
Reporting. The company's audit committee plays an important role within the
control environment and monitoring components of internal control over financial
reporting. Within the control environment, the existence of an effective audit
committee helps to set a positive tone at the top. Within the monitoring
component, an effective audit committee challenges the company's activities in
the financial arena.
Note: Although the audit committee plays an important role within the
control environment and monitoring components of internal control over
financial reporting, management is responsible for maintaining effective
internal control over financial reporting. This standard does not suggest
that this responsibility has been transferred to the audit committee.
Note: If no such committee exists with respect to the company, all
references to the audit committee in this standard apply to the entire board
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of directors of the company.8/ The auditor should be aware that
companies whose securities are not listed on a national securities
exchange or an automated inter-dealer quotation system of a national
securities association (such as the New York Stock Exchange, American
Stock Exchange, or NASDAQ) may not be required to have independent
directors for their audit committees. In this case, the auditor should not
consider the lack of independent directors at these companies indicative,
by itself, of a control deficiency. Likewise, the independence requirements
of Securities Exchange Act Rule 10A-39/ are not applicable to the listing of
non-equity securities of a consolidated or at least 50 percent beneficially
owned subsidiary of a listed issuer that is subject to the requirements of
Securities Exchange Act Rule 10A-3(c)(2).10/ Therefore, the auditor
should interpret references to the audit committee in this standard, as
applied to a subsidiary registrant, as being consistent with the provisions
of Securities Exchange Act Rule 10A-3(c)(2).11/
Furthermore, for
subsidiary registrants, communications required by this standard to be
directed to the audit committee should be made to the same committee or
equivalent body that pre-approves the retention of the auditor by or on
behalf of the subsidiary registrant pursuant to Rule 2-01(c)(7) of
Regulation S-X12/ (which might be, for example, the audit committee of the
subsidiary registrant, the full board of the subsidiary registrant, or the audit
committee of the subsidiary registrant's parent). In all cases, the auditor
should interpret the terms "board of directors" and "audit committee" in this
standard as being consistent with provisions for the use of those terms as
defined in relevant SEC rules.
56.
The company's board of directors is responsible for evaluating the
performance and effectiveness of the audit committee; this standard does not
suggest that the auditor is responsible for performing a separate and distinct
evaluation of the audit committee. However, because of the role of the audit
committee within the control environment and monitoring components of internal
control over financial reporting, the auditor should assess the effectiveness of the
audit committee as part of understanding and evaluating those components.
57.
The aspects of the audit committee's effectiveness that are important may
vary considerably with the circumstances. The auditor focuses on factors related
8/

See 15 U.S.C. 78c(a)58 and 15 U.S.C. 7201(a)(3).

9/

See 17 C.F.R. 240.10A-3.

10/

See 17 C.F.R. 240.10A-3(c)(2).

11/

See 17 C.F.R. 240.10A-3(c)(2).

12/

See 17 C.F.R. 210.2-01(c)(7).
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to the effectiveness of the audit committee's oversight of the company's external
financial reporting and internal control over financial reporting, such as the
independence of the audit committee members from management and the clarity
with which the audit committee's responsibilities are articulated (for example, in
the audit committee's charter) and how well the audit committee and
management understand those responsibilities. The auditor might also consider
the audit committee's involvement and interaction with the independent auditor
and with internal auditors, as well as interaction with key members of financial
management, including the chief financial officer and chief accounting officer.
58.
The auditor might also evaluate whether the right questions are raised and
pursued with management and the auditor, including questions that indicate an
understanding of the critical accounting policies and judgmental accounting
estimates, and the responsiveness to issues raised by the auditor.
59.
Ineffective oversight by the audit committee of the company's external
financial reporting and internal control over financial reporting should be regarded
as at least a significant deficiency and is a strong indicator that a material
weakness in internal control over financial reporting exists.
60.
Identifying Significant Accounts. The auditor should identify significant
accounts and disclosures, first at the financial-statement level and then at the
account or disclosure-component level. Determining specific controls to test
begins by identifying significant accounts and disclosures within the financial
statements. When identifying significant accounts, the auditor should evaluate
both quantitative and qualitative factors.
61.
An account is significant if there is more than a remote likelihood that the
account could contain misstatements that individually, or when aggregated with
others, could have a material effect on the financial statements, considering the
risks of both overstatement and understatement. Other accounts may be
significant on a qualitative basis based on the expectations of a reasonable user.
For example, investors might be interested in a particular financial statement
account even though it is not quantitatively large because it represents an
important performance measure.
Note: For purposes of determining significant accounts, the assessment
as to likelihood should be made without giving any consideration to the
effectiveness of internal control over financial reporting.
62.
Components of an account balance subject to differing risks (inherent and
control) or different controls should be considered separately as potential
significant accounts. For instance, inventory accounts often consist of raw
materials (purchasing process), work in process (manufacturing process),
finished goods (distribution process), and an allowance for obsolescence.
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63.
In some cases, separate components of an account might be a significant
account because of the company's organizational structure. For example, for a
company that has a number of separate business units, each with different
management and accounting processes, the accounts at each separate business
unit are considered individually as potential significant accounts.
64.
An account also may be considered significant because of the exposure to
unrecognized obligations represented by the account. For example, loss
reserves related to a self-insurance program or unrecorded contractual
obligations at a construction contracting subsidiary may have historically been
insignificant in amount, yet might represent a more than remote likelihood of
material misstatement due to the existence of material unrecorded claims.
65.
When deciding whether an account is significant, it is important for the
auditor to evaluate both quantitative and qualitative factors, including the:
•

Size and composition of the account;

•

Susceptibility of loss due to errors or fraud;

•

Volume of activity, complexity, and homogeneity of the individual
transactions processed through the account;

•

Nature of the account (for example, suspense accounts generally
warrant greater attention);

•

Accounting and reporting complexities associated with the account;

•

Exposure to losses represented by the account (for example, loss
accruals related to a consolidated construction contracting
subsidiary);

•

Likelihood (or possibility) of significant contingent liabilities arising
from the activities represented by the account;

•

Existence of related party transactions in the account; and

•

Changes from the prior period in account characteristics (for
example, new complexities or subjectivity or new types of
transactions).

66.
For example, in a financial statement audit, the auditor might not consider
the fixed asset accounts significant when there is a low volume of transactions
and when inherent risk is assessed as low, even though the balances are
material to the financial statements. Accordingly, he or she might decide to
perform only substantive procedures on such balances. In an audit of internal
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control over financial reporting, however, such accounts are significant accounts
because of their materiality to the financial statements.
67.
As another example, the auditor of the financial statements of a financial
institution might not consider trust accounts significant to the institution's financial
statements because such accounts are not included in the institution's balance
sheet and the associated fee income generated by trust activities is not material.
However, in determining whether trust accounts are a significant account for
purposes of the audit of internal control over financial reporting, the auditor
should assess whether the activities of the trust department are significant to the
institution's financial reporting, which also would include considering the
contingent liabilities that could arise if a trust department failed to fulfill its
fiduciary responsibilities (for example, if investments were made that were not in
accordance with stated investment policies). When assessing the significance of
possible contingent liabilities, consideration of the amount of assets under the
trust department's control may be useful. For this reason, an auditor who has not
considered trust accounts significant accounts for purposes of the financial
statement audit might determine that they are significant for purposes of the audit
of internal control over financial reporting.
68.
Identifying Relevant Financial Statement Assertions. For each significant
account, the auditor should determine the relevance of each of these financial
statement assertions:13/
•

Existence or occurrence;

•

Completeness;

•

Valuation or allocation;

•

Rights and obligations; and

•

Presentation and disclosure.

69.
To identify relevant assertions, the auditor should determine the source of
likely potential misstatements in each significant account. In determining
whether a particular assertion is relevant to a significant account balance or
disclosure, the auditor should evaluate:
•

The nature of the assertion;

•

The volume of transactions or data related to the assertion; and

13/

See

AU sec. 326, Evidential Matter, which provides additional information
on financial statement assertions.
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•

The nature and complexity of the systems, including the use of
information technology by which the company processes and
controls information supporting the assertion.

70.
Relevant assertions are assertions that have a meaningful bearing on
whether the account is fairly stated. For example, valuation may not be relevant
to the cash account unless currency translation is involved; however, existence
and completeness are always relevant. Similarly, valuation may not be relevant
to the gross amount of the accounts receivable balance, but is relevant to the
related allowance accounts.
Additionally, the auditor might, in some
circumstances, focus on the presentation and disclosure assertion separately in
connection with the period-end financial reporting process.
71.
Identifying Significant Processes and Major Classes of Transactions. The
auditor should identify each significant process over each major class of
transactions affecting significant accounts or groups of accounts. Major classes
of transactions are those classes of transactions that are significant to the
company's financial statements. For example, at a company whose sales may
be initiated by customers through personal contact in a retail store or
electronically through use of the internet, these types of sales would be two
major classes of transactions within the sales process if they were both
significant to the company's financial statements. As another example, at a
company for which fixed assets is a significant account, recording depreciation
expense would be a major class of transactions.
72.
Different types of major classes of transactions have different levels of
inherent risk associated with them and require different levels of management
supervision and involvement.
For this reason, the auditor might further
categorize the identified major classes of transactions by transaction type:
routine, nonroutine, and estimation.
•

Routine transactions are recurring financial activities reflected in the
accounting records in the normal course of business (for example,
sales, purchases, cash receipts, cash disbursements, payroll).

•

Nonroutine transactions are activities that occur only periodically
(for example, taking physical inventory, calculating depreciation
expense, adjusting for foreign currencies). A distinguishing feature
of nonroutine transactions is that data involved are generally not
part of the routine flow of transactions.

•

Estimation transactions are activities that involve management
judgments or assumptions in formulating account balances in the
absence of a precise means of measurement (for example,
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determining the allowance for doubtful accounts, establishing
warranty reserves, assessing assets for impairment).
73.
Most processes involve a series of tasks such as capturing input data,
sorting and merging data, making calculations, updating transactions and master
files, generating transactions, and summarizing and displaying or reporting data.
The processing procedures relevant for the auditor to understand the flow of
transactions generally are those activities required to initiate, authorize, record,
process and report transactions. Such activities include, for example, initially
recording sales orders, preparing shipping documents and invoices, and
updating the accounts receivable master file.
The relevant processing
procedures also include procedures for correcting and reprocessing previously
rejected transactions and for correcting erroneous transactions through adjusting
journal entries.
74.

For each significant process, the auditor should:
•

Understand the flow of transactions, including how transactions are
initiated, authorized, recorded, processed, and reported.

•

Identify the points within the process at which a misstatement –
including a misstatement due to fraud – related to each relevant
financial statement assertion could arise.

•

Identify the controls that management has implemented to address
these potential misstatements.

•

Identify the controls that management has implemented over the
prevention or timely detection of unauthorized acquisition, use, or
disposition of the company's assets.

Note: The auditor frequently obtains the understanding and identifies the
controls described above as part of his or her performance of
walkthroughs (as described beginning in paragraph 79).
75.
The nature and characteristics of a company's use of information
technology in its information system affect the company's internal control over
financial reporting. AU sec. 319, Consideration of Internal Control in a Financial
Statement Audit, paragraphs .16 through .20, .30 through .32, and .77 through
.79, discuss the effect of information technology on internal control over financial
reporting.
76.
Understanding the Period-end Financial Reporting Process. The periodend financial reporting process includes the following:
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•

The procedures used to enter transaction totals into the general
ledger;

•

The procedures used to initiate, authorize, record, and process
journal entries in the general ledger;

•

Other procedures used to record recurring and nonrecurring
adjustments to the annual and quarterly financial statements, such
as consolidating adjustments, report combinations, and
classifications; and

•

Procedures for drafting annual and quarterly financial statements
and related disclosures.

77.
As part of understanding and evaluating the period-end financial reporting
process, the auditor should evaluate:
•

The inputs, procedures performed, and outputs of the processes
the company uses to produce its annual and quarterly financial
statements;

•

The extent of information technology involvement in each periodend financial reporting process element;

•

Who participates from management;

•

The number of locations involved;

•

Types of adjusting entries (for example, standard, nonstandard,
eliminating, and consolidating); and

•

The nature and extent of the oversight of the process by
appropriate parties, including management, the board of directors,
and the audit committee.

78.
The period-end financial reporting process is always a significant process
because of its importance to financial reporting and to the auditor's opinions on
internal control over financial reporting and the financial statements. The
auditor's understanding of the company's period-end financial reporting process
and how it interrelates with the company's other significant processes assists the
auditor in identifying and testing controls that are the most relevant to financial
statement risks.
79.
Performing Walkthroughs. The auditor should perform at least one
walkthrough for each major class of transactions (as identified in paragraph 71).
In a walkthrough, the auditor traces a transaction from origination through the
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company's information systems until it is reflected in the company's financial
reports. Walkthroughs provide the auditor with evidence to:
•

Confirm the auditor's understanding of the process flow of
transactions;

•

Confirm the auditor's understanding of the design of controls
identified for all five components of internal control over financial
reporting, including those related to the prevention or detection of
fraud;

•

Confirm that the auditor's understanding of the process is complete
by determining whether all points in the process at which
misstatements related to each relevant financial statement
assertion that could occur have been identified;

•

Evaluate the effectiveness of the design of controls; and

•

Confirm whether controls have been placed in operation.

Note: The auditor can often gain an understanding of the transaction flow,
identify and understand controls, and conduct the walkthrough
simultaneously.
80.
The auditor's walkthroughs should encompass the entire process of
initiating, authorizing, recording, processing, and reporting individual transactions
and controls for each of the significant processes identified, including controls
intended to address the risk of fraud. During the walkthrough, at each point at
which important processing procedures or controls occur, the auditor should
question the company's personnel about their understanding of what is required
by the company's prescribed procedures and controls and determine whether the
processing procedures are performed as originally understood and on a timely
basis. (Controls might not be performed regularly but still be timely.) During the
walkthrough, the auditor should be alert for exceptions to the company's
prescribed procedures and controls.
81.
While performing a walkthrough, the auditor should evaluate the quality of
the evidence obtained and perform walkthrough procedures that produce a level
of evidence consistent with the objectives listed in paragraph 79. Rather than
reviewing copies of documents and making inquiries of a single person at the
company, the auditor should follow the process flow of actual transactions using
the same documents and information technology that company personnel use
and make inquiries of relevant personnel involved in significant aspects of the
process or controls. To corroborate information at various points in the
walkthrough, the auditor might ask personnel to describe their understanding of
the previous and succeeding processing or control activities and to demonstrate
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what they do. In addition, inquiries should include follow-up questions that could
help identify the abuse of controls or indicators of fraud. Examples of follow-up
inquiries include asking personnel:
•

What they do when they find an error or what they are looking for to
determine if there is an error (rather than simply asking them if they
perform listed procedures and controls); what kind of errors they
have found; what happened as a result of finding the errors, and
how the errors were resolved. If the person being interviewed has
never found an error, the auditor should evaluate whether that
situation is due to good preventive controls or whether the
individual performing the control lacks the necessary skills.

•

Whether they have ever been asked to override the process or
controls, and if so, to describe the situation, why it occurred, and
what happened.

82.
During the period under audit, when there have been significant changes
in the process flow of transactions, including the supporting computer
applications, the auditor should evaluate the nature of the change(s) and the
effect on related accounts to determine whether to walk through transactions that
were processed both before and after the change.
Note: Unless significant changes in the process flow of transactions,
including the supporting computer applications, make it more efficient for
the auditor to prepare new documentation of a walkthrough, the auditor
may carry his or her documentation forward each year, after updating it for
any changes that have taken place.
83.
Identifying Controls to Test. The auditor should obtain evidence about the
effectiveness of controls (either by performing tests of controls himself or herself,
or by using the work of others)14/ for all relevant assertions related to all
significant accounts and disclosures in the financial statements. After identifying
significant accounts, relevant assertions, and significant processes, the auditor
should evaluate the following to identify the controls to be tested:
•

Points at which errors or fraud could occur;

•

The nature of the controls implemented by management;

•

The significance of each control in achieving the objectives of the
control criteria and whether more than one control achieves a

14/

See paragraphs 108 through 126 for additional direction on using the work

of others.
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particular objective or whether more than one control is necessary
to achieve a particular objective; and
•

The risk that the controls might not be operating effectively.
Factors that affect whether the control might not be operating
effectively include the following:
–

Whether there have been changes in the volume or nature of
transactions that might adversely affect control design or
operating effectiveness;

–

Whether there have been changes in the design of controls;

–

The degree to which the control relies on the effectiveness of
other controls (for example, the control environment or
information technology general controls);

–

Whether there have been changes in key personnel who
perform the control or monitor its performance;

–

Whether the control relies on performance by an individual
or is automated; and

–

The complexity of the control.

84.
The auditor should clearly link individual controls with the significant
accounts and assertions to which they relate.
85.
The auditor should evaluate whether to test preventive controls, detective
controls, or a combination of both for individual relevant assertions related to
individual significant accounts. For instance, when performing tests of preventive
and detective controls, the auditor might conclude that a deficient preventive
control could be compensated for by an effective detective control and, therefore,
not result in a significant deficiency or material weakness. For example, a
monthly reconciliation control procedure, which is a detective control, might
detect an out-of-balance situation resulting from an unauthorized transaction
being initiated due to an ineffective authorization procedure, which is a
preventive control. When determining whether the detective control is effective,
the auditor should evaluate whether the detective control is sufficient to achieve
the control objective to which the preventive control relates.
Note: Because effective internal control over financial reporting often
includes a combination of preventive and detective controls, the auditor
ordinarily will test a combination of both.
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86.
The auditor should apply tests of controls to those controls that are
important to achieving each control objective. It is neither necessary to test all
controls nor is it necessary to test redundant controls (that is, controls that
duplicate other controls that achieve the same objective and already have been
tested), unless redundancy is itself a control objective, as in the case of certain
computer controls.
87.
Appendix B, paragraphs B1 through B17, provide additional direction to
the auditor in determining which controls to test when a company has multiple
locations or business units.
In these circumstances, the auditor should
determine significant accounts and their relevant assertions, significant
processes, and major classes of transactions based on those that are relevant
and significant to the consolidated financial statements. Having made those
determinations in relation to the consolidated financial statements, the auditor
should then apply the directions in Appendix B.
Testing and Evaluating Design Effectiveness
88.
Internal control over financial reporting is effectively designed when the
controls complied with would be expected to prevent or detect errors or fraud that
could result in material misstatements in the financial statements. The auditor
should determine whether the company has controls to meet the objectives of the
control criteria by:
•

Identifying the company's control objectives in each area;

•

Identifying the controls that satisfy each objective; and

•

Determining whether the controls, if operating properly, can
effectively prevent or detect errors or fraud that could result in
material misstatements in the financial statements.

89.
Procedures the auditor performs to test and evaluate design effectiveness
include inquiry, observation, walkthroughs, inspection of relevant documentation,
and a specific evaluation of whether the controls are likely to prevent or detect
errors or fraud that could result in misstatements if they are operated as
prescribed by appropriately qualified persons.
90.
The procedures that the auditor performs in evaluating management's
assessment process and obtaining an understanding of internal control over
financial reporting also provide the auditor with evidence about the design
effectiveness of internal control over financial reporting.
91.
The procedures the auditor performs to test and evaluate design
effectiveness also might provide evidence about operating effectiveness.
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Testing and Evaluating Operating Effectiveness
92.
An auditor should evaluate the operating effectiveness of a control by
determining whether the control is operating as designed and whether the person
performing the control possesses the necessary authority and qualifications to
perform the control effectively.
93.
Nature of Tests of Controls. Tests of controls over operating effectiveness
should include a mix of inquiries of appropriate personnel, inspection of relevant
documentation, observation of the company's operations, and reperformance of
the application of the control. For example, the auditor might observe the
procedures for opening the mail and processing cash receipts to test the
operating effectiveness of controls over cash receipts. Because an observation
is pertinent only at the point in time at which it is made, the auditor should
supplement the observation with inquiries of company personnel and inspection
of documentation about the operation of such controls at other times. These
inquiries might be made concurrently with performing walkthroughs.
94.
Inquiry is a procedure that consists of seeking information, both financial
and nonfinancial, of knowledgeable persons throughout the company. Inquiry is
used extensively throughout the audit and often is complementary to performing
other procedures. Inquiries may range from formal written inquiries to informal
oral inquiries.
95.
Evaluating responses to inquiries is an integral part of the inquiry
procedure. Examples of information that inquiries might provide include the skill
and competency of those performing the control, the relative sensitivity of the
control to prevent or detect errors or fraud, and the frequency with which the
control operates to prevent or detect errors or fraud. Responses to inquiries
might provide the auditor with information not previously possessed or with
corroborative evidence. Alternatively, responses might provide information that
differs significantly from other information the auditor obtains (for example,
information regarding the possibility of management override of controls). In
some cases, responses to inquiries provide a basis for the auditor to modify or
perform additional procedures.
96.
Because inquiry alone does not provide sufficient evidence to support the
operating effectiveness of a control, the auditor should perform additional tests of
controls. For example, if the company implements a control activity whereby its
sales manager reviews and investigates a report of invoices with unusually high
or low gross margins, inquiry of the sales manager as to whether he or she
investigates discrepancies would be inadequate. To obtain sufficient evidence
about the operating effectiveness of the control, the auditor should corroborate
the sales manager's responses by performing other procedures, such as
inspecting reports or other documentation used in or generated by the
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performance of the control, and evaluate whether appropriate actions were taken
regarding discrepancies.
97.
The nature of the control also influences the nature of the tests of controls
the auditor can perform. For example, the auditor might examine documents
regarding controls for which documentary evidence exists.
However,
documentary evidence regarding some aspects of the control environment, such
as management's philosophy and operating style, might not exist.
In
circumstances in which documentary evidence of controls or the performance of
controls does not exist and is not expected to exist, the auditor's tests of controls
would consist of inquiries of appropriate personnel and observation of company
activities. As another example, a signature on a voucher package to indicate that
the signer approved it does not necessarily mean that the person carefully
reviewed the package before signing. The package may have been signed
based on only a cursory review (or without any review). As a result, the quality of
the evidence regarding the effective operation of the control might not be
sufficiently persuasive. If that is the case, the auditor should reperform the
control (for example, checking prices, extensions, and additions) as part of the
test of the control. In addition, the auditor might inquire of the person responsible
for approving voucher packages what he or she looks for when approving
packages and how many errors have been found within voucher packages. The
auditor also might inquire of supervisors whether they have any knowledge of
errors that the person responsible for approving the voucher packages failed to
detect.
98.
Timing of Tests of Controls. The auditor must perform tests of controls
over a period of time that is adequate to determine whether, as of the date
specified in management's report, the controls necessary for achieving the
objectives of the control criteria are operating effectively. The period of time over
which the auditor performs tests of controls varies with the nature of the controls
being tested and with the frequency with which specific controls operate and
specific policies are applied. Some controls operate continuously (for example,
controls over sales), while others operate only at certain times (for example,
controls over the preparation of monthly or quarterly financial statements and
controls over physical inventory counts).
99.
The auditor's testing of the operating effectiveness of such controls should
occur at the time the controls are operating. Controls "as of" a specific date
encompass controls that are relevant to the company's internal control over
financial reporting "as of" that specific date, even though such controls might not
operate until after that specific date. For example, some controls over the
period-end financial reporting process normally operate only after the "as of"
date. Therefore, if controls over the December 31, 20X4 period-end financial
reporting process operate in January 20X5, the auditor should test the control
operating in January 20X5 to have sufficient evidence of operating effectiveness
"as of" December 31, 20X4.
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100. When the auditor reports on the effectiveness of controls "as of" a specific
date and obtains evidence about the operating effectiveness of controls at an
interim date, he or she should determine what additional evidence to obtain
concerning the operation of the control for the remaining period. In making that
determination, the auditor should evaluate:
•

The specific controls tested prior to the "as of" date and the results
of those tests;

•

The degree to which evidence about the operating effectiveness of
those controls was obtained;

•

The length of the remaining period; and

•

The possibility that there have been any significant changes in
internal control over financial reporting subsequent to the interim
date.

101. For controls over significant nonroutine transactions, controls over
accounts or processes with a high degree of subjectivity or judgment in
measurement, or controls over the recording of period-end adjustments, the
auditor should perform tests of controls closer to or at the "as of" date rather than
at an interim date. However, the auditor should balance performing the tests of
controls closer to the "as of" date with the need to obtain sufficient evidence of
operating effectiveness.
102. Prior to the date specified in management's report, management might
implement changes to the company's controls to make them more effective or
efficient or to address control deficiencies. In that case, the auditor might not
need to evaluate controls that have been superseded. For example, if the
auditor determines that the new controls achieve the related objectives of the
control criteria and have been in effect for a sufficient period to permit the auditor
to assess their design and operating effectiveness by performing tests of
controls,15/ he or she will not need to evaluate the design and operating
effectiveness of the superseded controls for purposes of expressing an opinion
on internal control over financial reporting.
103. As discussed in paragraph 207, however, the auditor must communicate
all identified significant deficiencies and material weaknesses in controls to the
audit committee in writing. In addition, the auditor should evaluate how the
15/

Paragraph 179 provides reporting directions in these circumstances when
the auditor has not been able to obtain evidence that the new controls were appropriately
designed or have been operating effectively for a sufficient period of time.
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design and operating effectiveness of the superseded controls relates to the
auditor's reliance on controls for financial statement audit purposes.
104. Extent of Tests of Controls. Each year the auditor must obtain sufficient
evidence about whether the company's internal control over financial reporting,
including the controls for all internal control components, is operating effectively.
This means that each year the auditor must obtain evidence about the
effectiveness of controls for all relevant assertions related to all significant
accounts and disclosures in the financial statements. The auditor also should
vary from year to year the nature, timing, and extent of testing of controls to
introduce unpredictability into the testing and respond to changes in
circumstances. For example, each year the auditor might test the controls at a
different interim period; increase or reduce the number and types of tests
performed; or change the combination of procedures used.
105. In determining the extent of procedures to perform, the auditor should
design the procedures to provide a high level of assurance that the control being
tested is operating effectively. In making this determination, the auditor should
assess the following factors:
•

Nature of the control. The auditor should subject manual controls
to more extensive testing than automated controls. In some
circumstances, testing a single operation of an automated control
may be sufficient to obtain a high level of assurance that the control
operated effectively, provided that information technology general
controls also are operating effectively. For manual controls,
sufficient evidence about the operating effectiveness of the controls
is obtained by evaluating multiple operations of the control and the
results of each operation. The auditor also should assess the
complexity of the controls, the significance of the judgments that
must be made in connection with their operation, and the level of
competence of the person performing the controls that is necessary
for the control to operate effectively. As the complexity and level of
judgment increase or the level of competence of the person
performing the control decreases, the extent of the auditor's testing
should increase.

•

Frequency of operation. Generally, the more frequently a manual
control operates, the more operations of the control the auditor
should test. For example, for a manual control that operates in
connection with each transaction, the auditor should test multiple
operations of the control over a sufficient period of time to obtain a
high level of assurance that the control operated effectively. For
controls that operate less frequently, such as monthly account
reconciliations and controls over the period-end financial reporting
process, the auditor may test significantly fewer operations of the
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control. However, the auditor's evaluation of each operation of
controls operating less frequently is likely to be more extensive.
For example, when evaluating the operation of a monthly exception
report, the auditor should evaluate whether the judgments made
with regard to the disposition of the exceptions were appropriate
and adequately supported.
Note: When sampling is appropriate and the population of controls
to be tested is large, increasing the population size does not
proportionately increase the required sample size.
•

Importance of the control. Controls that are relatively more
important should be tested more extensively. For example, some
controls may address multiple financial statement assertions, and
certain period-end detective controls might be considered more
important than related preventive controls. The auditor should test
more operations of such controls or, if such controls operate
infrequently, the auditor should evaluate each operation of the
control more extensively.

106. Use of Professional Skepticism when Evaluating the Results of Testing.
The auditor must conduct the audit of internal control over financial reporting and
the audit of the financial statements with professional skepticism, which is an
attitude that includes a questioning mind and a critical assessment of audit
evidence. For example, even though a control is performed by the same
employee whom the auditor believes performed the control effectively in prior
periods, the control may not be operating effectively during the current period
because the employee could have become complacent, distracted, or otherwise
not be effectively carrying out his or her responsibilities. Also, regardless of any
past experience with the entity or the auditor's beliefs about management's
honesty and integrity, the auditor should recognize the possibility that a material
misstatement due to fraud could be present.
Furthermore, professional
skepticism requires the auditor to consider whether evidence obtained suggests
that a material misstatement due to fraud has occurred.
In exercising
professional skepticism in gathering and evaluating evidence, the auditor must
not be satisfied with less-than-persuasive evidence because of a belief that
management is honest.
107. When the auditor identifies exceptions to the company's prescribed control
procedures, he or she should determine, using professional skepticism, the effect
of the exception on the nature and extent of additional testing that may be
appropriate or necessary and on the operating effectiveness of the control being
tested. A conclusion that an identified exception does not represent a control
deficiency is appropriate only if evidence beyond what the auditor had initially
planned and beyond inquiry supports that conclusion.
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Using the Work of Others
108. In all audits of internal control over financial reporting, the auditor must
perform enough of the testing himself or herself so that the auditor's own work
provides the principal evidence for the auditor's opinion. The auditor may,
however, use the work of others to alter the nature, timing, or extent of the work
he or she otherwise would have performed. For these purposes, the work of
others includes relevant work performed by internal auditors, company personnel
(in addition to internal auditors), and third parties working under the direction of
management or the audit committee that provides information about the
effectiveness of internal control over financial reporting.
Note: Because the amount of work related to obtaining sufficient evidence
to support an opinion about the effectiveness of controls is not susceptible
to precise measurement, the auditor's judgment about whether he or she
has obtained the principal evidence for the opinion will be qualitative as
well as quantitative. For example, the auditor might give more weight to
work he or she performed on pervasive controls and in areas such as the
control environment than on other controls, such as controls over low-risk,
routine transactions.
109. The auditor should evaluate whether to use the work performed by others
in the audit of internal control over financial reporting. To determine the extent to
which the auditor may use the work of others to alter the nature, timing, or extent
of the work the auditor would have otherwise performed, in addition to obtaining
the principal evidence for his or her opinion, the auditor should:
a.

Evaluate the nature of the controls subjected to the work of others
(See paragraphs 112 through 116);

b.

Evaluate the competence and objectivity of the individuals who
performed the work (See paragraphs 117 through 122); and

c.

Test some of the work performed by others to evaluate the quality
and effectiveness of their work (See paragraphs 123 through 125).

Note: AU sec. 322, The Auditor's Consideration of the Internal Audit
Function in an Audit of Financial Statements, applies to using the work of
internal auditors in an audit of the financial statements. The auditor may
apply the relevant concepts described in that section to using the work of
others in the audit of internal control over financial reporting.
110. The auditor must obtain sufficient evidence to support his or her opinion.
Judgments about the sufficiency of evidence obtained and other factors affecting
the auditor's opinion, such as the significance of identified control deficiencies,
should be those of the auditor. Evidence obtained through the auditor's direct
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personal knowledge, observation, reperformance, and inspection is generally
more persuasive than information obtained indirectly from others, such as from
internal auditors, other company personnel, or third parties working under the
direction of management.
111. The requirement that the auditor's own work must provide the principal
evidence for the auditor's opinion is one of the boundaries within which the
auditor determines the work he or she must perform himself or herself in the
audit of internal control over financial reporting. Paragraphs 112 through 125
provide more specific and definitive direction on how the auditor makes this
determination, but the directions allow the auditor significant flexibility to use his
or her judgment to determine the work necessary to obtain the principal evidence
and to determine when the auditor can use the work of others rather than
perform the work himself or herself. Regardless of the auditor's determination of
the work that he or she must perform himself or herself, the auditor's
responsibility to report on the effectiveness of internal control over financial
reporting rests solely with the auditor; this responsibility cannot be shared with
the other individuals whose work the auditor uses. Therefore, when the auditor
uses the work of others, the auditor is responsible for the results of their work.
112. Evaluating the Nature of the Controls Subjected to the Work of Others.
The auditor should evaluate the following factors when evaluating the nature of
the controls subjected to the work of others. As these factors increase in
significance, the need for the auditor to perform his or her own work on those
controls increases. As these factors decrease in significance, the need for the
auditor to perform his or her own work on those controls decreases.
•

The materiality of the accounts and disclosures that the control
addresses and the risk of material misstatement.

•

The degree of judgment required to evaluate the operating
effectiveness of the control (that is, the degree to which the
evaluation of the effectiveness of the control requires evaluation of
subjective factors rather than objective testing).

•

The pervasiveness of the control.

•

The level of judgment or estimation required in the account or
disclosure.

•

The potential for management override of the control.

113. Because of the nature of the controls in the control environment, the
auditor should not use the work of others to reduce the amount of work he or she
performs on controls in the control environment. The auditor should, however,
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consider the results of work performed in this area by others because it might
indicate the need for the auditor to increase his or her work.
114.

The control environment encompasses the following factors:16/
•

Integrity and ethical values;

•

Commitment to competence;

•

Board of directors or audit committee participation;

•

Management's philosophy and operating style;

•

Organizational structure;

•

Assignment of authority and responsibility; and

•

Human resource policies and procedures.

115. Controls that are part of the control environment include, but are not
limited to, controls specifically established to prevent and detect fraud that is at
least reasonably possible to result in material misstatement of the financial
statements.
Note: The term "reasonably possible" has the same meaning as in FAS
No. 5. See the first note to paragraph 9 for further discussion.
116. The auditor should perform the walkthroughs (as discussed beginning at
paragraph 79) himself or herself because of the degree of judgment required in
performing this work. However, to provide additional evidence, the auditor may
also review the work of others who have performed and documented
walkthroughs. In evaluating whether his or her own evidence provides the
principal evidence, the auditor's work on the control environment and in
performing walkthroughs constitutes an important part of the auditor's own work.
117. Evaluating the Competence and Objectivity of Others. The extent to
which the auditor may use the work of others depends on the degree of
competence and objectivity of the individuals performing the work. The higher
the degree of competence and objectivity, the greater use the auditor may make
of the work; conversely, the lower the degree of competence and objectivity, the
less use the auditor may make of the work. Further, the auditor should not use
the work of individuals who have a low degree of objectivity, regardless of their
16/

See the COSO report and paragraph .110 of AU sec. 319, Internal Control
in a Financial Statement Audit, for additional information about the factors included in
the control environment.
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level of competence. Likewise, the auditor should not use the work of individuals
who have a low level of competence regardless of their degree of objectivity.
118. When evaluating the competence and objectivity of the individuals
performing the tests of controls, the auditor should obtain, or update information
from prior years, about the factors indicated in the following paragraph. The
auditor should determine whether to test the existence and quality of those
factors and, if so, the extent to which to test the existence and quality of those
factors, based on the intended effect of the work of others on the audit of internal
control over financial reporting.
119. Factors concerning the competence of the individuals performing the tests
of controls include:
•

Their educational level and professional experience.

•

Their professional certification and continuing education.

•

Practices regarding the assignment of individuals to work areas.

•

Supervision and review of their activities.

•

Quality of the documentation of their work, including any reports or
recommendations issued.

•

Evaluation of their performance.

120. Factors concerning the objectivity of the individuals performing the tests of
controls include:
•

The organizational status of the individuals responsible for the work
of others ("testing authority") in testing controls, including—
a.

Whether the testing authority reports to an officer of
sufficient status to ensure sufficient testing coverage and
adequate consideration of, and action on, the findings and
recommendations of the individuals performing the testing.

b.

Whether the testing authority has direct access and reports
regularly to the board of directors or the audit committee.

c.

Whether the board of directors or the audit committee
oversees employment decisions related to the testing
authority.
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•

Policies to maintain the individuals' objectivity about the areas
being tested, including—
a.

Policies prohibiting individuals from testing controls in areas
in which relatives are employed in important or internal
control-sensitive positions.

b.

Policies prohibiting individuals from testing controls in areas
to which they were recently assigned or are scheduled to be
assigned upon completion of their controls testing
responsibilities.

121. Internal auditors normally are expected to have greater competence with
regard to internal control over financial reporting and objectivity than other
company personnel. Therefore, the auditor may be able to use their work to a
greater extent than the work of other company personnel. This is particularly true
in the case of internal auditors who follow the International Standards for the
Professional Practice of Internal Auditing issued by the Institute of Internal
Auditors. If internal auditors have performed an extensive amount of relevant
work and the auditor determines they possess a high degree of competence and
objectivity, the auditor could use their work to the greatest extent an auditor could
use the work of others. On the other hand, if the internal audit function reports
solely to management, which would reduce internal auditors' objectivity, or if
limited resources allocated to the internal audit function result in very limited
testing procedures on its part or reduced competency of the internal auditors, the
auditor should use their work to a much lesser extent and perform more of the
testing himself or herself.
122. When determining how the work of others will alter the nature, timing, or
extent of the auditor's work, the auditor should assess the interrelationship of the
nature of the controls, as discussed in paragraph 112, and the competence and
objectivity of those who performed the work, as discussed in paragraphs 117
through 121. As the significance of the factors listed in paragraph 112 increases,
the ability of the auditor to use the work of others decreases at the same time
that the necessary level of competence and objectivity of those who perform the
work increases. For example, for some pervasive controls, the auditor may
determine that using the work of internal auditors to a limited degree would be
appropriate and that using the work of other company personnel would not be
appropriate because other company personnel do not have a high enough
degree of objectivity as it relates to the nature of the controls.
123. Testing the Work of Others. The auditor should test some of the work of
others to evaluate the quality and effectiveness of the work. The auditor's tests
of the work of others may be accomplished by either (a) testing some of the
controls that others tested or (b) testing similar controls not actually tested by
others.
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124. The nature and extent of these tests depend on the effect of the work of
others on the auditor's procedures but should be sufficient to enable the auditor
to make an evaluation of the overall quality and effectiveness of the work the
auditor is considering. The auditor also should assess whether this evaluation
has an effect on his or her conclusions about the competence and objectivity of
the individuals performing the work.
125. In evaluating the quality and effectiveness of the work of others, the
auditor should evaluate such factors as to whether the:
•

Scope of work is appropriate to meet the objectives.

•

Work programs are adequate.

•

Work performed is adequately documented, including evidence of
supervision and review.

•

Conclusions are appropriate in the circumstances.

•

Reports are consistent with the results of the work performed.

126. The following examples illustrate how to apply the directions discussed in
this section:
•

Controls over the period-end financial reporting process. Many of
the controls over the period-end financial reporting process address
significant risks of misstatement of the accounts and disclosures in
the annual and quarterly financial statements, may require
significant judgment to evaluate their operating effectiveness, may
have a higher potential for management override, and may affect
accounts that require a high level of judgment or estimation.
Therefore, the auditor could determine that, based on the nature of
controls over the period-end financial reporting process, he or she
would need to perform more of the tests of those controls himself or
herself. Further, because of the nature of the controls, the auditor
should use the work of others only if the degree of competence and
objectivity of the individuals performing the work is high; therefore,
the auditor might use the work of internal auditors to some extent
but not the work of others within the company.

•

Information technology general controls. Information technology
general controls are part of the control activities component of
internal control; therefore, the nature of the controls might permit
the auditor to use the work of others. For example, program
change controls over routine maintenance changes may have a
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highly pervasive effect, yet involve a low degree of judgment in
evaluating their operating effectiveness, can be subjected to
objective testing, and have a low potential for management
override. Therefore, the auditor could determine that, based on the
nature of these program change controls, the auditor could use the
work of others to a moderate extent so long as the degree of
competence and objectivity of the individuals performing the test is
at an appropriate level. On the other hand, controls to detect
attempts to override controls that prevent unauthorized journal
entries from being posted may have a highly pervasive effect, may
involve a high degree of judgment in evaluating their operating
effectiveness, may involve a subjective evaluation, and may have a
reasonable possibility for management override. Therefore, the
auditor could determine that, based on the nature of these controls
over systems access, he or she would need to perform more of the
tests of those controls himself or herself. Further, because of the
nature of the controls, the auditor should use the work of others
only if the degree of competence and objectivity of the individuals
performing the tests is high.
•

Management self-assessment of controls.
As described in
paragraph 40, management may test the operating effectiveness of
controls using a self-assessment process. Because such an
assessment is made by the same personnel who are responsible
for performing the control, the individuals performing the selfassessment do not have sufficient objectivity as it relates to the
subject matter. Therefore, the auditor should not use their work.

•

Controls over the calculation of depreciation of fixed assets.
Controls over the calculation of depreciation of fixed assets are
usually not pervasive, involve a low degree of judgment in
evaluating their operating effectiveness, and can be subjected to
objective testing. If these conditions describe the controls over the
calculation of depreciation of fixed assets and if there is a low
potential for management override, the auditor could determine
that, based on the nature of these controls, the auditor could use
the work of others to a large extent (perhaps entirely) so long as the
degree of competence and objectivity of the individuals performing
the test is at an appropriate level.

•

Alternating tests of controls. Many of the controls over accounts
payable, including controls over cash disbursements, are usually
not pervasive, involve a low degree of judgment in evaluating their
operating effectiveness, can be subjected to objective testing, and
have a low potential for management override. When these
conditions describe the controls over accounts payable, the auditor

File No. PCAOB-2004-03 Page No. 208

could determine that, based on the nature of these controls, he or
she could use the work of others to a large extent (perhaps entirely)
so long as the degree of competence and objectivity of the
individuals performing the test is at an appropriate level. However,
if the company recently implemented a major information
technology change that significantly affected controls over cash
disbursements, the auditor might decide to use the work of others
to a lesser extent in the audit immediately following the information
technology change and then return, in subsequent years, to using
the work of others to a large extent in this area. As another
example, the auditor might use the work of others for testing
controls over the depreciation of fixed assets (as described in the
point above) for several years' audits but decide one year to
perform some extent of the work himself or herself to gain an
understanding of these controls beyond that provided by performing
a walkthrough.
Forming an Opinion on the Effectiveness of Internal Control Over Financial
Reporting
127. When forming an opinion on internal control over financial reporting, the
auditor should evaluate all evidence obtained from all sources, including:
•

The adequacy of the assessment performed by management and
the results of the auditor's evaluation of the design and tests of
operating effectiveness of controls;

•

The negative results of substantive procedures performed during
the financial statement audit (for example, recorded and
unrecorded adjustments identified as a result of the performance of
the auditing procedures); and

•

Any identified control deficiencies.

128. As part of this evaluation, the auditor should review all reports issued
during the year by internal audit (or similar functions, such as loan review in a
financial institution) that address controls related to internal control over financial
reporting and evaluate any control deficiencies identified in those reports. This
review should include reports issued by internal audit as a result of operational
audits or specific reviews of key processes if those reports address controls
related to internal control over financial reporting.
129. Issuing an Unqualified Opinion. The auditor may issue an unqualified
opinion only when there are no identified material weaknesses and when there
have been no restrictions on the scope of the auditor's work. The existence of a
material weakness requires the auditor to express an adverse opinion on the
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effectiveness of internal control over financial reporting (See paragraph 175),
while a scope limitation requires the auditor to express a qualified opinion or a
disclaimer of opinion, depending on the significance of the limitation in scope
(See paragraph 178).
130. Evaluating Deficiencies in Internal Control Over Financial Reporting. The
auditor must evaluate identified control deficiencies and determine whether the
deficiencies, individually or in combination, are significant deficiencies or material
weaknesses. The evaluation of the significance of a deficiency should include
both quantitative and qualitative factors.
131. The auditor should evaluate the significance of a deficiency in internal
control over financial reporting initially by determining the following:
•

The likelihood that a deficiency, or a combination of deficiencies,
could result in a misstatement of an account balance or disclosure;
and

•

The magnitude of the potential misstatement resulting from the
deficiency or deficiencies.

132. The significance of a deficiency in internal control over financial reporting
depends on the potential for a misstatement, not on whether a misstatement
actually has occurred.
133. Several factors affect the likelihood that a deficiency, or a combination of
deficiencies, could result in a misstatement of an account balance or disclosure.
The factors include, but are not limited to, the following:
•

The nature of the financial statement accounts, disclosures, and
assertions involved; for example, suspense accounts and related
party transactions involve greater risk.

•

The susceptibility of the related assets or liability to loss or fraud;
that is, greater susceptibility increases risk.

•

The subjectivity, complexity, or extent of judgment required to
determine the amount involved; that is, greater subjectivity,
complexity, or judgment, like that related to an accounting estimate,
increases risk.

•

The cause and frequency of known or detected exceptions for the
operating effectiveness of a control; for example, a control with an
observed non-negligible deviation rate is a deficiency.
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•

The interaction or relationship of the control with other controls; that
is, the interdependence or redundancy of the control.

•

The interaction of the deficiencies; for example, when evaluating a
combination of two or more deficiencies, whether the deficiencies
could affect the same financial statement accounts and assertions.

•

The possible future consequences of the deficiency.

134. When evaluating the likelihood that a deficiency or combination of
deficiencies could result in a misstatement, the auditor should evaluate how the
controls interact with other controls. There are controls, such as information
technology general controls, on which other controls depend. Some controls
function together as a group of controls. Other controls overlap, in the sense that
these other controls achieve the same objective.
135. Several factors affect the magnitude of the misstatement that could result
from a deficiency or deficiencies in controls. The factors include, but are not
limited to, the following:
•

The financial statement amounts or total of transactions exposed to
the deficiency.

•

The volume of activity in the account balance or class of
transactions exposed to the deficiency that has occurred in the
current period or that is expected in future periods.

136. In evaluating the magnitude of the potential misstatement, the auditor
should recognize that the maximum amount that an account balance or total of
transactions can be overstated is generally the recorded amount. However, the
recorded amount is not a limitation on the amount of potential understatement.
The auditor also should recognize that the risk of misstatement might be different
for the maximum possible misstatement than for lesser possible amounts.
137. When evaluating the significance of a deficiency in internal control over
financial reporting, the auditor also should determine the level of detail and
degree of assurance that would satisfy prudent officials in the conduct of their
own affairs that they have reasonable assurance that transactions are recorded
as necessary to permit the preparation of financial statements in conformity with
generally accepted accounting principles. If the auditor determines that the
deficiency would prevent prudent officials in the conduct of their own affairs from
concluding that they have reasonable assurance,17/ then the auditor should deem
17/

See SEC Staff Accounting Bulletin Topic 1M2, Immaterial Misstatements
That Are Intentional, for further discussion about the level of detail and degree of
assurance that would satisfy prudent officials in the conduct of their own affairs.
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the deficiency to be at least a significant deficiency. Having determined in this
manner that a deficiency represents a significant deficiency, the auditor must
further evaluate the deficiency to determine whether individually, or in
combination with other deficiencies, the deficiency is a material weakness.
Note: Paragraphs 9 and 10 provide the definitions of significant deficiency
and material weakness, respectively.
138. Inadequate documentation of the design of controls and the absence of
sufficient documented evidence to support management's assessment of the
operating effectiveness of internal control over financial reporting are control
deficiencies. As with other control deficiencies, the auditor should evaluate these
deficiencies as to their significance.
139. The interaction of qualitative considerations that affect internal control over
financial reporting with quantitative considerations ordinarily results in
deficiencies in the following areas being at least significant deficiencies in internal
control over financial reporting:
•

Controls over the selection and application of accounting policies
that are in conformity with generally accepted accounting principles;

•

Antifraud programs and controls;

•

Controls over non-routine and non-systematic transactions; and

•

Controls over the period-end financial reporting process, including
controls over procedures used to enter transaction totals into the
general ledger; initiate, authorize, record, and process journal
entries into the general ledger; and record recurring and
nonrecurring adjustments to the financial statements

140. Each of the following circumstances should be regarded as at least a
significant deficiency and as a strong indicator that a material weakness in
internal control over financial reporting exists:
•

Restatement of previously issued financial statements to reflect the
correction of a misstatement.
Note: The correction of a misstatement includes misstatements
due to error or fraud; it does not include restatements to reflect a
change in accounting principle to comply with a new accounting
principle or a voluntary change from one generally accepted
accounting principle to another generally accepted accounting
principle.
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•

Identification by the auditor of a material misstatement in financial
statements in the current period that was not initially identified by
the company's internal control over financial reporting. (This is a
strong indicator of a material weakness even if management
subsequently corrects the misstatement.)

•

Oversight of the company's external financial reporting and internal
control over financial reporting by the company's audit committee is
ineffective. (Paragraphs 55 through 59 present factors to evaluate
when determining whether the audit committee is ineffective.)

•

The internal audit function or the risk assessment function is
ineffective at a company for which such a function needs to be
effective for the company to have an effective monitoring or risk
assessment component, such as for very large or highly complex
companies.
Note: The evaluation of the internal audit or risk assessment
functions is similar to the evaluation of the audit committee, as
described in paragraphs 55 through 59, that is, the evaluation is
made within the context of the monitoring and risk assessment
components. The auditor is not required to make a separate
evaluation of the effectiveness and performance of these functions.
Instead, the auditor should base his or her evaluation on evidence
obtained as part of evaluating the monitoring and risk assessment
components of internal control over financial reporting.

•

For complex entities in highly regulated industries, an ineffective
regulatory compliance function. This relates solely to those aspects
of the ineffective regulatory compliance function in which
associated violations of laws and regulations could have a material
effect on the reliability of financial reporting.

•

Identification of fraud of any magnitude on the part of senior
management.
Note: The auditor is required to plan and perform procedures to
obtain reasonable assurance that material misstatement caused by
fraud is detected by the auditor. However, for the purposes of
evaluating and reporting deficiencies in internal control over
financial reporting, the auditor should evaluate fraud of any
magnitude (including fraud resulting in immaterial misstatements)
on the part of senior management of which he or she is aware.
Furthermore, for the purposes of this circumstance, "senior
management" includes the principal executive and financial officers
signing the company's certifications as required under Section 302
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of the Act as well as any other member of management who play a
significant role in the company's financial reporting process.
•

Significant deficiencies that have been communicated to
management and the audit committee remain uncorrected after
some reasonable period of time.

•

An ineffective control environment.

141. Appendix D provides examples of significant deficiencies and material
weaknesses.

Requirement for Written Representations
142. In an audit of internal control over financial reporting, the auditor should
obtain written representations from management:
a.

Acknowledging management's responsibility for establishing and
maintaining effective internal control over financial reporting;

b.

Stating that management has performed an assessment of the
effectiveness of the company's internal control over financial
reporting and specifying the control criteria;

c.

Stating that management did not use the auditor's procedures
performed during the audits of internal control over financial
reporting or the financial statements as part of the basis for
management's assessment of the effectiveness of internal control
over financial reporting;

d.

Stating management's conclusion about the effectiveness of the
company's internal control over financial reporting based on the
control criteria as of a specified date;

e.

Stating that management has disclosed to the auditor all
deficiencies in the design or operation of internal control over
financial reporting identified as part of management's assessment,
including separately disclosing to the auditor all such deficiencies
that it believes to be significant deficiencies or material weaknesses
in internal control over financial reporting;

f.

Describing any material fraud and any other fraud that, although not
material, involves senior management or management or other
employees who have a significant role in the company's internal
control over financial reporting;
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g.

Stating whether control deficiencies identified and communicated to
the audit committee during previous engagements pursuant to
paragraph 207 have been resolved, and specifically identifying any
that have not; and

h.

Stating whether there were, subsequent to the date being reported
on, any changes in internal control over financial reporting or other
factors that might significantly affect internal control over financial
reporting, including any corrective actions taken by management
with regard to significant deficiencies and material weaknesses.

143. The failure to obtain written representations from management, including
management's refusal to furnish them, constitutes a limitation on the scope of the
audit sufficient to preclude an unqualified opinion. As discussed further in
paragraph 178, when management limits the scope of the audit, the auditor
should either withdraw from the engagement or disclaim an opinion. Further, the
auditor should evaluate the effects of management's refusal on his or her ability
to rely on other representations, including, if applicable, representations obtained
in an audit of the company's financial statements.
144. AU sec. 333, Management Representations, explains matters such as
who should sign the letter, the period to be covered by the letter, and when to
obtain an updating letter.

Relationship of an Audit of Internal Control over Financial
Reporting to an Audit of Financial Statements
145. The audit of internal control over financial reporting should be integrated
with the audit of the financial statements. The objectives of the procedures for
the audits are not identical, however, and the auditor must plan and perform the
work to achieve the objectives of both audits.
146. The understanding of internal control over financial reporting the auditor
obtains and the procedures the auditor performs for purposes of expressing an
opinion on management's assessment are interrelated with the internal control
over financial reporting understanding the auditor obtains and procedures the
auditor performs to assess control risk for purposes of expressing an opinion on
the financial statements. As a result, it is efficient for the auditor to coordinate
obtaining the understanding and performing the procedures.
Tests of Controls in an Audit of Internal Control Over Financial Reporting
147. The objective of the tests of controls in an audit of internal control over
financial reporting is to obtain evidence about the effectiveness of controls to
support the auditor's opinion on whether management's assessment of the
effectiveness of the company's internal control over financial reporting is fairly
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stated. The auditor's opinion relates to the effectiveness of the company's
internal control over financial reporting as of a point in time and taken as a whole.
148. To express an opinion on internal control over financial reporting
effectiveness as of a point in time, the auditor should obtain evidence that
internal control over financial reporting has operated effectively for a sufficient
period of time, which may be less than the entire period (ordinarily one year)
covered by the company's financial statements. To express an opinion on
internal control over financial reporting effectiveness taken as a whole, the
auditor must obtain evidence about the effectiveness of controls over all relevant
assertions related to all significant accounts and disclosures in the financial
statements. This requires that the auditor test the design and operating
effectiveness of controls he or she ordinarily would not test if expressing an
opinion only on the financial statements.
149. When concluding on the effectiveness of internal control over financial
reporting for purposes of expressing an opinion on management's assessment,
the auditor should incorporate the results of any additional tests of controls
performed to achieve the objective related to expressing an opinion on the
financial statements, as discussed in the following section.
Tests of Controls in an Audit of Financial Statements
150. To express an opinion on the financial statements, the auditor ordinarily
performs tests of controls and substantive procedures. The objective of the tests
of controls the auditor performs for this purpose is to assess control risk. To
assess control risk for specific financial statement assertions at less than the
maximum, the auditor is required to obtain evidence that the relevant controls
operated effectively during the entire period upon which the auditor plans to
place reliance on those controls. However, the auditor is not required to assess
control risk at less than the maximum for all relevant assertions and, for a variety
of reasons, the auditor may choose not to do so.18/
151. When concluding on the effectiveness of controls for the purpose of
assessing control risk, the auditor also should evaluate the results of any
additional tests of controls performed to achieve the objective related to
expressing an opinion on management's assessment, as discussed in
paragraphs 147 through 149. Consideration of these results may require the
auditor to alter the nature, timing, and extent of substantive procedures and to
plan and perform further tests of controls, particularly in response to identified
control deficiencies.

18/

See paragraph 160 for additional documentation requirements when the
auditor assesses control risk as other than low.
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Effect of Tests of Controls on Substantive Procedures
152. Regardless of the assessed level of control risk or the assessed risk of
material misstatement in connection with the audit of the financial statements, the
auditor should perform substantive procedures for all relevant assertions related
to all significant accounts and disclosures. Performing procedures to express an
opinion on internal control over financial reporting does not diminish this
requirement.
153. The substantive procedures that the auditor should perform consist of
tests of details of transactions and balances and analytical procedures. Before
using the results obtained from substantive analytical procedures, the auditor
should either test the design and operating effectiveness of controls over
financial information used in the substantive analytical procedures or perform
other procedures to support the completeness and accuracy of the underlying
information. For significant risks of material misstatement, it is unlikely that audit
evidence obtained from substantive analytical procedures alone will be sufficient.
154. When designing substantive analytical procedures, the auditor also should
evaluate the risk of management override of controls. As part of this process, the
auditor should evaluate whether such an override might have allowed
adjustments outside of the normal period-end financial reporting process to have
been made to the financial statements. Such adjustments might have resulted in
artificial changes to the financial statement relationships being analyzed, causing
the auditor to draw erroneous conclusions. For this reason, substantive
analytical procedures alone are not well suited to detecting fraud.
155. The auditor's substantive procedures must include reconciling the financial
statements to the accounting records. The auditor's substantive procedures also
should include examining material adjustments made during the course of
preparing the financial statements. Also, other auditing standards require
auditors to perform specific tests of details in the financial statement audit. For
instance, AU sec. 316, Consideration of Fraud in a Financial Statement Audit,
requires the auditor to perform certain tests of details to further address the risk
of management override, whether or not a specific risk of fraud has been
identified. Paragraph .34 of AU Sec. 330, The Confirmation Process, states that
there is a presumption that the auditor will request the confirmation of accounts
receivable. Similarly, paragraph .01 of AU Sec. 331, Inventories, states that
observation of inventories is a generally accepted auditing procedure and that
the auditor who issues an opinion without this procedure "has the burden of
justifying the opinion expressed."
156. If, during the audit of internal control over financial reporting, the auditor
identifies a control deficiency, he or she should determine the effect on the
nature, timing, and extent of substantive procedures to be performed to reduce
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the risk of material misstatement of the financial statements to an appropriately
low level.
Effect of Substantive Procedures on the Auditor's Conclusions About the
Operating Effectiveness of Controls
157. In an audit of internal control over financial reporting, the auditor should
evaluate the effect of the findings of all substantive auditing procedures
performed in the audit of financial statements on the effectiveness of internal
control over financial reporting. This evaluation should include, but not be limited
to:
•

The auditor's risk evaluations in connection with the selection and
application of substantive procedures, especially those related to
fraud (See paragraph 26);

•

Findings with respect to illegal acts and related party transactions;

•

Indications of management bias in making accounting estimates
and in selecting accounting principles; and

•

Misstatements detected by substantive procedures. The extent of
such misstatements might alter the auditor's judgment about the
effectiveness of controls.

158. However, the absence of misstatements detected by substantive
procedures does not provide evidence that controls related to the assertion being
tested are effective.

Documentation Requirements
159. In addition to the documentation requirements in AU sec. 339, Audit
Documentation, the auditor should document:
•

The understanding obtained and the evaluation of the design of
each of the five components of the company's internal control over
financial reporting;

•

The process used to determine significant accounts and
disclosures and major classes of transactions, including the
determination of the locations or business units at which to perform
testing;

•

The identification of the points at which misstatements related to
relevant financial statement assertions could occur within significant
accounts and disclosures and major classes of transactions;
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•

The extent to which the auditor relied upon work performed by
others as well as the auditor's assessment of their competence and
objectivity;

•

The evaluation of any deficiencies noted as a result of the auditor's
testing; and

•

Other findings that could result in a modification to the auditor's
report.

160. For a company that has effective internal control over financial reporting,
the auditor ordinarily will be able to perform sufficient testing of controls to be
able to assess control risk for all relevant assertions related to significant
accounts and disclosures at a low level. If, however, the auditor assesses
control risk as other than low for certain assertions or significant accounts, the
auditor should document the reasons for that conclusion. Examples of when it is
appropriate to assess control risk as other than low include:
•

When a control over a relevant assertion related to a significant
account or disclosure was superseded late in the year and only the
new control was tested for operating effectiveness.

•

When a material weakness existed during the period under audit
and was corrected by the end of the period.

161. The auditor also should document the effect of a conclusion that control
risk is other than low for any relevant assertions related to any significant
accounts in connection with the audit of the financial statements on his or her
opinion on the audit of internal control over financial reporting.

Reporting on Internal Control Over Financial Reporting
Management's Report
162. Management is required to include in its annual report its assessment of
the effectiveness of the company's internal control over financial reporting in
addition to its audited financial statements as of the end of the most recent fiscal
year. Management's report on internal control over financial reporting is required
to include the following:19/

19/

See Item 308(a) of Regulation S-B and S-K, 17 C.F.R. 228.308(a) and 17
C.F.R. 229.308(a), respectively.
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•

A statement of management's responsibility for establishing and
maintaining adequate internal control over financial reporting for the
company;

•

A statement identifying the framework used by management to
conduct the required assessment of the effectiveness of the
company's internal control over financial reporting;

•

An assessment of the effectiveness of the company's internal
control over financial reporting as of the end of the company's most
recent fiscal year, including an explicit statement as to whether that
internal control over financial reporting is effective; and

•

A statement that the registered public accounting firm that audited
the financial statements included in the annual report has issued an
attestation report on management's assessment of the company's
internal control over financial reporting.

163. Management should provide, both in its report on internal control over
financial reporting and in its representation letter to the auditor, a written
conclusion about the effectiveness of the company's internal control over
financial reporting. The conclusion about the effectiveness of a company's
internal control over financial reporting can take many forms; however,
management is required to state a direct conclusion about whether the
company's internal control over financial reporting is effective. This standard, for
example, includes the phrase "management's assessment that W Company
maintained effective internal control over financial reporting as of [date]" to
illustrate such a conclusion. Other phrases, such as "management's assessment
that W Company's internal control over financial reporting as of [date] is sufficient
to meet the stated objectives," also might be used. However, the conclusion
should not be so subjective (for example, "very effective internal control") that
people having competence in and using the same or similar criteria would not
ordinarily be able to arrive at similar conclusions.
164. Management is precluded from concluding that the company's internal
control over financial reporting is effective if there are one or more material
weaknesses.20/ In addition, management is required to disclose all material
weaknesses that exist as of the end of the most recent fiscal year.
165. Management might be able to accurately represent that internal control
over financial reporting, as of the end of the company's most recent fiscal year, is
effective even if one or more material weaknesses existed during the period. To
20

See Item 308(a)(3) of Regulation S-B and S-K, 17 C.F.R. 228.308(a) and
17 C.F.R. 229.308(a), respectively.
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make this representation, management must have changed the internal control
over financial reporting to eliminate the material weaknesses sufficiently in
advance of the "as of" date and have satisfactorily tested the effectiveness over a
period of time that is adequate for it to determine whether, as of the end of the
fiscal year, the design and operation of internal control over financial reporting is
effective.21/
Auditor's Evaluation of Management's Report
166. With respect to management's report on its assessment, the auditor
should evaluate the following matters:
a.

Whether management has properly stated its responsibility for
establishing and maintaining adequate internal control over
financial reporting.

b.

Whether the framework used by management to conduct the
evaluation is suitable.
(As discussed in paragraph 14, the
framework described in COSO constitutes a suitable and available
framework.)

c.

Whether management's assessment of the effectiveness of internal
control over financial reporting, as of the end of the company's most
recent fiscal year, is free of material misstatement.

d.

Whether management has expressed its assessment in an
acceptable form.

21

–

Management is required to state whether the company's
internal control over financial reporting is effective.

–

A negative assurance statement indicating that, "Nothing has
come to management's attention to suggest that the
company's internal control over financial reporting is not
effective," is not acceptable.

–

Management is not permitted to conclude that the company's
internal control over financial reporting is effective if there

However, when the reason for a change in internal control over financial
reporting is the correction of a material weakness, management and the auditor should
evaluate whether the reason for the change and the circumstances surrounding the change
are material information necessary to make the disclosure about the change not
misleading in a filing subject to certification under Securities Exchange Act Rule 13a14(a) or 15d-14(a), 17 C.F.R. 240.13a-14(a) or 17 C.F.R. 240.15d-14(a). See discussion
beginning at paragraph 200 for further direction.
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are one or more material weaknesses in the company's
internal control over financial reporting.
e.

Whether material weaknesses identified in the company's internal
control over financial reporting, if any, have been properly
disclosed, including material weaknesses corrected during the
period.22/

Auditor's Report on Management's Assessment of Internal Control Over
Financial Reporting
167. The auditor's report on management's assessment of the effectiveness of
internal control over financial reporting must include the following elements:
a.

A title that includes the word independent;

b.

An identification of management's conclusion about the
effectiveness of the company's internal control over financial
reporting as of a specified date based on the control criteria [for
example, criteria established in Internal Control—Integrated
Framework issued by the Committee of Sponsoring Organizations
of the Treadway Commission (COSO)];

c.

An identification of the title of the management report that includes
management's assessment (the auditor should use the same
description of the company's internal control over financial reporting
as management uses in its report);

d.

A statement that the assessment is the responsibility of
management;

e.

A statement that the auditor's responsibility is to express an opinion
on the assessment and an opinion on the company's internal
control over financial reporting based on his or her audit;

f.

A definition of internal control over financial reporting as stated in
paragraph 7;

22/

See paragraph 206 for direction when a material weakness was corrected
during the fourth quarter and the auditor believes that modification to the disclosures
about changes in internal control over financial reporting are necessary for the annual
certifications to be accurate and to comply with the requirements of Section 302 of the
Act.
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g.

A statement that the audit was conducted in accordance with the
standards of the Public Company Accounting Oversight Board
(United States);

h.

A statement that the standards of the Public Company Accounting
Oversight Board require that the auditor plan and perform the audit
to obtain reasonable assurance about whether effective internal
control over financial reporting was maintained in all material
respects;

i.

A statement that an audit includes obtaining an understanding of
internal control over financial reporting, evaluating management's
assessment, testing and evaluating the design and operating
effectiveness of internal control, and performing such other
procedures as the auditor considered necessary in the
circumstances;

j.

A statement that the auditor believes the audit provides a
reasonable basis for his or her opinions;

k.

A paragraph stating that, because of inherent limitations, internal
control over financial reporting may not prevent or detect
misstatements and that projections of any evaluation of
effectiveness to future periods are subject to the risk that controls
may become inadequate because of changes in conditions, or that
the degree of compliance with the policies or procedures may
deteriorate;

l.

The auditor's opinion on whether management's assessment of the
effectiveness of the company's internal control over financial
reporting as of the specified date is fairly stated, in all material
respects, based on the control criteria (See discussion beginning at
paragraph 162);

m.

The auditor's opinion on whether the company maintained, in all
material respects, effective internal control over financial reporting
as of the specified date, based on the control criteria;

n.

The manual or printed signature of the auditor's firm;

o.

The city and state (or city and country, in the case of non-U.S.
auditors) from which the auditor's report has been issued; and

p.

The date of the audit report.
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168. Example A-1 in Appendix A is an illustrative auditor's report for an
unqualified opinion on management's assessment of the effectiveness of the
company's internal control over financial reporting and an unqualified opinion on
the effectiveness of the company's internal control over financial reporting.
169. Separate or Combined Reports. The auditor may choose to issue a
combined report (that is, one report containing both an opinion on the financial
statements and the opinions on internal control over financial reporting) or
separate reports on the company's financial statements and on internal control
over financial reporting. Example A-7 in Appendix A is an illustrative combined
audit report on internal control over financial reporting. Appendix A also includes
examples of separate reports on internal control over financial reporting.
170. If the auditor chooses to issue a separate report on internal control over
financial reporting, he or she should add the following paragraph to the auditor's
report on the financial statements:
We also have audited, in accordance with the standards of the Public
Company Accounting Oversight Board (United States), the effectiveness
of W Company's internal control over financial reporting as of December
31, 20X3, based on [identify control criteria] and our report dated [date of
report, which should be the same as the date of the report on the financial
statements] expressed [include nature of opinions].
and add the following paragraph to the report on internal control over financial
reporting:
We have also audited, in accordance with the standards of the Public
Company Accounting Oversight Board (United States), the [identify
financial statements] of W Company and our report dated [date of report,
which should be the same as the date of the report on the effectiveness of
internal control over financial reporting] expressed [include nature of
opinion].
171. Report Date. As stated previously, the auditor cannot audit internal
control over financial reporting without also auditing the financial statements.
Therefore, the reports should be dated the same.
172. When the auditor elects to issue a combined report on the audit of the
financial statements and the audit of internal control over financial reporting, the
audit opinion will address multiple reporting periods for the financial statements
presented but only the end of the most recent fiscal year for the effectiveness of
internal control over financial reporting and management's assessment of the
effectiveness of internal control over financial reporting. See a combined report
in Example A-7 in Appendix A.
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173. Report Modifications. The auditor should modify the standard report if any
of the following conditions exist.
a.

Management's assessment is inadequate or management's report
is inappropriate. (See paragraph 174.)

b.

There is a material weakness in the company's internal control over
financial reporting. (See paragraphs 175 through 177.)

c.

There is a restriction on the scope of the engagement. (See
paragraphs 178 through 181.)

d.

The auditor decides to refer to the report of other auditors as the
basis, in part, for the auditor's own report. (See paragraphs 182
through 185.)

e.

A significant subsequent event has occurred since the date being
reported on. (See paragraphs 186 through 189.)

f.

There is other information contained in management's report on
internal control over financial reporting. (See paragraphs 190
through 192.)

174. Management's Assessment Inadequate or Report Inappropriate. If the
auditor determines that management's process for assessing internal control
over financial reporting is inadequate, the auditor should modify his or her
opinion for a scope limitation (discussed further beginning at paragraph 178). If
the auditor determines that management's report is inappropriate, the auditor
should modify his or her report to include, at a minimum, an explanatory
paragraph describing the reasons for this conclusion.
175. Material Weaknesses. Paragraphs 130 through 141 describe significant
deficiencies and material weaknesses. If there are significant deficiencies that,
individually or in combination, result in one or more material weaknesses,
management is precluded from concluding that internal control over financial
reporting is effective. In these circumstances, the auditor must express an
adverse opinion on the company's internal control over financial reporting.
176. When expressing an adverse opinion on the effectiveness of internal
control over financial reporting because of a material weakness, the auditor's
report must include:
•

The definition of a material weakness, as provided in paragraph 10.

•

A statement that a material weakness has been identified and
included in management's assessment. (If the material weakness
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has not been included in management's assessment, this sentence
should be modified to state that the material weakness has been
identified but not included in management's assessment. In this
case, the auditor also is required to communicate in writing to the
audit committee that the material weakness was not disclosed or
identified as a material weakness in management's report.)
•

A description of any material weaknesses identified in a company's
internal control over financial reporting. This description should
provide the users of the audit report with specific information about
the nature of any material weakness, and its actual and potential
effect on the presentation of the company's financial statements
issued during the existence of the weakness. This description also
should address requirements described in paragraph 194.

177. Depending on the circumstances, the auditor may express both an
unqualified opinion and an other-than-unqualified opinion within the same report
on internal control over financial reporting. For example, if management makes
an adverse assessment because a material weakness has been identified and
not corrected ("…internal control over financial reporting is not effective…"), the
auditor would express an unqualified opinion on management's assessment
("…management's assessment that internal control over financial reporting is not
effective is fairly stated, in all material respects…"). At the same time, the auditor
would express an adverse opinion about the effectiveness of internal control over
financial reporting ("In our opinion, because of the effect of the material
weakness described…, the company's internal control over financial reporting is
not effective."). Example A-2 in Appendix A illustrates the form of the report that
is appropriate in this situation. Example A-6 in Appendix A illustrates a report
that reflects disagreement between management and the auditor that a material
weakness exists.
178. Scope Limitations. The auditor can express an unqualified opinion on
management's assessment of internal control over financial reporting and an
unqualified opinion on the effectiveness of internal control over financial reporting
only if the auditor has been able to apply all the procedures necessary in the
circumstances. If there are restrictions on the scope of the engagement imposed
by the circumstances, the auditor should withdraw from the engagement,
disclaim an opinion, or express a qualified opinion. The auditor's decision
depends on his or her assessment of the importance of the omitted procedure(s)
to his or her ability to form an opinion on management's assessment of internal
control over financial reporting and an opinion on the effectiveness of the
company's internal control over financial reporting.
However, when the
restrictions are imposed by management, the auditor should withdraw from the
engagement or disclaim an opinion on management's assessment of internal
control over financial reporting and the effectiveness of internal control over
financial reporting.
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179. For example, management might have identified a material weakness in
its internal control over financial reporting prior to the date specified in its report
and implemented controls to correct it. If management believes that the new
controls have been operating for a sufficient period of time to determine that they
are both effectively designed and operating, management would be able to
include in its assessment its conclusion that internal control over financial
reporting is effective as of the date specified. However, if the auditor disagrees
with the sufficiency of the time period, he or she would be unable to obtain
sufficient evidence that the new controls have been operating effectively for a
sufficient period. In that case, the auditor should modify the opinion on the
effectiveness of internal control over financial reporting and the opinion on
management's assessment of internal control over financial reporting because of
a scope limitation.
180. When the auditor plans to disclaim an opinion and the limited procedures
performed by the auditor caused the auditor to conclude that a material
weakness exists, the auditor's report should include:
•

The definition of a material weakness, as provided in paragraph 10.

•

A description of any material weaknesses identified in the
company's internal control over financial reporting. This description
should provide the users of the audit report with specific information
about the nature of any material weakness, and its actual and
potential effect on the presentation of the company's financial
statements issued during the existence of the weakness. This
description also should address the requirements in paragraph 194.

181. Example A-3 in Appendix A illustrates the form of report when there is a
limitation on the scope of the audit causing the auditor to issue qualified opinions.
Example A-4 illustrates the form of report when restrictions on the scope of the
audit cause the auditor to disclaim opinions.
182. Opinions Based, in Part, on the Report of Another Auditor. When another
auditor has audited the financial statements and internal control over financial
reporting of one or more subsidiaries, divisions, branches, or components of the
company, the auditor should determine whether he or she may serve as the
principal auditor and use the work and reports of another auditor as a basis, in
part, for his or her opinions. AU sec. 543, Part of Audit Performed by Other
Independent Auditors, provides direction on the auditor's decision of whether to
serve as the principal auditor of the financial statements. If the auditor decides it
is appropriate to serve as the principal auditor of the financial statements, then
that auditor also should be the principal auditor of the company's internal control
over financial reporting. This relationship results from the requirement that an
audit of the financial statements must be performed to audit internal control over
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financial reporting; only the principal auditor of the financial statements can be
the principal auditor of internal control over financial reporting.
In this
circumstance, the principal auditor of the financial statements needs to
participate sufficiently in the audit of internal control over financial reporting to
provide a basis for serving as the principal auditor of internal control over
financial reporting.
183. When serving as the principal auditor of internal control over financial
reporting, the auditor should decide whether to make reference in the report on
internal control over financial reporting to the audit of internal control over
financial reporting performed by the other auditor. In these circumstances, the
auditor's decision is based on factors similar to those of the independent auditor
who uses the work and reports of other independent auditors when reporting on
a company's financial statements as described in AU sec. 543.
184. The decision about whether to make reference to another auditor in the
report on the audit of internal control over financial reporting might differ from the
corresponding decision as it relates to the audit of the financial statements. For
example, the audit report on the financial statements may make reference to the
audit of a significant equity investment performed by another independent
auditor, but the report on internal control over financial reporting might not make
a similar reference because management's evaluation of internal control over
financial reporting ordinarily would not extend to controls at the equity method
investee.23/
185. When the auditor decides to make reference to the report of the other
auditor as a basis, in part, for his or her opinions, the auditor should refer to the
report of the other auditor when describing the scope of the audit and when
expressing the opinions.
186. Subsequent Events. Changes in internal control over financial reporting or
other factors that might significantly affect internal control over financial reporting
might occur subsequent to the date as of which internal control over financial
reporting is being audited but before the date of the auditor's report. The auditor
should inquire of management whether there were any such changes or factors.
As described in paragraph 142, the auditor should obtain written representations
from management relating to such matters. Additionally, to obtain information
about whether changes have occurred that might affect the effectiveness of the
company's internal control over financial reporting and, therefore, the auditor's
report, the auditor should inquire about and examine, for this subsequent period,
the following:

23/

See Appendix B, paragraph B15, for further discussion of the evaluation
of the controls over financial reporting for an equity method investment.
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•

Relevant internal audit reports (or similar functions, such as loan
review in a financial institution) issued during the subsequent
period;

•

Independent auditor reports (if other than the auditor's) of
significant deficiencies or material weaknesses;

•

Regulatory agency reports on the company's internal control over
financial reporting; and

•

Information about the effectiveness of the company's internal
control over financial reporting obtained through other
engagements.

187. The auditor could inquire about and examine other documents for the
subsequent period. Paragraphs .01 through .09 of AU sec. 560, Subsequent
Events, provides direction on subsequent events for a financial statement audit
that also may be helpful to the auditor performing an audit of internal control over
financial reporting.
188. If the auditor obtains knowledge about subsequent events that materially
and adversely affect the effectiveness of the company's internal control over
financial reporting as of the date specified in the assessment, the auditor should
issue an adverse opinion on the effectiveness of internal control over financial
reporting (and issue an adverse opinion on management's assessment of
internal control over financial reporting if management's report does not
appropriately assess the affect of the subsequent event). If the auditor is unable
to determine the effect of the subsequent event on the effectiveness of the
company's internal control over financial reporting, the auditor should disclaim
opinions. As described in paragraph 190, the auditor should disclaim an opinion
on management's disclosures about corrective actions taken by the company
after the date of management's assessment, if any.
189. The auditor may obtain knowledge about subsequent events with respect
to conditions that did not exist at the date specified in the assessment but arose
subsequent to that date. If a subsequent event of this type has a material effect
on the company, the auditor should include in his or her report an explanatory
paragraph describing the event and its effects or directing the reader's attention
to the event and its effects as disclosed in management's report. Management's
consideration of such events to be disclosed in its report should be limited to a
change that has materially affected, or is reasonably likely to materially affect, the
company's internal control over financial reporting.
190. Management's Report Containing Additional Information. Management's
report on internal control over financial reporting may contain information in
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addition to management's assessment of the effectiveness of its internal control
over financial reporting. Such information might include, for example:
•

Disclosures about corrective actions taken by the company after
the date of management's assessment;

•

The company's plans to implement new controls; and

•

A statement that management believes the cost of correcting a
material weakness would exceed the benefits to be derived from
implementing new controls.

191. If management's assessment includes such additional information, the
auditor should disclaim an opinion on the information. For example, the auditor
should use the following language as the last paragraph of the report to disclaim
an opinion on management's cost-benefit statement:
We do not express an opinion or any other form of assurance on
management's statement referring to the costs and related benefits of
implementing new controls.
192. If the auditor believes that management's additional information contains a
material misstatement of fact, he or she should discuss the matter with
management. If the auditor concludes that there is a valid basis for concern, he
or she should propose that management consult with some other party whose
advice might be useful, such as the company's legal counsel. If, after discussing
the matter with management and those management has consulted, the auditor
concludes that a material misstatement of fact remains, the auditor should notify
management and the audit committee, in writing, of the auditor's views
concerning the information. The auditor also should consider consulting the
auditor's legal counsel about further actions to be taken, including the auditor's
responsibility under Section 10A of the Securities Exchange Act of 1934.24/
Note: If management makes the types of disclosures described in
paragraph 190 outside its report on internal control over financial reporting
and includes them elsewhere within its annual report on the company's
financial statements, the auditor would not need to disclaim an opinion, as
described in paragraph 191. However, in that situation, the auditor's
responsibilities are the same as those described in paragraph 192 if the
auditor believes that the additional information contains a material
misstatement of fact.
193. Effect of Auditor's Adverse Opinion on Internal Control Over Financial
Reporting on the Opinion on Financial Statements. In some cases, the auditor's
24/

See Section 10A of the Securities Exchange Act of 1934, 15 U.S.C. 78j-1.
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report on internal control over financial reporting might describe a material
weakness that resulted in an adverse opinion on the effectiveness of internal
control over financial reporting while the audit report on the financial statements
remains unqualified. Consequently, during the audit of the financial statements,
the auditor did not rely on that control. However, he or she performed additional
substantive procedures to determine whether there was a material misstatement
in the account related to the control. If, as a result of these procedures, the
auditor determines that there was not a material misstatement in the account, he
or she would be able to express an unqualified opinion on the financial
statements.
194. When the auditor's opinion on the financial statements is unaffected by the
adverse opinion on the effectiveness of internal control over financial reporting,
the report on internal control over financial reporting (or the combined report, if a
combined report is issued) should include the following or similar language in the
paragraph that describes the material weakness:
This material weakness was considered in determining the nature, timing,
and extent of audit tests applied in our audit of the 20X3 financial
statements, and this report does not affect our report dated [date of report]
on those financial statements. [Revise this wording appropriately for use in
a combined report.]
195. Such disclosure is important to ensure that users of the auditor's report on
the financial statements understand why the auditor issued an unqualified
opinion on those statements.
196. Disclosure is also important when the auditor's opinion on the financial
statements is affected by the adverse opinion on the effectiveness of internal
control over financial reporting. In that circumstance, the report on internal
control over financial reporting (or the combined report, if a combined report is
issued) should include the following or similar language in the paragraph that
describes the material weakness:
This material weakness was considered in determining the nature, timing,
and extent of audit tests applied in our audit of the 20X3 financial
statements.
197. Subsequent Discovery of Information Existing at the Date of the Auditor's
Report on Internal Control Over Financial Reporting. After the issuance of the
report on internal control over financial reporting, the auditor may become aware
of conditions that existed at the report date that might have affected the auditor's
opinions had he or she been aware of them. The auditor's evaluation of such
subsequent information is similar to the auditor's evaluation of information
discovered subsequent to the date of the report on an audit of financial
statements, as described in AU sec. 561, Subsequent Discovery of Facts
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Existing at the Date of the Auditor's Report. That standard requires the auditor to
determine whether the information is reliable and whether the facts existed at the
date of his or her report. If so, the auditor should determine (1) whether the facts
would have changed the report if he or she had been aware of them and (2)
whether there are persons currently relying on or likely to rely on the auditor's
report. For instance, if previously issued financial statements and the auditor's
report have been recalled and reissued to reflect the correction of a
misstatement, the auditor should presume that his or her report on the company's
internal control over financial reporting as of same specified date also should be
recalled and reissued to reflect the material weakness that existed at that date.
Based on these considerations, paragraph .06 of AU sec. 561 provides detailed
requirements for the auditor.
198. Filings Under Federal Securities Statutes. AU sec. 711, Filings Under
Federal Securities Statutes, describes the auditor's responsibilities when an
auditor's report is included in registration statements, proxy statements, or
periodic reports filed under the federal securities statutes. The auditor should
also apply AU sec. 711 with respect to the auditor's report on management's
assessment of the effectiveness of internal control over financial reporting
included in such filings. In addition, the direction in paragraph .10 of AU sec. 711
to inquire of and obtain written representations from officers and other executives
responsible for financial and accounting matters about whether any events have
occurred that have a material effect on the audited financial statements should
be extended to matters that could have a material effect on management's
assessment of internal control over financial reporting.
199. When the auditor has fulfilled these responsibilities and intends to consent
to the inclusion of his or her report on management's assessment of the
effectiveness of internal control over financial reporting in the securities filing, the
auditor's consent should clearly indicate that both the audit report on financial
statements and the audit report on management's assessment of the
effectiveness of internal control over financial reporting (or both opinions if a
combined report is issued) are included in his or her consent.

Auditor's Responsibilities for Evaluating Management's
Certification Disclosures About Internal Control Over Financial
Reporting
Required Management Certifications
200. Section 302 of the Act, and Securities Exchange Act Rule 13a-14(a) or
15d-14(a), whichever applies,25/ requires a company's management, with the
participation of the principal executive and financial officers (the certifying
25/

See 17 C.F.R., 240.13a-14a or 15d-14a, whichever applies.
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officers), to make the following quarterly and annual certifications with respect to
the company's internal control over financial reporting:
•

A statement that the certifying officers are responsible for
establishing and maintaining internal control over financial
reporting;

•

A statement that the certifying officers have designed such internal
control over financial reporting, or caused such internal control over
financial reporting to be designed under their supervision, to
provide reasonable assurance regarding the reliability of financial
reporting and the preparation of financial statements for external
purposes in accordance with generally accepted accounting
principles; and

•

A statement that the report discloses any changes in the company's
internal control over financial reporting that occurred during the
most recent fiscal quarter (the company's fourth fiscal quarter in the
case of an annual report) that have materially affected, or are
reasonably likely to materially affect, the company's internal control
over financial reporting.

201. When the reason for a change in internal control over financial reporting is
the correction of a material weakness, management has a responsibility to
determine and the auditor should evaluate whether the reason for the change
and the circumstances surrounding that change are material information
necessary to make the disclosure about the change not misleading.26/
Auditor Evaluation Responsibilities
202. The auditor's responsibility as it relates to management's quarterly
certifications on internal control over financial reporting is different from the
auditor's responsibility as it relates to management's annual assessment of
internal control over financial reporting. The auditor should perform limited
procedures quarterly to provide a basis for determining whether he or she has
become aware of any material modifications that, in the auditor's judgment,
should be made to the disclosures about changes in internal control over
financial reporting in order for the certifications to be accurate and to comply with
the requirements of Section 302 of the Act.
203. To fulfill this responsibility, the auditor should perform, on a quarterly
basis, the following procedures:

26/

See Securities Exchange Act Rule 12b-20, 17 C.F.R. 240.12b-20.
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•

Inquire of management about significant changes in the design or
operation of internal control over financial reporting as it relates to
the preparation of annual as well as interim financial information
that could have occurred subsequent to the preceding annual audit
or prior review of interim financial information;

•

Evaluate the implications of misstatements identified by the auditor
as part of the auditor's required review of interim financial
information (See AU sec. 722, Interim Financial Information) as it
relates to effective internal control over financial reporting; and

•

Determine, through a combination of observation and inquiry,
whether any change in internal control over financial reporting has
materially affected, or is reasonably likely to materially affect, the
company's internal control over financial reporting.

Note: Foreign private issuers filing Forms 20-F and 40-F are not subject
to quarterly reporting requirements, therefore, the auditor's responsibilities
would extend only to the certifications in the annual report of these
companies.
204. When matters come to auditor's attention that lead him or her to believe
that modification to the disclosures about changes in internal control over
financial reporting is necessary for the certifications to be accurate and to comply
with the requirements of Section 302 of the Act and Securities Exchange Act
Rule 13a-14(a) or 15d-14(a), whichever applies,27/ the auditor should
communicate the matter(s) to the appropriate level of management as soon as
practicable.
205. If, in the auditor's judgment, management does not respond appropriately
to the auditor's communication within a reasonable period of time, the auditor
should inform the audit committee. If, in the auditor's judgment, the audit
committee does not respond appropriately to the auditor's communication within
a reasonable period of time, the auditor should evaluate whether to resign from
the engagement. The auditor should evaluate whether to consult with his or her
attorney when making these evaluations. In these circumstances, the auditor
also has responsibilities under AU sec. 317, Illegal Acts by Clients, and Section
10A of the Securities Exchange Act of 1934.28/ The auditor's responsibilities for
evaluating the disclosures about changes in internal control over financial
reporting do not diminish in any way management's responsibility for ensuring
27/

See 17 C.F.R. 240.13a-14(a) or 17 C.F.R. 240.15d-14(a), whichever

applies.
28/

See 15 U.S.C. 78j-1.
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that its certifications comply with the requirements of Section 302 of the Act and
Securities Exchange Act Rule 13a-14(a) or 15d-14(a), whichever applies.29/
206. If matters come to the auditor's attention as a result of the audit of internal
control over financial reporting that lead him or her to believe that modifications
to the disclosures about changes in internal control over financial reporting
(addressing changes in internal control over financial reporting occurring during
the fourth quarter) are necessary for the annual certifications to be accurate and
to comply with the requirements of Section 302 of the Act and Securities
Exchange Act Rule 13a-14(a) or 15d-14(a), whichever applies,30/ the auditor
should follow the same communication responsibilities as described in
paragraphs 204 and 205. However, if management and the audit committee do
not respond appropriately, in addition to the responsibilities described in the
preceding two paragraphs, the auditor should modify his or her report on the
audit of internal control over financial reporting to include an explanatory
paragraph describing the reasons the auditor believes management's disclosures
should be modified.

Required Communications in An Audit of Internal Control
Over Financial Reporting
207. The auditor must communicate in writing to management and the audit
committee all significant deficiencies and material weaknesses identified during
the audit. The written communication should be made prior to the issuance of
the auditor's report on internal control over financial reporting. The auditor's
communication should distinguish clearly between those matters considered to
be significant deficiencies and those considered to be material weaknesses, as
defined in paragraphs 9 and 10, respectively.
208. If a significant deficiency or material weakness exists because the
oversight of the company's external financial reporting and internal control over
financial reporting by the company's audit committee is ineffective, the auditor
must communicate that specific significant deficiency or material weakness in
writing to the board of directors.
209. In addition, the auditor should communicate to management, in writing, all
deficiencies in internal control over financial reporting (that is, those deficiencies
in internal control over financial reporting that are of a lesser magnitude than
significant deficiencies) identified during the audit and inform the audit committee
when such a communication has been made. When making this communication,
29/

See 17 C.F.R. 240.13a-14(a) or 17 C.F.R. 240.15d-14(a), whichever

applies.
30/

applies.

See 17 C.F.R. 240.13a-14(a) or 17 C.F.R. 240.15d-14(a), whichever
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it is not necessary for the auditor to repeat information about such deficiencies
that have been included in previously issued written communications, whether
those communications were made by the auditor, internal auditors, or others
within the organization. Furthermore, the auditor is not required to perform
procedures sufficient to identify all control deficiencies; rather, the auditor should
communicate deficiencies in internal control over financial reporting of which he
or she is aware.
Note: As part of his or her evaluation of the effectiveness of internal
control over financial reporting, the auditor should determine whether
control deficiencies identified by internal auditors and others within the
company, for example, through ongoing monitoring activities and the
annual assessment of internal control over financial reporting, are reported
to appropriate levels of management in a timely manner. The lack of an
internal process to report deficiencies in internal control to management
on a timely basis represents a control deficiency that the auditor should
evaluate as to severity.
210. These written communications should state that the communication is
intended solely for the information and use of the board of directors, audit
committee, management, and others within the organization. When there are
requirements established by governmental authorities to furnish such reports,
specific reference to such regulatory agencies may be made.
211. These written communications also should include the definitions of
control deficiencies, significant deficiencies, and material weaknesses and
should clearly distinguish to which category the deficiencies being communicated
relate.
212. Because of the potential for misinterpretation of the limited degree of
assurance associated with the auditor issuing a written report representing that
no significant deficiencies were noted during an audit of internal control over
financial reporting, the auditor should not issue such representations.
213. When auditing internal control over financial reporting, the auditor may
become aware of fraud or possible illegal acts. If the matter involves fraud, it
must be brought to the attention of the appropriate level of management. If the
fraud involves senior management, the auditor must communicate the matter
directly to the audit committee as described in AU sec. 316, Consideration of
Fraud in a Financial Statement Audit. If the matter involves possible illegal acts,
the auditor must assure himself or herself that the audit committee is adequately
informed, unless the matter is clearly inconsequential, in accordance with AU
sec. 317, Illegal Acts by Clients. The auditor also must determine his or her
responsibilities under Section 10A of the Securities Exchange Act of 1934.31/
31/

See 15 U.S.C. 78j-1.
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214. When timely communication is important, the auditor should communicate
the preceding matters during the course of the audit rather than at the end of the
engagement. The decision about whether to issue an interim communication
should be determined based on the relative significance of the matters noted and
the urgency of corrective follow-up action required.

Effective Date
215. Companies considered accelerated filers under Securities Exchange Act
Rule 12b-232/ are required to comply with the internal control reporting and
disclosure requirements of Section 404 of the Act for fiscal years ending on or
after November 15, 2004. (Other companies have until fiscal years ending on or
after July 15, 2005, to comply with these internal control reporting and disclosure
requirements.) Accordingly, independent auditors engaged to audit the financial
statements of accelerated filers for fiscal years ending on or after November 15,
2004, also are required to audit and report on the company's internal control over
financial reporting as of the end of such fiscal year. This standard is required to
be complied with for such engagements, except as it relates to the auditor's
responsibilities for evaluating management's certification disclosures about
internal control over financial reporting. The auditor's responsibilities for
evaluating management's certification disclosures about internal control over
financial reporting described in paragraphs 202 through 206 take effect beginning
with the first quarter after the auditor's first audit report on the company's internal
control over financial reporting.
216.

Early compliance with this standard is permitted.

APPENDIX A
Illustrative Reports on Internal Control Over Financial
Reporting
A1.
Paragraphs 167 through 199 of this standard provide direction on the
auditor's report on management's assessment of internal control over financial
reporting. The following examples illustrate how to apply that direction in several
different situations.

32/

See 17 C.F.R. 240.12b-2.
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Example A-1
ILLUSTRATIVE REPORT EXPRESSING AN UNQUALIFIED OPINION ON
MANAGEMENT'S ASSESSMENT OF THE EFFECTIVENESS OF INTERNAL
CONTROL OVER FINANCIAL REPORTING AND AN UNQUALIFIED OPINION
ON THE EFFECTIVENESS OF INTERNAL CONTROL OVER FINANCIAL
REPORTING (SEPARATE REPORT)33/

Report of Independent Registered Public Accounting Firm
[Introductory paragraph]
We have audited management's assessment, included in the accompanying [title
of management's report], that W Company maintained effective internal control
over financial reporting as of December 31, 20X3, based on [Identify control
criteria, for example, "criteria established in Internal Control—Integrated
Framework issued by the Committee of Sponsoring Organizations of the
Treadway Commission (COSO)."]. W Company's management is responsible for
maintaining effective internal control over financial reporting and for its
assessment of the effectiveness of internal control over financial reporting. Our
responsibility is to express an opinion on management's assessment and an
opinion on the effectiveness of the company's internal control over financial
reporting based on our audit.
[Scope paragraph]
We conducted our audit in accordance with the standards of the Public Company
Accounting Oversight Board (United States). Those standards require that we
plan and perform the audit to obtain reasonable assurance about whether
effective internal control over financial reporting was maintained in all material
respects. Our audit included obtaining an understanding of internal control over
financial reporting, evaluating management's assessment, testing and evaluating
the design and operating effectiveness of internal control, and performing such
other procedures as we considered necessary in the circumstances. We believe
that our audit provides a reasonable basis for our opinion.
[Definition paragraph]
A company's internal control over financial reporting is a process designed to
provide reasonable assurance regarding the reliability of financial reporting and
33/

If the auditor issues separate reports on the audit of internal control over
financial reporting and the audit of the financial statements, both reports should include a
statement that the audit was conducted in accordance with standards of the Public
Company Accounting Oversight Board (United States).
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the preparation of financial statements for external purposes in accordance with
generally accepted accounting principles. A company's internal control over
financial reporting includes those policies and procedures that (1) pertain to the
maintenance of records that, in reasonable detail, accurately and fairly reflect the
transactions and dispositions of the assets of the company; (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 company are
being made only in accordance with authorizations of management and directors
of the company; and (3) provide reasonable assurance regarding prevention or
timely detection of unauthorized acquisition, use, or disposition of the company's
assets that could have a material effect on the financial statements.
[Inherent limitations paragraph]
Because of its inherent limitations, internal control over financial reporting may
not prevent or detect misstatements. Also, projections of any evaluation of
effectiveness to future periods are subject to the risk that controls may become
inadequate because of changes in conditions, or that the degree of compliance
with the policies or procedures may deteriorate.
[Opinion paragraph]
In our opinion, management's assessment that W Company maintained effective
internal control over financial reporting as of December 31, 20X3, is fairly stated,
in all material respects, based on [Identify control criteria, for example, "criteria
established in Internal Control—Integrated Framework issued by the Committee
of Sponsoring Organizations of the Treadway Commission (COSO)."]. Also in
our opinion, W Company maintained, in all material respects, effective internal
control over financial reporting as of December 31, 20X3, based on [Identify
control criteria, for example, "criteria established in Internal Control—Integrated
Framework issued by the Committee of Sponsoring Organizations of the
Treadway Commission (COSO)."].
[Explanatory paragraph]
We have also audited, in accordance with the standards of the Public Company
Accounting Oversight Board (United States), the [identify financial statements] of
W Company and our report dated [date of report, which should be the same as
the date of the report on the effectiveness of internal control over financial
reporting] expressed [include nature of opinion].
[Signature]
[City and State or Country]
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[Date]

Example A-2
ILLUSTRATIVE REPORT EXPRESSING AN UNQUALIFIED OPINION ON
MANAGEMENT'S ASSESSMENT OF THE EFFECTIVENESS OF INTERNAL
CONTROL OVER FINANCIAL REPORTING AND AN ADVERSE OPINION ON
THE EFFECTIVENESS OF INTERNAL CONTROL OVER FINANCIAL
REPORTING BECAUSE OF THE EXISTENCE OF A MATERIAL WEAKNESS
Report of Independent Registered Public Accounting Firm
[Introductory paragraph]
We have audited management's assessment, included in the accompanying [title
of management's report], that W Company did not maintain effective internal
control over financial reporting as of December 31, 20X3, because of the effect of
[material weakness identified in management's assessment], based on [Identify
criteria, for example, "criteria established in Internal Control—Integrated
Framework issued by the Committee of Sponsoring Organizations of the
Treadway Commission (COSO)."]. W Company's management is responsible for
maintaining effective internal control over financial reporting and for its
assessment of the effectiveness of internal control over financial reporting. Our
responsibility is to express an opinion on management's assessment and an
opinion on the effectiveness of the company's internal control over financial
reporting based on our audit.
[Scope paragraph]
We conducted our audit in accordance with the standards of the Public Company
Accounting Oversight Board (United States). Those standards require that we
plan and perform the audit to obtain reasonable assurance about whether
effective internal control over financial reporting was maintained in all material
respects. Our audit included obtaining an understanding of internal control over
financial reporting, evaluating management's assessment, testing and evaluating
the design and operating effectiveness of internal control, and performing such
other procedures as we considered necessary in the circumstances. We believe
that our audit provides a reasonable basis for our opinion.
[Definition paragraph]
A company's internal control over financial reporting is a process designed to
provide reasonable assurance regarding the reliability of financial reporting and
the preparation of financial statements for external purposes in accordance with
generally accepted accounting principles. A company's internal control over
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financial reporting includes those policies and procedures that (1) pertain to the
maintenance of records that, in reasonable detail, accurately and fairly reflect the
transactions and dispositions of the assets of the company; (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 company are
being made only in accordance with authorizations of management and directors
of the company; and (3) provide reasonable assurance regarding prevention or
timely detection of unauthorized acquisition, use, or disposition of the company's
assets that could have a material effect on the financial statements.
[Inherent limitations paragraph]
Because of its inherent limitations, internal control over financial reporting may
not prevent or detect misstatements. Also, projections of any evaluation of
effectiveness to future periods are subject to the risk that controls may become
inadequate because of changes in conditions, or that the degree of compliance
with the policies or procedures may deteriorate.
[Explanatory paragraph]
A material weakness is a control deficiency, or combination of control
deficiencies, that results in more than a remote likelihood that a material
misstatement of the annual or interim financial statements will not be prevented
or detected. The following material weakness has been identified and included in
management's assessment. [Include a description of the material weakness and
its effect on the achievement of the objectives of the control criteria.] This
material weakness was considered in determining the nature, timing, and extent
of audit tests applied in our audit of the 20X3 financial statements, and this report
does not affect our report dated [date of report, which should be the same as the
date of this report on internal control] on those financial statements.34/
[Opinion paragraph]
In our opinion, management's assessment that W Company did not maintain
effective internal control over financial reporting as of December 31, 20X3, is
fairly stated, in all material respects, based on [Identify control criteria, for
example, "criteria established in Internal Control—Integrated Framework issued
by the Committee of Sponsoring Organizations of the Treadway Commission
(COSO)."]. Also, in our opinion, because of the effect of the material weakness
described above on the achievement of the objectives of the control criteria, W
Company has not maintained effective internal control over financial reporting as
34/

Modify this sentence when the auditor's opinion on the financial
statements is affected by the adverse opinion on the effectiveness of internal control over
financial reporting, as described in paragraph 196.
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of December 31, 20X3, based on [Identify control criteria, for example, "criteria
established in Internal Control—Integrated Framework issued by the Committee
of Sponsoring Organizations of the Treadway Commission (COSO)."].

[Signature]
[City and State or Country]
[Date]
Example A-3
ILLUSTRATIVE REPORT EXPRESSING A QUALIFIED OPINION ON
MANAGEMENT'S ASSESSMENT OF THE EFFECTIVENESS OF INTERNAL
CONTROL OVER FINANCIAL REPORTING AND A QUALIFIED OPINION ON
THE EFFECTIVENESS OF INTERNAL CONTROL OVER FINANCIAL
REPORTING BECAUSE OF A LIMITATION ON THE SCOPE OF THE AUDIT
Report of Independent Registered Public Accounting Firm
[Introductory paragraph]
We have audited management's assessment, included in the accompanying [title
of management's report], that W Company maintained effective internal control
over financial reporting as of December 31, 20X3, based on [Identify control
criteria, for example, "criteria established in Internal Control—Integrated
Framework issued by the Committee of Sponsoring Organizations of the
Treadway Commission (COSO)."]. W Company's management is responsible for
maintaining effective internal control over financial reporting and for its
assessment of the effectiveness of internal control over financial reporting. Our
responsibility is to express an opinion on management's assessment and an
opinion on the effectiveness of the company's internal control over financial
reporting based on our audit.
[Scope paragraph]
Except as described below, we conducted our audit in accordance the standards
of the Public Company Accounting Oversight Board (United States). Those
standards require that we plan and perform the audit to obtain reasonable
assurance about whether effective internal control over financial reporting was
maintained in all material respects.
Our audit included obtaining an
understanding of internal control over financial reporting, evaluating
management's assessment, testing and evaluating the design and operating
effectiveness of internal control, and performing such other procedures as we
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considered necessary in the circumstances. We believe that our audit provides a
reasonable basis for our opinion.

[Explanatory paragraph that describes scope limitation]
A material weakness is a control deficiency, or combination of control
deficiencies, that results in more than a remote likelihood that a material
misstatement of the annual or interim financial statements will not be prevented
or detected. The following material weakness has been identified and included in
management's assessment.35/ Prior to December 20, 20X3, W Company had an
inadequate system for recording cash receipts, which could have prevented the
Company from recording cash receipts on accounts receivable completely and
properly. Therefore, cash received could have been diverted for unauthorized
use, lost, or otherwise not properly recorded to accounts receivable. We believe
this condition was a material weakness in the design or operation of the internal
control of W Company in effect prior to December 20, 20X3. Although the
Company implemented a new cash receipts system on December 20, 20X3, the
system has not been in operation for a sufficient period of time to enable us to
obtain sufficient evidence about its operating effectiveness.
[Definition paragraph]
A company's internal control over financial reporting is a process designed to
provide reasonable assurance regarding the reliability of financial reporting and
the preparation of financial statements for external purposes in accordance with
generally accepted accounting principles. A company's internal control over
financial reporting includes those policies and procedures that (1) pertain to the
maintenance of records that, in reasonable detail, accurately and fairly reflect the
transactions and dispositions of the assets of the company; (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 company are
being made only in accordance with authorizations of management and directors
of the company; and (3) provide reasonable assurance regarding prevention or
timely detection of unauthorized acquisition, use, or disposition of the company's
assets that could have a material effect on the financial statements.

35/

If the auditor has identified a material weakness that is not included in
management's assessment, add the following wording to the report: "In addition, we have
identified the following material weakness that has not been identified as a material
weakness in management's assessment."
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[Inherent limitations paragraph]
Because of its inherent limitations, internal control over financial reporting may
not prevent or detect misstatements. Also, projections of any evaluation of
effectiveness to future periods are subject to the risk that controls may become
inadequate because of changes in conditions, or that the degree of compliance
with the policies or procedures may deteriorate.
[Opinion paragraph]
In our opinion, except for the effect of matters we might have discovered had we
been able to examine evidence about the effectiveness of the new cash receipts
system, management's assessment that W Company maintained effective
internal control over financial reporting as of December 31, 20X3, is fairly stated,
in all material respects, based on [Identify control criteria, for example, "criteria
established in Internal Control—Integrated Framework issued by the Committee
of Sponsoring Organizations of the Treadway Commission (COSO)."]. Also, in
our opinion, except for the effect of matters we might have discovered had we
been able to examine evidence about the effectiveness of the new cash receipts
system, W Company maintained, in all material respects, effective internal
control over financial reporting as of December 31, 20X3, based on [Identify
control criteria, for example, "criteria established in Internal Control—Integrated
Framework issued by the Committee of Sponsoring Organizations of the
Treadway Commission (COSO)."].
[Explanatory paragraph]
We have also audited, in accordance with the standards of the Public Company
Accounting Oversight Board (United States), the [identify financial statements] of
W Company and our report dated [date of report, which should be the same as
the date of the report on the effectiveness of internal control over financial
reporting] expressed [include nature of opinion].
[Signature]
[City and State or Country]
[Date]

Example A-4
ILLUSTRATIVE REPORT DISCLAIMING AN OPINION ON MANAGEMENT'S
ASSESSMENT OF THE EFFECTIVENESS OF INTERNAL CONTROL OVER
FINANCIAL REPORTING AND DISCLAIMING AN OPINION ON THE
EFFECTIVENESS OF INTERNAL CONTROL OVER FINANCIAL REPORTING
BECAUSE OF A LIMITATION ON THE SCOPE OF THE AUDIT
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Report of Independent Registered Public Accounting Firm
[Introductory paragraph]
We were engaged to audit management's assessment included in the
accompanying [title of management's report] that W Company maintained
effective internal control over financial reporting as of December 31, 20X3 based
on [Identify control criteria, for example, "criteria established in Internal Control—
Integrated Framework issued by the Committee of Sponsoring Organizations of
the Treadway Commission (COSO)."].
W Company's management is
responsible for maintaining effective internal control over financial reporting and
for its assessment of the effectiveness of internal control over financial reporting.
[Omit scope paragraph]
[Explanatory paragraph that describes scope limitation]36/
[Definition paragraph]
A company's internal control over financial reporting is a process designed to
provide reasonable assurance regarding the reliability of financial reporting and
the preparation of financial statements for external purposes in accordance with
generally accepted accounting principles. A company's internal control over
financial reporting includes those policies and procedures that (1) pertain to the
maintenance of records that, in reasonable detail, accurately and fairly reflect the
transactions and dispositions of the assets of the company; (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 company are
being made only in accordance with authorizations of management and directors
of the company; and (3) provide reasonable assurance regarding prevention or
timely detection of unauthorized acquisition, use, or disposition of the company's
assets that could have a material effect on the financial statements.
[Inherent limitations paragraph]
Because of its inherent limitations, internal control over financial reporting may
not prevent or detect misstatements. Also, projections of any evaluation of
effectiveness to future periods are subject to the risk that controls may become
36/

If, through the limited procedures performed, the auditor concludes that a
material weakness exists, the auditor should add the definition of material weakness (as
provided in paragraph 10) to the explanatory paragraph. In addition, the auditor should
include a description of the material weakness and its effect on the achievement of the
objectives of the control criteria.
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inadequate because of changes in conditions, or that the degree of compliance
with the policies or procedures may deteriorate.
[Opinion paragraph]
Since management [describe scope restrictions] and we were unable to apply
other procedures to satisfy ourselves as to the effectiveness of the company's
internal control over financial reporting, the scope of our work was not sufficient
to enable us to express, and we do not express, an opinion either on
management's assessment or on the effectiveness of the company's internal
control over financial reporting.
[Explanatory paragraph]
We have also audited, in accordance with the standards of the Public Company
Accounting Oversight Board (United States), the [identify financial statements] of
W Company and our report dated [date of report, which should be the same as
the date of the report on the effectiveness of internal control over financial
reporting] expressed [include nature of opinion].
[Signature]
[City and State or Country]
[Date]
Example A-5
ILLUSTRATIVE REPORT EXPRESSING AN UNQUALIFIED OPINION ON
MANAGEMENT'S ASSESSMENT OF THE EFFECTIVENESS OF INTERNAL
CONTROL OVER FINANCIAL REPORTING THAT REFERS TO THE REPORT
OF OTHER AUDITORS AS A BASIS, IN PART, FOR THE AUDITOR'S
OPINION AND AN UNQUALIFIED OPINION ON THE EFFECTIVENESS OF
INTERNAL CONTROL OVER FINANCIAL REPORTING

Report of Independent Registered Public Accounting Firm
[Introductory paragraph]
We have audited management's assessment, included in the accompanying [title
of management's report], that W Company maintained effective internal control
over financial reporting as of December 31, 20X3, based on [Identify control
criteria, for example, "criteria established in Internal Control—Integrated
Framework issued by the Committee of Sponsoring Organizations of the
Treadway Commission (COSO)."]. W Company's management is responsible for
maintaining effective internal control over financial reporting and for its
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assessment of the effectiveness of internal control over financial reporting. Our
responsibility is to express an opinion on management's assessment and an
opinion on the effectiveness of the company's internal control over financial
reporting based on our audit. We did not examine the effectiveness of internal
control over financial reporting of B Company, a wholly owned subsidiary, whose
financial statements reflect total assets and revenues constituting 20 and 30
percent, respectively, of the related consolidated financial statement amounts as
of and for the year ended December 31, 20X3. The effectiveness of B
Company's internal control over financial reporting was audited by other auditors
whose report has been furnished to us, and our opinion, insofar as it relates to
the effectiveness of B Company's internal control over financial reporting, is
based solely on the report of the other auditors.
[Scope paragraph]
We conducted our audit in accordance with the standards of the Public Company
Accounting Oversight Board (United States). Those standards require that we
plan and perform the audit to obtain reasonable assurance about whether
effective internal control over financial reporting was maintained in all material
respects. Our audit included obtaining an understanding of internal control over
financial reporting, evaluating management's assessment, testing and evaluating
the design and operating effectiveness of internal control, and performing such
other procedures as we considered necessary in the circumstances. We believe
that our audit and the report of the other auditors provide a reasonable basis for
our opinion.
[Definition paragraph]
A company's internal control over financial reporting is a process designed to
provide reasonable assurance regarding the reliability of financial reporting and
the preparation of financial statements for external purposes in accordance with
generally accepted accounting principles. A company's internal control over
financial reporting includes those policies and procedures that (1) pertain to the
maintenance of records that, in reasonable detail, accurately and fairly reflect the
transactions and dispositions of the assets of the company; (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 company are
being made only in accordance with authorizations of management and directors
of the company; and (3) provide reasonable assurance regarding prevention or
timely detection of unauthorized acquisition, use, or disposition of the company's
assets that could have a material effect on the financial statements.
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[Inherent limitations paragraph]
Because of its inherent limitations, internal control over financial reporting may
not prevent or detect misstatements. Also, projections of any evaluation of
effectiveness to future periods are subject to the risk that controls may become
inadequate because of changes in conditions, or that the degree of compliance
with the policies or procedures may deteriorate.
[Opinion paragraph]
In our opinion, based on our audit and the report of the other auditors,
management's assessment that W Company maintained effective internal control
over financial reporting as of December 31, 20X3, is fairly stated, in all material
respects, based on [Identify control criteria, for example, "criteria established in
Internal Control—Integrated Framework issued by the Committee of Sponsoring
Organizations of the Treadway Commission (COSO)."]. Also, in our opinion,
based on our audit and the report of the other auditors, W Company maintained,
in all material respects, effective internal control over financial reporting as of
December 31, 20X3, based on [Identify control criteria, for example, "criteria
established in Internal Control—Integrated Framework issued by the Committee
of Sponsoring Organizations of the Treadway Commission (COSO)."].
[Explanatory paragraph]
We have also audited, in accordance with the standards of the Public Company
Accounting Oversight Board (United States), the [identify financial statements] of
W Company and our report dated [date of report, which should be the same as
the date of the report on the effectiveness of internal control over financial
reporting] expressed [include nature of opinion].
[Signature]
[City and State or Country]
[Date]

Example A-6
ILLUSTRATIVE REPORT EXPRESSING AN ADVERSE OPINION ON
MANAGEMENT'S ASSESSMENT OF THE EFFECTIVENESS OF INTERNAL
CONTROL OVER FINANCIAL REPORTING AND AN ADVERSE OPINION ON
THE EFFECTIVENESS OF INTERNAL CONTROL OVER FINANCIAL
REPORTING BECAUSE OF THE EXISTENCE OF A MATERIAL WEAKNESS
Report of Independent Registered Public Accounting Firm
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[Introductory paragraph]
We have audited management's assessment, included in the accompanying [title
of management's report], that W Company maintained effective internal control
over financial reporting as of December 31, 20X3, based on [Identify control
criteria, for example, "criteria established in Internal Control—Integrated
Framework issued by the Committee of Sponsoring Organizations of the
Treadway Commission (COSO)."]. W Company's management is responsible for
maintaining effective internal control over financial reporting and for its
assessment of the effectiveness of internal control over financial reporting. Our
responsibility is to express an opinion on management's assessment and an
opinion on the effectiveness of the company's internal control over financial
reporting based on our audit.
[Scope paragraph]
We conducted our audit in accordance with the standards of the Public Company
Accounting Oversight Board (United States). Those standards require that we
plan and perform the audit to obtain reasonable assurance about whether
effective internal control over financial reporting was maintained in all material
respects. Our audit included obtaining an understanding of internal control over
financial reporting, evaluating management's assessment, testing and evaluating
the design and operating effectiveness of internal control, and performing such
other procedures as we considered necessary in the circumstances. We believe
that our audit provides a reasonable basis for our opinion.
[Definition paragraph]
A company's internal control over financial reporting is a process designed to
provide reasonable assurance regarding the reliability of financial reporting and
the preparation of financial statements for external purposes in accordance with
generally accepted accounting principles. A company's internal control over
financial reporting includes those policies and procedures that (1) pertain to the
maintenance of records that, in reasonable detail, accurately and fairly reflect the
transactions and dispositions of the assets of the company; (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 company are
being made only in accordance with authorizations of management and directors
of the company; and (3) provide reasonable assurance regarding prevention or
timely detection of unauthorized acquisition, use, or disposition of the company's
assets that could have a material effect on the financial statements.
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[Inherent limitations paragraph]
Because of its inherent limitations, internal control over financial reporting may
not prevent or detect misstatements. Also, projections of any evaluation of
effectiveness to future periods are subject to the risk that controls may become
inadequate because of changes in conditions, or that the degree of compliance
with the policies or procedures may deteriorate.
[Explanatory paragraph]
A material weakness is a control deficiency, or combination of control
deficiencies, that results in more than a remote likelihood that a material
misstatement of the annual or interim financial statements will not be prevented
or detected. We have identified the following material weakness that has not
been identified as a material weakness in management's assessment [Include a
description of the material weakness and its effect on the achievement of the
objectives of the control criteria.] This material weakness was considered in
determining the nature, timing, and extent of audit tests applied in our audit of the
20X3 financial statements, and this report does not affect our report dated [date
of report, which should be the same as the date of this report on internal control]
on those financial statements.37/
[Opinion paragraph]
In our opinion, because of the effect of the material weakness described above
on the achievement of the objectives of the control criteria, management's
assessment that W Company maintained effective internal control over financial
reporting as of December 31, 20X3, is not fairly stated, in all material respects,
based on [Identify control criteria, for example, "criteria established in Internal
Control—Integrated Framework issued by the Committee of Sponsoring
Organizations of the Treadway Commission (COSO)."]. Also, in our opinion,
because of the effect of the material weakness described above on the
achievement of the objectives of the control criteria, W Company has not
maintained effective internal control over financial reporting as of December 31,
20X3, based on [Identify control criteria, for example, "criteria established in
Internal Control—Integrated Framework issued by the Committee of Sponsoring
Organizations of the Treadway Commission (COSO)."].
[Signature]
[City and State or Country]

37/

Modify this sentence when the auditor's opinion on the financial
statements is affected by the adverse opinion on the effectiveness of internal control over
financial reporting.
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[Date]

Example A-7

ILLUSTRATIVE COMBINED REPORT EXPRESSING AN UNQUALIFIED
OPINION ON FINANCIAL STATEMENTS, AN UNQUALIFIED OPINION ON
MANAGEMENT'S ASSESSMENT OF THE EFFECTIVENESS OF INTERNAL
CONTROL OVER FINANCIAL REPORTING AND AN UNQUALIFIED OPINION
ON THE EFFECTIVENESS OF INTERNAL CONTROL OVER FINANCIAL
REPORTING

Report of Independent Registered Public Accounting Firm
[Introductory paragraph]
We have audited the accompanying balance sheets of W Company as of
December 31, 20X3 and 20X2, and the related statements of income,
stockholders' equity and comprehensive income, and cash flows for each of the
years in the three-year period ended December 31, 20X3. We also have audited
management's assessment, included in the accompanying [title of management's
report], that W Company maintained effective internal control over financial
reporting as of December 31, 20X3, based on [Identify control criteria, for
example, "criteria established in Internal Control—Integrated Framework issued
by the Committee of Sponsoring Organizations of the Treadway Commission
(COSO)."]. W Company's management is responsible for these financial
statements, for maintaining effective internal control over financial reporting, and
for its assessment of the effectiveness of internal control over financial reporting.
Our responsibility is to express an opinion on these financial statements, an
opinion on management's assessment, and an opinion on the effectiveness of
the company's internal control over financial reporting based on our audits.
[Scope paragraph]
We conducted our audits in accordance with the standards of the Public
Company Accounting Oversight Board (United States). Those standards require
that we plan and perform the audits to obtain reasonable assurance about
whether the financial statements are free of material misstatement and whether
effective internal control over financial reporting was maintained in all material
respects. Our audit of financial statements included examining, on a test basis,
evidence supporting the amounts and disclosures in the financial statements,
assessing the accounting principles used and significant estimates made by
management, and evaluating the overall financial statement presentation. Our
audit of internal control over financial reporting included obtaining an
understanding of internal control over financial reporting, evaluating
management's assessment, testing and evaluating the design and operating
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effectiveness of internal control, and performing such other procedures as we
considered necessary in the circumstances. We believe that our audits provide a
reasonable basis for our opinions.
[Definition paragraph]
A company's internal control over financial reporting is a process designed to
provide reasonable assurance regarding the reliability of financial reporting and
the preparation of financial statements for external purposes in accordance with
generally accepted accounting principles. A company's internal control over
financial reporting includes those policies and procedures that (1) pertain to the
maintenance of records that, in reasonable detail, accurately and fairly reflect the
transactions and dispositions of the assets of the company; (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 company are
being made only in accordance with authorizations of management and directors
of the company; and (3) provide reasonable assurance regarding prevention or
timely detection of unauthorized acquisition, use, or disposition of the company's
assets that could have a material effect on the financial statements.
[Inherent limitations paragraph]
Because of its inherent limitations, internal control over financial reporting may
not prevent or detect misstatements. Also, projections of any evaluation of
effectiveness to future periods are subject to the risk that controls may become
inadequate because of changes in conditions, or that the degree of compliance
with the policies or procedures may deteriorate.
[Opinion paragraph]
In our opinion, the financial statements referred to above present fairly, in all
material respects, the financial position of W Company as of December 31, 20X3
and 20X2, and the results of its operations and its cash flows for each of the
years in the three-year period ended December 31, 20X3 in conformity with
accounting principles generally accepted in the United States of America. Also in
our opinion, management's assessment that W Company maintained effective
internal control over financial reporting as of December 31, 20X3, is fairly stated,
in all material respects, based on [Identify control criteria, for example, "criteria
established in Internal Control—Integrated Framework issued by the Committee
of Sponsoring Organizations of the Treadway Commission (COSO)."].
Furthermore, in our opinion, W Company maintained, in all material respects,
effective internal control over financial reporting as of December 31, 20X3, based
on [Identify control criteria, for example, "criteria established in Internal Control—
Integrated Framework issued by the Committee of Sponsoring Organizations of
the Treadway Commission (COSO)."].
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[Signature]
[City and State or Country]
[Date]

APPENDIX B
Additional Performance Requirements and Directions;
Extent-of-Testing Examples
Tests to be Performed When a Company Has Multiple
Locations or Business Units
B1. To determine the locations or business units for performing audit
procedures, the auditor should evaluate their relative financial significance and
the risk of material misstatement arising from them. In making this evaluation,
the auditor should identify the locations or business units that are individually
important, evaluate their documentation of controls, and test controls over
significant accounts and disclosures. For locations or business units that contain
specific risks that, by themselves, could create a material misstatement, the
auditor should evaluate their documentation of controls and test controls over the
specific risks.
B2.
The auditor should determine the other locations or business units that,
when aggregated, represent a group with a level of financial significance that
could create a material misstatement in the financial statements. For that group,
the auditor should determine whether there are company-level controls in place.
If so, the auditor should evaluate the documentation and test such company-level
controls. If not, the auditor should perform tests of controls at some of the
locations or business units.
B3. No further work is necessary on the remaining locations or businesses,
provided that they are not able to create, either individually or in the aggregate, a
material misstatement in the financial statements.
Locations or Business Units That Are Financially Significant
B4.
Because of the importance of financially significant locations or business
units, the auditor should evaluate management's documentation of and perform
tests of controls over all relevant assertions related to significant accounts and
disclosures at each financially significant location or business unit, as discussed
in paragraphs 83 through 105. Generally, a relatively small number of locations
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or business units will encompass a large portion of a company's operations and
financial position, making them financially significant.
B5. In determining the nature, timing, and extent of testing at the individual
locations or business units, the auditor should evaluate each entity's involvement,
if any, with a central processing or shared service environment.
Locations or Business Units That Involve Specific Risks
B6.
Although a location or business unit might not be individually financially
significant, it might present specific risks that, by themselves, could create a
material misstatement in the company's financial statements. The auditor should
test the controls over the specific risks that could create a material misstatement
in the company's financial statements. The auditor need not test controls over all
relevant assertions related to all significant accounts at these locations or
business units. For example, a business unit responsible for foreign exchange
trading could expose the company to the risk of material misstatement, even
though the relative financial significance of such transactions is low.
Locations or Business Units That Are Significant Only When Aggregated
with Other Locations and Business Units
B7.
In determining the nature, timing, and extent of testing, the auditor should
determine whether management has documented and placed in operation
company-level controls (See paragraph 53) over individually unimportant
locations and business units that, when aggregated with other locations or
business units, might have a high level of financial significance. A high level of
financial significance could create a greater than remote risk of material
misstatement of the financial statements.
B8.
For the purposes of this evaluation, company-level controls are controls
management has in place to provide assurance that appropriate controls exist
throughout the organization, including at individual locations or business units.
B9.
The auditor should perform tests of company-level controls to determine
whether such controls are operating effectively. The auditor might conclude that
he or she cannot evaluate the operating effectiveness of such controls without
visiting some or all of the locations or business units.
B10. If management does not have company-level controls operating at these
locations and business units, the auditor should determine the nature, timing, and
extent of procedures to be performed at each location, business unit, or
combination of locations and business units. When determining the locations or
business units to visit and the controls to test, the auditor should evaluate the
following factors:
•

The relative financial significance of each location or business unit.
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•

The risk of material misstatement arising from each location or business
unit.

•

The similarity of business operations and internal control over financial
reporting at the various locations or business units.

•

The degree of centralization of processes and financial reporting
applications.

•

The effectiveness of the control environment, particularly management's
direct control over the exercise of authority delegated to others and its
ability to effectively supervise activities at the various locations or business
units. An ineffective control environment over the locations or business
units might constitute a material weakness.

•

The nature and amount of transactions executed and related assets at the
various locations or business units.

•

The potential for material unrecognized obligations to exist at a location or
business unit and the degree to which the location or business unit could
create an obligation on the part of the company.

•

Management's risk assessment process and analysis for excluding a
location or business unit from its assessment of internal control over
financial reporting.

B11. Testing company-level controls is not a substitute for the auditor's testing
of controls over a large portion of the company's operations or financial position.
If the auditor cannot test a large portion of the company's operations and
financial position by selecting a relatively small number of locations or business
units, he or she should expand the number of locations or business units
selected to evaluate internal control over financial reporting.
Note: The evaluation of whether controls over a large portion of the
company's operations or financial position have been tested should be
made at the overall level, not at the individual significant account level.
Locations and Business Units That Do Not Require Testing
B12. No testing is required for locations or business units that individually, and
when aggregated with others, could not result in a material misstatement to the
financial statements.
Multi-Location Testing Considerations Flowchart
B13. Illustration B-1 depicts how to apply the directions in this section to a
hypothetical company with 150 locations or business units, along with the
auditor's testing considerations for those locations or business units.
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Illustration B-1

Multi-location Testing Considerations
150*
Is location or business unit
individually important?
135

15

Evaluate documentation and test
controls over relevant assertions
for significant accounts at each
location or business unit

Yes

No

Are there specific
significant risks?

5

Evaluate documentation and
test controls over
specific risks

Yes

No
130
Are there locations or business 60
units that are not important even
when aggregated with others?

70

No

Are there documented companylevel controls over this group?

No further action
required for such units

Yes

Yes

Evaluate documentation and
test company-level controls over group**

No

Some testing of controls at individual
locations or business units required

* Numbers represent number of locations affected.
** See paragraph B7.

Special Situations
B14. The scope of the evaluation of the company's internal control over
financial reporting should include entities that are acquired on or before the date
of management's assessment and operations that are accounted for as
discontinued operations on the date of management's assessment. The auditor
should consider this multiple locations discussion in determining whether it will be
necessary to test controls at these entities or operations.
B15. For equity method investments, the evaluation of the company's internal
control over financial reporting should include controls over the reporting in
accordance with generally accepted accounting principles, in the company's
financial statements, of the company's portion of the investees' income or loss,
the investment balance, adjustments to the income or loss and investment
balance, and related disclosures. The evaluation ordinarily would not extend to
controls at the equity method investee.
B16. In situations in which the SEC allows management to limit its assessment
of internal control over financial reporting by excluding certain entities, the auditor
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may limit the audit in the same manner and report without reference to the
limitation in scope. However, the auditor should evaluate the reasonableness of
management's conclusion that the situation meets the criteria of the SEC's
allowed exclusion and the appropriateness of any required disclosure related to
such a limitation. If the auditor believes that management's disclosure about the
limitation requires modification, the auditor should follow the same
communication responsibilities as described in paragraphs 204 and 205. If
management and the audit committee do not respond appropriately, in addition
to fulfilling those responsibilities, the auditor should modify his or her report on
the audit of internal control over financial reporting to include an explanatory
paragraph describing the reasons why the auditor believes management's
disclosure should be modified.
B17. For example, for entities that are consolidated or proportionately
consolidated, the evaluation of the company's internal control over financial
reporting should include controls over significant accounts and processes that
exist at the consolidated or proportionately consolidated entity. In some
instances, however, such as for some variable interest entities as defined in
Financial Accounting Standards Board Interpretation No. 46, Consolidation of
Variable Interest Entities, management might not be able to obtain the
information necessary to make an assessment because it does not have the
ability to control the entity. If management is allowed to limit its assessment by
excluding such entities,38/ the auditor may limit the audit in the same manner and
report without reference to the limitation in scope. In this case, the evaluation of
the company's internal control over financial reporting should include evaluation
of controls over the reporting in accordance with generally accepted accounting
principles, in the company's financial statements, of the company's portion of the
entity's income or loss, the investment balance, adjustments to the income or
loss and investment balances, and related disclosures. However, the auditor
should evaluate the reasonableness of management's conclusion that it does not
have the ability to obtain the necessary information as well as the
appropriateness of any required disclosure related to such a limitation.

38/

It is our understanding that the SEC Staff may conclude that management
can limit the scope of its assessment if it does not have the authority to affect, and
therefore cannot assess, the controls in place over certain amounts. This would relate to
entities that are consolidated or proportionately consolidated when the issuer does not
have sufficient control over the entity to assess and affect controls. If management's
report on its assessment of the effectiveness of internal control over financial reporting is
limited in that manner, the SEC staff may permit the company to disclose this fact as well
as information about the magnitude of the amounts included in the financial statements
from entities whose controls cannot be assessed. This disclosure would be required in
each filing, but outside of management's report on its assessment of the effectiveness of
internal control over financial reporting.

File No. PCAOB-2004-03 Page No. 258

Use of Service Organizations
B18. AU sec. 324, Service Organizations, applies to the audit of financial
statements of a company that obtains services from another organization that are
part of its information system. The auditor may apply the relevant concepts
described in AU sec. 324 to the audit of internal control over financial reporting.
Further, although AU sec. 324 was designed to address auditor-to-auditor
communications as part of the audit of financial statements, it also is appropriate
for management to apply the relevant concepts described in that standard to its
assessment of internal control over financial reporting.
B19. Paragraph .03 of AU sec. 324 describes the situation in which a service
organization's services are part of a company's information system. If the service
organization's services are part of a company's information system, as described
therein, then they are part of the information and communication component of
the company's internal control over financial reporting. When the service
organization's services are part of the company's internal control over financial
reporting, management should consider the activities of the service organization
in making its assessment of internal control over financial reporting, and the
auditor should consider the activities of the service organization in determining
the evidence required to support his or her opinion.
Note: The use of a service organization does not reduce management's
responsibility to maintain effective internal control over financial reporting.
B20. Paragraphs .07 through .16 in AU sec. 324 describe the procedures that
management and the auditor should perform with respect to the activities
performed by the service organization. The procedures include:
a. Obtaining an understanding of the controls at the service organization that
are relevant to the entity's internal control and the controls at the user
organization over the activities of the service organization, and
b. Obtaining evidence that the controls that are relevant to management's
assessment and the auditor's opinion are operating effectively.
B21. Evidence that the controls that are relevant to management's assessment
and the auditor's opinion are operating effectively may be obtained by following
the procedures described in paragraph .12 of AU sec. 324. These procedures
include:
a. Performing tests of the user organization's controls over the activities of
the service organization (for example, testing the user organization's
independent reperformance of selected items processed by the service
organization or testing the user organization's reconciliation of output
reports with source documents).
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b. Performing tests of controls at the service organization.
c. Obtaining a service auditor's report on controls placed in operation and
tests of operating effectiveness, or a report on the application of agreedupon procedures that describes relevant tests of controls.
Note: The service auditor's report referred to above means a report with
the service auditor's opinion on the service organization's description of
the design of its controls, the tests of controls, and results of those tests
performed by the service auditor, and the service auditor's opinion on
whether the controls tested were operating effectively during the specified
period (in other words, "reports on controls placed in operation and tests
of operating effectiveness" described in paragraph .24b of AU sec. 324).
A service auditor's report that does not include tests of controls, results of
the tests, and the service auditor's opinion on operating effectiveness (in
other words, "reports on controls placed in operation" described in
paragraph .24a of AU sec. 324) does not provide evidence of operating
effectiveness.
Furthermore, if the evidence regarding operating
effectiveness of controls comes from an agreed-upon procedures report
rather than a service auditor's report issued pursuant to AU sec. 324,
management and the auditor should evaluate whether the agreed-upon
procedures report provides sufficient evidence in the same manner
described in the following paragraph.
B22. If a service auditor's report on controls placed in operation and tests of
operating effectiveness is available, management and the auditor may evaluate
whether this report provides sufficient evidence to support the assessment and
opinion, respectively. In evaluating whether such a service auditor's report
provides sufficient evidence, management and the auditor should consider the
following factors:
•

The time period covered by the tests of controls and its relation to the date
of management's assessment,

•

The scope of the examination and applications covered, the controls
tested, and the way in which tested controls relate to the company's
controls,

•

The results of those tests of controls and the service auditor's opinion on
the operating effectiveness of the controls.

Note: These factors are similar to factors the auditor would consider in
determining whether the report provides sufficient evidence to support the
auditor's assessed level of control risk in an audit of the financial statements
as described in paragraph .16 of AU sec. 324.
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B23. If the service auditor's report on controls placed in operation and tests of
operating effectiveness contains a qualification that the stated control objectives
might be achieved only if the company applies controls contemplated in the
design of the system by the service organization, the auditor should evaluate
whether the company is applying the necessary procedures. For example,
completeness of processing payroll transactions might depend on the company's
validation that all payroll records sent to the service organization were processed
by checking a control total.
B24. In determining whether the service auditor's report provides sufficient
evidence to support management's assessment and the auditor's opinion,
management and the auditor should make inquiries concerning the service
auditor's reputation, competence, and independence. Appropriate sources of
information concerning the professional reputation of the service auditor are
discussed in paragraph .10a of AU sec. 543, Part of Audit Performed by Other
Independent Auditors.
B25. When a significant period of time has elapsed between the time period
covered by the tests of controls in the service auditor's report and the date of
management's assessment, additional procedures should be performed. The
auditor should inquire of management to determine whether management has
identified any changes in the service organization's controls subsequent to the
period covered by the service auditor's report (such as changes communicated to
management from the service organization, changes in personnel at the service
organization with whom management interacts, changes in reports or other data
received from the service organization, changes in contracts or service level
agreements with the service organization, or errors identified in the service
organization's processing). If management has identified such changes, the
auditor should determine whether management has performed procedures to
evaluate the effect of such changes on the effectiveness of the company's
internal control over financial reporting. The auditor also should consider
whether the results of other procedures he or she performed indicate that there
have been changes in the controls at the service organization that management
has not identified.
B26. The auditor should determine whether to obtain additional evidence about
the operating effectiveness of controls at the service organization based on the
procedures performed by management or the auditor and the results of those
procedures and on an evaluation of the following factors. As these factors
increase in significance, the need for the auditor to obtain additional evidence
increases.
•

The elapsed time between the time period covered by the tests of controls
in the service auditor's report and the date of management's assessment,

•

The significance of the activities of the service organization,
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•

Whether there are errors that have been identified in the service
organization's processing, and

•

The nature and significance of any changes in the service organization's
controls identified by management or the auditor.

B27. If the auditor concludes that additional evidence about the operating
effectiveness of controls at the service organization is required, the auditor's
additional procedures may include:
•

Evaluating the procedures performed by management and the results of
those procedures.

•

Contacting the service organization, through the user organization, to
obtain specific information.

•

Requesting that a service auditor be engaged to perform procedures that
will supply the necessary information.

•

Visiting the service organization and performing such procedures.

B28. Based on the evidence obtained, management and the auditor should
determine whether they have obtained sufficient evidence to obtain the
reasonable assurance necessary for their assessment and opinion, respectively.
B29. The auditor should not refer to the service auditor's report when
expressing an opinion on internal control over financial reporting.

Examples of Extent-of-Testing Decisions
B30. As discussed throughout this standard, determining the effectiveness of a
company's internal control over financial reporting includes evaluating the design
and operating effectiveness of controls over all relevant assertions related to all
significant accounts and disclosures in the financial statements. Paragraphs 88
through 107 provide the auditor with directions about the nature, timing, and
extent of testing of the design and operating effectiveness of internal control over
financial reporting.
B31. Examples B-1 through B-4 illustrate how to apply this information in
various situations. These examples are for illustrative purposes only.
Example B-1 – Daily Programmed Application Control and Daily Information
Technology-Dependent Manual Control
The auditor has determined that cash and accounts receivable are significant
accounts to the audit of XYZ Company's internal control over financial reporting.
Based on discussions with company personnel and review of company
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documentation, the auditor learned that the company had the following
procedures in place to account for cash received in the lockbox:
a. The company receives a download of cash receipts from the banks.
b.

The information technology system applies cash received in the lockbox to
individual customer accounts.

c.

Any cash received in the lockbox and not applied to a customer's account is
listed on an exception report (Unapplied Cash Exception Report).
y

Therefore, the application of cash to a customer's account is a
programmed application control, while the review and follow-up of
unapplied cash from the exception report is a manual control.

To determine whether misstatements in cash (existence assertion) and accounts
receivable (existence, valuation, and completeness) would be prevented or
detected on a timely basis, the auditor decided to test the controls provided by
the system in the daily reconciliation of lock box receipts to customer accounts,
as well as the control over reviewing and resolving unapplied cash in the
Unapplied Cash Exception Report.
Nature, Timing, and Extent of Procedures. To test the programmed application
control, the auditor:
•
Identified, through discussion with company personnel, the software used to
receive the download from the banks and to process the transactions and
determined that the banks supply the download software.
-- The company uses accounting software acquired from a third-party
supplier. The software consists of a number of modules. The client
modifies the software only for upgrades supplied by the supplier.
•

Determined, through further discussion with company personnel, that the
cash module operates the lockbox functionality and the posting of cash to
the general ledger. The accounts receivable module posts the cash to
individual customer accounts and produces the Unapplied Cash Exception
Report, a standard report supplied with the package. The auditor agreed
this information to the supplier's documentation.

•

Identified, through discussions with company personnel and review of the
supplier's documentation, the names, file sizes (in bytes), and locations of
the executable files (programs) that operate the functionality under review.
The auditor then identified the compilation dates of these programs and
agreed them to the original installation date of the application.

•

Identified the objectives of the programs to be tested. The auditor wanted to
determine whether only appropriate cash items are posted to customers'
accounts and matched to customer number, invoice number, amount, etc.,
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and that there is a listing of inappropriate cash items (that is, any of the
above items not matching) on the exception report.
In addition, the auditor had evaluated and tested general computer controls,
including program changes (for example, confirmation that no unauthorized
changes are undertaken) and logical access (for example, data file access to the
file downloaded from the banks and user access to the cash and accounts
receivable modules) and concluded that they were operating effectively.
To determine whether such programmed controls were operating effectively, the
auditor performed a walkthrough in the month of July. The computer controls
operate in a systematic manner, therefore, the auditor concluded that it was
sufficient to perform a walkthrough for only the one item.
During the
walkthrough, the auditor performed and documented the following items:
a.

Selected one customer and agreed the amount billed to the customer to the
cash received in the lockbox.

b.

Agreed the total of the lockbox report to the posting of cash receipts in the
general ledger.

c.

Agreed the total of the cash receipt download from the bank to the lockbox
report and supporting documentation.

d.

Selected one customer's remittance and agreed amount posted to the
customer's account in the accounts receivable subsidiary ledger.

To test the detective control of review and follow up on the Daily Unapplied Cash
Exception Report, the auditor:
a.

Made inquiries of company personnel. To understand the procedures in
place to ensure that all unapplied items are resolved, the time frame in
which such resolution takes place, and whether unapplied items are
handled properly within the system, the auditor discussed these matters
with the employee responsible for reviewing and resolving the Daily
Unapplied Cash Exception Reports. The auditor learned that, when items
appear on the Daily-Unapplied Cash Exception Report, the employee must
manually enter the correction into the system. The employee typically
performs the resolution procedures the next business day. Items that
typically appear on the Daily Unapplied Cash Exception Report relate to
payments made by a customer without reference to an invoice
number/purchase order number or to underpayments of an invoice due to
quantity or pricing discrepancies.

b.

Observed personnel performing the control. The auditor then observed the
employee reviewing and resolving a Daily Unapplied Cash Exception
Report. The day selected contained four exceptions – three related to
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payments made by a customer without an invoice number, and one related
to an underpayment due to a pricing discrepancy.
y

c.

For the pricing discrepancy, the employee determined, through
discussions with a sales person, that the customer had been billed an
incorrect price; a price break that the sales person had granted to the
customer was not reflected on the customer's invoice. The employee
resolved the pricing discrepancy, determined which invoices were
being paid, and entered a correction into the system to properly apply
cash to the customer's account and reduce accounts receivable and
sales accounts for the amount of the price break.

Reperformed the control. Finally, the auditor selected 25 Daily Unapplied
Cash Exception Reports from the period January to September. For the
reports selected, the auditor reperformed the follow-up procedures that the
employee performed. For instance, the auditor inspected the documents
and sources of information used in the follow-up and determined that the
transaction was properly corrected in the system. The auditor also scanned
other Daily Unapplied Cash Exception Reports to determine that the control
was performed throughout the period of intended reliance.

Because the tests of controls were performed at an interim date, the auditor had
to determine whether there were any significant changes in the controls from
interim to year-end. Therefore, the auditor asked company personnel about the
procedures in place at year-end. Such procedures had not changed from the
interim period, therefore, the auditor observed that the controls were still in place
by scanning Daily Unapplied Cash Exception Reports to determine the control
was performed on a timely basis during the period from September to year-end.
Based on the auditor's procedures, the auditor concluded that the employee was
clearing exceptions in a timely manner and that the control was operating
effectively as of year-end.
Example B-2 – Monthly Manual Reconciliation
The auditor determined that accounts receivable is a significant account to the
audit of XYZ Company's internal control over financial reporting. Through
discussions with company personnel and review of company documentation, the
auditor learned that company personnel reconcile the accounts receivable
subsidiary ledger to the general ledger on a monthly basis. To determine
whether misstatements in accounts receivable (existence, valuation, and
completeness) would be detected on a timely basis, the auditor decided to test
the control provided by the monthly reconciliation process.
Nature, Timing, and Extent of Procedures. The auditor tested the company's
reconciliation control by selecting a sample of reconciliations based upon the
number of accounts, the dollar value of the accounts, and the volume of
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transactions affecting the account. Because the auditor considered all other
receivable accounts immaterial, and because such accounts had only minimal
transactions flowing through them, the auditor decided to test only the
reconciliation for the trade accounts receivable account. The auditor elected to
perform the tests of controls over the reconciliation process in conjunction with
the auditor's substantive procedures over the accounts receivable confirmation
procedures, which were performed in July.
To test the reconciliation process, the auditor:
a.

Made inquiries of personnel performing the control. The auditor asked the
employee performing the reconciliation a number of questions, including the
following:
y

What documentation describes the account reconciliation process?

y

How long have you been performing the reconciliation work?

y

What is the reconciliation process for resolving reconciling items?

y

How often are the reconciliations formally reviewed and signed off?

y

If significant issues or reconciliation problems are noticed, to whose
attention do you bring them?

y

On average, how many reconciling items are there?

y

How are old reconciling items treated?

y

If need be, how is the system corrected for reconciling items?

y

What is the general nature of these reconciling items?

b.

Observed the employee performing the control. The auditor observed the
employee performing the reconciliation procedures. For nonrecurring
reconciling items, the auditor observed whether each item included a clear
explanation as to its nature, the action that had been taken to resolve it, and
whether it had been resolved on a timely basis.

c.

Reperformed the control. Finally, the auditor inspected the reconciliations
and reperfomed the reconciliation procedures. For the May and July
reconciliations, the auditor traced the reconciling amounts to the source
documents on a test basis. The only reconciling item that appeared on
these reconciliations was cash received in the lockbox the previous day that
had not been applied yet to the customer's account. The auditor pursued
the items in each month's reconciliation to determine that the reconciling
item cleared the following business day. The auditor also scanned through
the file of all reconciliations prepared during the year and noted that they
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had been performed on a timely basis. To determine that the company had
not made significant changes in its reconciliation control procedures from
interim to year-end, the auditor made inquiries of company personnel and
determined that such procedures had not changed from interim to year-end.
Therefore, the auditor verified that controls were still in place by scanning
the monthly account reconciliations to determine that the control was
performed on a timely basis during the interim to year-end period.
Based on the auditor's procedures, the auditor concluded that the reconciliation
control was operating effectively as of year-end.

Example B-3 – Daily Manual Preventive Control
The auditor determined that cash and accounts payable were significant
accounts to the audit of the company's internal control over financial reporting.
Through discussions with company personnel, the auditor learned that company
personnel make a cash disbursement only after they have matched the vendor
invoice to the receiver and purchase order. To determine whether misstatements
in cash (existence) and accounts payable (existence, valuation, and
completeness) would be prevented on a timely basis, the auditor tested the
control over making a cash disbursement only after matching the invoice with the
receiver and purchase.
Nature, Timing, and Extent of Procedures. On a haphazard basis, the auditor
selected 25 disbursements from the cash disbursement registers from January
through September. In this example, the auditor deemed a test of 25 cash
disbursement transactions an appropriate sample size because the auditor was
testing a manual control performed as part of the routine processing of cash
disbursement transactions through the system.
Furthermore, the auditor
expected no errors based on the results of company-level tests performed
earlier. [If, however, the auditor had encountered a control exception, the auditor
would have attempted to identify the root cause of the exception and tested an
additional number of items. If another control exception had been noted, the
auditor would have decided that this control was not effective. As a result, the
auditor would have decided to increase the extent of substantive procedures to
be performed in connection with the financial statement audit of the cash and
accounts payable accounts.]
a.

After obtaining the related voucher package, the auditor examined the
invoice to see if it included the signature or initials of the accounts payable
clerk, evidencing the clerk's performance of the matching control.
However, a signature on a voucher package to indicate signor approval
does not necessarily mean that the person carefully reviewed it before
signing. The voucher package may have been signed based on only a
cursory review, or without any review.
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b.

The auditor decided that the quality of the evidence regarding the effective
operation of the control evidenced by a signature or initials was not
sufficiently persuasive to ensure that the control operated effectively
during the test period. In order to obtain additional evidence, the auditor
reperformed the matching control corresponding to the signature, which
included examining the invoice to determine that (a) its items matched to
the receiver and purchase order and (b) it was mathematically accurate.

Because the auditor performed the tests of controls at an interim date, the auditor
updated the testing through the end of the year (initial tests are through
September to December) by asking the accounts payable clerk whether the
control was still in place and operating effectively. The auditor confirmed that
understanding by performing a walkthrough of one transaction in December.
Based on the auditor's procedures, the auditor concluded that the control over
making a cash disbursement only after matching the invoice with the receiver
and purchase was operating effectively as of year-end.

Example B-4 – Programmed Prevent Control and Weekly Information
Technology-Dependent Manual Detective Control
The auditor determined that cash, accounts payable, and inventory were
significant accounts to the audit of the company's internal control over financial
reporting. Through discussions with company personnel, the auditor learned that
the company's computer system performs a three-way match of the receiver,
purchase order, and invoice. If there are any exceptions, the system produces a
list of unmatched items that employees review and follow up on weekly.
In this case, the computer match is a programmed application control, and the
review and follow-up of the unmatched items report is a detective control. To
determine whether misstatements in cash (existence) and accounts
payable/inventory (existence, valuation, and completeness) would be prevented
or detected on a timely basis, the auditor decided to test the programmed
application control of matching the receiver, purchase order, and invoice as well
as the review and follow-up control over unmatched items.
Nature, Timing, and Extent of Procedures. To test the programmed application
control, the auditor:
a.

Identified, through discussion with company personnel, the software used to
process receipts and purchase invoices. The software used was a thirdparty package consisting of a number of modules.

b.

Determined, through further discussion with company personnel, that they
do not modify the core functionality of the software, but sometimes make
personalized changes to reports to meet the changing needs of the
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business. From previous experience with the company's information
technology environment, the auditor believes that such changes are
infrequent and that information technology process controls are well
established.
c.

Established, through further discussion, that the inventory module operated
the receiving functionality, including the matching of receipts to open
purchase orders.
Purchase invoices were processed in the accounts
payable module, which matched them to an approved purchase order
against which a valid receipt has been made. That module also produced
the Unmatched Items Report, a standard report supplied with the package
to which the company has not made any modifications. That information
was agreed to the supplier's documentation and to documentation within the
information technology department.

d.

Identified, through discussions with the client and review of the supplier's
documentation, the names, file sizes (in bytes), and locations of the
executable files (programs) that operate the functionality under review. The
auditor then identified the compilation dates of the programs and agreed
them to the original installation date of the application. The compilation date
of the report code was agreed to documentation held within the information
technology department relating to the last change made to that report (a
change in formatting).

e.

Identified the objectives of the programs to be tested. The auditor wanted to
determine whether appropriate items are received (for example, match a
valid purchase order), appropriate purchase invoices are posted (for
example, match a valid receipt and purchase order, non-duplicate reference
numbers) and unmatched items (for example, receipts, orders or invoices)
are listed on the exception report. The auditor then reperformed all those
variations in the packages on a test-of-one basis to determine that the
programs operated as described.

In addition, the auditor had evaluated and tested general computer controls,
including program changes (for example, confirmation that no unauthorized
changes are undertaken to the functionality and that changes to reports are
appropriately authorized, tested, and approved before being applied) and logical
access (for example, user access to the inventory and accounts payable
modules and access to the area on the system where report code is maintained),
and concluded that they were operating effectively. (Since the computer is
deemed to operate in a systematic manner, the auditor concluded that it was
sufficient to perform a walkthrough for only the one item.)
To determine whether the programmed control was operating effectively, the
auditor performed a walkthrough in the month of July. As a result of the
walkthrough, the auditor performed and documented the following items:
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a.

Receiving cannot record the receipt of goods without matching the receipt
to a purchase order on the system. The auditor tested that control by
attempting to record the receipt of goods into the system without a
purchase order. However, the system did not allow the auditor to do that.
Rather, the system produced an error message stating that the goods
could not be recorded as received without an active purchase order.

b.

An invoice will not be paid unless the system can match the receipt and
vendor invoice to an approved purchase order. The auditor tested that
control by attempting to approve an invoice for payment in the system.
The system did not allow the auditor to do that. Rather, it produced an
error message indicating that invoices could not be paid without an active
purchase order and receiver.

c.

The system disallows the processing of invoices with identical vendor and
identical invoice numbers. In addition, the system will not allow two
invoices to be processed against the same purchase order unless the sum
of the invoices is less than the amount approved on the purchase order.
The auditor tested that control by attempting to process duplicate invoices.
However, the system produced an error message indicating that the
invoice had already been processed.

d.

The system compares the invoice amounts to the purchase order. If there
are differences in quantity/extended price, and such differences fall
outside a pre-approved tolerance, the system does not allow the invoice to
be processed. The auditor tested that control by attempting to process an
invoice that had quantity/price differences outside the tolerance level of 10
pieces, or $1,000. The system produced an error message indicating that
the invoice could not be processed because of such differences.

e.

The system processes payments only for vendors established in the
vendor master file. The auditor tested that control by attempting to
process an invoice for a vendor that was not established in the vendor
master file. However, the system did not allow the payment to be
processed.

f.

The auditor tested user access to the vendor file and whether such users
can make modifications to such file by attempting to access and make
changes to the vendor tables. However, the system did not allow the
auditor to perform that function and produced an error message stating
that the user was not authorized to perform that function.

g.

The auditor verified the completeness and accuracy of the Unmatched
Items Report by verifying that one unmatched item was on the report and
one matched item was not on the report.
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Note: It is inadvisable for the auditor to have uncontrolled access to the
company's systems in his or her attempts described above to record the
receipt of goods without a purchase order, approve an invoice for
payment, process duplicate invoices, etc. These procedures ordinarily are
performed in the presence of appropriate company personnel so that they
can be notified immediately of any breach to their systems.
To test the detect control of review and follow up on the Unmatched Items
Report, the auditor performed the following procedures in the month of July for
the period January to July:
a.

Made inquiries of company personnel. To gain an understanding of the
procedures in place to ensure that all unmatched items are followed-up
properly and that corrections are made on a timely basis, the auditor made
inquiries of the employee who follows up on the weekly-unmatched items
reports. On a weekly basis, the control required the employee to review the
Unmatched Items Report to determine why items appear on it. The
employee's review includes proper follow-up on items, including determining
whether:
y

All open purchase orders are either closed or voided within an
acceptable amount of time.

y

The requesting party is notified periodically of the status of the
purchase order and the reason for its current status.

y

The reason the purchase order remains open is due to incomplete
shipment of goods and, if so, whether the vendor has been notified.

y

There are quantity problems that should be discussed with purchasing.

b.

Observed the performance of the control. The auditor observed the
employee performing the control for the Unmatched Items Reports
generated during the first week in July.

c.

Reperformed the control. The auditor selected five weekly Unmatched
Items Reports, selected several items from each, and reperformed the
procedures that the employee performed. The auditor also scanned other
Unmatched Items Reports to determine that the control was performed
throughout the period of intended reliance.

To determine that the company had not made significant changes in their
controls from interim to year-end, the auditor discussed with company personnel
the procedures in place for making such changes. Since the procedures had not
changed from interim to year-end, the auditor observed that the controls were still
in place by scanning the weekly Unmatched Items Reports to determine that the
control was performed on a timely basis during the interim to year-end period.
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Based on the auditor's procedures, the auditor concluded that the employee was
clearing exceptions in a timely manner and that the control was operating
effectively as of year-end.

APPENDIX C

Safeguarding of Assets
C1. Safeguarding of assets is defined in paragraph 7 as those policies and
procedures that "provide reasonable assurance regarding prevention or timely
detection of unauthorized acquisition, use or disposition of the company's assets
that could have a material effect on the financial statements." This definition is
consistent with the definition provided in the Committee of Sponsoring
Organizations (COSO) of the Treadway Commission's Addendum, Reporting to
External Parties, which provides the following definition of internal control over
safeguarding of assets:
Internal control over safeguarding of assets against unauthorized
acquisition, use or disposition is a process, effected by an entity's board of
directors, management and other personnel, designed to provide
reasonable assurance regarding prevention or timely detection of
unauthorized acquisition, use, or disposition of the entity's assets that
could have a material effect on the financial statements. Such internal
control can be judged effective if the board of directors and management
have reasonable assurance that unauthorized acquisition, use or
disposition of the entity's assets that could have a material effect on the
financial statements is being prevented or detected on a timely basis.
C2. For example, a company has safeguarding controls over inventory tags
(preventive controls) and also performs periodic physical inventory counts
(detective control) timely in relation to its quarterly and annual financial reporting
dates. Although the physical inventory count does not safeguard the inventory
from theft or loss, it prevents a material misstatement to the financial statements
if performed effectively and timely.
C3. Therefore, given that the definitions of material weakness and significant
deficiency relate to the likelihood of misstatement of the financial statements, the
failure of a preventive control such as inventory tags will not result in a significant
deficiency or material weakness if the detective control (physical inventory)
prevents a misstatement of the financial statements. The COSO Addendum also
indicates that to the extent that such losses might occur, controls over financial
reporting are effective if they provide reasonable assurance that those losses are
properly reflected in the financial statements, thereby alerting financial statement
users to consider the need for action.
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Note: Properly reflected in the financial statements includes both correctly
recording the loss and adequately disclosing the loss.
C4. Material weaknesses relating to controls over the safeguarding of assets
would only exist when the company does not have effective controls (considering
both safeguarding and other controls) to prevent or detect a material
misstatement of the financial statements.
C5. Furthermore, management's plans that could potentially affect financial
reporting in future periods are not controls. For example, a company's business
continuity or contingency planning has no effect on the company's current
abilities to initiate, authorize, record, process, or report financial data. Therefore,
a company's business continuity or contingency planning is not part of internal
control over financial reporting.
C6. The COSO Addendum provides further information about safeguarding of
assets as it relates to internal control over financial reporting.

APPENDIX D
Examples of Significant Deficiencies and Material
Weaknesses
D1. Paragraph 8 of this standard defines a control deficiency. Paragraphs 9
and 10 go on to define a significant deficiency and a material weakness,
respectively.
D2. Paragraphs 22 through 23 of this standard discuss materiality in an audit
of internal control over financial reporting, and paragraphs 130 through 140
provide additional direction on evaluating deficiencies in internal control over
financial reporting.
D3. The following examples illustrate how to evaluate the significance of
internal control deficiencies in various situations. These examples are for
illustrative purposes only.
Example D-1— Reconciliations of Intercompany Accounts Are Not
Performed on a Timely Basis
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Scenario A – Significant Deficiency.

The company processes a
significant number of routine intercompany transactions on a monthly basis.
Individual intercompany transactions are not material and primarily relate to
balance sheet activity, for example, cash transfers between business units to
finance normal operations.
A formal management policy requires monthly reconciliation of intercompany
accounts and confirmation of balances between business units. However, there
is not a process in place to ensure performance of these procedures. As a
result, detailed reconciliations of intercompany accounts are not performed on a
timely basis.
Management does perform monthly procedures to investigate
selected large-dollar intercompany account differences.
In addition,
management prepares a detailed monthly variance analysis of operating
expenses to assess their reasonableness.
Based only on these facts, the auditor should determine that this deficiency
represents a significant deficiency for the following reasons: The magnitude of a
financial statement misstatement resulting from this deficiency would reasonably
be expected to be more than inconsequential, but less than material, because
individual intercompany transactions are not material, and the compensating
controls operating monthly should detect a material misstatement. Furthermore,
the transactions are primarily restricted to balance sheet accounts. However, the
compensating detective controls are designed only to detect material
misstatements. The controls do not address the detection of misstatements that
are more than inconsequential but less than material. Therefore, the likelihood
that a misstatement that was more than inconsequential, but less than material,
could occur is more than remote.

Scenario B - Material Weakness.

The company processes a
significant number of intercompany transactions on a monthly basis.
Intercompany transactions relate to a wide range of activities, including transfers
of inventory with intercompany profit between business units, allocation of
research and development costs to business units and corporate charges.
Individual intercompany transactions are frequently material.
A formal management policy requires monthly reconciliation of intercompany
accounts and confirmation of balances between business units. However, there
is not a process in place to ensure that these procedures are performed on a
consistent basis. As a result, reconciliations of intercompany accounts are not
performed on a timely basis, and differences in intercompany accounts are
frequent and significant. Management does not perform any alternative controls
to investigate significant intercompany account differences.
Based only on these facts, the auditor should determine that this deficiency
represents a material weakness for the following reasons: The magnitude of a
financial statement misstatement resulting from this deficiency would reasonably
be expected to be material, because individual intercompany transactions are
frequently material and relate to a wide range of activities. Additionally, actual
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unreconciled differences in intercompany accounts have been, and are, material.
The likelihood of such a misstatement is more than remote because such
misstatements have frequently occurred and compensating controls are not
effective, either because they are not properly designed or not operating
effectively. Taken together, the magnitude and likelihood of misstatement of the
financial statements resulting from this internal control deficiency meet the
definition of a material weakness.

Example D-2—Modifications to Standard Sales Contract Terms Not
Reviewed To Evaluate Impact on Timing and Amount of Revenue
Recognition

Scenario A – Significant Deficiency.

The company uses a
standard sales contract for most transactions. Individual sales transactions are
not material to the entity. Sales personnel are allowed to modify sales contract
terms. The company's accounting function reviews significant or unusual
modifications to the sales contract terms, but does not review changes in the
standard shipping terms. The changes in the standard shipping terms could
require a delay in the timing of revenue recognition. Management reviews gross
margins on a monthly basis and investigates any significant or unusual
relationships. In addition, management reviews the reasonableness of inventory
levels at the end of each accounting period. The entity has experienced limited
situations in which revenue has been inappropriately recorded in advance of
shipment, but amounts have not been material.
Based only on these facts, the auditor should determine that this deficiency
represents a significant deficiency for the following reasons: The magnitude of a
financial statement misstatement resulting from this deficiency would reasonably
be expected to be more than inconsequential, but less than material, because
individual sales transactions are not material and the compensating detective
controls operating monthly and at the end of each financial reporting period
should reduce the likelihood of a material misstatement going undetected.
Furthermore, the risk of material misstatement is limited to revenue recognition
errors related to shipping terms as opposed to broader sources of error in
revenue recognition. However, the compensating detective controls are only
designed to detect material misstatements.
The controls do not effectively
address the detection of misstatements that are more than inconsequential but
less than material, as evidenced by situations in which transactions that were not
material were improperly recorded. Therefore, there is a more than remote
likelihood that a misstatement that is more than inconsequential but less than
material could occur.

Scenario B - Material Weakness.

The company has a standard
sales contract, but sales personnel frequently modify the terms of the contract.
The nature of the modifications can affect the timing and amount of revenue
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recognized. Individual sales transactions are frequently material to the entity,
and the gross margin can vary significantly for each transaction.
The company does not have procedures in place for the accounting function to
regularly review modifications to sales contract terms. Although management
reviews gross margins on a monthly basis, the significant differences in gross
margins on individual transactions make it difficult for management to identify
potential misstatements. Improper revenue recognition has occurred, and the
amounts have been material.
Based only on these facts, the auditor should determine that this deficiency
represents a material weakness for the following reasons: The magnitude of a
financial statement misstatement resulting from this deficiency would reasonably
be expected to be material, because individual sales transactions are frequently
material, and gross margin can vary significantly with each transaction (which
would make compensating detective controls based on a reasonableness review
ineffective). Additionally, improper revenue recognition has occurred, and the
amounts have been material.
Therefore, the likelihood of material
misstatements occurring is more than remote. Taken together, the magnitude
and likelihood of misstatement of the financial statements resulting from this
internal control deficiency meet the definition of a material weakness.
Scenario C – Material Weakness. The company has a standard sales contract,
but sales personnel frequently modify the terms of the contract. Sales personnel
frequently grant unauthorized and unrecorded sales discounts to customers
without the knowledge of the accounting department. These amounts are
deducted by customers in paying their invoices and are recorded as outstanding
balances on the accounts receivable aging. Although these amounts are
individually insignificant, they are material in the aggregate and have occurred
consistently over the past few years.
Based on only these facts, the auditor should determine that this deficiency
represents a material weakness for the following reasons: The magnitude of a
financial statement misstatement resulting from this deficiency would reasonably
be expected to be material, because the frequency of occurrence allows
insignificant amounts to become material in the aggregate. The likelihood of
material misstatement of the financial statements resulting from this internal
control deficiency is more than remote (even assuming that the amounts were
fully reserved for in the company's allowance for uncollectible accounts) due to
the likelihood of material misstatement of the gross accounts receivable balance.
Therefore, this internal control deficiency meets the definition of a material
weakness.

Example D-3—Identification of Several Deficiencies
Scenario A – Material Weakness. During its assessment of internal control
over financial reporting, management identified the following deficiencies. Based
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on the context in which the deficiencies occur, management and the auditor
agree that these deficiencies individually represent significant deficiencies:
•

Inadequate segregation of duties over certain information system access
controls.

•

Several instances of transactions that were not properly recorded in
subsidiary ledgers; transactions were not material, either individually or in the
aggregate.

•

A lack of timely reconciliations of the account balances affected by the
improperly recorded transactions.

Based only on these facts, the auditor should determine that the combination of
these significant deficiencies represents a material weakness for the following
reasons: Individually, these deficiencies were evaluated as representing a more
than remote likelihood that a misstatement that is more than inconsequential, but
less than material, could occur. However, each of these significant deficiencies
affects the same set of accounts. Taken together, these significant deficiencies
represent a more than remote likelihood that a material misstatement could occur
and not be prevented or detected. Therefore, in combination, these significant
deficiencies represent a material weakness.
Scenario B – Material Weakness. During its assessment of internal control
over financial reporting, management of a financial institution identifies
deficiencies in: the design of controls over the estimation of credit losses (a
critical accounting estimate); the operating effectiveness of controls for initiating,
processing, and reviewing adjustments to the allowance for credit losses; and the
operating effectiveness of controls designed to prevent and detect the improper
recognition of interest income. Management and the auditor agree that, in their
overall context, each of these deficiencies individually represent a significant
deficiency.
In addition, during the past year, the company experienced a significant level of
growth in the loan balances that were subjected to the controls governing credit
loss estimation and revenue recognition, and further growth is expected in the
upcoming year.
Based only on these facts, the auditor should determine that the combination of
these significant deficiencies represents a material weakness for the following
reasons:
•

The balances of the loan accounts affected by these significant deficiencies
have increased over the past year and are expected to increase in the future.

•

This growth in loan balances, coupled with the combined effect of the
significant deficiencies described, results in a more than remote likelihood
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that a material misstatement of the allowance for credit losses or interest
income could occur.
Therefore, in combination, these deficiencies meet the definition of a material
weakness.
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Introduction
E1.
This appendix summarizes factors that the Public Company Accounting
Oversight Board (the "Board") deemed significant in reaching the conclusions in
the standard. This appendix includes reasons for accepting certain views and
rejecting others.
Background
E2. Section 404(a) of the Sarbanes-Oxley Act of 2002 (the "Act"), and the
Securities and Exchange Commission's (SEC) related implementing rules,
require the management of a public company to assess the effectiveness of the
company's internal control over financial reporting, as of the end of the
company's most recent fiscal year. Section 404(a) of the Act also requires
management to include in the company's annual report to shareholders
management's conclusion as a result of that assessment of whether the
company's internal control over financial reporting is effective.
E3.
Sections 103(a)(2)(A) and 404(b) of the Act direct the Board to establish
professional standards governing the independent auditor's attestation and
reporting on management's assessment of the effectiveness of internal control
over financial reporting.
E4.
The backdrop for the development of the Board's first major auditing
standard was, of course, the spectacular audit failures and corporate
malfeasance that led to the passage of the Act. Although all of the various
components of the Act work together to help restore investor confidence and help
prevent the types of financial reporting breakdowns that lead to the loss of
investor confidence, Section 404 of the Act is certainly one of the most visible
and tangible changes required by the Act.
E5.
The Board believes that effective controls provide the foundation for
reliable financial reporting. Congress believed this too, which is why the new
reporting by management and the auditor on the effectiveness of internal control
over financial reporting received such prominent attention in the Act. Internal
control over financial reporting enhances a company's ability to produce fair and
complete financial reports. Without reliable financial reports, making good
judgments and decisions about a company becomes very difficult for anyone,
including the board of directors, management, employees, investors, lenders,
customers, and regulators.
The auditor's reporting on management's
assessment of the effectiveness of internal control over financial reporting
provides users of that report with important assurance about the reliability of the
company's financial reporting.

File No. PCAOB-2004-03 Page No. 279

E6. The Board's efforts to develop this standard were an outward expression
of the Board's mission, "to protect the interests of investors and further the public
interest in the preparation of informative, fair, and independent audit reports." As
part of fulfilling that mission as it relates to this standard, the Board considered
the advice that respected groups had offered to other auditing standards setters
in the past. For example, the Public Oversight Board's Panel on Audit
Effectiveness recommended that "auditing standards need to provide clear,
concise and definitive imperatives for auditors to follow."39/ As another example,
the International Organization of Securities Commissioners advised the
International Auditing and Assurance Standards Board "that the IAASB must take
care to avoid language that could inadvertently encourage inappropriate
shortcuts in audits, at a time when rigorous audits are needed more than ever to
restore investor confidence."40/
E7.
The Board understood that, to effectively fulfill its mission and for this
standard to achieve its ultimate goal of restoring investor confidence by
increasing the reliability of public company financial reporting, the Board's
standard must contain clear directions to the auditor consistent with investor's
expectations that the reliability of financial reporting be significantly improved.
Just as important, the Board recognized that this standard must appropriately
balance the costs to implement the standard's directions with the benefits of
achieving these important goals. As a result, all of the Board's decisions about
this standard were guided by the additional objective of creating a rational
relationship between costs and benefits.
E8.
When the Board adopted its interim attestation standards in Rule 3300T
on an initial, transitional basis, the Board adopted a pre-existing standard
governing an auditor's attestation on internal control over financial reporting.41/
As part of the Board's process of evaluating that pre-existing standard, the Board
convened a public roundtable discussion on July 29, 2003 to discuss issues and
hear views related to reporting on internal control over financial reporting. The
39/

Panel on Audit Effectiveness, Report and Recommendations, sec. 2.228
(August 31, 2000).
40/

April 8, 2003 comment letter from the International Organization of
Securities Commissions to the International Auditing and Assurance Standards Board
regarding the proposed international standards on audit risk (Amendment to ISA 200,
"Objective and Principles Governing an Audit of Financial Statements;" proposed ISAs,
"Understanding the Entity and Its Environment and Assessing the Risks of Material
Misstatement;" "Auditor's Procedures in Response to Assessed Risks;" and "Audit
Evidence").
41/
The pre-existing standard is Chapter 5, "Reporting on an Entity's Internal
Control Over Financial Reporting" of Statement on Standards for Attestation
Engagements (SSAE) No. 10, Attestation Standards: Revision and Recodification
(AICPA, Professional Standards, Vol. 1, AT sec. 501). SSAE No. 10 has been codified
into AICPA Professional Standards, Volume 1, as AT sections 101 through 701.
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participants at the roundtable included representatives from public companies,
accounting firms, investor groups, and regulatory organizations. Based on
comments made at the roundtable, advice from the Board's staff, and other input
the Board received, the Board determined that the pre-existing standard
governing an auditor's attestation on internal control over financial reporting was
insufficient for effectively implementing the requirements of Section 404 of the
Act and for the Board to appropriately discharge its standard-setting obligations
under Section 103(a) of the Act. In response, the Board developed and issued,
on October 7, 2003, a proposed auditing standard titled, An Audit of Internal
Control Over Financial Reporting Performed in Conjunction with An Audit of
Financial Statements.
E9.
The Board received 189 comment letters on a broad array of topics from a
variety of commenters, including auditors, investors, internal auditors, issuers,
regulators, and others. Those comments led to changes in the standard,
intended to make the requirements of the standard clearer and more operational.
This appendix summarizes significant views expressed in those comment letters
and the Board's responses.
Fundamental Scope of the Auditor's Work in an Audit of Internal Control
over Financial Reporting
E10. The proposed standard stated that the auditor's objective in an audit of
internal control over financial reporting was to express an opinion on
management's assessment of the effectiveness of the company's internal control
over financial reporting. To render such an opinion, the proposed standard
required the auditor to obtain reasonable assurance about whether the company
maintained, in all material respects, effective internal control over financial
reporting as of the date specified in management's report. To obtain reasonable
assurance, the auditor was required to evaluate both management's process for
making its assessment and the effectiveness of internal control over financial
reporting.
E11. Virtually all investors and auditors who submitted comment letters
expressed support for this approach. Other commenters, primarily issuers,
expressed concerns that this approach was contrary to the intent of Congress
and, therefore, beyond what was specifically required by Section 404 of the Act.
Further, issuers stated their views that this approach would lead to unnecessary
and excessive costs. Some commenters in this group suggested the auditor's
work should be limited to evaluating management's assessment process and the
testing performed by management and internal audit. Others acknowledged that
the auditor would need to test at least some controls directly in addition to
evaluating and testing management's assessment process. However, these
commenters described various ways in which the auditor's own testing could be
significantly reduced from the scope expressed in the proposed standard. For
instance, they proposed that the auditor could be permitted to use the work of
management and others to a much greater degree; that the auditor could use a
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"risk analysis" to identify only a few controls to be tested; and a variety of other
methods to curtail the extent of the auditor's work. Of those opposed to the
scope, most cited their belief that the scope of work embodied in the standard
would lead to a duplication of effort between management and the auditor which
would needlessly increase costs without adding significant value.
E12. After considering the comments, the Board retained the approach
described in the proposed standard. The Board concluded that the approach
taken in the standard is consistent with the intent of Congress. Also, to provide
the type of report, at the level of assurance called for in Sections 103 and 404,
the Board concluded that the auditor must evaluate both management's
assessment process and the effectiveness of internal control over financial
reporting. Finally, the Board noted the majority of the cost to be borne by
companies (and ultimately investors) results directly from the work the company
will have to perform to maintain effective internal control over financial reporting
and to comply with Section 404(a) of the Act. The cost of the auditor's work as
described in this standard ultimately will represent a smaller portion of the total
cost to companies of implementing Section 404.
E13. The Board noted that large, federally insured financial institutions have
had a similar internal control reporting requirement for over ten years. The
Federal Deposit Insurance Corporation Improvement Act of 1991 (FDICIA) has
required, since 1993, managements of large financial institutions to make an
assessment of internal control over financial reporting effectiveness and the
institution's independent auditor to issue an attestation report on management's
assessment.
E14. The attestation standards under which FDICIA engagements are currently
performed are clear that, when performing an examination of management's
assertion on the effectiveness of internal control over financial reporting
(management's report on the assessment required by Section 404(a) of the Act
must include a statement as to whether the company's internal control over
financial reporting is effective), the auditor may express an opinion either on
management's assertion (that is, whether management's assessment about the
effectiveness of the internal control over financial reporting is fairly stated) or
directly on the subject matter (that is, whether the internal control over financial
reporting is effective) because the level of work that must be performed is the
same in either case.
E15. The Board observed that Congress indicated an intent to require an
examination level of work in Section 103(a) of the Act, which states, in part, that
each registered public accounting firm shall:
describe in each audit report the scope of the auditor's testing of the
internal control structure and procedures of the issuer, required by Section
404(b), and present (in such report or in a separate report)—
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(I)

the findings of the auditor from such testing;

(II)

an evaluation of whether such internal control structure
and procedures—
(aa) include maintenance of records that in reasonable
detail accurately reflect the transactions and
dispositions of the assets of the issuer;
(bb) 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 issuer are being made only in
accordance with authorizations of management and
directors of the issuer; and

(III)

a description, at a minimum, of material weaknesses in such
internal controls, and of any material noncompliance found
on the basis of such testing. [emphasis added].

E16. The Board concluded that the auditor must test internal control over
financial reporting directly, in the manner and extent described in the standard, to
make the evaluation described in Section 103. The Board also interpreted
Section 103 to provide further support that the intent of Congress was to require
an opinion on the effectiveness of internal control over financial reporting.
E17. The Board concluded that the auditor must obtain a high level of
assurance that the conclusion expressed in management's assessment is correct
to provide an opinion on management's assessment. An auditing process
restricted to evaluating what management has done would not provide the
auditor with a sufficiently high level of assurance that management's conclusion
is correct. Instead, it is necessary for the auditor to evaluate management's
assessment process to be satisfied that management has an appropriate basis
for its statement, or assertion, about the effectiveness of the company's internal
control over financial reporting. It also is necessary for the auditor to directly test
the effectiveness of internal control over financial reporting to be satisfied that
management's conclusion is correct, and that management's assertion is fairly
stated.
E18. This testing takes on added importance with the public nature of the
internal control reporting. Because of the auditor's association with a statement
by management that internal control over financial reporting is effective, it is
reasonable for a user of the auditor's report to expect that the auditor tested the
effectiveness of internal control over financial reporting. For the auditor to do
otherwise would create an expectation gap, in which the assurance that the
auditor obtained is less than what users reasonably expect.
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E19. Auditors, investors, and the Federal bank regulators reaffirmed in their
comment letters on the proposed auditing standard that the fundamental
approach taken by the Board was appropriate and necessary. Investors were
explicit in their expectation that the auditor must test the effectiveness of controls
directly in addition to evaluating management's assessment process. Investors
further recognized that this kind of assurance would come at a price and
expressed their belief that the cost of the anticipated benefits was reasonable.
The federal banking regulators, based on their experience examining financial
institutions' internal control assessments and independent auditors' attestation
reports under FDICIA, commented that the proposed auditing standard was a
significant improvement over the existing attestation standard.
Reference to Audit vs. Attestation
E20. The proposed standard referred to the attestation required by Section
404(b) of the Act as the audit of internal control over financial reporting instead of
an attestation of management's assessment. The proposed standard took that
approach both because the auditor's objective is to express an opinion on
management's assessment of the effectiveness of internal control over financial
reporting, just as the auditor's objective in an audit of the financial statements is to
express an opinion on the fair presentation of the financial statements, and
because the level of assurance obtained by the auditor is the same in both cases.
Furthermore, the proposed standard described an integrated audit of the financial
statements and internal control over financial reporting and allowed the auditor to
express his or her opinions on the financial statements and on the effectiveness of
internal control in separate reports or in a single, combined report.
E21. Commenters' views on this matter frequently were related to their views on
whether the proposed scope of the audit was appropriate. Those who agreed that
the scope in the proposed standard was appropriate generally agreed that
referring to the engagement as an audit was appropriate. On the other hand,
commenters who objected to the scope of work described in the proposed
standard often drew an important distinction between an audit and an attestation.
Because Section 404 calls for an attestation, they believed it was inappropriate to
call the engagement anything else (or to mandate a scope that called for a more
extensive level of work).
E22. Based, in part, on the Board's decisions about the scope of the audit of
internal control over financial reporting, the Board concluded that the engagement
should continue to be referred to as an "audit." This term emphasizes the nature
of the auditor's objective and communicates that objective most clearly to report
users. Use of this term also is consistent with the integrated approach described
in the standard and the requirement in Section 404 of the Act that this reporting not
be subject to a separate engagement.
E23. Because the Board's standard on internal control is an auditing standard, it
is preferable to use the term audit to describe the engagement rather than the term
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examination, which is used in the attestation standards to describe an engagement
designed to provide a high level of assurance.
E24. Finally, the Board believes that using the term audit helps dispel the
misconception that an audit of internal control over financial reporting is a different
level of service than an attestation of management's assessment of internal control
over financial reporting.
Form of the Auditor's Opinion
E25. The proposed auditing standard required that the auditor's opinion in his or
her report state whether management's assessment of the effectiveness of the
company's internal control over financial reporting as of the specified date is fairly
stated, in all material respects, based on the control criteria. However, the
proposed standard also stated that nothing precluded the auditor from auditing
management's assessment and opining directly on the effectiveness of internal
control over financial reporting. This is because the scope of the work, as
defined by the proposed standard, was the same, regardless of whether the
auditor reports on management's assessment or directly on the effectiveness of
internal control over financial reporting. The form of the opinion was essentially
interchangeable between the two.
E26. However, if the auditor planned to issue other than an unqualified opinion,
the proposed standard required the auditor to report directly on the effectiveness
of the company's internal control over financial reporting rather than on
management's assessment. The Board initially concluded that expressing an
opinion on management's assessment, in these circumstances, did not most
effectively communicate the auditor's conclusion that internal control was not
effective. For example, if management expresses an adverse assessment
because a material weakness exists at the date of management's assessment
("…internal control over financial reporting is not effective…") and the auditor
expresses his or her opinion on management's assessment ("…management's
assessment that internal control over financial reporting is not effective is fairly
stated, in all material respects…"), a reader might not be clear about the results
of the auditor's testing and about the auditor's conclusions. The Board initially
decided that reporting directly on the effectiveness of the company's internal
control over financial reporting better communicates to report users the effect of
such conditions, because direct reporting more clearly states the auditor's
conclusions about the effectiveness of internal control over financial reporting ("In
our opinion, because of the effect of the material weakness described…, the
Company's internal control over financial reporting is not effective.").
E27. A number of commenters were supportive of the model described in the
previous paragraph, as they agreed with the Board's reasoning. However,
several commenters believed that report users would be confused as to why the
form of the auditor's opinion would be different in various circumstances. These
commenters thought that the auditor's opinion should be consistently expressed

File No. PCAOB-2004-03 Page No. 285

in all reports. Several auditors recommended that auditors always report directly
on the effectiveness of the company's internal control over financial reporting.
They reasoned that the scope of the audit—which always would require the
auditor to obtain reasonable assurance about whether the internal control over
financial reporting was effective—would be more clearly communicated, in all
cases, by the auditor reporting directly on the effectiveness of internal control
over financial reporting. Other commenters suggested that the auditor always
should express two opinions: one on management's assessment and one directly
on the effectiveness of internal control over financial reporting. They believed the
Act called for two opinions: Section 404 calls for an opinion on management's
assessment, while Section 103 calls for an opinion directly on the effectiveness
of internal control over financial reporting.
E28. The Board believes that the reporting model in the proposed standard is
appropriate.
However, the Board concluded that the expression of two
opinions—one on management's assessment and one on the effectiveness of
internal control over financial reporting—in all reports is a superior approach that
balances the concerns of many different interested parties. This approach is
consistent with the scope of the audit, results in more consistent reporting in
differing circumstances, and makes the reports more easily understood by report
users. Therefore, the standard requires that the auditor express two opinions in
all reports on internal control over financial reporting.
Use of the Work of Others
E29. After giving serious consideration to a rational relationship between costs
and benefits, the Board decided to change the provisions in the proposed
standard regarding using the work of others. The proposed standard required
the auditor to evaluate whether to use the work of others, such as internal
auditors and others working under the direction of management, and described
an evaluation process focused on the competence and objectivity of the persons
who performed the work that the auditor was required to use when determining
the extent to which he or she could use the work of others.
E30. The proposed standard also described two principles that limited the
auditor's ability to use of the work of others. First, the proposed standard defined
three categories of controls and the extent to which the auditor could use the
work of others in each of those categories:
•

Controls for which the auditor should not rely on the work of others, such
as controls in the control environment and controls specifically intended to
prevent or detect fraud that is reasonably likely to have a material effect
on the company's financial statements,

•

Controls for which the auditor may rely on the work of others, but his or
her reliance on the work of others should be limited, such as controls over
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nonroutine transactions that are considered high risk because they involve
judgments and estimates, and
•

Controls for which the auditor's reliance on the work of others is not
specifically limited, such as controls over routine processing of significant
accounts.

E31. Second, the proposed standard required that, on an overall basis, the
auditor's own work must provide the principal evidence for the audit opinion (this
is referred to as the principal evidence provision).
E32. In the proposed standard, these two principles provided the auditor with
flexibility in using the work of others while preventing him or her from placing
inappropriate over-reliance on the work of others. Although the proposed
standard required the auditor to reperform some of the tests performed by others
to use their work, it did not establish specific requirements for the extent of the
reperformance. Rather, it allowed the auditor to use his or her judgment and the
directions provided by the two principles discussed in the previous two
paragraphs to determine the appropriate extent of reperformance.
E33. The Board received a number of comments that agreed with the proposed
three categories of controls and the principal evidence provision. However, most
commenters expressed some level of concern with the categories, the principal
evidence provision, or both.
E34. Comments opposing or criticizing the categories of controls varied from
general to very specific. In general terms, many commenters (particularly
issuers) expressed concern that the categories described in the proposed
standard were too restrictive. They believed the auditor should be able to use his
or her judgment to determine in which areas and to what extent to rely on the
work of others. Other commenters indicated that the proposed standard did not
place enough emphasis on the work of internal auditors whose competence and
objectivity, as well as adherence to professional standards of internal auditing,
should clearly set their work apart from the work performed by others in the
organization (such as management or third parties working under management's
direction). Further, these commenters believed that the standard should clarify
that the auditor should be able to use work performed by internal auditors
extensively. In that case, their concerns about excessive cost also would be
partially alleviated.
E35. Other commenters expressed their belief that the proposed standard
repudiated the approach established in AU sec. 322, The Auditor's Consideration
of the Internal Audit Function in an Audit of Financial Statements, for the auditor's
use of the work of internal auditors in a financial statement audit. Commenters
also expressed very specific and pointed views on the three categories of
controls. As defined in the proposed standard, the first category (in which the
auditor should not use the work of others at all) included:
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•

Controls that are part of the control environment, including controls
specifically established to prevent and detect fraud that is reasonably
likely to result in material misstatement of the financial statements.

•

Controls over the period-end financial reporting process, including controls
over procedures used to enter transaction totals into the general ledger; to
initiate, record, and process journal entries in the general ledger; and to
record recurring and nonrecurring adjustments to the financial statements
(for example, consolidating adjustments, report combinations, and
reclassifications).

•

Controls that have a pervasive effect on the financial statements, such as
certain information technology general controls on which the operating
effectiveness of other controls depend.

•

Walkthroughs.

E36. Commenters expressed concern that the prohibition on using the work of
others in these areas would (a) drive unnecessary and excessive costs, (b) not
give appropriate recognition to those instances in which the auditor evaluated
internal audit as having a high degree of competence and objectivity, and (c) be
impractical due to resource constraints at audit firms. Although each individual
area was mentioned, the strongest and most frequent objections were to the
restrictions imposed over the inclusion in the first category of walkthroughs,
controls over the period-end financial reporting process, and information
technology general controls. Some commenters suggested the Board should
consider moving these areas from the first category to the second category (in
which using the work of others would be limited, rather than prohibited); others
suggested removing any limitation on using the work of others in these areas
altogether.
E37. Commenters also expressed other concerns with respect to the three
control categories.
Several commenters asked for clarification on what
constituted limited use of the work of others for areas included in the second
category. Some commenters asked for clarification about the extent of
reperformance necessary for the auditor to use the work of others. Other
commenters questioned the meaning of the term without specific limitation in the
third category by asking, did this mean that the auditor could use the work of
others in these areas without performing or reperforming any work in those
areas?
E38. Although most commenters suggested that the principal evidence
threshold for the auditor's own work be retained, some commenters objected to
the principal evidence provision. Although many commenters identified the
broad array of areas identified in the first category (in which the auditor should
not use the work of others at all) as the key driver of excessive costs, others
identified the principal evidence provision as the real source of their excessive
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cost concerns. Even if the categories were redefined in such a way as to permit
the auditor to use the work of others in more areas, any associated decrease in
audit cost would be limited by the principal evidence provision which, if retained,
would still require significant original work on the part of the auditor. On the other
hand, both investors and auditors generally supported retaining the principal
evidence provision as playing an important role in ensuring the independence of
the auditor's opinion and preventing inappropriate overreliance on the work of
internal auditors and others.
E39. Commenters who both supported and opposed the principal evidence
provision indicated that implementing it would be problematic because the nature
of the work in an audit of internal control over financial reporting does not lend
itself to a purely quantitative measurement. Thus, auditors would be forced to
use judgment when determining whether the principal evidence provision has
been satisfied.
E40. In response to the comments, the Board decided that some changes to
the guidance on using the work of others were necessary. The Board did not
intend to reject the concepts in AU sec. 322 and replace them with a different
model. Although AU sec. 322 is designed to apply to an audit of financial
statements, the Board concluded that the concepts contained in AU sec. 322 are
sound and should be used in an audit of internal control over financial reporting,
with appropriate modification to take into account the differences in the nature of
the evidence necessary to support an opinion on financial statements and the
evidence necessary to support an opinion on internal control effectiveness. The
Board also wanted to make clear that the concepts in AU sec. 322 also may be
applied, with appropriate auditor judgment, to the relevant work of others.
E41. The Board remained concerned, however, with the possibility that auditors
might overrely on the work of internal auditors and others. Inappropriate
overreliance can occur in a variety of ways. For example, an auditor might rely
on the work of a highly competent and objective internal audit function for
proportionately too much of the evidence that provided the basis for the auditor's
opinion. Inappropriate overreliance also occurs when the auditor incorrectly
concludes that internal auditors have a high degree of competence and
objectivity when they do not, perhaps because the auditor did not exercise
professional skepticism or due professional care when making his or her
evaluation. In either case, the result is the same: unacceptable risk that the
auditor's conclusion that internal control over financial reporting is effective is
incorrect. For example, federal bank regulators commented that, in their
experience with FDICIA, auditors have a tendency to rely too heavily on the work
of management and others, further noting that this situation diminishes the
independence of the auditor's opinion on control effectiveness.
E42. The Board decided to revise the categories of controls by focusing on the
nature of the controls being tested, evaluating the competence and objectivity of
the individuals performing the work, and testing the work of others. This allows
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the auditor to exercise substantial judgment based on the outcome of this work
as to the extent to which he or she can make use of the work of internal auditors
or others who are suitably qualified.
E43. This standard emphasizes the direct relationship between the assessed
level of competence and objectivity and the extent to which the auditor may use
the work of others. The Board included this clarification to highlight the special
status that a highly competent and objective internal auditor has in the auditor's
work as well as to caution against inappropriate overreliance on the work of
management and others who would be expected to have lower degrees of
competence and objectivity in assessing controls. Indeed, the Board noted that,
with regard to internal control over financial reporting, internal auditors would
normally be assessed as having a higher degree of competence and objectivity
than management or others and that an auditor will be able to rely to a greater
extent on the work of a highly competent and objective internal auditor than on
work performed by others within the company.
E44. The Board concluded that the principal evidence provision is critical to
preventing overreliance on the work of others in an audit of internal control over
financial reporting. The requirement for the auditor to perform enough of the
control testing himself or herself so that the auditor's own work provides the
principal evidence for the auditor's opinion is of paramount importance to the
auditor's assurance providing the level of reliability that investors expect.
However, the Board also decided that the final standard should articulate clearly
that the auditor's judgment about whether he or she has obtained the principal
evidence required is qualitative as well as quantitative. Therefore, the standard
now states, "Because the amount of work related to obtaining sufficient evidence
to support an opinion about the effectiveness of controls is not susceptible to
precise measurement, the auditor's judgment about whether he or she has
obtained the principal evidence for the opinion will be qualitative as well as
quantitative. For example, the auditor might give more weight to work performed
on pervasive controls and in areas such as the control environment than on other
controls, such as controls over low-risk, routine transactions."
E45. The Board also concluded that a better balance could be achieved in the
standard by instructing the auditor to factor into the determination of the extent to
which to use the work of others an evaluation of the nature of the controls on
which others performed their procedures.
E46. Paragraph 112 of the standard provides the following factors the auditor
should consider when evaluating the nature of the controls subjected to the work
of others:
•

The materiality of the accounts and disclosures that the control addresses
and the risk of material misstatement.
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•

The degree of judgment required to evaluate the operating effectiveness
of the control (that is, the degree to which the evaluation of the
effectiveness of the control requires evaluation of subjective factors rather
than objective testing).

•

The pervasiveness of the control.

•

The level of judgment or estimation required in the account or disclosure.

•

The potential for management override of the control.

E47. As these factors increase in significance, the need for the auditor to
perform his or her own work on those controls increases. As these factors
decrease in significance, the auditor may rely more on the work of others.
Because of the nature of controls in the control environment, however, the
standard does not allow the auditor to use the work of others to reduce the
amount of work he or she performs on such controls. In addition, the standard
also does not allow the auditor to use the work of others in connection with the
performance of walkthroughs of major classes of transactions because of the
high degree of judgment required when performing them (See separate
discussion in paragraphs E51 through E57).
E48. The Board decided that this approach was responsive to those who
believed that the auditor should be able to use his or her judgment in determining
the extent to which to use the work of others. The Board designed the
requirement that the auditor's own work must provide the principal evidence for
the auditor's opinion as one of the boundaries within which the auditor
determines the work he or she must perform himself or herself in the audit of
internal control over financial reporting. The other instructions about using the
work of others provide more specific direction about how the auditor makes this
determination, but allow the auditor significant flexibility to use his or her
judgment to determine the work necessary to obtain the principal evidence, and
to determine when the auditor can use the work of others rather than perform the
work himself or herself. Although some of the directions are specific and
definitive, such as the directions for the auditor to perform tests of controls in the
control environment and walkthroughs himself or herself, the Board decided that
these areas were of such audit importance that the auditor should always
perform this testing as part of obtaining the principal evidence for his or her
opinion. The Board concluded that this approach appropriately balances the use
of auditor judgment and the risk of inappropriate overreliance.
E49. The Board was particularly concerned by comments that issuers might
choose to reduce their internal audit staff or the extent of internal audit testing in
the absence of a significant change in the proposed standard that would
significantly increase the extent to which the auditor may use the work of internal
auditors. The Board believes the standard makes clear that an effective internal
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audit function does permit the auditor to reduce the work that otherwise would be
necessary.
E50. Finally, as part of clarifying the linkage between the degree of competence
and objectivity of the others and the ability to use their work, the Board decided
that additional clarification should be provided on the extent of testing that should
be required of the work of others. The Board noted that the interaction of the
auditor performing walkthroughs of every significant process and the retention of
the principal evidence provision precluded the need for the auditor to test the
work of others in every significant account. However, testing the work of others
is an important part of an ongoing assessment of their competence and
objectivity. Therefore, as part of the emphasis on the direct relationship between
the assessed level of competence and objectivity to the extent of the use of the
work of others, additional provisions were added discussing how the results of
the testing of the work of others might affect the auditor's assessment of
competence and objectivity. The Board also concluded that testing the work of
others should be clearly linked to an evaluation of the quality and effectiveness of
their work.
Walkthroughs
E51. The proposed standard included a requirement that the auditor perform
walkthroughs, stating that the auditor should perform a walkthrough for all of the
company's significant processes. In the walkthrough, the auditor was to trace all
types of transactions and events, both recurring and unusual, from origination
through the company's information systems until they were included in the
company's financial reports. As stated in the proposed standard, walkthroughs
provide the auditor with evidence to:
•

Confirm the auditor's understanding of the process flow of transactions;

•

Confirm the auditor's understanding of the design of controls identified for
all five components of internal control over financial reporting, including
those related to the prevention or detection of fraud;

•

Confirm that the auditor's understanding of the process is complete by
determining whether all points in the process at which misstatements
related to each relevant financial statement assertion that could occur
have been identified;

•

Evaluate the effectiveness of the design of controls; and

•

Confirm whether controls have been placed in operation.

E52. A number of commenters expressed strong support for the requirement for
the auditor to perform walkthroughs as described in the proposed standard.
They agreed that auditors who did not already perform the type of walkthrough
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described in the proposed standard should perform them as a matter of good
practice. These commenters further recognized that the first-hand understanding
an auditor obtains from performing these walkthroughs puts the auditor in a much
better position to design an effective audit and to evaluate the quality and
effectiveness of the work of others.
They considered the walkthrough
requirement part of "getting back to basics," which they viewed as a positive
development.
E53. Some commenters expressed general support for walkthroughs as
required procedures, but had concerns about the scope of the work. A number
of commenters suggested that requiring walkthroughs of all significant processes
and all types of transactions would result in an overwhelming and unreasonable
number of walkthroughs required. Commenters made various suggestions for
alleviating this problem, including permitting the auditor to determine, using broad
auditor judgment, which classes of transactions to walk through or refining the
scope of "all types of transactions" to include some kind of consideration of risk
and materiality.
E54. Other commenters believed that required walkthroughs would result in
excessive cost if the auditor were prohibited from using the work of others.
These commenters suggested that the only way that required walkthroughs
would be a reasonable procedure is to permit the auditor to use the work of
others. Although commenters varied on whether the auditor's use of the work of
others for walkthroughs should be liberal or limited, and whether it should include
management or be limited to internal auditors, a large number of commenters
suggested that limiting walkthroughs to only the auditor himself or herself was
impractical.
E55. The Board concluded that the objectives of the walkthroughs cannot be
achieved second-hand. For the objectives to be effectively achieved, the auditor
must perform the walkthroughs himself or herself. Several commenters who
objected to the prohibition on using the work of internal auditors for walkthroughs
described situations in which internal auditors would be better able to effectively
perform walkthroughs because internal auditors understood the company's
business and controls better than the external auditor and because the external
auditor would struggle in performing walkthroughs due to a lack of
understanding. The Board observed that these commenters' perspectives
support the importance of requiring the external auditor to perform walkthroughs.
If auditors struggle to initially perform walkthroughs because their knowledge of
the company and its controls is weak, then that situation would only emphasize
the necessity for the auditor to increase his or her level of understanding. After
considering the nature and extent of the procedures that would be required to
achieve these objectives, the Board concluded that performing walkthroughs
would be the most efficient means of doing so. The first-hand understanding the
auditor will obtain of the company's processes and its controls through the
walkthroughs will translate into increased effectiveness and quality throughout
the rest of the audit, in a way that cannot be achieved otherwise.
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E56. The Board also decided that the scope of the transactions that should be
subjected to walkthroughs should be more narrowly defined. To achieve the
objectives the Board intended for walkthroughs to accomplish, the auditor should
not be forced to perform walkthroughs on what many commenters reasoned was
an unreasonably large population. The Board decided that the auditor should be
able to use judgment in considering risk and materiality to determine which
transactions and events within a given significant process to walk through. As a
result, the directions in the standard on determining significant processes and
major classes of transactions were expanded, and the population of transactions
for which auditors will be required to walk through narrowed by replacing "all
types of transactions" with "major classes of transactions."
E57. Although judgments of risk and materiality are inherent in identifying major
classes of transactions, the Board decided to also remove from the standard the
statement, "walkthroughs are required procedures" as a means of further
clarifying that auditor judgment plays an important role in determining the major
classes of transactions for which to perform a walkthrough. The Board observed
that leading off the discussion of walkthroughs in the standard with such a
sentence could be read as setting a tone that diminished the role of judgment in
selecting the transactions to walk through. As a result, the directions in the
standard on performing walkthroughs begin with, "The auditor should perform at
least one walkthrough for each major class of transactions…" The Board's
decision to eliminate the statement "walkthroughs are required procedures"
should not be viewed as an indication that performing walkthroughs are optional
under the standard's directions. The Board believes the auditor might be able to
achieve the objectives of a walkthrough by performing a combination of
procedures, including inquiry, inspection, observation, and reperformance;
however, performing a walkthrough represents the most efficient and effective
means of doing so. The auditor's work on the control environment and
walkthroughs is an important part of the principal evidence that the auditor must
obtain himself or herself.
Small Business Issues
E58. Appendix E of the proposed standard discussed small and medium-sized
company considerations. Comments were widely distributed on this topic. A
number of commenters indicated that the proposed standard gave adequate
consideration to how internal control is implemented in, and how the audit of
internal control over financial reporting should be conducted at, small and
medium-sized companies. Other commenters, particularly smaller issuers and
smaller audit firms, indicated that the proposed standard needed to provide much
more detail on how internal control over financial reporting could be different at a
small or medium-sized issuer and how the auditor's approach could differ. Some
of these commenters indicated that the concepts articulated in the Board's
proposing release concerning accommodations for small and medium-sized
companies were not carried through to the proposed standard itself.
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E59. On the other hand, other commenters, particularly large audit firms and
investors, expressed views that the proposed standard went too far in creating
too much of an accommodation for small and medium-sized issuers. In fact,
many believed that the proposed standard permitted those issuers to have less
effective internal control over financial reporting than larger issuers, while
providing guidance to auditors permitting them to perform less extensive testing
at those small and medium-sized issuers than they might have at larger issuers.
These commenters stressed that effective internal control over financial reporting
is equally important at small and medium-sized issuers. Some commenters also
expressed concerns that the guidance in proposed Appendix E appeared to
emphasize that the actions of senior management, if carried out with integrity,
could offset deficiencies in internal control over financial reporting, such as the
lack of written policies and procedures. Because the risk of management
override of controls is higher in these types of environments, such commenters
were concerned that the guidance in proposed Appendix E might result in an
increased fraud risk at small and medium-sized issuers. At a minimum, they
argued, the interpretation of Appendix E might result in a dangerous expectation
gap for users of their internal control reports. Some commenters who were of
this view suggested that Appendix E be deleted altogether or replaced with a
reference to the report of the Committee of Sponsoring Organizations (COSO) of
the Treadway Commission, Internal Control—Integrated Framework, which they
felt contained sufficient guidance on small and medium-sized company
considerations.
E60. Striking an appropriate balance regarding the needs of smaller issuers is
particularly challenging. The Board considered cautionary views about the
difficulty in expressing accommodations for small and medium-sized companies
without creating an inappropriate second class of internal control effectiveness
and audit assurance. Further, the Board noted that the COSO framework
currently provides management and the auditor with more guidance and flexibility
regarding small and medium-sized companies than the Board had provided in
the proposed Appendix E. As a result, the Board eliminated proposed Appendix
E and replaced the appendix with a reference to COSO in paragraph 15 of the
standard. The Board believes providing internal control criteria for small and
medium-sized companies within the internal control framework is more
appropriately within the purview of COSO. Furthermore, the COSO report was
already tailored for special small and medium-sized company considerations.
The Board decided that emphasizing the existing guidance within COSO was the
best way of recognizing the special considerations that can and should be given
to small and medium-sized companies without inappropriately weakening the
standard to which these smaller entities should, nonetheless, be held. If
additional tailored guidance on the internal control framework for small and
medium-sized companies is needed, the Board encourages COSO, or some
other appropriate body, to develop this guidance.
Evaluation of the Effectiveness of the Audit Committee
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E61. The proposed standard identified a number of circumstances that,
because of their likely significant negative effect on internal control over financial
reporting, are significant deficiencies as well as strong indicators that a material
weakness exists. A particularly notable significant deficiency and strong indicator
of a material weakness was the ineffective oversight by the audit committee of
the company's external financial reporting and internal control over financial
reporting. In addition, the proposed standard required the auditor to evaluate
factors related to the effectiveness of the audit committee's oversight of the
external financial reporting process and the internal control over financial
reporting.
E62. This provision related to evaluating the effectiveness of the audit
committee was included in the proposed standard for two primary reasons. First,
the Board initially decided that, because of the significant role that the audit
committee has in the control environment and monitoring components of internal
control over financial reporting, an ineffective audit committee is a gravely
serious control weakness that is strongly indicative of a material weakness. Most
auditors should have already been reaching this conclusion when confronted with
an obviously ineffective audit committee. Second, highlighting the adverse
consequences of an ineffective audit committee would, perhaps, further
encourage weak audit committees to improve.
E63. Investors supported this provision. They expressed an expectation that
the auditor would evaluate the audit committee's effectiveness and speak up if
the audit committee was determined to be ineffective. Investors drew a link
among restoring their confidence, audit committees having new and enhanced
responsibilities, and the need for assurance that audit committees are, in fact,
meeting their responsibilities.
E64. Auditors also were generally supportive of such an evaluation. However,
many requested that the proposed standard be refined to clearly indicate that the
auditor's responsibility to evaluate the effectiveness of the audit committee's
oversight of the company's external financial reporting and internal control over
financial reporting is not a separate and distinct evaluation. Rather, the
evaluation is one element of the auditor's overall understanding and assessment
of the company's control environment and monitoring components. Some
commenters suggested that, in addition to needing clarification of the auditor's
responsibility, the auditor would have difficulty in evaluating all of the factors
listed in the proposed standard, because the auditor's normal interaction with the
audit committee would not provide sufficient basis to conclude on some of those
factors.
E65. Issuers and some others were opposed to the auditor evaluating the
effectiveness of the audit committee on the fundamental grounds that such an
evaluation would represent an unacceptable conflict of interest. Several
commenters shared the view that this provision would reverse an important
improvement in governance and audit quality. Whereas the auditor was formerly
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retained and compensated by management, the Act made clear that these
responsibilities should now be those of the audit committee. In this way,
commenters saw a conflict of interest being remedied. Requiring the auditor to
evaluate the effectiveness of the audit committee led commenters to conclude
that the same kind of conflict of interest was being reestablished. These
commenters also believed that the auditor would not have a sufficient basis on
which to evaluate the effectiveness of the audit committee because the auditor
does not have complete and free access to the audit committee, does not have
appropriate expertise to evaluate audit committee members (who frequently are
more experienced businesspeople than the auditor), does not have the legal
expertise to make determinations about some of the specific factors listed in the
proposed standard, and other shortcomings.
These commenters also
emphasized that the board of directors' evaluation of the audit committee is
important and that the proposed standard could be read to supplant this
important evaluation with that of the auditor's.
E66. The Board concluded that this provision should be retained but decided
that clarification was needed to emphasize that the auditor's evaluation of the
audit committee was not a separate evaluation but, rather, was made as part of
the auditor's evaluation of the control environment and monitoring components of
internal control over financial reporting. The Board reasoned that clarifying both
this context and limitation on the auditor's evaluation of the audit committee
would also address, to some degree, the conflict-of-interest concerns raised by
other commenters. The Board also observed, however, that conflict is, to some
extent, inherent in the duties that society expects of auditors. Just as auditors
were expected in the past to challenge management when the auditor believed a
material misstatement of the financial statements or material weakness in
internal control over financial reporting existed, the auditor similarly is expected
to speak up when he or she believes the audit committee is ineffective in its
oversight.
E67. The Board decided that when the auditor is evaluating the control
environment and monitoring components, if the auditor concludes that the audit
committee's oversight of the company's external financial reporting and internal
control over financial reporting is ineffective, the auditor should be strongly
encouraged to consider that situation a material weakness and, at a minimum, a
significant deficiency. The objective of the evaluation is not to grade the
effectiveness of the audit committee along a scale. Rather, in the course of
performing procedures related to evaluating the effectiveness of the control
environment and monitoring components, including evaluating factors related to
the effectiveness of the audit committee's oversight, if the auditor concludes that
the audit committee's oversight of the external financial reporting and internal
control over financial reporting is ineffective, then the auditor should consider that
a strong indicator of a material weakness.
E68. The Board concluded that several refinements should be made to this
provision. As part of emphasizing that the auditor's evaluation of the audit
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committee is to be made as part of evaluating the control environment and not as
a separate evaluation, the Board determined that the evaluation factors should
be modified. The factors that addressed compliance with listing standards and
sections of the Act were deleted, because those factors were specifically
criticized in comment letters as being either outside the scope of the auditor's
expertise or outside the scope of internal control over financial reporting. The
Board also believed that those factors were not significant to the type of
evaluation the auditor was expected to make of the audit committee. The Board
decided to add the following factors, which are based closely on factors
described in COSO, as relevant to evaluating those who govern, including the
audit committee:
•

Extent of direct and independent interaction with key members of financial
management, including the chief financial officer and chief accounting
officer.

•

Degree to which difficult questions are raised and pursued with
management and the auditor, including questions that indicate an
understanding of the critical accounting policies and judgmental
accounting estimates.

•

Level of responsiveness to issues raised by the auditor, including those
required to be communicated by the auditor to the audit committee.

E69. The Board also concluded that the standard should explicitly
acknowledge that the board of directors is responsible for evaluating the
effectiveness of the audit committee and that the auditor's evaluation of the
control environment is not intended to supplant those evaluations. In addition,
the Board concluded that, in the event the auditor determines that the audit
committee's oversight is ineffective, the auditor should communicate that finding
to the full board of directors. This communication should occur regardless of
whether the auditor concludes that the condition represents a significant
deficiency or a material weakness, and the communication should take place in
addition to the normal communication requirements that attach to those
deficiencies.
Definitions of Significant Deficiency and Material Weakness
E70. As part of developing the proposed standard, the Board evaluated the
existing definitions of significant deficiency (which the SEC defined as being the
same as a reportable condition) and material weakness to determine whether
they would permit the most effective implementation of the internal control
reporting requirements of the Act.
E71. AU sec. 325, Communication of Internal Control Related Matters Noted in
an Audit, defined a material weakness as follows:
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A material weakness in internal control is a reportable condition in which
the design or operation of one or more of the internal control components
does not reduce to a relatively low level the risk that misstatements
caused by error or fraud in amounts that would be material in relation to
the financial statements being audited may occur and not be detected
within a timely period by employees in the normal course of performing
their assigned functions.
E72. The framework that defined a material weakness focused on likelihood of
and magnitude for evaluating a weakness. The Board decided that this
framework would facilitate effective implementation of the Act's internal control
reporting requirements; therefore, the Board's proposed definitions focused on
likelihood and magnitude. However, as part of these deliberations, the Board
decided that likelihood and magnitude needed to be defined in terms that would
encourage more consistent application.
E73. Within the existing definition of material weakness, the magnitude of
"material in relation to the financial statements" was well supported by the
professional standards, SEC rules and guidance, and other literature. However,
the Board decided that the definition of likelihood would be improved if it used
"more than remote" instead of "relatively low level." FASB Statement No. 5,
Accounting for Contingencies (FAS No. 5) defines "remote." The Board decided
that, because auditors were familiar with the application of the likelihood
definitions in FAS No. 5, using "more than remote" in the definition of material
weakness would infuse the evaluation of whether a control deficiency was a
material weakness with the additional consistency that the Board wanted to
encourage.
E74. AU sec. 325 defined reportable conditions as follows:
…matters coming to the auditor's attention that, in his judgment, should be
communicated to the audit committee because they represent significant
deficiencies in the design or operation of internal control, which could
adversely affect the organization's ability to initiate, record, process, and
report financial data consistent with the assertions of management in the
financial statements.
E75. The Board observed that this definition makes the determination of
whether a condition is reportable solely a matter of the auditor's judgment. The
Board believed that this definition was insufficient for purposes of the Act
because management also needs a definition to determine whether a deficiency
is significant and that the definition should be the same as the definition used by
the auditor. Furthermore, using this existing definition, the auditor's judgment
could never be questioned.
E76. The Board decided that the same framework that represented an
appropriate framework for defining a material weakness also should be used for
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defining a significant deficiency. Although auditor judgment is integral and
essential to the audit process (including in determining the severity of control
weaknesses), auditors, nonetheless, must be accountable for their judgments.
Increasing the accountability of auditors for their judgments about whether a
condition represents a significant deficiency and increasing the consistency with
which those judgments are made are interrelated. Hence, the same framework
of likelihood and magnitude were applied in the Board's proposed definition of
significant deficiency.
E77. In applying the likelihood and magnitude framework to defining a
significant deficiency, the Board decided that the "more than remote" likelihood of
occurrence used in the definition of material weakness was the best benchmark.
In terms of magnitude, the Board decided that "more than inconsequential"
should be the threshold for a significant deficiency.
E78. A number of commenters were supportive of the definitions in the
proposed standard. These commenters believed the definitions were an
improvement over the previous definitions, used terms familiar to auditors, and
would promote increased consistency in evaluations.
E79. Most commenters, however, objected to these definitions. The primary,
over-arching objection was that these definitions set too low a threshold for the
reporting of significant deficiencies. Some commenters focused on "more than
remote" likelihood as the driver of an unreasonably low threshold, while others
believed "more than inconsequential" in the definition of significant deficiency
was the main culprit.
While some commenters understood "more than
inconsequential" well enough, others indicated significant concerns that this
represented a new term of art that needed to be accompanied by a clear
definition of "inconsequential" as well as supporting examples.
Several
commenters suggested retaining the likelihood and magnitude approach to a
definition but suggested alternatives for likelihood (such as reasonably likely,
reasonably possible, more likely than not, probable) and magnitude (such as
material, significant, insignificant).
E80. Some commenters suggested that the auditing standard retain the existing
definitions of material weakness and significant deficiency, consistent with the
SEC's final rules implementing Section 404. In their final rules, the SEC tied
management's assessment to the existing definitions of material weakness and
significant deficiency (through the existing definition of a reportable condition) in
AU sec. 325. These commenters suggested that, if the auditing standard used a
different definition, a dangerous disconnect would result, whereby management
would be using one set of definitions under the SEC's rules and auditors would
be using another set under the Board's auditing standards. They further
suggested that, absent rulemaking by the SEC to change its definitions, the
Board should simply defer to the existing definitions.
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E81. A number of other commenters questioned the reference to "a
misstatement of the annual or interim financial statements" in the definitions, with
the emphasis on why "interim" financial statements were included in the
definition, since Section 404 required only an annual assessment of internal
control over financial reporting effectiveness, made as of year-end. They
questioned whether this definition implied that the auditor was required to identify
deficiencies that could result in a misstatement in interim financial statements;
they did not believe that the auditor should be required to plan his or her audit of
internal control over financial reporting at a materiality level of the interim
financial statements.
E82. The Board ultimately concluded that focusing the definitions of material
weakness and significant deficiency on likelihood of misstatement and magnitude
of misstatement provides the best framework for evaluating deficiencies.
Defaulting to the existing definitions would not best serve the public interest nor
facilitate meaningful and effective implementation of the auditing standard.
E83. The Board observed that the SEC's final rules requiring management to
report on internal control over financial reporting define material weakness, for
the purposes of the final rules, as having "the same meaning as the definition
under GAAS and attestation standards." Those rules state:
The term "significant deficiency" has the same meaning as the term
"reportable condition" as used in AU §325 and AT§501. The terms
"material weakness" and "significant deficiency" both represent
deficiencies in the design or operation of internal control that could
adversely affect a company's ability to record, process, summarize and
report financial data consistent with the assertions of management in the
company's financial statements, with a "material weakness" constituting a
greater deficiency than a "significant deficiency." Because of this
relationship, it is our judgment that an aggregation of significant
deficiencies could constitute a material weakness in a company's internal
control over financial reporting.42/
E84. The Board considered the SEC's choice to cross-reference to generally
accepted auditing standards (GAAS) and the attestation standards as the means
of defining these terms, rather than defining them outright within the final rules,
noteworthy as it relates to the question of whether any disconnect could result
between auditors' and managements' evaluations if the Board changed the
definitions in its standards. Because the standard changes the definition of these
terms within the interim standards, the Board believes the definitions are,
therefore, changed for both auditors' and managements' purposes.
42/

See footnote 73 to Final Rule: Management's Reports on Internal Control
Over Financial Reporting and Certification of Disclosure in Exchange Act Periodic
Reports, Securities and Exchange Commission Release No. 33-8238 (June 5, 2003) [68
FR 36636].

File No. PCAOB-2004-03 Page No. 301

E85. The Board noted that commenters who were concerned that the
definitions in the proposed standard set too low of a threshold for significant
deficiencies and material weaknesses believed that the proposed standard
required that each control deficiency be evaluated in isolation. The intent of the
proposed standard was that control deficiencies should first be evaluated
individually; the determination as to whether they are significant deficiencies or
material weaknesses should be made considering the effects of compensating
controls. The effect of compensating controls should be taken into account when
assessing the likelihood of a misstatement occurring and not being prevented or
detected. The proposed standard illustrated this type of evaluation, including the
effect of compensating controls when assessing likelihood, in the examples in
Appendix D. Based on the comments received, however, the Board determined
that additional clarification within the standard was necessary to emphasize the
importance of considering compensating controls when evaluating the likelihood
of a misstatement occurring. As a result, the note to paragraph 10 was added.
E86. The Board concluded that considering the effect of compensating controls
on the likelihood of a misstatement occurring and not being prevented or
detected sufficiently addressed the concerns that the definitions set too low a
threshold. For example, several issuer commenters cited concerns that the
proposed definitions precluded a rational cost-benefit analysis of whether to
correct a deficiency. These issuers believed they would be compelled to correct
deficiencies (because the deficiencies would be considered to be at least
significant deficiencies) in situations in which management had made a previous
conscious decision that the costs of correcting the deficiency outweighed the
benefits. The Board observed that, in cases in which management has
determined not to correct a known deficiency based on a cost-benefit analysis,
effective compensating controls usually lie at the heart of management's
decision. The standard's use of "likelihood" in the definition of a significant
deficiency or material weakness accommodates such a consideration of
compensating controls. If a deficiency is effectively mitigated by compensating
controls, then the likelihood of a misstatement occurring and not being prevented
or detected may very well be remote.
E87. The Board disagreed with comments that "more than inconsequential"
was too low a threshold; however, the Board decided the term "inconsequential"
needed additional clarity. The Board considered the term "inconsequential" in
relation to the SEC's guidance on audit requirements and materiality. Section
10A(b)(1)(B)43/ describes the auditor's communication requirements when the
auditor detects or otherwise becomes aware of information indicating that an
illegal act has or may have occurred, "unless the illegal act is clearly
inconsequential." Staff Accounting Bulletin (SAB) No. 99, Materiality, provides
the most recent and definitive guidance on the concept of materiality as it relates
to the financial reporting of a public company. SAB No. 99 uses the term
"inconsequential" in several places to draw a distinction between amounts that
43/

See Section 10A of the Securities Exchange Act of 1934, 15 U.S.C., 78j-1.
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are not material. SAB No. 99 provides the following guidance to assess the
significance of a misstatement:
Though the staff does not believe that registrants need to make finely
calibrated determinations of significance with respect to immaterial items,
plainly it is "reasonable" to treat misstatements whose effects are clearly
inconsequential differently than more significant ones.
E88. The discussion in the previous paragraphs provided the Board's context
for using "material" and "more than inconsequential" for the magnitude thresholds
in the standard's definitions. "More than inconsequential" indicates an amount
that is less than material yet has significance.
E89. The Board also considered the existing guidance in the Board's interim
standards for evaluating materiality and accumulating audit differences in a
financial statement audit. Paragraph .41 of AU sec. 312, Audit Risk and
Materiality in Conducting an Audit, states:
In aggregating likely misstatements that the entity has not corrected,
pursuant to paragraphs .34 and .35, the auditor may designate an amount
below which misstatements need not be accumulated. This amount
should be set so that any such misstatements, either individually or when
aggregated with other such misstatements, would not be material to the
financial statements, after the possibility of further undetected
misstatements is considered.
E90. The Board considered the discussion in AU sec. 312 that spoke
specifically to evaluating differences individually and in the aggregate, as well as
to considering the possibility of additional undetected misstatements, important
distinguishing factors that should be carried through to the evaluation of whether
a control deficiency represents a significant deficiency because the magnitude of
the potential misstatement is more than inconsequential.
E91. The Board combined its understanding of the salient concepts in AU sec.
312 and the SEC guidance on materiality to develop the following definition of
inconsequential:
A misstatement is inconsequential if a reasonable person would conclude,
after considering the possibility of further undetected misstatements, that
the misstatement, either individually or when aggregated with other
misstatements, would clearly be immaterial to the financial statements. If
a reasonable person could not reach such a conclusion regarding a
particular misstatement, that misstatement is more than inconsequential.
E92. Finally, the inclusion of annual or interim financial statements in the
definitions rather than just "annual financial statements" was intentional and, in
the Board's opinion, closely aligned with the spirit of what Section 404 seeks to
accomplish. However, the Board decided that this choice needed clarification
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within the auditing standard. The Board did not intend the inclusion of the interim
financial statements in the definition to require the auditor to perform an audit of
internal control over financial reporting at each interim date. Rather, the Board
believed that the SEC's definition of internal control over financial reporting
included all financial reporting that a public company makes publicly available. In
other words, internal control over financial reporting includes controls over the
preparation of annual and quarterly financial statements. Thus, an evaluation of
internal control over financial reporting as of year-end encompasses controls
over the annual financial reporting and quarterly financial reporting as such
controls exist at that point in time.
E93. Paragraphs 76 and 77 of the standard clarify this interpretation, as part of
the discussion of the period-end financial reporting process. The period-end
financial reporting process includes procedures to prepare both annual and
quarterly financial statements.
Strong Indicators of Material Weaknesses and DeFacto Significant
Deficiencies
E94. The proposed standard identified a number of circumstances that,
because of their likely significant negative effect on internal control over financial
reporting, are significant deficiencies as well as strong indicators that a material
weakness exists. The Board developed this list to promote increased rigor and
consistency in auditors' evaluations of weaknesses. For the implementation of
Section 404 of the Act to achieve its objectives, the public must have confidence
that all material weaknesses that exist as of the company's year-end will be
publicly reported. Historically, relatively few material weaknesses have been
reported by the auditor to management and the audit committee. That condition
is partly due to the nature of a financial statement audit. In an audit of only the
financial statements, the auditor does not have a detection responsibility for
material weaknesses in internal control; such a detection responsibility is being
newly introduced for all public companies through Sections 103 and 404 of the
Act. However, the Board was concerned about instances in which auditors had
identified a condition that should have been, but was not, communicated as a
material weakness. The intention of including the list of strong indicators of
material weaknesses in the proposed standard was to bring further clarity to
conditions that were likely to be material weaknesses in internal control and to
create more consistency in auditors' evaluations.
E95. Most commenters were generally supportive of a list of significant
deficiencies and strong indicators of the existence of material weaknesses. They
believed such a list provided instructive guidance to both management and the
auditor. Some commenters, however, disagreed with the proposed approach of
providing such a list. They believed that the determination of the significance of
a deficiency should be left entirely to auditor judgment. A few commenters
requested clarification of the term "strong indicator" and specific guidance on
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how and when a "strong indicator" could be overcome. A number of commenters
expressed various concerns with individual circumstances included in the list.
•

Restatement of previously issued financial statements to reflect the
correction of a misstatement. Some commenters expressed concern
about the kinds of restatements that would trigger this provision. A few
mentioned the specific instance in which the restatement reflected the
SEC's subsequent view of an accounting matter when the auditor, upon
reevaluation, continued to believe that management had reasonable
support for its original position. They believed this specific circumstance
would not necessarily indicate a significant deficiency in internal control
over financial reporting. Others commented that a restatement of
previously issued financial statements would indicate a significant
deficiency and strong indicator of a material weakness in the prior period
but not necessarily in the current period.

•

Identification by the auditor of a material misstatement in financial
statements in the current period that was not initially identified by the
company's internal control over financial reporting (even if management
subsequently corrects the misstatement). Several commenters, issuers
and auditors alike, expressed concern about including this circumstance
on the list. They explained that, frequently, management is completing the
preparation of the financial statements at the same time that the auditor is
completing his or her auditing procedures. In the face of this "strong
indicator" provision, a lively debate of "who found it first" would ensue
whenever the auditor identifies a misstatement that management
subsequently corrects. Another argument is that the company's controls
would have detected a misstatement identified by the auditor if the
controls had an opportunity to operate (that is, the auditor performed his or
her testing before the company's controls had an opportunity to operate).
Several issuers indicated that they would prevent this latter situation by
delaying the auditor's work until the issuers had clearly completed their
entire period-end financial reporting process – a delay they viewed as
detrimental.

•

For larger, more complex entities, the internal audit function or the risk
assessment function is ineffective. Several commenters asked for specific
factors the auditor was expected to use to assess the effectiveness of
these functions.

•

For complex entities in highly regulated industries, an ineffective
regulatory compliance function. Several commenters, particularly issuers
in highly regulated industries, objected to the inclusion of this
circumstance because they believed this to be outside the scope of
internal control over financial reporting. (They agreed that this would be
an internal control-related matter, but one that falls into operating
effectiveness and compliance with laws and regulations, not financial
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reporting.) Many of these commenters suggested that this circumstance
be deleted from the list altogether. Fewer commenters suggested that this
problem could be addressed by simply clarifying that this circumstance is
limited to situations in which the ineffective regulatory function relates
solely to those aspects for which related violations of laws and regulations
could have a direct and material effect on the financial statements.
•

Identification of fraud of any magnitude on the part of senior management.
Several commenters expressed concern that the inclusion of this
circumstance created a detection responsibility for the auditor such that
the auditor would have to plan and perform procedures to detect fraud of
any magnitude on the part of senior management. Others expressed
concern that identification of fraud on the part of senior management by
the company's system of internal control over financial reporting might
indicate that controls were operating effectively rather than indicating a
significant deficiency or material weakness.
Still others requested
clarification on how to determine who constituted "senior management."

E96. A couple of commenters also suggested that an ineffective control
environment should be added to the list.
E97. The Board concluded that the list of significant deficiencies and strong
indicators of material weakness should be retained. Such a list will promote
consistency in auditors' and managements' evaluations of deficiencies consistent
with the definitions of significant deficiency and material weakness. The Board
also decided to retain the existing structure of the list. Although the standard
leaves auditor judgment to determine whether those deficiencies are material
weaknesses, the existence of one of the listed deficiencies is by definition a
significant deficiency. Furthermore, the "strong indicator" construct allows the
auditor to factor extenuating or unique circumstances into the evaluation and
possibly to conclude that the situation does not represent a material weakness,
rather, only a significant deficiency.
E98. The Board decided that further clarification was not necessary within the
standard itself addressing specifically how and when a "strong indicator" can be
overcome. The term "strong indicator" was selected as opposed to the stronger
"presumption" or other such term precisely because the Board did not intend to
provide detailed instruction on how to overcome such a presumption. It is,
nevertheless, the Board's view that auditors should be biased toward considering
the listed circumstances as material weaknesses.
E99. The Board decided to clarify several circumstances included in the list:
•

Restatement of previously issued financial statements to reflect the
correction of a misstatement. The Board observed that the circumstance
in which a restatement reflected the SEC's subsequent view of an
accounting matter, when the auditor concluded that management had
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reasonable support for its original position, might present a good example
of only a significant deficiency and not a material weakness. However, the
Board concluded that requiring this situation to, nonetheless, be
considered by definition a significant deficiency is appropriate, especially
considering that the primary result of the circumstance being considered a
significant deficiency is the communication of the matter to the audit
committee. Although the audit committee might already be well aware of
the circumstances of any restatement, a restatement to reflect the SEC's
view on an accounting matter at least has implications for the quality of the
company's accounting principles, which is already a required
communication to the audit committee.
With regard to a restatement being a strong indicator of a material
weakness in the prior period but not necessarily the current period, the
Board disagreed with these comments. By virtue of the restatement
occurring during the current period, the Board views it as appropriate to
consider that circumstance a strong indicator that a material weakness
existed during the current period. Depending on the circumstances of the
restatement, however, the material weakness may also have been
corrected during the current period. The construct of the standard does
not preclude management and the auditor from determining that the
circumstance was corrected prior to year-end and, therefore, that a
material weakness did not exist at year-end. The emphasis here is that
the circumstance is a strong indicator that a material weakness exists;
management and the auditor will separately need to determine whether it
has been corrected. The Board decided that no further clarification was
needed in this regard.
•

Identification by the auditor of a material misstatement in financial
statements in the current period that was not initially identified by the
company's internal control over financial reporting (even if management
subsequently corrects the misstatement). Regarding the "who-found-itfirst" dilemma, the Board recognizes that this circumstance will present
certain implementation challenges. However, the Board decided that
none of those challenges were so significant as to require eliminating this
circumstance from the list.
When the Board developed the list of strong indicators, the Board
observed that it is not uncommon for the financial statement auditor to
identify material misstatements in the course of the audit that are
corrected by management prior to the issuance of the company's financial
statements. In some cases, management has relied on the auditor to
identify misstatements in certain financial statement items and to propose
corrections in amount, classification, or disclosure. With the introduction
of the requirement for management and the auditor to report on the
effectiveness of internal control over financial reporting, it becomes
obvious that this situation is unacceptable, unless management is willing
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to accept other than an unqualified report on the internal control
effectiveness. (This situation also raises the question as to the extent
management may rely on the annual audit to produce accurate and fair
financial statements without impairing the auditor's independence.) This
situation is included on the list of strong indicators because the Board
believes it will encourage management and auditors to evaluate this
situation with intellectual honesty and to recognize, first, that the
company's internal control should provide reasonable assurance that the
company's financial statements are presented fairly in accordance with
generally accepted accounting principles.
Timing might be a concern for some issuers. However, to the extent that
management takes additional steps to ensure that the financial information
is correct prior to providing it to their auditors, this may, at times, result in
an improved control environment. When companies and auditors work
almost simultaneously on completing the preparation of the annual
financial statements and the audit, respectively, the role of the auditor can
blur with the responsibility of management. In the year-end rush to
complete the annual report, some companies might have come to rely on
their auditors as a "control" to further ensure no misstatements are
accidentally reflected in the financial statements. The principal burden
seems to be for management's work schedule and administration of their
financial reporting deadlines to allow the auditor sufficient time to complete
his or her procedures.
Further, if the auditor initially identified a material misstatement in the
financial statements but, given the circumstances, determined that
management ultimately would have found the misstatement, the auditor
could determine that the circumstance was a significant deficiency but not
a material weakness. The Board decided to retain the provision that this
circumstance is at least a significant deficiency because reporting such a
circumstance to the audit committee would always be appropriate.
•

For larger, more complex entities, the internal audit function or the risk
assessment function is ineffective. Relatively few commenters requested
clarification on how to evaluate these functions. The Board expects that
most auditors will not have trouble making this evaluation. Similar to the
audit committee evaluation, this evaluation is not a separate evaluation of
the internal audit or risk assessment functions but, rather, is a way of
requiring the auditor to speak up if either of these functions is obviously
ineffective at an entity that needs them to have an effective monitoring or
risk assessment component. Unlike the audit committee discussion, most
commenters seemed to have understood that this was the context for the
internal audit and risk assessment function evaluation. Nonetheless, the
Board decided to add a clarifying note to this circumstance emphasizing
the context.
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•

For complex entities in highly regulated industries, an ineffective
regulatory compliance function.
The Board decided that this
circumstance, as described in the proposed standard, would encompass
aspects that are outside internal control over financial reporting (which
would, of course, be inappropriate for purposes of this standard given its
definition of internal control over financial reporting).
The Board
concluded that this circumstance should be retained, though clarified, to
only apply to those aspects of an ineffective regulatory compliance
function that could have a material effect on the financial statements.

•

Identification of fraud of any magnitude on the part of senior management.
The Board did not intend to create any additional detection responsibility
for the auditor; rather, it intended that this circumstance apply to fraud on
the part of senior management that came to the auditor's attention,
regardless of amount. The Board decided to clarify the standard to make
this clear. The Board noted that identification of fraud by the company's
system of internal control over financial reporting might indicate that
controls were operating effectively, except when that fraud involves senior
management. Because of the critical role of tone-at-the-top in the overall
effectiveness of the control environment and due to the significant
negative evidence that fraud of any magnitude on the part of senior
management reflects on the control environment, the Board decided that it
is appropriate to include this circumstance in the list, regardless of
whether the company's controls detected the fraud. The Board also
decided to clarify who is included in "senior management" for this purpose.

E100. The Board agreed that an ineffective control environment was a significant
deficiency and a strong indicator that a material weakness exists and decided to
add it to the list.
Independence
E101. The proposed standard explicitly prohibited the auditor from accepting an
engagement to provide an internal control-related service to an audit client that
has not been specifically pre-approved by the audit committee. In other words,
the audit committee would not be able to pre-approve internal control-related
services as a category. The Board did not propose any specific guidance on
permissible internal control-related services in the proposed standard but, rather,
indicated its intent to conduct an in-depth evaluation of independence
requirements in the future and highlighted its ability to amend the independence
information included in the standard pending the outcome of that analysis.
E102. Comments were evenly split among investors, auditors, and issuers who
believed the existing guidance was sufficient versus those who believed the
Board should provide additional guidance. Commenters who believed existing
guidance was sufficient indicated that the SEC's latest guidance on
independence needed to be given more time to take effect given its recency and
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because existing guidance was clear enough. Commenters who believed more
guidance was necessary suggested various additions, from more specificity
about permitted and prohibited services to a sweeping ban on any internal
control-related work for an audit client. Other issuers commented about auditors
participating in the Section 404 implementation process at their audit clients in a
manner that could be perceived as affecting their independence.
E103. Some commenters suggested that the SEC should change the preapproval requirements on internal control-related services to specific preapproval. Another commenter suggested that specific pre-approval of all internal
control-related services would pose an unreasonable burden on the audit
committee and suggested reverting to pre-approval by category.
E104. The Board clearly has the authority to set independence standards as it
may deem necessary or appropriate in the public interest or for the protection of
investors. Given ongoing concerns about the appropriateness of auditors
providing these types of services to audit clients, the fact-specific nature of each
engagement, and the critical importance of ongoing audit committee oversight of
these types of services, the Board continues to believe that specific pre-approval
of internal control-related services is a logical step that should not pose a burden
on the audit committee beyond that which effective oversight of financial
reporting already entails.
Therefore, the standard retains this provision
unchanged.
Requirement for Adverse Opinion When a Material Weakness Exists
E105. The existing attestation standard (AT sec. 501) provides that, when the
auditor has identified a material weakness in internal control over financial
reporting, depending on the significance of the material weakness and its effect
on the achievement of the objectives of the control criteria, the auditor may
qualify his or her opinion ("except for the effect of the material weakness, internal
control over financial reporting was effective") or express an adverse opinion
("internal control over financial reporting was not effective").
E106. The SEC's final rules implementing Section 404 state that, "Management
is not permitted to conclude that the registrant's internal control over financial
reporting is effective if there are one or more material weaknesses in the
registrant's internal control over financial reporting." In other words, in such a
case, management must conclude that internal control over financial reporting is
not effective (that is, a qualified or "except-for" conclusion is not acceptable).
E107. The Board initially decided that the reporting model for the auditor should
follow the required reporting model for management. Therefore, because
management is required to express an "adverse" conclusion in the event a
material weakness exists, the auditor's opinion also must be adverse. The
proposed standard did not permit a qualified audit opinion in the event of a
material weakness.
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E108. Comments received on requiring an adverse opinion when a material
weakness exists were split. A large number affirmed that this seemed to be the
only logical approach, based on a philosophical belief that if a material weakness
exists, then internal control over financial reporting is ineffective. These
commenters suggested that permitting a qualified opinion would be akin to
creating another category of control deficiency—material weaknesses that were
really material (resulting in an adverse opinion) and material weaknesses that
weren't so material (resulting in a qualified opinion).
E109. A number of commenters agreed that the auditor's report must follow the
same model as management' reporting, but they believe strongly that the SEC's
guidance for management accommodated either a qualified or adverse opinion
when a material weakness existed.
E110. These commenters cited Section II.B.3.c of the SEC Final Rule and
related footnote no. 72:
The final rules therefore preclude management from determining
that a company's internal control over financial reporting is effective
if it identifies one or more material weaknesses in the company's
internal control over financial reporting. This is consistent with
interim attestation standards. See AT sec. 501.
E111. They believe this reference to the interim attestation standard in the SEC
Final Rule is referring to paragraph .37 of AT sec. 501, which states, in part,
Therefore, the presence of a material weakness will preclude the
practitioner from concluding that the entity has effective internal
control. However, depending on the significance of the material
weakness and its effect on the achievement of the objectives of the
control criteria, the practitioner may qualify his or her opinion (that
is, express an opinion that internal control is effective "except for"
the material weakness noted) or may express an adverse opinion.
E112. Their reading of the SEC Final Rule and the interim attestation standard
led them to conclude that it would be appropriate for the auditor to express either
an adverse opinion or a qualified "except-for" opinion about the effectiveness of
the company's internal control over financial reporting depending on the
circumstances.
E113. Some commenters responded that they thought a qualified opinion would
be appropriate in certain cases, such as an acquisition close to year-end (too
close to be able to assess controls at the acquiree).
E114. After additional consultation with the SEC staff about this issue, the Board
decided to retain the proposed reporting model in the standard. The primary
reason for that decision was the Board's continued understanding that the SEC
staff would expect only an adverse conclusion from management (not a qualified
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conclusion) in the event a material weakness existed as of the date of
management's report.
E115. The commenters who suggested that a qualified opinion should be
permitted in certain circumstances, such as an acquisition close to year-end,
were essentially describing scope limitations. The standard permits a qualified
opinion, a disclaimer of opinion, or withdrawal from the engagement if there are
restrictions on the scope of the engagement. As it relates specifically to
acquisitions near year-end, this is another case in which the auditor's model
needs to follow the model that the SEC sets for management. The standard
added a new paragraph to Appendix B permitting the auditor to limit the scope of
his or her work (without referring to a scope limitation in the auditor's report) in
the same manner that the SEC permits management to limit its assessment. In
other words, if the SEC permits management to exclude an entity acquired late in
the year from a company's assessment of internal control over financial reporting,
then the auditor could do the same.
Rotating Tests of Controls
E116. The proposed standard directed the auditor to perform tests of controls on
"relevant assertions" rather than on "significant controls." To comply with those
requirements, the auditor would be required to apply tests to those controls that
are important to presenting each relevant assertion in the financial statements.
The proposed standard emphasized controls that affect relevant assertions
because those are the points at which misstatements could occur. However, it is
neither necessary to test all controls nor to test redundant controls (unless
redundancy is itself a control objective, as in the case of certain computer
controls). Thus, the proposed standard encouraged the auditor to identify and
test controls that addressed the primary areas in which misstatements could
occur, yet limited the auditor's work to only the necessary controls.
E117. Expressing the extent of testing in this manner also simplified other issues
involving extent of testing decisions from year to year (the so-called "rotating
tests of controls" issue). The proposed standard stated that the auditor should
vary testing from year to year, both to introduce unpredictability into the testing
and to respond to changes at the company. However, the proposed standard
maintained that each year's audit must stand on its own. Therefore, the auditor
must obtain evidence of the effectiveness of controls over all relevant assertions
related to all significant accounts and disclosures every year.
E118. Auditors and investors expressed support for these provisions as
described in the proposed standard. In fact, some commenters compared the
notion of rotating tests of control in an audit of internal control over financial
reporting to an auditor testing accounts receivable only once every few years in a
financial statement audit.
Permitting so-called rotation of testing would
compromise the auditor's ability to obtain reasonable assurance that his or her
opinion was correct.
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E119. Others, especially issuers concerned with limiting costs, strongly
advocated some form of rotating tests of controls. Some commenters suggested
that the auditor should have broad latitude to perform some cursory procedures
to determine whether any changes had occurred in controls and, if not, to curtail
any further testing in that area. Some suggested that testing as described in the
proposed standard should be required in the first year of the audit (the "baseline"
year) and that in subsequent years the auditor should be able to reduce the
required testing. Others suggested progressively less aggressive strategies for
reducing the amount of work the auditor should be required to perform. In fact,
several commenters (primarily internal auditors) described "baselining" controls
as an important strategy to retain. They argued, for example, that IT application
controls, once tested, could be relied upon (without additional testing) in
subsequent years as long as general controls over program changes and access
controls were effective and continued to be tested.
E120. The Board concluded that each year's audit must stand on its own.
Cumulative audit knowledge is not to be ignored; some natural efficiencies will
emerge as the auditor repeats the audit process. For example, the auditor will
frequently spend less time to obtain the requisite understanding of the company's
internal control over financial reporting in subsequent years compared with the
time necessary in the first year's audit of internal control over financial reporting.
Also, to the extent that the auditor has previous knowledge of control
weaknesses, his or her audit strategy should, of course, reflect that knowledge.
For example, a pattern of mistakes in prior periods is usually a good indicator of
the areas in which misstatements are likely to occur. However, the absence of
fraud in prior periods is not a reasonable indicator of the likelihood of
misstatement due to fraud.
E121. However, the auditor needs to test controls every year, regardless of
whether controls have obviously changed. Even if nothing else changed about
the company – no changes in the business model, employees, organization, etc.
– controls that were effective last year may not be effective this year due to error,
complacency, distraction, and other human conditions that result in the inherent
limitations in internal control over financial reporting.
E122. What several commenters referred to as "baselining" (especially as it
relates to IT controls) is more commonly referred to by auditors as
"benchmarking." This type of testing strategy for application controls is not
precluded by the standard. However, the Board believes that providing a
description of this approach is beyond the scope of this standard. For these
reasons, the standard does not address it.
Mandatory Integration with the Audit of the Financial Statements
E123. Section 404(b) of the Act provides that the auditor's attestation of
management's assessment of internal control shall not be the subject of a
separate engagement.
Because the objectives of and work involved in
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performing both an attestation of management's assessment of internal control
over financial reporting and an audit of the financial statements are closely
interrelated, the proposed auditing standard introduced an integrated audit of
internal control over financial reporting and audit of financial statements.
E124. However, the proposed standard went even further. Because of the
potential significance of the information obtained during the audit of the financial
statements to the auditor's conclusions about the effectiveness of internal control
over financial reporting, the proposed standard stated that the auditor could not
audit internal control over financial reporting without also auditing the financial
statements. (However, the proposed standard retained the auditor's ability to
audit only the financial statements, which might be necessary in the case of
certain initial public offerings.)
E125. Although the Board solicited specific comment on whether the auditor
should be prohibited from performing an audit of internal control over financial
reporting without also performing an audit of the financial statements, few
commenters focused on the significance of the potentially negative evidence that
would be obtained during the audit of the financial statements or the implications
of this prohibition. Most commenters focused on the wording of Section 404(b),
which indicates that the auditor's attestation of management's assessment of
internal control over financial reporting shall not be the subject of a separate
engagement. Based on this information, most commenters saw the prohibition in
the proposed standard as superfluous and benign.
E126. Several commenters recognized the importance of the potentially negative
evidence that might be obtained as part of the audit of the financial statements
and expressed strong support for requiring that an audit of financial statements
be performed to audit internal control over financial reporting.
E127. Others recognized the implications of this prohibition and expressed
concern: What if a company wanted or needed an opinion on the effectiveness of
internal control over financial reporting as of an interim date? For the most part,
these commenters (primarily issuers) objected to the implication that an auditor
would have to audit a company's financial statements as of an interim date to
enable him or her to audit and report on its internal control over financial
reporting as of that same interim date. Other issuers expressed objections
related to their desires to engage one auditor to provide an opinion on the
effectiveness of internal control over financial reporting and another to audit the
financial statements. Others requested clarification about which guidance would
apply when other forms of internal control work were requested by companies.
E128. The Board concluded that an auditor should perform an audit of internal
control over financial reporting only when he or she has also audited company's
financial statements. The auditor must audit the financial statements to have a
high level of assurance that his or her conclusion on the effectiveness of internal
control over financial reporting is correct. Inherent in the reasonable assurance
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provided by the auditor's opinion on internal control over financial reporting is a
responsibility for the auditor to plan and perform his or her work to obtain
reasonable assurance that material weaknesses, if they exist, are detected. As
previously discussed, this standard states that the identification by the auditor of
a material misstatement in the financial statements that was not initially identified
by the company's internal control over financial reporting, is a strong indicator of
a material weakness. Without performing a financial statement audit, the auditor
would not have reasonable assurance that he or she had detected all material
misstatements. The Board believes that allowing the auditor to audit internal
control over financial reporting without also auditing the financial statements
would not provide the auditor with a high level of assurance and would mislead
investors in terms of the level of assurance obtained.
E129. In response to other concerns, the Board noted that an auditor can report
on the effectiveness of internal control over financial reporting using existing AT
sec. 501 for purposes other than satisfying the requirements of Section 404.
This standard supersedes AT sec. 501 only as it relates to complying with
Section 404 of the Act.
E130. Although reporting under the remaining provisions of AT sec. 501 is
currently permissible, the Board believes reports issued for public companies
under the remaining provisions of AT sec. 501 will be infrequent. In any event,
additional rulemaking might be necessary to prevent confusion that might arise
from reporting on internal control engagements under two different standards.
For example, explanatory language could be added to reports issued under AT
sec. 501 to clarify that an audit of financial statements was not performed in
conjunction with the attestation on internal control over financial reporting and
that such a report is not the report resulting from an audit of internal control over
financial reporting performed in conjunction with an audit of the financial
statements under this standard. This report modification would alert report
readers, particularly if such a report were to appear in an SEC filing or otherwise
be made publicly available, that the assurance obtained by the auditor in that
engagement is different from the assurance that would have been obtained by
the auditor for Section 404 purposes. Another example of the type of change
that might be necessary in separate rulemaking to AT sec. 501 would be to
supplement the performance directions to be comparable to those in this
standard. Auditors should remain alert for additional rulemaking by the Board
that affects AT sec. 501.

(b) Statutory Basis
The statutory basis for the proposed rule is Title I of the Act.
B.

Board's Statement on Burden on Competition
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The Board does not believe that the proposed rule will result in any burden
on competition that is not necessary or appropriate in furtherance of the
purposes of the Act.

Pursuant to Sections 404 and 103 of the Act, each

registered public accounting firm that prepares or issues the audit report for an
issuer shall attest to, and report on, the assessment of internal control made by
the management of the issuer. Although compliance with the proposed rule will
impose costs, those costs are necessary in order to implement the requirements
of Sections 103 and 404 of the Act and will be imposed in a way that does not
disproportionately or unnecessarily burden competition.
C.

Board's Statement on Comments on the Proposed Rule Received
from Members, Participants or Others
The Board released the proposed rule for public comment in PCAOB

Release No. 2003-017 (October 7, 2003). A copy of PCAOB Release No. 2003017 and the comment letters received in response to the PCAOB’s request for
comment are available on the PCAOB’s web site at www.pcaobus.org.

The

Board received 193 written comments. The Board has clarified and modified
certain aspects of the proposed rule and the instructions to the related form in
response to comments it received, as discussed in Appendix E, Background and
Basis for Conclusions, to the proposed rule.

III.

Date of Effectiveness of the Proposed Rule and Timing for Commission
Action
Within 60 days of the date of publication of this notice in the Federal

Register or within such longer period (i) as the Commission may designate up to

File No. PCAOB-2004-03 Page No. 316

90 days of such date if it finds such longer period to be appropriate and publishes
its reasons for so finding or (ii) as to which the Board consents the Commission
will:
(a)

by order approve such proposed rule; or

(b)

institute proceedings to determine whether the proposed rule should

be disapproved.
IV.

Solicitation of Comments
Interested persons are invited to submit written data, views and arguments

concerning the foregoing, including whether the proposed rule is consistent with
the requirements of Title I of the Act.

Persons making written submissions

should file six copies thereof with the Secretary, Securities and Exchange
Commission, 450 Fifth Street, NW, Washington, DC 20549-0609. Copies of the
submission, all subsequent amendments, all written statements with respect to
the proposed rule that are filed with the Commission, and all written
communications relating to the proposed rule between the Commission and any
person, other than those that may be withheld from the public in accordance with
the provisions of 5 U.S.C. 552, will be available for inspection and copying in the
Commission's Public Reference Room.

Copies of such filing will also be

available for inspection and copying at the principal office of the PCAOB. All
submissions should refer to File No. PCAOB-2004-03 and should be submitted
within [ ] days.
By the Commission.
Secretary
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1666 K Street, N.W.
Washington, DC 20006
Telephone: (202) 207-9100
Facsimile: (202) 862-8430
www.pcaobus.org
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PCAOB Release No. 2003-017
October 7, 2003
PCAOB Rulemaking
Docket Matter No. 008

The Public Company Accounting Oversight Board (the "Board" or
"PCAOB") has proposed an Auditing Standard, An Audit of Internal
Control Over Financial Reporting Performed in Conjunction With an Audit
of Financial Statements. If adopted, this standard would be the standard
on attestation engagements referred to in Section 404(b) as well as
Section 103(a)(2)(A) of the Sarbanes-Oxley Act of 2002.

Interested persons may submit written comments to the Board. Such
comments should be sent to the Office of the Secretary, PCAOB, 1666 K
Street, N.W., Washington, D.C. 20006-2803. Comments may also be
submitted by e-mail to comments@pcaobus.org or through the Board's
Web site at www.pcaobus.org. All comments should refer to PCAOB
Rulemaking Docket Matter No. 008 in the subject or reference line and
should be received by the Board no later than 5:00 PM (EST) on
November 21, 2003.

Thomas Ray, Deputy Chief Auditor (202/207-9112; rayt@pcaobus.org),
Laura
Phillips,
Assistant
Chief
Auditor
(202/207-9111;
phillipsl@pcaobus.org).

File No. PCAOB-2004-03 Page No. 318

PCAOB Release No. 2003-017
October 7, 2003
Page 2

Section 404(a) of the Sarbanes-Oxley Act of 2002 (the Act), and the Securities
and Exchange Commission's ("SEC") related implementing rules,1/ require the
management of a public company to assess the effectiveness of the company's internal
control over financial reporting, as of the end of the company's most recent fiscal year.
Section 404(a) of the Act also requires management to include in the company's annual
report to shareholders management's conclusion as a result of that assessment about
whether the company's internal control is effective. Companies considered accelerated
filers (seasoned U.S. companies with public float exceeding $75 million) are required to
comply with the internal control reporting and disclosure requirements of Section 404(a)
of the Act for fiscal years ending on or after June 15, 2004. Other companies (including
smaller companies, foreign private issuers and companies with only registered debt
securities) have until fiscal years ending on or after April 15, 2005, to comply with these
internal control reporting and disclosure requirements.
Sections 103(a)(2)(A) and 404(b) of the Act direct the Board to establish
professional standards governing the independent auditor's attestation and reporting on
management's assessment of the effectiveness of internal control over financial
reporting.
An attestation, in a general sense, is an expert's communication of a conclusion
about the reliability of someone else's assertion. For example, a financial statement
audit is a form of attestation. In a financial statement audit, the auditor attests to the
fairness of a company's financial statements, which are assertions by management
regarding the financial performance and financial condition of the company. To
accomplish this task, the auditor evaluates the process management uses to prepare
the company's financial statements and gathers evidence to support or refute the
assertions. Similarly, the auditor's attestation on management's assessment of the
effectiveness of the company's internal control over financial reporting involves
evaluating management's assessment process and gathering evidence regarding the
design and operating effectiveness of the company's internal control, determining
whether that evidence supports or refutes management's assessment, and opining as to
whether management's assessment is fair.
When the Board adopted its interim attestation standards in Rule 3300T on a
transitional basis, the Board adopted a pre-existing standard governing an auditor's
1/

See Final Rule: Management's Reports on Internal Control Over Financial
Reporting and Certification of Disclosure in Exchange Act Periodic Reports, Securities
and Exchange Commission Release No. 33-8238 (June 5, 2003) [68 FR 36636].
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attestation on internal control. As part of the Board's process of evaluating that preexisting standard, the Board convened a public roundtable discussion on July 29, 2003
to discuss issues and hear views related to reporting on internal control. The
participants at the roundtable included representatives from public companies,
accounting firms, investor groups and regulatory organizations. As a result of
comments made at the roundtable, advice from the Board's staff, and other input the
Board received, the Board determined that the pre-existing standard governing an
auditor's attestation on internal control was insufficient for purposes of effectively
implementing the requirements of Section 404 of the Act, and for the Board to
appropriately discharge the Board's standard-setting obligations under Section 103(a) of
the Act. In response, the Board developed this proposed auditing standard.
An Integrated Audit of the Financial Statements and Internal Control Over
Financial Reporting
Section 404(b) of the Act provides that the auditor's attestation of management's
assessment of internal control shall not be the subject of a separate engagement.
Because the objectives of and work involved in performing both an attestation of
management's assessment of internal control and an audit of the financial statements
are closely interrelated, the proposed auditing standard introduces an integrated audit of
internal control and financial statements. The proposed auditing standard is an
integrated standard, addressing both the work that is required to audit internal control
over financial reporting and the relationship of that audit to the audit of the financial
statements. Nevertheless, the integrated audit results in two opinions: one on internal
control over financial reporting and one on the financial statements, which may be
expressed in a combined report or in separate reports. Throughout the proposed
standard, the auditor's attestation of management's assessment of the effectiveness of
internal control over financial reporting is referred to as the "audit of internal control over
financial reporting."
To conduct and report on the results of an audit of internal control over financial
reporting pursuant to the proposed standard, the auditor also would be required to audit
the company's financial statements. That is because of the potential significance of the
information that might be obtained during the audit of the financial statements to the
auditor's conclusions about the effectiveness of internal control.
In evaluating the proposed standard, the Board seeks comments on 31
questions. The Board requests respondents to answer the questions and provide
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explanations as to why they agree or disagree with the positions the Board has taken in
the proposed standard. The first three of these questions are presented below.
Questions regarding an integrated audit of the financial statements and internal
control over financial reporting:
1.

Is it appropriate to refer to the auditor's attestation of management's
assessment of the effectiveness of internal control over financial reporting
as the audit of internal control over financial reporting?

2.

Should the auditor be prohibited from performing an audit of internal
control over financial reporting without also performing an audit of the
financial statements?

3.

Rather than requiring the auditor to also complete an audit of the financial
statements, would an appropriate alternative be to require the auditor to
perform work with regard to the financial statements comparable to that
required to complete the financial statement audit?

Internal Control Over Financial Reporting
Internal control is a process designed to provide reasonable assurance regarding
the achievement of a company's objectives in the areas of financial reporting reliability,
operating efficiency and effectiveness, and compliance with applicable laws and
regulations. The SEC's rules implementing Section 404(a) of the Act, and the Board's
proposed auditing standard, focus on those objectives exclusively related to the
reliability of a company's external financial reporting. This subset of internal control is
commonly referred to as internal control over financial reporting.
Internal control over financial reporting consists of company policies and
procedures that are designed and operated to provide reasonable assurance – that is, a
high but not absolute level of assurance – about the reliability of a company's financial
reporting and its process for preparing and fairly presenting financial statements in
accordance with generally accepted accounting principles. It includes policies and
procedures that pertain to the maintenance of accounting records, the authorization of
receipts and disbursements, and the safeguarding of assets.
Management is required to base its assessment of the effectiveness of the
company's internal control over financial reporting on a suitable, recognized control
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framework established by a body of experts that followed due-process procedures to
develop the framework.
In the United States, the Committee of Sponsoring
Organizations ("COSO") of the Treadway Commission has published Internal Control –
Integrated Framework. Known as the "COSO Report," it provides a suitable framework
for purposes of management's assessment. Because of the frequency with which
management of public companies is expected to use COSO as the framework for the
assessment, the directions in the proposed standard are based on the COSO
framework. Other suitable frameworks have been published in other countries and
likely will be published in the future. Although different frameworks may not contain
exactly the same elements as COSO, they should have elements that encompass all of
COSO's general themes. The auditor should therefore be able to apply the concepts
and guidance in the proposed standard in a reasonable manner if management uses a
framework other than COSO.
Regardless of how well any system of internal control over financial reporting is
designed and operating, it cannot provide absolute assurance of achieving financial
reporting objectives because of inherent limitations. These inherent limitations exist
because internal control over financial reporting is a process that involves human
diligence and compliance and, consequently, can be intentionally circumvented.
The Costs and Benefits of Internal Control
Effective internal control over financial reporting is essential for a company to
effectively manage its affairs and to fulfill its obligation to its investors. A company's
management and its owners – public investors – and others must be able to rely on the
financial information reported by companies to make decisions.
Reliable financial reporting adds value and also can offset risks in a costbeneficial manner. Evaluating a company's internal control over financial reporting is
sometimes costly, but there also are many far-reaching benefits. Some of the benefits
of a company developing, maintaining, and improving its system of internal control
include identifying cost-ineffective procedures, reducing costs of processing accounting
information, increasing productivity of the company's financial function, and simplifying
financial control systems. It also may result in fewer financial statement restatements
and less litigation. The primary benefit, however, is to provide the company, its
management, its board and audit committee, and its owners and other stakeholders
with a reasonable basis to rely on the company's financial reporting. The integrity of
financial reporting represents the foundation upon which this country's public markets
are built.
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As companies develop processes to assist management in its internal control
assessment under Section 404 and in its quarterly certification under Section 302, the
annual assessment process should result in a continuous strengthening of internal
controls while simultaneously reducing the future time and costs of compliance with
these requirements. The Board anticipates that most companies will experience the
highest cost of complying with Section 404 during the first year of implementation.
The Board is sensitive to the possible effects of the proposed standard on small
and medium-sized companies. Internal control is not "one-size-fits-all," and the nature
and extent of controls that are necessary depend, to a great extent, on the size and
complexity of the company. Large, complex, multi-national companies, for example, are
likely to need extensive and sophisticated internal control systems. In smaller
companies, or in companies with less complex operations, the ethical behavior and core
values of a senior management group that is directly involved in daily interactions with
both internal and external parties might reduce the need for elaborate internal control
systems. For a smaller, less complex company, the Board expects that the auditor will
exercise reasonable professional judgment in determining the extent of the audit of
internal control and perform only those tests that are necessary to ascertain the
effectiveness of the company's internal control.
Question regarding the costs and benefits of internal control:
4.

Does the Board's proposed standard give appropriate consideration to
how internal control is implemented in, and how the audit of internal
control over financial reporting should be conducted at, small and
medium-sized issuers?

The Audit of Internal Control Over Financial Reporting
An audit of internal control over financial reporting is an extensive process
involving several steps. It is integrated with the audit of the financial statements. Under
the proposed auditing standard, these steps would include: planning the audit;
evaluating the process management used to perform its assessment of internal control
effectiveness; obtaining an understanding of the internal control; evaluating the
effectiveness of both the design and operation of the internal control; and forming an
opinion about whether internal control over financial reporting is effective.
The auditor's objective is to express an opinion about whether management's
assessment, or conclusion, on the effectiveness of internal control over financial
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reporting is stated fairly, in all material respects. To support his or her opinion, the
auditor must obtain evidence about whether internal control over financial reporting is
effective. The auditor obtains this evidence in several ways, including evaluating and
testing management's assessment process; evaluating and testing work on internal
control performed by others, such as internal auditors; and testing the effectiveness of
the controls himself or herself.
Question regarding the audit of internal control over financial reporting:
5.

Should the Board, generally or in this proposed standard, specify the level
of competence and training of the audit personnel that is necessary to
perform specified auditing procedures effectively? For example, it would
be inappropriate for a new, inexperienced auditor to have primary
responsibility for conducting interviews of a company's senior
management about possible fraud.

Evaluating Management's Assessment
A natural starting place for the audit of a company's internal control over financial
reporting is an evaluation of management's assessment. This evaluation provides the
auditor with confidence that management has a basis for expressing its opinion on the
effectiveness of internal control, provides information that will help the auditor
understand the company's internal control, helps the auditor plan the work necessary to
complete the audit, and provides some of the evidence the auditor will use to support
his or her opinion.
The objective of an audit of internal control over financial reporting is to form an
opinion "as to whether management's assessment of the effectiveness of the
registrant's internal control over financial reporting is fairly stated in all material
respects."2/ Further, Section 103(a)(2)(A)(iii) of the Act requires the auditor's report to
present an evaluation of whether the internal control structure provides reasonable
assurance that transactions are recorded as necessary, among other requirements.
Importantly, the auditor's conclusion will pertain directly to whether the auditor can
agree with management that internal control is effective, not just to the adequacy of
management's process for determining whether internal control is effective. An auditing
process restricted to evaluating what management has done would not provide the
auditor with a sufficiently high level of assurance that management's conclusion is
2/

See SEC Regulation S-X 2-02(f), 17 C.F.R. 210.2-02(f).
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correct. The auditor needs to evaluate management's assessment process to be
satisfied that management has an appropriate basis for its conclusion. The auditor,
however, also needs to test the effectiveness of internal control to be satisfied that
management's conclusion is correct and, therefore, fairly stated. Indeed, as the Board
heard at the internal control roundtable, investors expect the independent auditor to test
whether the company's internal control over financial reporting is effective, and the
proposed auditing standard would require the auditor to do so.
Nevertheless, the work that management performs in connection with its
assessment can have a significant effect on the nature, timing, and extent of the work
the independent auditor will need to perform. The proposed auditing standard would
allow the auditor to use, to a reasonable degree, the work performed by others,
including management.
Thus, the more extensive and reliable management's
assessment is, the less extensive and costly the auditor's work will need to be.
As a part of evaluating management's assessment, the auditor must evaluate the
adequacy of management's documentation of the design of the internal controls and
their assessment of internal control effectiveness. The proposed standard would
provide the auditor with criteria to use in evaluating the adequacy of management's
documentation. Inadequate documentation would be considered an internal control
deficiency, the severity of which the auditor would evaluate just as he or she would be
required to evaluate the severity of other internal control deficiencies.
Questions regarding evaluation of management's assessment:
6.

Is the scope of the audit appropriate in that it requires the auditor to both
evaluate management's assessment and obtain, directly, evidence about
whether internal control over financial reporting is effective?

7.

Is it appropriate that the Board has provided criteria that auditors should
use to evaluate the adequacy of management's documentation?

8.

Is it appropriate to state that inadequate documentation is an internal
control deficiency, the severity of which the auditor should evaluate? Or
should inadequate documentation automatically rise to the level of
significant deficiency or material weakness in internal control?
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Planning the Audit
Planning the audit of internal control over financial reporting allows the auditor to
develop an overall strategy for the audit. Many factors enter into audit planning, and the
proposed auditing standard includes among them the auditor's knowledge of the
company, matters affecting the company's industry, matters relating to the company's
business, and the extent of recent changes in the company's operations or internal
control over financial reporting. Armed with a good understanding of these types of
factors, the auditor is in a position to effectively design the nature, timing, and scope of
the audit.
Obtaining an Understanding of Internal Control Over Financial Reporting
The auditor should understand how internal control over financial reporting is
designed and operates to evaluate and test its effectiveness. The auditor obtains a
substantial amount of this understanding when evaluating management's assessment
process.
The auditor also should be satisfied, however, that the controls actually have
been implemented and are operating as they were designed to operate. Thus, while
inquiry of company personnel and a review of management's assessment provide the
auditor with an understanding of how the system of internal control is designed and
operates, other procedures are necessary for the auditor to confirm his or her
understanding.
The proposed auditing standard would have the auditor confirm his or her
understanding by performing procedures that include making inquiries of and observing
the personnel who actually perform the controls; reviewing documents that are used in,
and that result from, the application of the controls; and comparing supporting
documents (for example, sales invoices, contracts, and bills of lading) to the accounting
records. The most effective means of accomplishing this objective is for the auditor to
perform "walkthroughs" of the company's significant processes. For this reason, and
because of the importance of several other objectives that walkthroughs accomplish,
the proposed auditing standard would require the auditor to perform walkthroughs in
each audit of internal control over financial reporting.
In a walkthrough, the auditor traces all types of company transactions and events
– both those that are routine and recurring and those that are unusual – from
origination, through the company's accounting and information systems and financial
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report preparation processes, to their being reported in the company's financial
statements. Walkthroughs provide the auditor with audit evidence that supports or
refutes his or her understanding of the process flow of transactions, the design of
controls, and whether controls are in operation. Walkthroughs also help the auditor to
determine whether his or her understanding is complete and provide information
necessary for the auditor to evaluate the effectiveness of the design of the internal
control over financial reporting.
Because of the judgment that a walkthrough requires and the significance of the
objectives that walkthroughs allow the auditor to achieve, the proposed auditing
standard would require the auditor to perform the walkthroughs himself or herself. In
other words, the proposed auditing standard would not allow the auditor to use the work
performed by management or others to satisfy the requirement to perform
walkthroughs.
As a part of obtaining an understanding of internal control, the auditor also
determines which controls should be tested, either by the auditor, management or
others. The proposed standard would require that the auditor obtain evidence about the
operating effectiveness of internal control over financial reporting for all relevant
assertions for all significant accounts or disclosures. This requirement relies heavily on
two concepts: significant account and relevant assertion.
The auditing standards implicitly recognize that some accounts are more
significant than others. The proposed standard provides additional direction on how to
determine significant accounts for purposes of the audit of internal control over financial
reporting. In short, the auditor begins by performing a quantitative evaluation of
accounts at the financial-statement caption or note-disclosure level. Then the auditor
expands the evaluation to include qualitative factors, such as differing risks, company
organization structure, and other factors, which would likely result in additional accounts
being identified as significant.
Financial statement amounts and disclosures embody what are known as
financial statement assertions. Does the asset exist, or did the transaction occur? Has
the company included all loans outstanding in its loans payable account? Have
marketable investments been properly valued? Does the company have the rights to
the accounts receivable, and are the loans payable the proper obligation of the
company? Are the amounts in the financial statements appropriately presented, and is

File No. PCAOB-2004-03 Page No. 327

PCAOB Release No. 2003-017
October 7, 2003
Page 11

there adequate disclosure about them? This process will allow the auditor to identify
the relevant financial statement assertions for which the company should have controls.
Identifying "relevant" assertions is a familiar process for experienced auditors.
Because of the importance relevant assertions play in the required extent of testing, the
proposed standard provides additional direction.
Questions regarding obtaining an understanding of internal control over financial
reporting:
9.

Are the objectives to be achieved by performing walkthroughs sufficient to
require the performance of walkthroughs?

10.

Is it appropriate to require that the walkthrough be performed by the
auditor himself or herself, rather than allowing the auditor to use
walkthrough procedures performed by management, internal auditors, or
others?

Testing and Evaluating the Effectiveness of the Design of Controls
To be effective, internal controls must be designed properly and all the controls
necessary to provide reasonable assurance about the fairness of a company's financial
statements should be in place and performed by appropriately qualified people who
have the authority to implement them. At some point during the internal control audit,
the auditor will need to make a determination as to whether the controls would be
effective if they were operated as designed, and whether all the necessary controls are
in place. This is known as design effectiveness.
The procedures the auditor performs to test and evaluate design effectiveness
include inquiries of company personnel, observation of internal controls, walkthroughs,
and a specific evaluation of whether the controls are likely to prevent or detect financial
statement misstatements if they operate as designed. The proposed auditing standard
would adopt these methods of testing and evaluating design effectiveness. The last
step is especially important because it calls for the auditor to apply professional
judgment and knowledge of and experience with internal control over financial reporting
to his or her understanding of the company's controls.
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Testing Operating Effectiveness
The proposed standard would require the auditor to obtain evidence about the
design and operating effectiveness of controls related to all relevant financial statement
assertions for all significant accounts and disclosures in the financial statements.
For this reason, in addition to being satisfied as to the effectiveness of the design
of the internal controls, the auditor performs tests of controls to obtain evidence about
the operating effectiveness of the controls. These tests include a mix of inquiries of
appropriate company personnel, inspection of relevant documentation, such as sales
orders and invoices, observation of the controls in operation, and reperformance of the
application of the control.
The proposed standard directs required tests of controls to "relevant assertions"
rather than to "significant controls." To comply with the requirements of the proposed
standard, the auditor would apply tests to those controls that are important to fairly
presenting each relevant assertion in the financial statements. It is neither necessary to
test all controls nor is it necessary to test redundant controls (unless redundancy is itself
a control objective, as in the case of certain computer controls). However, the
emphasis is better placed on addressing relevant assertions (because those are the
points where misstatements could occur) rather than significant controls. This
emphasis encourages the auditor to identify and test controls that address the primary
areas where misstatements could occur yet limits the auditor's work to only the
necessary controls.
Expressing the extent of testing in this manner also resolves the issue of the
extent of testing from year to year (the so-called "rotating tests of controls" issue). The
proposed standard states that the auditor should vary testing from year to year, both to
introduce unpredictability into the testing and to respond to changes at the company.
However, each year's audit must stand on its own. Therefore, the auditor must obtain
evidence of the effectiveness of controls for all relevant assertions for all significant
accounts and disclosures every year.
The Act requires management's assessment and the auditor's opinion to address
whether internal control was effective as of the end of the company's most recent fiscal
year, in other words, as of a point-in-time. Performing all of the testing on December 31
is neither practical nor appropriate, however. To form a basis to express an opinion
about whether internal control was effective as of a point in time requires the auditor to
obtain evidence that the internal control operated effectively over an appropriate period
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of time. The proposed auditing standard recognizes this and allows the auditor to
obtain evidence about operating effectiveness at different times throughout the year,
provided that the auditor updates those tests or obtains other evidence that the controls
still operated effectively at the end of the company's fiscal year.
Also at the Board's roundtable, public company representatives and auditors
indicated that providing examples of extent of testing decisions would be helpful. In
response, paragraph B41 of Appendix B of the proposed standard includes several
examples.
Question regarding testing operating effectiveness:
11.

Is it appropriate to require the auditor to obtain evidence of the
effectiveness of controls for all relevant assertions for all significant
accounts and disclosures every year or may the auditor use some of the
audit evidence obtained in previous years to support his or her current
opinion on management's assessment?

Using the Work of Management and Others
The auditor also should consider other relevant and available information about
internal control when evaluating internal control effectiveness. In this regard, the
proposed standard would require the auditor to understand the results of procedures
performed by management and others, for example, internal auditors and third parties
working under the direction of management, on internal control over financial reporting.
At a minimum, the auditor should consider the results of those tests in designing the
audit approach and ultimately in forming an opinion on the effectiveness of internal
control over financial reporting. To this end, the proposed standard would require the
auditor to review all reports issued during the year by internal audit (or similar functions,
such as loan review in a financial institution) that address internal controls over financial
reporting and evaluate any internal control deficiencies identified in those reports.
Additionally, the auditor may use the results of testing by others to alter the
nature, timing, and extent of his or her tests of controls. At the Board's roundtable,
public company representatives indicated their concern that at some point, the Board's
standard could require an excessive amount of retesting by the auditor in order to use
the work of others, especially internal auditors. Public company representatives were
particularly sensitive to this issue because of its direct bearing on their total cost to
comply with Section 404. On the other hand, the federal bank regulator representative
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indicated that experience with the Federal Deposit Insurance Corporation Improvement
Act of 1991, which requires internal control reporting similar to Section 404 of the Act,
revealed instances where the auditor used the work of internal auditors to an
inappropriately high degree, where the auditor himself or herself did not perform
sufficient work to provide a reasonable basis for his or her opinion.
The proposed standard describes an evaluation process, focusing on the
competence and objectivity of the persons who performed the work, that the auditor
should use in determining the extent to which he or she may use the work of others.
The proposed standard also describes two principles that limit the auditor's use of the
work of others. First, the proposed standard defines three categories of controls and
the extent to which the auditor may use the work of others for each of these categories:
(1) controls for which the auditor should not rely on the work of others, such as controls
in the control environment and controls specifically intended to prevent or detect fraud
that is reasonably likely to have a material effect on the company's financial statements,
(2) controls for which the auditor may rely on the work of others but his or her reliance
on the work of others should be limited, such as controls over nonroutine transactions
that are considered high risk because they involve judgments and estimates, and (3)
controls for which the auditor's reliance on the work of others is not specifically limited,
such as controls over routine processing of significant accounts. Second, the proposed
standard requires that, on an overall basis, the auditor's own work must provide the
principal evidence for the audit opinion.
These two principles interact to provide the auditor with flexibility in using the
work of others and also prevent inappropriate over-reliance on the work of others.
Although the proposed standard requires that the auditor reperform some of the tests
performed by others in order to use their work, it does not set any specific requirement
on the extent of the reperformance. For example, the standard does not require that the
auditor reperform tests of controls over all significant accounts for which the auditor
uses the work of others. Rather, the proposed standard relies on the auditor's judgment
and the interaction of the two principles discussed above to determine the appropriate
extent of reperformance.
Questions regarding using the work of management and others:
12.

To what extent should the auditor be permitted or required to use the work
of management and others?
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13.

Are the three categories of controls and the extent to which the auditor
may rely on the work of others appropriately defined?

14.

Does the proposed standard give appropriate recognition to the work of
internal auditors? If not, does the proposed standard place too much
emphasis and preference on the work of internal auditors or not enough?

15.

Is the flexibility in determining the extent of reperformance of the work of
others appropriate, or should the auditor be specifically required to
reperform a certain level of work (for example, reperform tests of all
significant accounts or reperform every test performed by others that the
auditor intends to use)?

16.

Is the requirement for the auditor to obtain the principle evidence, on an
overall basis, through his or her own work the appropriate benchmark for
the amount of work that is required to be performed by the auditor?

Evaluating the Results
Both management and the auditor may identify deficiencies in internal control
over financial reporting. An internal control deficiency exists when the design or
operation of a control does not allow the company's management or employees, in the
normal course of performing their assigned functions, to prevent or detect
misstatements on a timely basis.
The proposed auditing standard would require the auditor to evaluate the severity
of all identified internal control deficiencies because such deficiencies can have an
effect on the auditor's overall conclusion about whether internal control is effective. The
auditor also has a responsibility to make sure that certain parties, such as the audit
committee, are aware of internal control deficiencies that rise to a certain level of
severity.
Under the proposed auditing standard, an internal control deficiency (or a
combination of internal control deficiencies) should be classified as a significant
deficiency if, by itself or in combination with other internal control deficiencies, it results
in more than a remote likelihood of a misstatement of the company's annual or interim
financial statements that is more than inconsequential in amount will not be prevented
or detected. A significant deficiency should be classified as a material weakness if, by
itself or in combination with other internal control deficiencies, it results in more than a
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remote likelihood that a material misstatement in the company's annual or interim
financial statements will not be prevented or detected.
At the Board's roundtable, issuers, investors and auditors all suggested that while
the existing definitions of internal control deficiencies are familiar and not fundamentally
flawed, additional guidance that provides additional specificity would be very helpful.
However, the participants acknowledged that articulating such guidance is very difficult,
particularly because the process of evaluating deficiencies and whether they constitute
significant deficiencies or material weaknesses will necessarily always involve
judgment. The Roundtable participants suggested that the Board provide additional
guidance in the form of examples.
The proposed auditing standard's definitions of significant deficiency and material
weakness focus on likelihood and magnitude as the framework for evaluating
deficiencies. The Board anticipates that this framework will bring increased consistency
to these evaluations yet preserve an appropriate degree of judgment. Additionally, the
proposed standard includes examples in Appendix D of how these definitions would be
applied in several different scenarios.
The proposed auditing standard requires the auditor to communicate in writing to
the company's audit committee all significant deficiencies and material weaknesses of
which the auditor is aware. The auditor also is required to communicate to the
company's management, in writing, all internal control deficiencies of which he or she is
aware and to notify the audit committee that such communication has been made.
The proposed standard identifies a number of circumstances that, because of
their likely significant negative effect on internal control over financial reporting, are
significant deficiencies as well as strong indicators that a material weakness exists,
including –
•

Ineffective oversight of the company's external financial reporting and
internal control over financial reporting by the company's audit committee.
Effective oversight by the company's board of directors, including its audit
committee, is essential to the company's achievement of its objectives and
is an integral part of a company's monitoring of internal control. In addition
to requiring the audit committee to oversee the company's external
financial reporting and internal control over financial reporting, the Act
makes the audit committee directly responsible for the appointment,
compensation, and oversight of the work of the auditor. Thus, an
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ineffective audit committee can have detrimental effects on the company
and its internal control over financial reporting, as well as on the
independent audit. The proposed auditing standard requires the auditor to
evaluate factors related to the effectiveness of the audit committee's
oversight of the external financial reporting process and internal control
over financial reporting, including whether audit committee members act
independently from management.
•

Material misstatement in the financial statements not initially identified by
the company's internal controls. The audit of internal control over financial
reporting and the audit of the company's financial statements are an
integrated activity and are required by the Act to be a single engagement.
The results of the work performed in a financial statement audit provide
evidence to support the auditor's conclusions on the effectiveness of
internal control, and vice-versa. Therefore, if the auditor discovers a
material misstatement in the financial statements as a part of the audit of
the financial statements, the auditor should consider whether internal
control over financial reporting is effective. That the company's internal
controls did not first detect the misstatement is a strong indicator that the
company's internal control over financial reporting is not effective.

•

Significant deficiencies that have been communicated to management and
the audit committee, but that remain uncorrected after some reasonable
period of time. Significant deficiencies in internal control that are not also
determined to be material weaknesses, as defined in the proposed
auditing standard, are not so severe as to require the auditor to conclude
that internal control is ineffective. However, these deficiencies are,
nonetheless, significant, and the auditor should expect the company to
correct them. If management fails to correct significant deficiencies within
a reasonable period of time, that situation reflects poorly on tone-at-thetop as well as the control environment. Additionally, the significance of the
deficiency can change over time (for example, increases in sales volume
or added complexity in sales transaction structures would increase the
severity of a significant deficiency affecting sales).
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Questions regarding evaluating results:
17.

Will the definitions in the proposed standard of significant deficiency and
material weakness provide for increased consistency in the evaluation of
deficiencies? How can the definitions be improved?

18.

Do the examples in Appendix D of how to apply these definitions in
various scenarios provide helpful guidance? Are there other specific
examples that commenters could suggest that would provide further
interpretive help?

19.

Is it necessary for the auditor to evaluate the severity of all identified
internal control deficiencies?

20.

Is it appropriate to require the auditor to communicate all internal control
deficiencies (not just material weaknesses and significant deficiencies) to
management in writing?

21.

Are the matters that the Board has classified as strong indicators that a
material weakness in internal control exists appropriately classified as
such?

22.

Is it appropriate to require the auditors to evaluate the effectiveness of the
audit committee's oversight of the company's external financial reporting
and internal control over financial reporting?

23.

Will auditors be able to effectively carry out their responsibility to evaluate
the effectiveness of the audit committee's oversight?

24.

If the auditor concludes that ineffective audit committee oversight is a
material weakness, rather than require the auditor to issue an adverse
opinion with regard to the effectiveness of the internal control over
financial reporting, should the standard require the auditor to withdraw
from the audit engagement?

Forming an Opinion and Reporting
If the auditor has identified no material weaknesses in internal control after
having performed all of the procedures that the auditor considers necessary in the

File No. PCAOB-2004-03 Page No. 335

PCAOB Release No. 2003-017
October 7, 2003
Page 19

circumstances, then the proposed standard would permit the auditor to express an
unqualified opinion that management's assessment of the effectiveness of internal
control over financial reporting is fairly stated in all material respects. In the event that
the auditor could not perform all of the procedures that the auditor considers necessary
in the circumstances, then the proposed standard would permit the auditor to either
qualify or disclaim an opinion. If an overall opinion cannot be expressed, the proposed
auditing standard would require the auditor to explain why.3/
No Disclosure of Significant Deficiencies
The auditor's report must follow the same disclosure model as management's
assessment. The SEC's final rules implementing Section 404 only require
management's assessment to disclose material weaknesses, not significant
deficiencies. Therefore, because management's assessment will disclose only material
weaknesses, the auditor's report should disclose only material weaknesses.4/
Material Weaknesses Result in Adverse Opinion
The existing attestation standard provides that when the auditor has identified a
material weakness in internal control, depending on the significance of the material
weakness and its effect on the achievement of the objectives of the control criteria, the
auditor may qualify his or her opinion ("except for the effect of the material weakness,

3/

See also SEC Regulation S-X 2-02(f), 17 C.F. R. § 212.2-02(f) ("The
attestation report on management's assessment of internal control over financial
reporting shall be dated, signed manually, identify the period covered by the report and
clearly state the opinion of the accountant as to whether management's assessment of
the effectiveness of the registrant's internal control over financial reporting is fairly
stated in all material respects, or must include an opinion to the effect that an overall
opinion cannot be expressed. If an overall opinion cannot be expressed, explain why.").
4/

It should be noted, however, that the final rules indicated that an
aggregation of significant deficiencies may constitute a material weakness in a
company's internal control over financial reporting, in which case disclosure would be
required. See Final Rule: Management's Reports in Internal Control Over Financial
Reporting and Certification of Disclosure in Exchange Act Periodic Reports, Securities
and Exchange Commission Release No. 33-8238, (June 5, 2003) [68 FR 36636].
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internal control was effective") or may express an adverse opinion ("internal control over
financial reporting was not effective").
The SEC's final rules implementing Section 404 state that "Management is not
permitted to conclude that the registrant's internal control over financial reporting is
effective if there are one or more material weaknesses in the registrant's internal control
over financial reporting." In other words, in such a case, management must conclude
that internal control is not effective (i.e., a qualified or "except for" conclusion is not
acceptable).
Similar to the reporting of significant deficiencies, the reporting model for the
auditor must follow the required reporting model for management. Therefore, because
management is required to express an "adverse" conclusion in the event a material
weakness exists, the auditor's opinion must also be adverse; the proposed standard
does not permit a qualified audit opinion in the event of a material weakness.
Questions regarding forming an opinion and reporting:
25.

Is it appropriate that the existence of a material weakness would require
the auditor to express an adverse conclusion about the effectiveness of
the company's internal control over financial reporting, consistent with the
required reporting model for management?

26.

Are there circumstances where a qualified "except for" conclusion would
be appropriate?

27.

Do you agree with the position that when the auditor issues a nonstandard opinion, such as an adverse opinion, that the auditor's opinion
should speak directly to the effectiveness of the internal control over
financial reporting rather than to whether management's assessment is
fairly stated?

Fraud Considerations in an Audit of Internal Control Over Financial Reporting
Strong internal controls provide better opportunities to detect and deter fraud.
For example, many frauds resulting in financial statement restatement relied upon the
ability of management to exploit weaknesses in internal control. To the extent that the
internal control reporting required by Section 404 can help restore investor confidence
by improving the effectiveness of internal controls (and reducing the incidence of fraud),
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the auditing standard on performing the audit of internal control over financial reporting
should emphasize controls that prevent or detect errors as well as fraud. For this
reason, the proposed standard specifically addresses and emphasizes the importance
of controls over possible fraud and requires the auditor to test controls specifically
intended to prevent or detect fraud that is reasonably likely to result in material
misstatement of the financial statements.
Auditor Independence
The Act, and the SEC rules implementing Section 404 of the Act, require the
auditor to be independent to perform an audit of internal control over financial reporting.
Under the SEC's Rule 2-01 on auditor independence, an auditor impairs his or her
independence if the auditor audits his or her own work, including any work on designing
or implementing an audit client's internal control system. The proposed standard
explicitly prohibits the auditor from accepting an engagement to provide an internal
control-related non-audit service to an audit client that has not been specifically preapproved by the audit committee. In other words, the audit committee would not be
able to pre-approve internal control-related non-audit services as a category. Rather,
each specific engagement would be required to be specifically pre-approved.
While the Board has not proposed to provide specific guidance on permissible
internal control-related non-audit services in the proposed standard on the audit of
internal control, the Board intends to conduct an in-depth evaluation of independence
requirements in the future. The Board may, as a result of its evaluation, amend the
independence information included in the proposed auditing standard.
Questions regarding auditor independence:
28.

Should the Board provide specific guidance on independence and internal
control-related non-audit services in the context of this proposed
standard?

29.

Are there any specific internal control-related non-audit services the
auditor should be prohibited from providing to an audit client?

Auditor's Responsibilities With Regard to Management's Certifications
The proposed standard also outlines the auditor's work related to management's
quarterly and annual certifications required by Section 302 of the Act.
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A company's principal executive and financial officers are responsible for internal
control over financial reporting. Section 302 of the Act emphasizes this responsibility by
requiring these parties to certify, quarterly and annually, their responsibility, among
others, for establishing and maintaining internal control over financial reporting and for
disclosing changes in the company's internal control over financial reporting that
occurred during the most recent quarter (or the fourth quarter, for the annual
certification) that have materially affected, or are likely to affect materially, the
company's internal control over financial reporting.
The Board believes that the auditor's responsibility for management's disclosure
of a material weakness corrected by the end of one of the first three quarters should be
similar to the auditor's responsibility regarding material misstatements of interim
financial statements. Under AU sec. 722, Interim Financial Information,5/ the auditor
performs limited procedures on the interim financial information which are substantially
less than an audit; however, if the auditor became aware that the financial statements
are materially misstated, the auditor would be required to communicate the matter to
management. If management fails to respond appropriately, the auditor would be
required to communicate the matter to the audit committee. If the audit committee did
not respond appropriately, the auditor would be required to evaluate whether or not to
resign from the engagement. The auditor also has responsibilities under AU sec. 317,
Illegal Acts by Clients, and Section 10A of the Securities Exchange Act of 1934. If the
auditor became aware that a material weakness in internal control had been identified
and corrected yet management had not appropriately disclosed the correction in its
report as indicated in the quarterly certification, that situation would be closely
analogous to the auditor's knowledge of a material financial statement misstatement.
Therefore, the responsibilities should run a similar path.
The auditor has a different level of responsibility as it relates to changes in
internal control made in the fourth quarter. While the auditor is not required to issue a
5/

The Board adopted the generally accepted auditing standards, as
described in the American Institute of Certified Public Accountants' ("AICPA") Auditing
Standards Board's ("ASB") Statement on Auditing Standards No. 95, Generally
Accepted Auditing Standards, as in existence on April 16, 2003, on an initial, transitional
basis. The Statements on Auditing Standards promulgated by the ASB have been
codified into the AICPA Professional Standards, Volume 1, as AU sections 100 through
900. References in this Release to AU sections refer to those generally accepted
auditing standards, as adopted on an interim basis in PCAOB Rule 3200T.
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report on his or her quarterly review procedures, the auditor is required to report on
management's annual assessment based on his or her audit of internal control. If, as a
result of the auditor's audit procedures, the auditor becomes aware that management's
annual report fails to appropriately disclose a material weakness that was corrected
during the fourth quarter, the auditor has the responsibility to modify his or her audit
report on internal control. Assume, for example, that management identified and
corrected a material weakness during the fourth quarter and that the material weakness
was corrected in time for both management and the auditor to have a sufficient period of
time to test the operating effectiveness of the correction. Management makes the
conclusion in its report on its assessment of internal control over financial reporting that
internal control over financial reporting is effective; the auditor's opinion is unqualified,
stating that management's assessment is stated fairly. However, if the company's
annual report fails to also disclose the material weakness that was identified and
corrected in the fourth quarter, and the auditor concludes that the disclosure is material
information, the auditor would have to include an explanatory paragraph in his or her
report describing the material weakness that was identified and corrected in the fourth
quarter and note it was omitted from the company's annual report.
Questions regarding auditor's responsibilities with regard to management's
certifications:
30.

Are the auditor's differing levels of responsibility as they relate to
management's quarterly certifications versus the annual (fourth quarter)
certification, appropriate?

31.

Is the scope of the auditor's responsibility for quarterly disclosures about
the internal control over financial reporting appropriate?

Effective Date of the Proposed Standard
Companies considered accelerated filers (seasoned U.S. companies with public
float exceeding $75 million) are required to comply with the internal control reporting
and disclosure requirements of Section 404 of the Act for fiscal years ending on or after
June 15, 2004. Accordingly, auditors engaged to audit the financial statements of such
companies for fiscal years ending on or after June 15, 2004, also are required to audit
and report on the company's internal control over financial reporting as of the end of
such fiscal year. Other companies (including smaller companies, foreign private issuers
and companies with only registered debt securities) have until fiscal years ending on or
after April 15, 2005, to comply with these internal control reporting and disclosure
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requirements and the requirement for audit reporting on internal control is similarly
delayed. The proposed standard would be effective at the same time as these
requirements. Early implementation of the proposed standard would be permitted.
Opportunity for Public Comment
The Board will seek comment on the proposed standard for a 45-day period.
Interested persons are encouraged to submit their views to the Board. Written
comments should be sent to Office of the Secretary, PCAOB, 1666 K Street, N.W.,
Washington, D.C. 20006-2803. Comments may also be submitted by e-mail to
comments@pcaobus.org or through the Board's Web site at www.pcaobus.org. All
comments should refer to PCAOB Rulemaking Docket Matter No. 008 in the subject or
reference line and should be received by the Board no later than 5:00 PM (EST) on
November 21, 2003.
The Board will carefully consider all comments received. Following the close of
the comment period, the Board will determine whether to adopt a final standard, with or
without amendments. Any final standard adopted will be submitted to the Securities
and Exchange Commission for approval. Pursuant to Section 107 of the Act, proposed
rules of the Board do not take effect unless approved by the Commission. Standards
are deemed to be rules under the Act.
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*

*

*

On the 7th day of October, in the year 2003, the foregoing was, in accordance
with the bylaws of the Public Company Accounting Oversight Board,

ADOPTED BY THE BOARD.

/s/ J. Gordon Seymour
J. Gordon Seymour
Acting Secretary
October 7, 2003

APPENDIX –
Proposed Auditing Standard – An Audit of Internal Control Over Financial Reporting
Performed in Conjunction with An Audit of Financial Statements
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STATEMENT OF AUTHORITY
The Public Company Accounting Oversight Board (the "Board") is a private-sector, nonprofit corporation, created by the Sarbanes-Oxley Act of 2002 (the "Act") to oversee the
audits of public companies in order to protect the interests of investors and further the
public interest in the preparation of informative, fair, and independent audit reports.
The Board has adopted Rule 3100 to require all registered public accounting firms to
adhere to the Board's auditing and related professional practice standards (including
interim professional standards) in the audits of public companies. Any registered public
accounting firm that fails to adhere to the Board's standards is subject to disciplinary
proceedings in accordance with Section 105 of the Act and the Board's rules.
Reference in the Board's standards to "the auditor" means a registered public accounting
firm or an associated person of such a firm as defined in the Act and the Board's rules,
unless specifically stated otherwise.
Reference in the Board's standards to the AICPA Professional Standards refers to those
professional standards as they existed on April 16, 2003, the date the Board adopted
them as interim standards.
The Board has proposed Rule 3101 regarding the use of certain terms in the Board's
standards.* The Board's standards use the words "must," "shall," or "is required" to
indicate unconditional obligations. The auditor's performance of these obligations is
necessary to the accomplishment of the audit. The standards use the word "should" to
indicate obligations that are presumptively mandatory. The auditor must comply with the
requirements of this nature specified in the Board's standards unless the auditor can
demonstrate, by verifiable objective and documented evidence, that alternative actions he
or she followed in the circumstances were sufficient to achieve the objectives of the
standard and serve adequately to protect the interests of investors and further the
preparation of informative, fair, and independent audit reports. The Board uses the words
"may," "might," "could," or other terms and phrases to describe actions and procedures
that the auditor has a professional obligation to consider. Matters described in this
fashion require the auditor's attention and understanding; how and whether they are
implemented in the audit will depend on the exercise of professional judgment in the
circumstances. Additionally, appendices to the Board's standards are an integral part of
the standard and carry the same authoritative weight as the body of the standard.
This Statement of Authority is an integral part of the Board's auditing and related
professional practice standards.

*

See PCAOB Release No. 2003-019, Proposed Rule Regarding Certain
Terms Used in Auditing and Related Professional Practice Standards.
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1. This standard establishes requirements that apply when an auditor is engaged to
audit both a company's financial statements and management's assessment of the
effectiveness of internal control over financial reporting.1
2. A company subject to the reporting requirements of the Securities Exchange Act of
1934 is required to include in its annual report a report of management on the
company's internal control over financial reporting. Registered investment companies,
issuers of asset-backed securities, and nonpublic companies are not subject to the
reporting requirements mandated by Section 404 of the Sarbanes-Oxley Act (the Act)
of 2002 (PL 107-204). The report of management is required to contain management's
assessment of the effectiveness of the company's internal control over financial
reporting as of the end of the company's most recent fiscal year, including a statement
as to whether the company's internal control over financial reporting is effective. The
auditor that audits the company's financial statements included in the annual report is
required to attest to and report on management's assessment. The company is
required to file the auditor's attestation report as part of the annual report.
3. This standard is the standard on attestation engagements referred to in Section
404(b) of the Act.2 Throughout this standard, the auditor's attestation of management's
assessment of the effectiveness of internal control over financial reporting required by

1

This standard supersedes Chapter 5, "Reporting on an Entity's Internal
Control Over Financial Reporting" of Statement on Standards for Attestation
Engagements No. 10, Attestation Standards: Revision and Recodification (AICPA,
Professional Standards, Vol. 1, AT sec. 501), as it relates to performing an audit
(referred to in AT sec. 501 as an "examination") of the design and operating
effectiveness of internal control over financial reporting. This standard also supersedes
Statement on Auditing Standards No. 60, Communication of Internal Control Related
Matters Noted in an Audit (AICPA, Professional Standards, Vol. 1, AU sec. 325). This
standard requires that, for public companies, the auditor cannot audit internal control
over financial reporting without also auditing the financial statements. However, the
auditor may audit the financial statements without also auditing internal control over
financial reporting. When an auditor is engaged to audit only the financial statements of
a public company, this standard does not apply. However, in that situation, the auditor
should follow this standard as it relates to the definition of a deficiency in internal control
over financial reporting, a significant deficiency, and a material weakness, as well as the
required communications of these matters described herein.
2

This standard is also the standard referred to in Section 103(a)(2)(A)(iii).
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Section 404(b) of the Act is referred to as the audit of internal control over financial
reporting.3

Auditor's Objective in an Audit of Internal Control Over
Financial Reporting
4. The auditor's objective in an audit of internal control over financial reporting is to
express an opinion on management's assessment of the effectiveness of the company's
internal control over financial reporting. To form a basis for expressing such an opinion,
the auditor must plan and perform the audit to obtain reasonable assurance about
whether the company maintained, in all material respects, effective internal control over
financial reporting as of the date specified in management's assessment.
5. To obtain reasonable assurance, the auditor evaluates the assessment performed
by management and obtains and evaluates evidence about whether the internal control
over financial reporting is designed and operated effectively. The auditor obtains this
evidence from a number of sources, including using the work performed by
management in making its assessment, internal auditors and others under the direction
of management, and performing auditing procedures himself or herself.

Definitions Related to Internal Control Over Financial
Reporting
6. For purposes of management's assessment and the audit of internal control over
financial reporting in this standard, internal control over financial reporting is defined as
follows:4
A process designed by, or under the supervision of, the company's principal
executive and principal financial officers, or persons performing similar
3

The two terms "audit of internal control over financial reporting" and
"attestation of management's assessment of the effectiveness of internal control over
financial reporting" refer to the same professional service. The first refers to the
process, and the second refers to the result of that process.
4

This definition is the same one used by the SEC in its rules requiring
management to report on internal control over financial reporting, except the word
"registrant" has been changed to "company" to conform to the wording in this standard.
(See Final Rule: Management's Reports on Internal Control Over Financial Reporting
and Certification of Disclosure in Exchange Act Periodic Reports, Securities and
Exchange Commission Release No. 33-8238 (June 5, 2003) [68 FR 36636].)
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functions, and effected by the company'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 with generally accepted accounting principles and
includes those policies and procedures that:
(1) Pertain to the maintenance of records that, in reasonable detail, accurately
and fairly reflect the transactions and dispositions of the assets of the
company;
(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
company are being made only in accordance with authorizations of
management and directors of the company; and
(3) Provide reasonable assurance regarding prevention or timely detection of
unauthorized acquisition, use or disposition of the company's assets that
could have a material effect on the financial statements.
7. An internal control deficiency exists when the design or operation of a control does
not allow management or employees, in the normal course of performing their assigned
functions, to prevent or detect misstatements on a timely basis.
•

A deficiency in design exists when (a) a control necessary to meet the control
objective is missing or (b) an existing control is not properly designed so that
even if the control operates as designed, the control objective is not always met.

•

A deficiency in operation exists when a properly designed control does not
operate as designed, or when the person performing the control does not
possess the necessary authority or qualifications to perform the control
effectively.

8. A significant deficiency is an internal control deficiency that adversely affects the
company's ability to initiate, record, process, or report external financial data reliably in
accordance with generally accepted accounting principles. A significant deficiency
could be a single deficiency, or a combination of deficiencies, that results in more than a
remote likelihood5 that a misstatement of the annual or interim financial statements that
is more than inconsequential in amount will not be prevented or detected.
5

The term "remote likelihood" as used in the definition of significant
deficiency and material weakness has the same meaning as the term "remote" as used
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9. A material weakness is a significant deficiency that, by itself, or in combination with
other significant deficiencies, results in more than a remote likelihood that a material
misstatement of the annual or interim financial statements will not be prevented or
detected.
10. Internal controls over financial reporting may be preventive controls or detective
controls.
•

Preventive controls have the objective of preventing a misstatement from
occurring in the first place.

•

Detective controls have the objective of detecting a misstatement that has
already occurred.

11. Even well-designed internal controls might not prevent a misstatement from
occurring. However, this possibility is countered by detective controls. Therefore,
effective internal control over financial reporting often includes a combination of
preventive and detective controls to achieve a specific control objective. The auditor's
procedures as part of either the audit of internal control over financial reporting or the
audit of the financial statements are not part of a company's internal controls over
financial reporting.

Framework Used by Management to Conduct Its Assessment
12. Management is required to base its assessment of the effectiveness of the
company's internal control over financial reporting on a suitable, recognized control
framework established by a body of experts that followed due-process procedures,
in Financial Accounting Standards Board Statement No. 5,
Contingencies (FAS No. 5). Paragraph 3 of FAS No. 5 states:

Accounting for

When a loss contingency exists, the likelihood that the future event or events will
confirm the loss or impairment of an asset or the incurrence of a liability can
range from probable to remote. This Statement uses the terms probable,
reasonably possible, and remote to identify three areas within that range, as
follows:
a. Probable. The future event or events are likely to occur.
b. Reasonably possible. The chance of the future event or events occurring
is more than remote but less than likely.
c. Remote. The chance of the future events or events occurring is slight.
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including the broad distribution of the framework for public comment. In addition to
being available to users of management's reports, a framework is suitable only when it:
•

Is free from bias;

•

Permits reasonably consistent qualitative and quantitative measurements of a
company's internal control over financial reporting;

•

Is sufficiently complete so that those relevant factors that would alter a
conclusion about the effectiveness of a company's internal controls over financial
reporting are not omitted; and

•

Is relevant to an evaluation of internal control over financial reporting.

Committee of Sponsoring Organizations Framework
13. In the United States, the Committee of Sponsoring Organizations (COSO) of the
Treadway Commission has published Internal Control – Integrated Framework. Known
as the COSO report, it provides a suitable and available framework for purposes of
management's assessment. For that reason, the performance and reporting directions
in this standard are based on the COSO framework. Other suitable frameworks have
been published in other countries and may be developed in the future. Such other
suitable frameworks may be used in an audit of internal control over financial reporting.
Although different frameworks may not contain exactly the same elements as COSO,
they should have elements that encompass, in general, all the themes in COSO. The
auditor should therefore be able to apply the concepts and guidance in this standard in
a reasonable manner.
14. The COSO perspective on internal control over financial reporting does not
ordinarily encompass elements related to the effectiveness and efficiency of operations
or compliance with laws and regulations. However, operations and compliance with
laws and regulations directly related to the presentation of and required disclosures in
financial statements are encompassed in internal control over financial reporting.
Additionally, not all controls relevant to financial reporting are accounting controls. The
auditor should identify all controls that could materially affect financial reporting,
including controls that focus primarily on the effectiveness and efficiency of operations
or compliance with laws and regulations and which also have a material effect on the
reliability of financial reporting. More information about the COSO framework is included
in AU sec. 319, Consideration of Internal Control in a Financial Statement Audit.6
6

The Board adopted the generally accepted auditing standards, as
described in the AICPA Auditing Standards Board's (ASB) Statement on Auditing
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Appendix E discusses special internal control over financial reporting considerations for
small and medium-sized companies.
Inherent Limitations in Internal Control Over Financial Reporting
15. Internal control over financial reporting cannot provide absolute assurance of
achieving financial reporting objectives because of its inherent limitations. Internal
control over financial reporting is a process that involves human diligence and
compliance and is subject to lapses in judgment and breakdowns resulting from human
failures. Internal control over financial reporting also can be circumvented by collusion
or improper management override. Because of such limitations, there is a risk that
material misstatements may not be prevented or detected on a timely basis by internal
control over financial reporting. However, these inherent limitations are known features
of the financial reporting process. Therefore, it is possible to design into the process
safeguards to reduce, though not eliminate, this risk.

Reasonable Assurance
16. Management's assessment of the effectiveness of internal control over financial
reporting is expressed at the level of reasonable assurance. The concept of reasonable
assurance is built into the definition of internal control over financial reporting and also is
integral to the auditor's opinion.7 Reasonable assurance includes the understanding
that there is a relatively low risk that material misstatements will not be prevented or
detected on a timely basis. Although not absolute assurance, reasonable assurance is,
nevertheless, a high level of assurance.
17. Just as there are inherent limitations on the assurance that can be provided by
effective internal control over financial reporting, as discussed in paragraph 15, there
are limitations on the amount of assurance the auditor can obtain as a result of
performing his or her audit of internal control over financial reporting. Limitations arise
Standards No. 95, Generally Accepted Auditing Standards, as in existence on April 16,
2003, on an initial, transitional basis. The Statements on Auditing Standards
promulgated by the ASB have been codified into the AICPA Professional Standards,
Volume 1, as AU sections 100 through 900. References in this standard to AU sections
refer to those generally accepted auditing standards, as adopted on an interim basis in
PCAOB Rule 3200T.
7

See Final Rule: Management's Reports on Internal Control Over Financial
Reporting and Certification of Disclosure in Exchange Act Periodic Reports, Securities
and Exchange Commission Release No. 33-8238 (June 5, 2003) [68 FR 36636] for
further discussion of reasonable assurance.
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because an audit is conducted on a test basis and requires the exercise of professional
judgment. Nevertheless, the audit of internal control over financial reporting includes
obtaining an understanding of internal control over financial reporting, testing and
evaluating the design and operating effectiveness of internal control over financial
reporting, and performing such other procedures as the auditor considers necessary to
obtain reasonable assurance about whether internal control over financial reporting is
effective.
18. Users of the reports from management and the auditor are entitled to receive the
same level of assurance from both management and the auditor. This means that
users should expect reasonable assurance that internal control over financial reporting
is effective. There is no difference in the level of work or assurance given by the auditor
when expressing an opinion on management's assessment of effectiveness or when
expressing an opinion directly on the effectiveness of internal control over financial
reporting. In either case, the auditor must obtain sufficient evidence in order to provide
a reasonable basis for his or her opinion and the use and evaluation of management's
assessment is inherent in expressing either opinion. The auditor provides the same
level of assurance, though not the same assurance, as management. However, the
auditor's assurance does not relieve management of its responsibility for assuring users
of its financial reports about the effectiveness of internal control over financial reporting.

Management's Responsibilities in an Audit of Internal Control
Over Financial Reporting
19. For the auditor to satisfactorily complete an audit of internal control over financial
reporting, management must do the following:8
a. Accept responsibility for the effectiveness of the company's internal control over
financial reporting,
b. Evaluate the effectiveness of the company's internal control over financial
reporting using suitable control criteria,
c. Support its evaluation with sufficient evidence, including documentation, and

8

Management is required to fulfill these responsibilities. See Final Rule:
Management's Reports on Internal Control Over Financial Reporting and Certification of
Disclosure in Exchange Act Periodic Reports, Securities and Exchange Commission
Release No. 33-8238 (June 5, 2003) [68 FR 36636].
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d. Present a written assessment about the effectiveness of the company's internal
control over financial reporting as of the end of the company's most recent fiscal
year.
20. If the auditor concludes that management has not fulfilled the responsibilities
enumerated in the preceding paragraph, the auditor should communicate, in writing, to
management and the audit committee that the audit of internal control over financial
reporting cannot be satisfactorily completed and that he or she is required to disclaim an
opinion. Paragraphs 41 through 47 provide information for the auditor on understanding
management's process for evaluating and reporting on internal control over financial
reporting.

Materiality Considerations in an Audit of Internal Control
Over Financial Reporting
21. The auditor should apply the concept of materiality in an audit of internal control
over financial reporting at both the financial-statements level and at the individual
account-balance level. The auditor uses materiality at the financial-statements level in
deciding whether a significant deficiency, or combination of significant deficiencies, in
controls is a material weakness. Materiality at the individual account-balance level is
relevant to deciding whether a deficiency represents a significant deficiency;
accordingly, it is lower than materiality at the financial-statements level.
22. The same conceptual definition of materiality that applies to financial reporting
applies to information on internal control over financial reporting, including the relevance
of both quantitative and qualitative considerations.9
•

The quantitative considerations are essentially the same as in an audit of
financial statements, and relate to whether misstatements that would not be
prevented or detected by internal control over financial reporting, individually or
collectively, have a quantitatively material effect on the financial statements.

•

The qualitative considerations apply to evaluating materiality with respect to the
financial statements and to additional factors that relate to the perceived needs of
reasonable persons who will rely on the information.

23. The auditor should be aware that persons who rely on the information concerning
internal control over financial reporting include investors, creditors, the board of
directors and audit committee, and regulators in specialized industries, such as banking
9

AU sec. 312, Audit Risk and Materiality in Conducting an Audit, provides
additional explanation of materiality.
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or insurance. Information on internal control over financial reporting is intended to
provide an early warning to those inside and outside the company who are in a position
to insist on improvements in internal control over financial reporting, such as the audit
committee and regulators in specialized industries. The auditor should also be aware
that external users are also interested in information on internal control over financial
reporting because it enhances the quality of financial reporting and increases their
confidence in financial information, particularly financial information issued between
annual reports, such as quarterly information.

Fraud Considerations in an Audit of Internal Control Over
Financial Reporting
24. The auditor should evaluate all controls specifically intended to address the risks of
fraud that are reasonably likely to have a material effect on the company's financial
statements, which may be a part of any of the five components of internal control over
financial reporting, as discussed in paragraph 50. However, the auditor should place a
special emphasis on the evaluation of such controls in the control environment.
Controls related to the prevention, identification, and detection of fraud in the control
environment often have a pervasive effect on the risk of fraud. Such controls include,
but are not limited to, the:
•

Controls restraining the inappropriate use of company assets,

•

Company's risk assessment processes,

•

Code of ethics/conduct provisions, especially those related to conflicts of interest,
related party transactions, illegal acts, and the monitoring of the code by
management and the audit committee or board,

•

Adequacy of the internal audit activity and whether it reports functionally to the
audit committee, and

•

Adequacy of the company's procedures for handling complaints and for
accepting confidential submissions of concerns about questionable accounting or
auditing matters.

25. Part of management's responsibility when designing a company's internal control
over financial reporting is to design and implement programs and controls to prevent,
deter, and detect fraud. Management, along with those who have responsibility for
oversight of the financial reporting process (such as the audit committee), should set the
proper tone; create and maintain a culture of honesty and high ethical standards; and
establish appropriate controls to prevent, deter, and detect fraud. When management
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and those responsible for the oversight of the financial reporting process fulfill those
responsibilities, the opportunities to commit fraud can be reduced significantly.
26. In an audit of internal control over financial reporting, the auditor's evaluation of
controls is interrelated with the auditor's evaluation of controls in a financial statement
audit, as required by AU sec. 316, Consideration of Fraud in a Financial Statement
Audit. Often, controls identified and evaluated by the auditor during the audit of internal
control over financial reporting also address or mitigate fraud risks, which the auditor is
required to consider in a financial statement audit. If an auditor identifies deficiencies in
controls related to the prevention, identification, and detection of fraud during the audit
of internal control over financial reporting, the auditor should alter the nature, timing and
extent of procedures to be performed during the financial statement audit to be
responsive to such deficiencies, as provided in AU sec. 316.

Performing an Audit of Internal Control Over Financial
Reporting
27. In an audit of internal control over financial reporting, the auditor must obtain
sufficient competent evidence about the design and operating effectiveness of controls
related to all relevant financial statement assertions for all significant accounts and
disclosures in the financial statements. Because of the potential significance of the
information obtained during the audit of the financial statements to the auditor's
conclusions about the effectiveness of internal control over financial reporting, the
auditor cannot audit internal control over financial reporting without also auditing the
financial statements.10
28. The auditor must adhere to the general and applicable fieldwork and reporting
standards in performing an audit of a company's internal control over financial reporting.
This involves the following:
a. Planning the engagement,
b. Evaluating management's assessment process,
c. Obtaining an understanding of internal control over financial reporting,
10

However, the auditor may audit the financial statements without also
auditing internal control over financial reporting, as might be necessary, for example, in
the case of certain initial public offerings by a company. See the discussion beginning
at paragraph 131 for more information about the importance of auditing both internal
control over financial reporting as well as the financial statements when the auditor is
engaged to audit internal control over financial reporting.
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d. Testing and evaluating design effectiveness of internal control over financial
reporting,
e. Testing and evaluating operating effectiveness of internal control over financial
reporting, and
f. Forming an opinion on the effectiveness of internal control over financial
reporting.
29. Even though some requirements of this standard are set forth in a manner that
suggests a sequential process, auditing internal control over financial reporting involves
a process of gathering, updating, and analyzing information. Accordingly, the auditor
may perform some of the procedures and evaluations described in this section on
"Performing an Audit of Internal Control Over Financial Reporting" concurrently.
General and Applicable Fieldwork and Reporting Standards
30. The general standards (see AU sec. 150, Generally Accepted Auditing Standards)
are applicable to an audit of internal control over financial reporting. These standards
require technical training and proficiency as an auditor, independence in fact and
appearance, and the exercise of due professional care, including professional
skepticism.
31. Technical Training and Proficiency. To perform an audit of internal control over
financial reporting, the auditor should have competence in the subject matter of internal
control over financial reporting.
32. Independence. The applicable basic principles of independence are that, to remain
independent, the auditor must not function in the role of management and must not
audit his or her own work. If the auditor were to design or implement controls, that
situation would place the auditor in a management role and result in auditing the
auditor's own work. This does not necessarily preclude the auditor from making
substantive recommendations as to how management may improve the design or
operation of the company's internal controls.
33. For any internal control services the auditor provides, management must be
actively involved and cannot delegate responsibility for these matters to the auditor.
Management's involvement must be substantive and extensive. Management's
acceptance of responsibility for documentation and testing performed by the auditor is
not enough to satisfy the independence requirements. Additionally, the auditor must not
accept an engagement to provide internal control-related services to an issuer audit
client that has not been specifically pre-approved by the audit committee.
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34. Maintaining independence, in fact and appearance, requires more than ordinary
attention in an audit of internal control over financial reporting due to its complexity.
Unless the auditor and the audit committee are diligent in evaluating the nature and
extent of services provided, the services might violate basic principles of independence
and cause an impairment of independence in fact or appearance.
35. The independent auditor and the audit committee have significant and distinct
responsibilities for evaluating whether the auditor's services impair independence in fact
or appearance. The test for independence in fact is whether the activities would impede
the ability of anyone on the engagement team or in a position to influence the
engagement team from exercising objective judgment in the audits of the financial
statements or internal control over financial reporting. The test for independence in
appearance is whether a reasonable investor, knowing all relevant facts and
circumstances, would perceive an auditor as having interests which could jeopardize
the exercise of objective and impartial judgments on all issues brought to the auditor's
attention.
36. Due Professional Care. The auditor must exercise due professional care in an
audit of internal control over financial reporting. One important tenet of due professional
care is exercising professional skepticism. In an audit of internal control over financial
reporting, exercising professional skepticism involves essentially the same
considerations as in an audit of financial statements. It includes a critical assessment of
the work that management has performed in evaluating and testing controls. Inquiry of
management and employees is the beginning point for obtaining an understanding of
internal control over financial reporting, but inquiry alone is not adequate for reaching a
conclusion on any aspect of internal control over financial reporting effectiveness.
37. Fieldwork and Reporting Standards. This standard establishes the fieldwork and
reporting standards applicable to an audit of internal control over financial reporting.
38. The concept of materiality, as discussed in paragraphs 21 through 23, underlies
the application of the general and fieldwork standards.
Planning the Engagement
39. The audit of internal control over financial reporting should be properly planned
and assistants, if any, are to be properly supervised. When planning the audit of
internal control over financial reporting, the auditor should evaluate how the following
matters will affect the auditor's procedures:
•

Knowledge of the company's internal control over financial reporting obtained
during other engagements.
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•

Matters affecting the industry in which the company operates, such as financial
reporting practices, economic conditions, laws and regulations, and technological
changes.

•

Matters relating to the company's business, including its organization, operating
characteristics, capital structure, and distribution methods.

•

The extent of recent changes, if any, in the company, its operations, or its
internal control over financial reporting.

•

Management's process for assessing the effectiveness of the company's internal
control over financial reporting based upon control criteria.

•

Preliminary judgments about materiality, risk, and other factors relating to the
determination of material weaknesses.

•

Internal control deficiencies previously communicated to the audit committee or
management.

•

Legal or regulatory matters of which the company is aware.

•

The type and extent of available evidence related to the effectiveness of the
company's internal control over financial reporting.

•

Preliminary judgments about the effectiveness of internal control over financial
reporting.

•

The number of significant business locations or units, including management's
documentation and monitoring of controls over such locations or business units.
(Appendix B, paragraphs B1 through B16, discusses factors the auditor should
evaluate to determine the locations at which to perform auditing procedures.)

40. The auditor could also evaluate additional relevant factors when planning the audit
of internal control over financial reporting.
Evaluating Management's Assessment Process
41. The auditor must obtain an understanding of, and evaluate, management's
process for assessing the effectiveness of the company's internal control over financial
reporting. When obtaining the understanding, the auditor should determine whether
management has addressed the following elements:
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•

Determining which controls should be tested, including controls over relevant
assertions related to all significant accounts and disclosures in the financial
statements. Generally, such controls include:
–

Controls over initiating, recording, processing, and reporting significant
accounts and disclosures and related assertions embodied in the financial
statements.

–

Controls over the selection and application of accounting policies that are
in conformity with generally accepted accounting principles.

–

Antifraud programs and controls.

–

Controls, including information technology general controls, on which
other controls are dependent.

–

Controls over significant nonroutine and nonsystematic transactions, such
as accounts involving judgments and estimates.

–

Controls over the period-end financial reporting process, including controls
over procedures used to enter transaction totals into the general ledger; to
initiate, record, and process journal entries in the general ledger; and to
record recurring and nonrecurring adjustments to the financial statements
(for example, consolidating adjustments, report combinations, and
reclassifications).

•

Evaluating the likelihood that failure of the control could result in a misstatement
and the degree to which other controls, if effective, achieve the same control
objectives.

•

Determining the locations or business units to include in the evaluation for a
company with multiple locations or business units (see paragraphs B1 through
B16).

•

Evaluating the design effectiveness of controls.

•

Evaluating the operating effectiveness of controls based on procedures sufficient
to assess their operating effectiveness. Examples of such procedures include
testing of the controls by internal audit, testing of controls by others under the
direction of management, using a service organization's reports (see paragraphs
B24 through B39), or testing by means of a self-assessment process. Inquiry
alone is not adequate to complete this evaluation. To evaluate the effectiveness
of the company's internal control over financial reporting, management must
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have evaluated controls over all relevant assertions related to all significant
accounts and disclosures.
•

Determining the deficiencies in internal control over financial reporting that are of
such a magnitude and likelihood of occurrence that they constitute significant
deficiencies or material weaknesses.

•

Communicating findings to the auditor and to others, if applicable.

•

Evaluating whether findings are reasonable and support management's
assessment.

42. As part of the understanding and evaluation of management's process, the auditor
should obtain an understanding of the results of procedures performed by others.
Others include internal audit and third parties working under the direction of
management, including other auditors and accounting professionals engaged to perform
procedures as a basis for management's assessment.
43. Documentation. When determining whether management's documentation
provides reasonable support for its assessment, the auditor should evaluate whether
such documentation includes the following:
•

The design of controls over relevant assertions related to all significant accounts
and disclosures in the financial statements. The documentation should include
the five components of internal control over financial reporting as discussed in
paragraph 50,

•

Information about how significant transactions are initiated, recorded, processed
and reported,

•

Enough information about the flow of transactions to identify where material
misstatements due to error or fraud could occur,

•

Controls designed to prevent or detect fraud, including who performs the controls
and the related segregation of duties,

•

Controls over the period-end financial reporting process,

•

Controls over safeguarding of assets (see paragraphs C1 through C3), and

•

The results of management's testing and evaluation.
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44. Documentation might take many forms of presentation and can include a variety of
information, including policy manuals, process models, flowcharts, job descriptions,
documents, and forms. No one form of documentation is required, and the extent of
documentation will vary depending on the size, nature, and complexity of the company.
45. Documentation of the design of controls over relevant assertions related to
significant accounts and disclosures is evidence that controls related to management's
assessment about the effectiveness of internal control over financial reporting, including
changes to those controls, have been identified, are capable of being communicated to
those responsible for their performance, and are capable of being monitored by the
company. Such documentation also provides the foundation for appropriate
communication concerning responsibilities for performing controls and for the
company's evaluation of and monitoring of the effective operation of controls.
46. Inadequate documentation of the design of controls over relevant assertions
related to significant accounts and disclosures is a deficiency in the company's internal
control over financial reporting. As discussed in paragraph 125, the auditor should
evaluate this documentation deficiency. The auditor might conclude that the deficiency
is only a deficiency, or that the deficiency represents a significant deficiency or a
material weakness. In evaluating the deficiency as to its significance, the auditor should
determine whether management can demonstrate the monitoring component of internal
control over financial reporting in the absence of documentation.
47. Inadequate documentation also could cause the auditor to conclude that there is a
limitation on the scope of the engagement.
Obtaining an Understanding of Internal Control Over Financial Reporting11
48. The auditor should obtain an understanding of the design of specific controls by
applying procedures that include:
•

Making inquiries of appropriate management, supervisory, and staff personnel,

•

Inspecting company documents,

•

Observing the application of specific controls, and

•

Tracing transactions through the information system relevant to financial
reporting.

11

For additional information with regard to special internal control
considerations for small and medium-sized companies, see Appendix E.
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49. The auditor could also apply additional procedures to obtain an understanding of
the design of specific controls.
50. The auditor must obtain an understanding of the design of controls related to each
component of internal control over financial reporting, as discussed below.
•

Control Environment. Because of the pervasive effect of the control environment
on the reliability of financial reporting, the auditor's preliminary judgment about its
effectiveness often influences the nature, timing, and extent of the tests of
operating effectiveness considered necessary. Weaknesses in the control
environment should cause the auditor to alter the nature, timing, or extent of tests
of operating effectiveness that otherwise would have been performed.

•

Risk Assessment. When obtaining an understanding of the company's risk
assessment process, the auditor should evaluate whether management has
identified the risks of material misstatement in the significant accounts and
disclosures and related assertions of the financial statements and has
implemented controls to prevent or detect material misstatements. For example,
the risk assessment process should address how management considers the
possibility of unrecorded transactions or identifies and analyzes significant
estimates recorded in the financial statements. Risks relevant to reliable financial
reporting also relate to specific events or transactions.

•

Control Activities. The auditor's understanding of control activities relates to the
controls that management has implemented to prevent or detect material
misstatement in the accounts and disclosures and related assertions of the
financial statements. For the purposes of evaluating the effectiveness of internal
control over financial reporting, the auditor's understanding of control activities
encompasses a broader range of accounts and disclosures than what is normally
obtained for the financial statement audit.

•

Information and Communication. The auditor's understanding of management's
information and communication involves understanding the same systems and
processes that he or she addresses in an audit of financial statements. In
addition, this understanding includes a greater emphasis on comprehending the
safeguarding controls and the processes for authorization of transactions and the
maintenance of records, as well as the period-end financial reporting process
(discussed further beginning at paragraph 71).

•

Monitoring. The auditor's understanding of management's monitoring of controls
extends to and includes its monitoring of all controls, including control activities,
which management has identified and designed to prevent or detect material
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misstatement in the accounts and disclosures and related assertions of the
financial statements.
51. Some controls (such as company-level controls, described in paragraph 53) might
have a pervasive effect on achieving many overall objectives of the control criteria. For
example, information technology general controls over program development, program
changes, computer operations, and access to programs and data help ensure that
specific controls over the processing of transactions are operating effectively. In
contrast, other controls are designed to achieve specific objectives of the control
criteria. For example, management generally establishes specific controls, such as
accounting for all shipping documents, to ensure that all valid sales are recorded.
52. The auditor should focus on combinations of controls, in addition to specific
controls in isolation, in assessing whether the objectives of the control criteria have
been achieved. The absence or inadequacy of a specific control designed to achieve
the objectives of a specific criterion might not be a deficiency if other controls
specifically address the same criterion. Further, when one or more controls achieve the
objectives of a specific criterion, the auditor might not have to evaluate other controls
designed to achieve those same objectives.
53. Identifying Company-Level Controls. Company-level controls are controls such as
the following:
•

Control environment, including tone at the top, the assignment of authority and
responsibility, consistent policies and procedures, and company-wide programs,
such as codes of conduct and fraud prevention, that apply to all locations and
business units,

•

Management's risk assessment process,

•

Centralized processing and controls, including shared service environments,

•

Monitoring results of operations,

•

Monitoring of controls, including activities of the internal audit function, the audit
committee, and self-assessment programs,

•

The period-end financial reporting process, and

•

Board-approved policies that address significant business control and risk
management practices.
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54. Controls that exist at the company-level often have a pervasive impact on controls
at the process, transaction, or application level. For that reason, as a practical
consideration, it may be appropriate for the auditor to test and evaluate the design
effectiveness of company-level controls first, because the results of that work might
affect the way the auditor evaluates the other aspects of internal control over financial
reporting.
55. Testing company-level controls alone is not sufficient for the purpose of expressing
an opinion on the effectiveness of a company's internal control over financial reporting.
56. Evaluating the Effectiveness of the Audit Committee's Oversight of the Company's
External Financial Reporting and Internal Control Over Financial Reporting.12 The
company's audit committee plays an important role within the control environment and
monitoring components of internal control over financial reporting. Within the control
environment, the existence of an effective audit committee is essential to setting a
positive tone at the top. Within the monitoring component, an effective audit committee
is crucial to challenging the company's activities in the financial arena.
57. The auditor should evaluate factors related to the effectiveness of the audit
committee's oversight of the company's external financial reporting and internal control
over financial reporting, including:
•

Independence of the audit committee members from management (see
paragraph 58),

•

Clarity with which the audit committee's responsibilities are articulated and how
well the audit committee and management understand those responsibilities,

•

Level of involvement and interaction with the independent auditor, including the
committee's role in the appointment, retention, and compensation of the
independent auditor,

•

Level of involvement and interaction with internal audit, including the committee's
line of authority and role in appointing and compensating employees in the
internal audit function,

•

Committee's compliance with applicable listing standards adopted pursuant to
Section 301 of the Act,
12

If no such committee exists with respect to the company, all references to
the audit committee in this standard apply to the entire board of directors of the
company.
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•

Whether the committee includes one or more financial experts as described in
Section 407 of the Act, and

•

Amount of time that the audit committee devotes to control issues, as well as the
amount of time that audit committee members are able to devote to committee
activity.

58. As part of evaluating the independence of committee members, the auditor should
evaluate how audit committee members are nominated and selected and whether they
act independently from management.13 Generally, the more independence that is built
into the process of nominating members of the audit committee to the board, the more
the auditor can be assured of committee independence. For example, are qualified
candidates identified by outsiders, such as an outside search firm or a nominating
committee composed of outside directors, or does management pick "friends?" Are
board candidates for the audit committee selected based upon desired skill sets?
59. Ineffective oversight by the audit committee of the company's external financial
reporting and internal control over financial reporting should be regarded as at least a
significant deficiency and is a strong indicator that a material weakness in internal
control over financial reporting exists.
60. Identifying Significant Accounts. The auditor should identify significant accounts
and disclosures, first at the financial statement level and then at the account or
disclosure component level. Determining specific controls to test begins by identifying
significant accounts and disclosures within the financial statements. When identifying
significant accounts, the auditor should evaluate both quantitative and qualitative
factors.
61. An account is significant if there is more than a remote likelihood that the account
could contain misstatements that individually or when aggregated with others could
have a material effect on the financial statements. Other accounts may be significant
on a qualitative basis based on the expectations of a reasonable user. For example,
investors might be interested in a particular financial statement account even though it
is not quantitatively large because it represents an important performance measure in a
specialized industry.
62. Components of an account balance subject to differing risks (inherent and control)
or different controls should be considered separately as potential significant accounts.
13

The auditor should be aware that elections to the board of directors may
be governed by state law, SRO listing standards, and the SEC's Regulation 14A.
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For instance, inventory accounts often consist of raw materials (purchasing process),
work in process (manufacturing process), finished goods (distribution process), and an
allowance for obsolescence.
63. In some cases, separate components of an account may also need to be
considered a significant account because of the company's organizational structure.
For example, for a company that has a number of separate business units, each with
unique management and accounting processes, the accounts at each separate
business unit are considered individually as potential significant accounts.
64. An account may also be considered significant because of the exposure to
unrecognized obligations represented by the account. For example, loss reserves
related to a captive insurance entity or self-insurance program may have historically
been insignificant in amount yet might represent a more than remote likelihood of
material misstatement due to the existence of material unrecorded claims.
65. Appendix B, paragraphs B17 through B19, contains additional requirements about
determining which accounts and disclosures are significant.
66. Identifying Relevant Financial Statement Assertions. For each significant account,
the auditor should determine the relevance of each of these financial statement
assertions:14
•

Existence or occurrence,

•

Completeness,

•

Valuation or allocation,

•

Rights and obligations, and

•

Presentation and disclosure.

67. To identify relevant assertions, the auditor should determine the source of likely
potential misstatements in each significant account. In determining whether a particular
assertion is relevant to a significant account balance or disclosure, the auditor should
evaluate:
•

The nature of the assertion,
14

See AU sec. 326, Evidential Matter, which provides additional information
on financial statement assertions.

File No. PCAOB-2004-03 Page No. 369

PCAOB Release No. 2003-017
October 7, 2003
Page A-28 – Standard
•

The volume of transactions or data related to the assertion, and

•

The nature and complexity of the systems, including the use of information
technology by which the company processes and controls information supporting
the assertion.

68. Relevant assertions are assertions that have a meaningful bearing on whether the
account is fairly stated. For example, valuation may not be relevant to the cash account
unless currency translation is involved; however, existence and completeness are
always relevant. Similarly, valuation may not be relevant to the gross amount of the
accounts receivable balance, but is relevant to the related allowance accounts.
Additionally, the auditor may focus on the presentation and disclosure assertion
separately in connection with the period-end financial reporting process.
69. Identifying Significant Processes. The auditor should identify each significant
process over each major class of transactions affecting significant accounts or groups of
accounts. For each significant process, the auditor should:
•

Understand the flow of transactions, including how transactions are initiated,
recorded, processed, and reported.

•

Identify the points within the process where a misstatement – including a
misstatement due to fraud – related to each relevant financial statement
assertion could arise.

•

Identify the controls that management has implemented to address these
potential misstatements.

•

Identify the controls that management has implemented over the prevention or
timely detection of unauthorized acquisition, use, or disposition of the company's
assets.

70. The nature and characteristics of a company's use of information technology in its
information system affect the company's internal control over financial reporting.
Paragraphs 16 through 20 of AU sec. 319, Consideration of Internal Control in a
Financial Statement Audit, discusses the effect of information technology on internal
control over financial reporting.
71. Understanding the Period-end Financial Reporting Process.
financial reporting process includes the following:
•

The period-end

The procedures used to enter transaction totals into the general ledger;

File No. PCAOB-2004-03 Page No. 370

PCAOB Release No. 2003-017
October 7, 2003
Page A-29 – Standard
•

The procedures used to initiate, record, and process journal entries in the
general ledger;

•

Other procedures used to record recurring and nonrecurring adjustments to the
financial statements, such as consolidating adjustments, report combinations,
and classifications; and

•

Procedures for drafting financial statements and related disclosures.

72. As part of understanding and evaluating the period-end financial reporting process,
the auditor should evaluate:
•

The inputs, procedures performed, and outputs of the processes the company
uses to produce its financial statements,

•

The extent of information technology involvement in each period-end financial
reporting process element,

•

Who participates from management,

•

The number of locations involved,

•

Types of adjusting entries (for example, standard, nonstandard, eliminating, and
consolidating), and

•

The nature and extent of the audit committee's involvement in the process.

73. The period-end financial reporting process is always a significant process because
of its importance to financial reporting and to the auditor's opinions on internal control
over financial reporting and the financial statements. The auditor's understanding of the
company's period-end financial reporting process and how it interrelates with the
company's other significant processes assists the auditor in identifying and testing
controls that are the most relevant to financial statement risks.
74. Identifying Controls to Test. The auditor should obtain evidence about the
effectiveness of controls (either by performing tests of controls himself or herself, or by
using the work of others)15 for all relevant assertions related to all significant accounts
and disclosures in the financial statements. After identifying significant accounts,
relevant assertions, and significant processes, the auditor should evaluate the following
to identify the controls to be tested:
15

others.

See paragraphs 103-110 for additional direction on using the work of
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•

Where errors or fraud could occur,

•

The nature of the controls implemented by management,

•

The significance of each control in achieving the objectives of the control criteria
and whether more than one control achieves a particular objective,

•

The nature and extent of tests of the operating effectiveness of the controls
performed by the company, if any, and

•

The risk that the controls might not be operating effectively. Factors that affect
whether the control might not be operating effectively include the following:
—

Whether there have been changes in the volume or nature of
transactions that might adversely affect control design or operating
effectiveness,

—

Whether there have been changes in the design of controls,

—

The degree to which the control relies on the effectiveness of other
controls (for example, the control environment or information technology
general controls),

—

Whether there have been changes in key personnel who perform the
control or monitor its performance,

—

Whether the control relies on performance by an individual or is
automated, and

—

The complexity of the control.

75. The auditor should clearly link individual controls with the significant accounts and
assertions to which they relate.
76. The auditor should evaluate whether to test preventive controls, detective controls,
or a combination of both for individual relevant assertions for individual significant
accounts. For instance, when performing tests of preventive and detective controls, the
auditor might conclude that a deficient preventive control could be compensated for by
an effective detective control and, therefore, not result in a significant deficiency or
material weakness. For example, a monthly reconciliation control procedure, which is a
detective control, might detect an out-of-balance situation resulting from an
unauthorized transaction being initiated due to an ineffective authorization procedure,
which is a preventive control. When determining whether the detective control is
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effective, the auditor should evaluate whether the detective control is sufficient to
achieve the control objective to which the preventive control relates.
77. Because effective internal control over financial reporting often includes a
combination of preventive and detective controls, the auditor ordinarily will test a
combination of both.
78. The auditor should apply tests of controls to those controls that are important to
achieving each control objective. It is neither necessary to test all controls nor is it
necessary to test redundant controls (that is, controls that duplicate other controls that
achieve the same objective and already have been tested), unless redundancy is itself a
control objective, as in the case of certain computer controls.
79. Performing Walkthroughs. Walkthroughs are required procedures. The auditor
should perform a walkthrough for all of the company's significant processes. In a
walkthrough, the auditor should trace all types of transactions and events, both
recurring and unusual, from origination through the company's information systems until
they are reflected in the company's financial reports. Walkthroughs provide the auditor
with evidence to:
•

Confirm the auditor's understanding of the process flow of transactions,

•

Confirm the auditor's understanding of the design of controls identified for all five
components of internal control over financial reporting, including those related to
the prevention or detection of fraud,

•

Confirm that the auditor's understanding of the process is complete by
determining whether all points in the process where misstatements related to
each relevant financial statement assertion that could occur have been identified,

•

Evaluate the effectiveness of the design of controls, and

•

Confirm whether controls have been placed in operation.

80. The auditor's walkthroughs should encompass the entire process of initiating,
recording, processing, and reporting individual transactions, and controls for all five
internal control components and fraud, not just control activities.
During the
walkthrough, at each point where important processing procedures or controls occur,
the auditor should question the company's personnel about their understanding of what
is required by the company's prescribed procedures and controls and determine
whether the processing procedures are performed as originally understood and on a
timely basis. (Controls might not be performed regularly but still be timely.) During the
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walkthrough, the auditor should be alert for exceptions to the company's prescribed
procedures and controls.
81. While performing a walkthrough, the auditor should evaluate the quality of the
evidence obtained and perform walkthrough procedures that produce a level of
evidence consistent with the objectives listed in paragraph 79. Rather than reviewing
copies of documents and making inquiries of a single person at the company, the
auditor should follow the process flow using the same documents and information
technology that company personnel use and make inquiries of relevant personnel
involved in significant aspects of the process or controls. To corroborate information at
various points in the walkthrough, the auditor might ask personnel to describe their
understanding of the previous and succeeding processing or control activities and to
demonstrate what they do. In addition, inquiries should include follow-up questions that
could help identify the abuse of controls or indicators of fraud. Examples of follow-up
inquiries include asking personnel:
•

What they do when they find an error or what they are looking for to determine if
there is an error (rather than simply asking them if they perform listed procedures
and controls); what kind of errors they have found; what happened as a result of
finding the errors, and how the errors were resolved. If the person being
interviewed has never found an error, the auditor should evaluate whether that is
due to good preventive controls or whether the individual performing the control
lacks the necessary skills.

•

Whether they have ever been asked to override the process or controls, and if
so, to describe the situation, why it occurred, and what happened.

82. During the period under audit, when there have been significant changes in the
process flow of transactions, including the supporting computer applications, the auditor
should evaluate the nature of the change(s) and the effect on related accounts to
determine whether to walkthrough transactions that were processed both before and
after the change.
83. For non-routine and estimation processes, the auditor can often gain an
understanding of the transaction flow, identify and understand controls, and conduct the
walkthrough simultaneously.
Testing and Evaluating Design Effectiveness
84. Internal control over financial reporting is effectively designed when the controls
complied with would be expected to prevent or detect material misstatements in the
financial statements. The auditor should determine whether the company has controls
to meet the objectives of the control criteria by:
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•

Identifying the company's control objectives in each area,

•

Identifying the controls that satisfy each objective, and

•

Determining whether the controls, if operating properly, can effectively prevent or
detect material misstatements in the financial statements.

85. Procedures the auditor performs to test and evaluate design effectiveness include
inquiry, observation, walkthroughs, and a specific evaluation of whether the controls are
likely to prevent or detect misstatements if they are operated as prescribed by
appropriately qualified persons.
86. The procedures that the auditor performs in evaluating management's assessment
process and obtaining an understanding of internal control over financial reporting also
provide the auditor with evidence about the design effectiveness of internal control over
financial reporting.
87. The procedures the auditor performs to test and evaluate design effectiveness also
might provide evidence about operating effectiveness.
Testing and Evaluating Operating Effectiveness
88. An auditor should evaluate the operating effectiveness of a control by determining
whether the control is operating as designed and whether the person performing the
control possesses the necessary authority and qualifications to perform the control
effectively.
89. Nature of Tests of Controls. Tests of controls over operating effectiveness should
include a mix of inquiries of appropriate personnel, inspection of relevant
documentation, observation of the company's operations, and reperformance of the
application of the control. For example, the auditor might observe the procedures for
opening the mail and processing cash receipts to test the operating effectiveness of
controls over cash receipts. Because an observation is pertinent only at the point in time
at which it is made, the auditor should supplement the observation with inquiries of
company personnel and inspection of documentation about the operation of such
controls at other times.
90. Inquiry is a procedure that is used extensively throughout the audit and often is
complementary to performing other procedures. Inquiry consists of seeking information,
both financial and nonfinancial, of knowledgeable persons throughout the company.
Inquiries may range from formal written inquiries to informal oral inquiries.

File No. PCAOB-2004-03 Page No. 375

PCAOB Release No. 2003-017
October 7, 2003
Page A-34 – Standard
91. Evaluating responses to inquiries is an integral part of the inquiry procedure.
Responses to inquiries might provide the auditor with information not previously
possessed or with corroborative evidence. Alternatively, responses might provide
information that differs significantly from other information the auditor obtains (for
example, information regarding the possibility of management override of controls). In
some cases, responses to inquiries provide a basis for the auditor to modify or perform
additional procedures.
92. Because inquiry alone does not provide sufficient evidence to support the
operating effectiveness of a control, the auditor should perform additional tests of
controls. For example, if the company implements a control activity whereby its sales
manager reviews and investigates a report of invoices with unusually high or low gross
margins, inquiry of the sales manager as to whether he or she investigates
discrepancies would be inadequate. To obtain sufficient evidence about the operating
effectiveness of the control, the auditor should corroborate the sales manager's
responses by performing other procedures, such as inspecting reports or other
documentation used in or generated by the performance of the control, and evaluate
whether appropriate actions were taken regarding discrepancies.
93. The nature of the control also influences the nature of the tests of controls the
auditor can perform. For example, the auditor might examine documents regarding
controls for which documentary evidence exists. However, documentary evidence
regarding some aspects of the control environment, such as management's philosophy
and operating style, might not exist. In circumstances in which documentary evidence of
controls or the performance of controls does not exist and is not expected to exist, the
auditor's tests of controls would consist of inquiries of appropriate personnel and
observation of company activities. As another example, a signature on a voucher
package to indicate that the signer approved it does not necessarily mean that the
person carefully reviewed the package before signing. The package may have been
signed based on only a cursory review (or without any review). As a result, the quality
of the evidence regarding the effective operation of the control might not be sufficiently
persuasive. If that is the case, the auditor should reperform the control (for example,
checking prices, extensions, and additions) as part of the test of the control.
94. Timing of Tests of Controls. The auditor must perform tests of controls over a
period of time that is adequate to determine whether, as of the date specified in
management's report, the controls necessary for achieving the objectives of the control
criteria are operating effectively. The period of time over which the auditor performs
tests of controls varies with the nature of the controls being tested and with the
frequency with which specific controls operate and specific policies are applied. Some
controls operate continuously (for example, controls over sales), while others operate
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only at certain times (for example, controls over the preparation of monthly or quarterly
financial statements and controls over physical inventory counts).
95. The auditor's testing of the operating effectiveness of such controls should occur
at the time the controls are operating. Controls "as of" a specific date encompass
controls that are relevant to the company's internal control over financial reporting "as
of" that specific date, even though such controls might not operate until after that
specific date. For example, some controls over the period-end financial reporting
process normally operate only after the "as of" date. Therefore, if controls over the
December 31, 20X4 period-end financial reporting process operate in January 20X5,
the auditor tests the control operating in January 20X5 to have sufficient evidence of
operating effectiveness "as of" December 31, 20X4.
96. When the auditor reports on the effectiveness of controls "as of" a specific date
and obtains evidence about the operating effectiveness of controls at an interim date,
he or she should determine what additional evidence to obtain concerning the operation
of the control for the remaining period. In making that determination, the auditor should
evaluate:
•

The specific controls tested prior to the "as of" date and the results of those tests,

•

The degree to which evidence about the operating effectiveness of those controls
was obtained,

•

The length of the remaining period, and

•

The possibility that there have been any significant changes in internal control
over financial reporting subsequent to the interim date.

97. The auditor could also evaluate additional factors when determining what
additional evidence to obtain.
98. For controls over significant nonroutine transactions, controls over accounts or
processes with a high degree of subjectivity or judgment in measurement, or controls
over the recording of period-end adjustments, the auditor should perform tests of
controls closer to or at the "as of" date rather than at an interim date. However, the
auditor should balance performing the tests of controls closer to the "as of" date with the
need to obtain sufficient evidence of operating effectiveness.
99. Prior to the date specified in management's report, management might implement
changes to the company's controls to make them more effective or efficient or to
address control deficiencies. In that case, the auditor might not need to evaluate
controls that have been superseded. For example, if the auditor determines that the
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new controls achieve the related objectives of the control criteria and have been in
effect for a sufficient period to permit the auditor to assess their design and operating
effectiveness by performing tests of controls,16 he or she will not need to evaluate the
design and operating effectiveness of the superseded controls for purposes of
expressing an opinion on internal control over financial reporting.
100. As discussed in paragraph 190, however, the auditor must communicate any
identified significant deficiencies and material weaknesses in controls to the audit
committee in writing. In addition, the auditor should evaluate how the design and
operating effectiveness of the superseded controls relates to the auditor's reliance on
controls for financial statement audit purposes.
101. Extent of Tests of Controls. Each year the auditor must obtain sufficient evidence
about whether the company's internal control over financial reporting, including the
controls for all internal control components, is operating effectively. The auditor also
should vary from year to year the nature, timing, and extent of testing of controls to
introduce unpredictability into the testing and respond to changes in circumstances. For
example, each year the auditor might test the controls at a different interim period;
increase or reduce the number and types of tests performed; or change the combination
of procedures used.
102. In determining the extent of procedures to perform, the auditor should design the
procedures to provide a high level of assurance that the control being tested is
operating effectively. In making this determination, the auditor should consider the
following factors:
•

Nature of the control. Manual controls should be subjected to more extensive
testing than automated controls. In some circumstances, testing a single
operation of an automated control may be sufficient to obtain a high level of
assurance that the control operated effectively, provided that information
technology general controls also are operating effectively. For manual controls,
sufficient evidence about the operating effectiveness of the controls is obtained
by evaluating multiple operations of the control and the results of each operation.
The auditor also should consider the complexity of the controls, the significance
of the judgments that must be made in connection with their operation, and the
level of competence of the person performing the controls that is necessary for
the control to operate effectively. As the complexity and level of judgment
16

Paragraph 166 provides reporting directions in circumstances when the
auditor has not been able to obtain evidence that the new controls were appropriately
designed or have been operating effectively for a sufficient period of time.
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increase or the level of competence of the person performing the control
decreases, the extent of the auditor's testing should increase.
•

Frequency of operation. The more frequently a manual control operates, the
more operations of the control the auditor should test. For example, for a manual
control that operates in connection with each transaction, the auditor tests
multiple operations of the control over a sufficient period of time to obtain a high
level of assurance that the control operated effectively. For controls that operate
less frequently, such as monthly account reconciliations and controls over the
period-end financial reporting process, the auditor may test significantly fewer
operations of the control. However, the auditor's evaluation of each operation of
controls operating less frequently is likely to be more extensive. For example,
when evaluating the operation of a monthly exception report, the auditor should
evaluate whether the judgments made with regard to the disposition of the
exceptions were appropriate and adequately supported.

•

Importance of the control. Controls that are relatively more important should be
tested more extensively. For example, some controls may address multiple
financial statement assertions, and certain period-end detective controls might be
considered more important than related preventive controls. The auditor should
test more operations of such controls or, if such controls operate infrequently, the
auditor should evaluate each operation of the control more extensively.

103. Use of the Work of Management and Others. The auditor should evaluate whether
to use the work performed by management and others. When evaluating whether to use
the results of procedures performed by others, the auditor should evaluate the following
factors:
•

The materiality or the risk of misstatement of the accounts and disclosures that
the controls address.

•

The degree of judgment required to evaluate the operating effectiveness of the
control.

•

The degree the control can be subjected to objective testing vs. a subjective
evaluation.

•

The pervasiveness of the control.

•

The level of judgment or estimation that is required in the account or disclosure.
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104. There are a number of areas in which the auditor should not use the results of
testing performed by management and others, including:
•

Controls that are part of the control environment, including controls specifically
established to prevent and detect fraud that is reasonably likely to result in
material misstatement of the financial statements.

•

Controls over the period-end financial reporting process, including controls over
procedures used to enter transaction totals into the general ledger; to initiate,
record, and process journal entries in the general ledger; and to record recurring
and nonrecurring adjustments to the financial statements (for example,
consolidating adjustments, report combinations, and reclassifications).

•

Controls that have a pervasive effect on the financial statements, such as certain
information technology general controls on which the operating effectiveness of
other controls depend.

•

Walkthroughs, as discussed beginning at paragraph 79.

105. The auditor's use of the results of procedures performed by management and
others should be limited in the following areas:
•

Controls over significant nonroutine and nonsystematic transactions (such as
accounts involving significant judgments and estimates).

•

Controls over significant accounts, processes, or disclosures where the auditor
has assessed the risk of failure of the controls to operate effectively as high.

106. The auditor might decide to use the results of tests performed by management and
others within the company in other areas, such as controls over routine processing of
significant accounts and disclosures, without specific limitation.
107. If the auditor intends to use the results of tests performed by others to alter the
nature, timing, and extent of the tests of controls that the auditor performs, he or she
should assess the degree of objectivity and competence of the individuals performing
the tests of controls. In addition to assessing the objectivity and competence of those
performing the tests, the auditor should reperform some of the tests of controls originally
performed by others.
108. Internal auditors would normally be expected to have greater competence with
regard to internal control over financial reporting and objectivity than other company
personnel. Therefore, the auditor may be able to use the results of their procedures to
a greater extent than the results of procedures performed by others. This is particularly
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true in the case of internal auditors who follow the International Standards for the
Professional Practice of Internal Auditing issued by the Institute of Internal Auditors. At
companies where the importance of the internal audit function results in a high degree
of competence and objectivity and their work is extensive, the auditor could use their
work to the greatest extent an auditor could use the work of others. On the other hand,
if, for example, internal audit reports solely to management, which would reduce internal
audit's objectivity, or if limited resources allocated to internal audit result in very limited
testing procedures on its part, the auditor would need to perform more testing himself or
herself.
109. In addition to following the directions in paragraphs 103-108, the auditor must
perform enough of the testing himself or herself so that the auditor's own work provides
the principal evidence for the auditor's opinion.
110. Appendix B, paragraphs B20 through B23, provides additional guidance as well as
an application example on using the work of others.
111. Use of Professional Skepticism when Evaluating the Results of Testing. The
auditor must conduct the audit of internal control over financial reporting and the audit of
the financial statements with professional skepticism, which is an attitude that includes a
questioning mind and a critical assessment of audit evidence. For example, even
though a control is performed by the same employee whom the auditor believes
performed the control effectively in prior periods, the control may not be operating
effectively during the current period because the employee could have become
complacent, distracted, or otherwise not effectively carry out his or her responsibilities.
Also, regardless of any past experience with the entity or the auditor's beliefs about
management's honesty and integrity, the auditor should recognize the possibility that a
material misstatement due to fraud could be present. Furthermore, professional
skepticism requires the auditor to consider whether evidence obtained suggests that a
material misstatement due to fraud has occurred. In exercising professional skepticism
in gathering and evaluating evidence, the auditor must not be satisfied with less-thanpersuasive evidence because of a belief that management is honest.
112. When the auditor identifies exceptions to the company's prescribed control
procedures, he or she should determine, using professional skepticism, the effect of the
exception on the nature and extent of additional testing that may be appropriate or
necessary and on the operating effectiveness of the control being tested. A conclusion
that an identified exception does not represent an internal control deficiency is
appropriate only if evidence beyond what the auditor had initially planned and beyond
inquiry supports that conclusion.
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Forming an Opinion on the Effectiveness of Internal Control Over Financial
Reporting
113. When forming an opinion on internal control over financial reporting, the auditor
should evaluate all evidence obtained from all sources, including:
•

The results of tests of controls,

•

The results of substantive procedures performed during the financial statement
audit, and

•

Any identified internal control deficiencies.

114. As part of this evaluation, the auditor should review all reports issued during the
year by internal audit (or similar functions, such as loan review in a financial institution)
that address controls related to internal control over financial reporting and evaluate any
internal control deficiencies identified in those reports. This review should include
reports issued by internal audit as a result of operational audits or specific reviews of
key processes if those reports address controls related to internal control over financial
reporting.
115. Circumstances for Issuance of Unqualified Opinion. The auditor may issue an
unqualified opinion only when there are no identified material weaknesses and when
there have been no restrictions on the scope of the auditor's work. The existence of a
material weakness in internal control over financial reporting requires the auditor to
express an adverse opinion (see paragraph 162), while a scope limitation requires the
auditor to express a qualified opinion or a disclaimer of opinion, depending on the
significance of the limitation in scope (see paragraph 165). The following paragraphs
provide directions on evaluating internal control deficiencies noted during the audit.
116. Evaluating Deficiencies in Internal Control Over Financial Reporting. The auditor
must evaluate identified internal control deficiencies and determine whether the
deficiencies, individually or in combination, are significant deficiencies or material
weaknesses.
117. The auditor should evaluate the significance of a deficiency in internal control over
financial reporting initially by determining the following:
•

The likelihood that a deficiency, or a combination of deficiencies, could result in a
misstatement of an account balance or disclosure, and

•

The magnitude of the potential misstatement resulting from the deficiency or
deficiencies.
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118. The significance of a deficiency in internal control over financial reporting depends
on the potential for a misstatement, not on whether a misstatement actually has
occurred.
119. Several factors affect the likelihood that a deficiency, or a combination of
deficiencies, could result in a misstatement of an account balance or disclosure. The
factors include, but are not limited to, the following:
•

The susceptibility of the related assets or liability to loss or fraud; that is, greater
susceptibility increases risk.

•

The subjectivity, complexity, or extent of judgment required to determine the
amount involved; that is, greater subjectivity, complexity, or judgment, like that
related to an accounting estimate, increases risk.

•

The nature of the accounts, processes, or disclosures; for example, suspense
accounts and related party transactions involve greater risk.

•

The cause and frequency of known or detected exceptions for the operating
effectiveness of a control; for example, a control with an observed non-negligible
deviation rate is a deficiency.

•

The interaction or relationship of the control with other controls; that is, the
interdependence or redundancy of the control.

120. When evaluating the likelihood that a deficiency or combination of deficiencies
could result in a misstatement, the auditor should evaluate how the controls interact with
other controls. There are controls, such as information technology general controls, on
which other controls depend. Some controls function together as a group of controls.
Other controls overlap, in the sense that these other controls achieve the same
objective.
121. Several factors affect the magnitude of the misstatement that could result from a
deficiency or deficiencies in controls. The factors include, but are not limited to, the
following:
•

The financial statement amounts or total of transactions that are exposed to the
deficiency.

•

The volume of activity in the account balance or class of transactions exposed to
the deficiency that has occurred in the current period, or that is expected in future
periods.

File No. PCAOB-2004-03 Page No. 383

PCAOB Release No. 2003-017
October 7, 2003
Page A-42 – Standard
122. In evaluating the magnitude of the potential misstatement, the auditor should
recognize that the maximum amount that an account balance or total of transactions
can be overstated is generally the recorded amount. However, the recorded amount is
not a limitation on the amount of potential understatement. The auditor also should
recognize that the risk of misstatement might be different for the maximum possible
misstatement than for lesser possible amounts.
123. The interaction of qualitative considerations that affect internal control over
financial reporting with quantitative considerations ordinarily results in deficiencies in the
following areas being at least significant deficiencies in internal control over financial
reporting:
•

Controls over the selection and application of accounting policies that are in
conformity with generally accepted accounting principles,

•

Antifraud programs and controls,

•

Controls over non-routine and nonsystematic transactions, and

•

Controls over the period-end financial reporting process, including controls over
procedures used to enter transaction totals into the general ledger; initiate,
record, and process journal entries into the general ledger; and record recurring
and nonrecurring adjustments to the financial statements.

124. When evaluating the significance of a deficiency in internal control over financial
reporting, the auditor also should determine the level of detail and degree of assurance
that would satisfy prudent officials in the conduct of their own affairs that they have
reasonable assurance that transactions are recorded as necessary to permit the
preparation of financial statements in conformity with generally accepted accounting
principles. If the auditor determines that the deficiency would prevent prudent officials
in the conduct of their own affairs from concluding that they have reasonable
assurance,17 then the auditor should consider the deficiency to be at least a significant
deficiency. Having determined in this manner that a deficiency represents a significant
deficiency, the auditor must further evaluate the deficiency to determine whether
individually, or in combination with other deficiencies, the deficiency is a material
weakness.

17

See SEC Staff Accounting Bulletin Topic 1M2, Immaterial Misstatements
That Are Intentional, for further discussion about the level of detail and degree of
assurance that would satisfy prudent officials in the conduct of their own affairs.
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125. Inadequate documentation of the design of controls and the absence of sufficient
documented evidence to support management's assessment of the operating
effectiveness of internal control over financial reporting also are internal control
deficiencies. As with other internal control deficiencies, the auditor should evaluate
these deficiencies as to their significance.
126. Each of the following circumstances should be regarded as at least a significant
deficiency and is a strong indicator that a material weakness in internal control over
financial reporting exists:
•

Restatement of previously issued financial statements to reflect the correction of
a misstatement.

•

Identification by the auditor of a material misstatement in financial statements in
the current period that was not initially identified by the company's internal control
over financial reporting. (This is still a strong indicator of a material weakness
even if management subsequently corrects the misstatement.)

•

Oversight of the company's external financial reporting and internal control over
financial reporting by the company's audit committee is ineffective. (Paragraphs
56 through 59 present factors to evaluate when determining whether the audit
committee is ineffective.)

•

For larger, more complex entities, the internal audit function or the risk
assessment function is ineffective.

•

For complex entities in highly regulated industries, an ineffective regulatory
compliance function.

•

Identification of fraud of any magnitude on the part of senior management.

•

Significant deficiencies that have been communicated to management and the
audit committee remain uncorrected after some reasonable period of time.

127. In addition, Appendix D provides examples of significant deficiencies and material
weaknesses.
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Requirement for Written Representations
128. In an audit of internal control over financial reporting, the auditor should obtain
written representations from management:
a. Acknowledging management's responsibility for establishing and maintaining
effective internal control over financial reporting,
b. Stating that management has performed an evaluation of the effectiveness of
the company's internal control over financial reporting and specifying the
control criteria,
c. Stating management's conclusion about the effectiveness of the company's
internal control over financial reporting based on the control criteria as of a
specified date,
d. Stating that management has disclosed to the auditor all significant
deficiencies in the design or operation of internal control over financial
reporting that it believes to be material weaknesses in internal control over
financial reporting,
e. Describing any material fraud and any other fraud that, although not material,
involves senior management or management or other employees who have a
significant role in the company's internal control over financial reporting,
f. Stating whether internal control deficiencies identified and communicated to
the audit committee during previous engagements pursuant to paragraph 190
have been resolved, and specifically identifying any that have not, and
g. Stating whether there were, subsequent to the date being reported on, any
changes in internal control over financial reporting or other factors that might
significantly affect internal control over financial reporting, including any
corrective actions taken by management with regard to significant
deficiencies and material weaknesses.
129. The failure to obtain written representations from management, including
management's refusal to furnish them, constitutes a limitation on the scope of the audit
sufficient to preclude an unqualified opinion. As discussed further in paragraph 165,
when management limits the scope of the audit, the auditor should either withdraw from
the engagement or disclaim an opinion. Further, the auditor should evaluate the effects
of management's refusal on his or her ability to rely on other representations, including,
if applicable, representations obtained in an audit of the company's financial statements.
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130. AU sec. 333, Management Representations, explains matters such as who should
sign the letter, the period to be covered by the letter, and when to obtain an updating
letter.

Relationship of an Audit of Internal Control over Financial
Reporting to an Audit of Financial Statements
131. The audit of internal control over financial reporting should be integrated with the
audit of the financial statements. The objectives of the procedures for the audits are not
identical, however, and the auditor must plan and perform the work to achieve the
objectives of both audits.
132. The understanding of internal control over financial reporting the auditor obtains
and the procedures the auditor performs for purposes of expressing an opinion on
management's assessment are interrelated with the internal control over financial
reporting understanding the auditor obtains and procedures the auditor performs to
assess control risk for purposes of expressing an opinion on the financial statements.
As a result, it is efficient for the auditor to coordinate obtaining the understanding and
performing the procedures.
Tests of Controls in an Audit of Internal Control Over Financial Reporting
133. The objective of the tests of controls in an audit of internal control over financial
reporting is to obtain evidence about the effectiveness of internal controls to support the
auditor's opinion on whether management's assessment of the effectiveness of the
company's internal control over financial reporting is fairly stated. The auditor's opinion
relates to the effectiveness of the company's internal control over financial reporting as
of a point in time and taken as a whole.
134. To express an opinion on internal control over financial reporting effectiveness as
of a point in time, the auditor should obtain evidence that internal control over financial
reporting has operated effectively for a sufficient period of time, which may be less than
the entire period (ordinarily one year) covered by the company's financial statements.
To express an opinion on internal control over financial reporting effectiveness taken as
a whole, the auditor must obtain evidence about the effectiveness of controls related to
all relevant assertions for all significant accounts and disclosures in the financial
statements. This requires the auditor to test the design and operating effectiveness of
controls he or she ordinarily would not test if expressing an opinion only on the financial
statements.
135. When concluding on the effectiveness of internal control over financial reporting for
purposes of expressing an opinion on management's assessment, the auditor should
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incorporate the results of any additional tests of control performed to achieve the
objective related to expressing an opinion on the financial statements, as discussed in
the following section.
Tests of Controls in an Audit of Financial Statements
136. To express an opinion on the financial statements, the auditor ordinarily performs
tests of controls and substantive procedures. The objective of the tests of controls the
auditor performs for this purpose is to assess control risk. To assess control risk for
specific financial statement assertions at less than the maximum, the auditor is required
to obtain evidence that the relevant controls operated effectively during the entire period
covered by the company's financial statements. However, the auditor is not required to
assess control risk at less than the maximum for all relevant assertions for the entire
period covered by the financial statements, and, for a variety of reasons, the auditor
may choose not to do so.18
137. When concluding on the effectiveness of controls for the purpose of assessing
control risk, the auditor also should consider the results of any additional tests of
controls performed to achieve the objective related to expressing an opinion on
management's assessment, as discussed in paragraphs 133 through 135.
Consideration of these results may require the auditor to alter the nature, timing, and
extent of substantive procedures and to plan and perform further tests of controls,
particularly in response to identified internal control deficiencies.
Effect of Tests of Controls on Substantive Procedures
138. Regardless of the assessed level of control risk or the assessed risk of material
misstatement in connection with the audit of the financial statements, the auditor should
perform substantive procedures for all relevant assertions for all significant accounts
and disclosures. Performing procedures to express an opinion on internal control over
financial reporting does not diminish this requirement.
139. The substantive procedures that the auditor should perform consist of tests of
details of transactions and balances and analytical procedures. Before using the results
obtained from substantive analytical procedures, the auditor should either test the
design and operating effectiveness of controls over financial information used in the
substantive analytical procedures or perform other procedures to support the
completeness and accuracy of the underlying information. For significant risks of
material misstatement, it is unlikely that audit evidence obtained from substantive
analytical procedures alone will be sufficient.
18

See paragraph 146 for additional documentation requirements when the
auditor assesses control risk as other than low.
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140. When designing substantive analytical procedures, the auditor also should
evaluate the risk of management override of controls. As part of this process, the
auditor should evaluate whether such an override might have allowed adjustments
outside of the normal period-end financial reporting process to have been made to the
financial statements. Such adjustments might have resulted in artificial changes to the
financial statement relationships being analyzed, causing the auditor to draw erroneous
conclusions. For this reason, substantive analytical procedures are not well suited to
detecting fraud.
141. The auditor's substantive procedures must include reconciling the financial
statements to the accounting records and examining material adjustments made during
the course of preparing the financial statements. Also, other auditing standards require
auditors to perform specific tests of details in the financial statement audit. For
instance, AU sec. 316, Consideration of Fraud in a Financial Statement Audit, requires
the auditor to perform certain tests of details to further address the risk of management
override, whether or not a specific risk of fraud has been identified. AU sec. 330.34, The
Confirmation Process, states that there is a presumption that the auditor will request the
confirmation of accounts receivable. Similarly, AU sec. 331.01, Inventories, states that
observation of inventories is a generally accepted auditing procedure and that the
auditor who issues an opinion without this procedure "has the burden of justifying the
opinion expressed."
142. If, during the audit of internal control over financial reporting, the auditor identifies
an internal control deficiency, he or she should determine the effect on the nature,
timing, and extent of substantive procedures to be performed to reduce the risk of
material misstatement of the financial statements to an appropriately low level.
Effect of Substantive Procedures on the Auditor's Conclusions About the
Operating Effectiveness of Controls
143. In an audit of internal control over financial reporting, the auditor should evaluate
the effect of the findings of all substantive auditing procedures performed in the audit of
financial statements on the effectiveness of internal control over financial reporting. This
evaluation should include, but not be limited to:
•

The auditor's risk evaluations in connection with the selection and application of
substantive procedures, especially those related to fraud (see paragraph 26),

•

Findings with respect to illegal acts and related party transactions,

•

Indications of management bias in making accounting estimates and in selecting
accounting principles, and
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•

Misstatements detected by substantive procedures. The extent of such
misstatements might alter the auditor's judgment about the effectiveness of
controls.

144. However, the absence of misstatements detected by substantive procedures does
not provide evidence that controls related to the assertion being tested are effective.

Documentation Requirements
145. In addition to the documentation requirements in AU sec. 339, Audit
Documentation, the auditor should document:
•

The understanding obtained and the evaluation of the design of each of the five
components of the company's internal control over financial reporting,

•

The process used to determine significant accounts, classes of transactions, and
disclosures, including the determination of the locations or business units at
which to perform testing,

•

The identification of where misstatements related to relevant financial statement
assertions could occur within significant accounts, assertions, and processes,

•

The extent to which the auditor relied upon work performed by management or
others,

•

The evaluation of any deficiencies noted as a result of the auditor's testing, and

•

Other findings that could result in a modification to the auditor's report.

146. For a company that has effective internal control over financial reporting, the
auditor ordinarily will be able to perform sufficient testing of controls to be able to assess
control risk related to relevant assertions for significant accounts and disclosures at a
low level. If, however, the auditor assesses control risk as other than low for certain
assertions or significant accounts, the auditor should document the reasons for that
conclusion. Examples of when it is appropriate to not assess control risk as low include:
•

When a control over a relevant assertion related to a significant account or
disclosure was superseded late in the year and only the new control was tested
for operating effectiveness.

•

When a material weakness existed during the period under audit and was
corrected by the end of the period.
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147. The auditor also should document the effect of a conclusion that control risk is
other than low for any relevant assertions for any significant accounts on his or her
opinion on the audit of internal control over financial reporting.

Reporting on Internal Control Over Financial Reporting
Management's Report
148. Management is required to include in its annual report its assessment of the
effectiveness of the company's internal control over financial reporting in addition to its
audited financial statements as of the end of the most recent fiscal year. Management's
report on internal control over financial reporting is required to include the following:19
•

A statement of management's responsibility for establishing and maintaining
adequate internal control over financial reporting for the company,

•

A statement identifying the framework used by management to conduct the
required evaluation of the effectiveness of the company's internal control over
financial reporting,

•

An assessment of the effectiveness of the company's internal control over
financial reporting as of the end of the company's most recent fiscal year,
including an explicit statement as to whether that internal control over financial
reporting is effective, and

•

A statement that the registered public accounting firm that audited the financial
statements included in the annual report has issued an attestation report on
management's assessment of the company's internal control over financial
reporting.

149. Management should provide, both in its report on internal control over financial
reporting and in its representation letter to the auditor, a written conclusion about the
effectiveness of the company's internal control over financial reporting. The conclusion
about the effectiveness of a company's internal control over financial reporting can take
many forms, however, management is required to state a direct conclusion about
whether the company's internal control over financial reporting is effective. This
standard, for example, includes the phrase "management's assessment that W
19

Management is required to include these matters in their report. See Final
Rule: Management's Reports on Internal Control Over Financial Reporting and
Certification of Disclosure in Exchange Act Periodic Reports, Securities and Exchange
Commission Release No. 33-8238 (June 5, 2003) [68 FR 36636].
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Company maintained effective internal control over financial reporting as of [date]" to
illustrate such a conclusion. Other phrases, such as "management's assessment that W
Company's internal control over financial reporting as of [date] is sufficient to meet the
stated objectives," also might be used. However, the conclusion should not be so
subjective (for example, "very effective internal control") that people having competence
in and using the same or similar criteria would not ordinarily be able to arrive at similar
conclusions.
150. Management is precluded from concluding that the company's internal control over
financial reporting is effective if there are one or more material weaknesses. In addition,
management is required to disclose all material weaknesses that exist as of the end of
the most recent fiscal year.
151. Management might be able to accurately represent that internal control over
financial reporting, as of the end of the company's most recent fiscal year, is effective
even if one or more material weaknesses existed during the period. To make this
representation, management must have changed the internal control over financial
reporting to eliminate the material weaknesses sufficiently in advance of the "as of" date
and have satisfactorily tested the effectiveness over a period of time that is adequate for
it to determine whether, as of the end of the fiscal year, the design and operation of
internal control over financial reporting is effective.20
Auditor's Evaluation of Management's Report
152. With respect to management's report on its assessment, the auditor should
evaluate the following matters:
a. Whether management has properly stated its responsibility for establishing and
maintaining adequate internal control over financial reporting.
b. Whether the framework used by management to conduct the evaluation is
suitable. (As discussed in paragraph 13, the framework described in COSO
constitutes a suitable and available framework.)

20

However, when the reason for a change in internal control over financial
reporting is the correction of a material weakness, management and the auditor need to
evaluate whether the reason for the change and the circumstances surrounding the
change are material information necessary to make the disclosure about the change not
misleading in a filing subject to certification under Section 302. See discussion
beginning at paragraph 183 for further direction.
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c. Whether management's assessment of the effectiveness of internal control over
financial reporting, as of the end of the company's most recent fiscal year, is free
of material misstatement.
d. Whether management has expressed its assessment in an acceptable form.
– Management is required to state whether the company's internal control
over financial reporting is effective.
– A negative assurance statement indicating that, "Nothing has come to
management's attention to suggest that the company's internal control
over financial reporting is not effective," is not acceptable.
– Management is not permitted to conclude that the company's internal
control over financial reporting is effective if there are one or more material
weaknesses in the company's internal control over financial reporting.
e. Whether material weaknesses identified in the company's internal control over
financial reporting, if any, have been properly disclosed, including those
corrected during the period.21
Auditor's Report on Management's Assessment of Internal Control Over Financial
Reporting
153. The auditor's report on management's assessment of the effectiveness of internal
control over financial reporting must include the following elements:
a.

A title that includes the word independent,

b.

An identification of management's conclusion about the effectiveness of the
company's internal control over financial reporting as of a specified date based
on the control criteria [for example, criteria established in Internal Control—
Integrated Framework issued by the Committee of Sponsoring Organizations of
the Treadway Commission (COSO)] ,

c.

An identification of the title of the management report that includes
management's assessment (the auditor should use the same description of the

21

See paragraph 189 for direction when a material weakness was corrected
during the fourth quarter and the auditor believes that modification to the disclosures
about changes in internal control over financial reporting are necessary for the annual
certifications to be accurate and to comply with the requirements of Section 302.
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company's internal control over financial reporting as management uses in its
report),
d.

A statement that the assessment is the responsibility of management,

e.

A statement that the auditor's responsibility is to express an opinion on the
written assessment based on his or her audit,

f.

A definition of internal control over financial reporting as stated in paragraph 4,

g.

A statement that the audit was conducted in accordance with auditing and
related professional practice standards established by the Public Company
Accounting Oversight Board (PCAOB),

h.

A statement that the PCAOB standards require that the auditor plan and
perform the audit to obtain reasonable assurance about whether effective
internal control over financial reporting was maintained in all material respects,

i.

A statement that an audit includes obtaining an understanding of internal
control over financial reporting, testing and evaluating the design and operating
effectiveness of internal control, and performing such other procedures as the
auditor considered necessary in the circumstances,

j.

A statement that the auditor believes the audit provides a reasonable basis for
his or her opinion,

k.

A paragraph stating that, because of inherent limitations, internal control over
financial reporting may not prevent or detect misstatements and that projections
of any evaluation of effectiveness to future periods are subject to the risk that
controls may become inadequate because of changes in conditions, or that the
degree of compliance with the policies or procedures may deteriorate,

l.

The auditor's opinion on whether management's assessment of the
effectiveness of the company's internal control over financial reporting as of the
specified date is fairly stated, in all material respects, based on the control
criteria (see discussion beginning at paragraph 148),22

m.

The manual or printed signature of the auditor's firm,

n.

The date of the audit report.
22

Nothing precludes the auditor from auditing management's assessment
but opining directly on the effectiveness of internal control over financial reporting.
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154. Example A-1 in Appendix A is an illustrative auditor's report – an unqualified
opinion – on management's assessment of the effectiveness of the company's internal
control over financial reporting.
155. Separate or Combined Reports. The auditor may choose to issue a combined
report (that is, one report containing both an opinion on the financial statements and an
opinion on internal control over financial reporting) or separate reports on the company's
financial statements and on internal control over financial reporting. Appendix A
includes an illustrative combined audit report on internal control over financial reporting
and examples of separate reports on internal control over financial reporting.
156. If the auditor chooses to issue a separate report on internal control over financial
reporting, he or she should add the following paragraph to the auditor's report on the
financial statements:
We also have audited, in accordance with auditing and related professional
practice standards established by the Public Company Accounting Oversight
Board, the effectiveness of W Company's internal control over financial reporting
as of December 31, 20X3, based on [identify criteria] and our report dated [date
of report, which should be the same as the date of the report on the financial
statements] expressed [include nature of opinion].
157. Report Date. As stated previously, the auditor cannot audit internal control over
financial reporting without also auditing the financial statements. Therefore, the reports
should be dated the same.
158. When the auditor elects to issue a combined report on the audit of the financial
statements and the audit of internal control over financial reporting, the audit opinion will
address multiple reporting periods for the financial statements presented but only the
end of the most recent fiscal year for management's assessment of the effectiveness of
internal control over financial reporting. See a combined report in Example A-6 in
Appendix A.
159. Report Modifications. The auditor should modify the standard report if any of the
following conditions exist.
a. Management's assessment is inadequate or management's report is
inappropriate. (See paragraph 161.)
b. There is a material weakness in the company's internal control over financial
reporting. (See paragraphs 162 through 164.)
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c. There is a restriction on the scope of the engagement. (See paragraphs 165
through 167.)
d. The auditor decides to refer to the report of other auditors as the basis, in
part, for the auditor's own report. (See paragraphs 168 and 169.)
e. A significant subsequent event has occurred since the date being reported
on. (See paragraphs 170 through 173.)
f. There is other information contained in management's report on internal
control over financial reporting. (See paragraphs 174 through 176.)
160. If, for any of the situations listed in the paragraph above, the auditor plans to issue
other than an unqualified opinion, the auditor should report directly on the effectiveness
of the company's internal control over financial reporting rather than on management's
assessment.
Expressing an opinion on management's assessment in these
circumstances could result in confusion. For example, if management makes an
adverse assessment because a material weakness has been identified and not
corrected ("…internal control over financial reporting is not effective…") and the auditor
expressed his or her opinion on management's assessment ("…management's
assessment that internal control over financial reporting is not effective is fairly stated, in
all material respects…"), a reader might not be clear about the results of the auditor's
testing and about the auditor's conclusions. Reporting directly on the effectiveness of
the company's internal control over financial reporting better communicates to report
users the effect of such conditions, because direct reporting more clearly states the
auditor's conclusions about the effectiveness of internal control over financial reporting
("In our opinion, because of the effect of the material weakness described…, the
Company's internal control over financial reporting is not effective.").
161. Management's Assessment Inadequate or Report Inappropriate. If the auditor
determines that management's process for assessing internal control over financial
reporting is inadequate, the auditor should modify his or her opinion for a scope
limitation (discussed further beginning at paragraph 165). If the auditor determines that
management's report is inappropriate, the auditor should modify his or her report to
include, at a minimum, an explanatory paragraph describing the reasons for this
conclusion.
162. Material Weaknesses.
Paragraphs 116 through 127 describe significant
deficiencies and material weaknesses. If there are significant deficiencies that,
individually or in combination, result in one or more material weaknesses, management
is precluded from concluding that internal control over financial reporting is effective. In
these circumstances, the auditor must express an adverse opinion on the company's
internal control over financial reporting.
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163. When expressing an adverse opinion because of a material weakness, the
auditor's report must include:
•

The definition of a material weakness and a significant deficiency, as provided in
paragraphs 8 and 9.

•

A statement that a material weakness has been identified and included in
management's assessment. (If the material weakness has not been included in
management's assessment, this sentence should be modified to state that the
material weakness has been identified but not included in management's
assessment. In this case, the auditor also is required to communicate to the audit
committee that the material weakness was not disclosed or identified as a
material weakness in management's report, as discussed in paragraph 190.)

•

A description of any material weaknesses identified in a company's internal
control over financial reporting. This description should provide the users of the
audit report with specific information about the nature of any material weakness,
and its actual and potential effect on the presentation of the company's financial
statements issued during the existence of the weakness. This description also
should address requirements described in paragraph 178.

164. In addition, the auditor should modify the opinion paragraph to express an adverse
opinion directly on the effectiveness of the company's internal control over financial
reporting. Example A-2 in Appendix A illustrates the form of the report that is
appropriate in this situation.
165. Scope Limitations. The auditor can express an unqualified opinion on internal
control over financial reporting only if the auditor has been able to apply all the
procedures necessary under the circumstances. If there are restrictions on the scope of
the engagement imposed by the circumstances, the auditor should withdraw from the
engagement, disclaim an opinion, or express a qualified opinion. The auditor's decision
depends on his or her assessment of the importance of the omitted procedure(s) to his
or her ability to form an opinion on the effectiveness of the company's internal control
over financial reporting. However, when the restrictions are imposed by management,
the auditor should withdraw from the engagement or disclaim an opinion on the
effectiveness of internal control over financial reporting.
166. For example, management might have identified a material weakness in its internal
control over financial reporting prior to the date specified in its report and implemented
controls to correct it. If management believes that the new controls have been
operating for a sufficient period of time to determine that they are both effectively
designed and operating, management would be able to include in its assessment its
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conclusion that internal control over financial reporting is effective as of the date
specified. However, if the auditor disagrees with the sufficiency of the time period, he or
she would be unable to obtain sufficient evidence that the new controls have been
operating effectively for a sufficient period. In that case, the auditor should modify the
opinion because of a scope limitation.
167. When the auditor plans either to issue a qualified opinion or to disclaim an opinion
because of a scope limitation, the auditor should report directly on the effectiveness of
internal control over financial reporting (rather than on management's assessment) to
best communicate the effect of such factors on his or her opinion. Example A-3 in
Appendix A illustrates the form of report when there is a limitation on the scope of the
audit causing the auditor to issue a qualified opinion. Example A-4 illustrates the form
of report when restrictions on the scope of the audit cause the auditor to disclaim an
opinion.
168. Opinion Based in Part on the Report of Another Auditor. When another auditor has
audited internal control over financial reporting of one or more subsidiaries, divisions,
branches, or components of the company, the auditor should determine whether he or
she may serve as the principal auditor and use the work and reports of another auditor
as a basis, in part, for his or her opinion on internal control over financial reporting. If the
auditor decides it is appropriate to serve as the principal auditor, he or she should
decide whether to make reference in the report to the audit performed by the other
auditor. In these circumstances, the auditor's criteria are similar to those of the
independent auditor who uses the work and reports of other independent auditors when
reporting on a company's financial statements. AU sec. 543, Part of Audit Performed by
Other Independent Auditors, provides direction on the auditor's decision of whether to
serve as the principal auditor and, if so, whether to make reference to the audit
performed by the other auditor.
169. When the auditor decides to make reference to the report of the other auditor as a
basis, in part, for his or her opinion, the auditor should disclose this when describing the
scope of the audit and should refer to the report of the other auditor when expressing
the opinion. Whether the other auditor's opinion is expressed on management's
assessment or on the effectiveness of internal control over financial reporting does not
affect the determination of whether the principal auditor's opinion is expressed on the
assessment or on the subject matter itself.
170. Subsequent Events. Changes in internal control over financial reporting or other
factors that might significantly affect internal control over financial reporting might occur
subsequent to the date as of which internal control over financial reporting is being
audited but before the date of the auditor's report. As described in paragraph 128, the
auditor should obtain written representations from management relating to such

File No. PCAOB-2004-03 Page No. 398

PCAOB Release No. 2003-017
October 7, 2003
Page A-57 – Standard
matters. Additionally, to obtain information about whether changes have occurred that
might affect the effectiveness of the company's internal control over financial reporting
and, therefore, the auditor's report, the auditor should inquire about and examine, for
this subsequent period, the following:
•

Relevant internal audit reports (or similar functions, such as loan review in a
financial institution) issued during the subsequent period,

•

Independent auditor reports (if other than the auditor's) of significant deficiencies
or material weaknesses,

•

Regulatory agency reports on the company's internal control over financial
reporting, and

•

Information about the effectiveness of the company's internal control over
financial reporting obtained through other engagements.

171. The auditor could inquire about and examine other documents for the subsequent
period. Paragraphs .01 through .09 of AU sec. 560, Subsequent Events, provides
direction on subsequent events for a financial statement audit that may also be helpful
to the auditor performing an audit of internal control over financial reporting.
172. If the auditor obtains knowledge about subsequent events that materially and
adversely affect the effectiveness of the company's internal control over financial
reporting as of the date specified in the assessment the auditor should issue an adverse
opinion. If the auditor is unable to determine the effect of the subsequent event on the
effectiveness of the company's internal control over financial reporting, the auditor
should disclaim an opinion. As described in paragraph 175, the auditor should disclaim
an opinion on management's disclosures about corrective actions taken by the company
after the date of management's assessment, if any.
173. The auditor may obtain knowledge about subsequent events with respect to
conditions that did not exist at the date specified in the assessment but arose
subsequent to that date. If a subsequent event of this type has a material effect on the
company, the auditor should include in his or her report an explanatory paragraph
describing the event and its effects or directing the reader's attention to the event and its
effects as disclosed in management's report. Management's consideration of such
events to be disclosed in its report should be limited to a change that has materially
affected, or is reasonably likely to materially affect, the company's internal control over
financial reporting.
174. Management's Report Containing Additional Information. Management's report on
internal control over financial reporting may contain information in addition to
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management's assessment of the effectiveness of its internal control over financial
reporting. Such information might include, for example:
•

Disclosures about corrective actions taken by the company after the date of
management's assessment,

•

The company's plans to implement new controls, and

•

A statement that management believes the cost of correcting a material
weakness would exceed the benefits to be derived from implementing new
controls.

175. If management's assessment includes such additional information, the auditor
should disclaim an opinion on the information. For example, the auditor should use the
following language as the last paragraph of the report to disclaim an opinion on
management's cost-benefit statement:
We do not express an opinion or any other form of assurance on
management's statement referring to the costs and related benefits of
implementing new controls.
176. If the auditor believes that management's additional information contains a material
misstatement of fact, he or she should discuss the matter with management. If the
auditor concludes that there is a valid basis for concern, he or she should propose that
management consult with some other party whose advice might be useful, such as the
company's legal counsel. If, after discussing the matter with management and those
management has consulted, the auditor concludes that a material misstatement of fact
remains, the auditor should notify management and the audit committee, in writing, of
the auditor's views concerning the information. The auditor also should consider
consulting the auditor's legal counsel about further actions to be taken, including the
auditor's responsibility under Section 10A of the Securities Exchange Act of 1934.
177. Effect of Auditor's Adverse Opinion on Internal Control Over Financial Reporting on
the Opinion on Financial Statements. In some cases, the auditor's report on internal
control over financial reporting might describe a material weakness that resulted in an
adverse opinion on the effectiveness of internal control over financial reporting while the
audit report on the financial statements remains unqualified. Consequently, during the
audit of the financial statements, the auditor did not rely on that control. However, he or
she performed additional substantive procedures to determine whether there was a
material misstatement in the account related to the control. If, as a result of these
procedures, the auditor determines that there was not a material misstatement in the
account, he or she would be able to express an unqualified opinion on the financial
statements.
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178. When the auditor's opinion on the financial statements is unaffected by the
adverse opinion on the effectiveness of internal control over financial reporting, the
report on internal control over financial reporting (or the combined report, if a combined
report is issued) should include the following or similar language in the paragraph that
describes the material weakness:
This material weakness was considered in determining the nature, timing,
and extent of audit tests applied in our audit of the 20X3 financial statements,
and this report does not affect our report dated [date of report] on those
financial statements. [Revise this wording appropriately for use in a
combined report.]
179. Such disclosure is important to ensure that users of the auditor's report on the
financial statements understand why the auditor issued an unqualified opinion on those
statements.
180. Subsequent Discovery of Information Existing at the Date of the Auditor's Report
on Internal Control Over Financial Reporting. After the issuance of the report on
internal control over financial reporting, the auditor may become aware of conditions
that existed at the report date that might have affected the auditor's opinion had he or
she been aware of them. The auditor's evaluation of such subsequent information is
similar to the auditor's evaluation of information discovered subsequent to the date of
the report on an audit of financial statements, as described in AU sec. 561, Subsequent
Discovery of Facts Existing at the Date of the Auditor's Report. That standard requires
the auditor to determine whether the information is reliable and whether the facts
existed at the date of his or her report. If so, the auditor should determine (1) whether
the facts would have changed the report if he or she had been aware of them and (2)
whether there are persons currently relying on or likely to rely on the auditor's report.
For instance, if previously issued financial statements and the auditor's report have
been recalled and reissued to reflect the correction of an error, the auditor should
presume that his or her report on the company's internal control over financial reporting
as of same specified date also should be recalled and reissued to reflect the material
weakness that existed at that date. Based on these considerations, AU sec. 561.06
provides detailed requirements for the auditor.
181. Filings Under Federal Securities Statutes. AU sec. 711, Filings Under Federal
Securities Statutes, describes the auditor's responsibilities when an auditor's report is
included in registration statements, proxy statements, or periodic reports filed under the
federal securities statutes. The auditor should also apply AU sec. 711 with respect to
the auditor's report on management's assessment of the effectiveness of internal control
over financial reporting included in such filings. In addition, the direction in AU sec.
711.10 to inquire of and obtain written representations from officers and other
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executives responsible for financial and accounting matters about whether any events
have occurred that have a material effect on the audited financial statements should be
extended to matters that could have a material effect on management's assessment of
internal control over financial reporting.
182. When the auditor has fulfilled these responsibilities and intends to consent to the
inclusion of his or her report on management's assessment of the effectiveness of
internal control over financial reporting in the securities filing, the auditor's consent
should clearly indicate that both the audit report on financial statements and the audit
report on management's assessment of the effectiveness of internal control over
financial reporting (or both opinions if a combined report is issued) are included in his or
her consent.

Auditor's Responsibilities for Evaluating Management's
Certification Disclosures About Internal Control Over
Financial Reporting
Required Management Certifications
183. Section 302 of the Act, as amended, requires a company's management, with the
participation of the principal executive and financial officers (the certifying officers), to
make the following quarterly and annual certifications with respect to the company's
internal control over financial reporting:
•

A statement that the certifying officers are responsible for establishing and
maintaining internal control over financial reporting,

•

A statement that the certifying officers have designed such internal control over
financial reporting, or caused such internal control over financial reporting to be
designed under their supervision, to provide reasonable assurance regarding the
reliability of financial reporting and the preparation of financial statements for
external purposes in accordance with generally accepted accounting principles,
and

•

A statement that the report discloses any changes in the company's internal
control over financial reporting that occurred during the most recent fiscal quarter
(the company's fourth fiscal quarter in the case of an annual report) that have
materially affected, or are reasonably likely to materially affect, the company's
internal control over financial reporting.

184. When the reason for a change in internal control over financial reporting is the
correction of a material weakness, management and the auditor need to evaluate
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whether the reason for the change and the circumstances surrounding that change are
material information necessary to make the disclosure about the change not
misleading.23
Auditor Evaluation Responsibilities
185. The auditor's responsibility as it relates to management's quarterly certifications on
internal control over financial reporting is different from the auditor's responsibility as it
relates to management's annual assessment of internal control over financial reporting.
The auditor should perform limited procedures quarterly to provide a basis for
determining whether he or she has become aware of any material modifications that, in
the auditor's judgment, should be made to the disclosures about changes in internal
control over financial reporting in order for the certifications to be accurate and to
comply with the requirements of Section 302.
186. To fulfill this responsibility, the auditor should perform, on a quarterly basis, the
following procedures:
•

Inquire of management about significant changes in the design or operation of
internal control over financial reporting as it relates to the preparation of annual
as well as interim financial information that could have occurred subsequent to
the preceding annual audit or prior review of interim financial information, and

•

Determine, through a combination of observation and inquiry, whether significant
changes in internal control over financial reporting may introduce significant
deficiencies or material weaknesses in the design of internal control over
financial reporting.

187. When matters come to auditor's attention that lead him or her to believe that
modification to the disclosures about changes in internal control over financial reporting
are necessary for the certifications to be accurate and to comply with the requirements

23

The SEC's Final Rule: Management's Reports on Internal Control Over
Financial Reporting and Certification of Disclosure in Exchange Act Periodic Reports,
Securities and Exchange Commission Release No. 33-8238 (June 5, 2003) [68 FR
36636], states: "Although the final rules do not explicitly require the company to disclose
the reasons for any change that occurred during a fiscal quarter, or to otherwise
elaborate about the change, a company will have to determine, on a facts and
circumstances basis, whether the reasons for the change, or other information about the
circumstances surrounding the change, constitute material information necessary to
make the disclosure about the change not misleading."
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of Section 302, the auditor should communicate the matter(s) to the appropriate level of
management as soon as practicable.
188. If, in the auditor's judgment, management does not respond appropriately to the
auditor's communication within a reasonable period of time, the auditor should inform
the audit committee. If, in the auditor's judgment, the audit committee does not respond
appropriately to the auditor's communication within a reasonable period of time, the
auditor should evaluate whether to resign from the engagement. The auditor should
evaluate whether to consult with his or her attorney when making these evaluations. In
these circumstances, the auditor also has responsibilities under AU sec. 317, Illegal
Acts by Clients, and Section 10A of the Securities Exchange Act of 1934. The auditor's
responsibilities for evaluating the disclosures about changes in internal control over
financial reporting do not diminish in any way management's responsibility for ensuring
that their certifications comply with the requirements of Section 302.
189. If matters come to the auditor's attention as a result of the audit of internal control
over financial reporting that lead him or her to believe that modification to the
disclosures about changes in internal control over financial reporting (addressing
changes in internal control over financial reporting occurring during the fourth quarter)
are necessary for the annual certifications to be accurate and to comply with the
requirements of Section 302, the auditor should follow the same communication
responsibilities as described in paragraphs 187 and 188. However, if management and
the audit committee do not respond appropriately, in addition to the responsibilities
described in the preceding two paragraphs, the auditor should modify his or her report
on the audit of internal control over financial reporting to include an explanatory
paragraph describing the reasons the auditor believes management's certification
should be modified.

Required Communications in An Audit of Internal Control
Over Financial Reporting
190. The auditor must communicate in writing to the audit committee all significant
deficiencies and material weaknesses identified during the audit.
The written
communication should be made prior to the issuance of the auditor's report on internal
control over financial reporting. The auditor's communication should distinguish clearly
between those matters considered significant deficiencies and those considered
material weaknesses, as defined beginning in paragraph 8.
191. In addition, the auditor should communicate to management, in writing, all
deficiencies in internal control over financial reporting (that is, those deficiencies in
internal control over financial reporting that are of a lesser magnitude than significant
deficiencies) identified during the audit and inform the audit committee when such a
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communication has been made. When making this communication, it is not necessary
for the auditor to repeat information about such deficiencies that have been included in
previously issued written communications, whether those communications were made
by the auditor, internal auditors, or others within the organization. Rather, the auditor
may incorporate those deficiencies by referring to the title and date of such reports.
Furthermore, the auditor is not required to perform procedures sufficient to identify all
internal control deficiencies; rather, the auditor should communicate deficiencies in
internal control over financial reporting of which he or she is aware.
192. When auditing internal control over financial reporting, the auditor may become
aware of fraud or possible illegal acts. If the matter involves fraud, it must be brought to
the attention of the appropriate level of management. If the fraud involves senior
management, the auditor must communicate the matter directly to the audit committee
as described in AU sec. 316, Consideration of Fraud in a Financial Statement Audit. If
the matter involves possible illegal acts, the auditor must assure himself or herself that
the audit committee is adequately informed, unless the matter is clearly inconsequential,
in accordance with AU sec. 317, Illegal Acts by Clients. The auditor also must
determine his or her responsibilities under Section 10A of the Securities Exchange Act
of 1934.
193. When timely communication is important, the auditor should communicate the
preceding matters during the course of the audit rather than at the end of the
engagement. The decision about whether an interim communication should be issued
should be determined based on the relative significance of the matters noted and the
urgency of corrective follow-up action required.

Effective Date
194. Companies considered accelerated filers under Exchange Act Rule 12b-2 are
required to comply with the internal control reporting and disclosure requirements of
Section 404 of the Act for fiscal years ending on or after June 15, 2004. (Other
companies have until fiscal years ending on or after April 15, 2005, to comply with these
internal control reporting and disclosure requirements.) Accordingly, independent
auditors engaged to audit the financial statements of accelerated filers for fiscal years
ending on or after June 15, 2004, also are required to audit and report on the company's
internal control over financial reporting as of the end of such fiscal year. This standard
is required to be complied with for such engagements.
195. Early compliance with this standard is permitted.
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APPENDIX A

Illustrative Reports on Internal Control Over Financial
Reporting
A.1 Paragraphs 152 through 179 of this standard provide direction on the auditor's
report on management's assessment of internal control over financial reporting. The
following examples illustrate how to apply that guidance in several different situations.
ILLUSTRATIVE REPORT
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Example A-1
ILLUSTRATIVE REPORT EXPRESSING AN UNQUALIFIED OPINION ON
MANAGEMENT'S ASSESSMENT OF THE EFFECTIVENESS OF INTERNAL
CONTROL OVER FINANCIAL REPORTING (SEPARATE REPORT)1

Independent Auditor's Report
[Introductory paragraph]
We have audited management's assessment, included in the accompanying [title of
management's report], that W Company maintained effective internal control over
financial reporting as of December 31, 20X3, based on [Identify criteria, for example,
"criteria established in Internal Control—Integrated Framework issued by the Committee
of Sponsoring Organizations of the Treadway Commission (COSO)."]. W Company's
management is responsible for its assessment about the effectiveness of internal
control over financial reporting. Our responsibility is to express an opinion on
management's assessment based on our audit.
[Definition paragraph]
A company's internal control over financial reporting is a process designed to provide
reasonable assurance regarding the reliability of financial reporting and the preparation
of financial statements for external purposes in accordance with generally accepted
accounting principles. A company's internal control over financial reporting includes
those policies and procedures that (1) pertain to the maintenance of records that in
reasonable detail accurately and fairly reflect the transactions and dispositions of the
assets of the company; (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
company are being made only in accordance with authorizations of management and
directors of the company; and (3) provide reasonable assurance regarding prevention or
timely detection of unauthorized acquisition, use, or disposition of the company's assets
that could have a material effect on the financial statements.

1

If the auditor issues separate reports on the audit of internal control and
the audit of the financial statements, both reports should include a statement that the
audit was conducted in accordance with auditing and related professional practice
standards established by the Public Company Accounting Oversight Board.

File No. PCAOB-2004-03 Page No. 407

PCAOB Release No. 2003-017
October 7, 2003
Page A-66 – Standard
[Scope paragraph]
We conducted our audit in accordance with auditing and related professional practice
standards established by the Public Company Accounting Oversight Board. Those
standards require that we plan and perform our audit to obtain reasonable assurance
about whether effective internal control over financial reporting was maintained in all
material respects. Our audit included obtaining an understanding of internal control
over financial reporting, testing and evaluating the design and operating effectiveness of
internal control, and performing such other procedures as we considered necessary in
the circumstances. We believe that our audit provides a reasonable basis for our
opinion.
[Inherent limitations paragraph]
Because of its inherent limitations, internal control over financial reporting may not
prevent or detect misstatements. Also, projections of any evaluation of effectiveness to
future periods are subject to the risk that controls may become inadequate because of
changes in conditions, or that the degree of compliance with the policies or procedures
may deteriorate.
[Opinion paragraph]
In our opinion, management's assessment that W Company maintained effective
internal control over financial reporting as of December 31, 20X3, is fairly stated, in all
material respects, based on [Identify criteria, for example, "criteria established in
Internal Control—Integrated Framework issued by the Committee of Sponsoring
Organizations of the Treadway Commission (COSO)."].

[Signature]
[Date]
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Example A-2
ILLUSTRATIVE REPORT EXPRESSING AN ADVERSE OPINION ON THE
EFFECTIVENESS OF INTERNAL CONTROL OVER FINANCIAL REPORTING
BECAUSE OF THE EXISTENCE OF A MATERIAL WEAKNESS
Independent Auditor's Report
[Introductory paragraph]
We have audited management's assessment included in the accompanying [title of
management's report] that W Company did not maintain effective internal control over
financial reporting as of December 31, 20X3, because of the effect of [material
weakness identified in management's assessment], based on [Identify criteria, for
example, "criteria established in Internal Control—Integrated Framework issued by the
Committee of Sponsoring Organizations of the Treadway Commission (COSO)."]. W
Company's management is responsible for its assessment about the effectiveness of
internal control over financial reporting. Our responsibility is to express an opinion on
management's assessment based on our audit.
[Definition paragraph]
A company's internal control over financial reporting is a process designed to provide
reasonable assurance regarding the reliability of financial reporting and the preparation
of financial statements for external purposes in accordance with generally accepted
accounting principles. A company's internal control over financial reporting includes
those policies and procedures that (1) pertain to the maintenance of records that in
reasonable detail accurately and fairly reflect the transactions and dispositions of the
assets of the company; (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
company are being made only in accordance with authorizations of management and
directors of the company; and (3) provide reasonable assurance regarding prevention or
timely detection of unauthorized acquisition, use, or disposition of the company's assets
that could have a material effect on the financial statements.
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[Scope paragraph]
We conducted our audit in accordance with auditing and related professional practice
standards established by the Public Company Accounting Oversight Board. Those
standards require that we plan and perform our audit to obtain reasonable assurance
about whether effective internal control over financial reporting was maintained in all
material respects. Our audit included obtaining an understanding of internal control
over financial reporting, testing and evaluating the design and operating effectiveness of
internal control, and performing such other procedures as we considered necessary in
the circumstances. We believe that our audit provides a reasonable basis for our
opinion.
[Inherent limitations paragraph]
Because of its inherent limitations, internal control over financial reporting may not
prevent or detect misstatements. Also, projections of any evaluation of effectiveness to
future periods are subject to the risk that controls may become inadequate because of
changes in conditions, or that the degree of compliance with the policies or procedures
may deteriorate.
[Explanatory paragraph]
A material weakness is a significant deficiency that, by itself, or in combination with
other significant deficiencies, results in more than a remote likelihood of a material
misstatement of the annual or interim financial statements. A significant deficiency is an
internal control deficiency that adversely affects the company's ability to initiate, record,
process, and report external financial data reliably in accordance with generally
accepted accounting principles. The following material weakness has been identified
and included in management's assessment.1 [Include a description of the material
weakness and its effect on the achievement of the objectives of the control criteria.] This
material weakness was considered in determining the nature, timing, and extent of audit
tests applied in our audit of the 20X3 financial statements, and this report does not
affect our report dated [date of report, which should be the same as the date of this
report on internal control] on those financial statements.

1

If the auditor has identified a material weakness that is not included in
management's assessment, add the following wording to the report: "In addition, we
have identified the following material weakness that has not been identified as a
material weakness in management's assessment. [Include a description of the material
weakness and its effect on the achievement of the objectives of the control criteria.]"
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[Opinion paragraph]
In our opinion, because of the effect of the material weakness described above on
the achievement of the objectives of the control criteria, W Company has not
maintained effective internal control over financial reporting as of December 31,
20X3, based on [Identify criteria, for example, "criteria established in Internal
Control—Integrated Framework issued by the Committee of Sponsoring
Organizations of the Treadway Commission (COSO)."].
[Signature]
[Date]
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Example A-3
ILLUSTRATIVE REPORT EXPRESSING A QUALIFIED OPINION ON THE
EFFECTIVENESS OF INTERNAL CONTROL OVER FINANCIAL REPORTING
BECAUSE OF A LIMITATION ON THE SCOPE OF THE AUDIT
Independent Auditor's Report
[Introductory paragraph]
We have audited management's assessment included in the accompanying [title of
management's report] that W Company maintained effective internal control over
financial reporting as of December 31, 20X3, based on [Identify criteria, for example,
"criteria established in Internal Control—Integrated Framework issued by the Committee
of Sponsoring Organizations of the Treadway Commission (COSO)."]. W Company's
management is responsible for its assessment about the effectiveness of internal
control over financial reporting. Our responsibility is to express an opinion on
management's assessment based on our audit.
[Definition paragraph]
A company's internal control over financial reporting is a process designed to provide
reasonable assurance regarding the reliability of financial reporting and the preparation
of financial statements for external purposes in accordance with generally accepted
accounting principles. A company's internal control over financial reporting includes
those policies and procedures that (1) pertain to the maintenance of records that in
reasonable detail accurately and fairly reflect the transactions and dispositions of the
assets of the company; (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
company are being made only in accordance with authorizations of management and
directors of the company; and (3) provide reasonable assurance regarding prevention or
timely detection of unauthorized acquisition, use, or disposition of the company's assets
that could have a material effect on the financial statements.
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[Scope paragraph]
Except as described below, we conducted our audit in accordance with auditing and
related professional practice standards established by the Public Company Accounting
Oversight Board. Those standards require that we plan and perform our audit to obtain
reasonable assurance about whether effective internal control over financial reporting
was maintained in all material respects. Our audit included obtaining an understanding
of internal control over financial reporting, testing and evaluating the design and
operating effectiveness of internal control, and performing such other procedures as we
considered necessary in the circumstances. We believe that our audit provides a
reasonable basis for our opinion.
[Explanatory paragraph that describes scope limitation]
A material weakness is a significant deficiency that, by itself, or in combination with
other significant deficiencies, results in more than a remote likelihood of a material
misstatement of the annual or interim financial statements. A significant deficiency is an
internal control deficiency that adversely affects the company's ability to initiate, record,
process, and report external financial data reliably in accordance with generally
accepted accounting principles. The following material weakness has been identified
and included in management's assessment.1 Prior to December 20, 20X3, W Company
had an inadequate system for recording cash receipts, which could have prevented the
Company from recording cash receipts on accounts receivable completely and properly.
Therefore, cash received could have been diverted for unauthorized use, lost, or
otherwise not properly recorded to accounts receivable. We believe this condition was
a material weakness in the design or operation of the internal control of W Company in
effect prior to December 20, 20X3. Although the Company implemented a new cash
receipts system on December 20, 20X3, the system has not been in operation for a
sufficient period of time to enable us to obtain sufficient evidence about its operating
effectiveness.
[Inherent limitations paragraph]
Because of its inherent limitations, internal control over financial reporting may not
prevent or detect misstatements. Also, projections of any evaluation of effectiveness to
future periods are subject to the risk that controls may become inadequate because of
1

If the auditor has identified a material weakness that is not included in
management's assessment, add the following wording to the report: "In addition, we
have identified the following material weakness that has not been identified as a
material weakness in management's assessment. [Include a description of the material
weakness and its effect on the achievement of the objectives of the control criteria.]"
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changes in conditions, or that the degree of compliance with the policies or procedures
may deteriorate.
[Opinion paragraph]
In our opinion, except for the effect of matters we might have discovered had we
been able to examine evidence about the effectiveness of the new cash receipts
system, W Company maintained, in all material respects, effective internal control
over financial reporting as of December 31, 20X3, based on [Identify criteria, for
example, "criteria established in Internal Control—Integrated Framework issued by
the Committee of Sponsoring Organizations of the Treadway Commission
(COSO)."].

[Signature]
[Date]
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Example A-4
ILLUSTRATIVE REPORT DISCLAIMING AN OPINION ON THE EFFECTIVENESS OF
INTERNAL CONTROL OVER FINANCIAL REPORTING BECAUSE OF A
LIMITATION ON THE SCOPE OF THE AUDIT

Independent Auditor's Report

[Introductory paragraph]
We were engaged to audit management's assessment included in the accompanying
[title of management's report] that W Company maintained effective internal control over
financial reporting as of December 31, 20X3 based on [Identify criteria, for example,
"criteria established in Internal Control—Integrated Framework issued by the Committee
of Sponsoring Organizations of the Treadway Commission (COSO)."]. W Company's
management is responsible for maintaining effective internal control over financial
reporting.
[Definition paragraph]
A company's internal control over financial reporting is a process designed to provide
reasonable assurance regarding the reliability of financial reporting and the preparation
of financial statements for external purposes in accordance with generally accepted
accounting principles. A company's internal control over financial reporting includes
those policies and procedures that (1) pertain to the maintenance of records that in
reasonable detail accurately and fairly reflect the transactions and dispositions of the
assets of the company; (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
company are being made only in accordance with authorizations of management and
directors of the company; and (3) provide reasonable assurance regarding prevention or
timely detection of unauthorized acquisition, use, or disposition of the company's assets
that could have a material effect on the financial statements.
[Omit scope paragraph]
[Explanatory paragraph that describes scope limitation]
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[Inherent limitations paragraph]
Because of its inherent limitations, internal control over financial reporting may not
prevent or detect misstatements. Also, projections of any evaluation of effectiveness to
future periods are subject to the risk that controls may become inadequate because of
changes in conditions, or that the degree of compliance with the policies or procedures
may deteriorate.
[Opinion paragraph]
Since management [describe scope restrictions] and we were unable to apply other
procedures to satisfy ourselves as to the company's internal control over financial
reporting, the scope of our work was not sufficient to enable us to express, and we do
not express, an opinion on the effectiveness of the company's internal control over
financial reporting.

[Signature]
[Date]
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Example A-5
ILLUSTRATIVE REPORT EXPRESSING AN UNQUALIFIED OPINION ON
MANAGEMENT'S ASSESSMENT OF THE EFFECTIVENESS OF INTERNAL
CONTROL OVER FINANCIAL REPORTING THAT REFERS TO THE REPORT OF
OTHER AUDITORS AS A BASIS, IN PART, FOR THE AUDITOR'S OPINION

Independent Auditor's Report

[Introductory paragraph]
We have audited management's assessment that W Company maintained, in all
material respects, effective internal control over financial reporting as of December 31,
20X3, based on [Identify criteria, for example, "criteria established in Internal Control—
Integrated Framework issued by the Committee of Sponsoring Organizations of the
Treadway Commission (COSO)."]. W Company's management is responsible for
maintaining effective internal control over financial reporting. Our responsibility is to
express an opinion on management's assessment based on our audit. We did not
examine the effectiveness of internal control over financial reporting of B Company, a
wholly owned subsidiary, whose financial statements reflect total assets and revenues
constituting 20 and 30 percent, respectively of the related consolidated financial
statement amounts as of and for the year ended December 31, 20XX. The
effectiveness of B Company's internal control over financial reporting was audited by
other auditors whose report has been furnished to us, and our opinion, insofar as it
relates to the effectiveness of B Company's internal control over financial reporting, is
based solely on the report of the other auditors.
[Definition paragraph]
A company's internal control over financial reporting is a process designed to provide
reasonable assurance regarding the reliability of financial reporting and the preparation
of financial statements for external purposes in accordance with generally accepted
accounting principles. A company's internal control over financial reporting includes
those policies and procedures that (1) pertain to the maintenance of records that in
reasonable detail accurately and fairly reflect the transactions and dispositions of the
assets of the company; (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
company are being made only in accordance with authorizations of management and
directors of the company; and (3) provide reasonable assurance regarding prevention or
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timely detection of unauthorized acquisition, use, or disposition of the company's assets
that could have a material effect on the financial statements.
[Scope paragraph]
We conducted our audit in accordance with auditing and related professional practice
standards established by the Public Company Accounting Oversight Board. Those
standards require that we plan and perform our audit to obtain reasonable assurance
about whether effective internal control over financial reporting was maintained in all
material respects. Our audit included obtaining an understanding of internal control
over financial reporting, testing and evaluating the design and operating effectiveness of
internal control, and performing such other procedures as we considered necessary in
the circumstances. We believe that our audit and the report of the other auditors
provide a reasonable basis for our opinion.
[Inherent limitations paragraph]
Because of its inherent limitations, internal control over financial reporting may not
prevent or detect misstatements. Also, projections of any evaluation of effectiveness to
future periods are subject to the risk that controls may become inadequate because of
changes in conditions, or that the degree of compliance with the policies or procedures
may deteriorate.
[Opinion paragraph]
In our opinion, based on our audit and the report of the other auditors, W Company
maintained, in all material respects, effective internal control over financial reporting as
of December 31, 20X3, based on [Identify criteria, for example, "criteria established in
Internal Control—Integrated Framework issued by the Committee of Sponsoring
Organizations of the Treadway Commission (COSO)."].

[Signature]
[Date]
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Example A-6

ILLUSTRATIVE COMBINED REPORT EXPRESSING AN UNQUALIFIED OPINION
ON FINANCIAL STATEMENTS AND AN UNQUALIFIED OPINION ON
MANAGEMENT'S ASSESSMENT OF THE EFFECTIVENESS OF INTERNAL
CONTROL OVER FINANCIAL REPORTING

Independent Auditor's Report

[Introductory paragraph]
We have audited the accompanying balance sheets of W Company as of December 31,
20X3 and 20X2, and the related statements of income, stockholders' equity and
comprehensive income, and cash flows for each of the years in the three-year period
ended December 31, 20X3. We also have audited management's assessment, included
in the accompanying [identify title of management's report], that W Company maintained
effective internal control over financial reporting as of December 31, 20X3, based on
[Identify criteria, for example, "criteria established in Internal Control—Integrated
Framework issued by the Committee of Sponsoring Organizations of the Treadway
Commission (COSO)."]. W Company's management is responsible for these financial
statements and for the assessment about the effectiveness of internal control over
financial reporting. Our responsibility is to express an opinion on these financial
statements and on management's assessment based on our audits.
[Definition paragraph]
A company's internal control over financial reporting is a process designed to provide
reasonable assurance regarding the reliability of financial reporting and the preparation
of financial statements for external purposes in accordance with generally accepted
accounting principles. A company's internal control over financial reporting includes
those policies and procedures that (1) pertain to the maintenance of records that in
reasonable detail accurately and fairly reflect the transactions and dispositions of the
assets of the company; (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
company are being made only in accordance with authorizations of management and
directors of the company; and (3) provide reasonable assurance regarding prevention or
timely detection of unauthorized acquisition, use, or disposition of the company's assets
that could have a material effect on the financial statements.
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[Scope paragraph]
We conducted our audits in accordance with auditing and related professional practice
standards established by the Public Company Accounting Oversight Board. Those
standards require that we plan and perform the audits to obtain reasonable assurance
about whether the financial statements are free of material misstatement and whether
effective internal control over financial reporting was maintained in all material respects.
An audit of financial statements includes examining, on a test basis, evidence
supporting the amounts and disclosures in the financial statements, assessing the
accounting principles used and significant estimates made by management, and
evaluating the overall financial statement presentation. An audit of internal control
includes obtaining an understanding of internal control over financial reporting, testing
and evaluating the design and operating effectiveness of internal control, and
performing such other procedures as we considered necessary in the circumstances.
We believe that our audits provide a reasonable basis for our opinions.
[Inherent limitations paragraph]
Because of its inherent limitations, internal control over financial reporting may not
prevent or detect misstatements. Also, projections of any evaluation of effectiveness to
future periods are subject to the risk that controls may become inadequate because of
changes in conditions, or that the degree of compliance with the policies or procedures
may deteriorate.
[Opinion paragraph]
In our opinion, the financial statements referred to above present fairly, in all material
respects, the financial position of W Company as of December 31, 20X3 and 20X2, and
the results of its operations and its cash flows for each of the years in the three-year
period ended December 31, 20X3 in conformity with accounting principles generally
accepted in the United States of America. Also in our opinion, management's
assessment that W Company maintained effective internal control over financial
reporting as of December 31, 20X3, is fairly stated, in all material respects, based on
[Identify criteria, for example, "criteria established in Internal Control—Integrated
Framework issued by the Committee of Sponsoring Organizations of the Treadway
Commission (COSO)."].

[Signature]
[Date]
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APPENDIX B

Additional Performance Requirements and Guidance;
Extent of Testing Examples
Tests to be Performed When a Company Has Multiple
Locations or Business Units
B1.
To determine the locations or business units for performing audit procedures, the
auditor should evaluate their relative financial significance and the risk of material
misstatement arising from them. In making this evaluation, the auditor should identify
the locations or business units that are individually important, evaluate their
documentation of controls, and test controls over significant accounts and disclosures.
For locations or business units that contain specific risks that, by themselves, could
create a material misstatement, the auditor should evaluate the documentation of
controls and test controls over the specific risks.
B2. The auditor should determine which other locations or business units, when
aggregated, represent a group with a level of financial significance that could create a
material misstatement in the financial statements. For that group, the auditor should
determine whether there are company-level controls in place. If so, the auditor should
evaluate the documentation and test such company-level controls. If not, the auditor
should perform tests of controls at some of the locations or business units.
B3.
No further work is necessary on the remaining locations and businesses,
provided that they are not able to create, either individually or in the aggregate, a
material misstatement in the financial statements.
Locations or Business Units That are Financially Significant
B4. Because of the importance of financially significant locations, the auditor should
evaluate management's documentation of and perform tests of controls over all relevant
assertions related to significant accounts and disclosures at each financially significant
location or business unit, as discussed in paragraphs 84 through 110. Generally, a
relatively small number of locations or business units will encompass a large portion of
a company's operations and financial position, making them financially significant.
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B5.
In determining the nature, timing, and extent of testing at the individual locations
or business units, the auditor should evaluate each entity's involvement, if any, with a
central processing or shared service environment.
Locations or Business Units That Involve Specific Risks
B6. Although a location or business unit might not be individually financially
significant, it might present specific risks that, by themselves, could create a material
misstatement in the company's financial statements. The auditor should test the
controls over the specific risks that could create a material misstatement in the
company's financial statements. The auditor need not test controls over all relevant
assertions for all significant accounts at these locations or business units. For example,
a business unit responsible for foreign exchange trading could expose the company to
the risk of material misstatement, even though the relative financial significance of such
transactions is low.
Locations or Business Units That are Significant Only When Aggregated with
Other Locations and Business Units
B7.
In determining the nature, timing, and extent of testing, the auditor should
determine whether management has documented and placed in operation companylevel controls (see paragraph 53) over individually unimportant locations and business
units that, when aggregated with other locations or business units, might have a high
level of financial significance. Such a level of financial significance could create a
greater than remote risk of material misstatement of the financial statements.
B8. For the purposes of this evaluation, company-level controls are controls
management has in place to monitor the operations and to oversee the control
environment and risk assessment process at these locations or business units.
B9.
The auditor should perform tests of company-level controls to determine whether
such controls are operating effectively. The auditor might conclude that he or she
cannot evaluate the operating effectiveness of such controls without visiting some or all
of the locations or business units.
B10. If management does not have company-level controls operating at these
locations and business units, the auditor should determine the nature, timing, and extent
of procedures to be performed at each location, business unit, or combination of
locations and business units. When determining the locations or business units to visit
and the controls to test, the auditor should evaluate the following factors:
•

The relative financial significance of each location or business unit.
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•

The risk of material misstatement arising from each location or business unit.

•

The similarity of business operations and internal control over financial reporting
at the various locations or business units.

•

The degree of centralization of processes and financial reporting applications.

•

The effectiveness of the control environment, particularly management's direct
control over the exercise of authority delegated to others and its ability to
effectively supervise activities at the various locations or business units. An
ineffective control environment over the locations or business units might
constitute a material weakness.

•

The nature and amount of transactions executed and related assets at the
various locations or business units.

•

The potential for material unrecognized obligations to exist at a location or
business unit and to what degree the location or business unit could create an
obligation on the part of the company.

•

Management's risk assessment process and analysis for excluding a location or
business unit from its assessment of internal control over financial reporting.

B11. Testing company-level controls is not a substitute for the auditor's testing of
controls over a large portion of the company's operations or financial position. If the
auditor cannot test a large portion of the company's operations and financial position by
selecting a relatively small number of locations or business units, he or she should
expand the number of locations or business units selected to evaluate internal control
over financial reporting.
Locations and Business Units That Do Not Require Testing
B12. No testing is required with respect to locations or business units that individually,
and when aggregated with others, could not result in a material misstatement to the
financial statements.
Multi-Location Testing Considerations Flowchart
B13. Illustration B-1 depicts how to apply the directions in this section to a hypothetical
company with 150 locations or business units, along with the auditor's testing
considerations for those locations or business units.

File No. PCAOB-2004-03 Page No. 423

PCAOB Release No. 2003-017
October 7, 2003
Page A-82 – Standard
Illustration B-1

Multi-location Testing Considerations
150*
Is location or business unit
individually important?
135

Yes

5

Yes

Evaluate documentation and
test controls over
specific risks

No

Are there locations or business 60
units that are not important even
when aggregated with others?
70

Evaluate documentation and test
significant controls at each
location or business unit

No

Are there specific
significant risks?

130

15

No
Yes

Are there documented companylevel controls over this group?

No further action
required for such units

Yes

Evaluate documentation and
test company-level controls over group**

No

Some testing of controls at individual
locations or business units required

* Numbers represent number of locations affected.
** See paragraph B7.

Special Situations
B14. The scope of the evaluation of the company's internal control over financial
reporting should include entities that are acquired on or before the date of
management's assessment and operations that are accounted for as discontinued
operations on the date of management's assessment. The auditor should consider this
multiple locations discussion in determining whether it will be necessary to test controls
at these entities or operations.
B15. For equity method investments, the evaluation of the company's internal control
over financial reporting should include controls over the reporting in accordance with
generally accepted accounting principles, in the company's financial statements, of the
company's portion of the investees' income or loss, the investment balance,
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adjustments to the income or loss and investment balance, and related disclosures.
The evaluation ordinarily would not extend to controls at the equity method investee.
B16. For entities that are consolidated or proportionately consolidated, the evaluation
of the company's internal control over financial reporting should include controls over
significant accounts and processes that exist at the consolidated or proportionately
consolidated entity. In some instances, however, such as for some variable interest
entities as defined in Financial Accounting Standards Board Interpretation No. 46,
Consolidation of Variable Interest Entities, management might not have the ability to
obtain the information necessary to make an assessment because it does not have the
ability to control the entity. If management is allowed to limit its assessment by
excluding such entities,1 the auditor may limit the audit in the same manner, and report
without reference to the limitation in scope. However, the auditor should evaluate the
reasonableness of management's conclusion that they do not have the ability to obtain
the necessary information as well as the appropriateness of any required disclosure
related to such a limitation. If the auditor believes that management's disclosure about
the limitation requires modification, the auditor should follow the same communication
responsibilities as described in paragraphs 187 and 188. If management and the audit
committee do not respond appropriately, in addition to fulfilling those responsibilities, the
auditor should modify his or her report on the audit of internal control over financial
reporting to include an explanatory paragraph describing the reasons the auditor
believes management's disclosure should be modified.

Identifying Significant Accounts
B17. When deciding whether an account is significant, it is important for the auditor to
evaluate both quantitative and qualitative factors, including the:
•

Size and composition of the account,
1

It is our understanding that the SEC Staff may conclude that management
can limit the scope of its assessment if it does not have the authority to affect, and
therefore cannot assess, the controls in place over certain amounts. This would relate
to entities that are consolidated or proportionately consolidated when the issuer does
not have sufficient control over the entity to assess and affect controls.
If
management's report on its assessment of the effectiveness of internal control over
financial reporting is limited in that manner, the SEC staff may permit the company to
disclose this fact as well as information about the magnitude of the amounts included in
the financial statements from entities whose controls cannot be assessed. This
disclosure would be required in each filing, but outside of management's report on its
assessment of the effectiveness of internal control over financial reporting.
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•

Susceptibility of loss due to errors or fraud,

•

Volume of activity, complexity, and homogeneity of the individual transactions
processed through the account,

•

Nature of the account (for example,
greater attention),

•

Accounting and reporting complexities associated with the account,

•

Exposure to losses represented by the account (for example, loss reserves
related to a consolidated captive insurance company),

•

Likelihood (or possibility) of significant contingent liabilities arising from the
activities represented by the account,

•

Existence of related party transactions in the account, and

•

Changes from the prior period in account characteristics (for example, new
complexities or subjectivity or new types of transactions).

suspense accounts generally warrant

B18. For example, in a financial statement audit, the auditor might not consider the
fixed asset accounts significant when there is a low volume of transactions and inherent
risk is assessed as low, even though the balances are material to the financial
statements. Accordingly, he or she might decide to perform only substantive tests on
such balances. In an audit of internal control over financial reporting, however, such
accounts are significant accounts because of their materiality to the financial
statements.
B19. As another example, the auditor of the financial statements of a financial
institution might not consider trust accounts significant to the institution's financial
statements because such accounts are not included in the institution's balance sheet
and the associated fee income generated by trust activities is not material. However, in
determining whether trust accounts are a significant account for purposes of the audit of
internal control over financial reporting, the auditor should assess whether the activities
of the trust department are significant to the institution's financial reporting, which
also would include considering the contingent liabilities that could arise if a trust
department failed to fulfill its fiduciary responsibilities (for example, if investments were
made that were not in accordance with stated investment policies). When assessing
the significance of possible contingent liabilities, consideration of the amount of assets
under the trust department's control may be useful. For this reason, an auditor who has
not previously considered trust accounts significant accounts for purposes of the
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financial statement audit might determine that they are significant for purposes of the
audit of internal control over financial reporting.

Using the Work of Others
Other Standards to Consider
B20. The auditor might find the directions in AU sec. 322, The Auditor's Consideration
of the Internal Audit Function in an Audit of Financial Statements, useful in assessing
the competence and objectivity of internal auditors and others who have performed
procedures as a basis for management's assessment.
Application Example
B21. The example included in the following paragraphs demonstrates how to apply the
directions discussed in this section.
B22. In evaluating controls over the recording of revenue, the auditor needs to look at
a variety of factors including, among other things, information technology general
controls and controls over (1) determining the appropriate methods of revenue
recognition under generally accepted accounting principles as it relates to the
company's operations, (2) evaluating nonroutine sales transactions and contracts to
determine the appropriate accounting and (3) the routine processing of daily sales
through the company's accounting system.
•

Because of the pervasive impact of the controls in (1) and the material impact
those controls ordinarily have on the financial statements, the auditor should not
use the results of testing by management and others within the company, as
discussed in paragraph 104.

•

The auditor should limit use of the results of testing performed by others within
the company for the controls identified in (2), since the nonroutine nature of these
transactions and contracts involve controls over decisions requiring considerable
judgment.

•

On the other hand, the auditor could increase the use of the results of testing by
management and others relating to the controls in (3), which relate to the routine
processing of daily sales transactions and accounts receivable. In that case, the
auditor should follow the directions in paragraphs 106 through 109.

B23. In the situations described in (1) through (3) above, when evaluating whether
sufficient evidence has been obtained, the auditor should understand that evidence
obtained through his or her direct personal knowledge, observation, reperformance, and
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inspection is more persuasive than information obtained indirectly from others, such as
from management, internal auditors, or other personnel. Furthermore, judgments about
the sufficiency of evidence obtained and other factors affecting the auditor's opinion,
such as the materiality of identified control deficiencies, should be those of the auditor.

Use of Service Auditor's Report
B24. When the company uses a service organization, the auditor, when planning the
audit, should obtain an understanding of the portion of the company's internal control
over financial reporting (that is, the initiating, recording, processing, and reporting of its
transactions) performed at the service organization and the interaction of controls at the
service organization with controls at the company.
B25. The use of a service organization does not reduce management's responsibility
to maintain effective internal control over financial reporting. Rather, management
should evaluate controls at the service organization, as well as related controls at the
company, when making its assessment about internal control over financial reporting.
B26. The auditor should determine whether management has evaluated the activities
of the service organization when making its assessment about internal control over
financial reporting. For instance, a service organization is considered part of the
company's internal control over financial reporting when it provides services that affect –
•

How the company initiates its transactions,

•

How the company's transactions are processed and reported in its accounting
records, supporting information, and specific financial statement accounts,

•

How the company's transactions are processed from the initiation of the
transaction to its inclusion in the financial statements, or

•

How the financial reporting process is used to prepare the client's financial
statements.

B27. In addition, the auditor should evaluate the activities of the service organization in
determining the nature, timing, and extent of evidence required to support his or her
opinion on internal control over financial reporting. Paragraph .07 of AU sec. 324,
Service Organizations, describes the procedures that management and the auditor
should perform with respect to the activities performed by the service organization,
which include:
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•

Obtaining an understanding of the controls at the service organization that are
relevant to the company's internal control over financial reporting, and

•

Obtaining evidence that the controls that are relevant to management's
assessment and the auditor's opinion are operating effectively.

B28. A service organization might do several things to assist the auditor.
example, the service organization might:

For

•

Engage its own auditor (service auditor) to review and report on the systems it
uses to process the company's transactions.

•

Engage a service auditor to test the effectiveness of the controls applied to the
company's transactions to enable the auditor to evaluate controls at the service
organization in an audit of internal control over financial reporting.

Auditor's Use of Service Auditor's Report
B29. Whenever the company uses a service organization to provide services that are
part of the company's information system, the auditor should inquire whether
management has received a service auditor's report. If so, the auditor should read the
report for information that might be useful in planning the audit.
B30. A service auditor's report on controls placed in operation, as described in
Paragraph .24a of AU sec. 324, expresses an opinion on a description of the controls at
the service organization as of a specified date. The opinion indicates whether the
controls described (a) were presented fairly in all material respects and (b) were suitably
designed to provide reasonable assurance that the control objectives specified in the
description would be achieved if complied with satisfactorily.
B31. A report on controls placed in operation might be helpful when planning the audit;
however, it provides assurance only with respect to the control objectives specified in
the description. Accordingly, there is no assurance that the specified objectives include
all those that would be relevant to the company's internal control over financial
reporting. Furthermore, if such a report contains a caveat that the stated control
objectives might be achieved only if the company applies controls contemplated in the
design of the system by the service organization, the auditor should evaluate whether
the company is applying the necessary procedures. For example, completeness of
processing payroll transactions might depend on the company's validation that all
payroll records sent to the service center were processed by checking a control total.
Finally, this type of report does not provide any evidence of the operating effectiveness
of controls.
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B32. If the auditor uses a service auditor's report when planning the audit, he or she
should make inquiries concerning the service auditor's reputation, competence, and
independence. In making those inquiries, the auditor should evaluate the relevance of
the information in AU sec. 543, Part of Audit Performed by Other Independent Auditors
of Financial Statements. The auditor also should read the report to determine whether it
provides information the auditor needs, for example, by addressing the service
organization's controls relevant to the assertions the auditor is testing. If the service
auditor's report is not sufficient to meet the auditor's objectives, the auditor should
gather the desired information from other sources, such as those discussed in the next
section.
Unavailable Service Auditor's Report
B33. If a service auditor's report on controls placed in operation is unavailable, the
auditor might obtain information about the service organization's controls needed to plan
the audit from a variety of sources, such as –
•

User manuals.

•

System overviews.

•

Technical manuals.

•

The contract between the client and the service organization.

•

Reports by internal auditors or regulatory authorities on the information system
and other controls placed in operation by the service organization.

•

Inquiries or observations of personnel at the company or at the service
organization.

B34. In addition, the auditor's prior experience with the specific service organization
might be helpful in planning the audit.
Report on Operating Effectiveness
B35. If the auditor believes that he or she also must obtain evidence about the
operating effectiveness of service center controls, one way an auditor can obtain such
evidence is by obtaining a service auditor's report on controls placed in operation and
tests of operating effectiveness, as described in Paragraph .24b of AU sec. 324. This
report provides a description of the tests of controls and results of those tests performed
by the service auditor, as well as the service auditor's opinion on whether the controls
that were tested were operating effectively during the specified period. If a service
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auditor's report on controls placed in operation and tests of operating effectiveness is
available, management and the auditor should evaluate whether the report provides
sufficient evidence to support their assessment and opinion, respectively. The
evaluation should include the following factors:
•

The time period covered by the service auditor's tests of controls in relationship
to the date of management's assessment of internal control over financial
reporting,

•

The controls tested by the service auditor and how they relate to the company's
controls,

•

The results of the tests of controls performed by the service auditor, and

•

The service auditor's opinion on the operating effectiveness of the controls.

B36. Such evaluations are similar to those the auditor would make when determining
whether the service auditor's report provides sufficient evidence to support the auditor's
assessed level of control risk in an audit of the financial statements, as described in
Paragraph .16 of AU sec. 324. However, the auditor is responsible for evaluating the
evidence provided by the service auditor's report and for determining its effect on the
audit of internal control over financial reporting.
Inquiries About Changes in Controls
B37. When a significant period of time has elapsed between the time period covered
by the service auditor's tests of controls and the date of management's assessment, the
auditor should inquire of management about whether there have been changes in the
service organization's controls subsequent to the period covered by the service auditor's
report. Such changes might include:
•

Changes communicated to management from the service organization,

•

Changes in personnel, with whom management interacts, at the service
organization,

•

Changes in reports or other data received from the service organization,

•

Changes in contracts or service level agreements with the service organization,
or

•

Errors identified in the service organization's processing.
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B38. If management has informed the auditor of the types of changes noted in the
preceding paragraph, the auditor should determine whether management has
performed procedures to evaluate the effect of the changes on the effectiveness of the
company's internal control over financial reporting. The auditor also should evaluate
whether management was aware of changes in the service organization's controls that
the auditor discovered while performing other procedures during the audit of internal
control over financial reporting. In light of such evaluations, the auditor should
determine whether there is a need for obtaining additional evidence about the operating
effectiveness of controls at the service organization. If additional evidence is
necessary, the auditor should:
•

Reperform tests performed by management or others within the company,

•

Contact the service organization, through the client, to obtain specific
information,

•

Request that a service auditor be engaged to perform procedures that will supply
the necessary information, or

•

Visit the service organization and perform procedures that will supply the
necessary evidence.

B39. Because the auditor is responsible for obtaining sufficient evidence to support the
opinion on internal control over financial reporting, he or she should not refer to the
service auditor's report when expressing such an opinion.

Examples of Extent of Testing Decisions
B40. As discussed throughout this standard, determining the effectiveness of a
company's internal control over financial reporting includes evaluating the design and
operating effectiveness of controls over all relevant assertions related to all significant
accounts and disclosures in the financial statements. Paragraphs 88 through 110
provide the auditor with directions about the nature, timing, and extent of testing of the
operating effectiveness of internal control over financial reporting.
B41. Examples B-1 through B-4 illustrate how to apply this information in various
situations. These examples are for illustrative purposes only.
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Example B-1 – Daily Programmed Application Control and Daily Information
Technology-Dependent Manual Control
The auditor has determined that cash and accounts receivable are significant accounts
to the audit of XYZ Company's internal control over financial reporting. Based on
discussions with company personnel and review of company documentation, the auditor
learned that the company had the following procedures in place to account for cash
received in the lockbox:
a.

The company receives a download of cash receipts from the banks.

b.

The information technology system applies cash received in the lockbox to
individual customer accounts.

c.

Any cash received in the lockbox and not applied to a customer's account is listed
on an exception report (Unapplied Cash Exception Report).
— Therefore, the application of cash to a customer's account is a programmed
application control, while the review and follow-up of unapplied cash from the
exception report is a detective control.

To determine whether misstatements in cash (existence assertion) and accounts
receivable (existence, valuation, and completeness) would be prevented or detected on
a timely basis, the auditor decided to test the controls provided by the system in the
daily reconciliation of lock box receipts to customer accounts, as well as the control over
reviewing and resolving unapplied cash in the Unapplied Cash Exception Report.
Nature, Timing, and Extent of Procedures. To test the programmed application control,
the auditor:
•

Identified, through discussion with company personnel, the software used to receive
the download from the banks and to process the transactions and determined that
the banks supply the download software.
— The company uses accounting software used from a third-party supplier. The
software consists of a number of modules. The client modifies the software
only for upgrades supplied by the supplier.

•

Determined, through further discussion with company personnel, that the cash
module operates the lockbox functionality and the posting of cash to the general
ledger. The accounts receivable module posts the cash to individual customer
accounts and produces the Unapplied Cash Exception Report, a standard report
supplied with the package. The auditor agreed this information to the supplier's
documentation.
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•

Identified, through discussions with company personnel and review of the supplier's
documentation, the names, file sizes (in bytes), and locations of the executable files
(programs) that operate the functionality under review. The auditor then found the
compilation dates of these programs and agreed them to the original installation date
of the application.

•

Identified the objectives of the programs to be tested. The auditor wanted to
determine whether only appropriate cash items are posted to customers' accounts
and matched to customer number, invoice number, amount, etc., and that there is a
listing of inappropriate cash items (that is, any of the above items not matching) on
the exception report.

In addition, the auditor had evaluated and tested general computer controls, including
program changes (for example, confirmation that no unauthorized changes are
undertaken) and logical access (for example, data file access to the file downloaded
from the banks and user access to the cash and accounts receivable modules) and
concluded that they were operating effectively.
To determine whether such programmed controls were operating effectively, the auditor
performed a walkthrough in the month of July. The computer controls operate in a
systematic manner, therefore, the auditor concluded that it was sufficient to walkthrough
only the one item. During the walkthrough, the auditor performed and documented the
following items:
a.

Selected one customer and agreed the amount billed to the customer to the cash
received in the lockbox.

b.

Agreed the total of the lockbox report to the posting of cash receipts in the general
ledger.

c.

Agreed the total of the cash receipt download from the bank to the lockbox report
and supporting documentation.

d.

Selected one customer's remittance and agreed amount posted to the customer's
account in the accounts receivable subsidiary ledger.

To test the detect control of review and follow up on the Daily Unapplied Cash
Exception Report, the auditor:
a.

Made Inquiries of Company Personnel. To understand the procedures in place to
ensure that all unapplied items are resolved, the time frame in which such
resolution takes place, and whether unapplied items are handled properly within
the system, the auditor discussed these matters with the employee responsible for
reviewing and resolving the Daily Unapplied Cash Exception Reports. The auditor
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learned that when items appear on the Daily-Unapplied Cash Exception Report,
the employee must manually enter the correction into the system. The employee
typically performs the resolution procedures the next business day. Items that
typically appear on the Daily Unapplied Cash Exception Report relate to payments
made by a customer without reference to an invoice number/purchase order
number or underpayments of an invoice due to quantity or pricing discrepancies.
b.

Observed Personnel Performing the Control. The auditor then observed the
employee reviewing and resolving a Daily Unapplied Cash Exception Report. The
day selected contained four exceptions – three related to payments made by a
customer without an invoice number, and one related to an underpayment due to a
pricing discrepancy.
– For the pricing discrepancy, the employee determined, through discussions
with a sales person, that the customer had been billed an incorrect price; a
price break that the sales person had granted to the customer was not
reflected on the customer's invoice. The employee resolved the pricing
discrepancy, determined which invoices were being paid, and entered a
correction into the system to properly apply cash to the customer's account
and reduce accounts receivable and sales accounts for the amount of the
price break.

c.

Reperformed the Control. Finally, the auditor selected 25 Daily Unapplied Cash
Exception Reports from the period January to September. For the reports
selected, the auditor reperformed the follow-up procedures that the employee
performed. For instance, the auditor inspected the documents and sources of
information used in the follow-up and determined that the transaction was properly
corrected in the system. The auditor also scanned other Daily Unapplied Cash
Exception Reports to determine that the control was performed throughout the
period of intended reliance.

Because the tests of controls were performed at an interim date, the auditor had to
determine whether there were any significant changes in the controls from interim to
year-end. Therefore, the auditor asked company personnel about the procedures in
place at year-end. Such procedures had not changed from the interim period, therefore,
the auditor observed that the controls were still in place by scanning Daily Unapplied
Cash Exception Reports to determine the control was performed on a timely basis
during September to year-end.
Based on the auditor's procedures, the auditor concluded that the employee was
clearing exceptions in a timely manner and that the control was operating effectively as
of year-end.
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Example B-2 – Monthly Manual Reconciliation
The auditor determined that accounts receivable is a significant account to the audit of
XYZ Company's internal control over financial reporting. Through discussions with
company personnel and review of company documentation, the auditor learned that
company personnel reconcile the accounts receivable subsidiary ledger to the general
ledger on a monthly basis. To determine whether misstatements in accounts receivable
(existence, valuation, and completeness) would be detected on a timely basis, the
auditor decided to test the control provided by monthly reconciliation process.
Nature, Timing, and Extent of Procedures. The auditor tested the company's
reconciliation control by selecting a sample of reconciliations based upon the number of
accounts, the dollar value of the accounts, and the volume of transactions affecting the
account. Because the auditor considered all other receivable accounts immaterial, and
because such accounts had only minimal transactions flowing through them, the auditor
decided to test only the reconciliation for the trade accounts receivable account. The
auditor elected to perform the tests of controls over the reconciliation process in
conjunction with the auditor's substantive tests over the accounts receivable
confirmation procedures, which were performed in July.
To test the reconciliation process, the auditor:
•

Made Inquiries of Personnel Performing the Control. The auditor asked the
employee performing the reconciliation a number of questions, including the
following:
– What documentation describes the account reconciliation process?
– How long have you been performing the reconciliation work?
– What is the reconciliation process for resolving reconciling items?
– How often are the reconciliations formally reviewed and signed off?
– If significant issues or reconciliation problems are noticed, to whose attention
do you bring them?
– On average, how many reconciling items are there?
– How are old reconciling items treated?
– If need be, how is the system corrected for reconciling items?

File No. PCAOB-2004-03 Page No. 436

PCAOB Release No. 2003-017
October 7, 2003
Page A-95 – Standard
– What is the general nature of these reconciling items?
•

Observed the Employee Performing the Control. The auditor observed the
employee performing the reconciliation procedures. For nonrecurring reconciling
items, the auditor observed whether each item included a clear explanation as to its
nature, the action that had been taken to resolve it, and whether it had been
resolved on a timely basis.

•

Reperformed the Control. Finally, the auditor inspected the reconciliations and
reperfomed the reconciliation procedures. For the May and July reconciliations, the
auditor traced the reconciling amounts to the source documents on a test basis. The
only reconciling item that appeared on these reconciliations was cash received in the
lockbox the previous day that had not been applied yet to the customer's account.
The auditor pursued the items in each month's reconciliation to determine that the
reconciling item cleared the following business day. The auditor also scanned
through the file of all reconciliations prepared during the year and noted that they
had been performed on a timely basis. To determine that the company had not
made significant changes in its reconciliation control procedures from interim to
year-end, the auditor made inquiries of company personnel and determined that
such procedures had not changed from interim to year-end. Therefore, the auditor
verified that controls were still in place by scanning the monthly account
reconciliations to determine that the control was performed on a timely basis during
the interim to year-end period.

Based on the auditor's procedures, the auditor concluded that the reconciliation control
was operating effectively as of year-end.

Example B-3 – Daily Manual Prevent Control
The auditor determined that cash and accounts payable were significant accounts to the
audit of the company's internal control over financial reporting. Through discussions
with company personnel, the auditor learned that company personnel make a cash
disbursement only after they have matched the vendor invoice to the receiver and
purchase order. To determine whether misstatements in cash (existence) and accounts
payable (existence, valuation, and completeness) would be prevented on a timely basis,
the auditor tested the control over making a cash disbursement only after matching the
invoice with the receiver and purchase.
Nature, Timing, and Extent of Procedures. On a haphazard basis, the auditor selected
25 disbursements from the cash disbursement registers from January through
September. In this example, the auditor deemed a test of 25 cash disbursement
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transactions an appropriate sample size because the auditor was testing a manual
control performed as part of the routine processing of cash disbursement transactions
through the system. Furthermore, the auditor expected no errors based on the results
of company-level tests performed earlier. [If, however, the auditor had encountered a
control exception, the auditor would have tested an additional number of items. If
another control exception had been noted, the auditor would have decided (a) that this
control was not effective and (b) to increase the extent of substantive tests to be
performed in connection with the financial statement audit of the cash and accounts
payable accounts.]
After obtaining the related voucher package, the auditor examined the invoice to see if it
included the signature or initials of the accounts payable clerk, evidencing the clerk's
performance of the matching control. However, a signature on a voucher package to
indicate signor approval does not necessarily mean that the person carefully reviewed it
before signing. The voucher package may have been signed based on only a cursory
review (or without any review).
The auditor decided that the quality of the evidence regarding the effective operation of
the control evidenced by a signature or initials was not sufficiently persuasive to ensure
that the control operated effectively during the test period. In order to obtain additional
evidence, the auditor reperformed the matching control corresponding to the signature,
which included examining the invoice to determine that (a) its items matched to the
receiver and purchase order and (b) it was mathematically accurate.
Because the auditor performed the tests of controls at an interim date, the auditor
updated the testing through the end of the year (initial tests are through September to
December) by asking the accounts payable clerk whether the control was still in place
and operating effectively. The auditor confirmed that understanding by performing a
walkthrough of one transaction in December.
Based on the auditor's procedures, the auditor concluded that the control over making a
cash disbursement only after matching the invoice with the receiver and purchase was
operating effectively as of year-end.

Example B-4 – Programmed Prevent Control and Weekly Information TechnologyDependent Manual Detect Control
The auditor determined that cash, accounts payable, and inventory were significant
accounts to the audit of the company's internal control over financial reporting. Through
discussions with company personnel, the auditor learned that the company's computer
system performs a three-way match of the receiver, purchase order, and invoice. If
there are any exceptions, the system produces a list of unmatched items that is
reviewed and followed up by employees on a weekly basis.
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In this case, the computer match is a programmed application control, and the review
and follow-up of the unmatched items report is a detect control. To determine whether
misstatements in cash (existence) and accounts payable/inventory (existence,
valuation, and completeness) would be prevented or detected on a timely basis, the
auditor decided to test the programmed application control of matching the receiver,
purchase order, and invoice as well as the review and follow-up control over unmatched
items.
Nature, Timing, and Extent of Procedures. To test the programmed application control,
the auditor:
•

Identified, through discussion with company personnel, the software used to process
receipts and purchase invoices. The software used was a third party package
consisting of a number of modules.

•

The auditor established through further discussion with company personnel that they
do not modify the core functionality of the software, but sometimes make
personalized changes to reports to meet the changing needs of the business. From
previous experience with the company's information technology environment, the
auditor believes that such changes are infrequent and that information technology
process controls are well established.

•

Established, through further discussion, that the inventory module operated the
receiving functionality, including the matching of receipts to open purchase orders.
Purchase invoices were processed in the accounts payable module, which matched
them to an approved purchase order against which a valid receipt has been made.
That module also produced the Unmatched Items Report, a standard report supplied
with the package to which the company has not made any modifications. That
information was agreed to the supplier's documentation and to documentation within
the information technology department.

•

Identified, through discussions with the client and review of the supplier's
documentation, the names, file sizes (in bytes), and locations of the executable files
(programs) that operate the functionality under review. The auditor then identified
the compilation dates of the programs and agreed them to the original installation
date of the application. The compilation date of the report code was agreed to
documentation held within the information technology department relating to the last
change made to that report (a change in formatting).

•

Identified the objectives of the programs to be tested. The auditor wanted to
determine whether appropriate items are received (for example, match a valid
purchase order), appropriate purchase invoices are posted (for example, match a
valid receipt and purchase order, non-duplicate reference numbers) and unmatched
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items (for example, receipts, orders or invoices) are listed on the exception report.
The auditor then reperformed all those variations in the packages on a test-of-one
basis to determine that the programs operated as described.
In addition, the auditor had evaluated and tested general computer controls, including
program changes (for example, confirmation that no unauthorized changes are
undertaken to the functionality and that changes to reports are appropriately authorized,
tested, and approved before being applied) and logical access (for example, user
access to the inventory and accounts payable modules and access to the area on the
system where report code is maintained), and concluded that they were operating
effectively. (Since the computer is deemed to operate in a systematic manner, the
auditor concluded that it was sufficient to walkthrough only the one item.)
•

To determine whether the programmed control was operating effectively, the auditor
performed a walkthrough in the month of July. As a result of the walkthrough, the
auditor performed and documented the following items:
– Receiving cannot record the receipt of goods without matching the receipt to
a purchase order on the system. The auditor tested that control by attempting
to record the receipt of goods into the system without a purchase order.
However, the system did not allow the auditor to do that. Rather, the system
produced an error message stating that the goods could not be recorded as
received without an active purchase order.
– An invoice will not be paid unless the system can match the receipt and
vendor invoice to an approved purchase order. The auditor tested that
control by attempting to approve an invoice for payment in the system. The
system did not allow the auditor to do that. Rather, it produced an error
message indicating that invoices could not be paid without an active purchase
order and receiver.
– The system disallows the processing of invoices with identical vendor and
identical invoice numbers. In addition, the system will not allow two invoices
to be processed against the same purchase order unless the sum of the
invoices is less than the amount approved on the purchase order. The
auditor tested that control by attempting to process duplicate invoices.
However, the system produced an error message indicating that the invoice
had already been processed.
– The system compares the invoice amounts to the purchase order. If there are
differences in quantity/extended price, and such differences fall outside a preapproved tolerance, the system does not allow the invoice to be processed.
The auditor tested that control by attempting to process an invoice that had
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quantity/price differences outside the tolerance level of 10 pieces, or $1,000.
The system produced an error message indicating that the invoice could not
be processed because of such differences.
– The system processes payments only for vendors established in the vendor
master file. The auditor tested that control by attempting to process an
invoice for a vendor that was not established in the vendor master file.
However, the system did not allow the payment to be processed.
– The auditor tested user access to the vendor file and whether such users can
make modifications to such file by attempting to access and make changes to
the vendor tables. However, the system did not allow the auditor to perform
that function and produced an error message stating that the user was not
authorized to perform that function.
– The auditor verified the completeness and accuracy of the Unmatched Items
Report by verifying that one unmatched item was on the report and one
matched item was not on the report.
To test the detect control of review and follow up on the Unmatched Items Report, the
auditor performed the following procedures in the month of July for the period January
to July:
•

Made Inquiries of company personnel. To gain an understanding of the procedures
in place to ensure that all unmatched items are followed-up properly and that
corrections are made on a timely basis, the auditor made inquiries of the employee
who follows up on the weekly-unmatched items reports. On a weekly basis, the
control required the employee to review the Unmatched Items Report to determine
why items appear on it. The employee's review includes proper follow-up on items,
including determining whether:
– All open purchase orders are either closed or voided within an acceptable
amount of time.
– The requesting party is notified periodically of the status of the purchase order
and the reason for its current status.
– The reason the purchase order remains open is due to incomplete shipment
of goods and, if so, whether the vendor has been notified.
– There are quantity problems that should be discussed with purchasing.
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•

Observed the Performance of the Control. The auditor observed the employee
performing the control for the Unmatched Items Reports generated during the first
week in July.

•

Reperformance of the Control. The auditor selected five weekly Unmatched Items
Reports, selected several items from each, and reperformed the procedures that the
employee performed. The auditor also scanned other Unmatched Items Reports to
determine that the control was performed throughout the period of intended reliance.

To determine that the company had not made significant changes in their controls from
interim to year-end, the auditor discussed with company personnel the procedures in
place for making such changes. Since the procedures had not changed from interim to
year-end, the auditor observed that the controls were still in place by scanning the
weekly Unmatched Items Reports to determine that the control was performed on a
timely basis during the interim to year-end period.
Based on the auditor's procedures, the auditor concluded that the employee was
clearing exceptions in a timely manner and that the control was operating effectively as
of year-end.
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APPENDIX C

Safeguarding of Assets
C1. Safeguarding of assets in a financial reporting context includes protection only
against losses arising from intentional and unintentional misstatements in processing
transactions and handling the related assets. Examples of unintentional misstatements
include:
•

Understatement of sales through failure to prepare invoices or through incorrect
pricing or computation;

•

Overpayments to vendors or employees arising from inaccuracies in quantities of
materials or services, prices or rates, or computations;

•

Physical loss or misappropriation of assets such as cash, securities, or inventory;
and

•

Improper allocation of certain costs, which would result in failure to recover these
costs from customers.

C2. Examples of intentional misstatements include falsification of records for the
purpose of causing improper computation of commissions, profit-sharing bonuses,
royalties, and similar payments based on the recording of other transactions.
Consequently, safeguarding controls over the use of a lockbox system for collecting
cash and over access controls, such as passwords, that limit access to data and
programs that process cash disbursements might both be relevant to an audit of internal
control over financial reporting.
C3. The definition of safeguarding of assets used in this standard does not
encompass the concept that one of management's primary functions is to protect the
company's existing assets and acquire new ones. Thus, when evaluating whether the
company's internal control over financial reporting is effective, the auditor is not required
to understand and test controls over management's decision-making process for all
sales and acquisitions. For example, management's decision to sell a product at a price
that proves to be unprofitable might be regarded as a failure to protect existing assets.
However, because that decision is outside the financial reporting process, it is not
considered to be a deficiency in internal control over financial reporting. Likewise,
decisions to incur expenditures for equipment that prove to be unnecessary or
inefficient, for materials that prove to be unsatisfactory in production, for merchandise
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that proves to be unsaleable, for research that proves to be unproductive, for
advertising that proves to be ineffective, and for similar management decisions are not
deficiencies in a company's internal control over financial reporting because they are
outside the scope of internal control over financial reporting.
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APPENDIX D

Examples of Material Weaknesses and Significant
Deficiencies
D1. Paragraph 7 of this standard defines an internal control deficiency. Paragraphs 8
and 9 go on to define a significant deficiency and a material weakness.
D2. Materiality in an audit of internal control over financial reporting is discussed in
paragraphs 21-23, and paragraphs 116-126 provide additional direction on evaluating
deficiencies in internal control over financial reporting.
D3. The following examples illustrate how to evaluate the significance of internal
control deficiencies in various situations. These examples are for illustrative purposes
only.
Example D-1— Reconciliations of Intercompany Accounts Are Not Performed on a
Timely Basis
Scenario A – Significant Deficiency. The company processes a significant number of
routine intercompany transactions on a monthly basis. Individual intercompany
transactions are not material and primarily relate to balance sheet activity, for example,
cash transfers between business units to finance normal operations.
A formal management policy requires monthly reconciliation of intercompany accounts
and confirmation of balances between business units. However, there is not a process
in place to ensure performance of these procedures.
As a result, detailed
reconciliations of intercompany accounts are not performed on a timely basis.
Management does perform monthly procedures to investigate selected large-dollar
intercompany account differences. In addition, management prepares a detailed
monthly variance analysis of operating expenses to assess their reasonableness.
Based only on these facts, the auditor should determine that this deficiency represents
a significant deficiency for the following reasons: The magnitude of a financial
statement misstatement resulting from this deficiency would reasonably be expected to
be more than inconsequential, but less than material, because individual intercompany
transactions are not material and the compensating controls operating monthly should
detect a material misstatement. Furthermore, the transactions are primarily restricted to
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balance sheet accounts. However, the compensating detective controls are designed
only to detect material misstatements. The controls do not address the detection of
misstatements that are more than inconsequential but less than material. Therefore,
the likelihood that a misstatement that was more than inconsequential, but less than
material, could occur is more than remote.
Scenario B - Material Weakness. The company processes a significant number of
intercompany transactions on a monthly basis. Intercompany transactions relate to a
wide range of activities, including transfers of inventory with intercompany profit
between business units, allocation of research and development costs to business units
and corporate charges. Individual intercompany transactions are frequently material.
A formal management policy requires monthly reconciliation of intercompany accounts
and confirmation of balances between business units. However, there is not a process
in place to ensure that these procedures are performed on a consistent basis. As a
result, reconciliations of intercompany accounts are not performed on a timely basis,
and differences in intercompany accounts are frequent and significant. Management
does not perform any alternative controls to investigate significant intercompany
account differences.
Based only on these facts, the auditor should determine that this deficiency represents
a material weakness for the following reasons: The magnitude of a financial statement
misstatement resulting from this deficiency would reasonably be expected to be
material, because individual intercompany transactions are frequently material and
relate to a wide range of activities. Additionally, actual unreconciled differences in
intercompany accounts have been, and are, material. The likelihood of such a
misstatement is more than remote because such misstatements have frequently
occurred and compensating controls are not effective, either because they are not
properly designed or not operating effectively. Taken together, the magnitude and
likelihood of misstatement of the financial statements resulting from this internal control
deficiency meet the definition of a material weakness.

Example D-2—Modifications to Standard Sales Contract Terms Not Reviewed To
Evaluate Impact on Timing and Amount of Revenue Recognition
Scenario A – Significant Deficiency. The company uses a standard sales contract for
most transactions. Individual sales transactions are not material to the entity. Sales
personnel are allowed to modify sales contract terms. The company's accounting
function reviews significant or unusual modifications to the sales contract terms, but
does not review changes in the standard shipping terms. The changes in the standard
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shipping terms could require a delay in the timing of revenue recognition. Management
reviews gross margins on a monthly basis and investigates any significant or unusual
relationships. In addition, management reviews the reasonableness of inventory levels
at the end of each accounting period. The entity has experienced limited situations in
which revenue has been inappropriately recorded in advance of shipment, but amounts
have not been material.
Based only on these facts, the auditor should determine that this deficiency represents
a significant deficiency for the following reasons: The magnitude of a financial
statement misstatement resulting from this deficiency would reasonably be expected to
be more than inconsequential, but less than material, because individual sales
transactions are not material and the compensating detective controls operating
monthly and at the end of each financial reporting period should reduce the likelihood of
a material misstatement going undetected.
Furthermore, the risk of material
misstatement is limited to revenue recognition errors related to shipping terms as
opposed to broader sources of error in revenue recognition.
However, the
compensating detective controls are only designed to detect material misstatements.
The controls do not effectively address the detection of misstatements that are more
than inconsequential but less than material, as evidenced by situations where
transactions that were not material were improperly recorded. Therefore, there is a
more than remote likelihood that a misstatement that is more than inconsequential but
less than material could occur.
Scenario B - Material Weakness. The company has a standard sales contract, but
sales personnel frequently modify the terms of the contract. The nature of the
modifications can affect the timing and amount of revenue recognized. Individual sales
transactions are frequently material to the entity and the gross margin can vary
significantly for each transaction.
The company does not have procedures in place for the accounting function to regularly
review modifications in sales contract terms. Although management reviews gross
margins on a monthly basis, the significant differences in gross margin on individual
transaction make it difficult for management to identify potential misstatements.
Improper revenue recognition has occurred, and the amounts have been material.
Based only on these facts, the auditor should determine that this deficiency represents
a material weakness for the following reasons: The magnitude of a financial statement
misstatement resulting from this deficiency would reasonably be expected to be
material, because individual sales transactions are frequently material, and gross
margin can vary significantly with each transaction (which would make compensating
detective controls based on a reasonableness review ineffective). Additionally,
improper revenue recognition has occurred, and the amounts have been material.
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Therefore, the likelihood of material misstatements occurring is more than remote.
Taken together, the magnitude and likelihood of misstatement of the financial
statements resulting from this internal control deficiency meet the definition of a material
weakness.
Scenario C – Material Weakness. The company has a standard sales contract, but
sales personnel frequently modify the terms of the contract. Sales personnel frequently
grant unauthorized and unrecorded sales discounts to customers without the knowledge
of the accounting department. These amounts are deducted by customers in paying
their invoices and are recorded as outstanding balances on the accounts receivable
aging. Although these amounts are individually insignificant, they are material in the
aggregate and have occurred consistently over the past few years.
Based on only these facts, the auditor should determine that this deficiency represents
a material weakness for the following reasons: The magnitude of a financial statement
misstatement resulting from this deficiency would reasonably be expected to be
material, because the frequency of occurrence allows insignificant amounts to become
material in the aggregate. The likelihood of material misstatement of the financial
statements resulting from this internal control deficiency is more than remote (even
assuming that the amounts were fully reserved for in the company's allowance for
uncollectible accounts) due to the likelihood of material misstatement of the gross
accounts receivable balance. Therefore, this internal control deficiency meets the
definition of a material weakness.

Example D-3—Identification of Several Deficiencies
Scenario A – Material Weakness. During its assessment of internal control over
financial reporting, management identified the following deficiencies. Based on the
context in which the deficiencies occur, management and the auditor agree that these
deficiencies individually represent significant deficiencies:
•

Inadequate segregation of duties over certain information system access controls.

•

Several instances of transactions that were not properly recorded in subsidiary
ledgers; transactions were not material, either individually or in the aggregate.

•

A lack of timely reconciliations of the account balances affected by the improperly
recorded transactions.

Based only on these facts, the auditor should determine that the combination of these
significant deficiencies represents a material weakness for the following reasons:
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Individually, these deficiencies were evaluated as representing a more than remote
likelihood that a misstatement that is more than inconsequential, but less than material,
could occur. However, each of these significant deficiencies affects the same set of
accounts. Taken together, these significant deficiencies represent a more than remote
likelihood that a material misstatement could occur and not be prevented or detected.
Therefore, in combination, these significant deficiencies represent a material weakness.
Scenario B – Material Weakness. During its assessment of internal control over
financial reporting, management of a financial institution identifies deficiencies in: the
design of controls over the estimation of credit losses (a critical accounting estimate);
the operating effectiveness of controls for initiating, processing, and reviewing
adjustments to the allowance for credit losses; and the operating effectiveness of
controls designed to prevent and detect the improper recognition of interest income.
Management and the auditor agree that, in their overall context, each of these
deficiencies individually represent a significant deficiency.
In addition, during the past year, the company experienced a significant level of growth
in the loan balances that were subjected to the controls governing credit loss estimation
and revenue recognition and further growth is expected in the upcoming year.
Based only on these facts, the auditor should determine that the combination of these
significant deficiencies represents a material weakness for the following reasons:
•

The balances of the loan accounts affected by these significant deficiencies have
increased over the past year and are expected to increase in the future.

•

This growth in loan balances, coupled with the combined effect of the significant
deficiencies described, results in a more than remote likelihood that a material
misstatement of the allowance for credit losses or interest income could occur.

Therefore, in combination, these deficiencies meet the definition of a material
weakness.
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APPENDIX E

Special Internal Control Over Financial Reporting
Considerations
for
Small
and
Medium-Sized
Companies
E1.
Although the five components of internal control over financial reporting apply to
every company, regardless of its size, the manner in which each component applies
depends on a number of factors, including the:
•

Nature and size of the business,

•

Diversity and complexity of operations,

•

Methods for processing financial information, and

•

Applicable legal and regulatory requirements.

E2. The following paragraphs discuss how the five components of internal control
over financial reporting might be applied in a typical small or medium-sized company
(referred to as a small company throughout this section).
E3. Control Environment. The integrity of senior management often plays a critical
role in establishing a strong control environment in a small company. Because written
policies and procedures at such companies often are less complete or less formal than
at large companies, the behavior and interaction of senior managers is critical to an
effective control environment. For instance, a small company might not monitor
developments in corporate governance best practices or maintain codes of conduct that
reflect current best practice except for senior financial officers. However, ethical
behavior and core values can still exist and be supported by the senior management
through their daily interaction with employees.
E4. In a small company, the actions of senior management play an important role in
the control environment. Sometimes, senior management interacts directly with
external parties such as critical suppliers, vendors, customers, independent auditors,
and regulators. For that reason, their integrity and ethical values are critical.
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E5.
Another component of the control environment is the organizational structure. A
company's size, complexity, and operations determine the proper organizational
structure for that company. Generally, larger organizations that have several operating
divisions with prescribed responsibilities and reporting protocols are structured more
formally than small companies that focus on accomplishing business objectives with
only a few employees. The challenge in a small company is to ensure that the
organizational structure does not hinder the company's ability to produce reliable
financial reports and to safeguard assets.
E6.
If a company has not formed an audit committee, Section 301 of the Act states
that the entire board of directors will be designated as the audit committee.
E7. Risk Assessment.
Small companies generally have a less formal risk
assessment process than larger ones. Fewer layers of management in a small
company often results in more timely and direct communication of risks with senior
management. Furthermore, senior managers who are directly involved in business
operations often have a more in-depth understanding of the company's processes and,
thus, are in a much better position to identify problems with them than are senior
managers in a larger organization. For instance, managers involved in the company's
day-to-day operations are more likely to be aware of risks posed by the following—
•

Variances between actual and expected results.

•

Problems with operational or financial data.

•

Issues and concerns about operational issues, such as production processes,
inventory shortages.

•

Complaints and other communications received from customers or vendors.

•

Communications received from regulators and other third parties.

E8.
Also, once risks are identified, a small company might be able to more quickly
develop and implement action plans.
E9. Control Activities. As with the risk assessment process, although the concept of
control activities in a small company is the same as in a larger one, the formality with
which the activities operate might be different. Furthermore, because of the active
involvement of senior managers, certain control activities might not be necessary. For
example, the CFO's careful review of daily sales and key ratios might be just as
effective in a small company as lower level control activities that might be found in a
larger business. In fact, the CFO's day-to-day involvement in the company goes a long
way in identifying and preventing material errors in the financial statements.
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E10. Because of the limited number of employees in a small company, segregation of
duties is not always possible. However, even small companies with few employees
might be able to achieve adequate segregation of duties by assigning responsibilities
wisely. If that is not possible, the president or other senior manager usually can provide
the necessary control through his or her direct oversight. For example, procedures
performed directly by the CFO (such as signing all checks and reviewing all bank
statements and reconciliations) might mitigate the lack of segregation of duties in the
cash area.
E11. Information and Communication. Although it might be less formal, the process of
communication in a small company can be both effective and efficient. Effective
communication often is easier to achieve in small companies since they usually have
fewer layers of management. In fact, communication often takes place through daily
discussions with senior management. Such communication usually is not only more
frequent but more effective.
Nevertheless, even with frequent and effective
communications, smaller public companies need effective accounting systems and most
will benefit greatly from modest investments in information technology. Indeed,
completely manual accounting systems have almost completely disappeared.
E12. Monitoring. Similar to many of the other components previously discussed, the
monitoring component in a small company is likely to be informal. Generally, a small
company does not have an internal audit department or other group that evaluates
internal controls throughout the company. Rather, senior managers often perform
monitoring procedures as part of their normal, routine tasks. Sometimes, while
performing such procedures, they identify a deficiency in internal control over financial
reporting. When other employees identify a deficiency, the few layers of management
usually simplify determining to whom communication of the deficiency should be made.
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1
2
3
4
5
6
7
8
9
10
11
12
13
14

15

Comment Source
Accelerated Edge Incorporated, Author: M. Murry, Chief Executive
Officer, November 21, 2003
Acumen Solutions, Author: Michael Murphy, Director, November 5,
2003
Advanced Marketing Services, Inc., Author: Bradley R. Nolte, CPA,
Manager - Internal Audit, October 29, 2003
Agilent Technologies, Inc., Author: Adrian Dillon, CFO, November
21, 2003
Alamo Group, Author: Dennis M. Stevens, Internal Auditor,
November 4, 2003
Allergan Inc., Author: James F. Barlow, Vice President, Corporate
Controller and Principal Accounting Officer, November 14, 2003
The Allstate Corporation, Author: Samuel H. Pilch, Controller,
November 21, 2003
Amerada Hess Corporation, Author: John Y. Schreyer, Executive
Vice President,and Chief Financial Officer, November 21, 2003
America’s Community Bankers, Author: Charlotte M. Bahin, Senior
Vice President, Regulatory Affairs, November 21, 2003
American Accounting Association • Auditing Section, Auditing
Standards Committee, November 17, 2003
American Airlines, Author: Charlie T. Wright, CIA, CISA, General
Auditor, November 21, 2003
American Bankers Association, Author: Donna Fisher, Director of
Tax and Accounting, December 10, 2003
American Bankers Association, Author: Donna Fisher, Director of
Tax and Accounting, February 5, 2004
American Bar Association, Section of Business Law, Authors:
Thomas L. Riesenberg, Chair of the Committee on Law and
Accounting of the American Bar Association, Section of Business
Law; and Dixie L. Johnson, Chair of the Committee on Federal
Regulation of Securities of the American Bar Association, Section of
Business Law, December 2, 2003
American Federation of Labor and Congress of Industrial
Organizations, Author: Richard L. Trumka, Secretary-Treasurer,
November 21, 2003
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16

17

18
19
20
21
22
23

24

25
26
27
28

29
30
31

32
33
34

American Institute of Certified Public Accountants, Authors: S. Scott
Voynich, CPA, Chairman of the Board, and Barry C. Melancon, CPA,
President and CEO, November 21, 2003
American Society of Corporate Secretaries, Author: Marie Oh Huber,
Chair, PCAOB Subcommittee, of the ASCS Securities Law
Committee, November 21, 2003
Donald Neil Anderson, October 22, 2003
Anonymous, November 11, 2003
Anonymous, November 13, 2003
Anonymous, An Internal Auditor, November 21, 2003
Arnall Golden Gregory LLP, Author: Robert F. Dow, Partner,
November 20, 2003
Association for Investment Management and Research, Author:
Patricia Doran Walters, Ph.D., CFA, Senior Vice President,
Professional Standards and Advocacy; and Rebecca McEnally,
Ph.D., CFA, Vice-President, Advocacy, AIMR, November 24, 2003
The Association of the Bar of the City of New York, Author: N. Adele
Hogan, Chair of Committee on Financial Reporting, November 21,
2003
The Association of Chartered Certified Accountants, November 21,
2003
AT&T, Author: N.S. Cyprus, Vice President and Controller, Chief
Accounting Officer, November 21, 2003
Bank of America, Authors: Francis J. McNichol, Corporate Audit, and
Jeffrey R. Watkins, Corporate Audit, November 21, 2003
Bank One Corporation, Author: Melissa J. Moore, Controller and
Chief Accounting Officer, and Jeffrey T. Rigg, General Auditor,
November 24, 2003
BDO Seidman, LLP, November 21, 2003
BellSouth Corporation, Author: Raymond E. Winborne Jr., Assistant
Vice President - Controller, November 21, 2003
Dennis R. Beresford, Ernst & Young Executive Professor of
Accounting, J. M. Tull School of Accounting, Terry College of
Business, The University of Georgia, November 8, 2003
Silvio Berlusconi, November 21, 2003
The Boeing Company, Author: James A. Bell, Senior Vice President
of Finance and Corporate Controller, November 21, 2003
Boise Cascade Corporation, Author: Ted Crumley, Senior Vice
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35
36
37

38

39
40
41
42

43
44
45
46
47
48
49
50
51

President and Chief Financial Officer, November 21, 2003
BP plc, Author: Iain Macdonald, Group Vice President and Group
Controller, November 20, 2003
Brown-Forman Corporation, Author: Phoebe A. Wood, Executive
Vice President, Chief Financial Officer, November 21, 2003
Brown Shoe Company, Inc., Authors: Richard C. Schumacher,
Senior Vice President and Chief Accounting Officer, and Andrew M.
Rosen, Senior Vice President, Chief Financial Officer and Treasurer,
November 19, 2003
Business Roundtable, Author: David L. Shedlarz
Executive Vice President & CFO, Pfizer Inc., Chairman-Principle
Financial Officers, Subcommittee Corporate Governance
Coordinating Committee, Business Roundtable, November 26, 2003
California Public Employees’ Retirement System ("CalPERS"),
Author: Mark Anson, Chief Investment Officer, November 21, 2003
California State Teachers’ Retirement System, Author: Jack Ehnes,
Chief Executive Officer, November 20, 2003
Canadian Bankers Association, Author: Kelly Shaughnessy, VicePresident, Banking Operations, November 21, 2003
CARD®decisions Inc., Authors: Bruce W. McCuaig, B.Comm.,
CA•CIA, CCSA, and Tim J. Leech, President, FCA•CIA, CCSA, CFE,
MBA, November 21, 2003
Cardinal Health, Inc. Author: Richard J. Miller, Chief Financial
Officer, November 19, 2003
Caterpillar Inc., Author: Ali M. Bahaj, Vice President, Auditing &
Compliance Division, November 21, 2003
Bryan Cave, November 24, 2003
Cedar Fair, L.P., Author: Bruce A. Jackson, Corporate Vice
President-Finance and Chief Financial Officer, February 17, 2004
Donald H. Chapin, CPA, November 5, 2003
Chittenden Corporation, Author: Howard L. Atkinson, CPA, CIA,
Chief Auditor, November 18, 2003
Citigroup, Inc., Author: William P. Hannon, Controller, November 21,
2003
Commercial Federal Corporation, Author: Hal Garyn, Senior Vice
President – Director of Audit and Risk Services, November 21, 2003
Commonwealth of Virginia, Author: Walter J. Kucharski, Auditor of
Public Accounts, November 19, 2003
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52
53
54
55
56

57
58
59
60
61
62
63

64

65
66

67
68

Community Bankers Association of New York State, Author: Mariel
O. Donath, President & CEO, November 24, 2003
Computer Sciences Corporation, Author: Leon J. Level, Chief
Financial Officer, November 21, 2003
Computer Sciences Corporation, Author: Leon J. Level, Chief
Financial Officer, March 8, 2004
Confederation of British Industry, Author: Clive Edrupt, CBI
Company Affairs, November 28, 2003
Congressional Members: Gregory W. Meeks, Barbara Lee, Julia
Carson, WM. Lacy Clay, Major Owens, William J. Jefferson, Juanita
Millender-McDonald, Carolyn Kilpatrick and Stephanie Tubbs-Jones,
February 8, 2004
Cooper Tire & Rubber Company, Author: Phil Kortokrax, Director of
Internal Audit, November 25, 2003
Council of Institutional Investors, Author: Sarah A.B. Teslik,
Executive Director, November 24, 2003
Covington & Burling, Author: Bruce C. Bennett, November 21, 2003
Credit Suisse Group, Authors: Philip Ryan, Chief Financial Officer,
and Rudolf Bless, Chief Accounting Officer, November 21, 2003
Crowe Chizek and Company LLC, November 24, 2003
Cummins Inc., Authors: John Hurless and Pam Tripp, November 21,
2003
Lawrence A. Cunningham, Visiting Professor of Law, Vanderbilt
University, Professor of Law & Business, Boston College, November
4, 2003
Defense Contract Audit Agency, Department of Defense, Author:
Robert DiMucci, Assistant Director, Policy and Plans, November 21,
2003
Deloitte & Touche LLP, November 21, 2003
Deluxe Corporation, Authors: Lawrence J. Mosner, Chairman and
Chief Executive Officer, Douglas J. Treff, Senior Vice President and
Chief Financial Officer, Katherine L. Miller, Vice President, Controller
and Chief Accounting Officer, November 21, 2003
Dixon Odom PLLC, Author: S. Walter McNairy, Jr., Director of SEC
Services, November 2, 2003
Dover Corporation, Authors: Michael B. Stubbs, chairman, Audit
Committee, Robert G. Kuhbach, Vice President, Finance & Chief
Financial Officer, and Raymond T. McKay, Jr., Controller & Chief

File No. PCAOB-2004-03 Page No. 456

PCAOB 2004-03
Exhibit 2(a)(B)
Page 5

19b-4
69
70
71
72
73
74
75
76

77
78
79
80

81

82

83

84

Accounting Officer, November 19, 2003
Charles R. Drott, November 19, 2003
Eastman Kodak Company, Author: Robert H. Brust, Chief Financial
Officer and Executive Vice President, November 21, 2003
Edison Electric Institute, Author: David K. Owens, Executive Vice
President – Business Operations Group, November 21, 2003
E. I. du Pont de Nemours and Company, Author: Daniel B. Smith,
Vice President & Controller, November 21, 2003
Eli Lilly and Company, Author: Arnold C. Hanish, Executive Director,
Finance, and Chief Accounting Officer, November 21, 2003
Emerson, Author: Richard J. Schlueter, Vice President and Chief
Accounting Officer, November 24, 2003
The Empire District Electric Company, Author: William L. Gipson,
President and Chief Executive Officer, November 21, 2003
EMS companies (Solectron, Flextronics, Celestica and SanminaSCI), Authors: Warren Ligan, Corporate VP and Corporate
Controller, Solectron Corporation; Chris Collier, Corporate
Controller, Flextronics International Ltd; Peter J. Bar, VP and
Corporate Controller, Celestica Corporation; and Mark Lustig, VP
and Corporate Controller, Sanmina-SCI, November 21, 2003
EnCana Corporation, Author: Ron H. Westcott, Vice-President and
Comptroller, November 21, 2003
Enpria, November, 21, 2003
Ernst & Young LLP, November 21, 2003
Fédération des Experts Comptables Européens – European
Federation of Accountants, Author: David Devlin, President,
November 21, 2003
Financial Executives International, Authors: Frank Brod, Chair,
Committee on Corporate Reporting, and Kate Asbeck, Chair,
PCAOB Subcommittee, Committee on Corporate Reporting,
November 20, 2003
Financial Management Division of the Securities Industry
Association, Author: Marshall J Levinson, President, November 21,
2003
First Commonwealth Financial Corporation, Authors: John J. Dolan,
Executive Vice President and Chief Financial Officer, and Leonard
V. Lombardi, Sr. Vice President, Internal Audit, November 21, 2003
Florida Institute of Certified Public Accountants, Author: Lizette
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85
86
87
88
89
90
91
92
93
94
95
96

97
98
99

100
101

Pena, CPA, Chair; Committee members coordinating this response:
Kathryn M. Means, CPA, Vice-Chair and Joel S. Baum, CPA,
November 21, 2003
Ford Motor Company, Author: James C. Gouin, Vice President and
Controller, November 21, 2003
Steven A. Forrest, November 21, 2003
General Mills, Inc., Author: Kenneth L. Thome, Senior Vice
President, Financial Operations, November 21, 2003
Glass, Lewis & Co., LLC, Author: Lynn E. Turner, Managing Director
of Research, December 2, 2003
GlaxoSmithKline Services Unlimited, Author: Paul F. Blackburn,
SVP, Corporate Accounting, November 21, 2003
Goldman Sachs & Co., Author: Sarah E. Smith, Chief Accounting
Officer, November 21, 2003
Grant Thornton LLP, Author: John L. Archambault, November 21,
2003
Jim Grinham, October 15, 2003
Guidance Software, Inc., Author: Victor T. Limongelli, General
Counsel, November 14, 2003
Harsco Corporation, Author: Layne Kocher, C.P.A., Director –
Internal Audit, November 21, 2003
The Hartford Financial Services Group, Inc., Author: Robert J. Price,
Senior Vice President and Controller, November 20, 2003
Health Insurance Plan of Greater New York, Author: Michael D.
Fullwood, Executive Vice President, Chief Financial Officer,
Secretary and General Counsel, November 20, 2003
Kevin S. Holder, CPA, November 3, 2003
The Home Depot, Author: Carol Tomé, Executive Vice President and
Chief Financial Officer, November 21, 2003
Illinois CPA Society, The Audit and Assurance Services Committee,
Authors: William P. Graf, Chair, Audit & Assurance Services
Committee, and Scott P. Bailey, Chair, Comment Letter
Subcommittee, November 21, 2003
Independent Community Bankers of America, Author: C.R. Cloutier,
Chairman, November 20, 2003
Information Systems Audit and Control Association (ISACA) and IT
Governance Institute (ITGI), Author: Marios Damianides, CISA,
CISM, CA, CPA, 2003-2004 International President, November 21,
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102
103

104
105
106
107
108
109
110

111
112
113

114
115
116
117
118
119
120

2003
ING Americas, Author: Jorn Rose, Chief Auditor, November 21,
2003
Institut der Wirtschaftsprüfer, Authors: Klaus Peter Naumann, Chief
Executive Officer, and Horst Kreisel, Technical Manager, November
21, 2003
The Institute of Chartered Accountants in England & Wales, Author:
Robert Hodkinson, Director, Technical, November 21, 2003
The Institute of Internal Auditors, Author: William G. Bishop III, CIA,
President, November 21, 2003
Intel Corporation, Author: Jim Campbell, Corporate Controller,
November 20, 2003
Irwin Financial Corporation, Author: Will Miller, Chairman & CEO,
November 21, 2003
The Jamaica Public Service Company, Limited, Author: Juliet
Ramsigh, Head of Internal Audit, November 12, 2003
Jefferson Wells International, Author: George Herrmann, Vice
President and Chief Financial Officer, November 21, 2003
Johnson & Johnson, Authors: Ronald G. Fulop, Vice President,
Corporate Internal Audit, and Stephen J. Cosgrove, Corporate
Controller, November 21, 2003
JPMorgan Chase & Co., Author: Joseph L. Sclafani, Executive Vice
President and Controller, November 21, 2003
Kimball International Inc., Author: Robert F. Schneider, Executive
Vice President,Chief Financial Officer, Treasurer, October 16, 2003
Kimball International, Letter to Senators Bayh and Lugar, and
Congressman Hill, Authors: Douglas A. Habig, Chairman, Chief
Executive Officer, and James C. Thyen, President, November 18,
2003
David Kowalczyk, November 13, 2003
KPMG LLP, November 21, 2003
David Leach, CPA, CIA, Director Internal Audit, SEC Registrant
whose share are listed on the NYSE, November 25, 2003
Richard Lee, November 5, 2003
Lincoln National Corporation, Author: Casey J. Trumble, Senior Vice
President, Tax & Reporting, November 21, 2003
William L. Livingston, PE, November 21, 2003
Lockheed Martin Corporation, Author: Rajeev Bhalla, Vice President
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121
122
123
124
125
126

127
128
129
130
131
132
133
134

135
136
137
138
139

and Controller, November 21, 2003
Stephen Lucas, November 13, 2003
JC Mahecha, CPA, February 26, 2004
Manufacturers Alliance/MAPI, Author: Francis W. Holman, Jr., Vice
President and Secretary, November 21, 2003
Marriott International, Inc., Author: Matthew Gagnon, IR Audit
Director, October 28, 2003
Matthew Leitch Associates Limited, Author: Matthew Leitch,
November 8, 2003
John P. McAllister, Ph.D., CPA, Chair & Professor of Accounting,
Coles College of Business, Kennesaw State University, November
18, 2003
McGladrey & Pullen, LLP, November 21, 2003
Meredith Corporation, Author: William T. Kerr
Chairman and Chief Executive Officer, March 4, 2004
Georg Merkl, October 28, 2003
MGIC Investment Corporation, Author: Gary A. Antonovich, Vice
President - Internal Audit, November 20, 2003
Microsoft Corporation, Author: Scott Di Valerio, Vice President,
Corporate Controller, November 21, 2003
Motorola, Inc., Author: Steven J. Strobel, Senior VP and Corporate
Controller, November 21, 2003
National Association of Black Accountants, Author: Darryl R.
Matthews, Sr., Executive Director and COO, November 21, 2003
National Association of State Boards of Accountancy, Authors: David
A. Vaudt, CPA, Chair, and David A. Costello, CPA, President &
CEO, November 20, 2003
National City Corporation, Author: James P. Gulick, Senior Vice
President, General Auditor, November 21, 2003
National State Auditors Association, Author: William G. Holland,
President, NSAA, November 21, 2003
National Venture Capital Association, Author: Mark G. Heesen,
President, January 9, 2004
The New York Clearing House Association L.L.C., Author: Jeffrey P.
Neubert, President and CEO, November 21, 2003
New York State Bar Association, Business Law Section, Committee
on Securities Regulation, Author: Michael J. Holiday, Chair of the
Committee, November 25, 2003
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140
141
142

143

144
145
146
147
148
149
150
151

152
153
154

New York State Society of Certified Public Accountants, Author:
Jeffrey R. Hoops, President, November 21, 2003
Northrop Grumman Corporation, Author: Steven J. Root, Director
Finance Administration and Process, December 4, 2003
Office of the Comptroller of the Currency, the Federal Reserve
Board, the Federal Deposit Insurance Corporation, and the Office of
Thrift Supervision, Authors: Zane D. Blackburn, Chief Accountant,
Office of the Comptroller of the Currency; Gerald A. Edwards, Jr.,
Associate Director and Chief Accountant –Supervision, Federal
Reserve Board; Robert F. Storch, Chief Accountant, Federal Deposit
Insurance Corporation; and Timothy J. Stier, Chief Accountant,
Office of Thrift Supervision, December 1, 2003
Ohio Retirement Systems, Authors: J.P. Allen, Chair, Highway Patrol
Retirement System; Robert M. Beck, Chair, Ohio Police and Fire
Pension Fund; Charlie Adkins, Chair, Public Employees Retirement
System of Ohio; Eugene E. Norris, Chair, State Teachers Retirement
System of Ohio; and Barbara J. Miller, Chair, School Employees
Retirement System of Ohio, November 24, 2003
Don M. Pallais, CPA, November 18, 2003
Pearson PLC, Author: Rona Fairhead, Chief Financial Officer,
November 24, 2003
Penn Virginia Corporation, Author: Frank A. Pici, Executive Vice
President and Chief Financial Officer, November 21, 2003
Penn Virginia Resource Partners, L.P., Author: Frank A. Pici, Vice
President and Chief Financial Officer, November 21, 2003
Pentair, Inc., Author: David Harrison, Executive Vice President and
Chief Financial Officer, November 25, 2003
Perisho Tombor Loomis & Ramirez, Author: James C. Perisho, CPA,
October 26, 2003
Pfizer Inc., Author: Loretta V. Cangialosi
Vice President and Controller, November 21, 2003
Piercy, Bowler, Taylor & Kern, Authors: L. Ralph Piercy, President
and Managing Shareholder, and Howard B. Levy, Director,
Technical Services (Former Member, Auditing Standards Board),
November 21, 2003
Zona Porter, November 21, 2003
Robert Posner, Retired Public Accountant, November 6, 2003
PPG Industries, Inc., Author: William H. Hernandez, Sr. Vice
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173
174

175
176

President, Finance, November 18, 2003
PricewaterhouseCoopers LLP, November 21, 2003
Principal Financial Group, Author: Kirk L. Tibbetts, Project Sponsor –
SOX 404, November 21, 2003
PROTIVITI INC., Author: James W. DeLoach, Jr., Managing
Director, November 21, 2003
PSEG Services Corporation, Author: Kathy A. Fudali, Director,
Internal Controls, November 21, 2003
Michael J. Ramos, November 21, 2003
Reliant Resources, Inc., Author: Christopher Lozier, Director Internal
Control Effectiveness, November 21, 2003
Risk Management Advisory Services, LLC, Author: Bernard Bethke,
CPA, CISA, November 17, 2003
Robert Chira & Associates, Author: Robert Chira, October 24, 2003
Safeway Inc., Author: David F. Bond, Senior Vice President –
Finance and Control, November 21, 2003
Ralph S. Saul, October 30, 2003
Roger W. Schipke, November 20, 2003
Larry J. Scott, CPA, November 19, 2003
Rod Scott, October 29, 2003
Shell International Ltd., Author: Tim Morrison
Group Controller, November 21, 2003
Southern Union Company, Author: Jon A. Graf, Vice President and
Controller, November 21, 2003
State of Wisconsin Investment Board, Author: Keith Johnson, Chief
Legal Counsel, November 24, 2003
Sun Life Financial Inc., Author: Robert C. Salipante, President, Sun
Life Financial U.S., November 21, 2003
Greg Swalwell, November 20, 2003
Swiss Institute of Internal Auditing, Author: Hans-Ulrich Pfyffer,
November 20, 2003
Technology Solutions Company and CRS Associates LLC, Author:
Malcolm Schwartz, Senior Vice President, Technology Solutions
Company And COO, CRS Associates LLC, November 25, 2003
Telephone and Data Systems, Inc., Author: Joe Read, November
21, 2003
Texas Instruments Incorporated, Author: Melanie L. Merrion,
Accounting Research Manager, November 21, 2003
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Texas Society of Certified Public Accountants, Author: C. Jeff Gregg,
CPA, Chair, Professional Standards Committee, November 21, 2003
TiVo Inc., Author: David Higginbotham, Assistant Controller and
Chairman, Sarbanes-Oxley Compliance Committee, October 20,
2003
Jonathan Trevathan, November 18, 2003
UBS AG, Authors: Walter Stuerzinger, Group Chief Risk Officer, and
Hugo Schaub, Group Controller, November 19, 2003
Union State Bank, Author: Thomas E. Hales, Chairman of the Board,
President, and Chief Executive Officer, November 21, 2003
United States General Accounting Office, Author: David M. Walker,
Comptroller General of the United States, December 9, 2003
United States Steel Corporation, Author: Gretchen R. Haggerty,
Executive Vice President, Treasurer & Chief Financial Officer,
November 21, 2003
United Technologies Corporation, Author: Jay L. Haberland, Vice
President, Business Controls, November 19, 2003
The Value Alliance and Corporate Governance Alliance, Author:
Eleanor Bloxham, President, November 21, 2003
Roger Vanzanen, Internal Audit, November 12, 2003
Curtis C. Verschoor, Research Professor, School of Accountancy
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16541 Redmond Way Suite 417
Redmond, WA 98052
425-829-0717
mmurry@acceleratededge,com

November 18, 2003
Office of the Secretary
PCAOB
1666 K Street NW
Washington, D. C. 20006-2803
Ref: PCAOB Rulemaking Docket Matter Number 008
Dear Mr./Ms. Secretary:
Thank you for the opportunity to comment on the proposed Auditing Standard (the "Standard").

As a director of

public and private companies, my interest is in enhancing the quality of information available to exercise my
fiduciary duty to protect the interests of shareholders. One source of facts on which directors rely is the external
audit.
I commend the PCAOB for including in the definition of internal controls "operating efficiency and effectiveness
and compliance with applicable laws and regulations" (page 4) and in the audit standards a review of"..,

controls

that focus primarily on effectiveness and efficiency of operations or compliance with laws and regulations .... "
(Appendix A, Paragraph 14, p. A-1 l) The definition goes on to incorporate "safeguarding

of assets."

These three factors: operating efficiency and effectiveness, compliance with laws and regulations and safeguarding
of assets are at the crux of regaining shareholder confidence.

Financial statements, after all, represent the results of

operations and corporate conduct.
Illegal, illicit or the appearance of unethical corporate behavior is what shakes shareholder confidence.

Section 302

of the Sarbanes-Oxley Act requires executives to certify information contained in reports "fairly present in all
material respects the financial condition and results of operations of the issuer." It requires both "financial
condition" an....dd
"results of operations." It is a misstatement of material fact for executives to certify they have
reviewed their controls and processes and found them to be effective when they turn a blind eye to illegal and
unauthorized activity. The legal exposure and subsequent headline risk to the business materially impacts a
company's performance.
Legal proceedings are lengthy, costly and disruptive to operations.

If a company is at risk for violating a law -

whether knowingly or unintentionally - stakeholders require a heads up. Stakeholders relying on the accuracy of
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financial statements must have confidence that the reports reflect adherence to all laws and regulations.

They expect

the audit to confirm (1) companies run well, (2) assets are protected, (3) corporate conduct is responsible and (4)
companies obey the law.
With the thought in mind that financial reports represent the operating condition and corporate conduct, the
proposed Standard does not go far enough to protect interests of stakeholders.

Throughout the document, the

Standards hedge on the real meat of the audit by qualifying "... which also have a material affect on reliability of
financial reporting."

In Appendix C the Standards capitulate on the strength of the protection of assets by citing:

"the auditor is not required to understand and test controls over management's decision-making
sales and acquisitions."

processes for all

This hedge enables auditors to overlook processes that affect the company's ability to

operate within the law. While it is inappropriate for the auditor to second-guess management's decision-making,
should be on the auditor's radar screen whether processes or lack of controls fail to protect assets, cause the

it

company to run poorly or permit the company to break laws or violate regulations.
Case in point, software license compliance.

When management permits employees to load software on company

computers without prior authorization and proper documentation,

it not only violates agreements with software

developers, it is a federal crime. Fines, fees, damages and settlements are material. Yet failure to have internal
controls to prevent the illegal activity is a dereliction of management responsibility.
By limiting the audit to those information technology controls on which other controls are dependent (#41 page A20), instead of focusing on the real meat of shareholder concern and the intent of Congress, auditors are focused on
reviewing software code rather than auditing the events, processes and procedures the reports ostensibly represent.
Excluding from consideration specific legal requirements all companies are expected to adhere to, the PCAOB gives
tacit approval to auditors to ignore adherence to laws. The use of software without proper licenses and proofs of
purchase is material, affects operating results and impacts the financial reports which represent those results of
operations.
While the Standard requires audit of information technology general controls, its lack of spelling out for auditors the
inclusion of acquisition, deployment, implementation,

use and disposition of software - whether packaged or custom

developed - has enabled audit firms to omit it from their internal control testing in their audit plans.
The emphasis on financial reporting rather than the events and activities the statements represents defies the intent of
Congress and fails to protect shareholder interests. It serves merely to mollify and shield auditors from making
attestations about company operations, giving them wiggle room when called to task.
The Securities and Exchange Commission recognizes the COSO framework in its adoption of Final Rule:
Management Reports on Internal Controls Over Financial Reporting and Certification...

"The scope of internal

control therefore extends to policies, plans, procedures, systems, activities, functions, projects, initiatives and
endeavors of all types at all levels of a company."
"a process..,

The final rule defines internal control over financial reporting as

to provide reasonable assurance regarding the reliability of financial reporting ....

and includes those

policies and procedures that... (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."
The Standard recognizes operational considerations and incorporates tone-at-the-top
regulations" in the control environment.

and "adherence to laws and

It is simple to test the control environment, tone-at-the-top,

the integrity
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and values of top management and corporate culture. If management cannot produce one license plus proof of right
to use the license (proof of purchase) and chain of ownership (record retention) for each instance of a program found
on company computers, the courts have upheld the company is out of compliance.

This black-and-white,

open-and-

shut approach is telling of a management that allows unethical practices to run rampant in a company and has dire
consequences on company performance and financial results.
U.S. businesses lose $2.2 billion annually from unlicensed use of software. It is material. A review of the
MultexInvestor database on November 14, 2003 reveals that for ! 6% of all public companies, misuse of software
assets would have a material impact on results. For 28% of public companies, the average settlement in litigation
involving misappropriation

and misuse of software indicates a significant deficiency.

The PCAOB should require auditors to attest to the efficiency and effectiveness of operations, effectiveness of
controls and processes designed to protect assets and assure adherence to laws and regulations.

I ask the PCAOB to

adopt strong audit requirements for effectiveness of processes and controls for adherence to laws and specifically,
software license compliance. The alternative is to force government agencies and the courts to impose further
regulation on U.S. business. It is far preferable it remain the domain of self-regulatory
revert to government oversight.

Respectfully submitted,

M. Murry
Chief Executive Officer
Accelerated Edge Incorporated

environment rather than
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From:

Murphy, Mike [mmurphy@acumensolutions.com]

Sent:

Wednesday, November 05, 2003 4:02 PM

To:

Comments

Subject: Docket 008
For the PCAOB
I believe the definitions of significant deficiency and material weakness are too vague. There is no clear
delineation between the two, and this will lead to much wasted time and debate between firms and their auditors.
Recommend the definitions be clarified. Supplement the definitions by using numerous examples to illustrate the
PCAOB's intent. Another suggestion would be to come up with some sort of rule of thumb based on percent (%)
of revenue impacted, or potentially impacted by the issue(s).
Thank you
_____________________________________
Michael Murphy
Director, Acumen Solutions
Office: 703.600.4056
Cell: 703.856.3571
Fax: 703.600.4001
Email: mmurphy@acumensolutions.com
8614 Westwood Center Drive, Suite 700
Vienna, VA 22182

STATEMENT OF CONFIDENTIALITY
The information contained in this electronic message and any attachments to this message are intended for the exclusive use of the addressee(s) and
may contain confidential or privileged information. If you are not the intended recipient, please notify Acumen Solutions, Inc. immediately at 703-6004000 or at security@acumensolutions.com, and destroy all copies of this message and any attachments.
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From:
Sent:
To:
Subject:

bradleyn@ADVMKT.COM
Wednesday, October 29, 2003 7:20 PM
Comments
PCAOB Rulemaking Docket Matter No. 008

Terms Table.doc
(34 KB)

The roundtable discussion highlighted the confusion concerning the definitions of internal control
deficiency, significant deficiency and material weakness. The first five paragraphs of the "Evaluating the Results and
Forming an Opinion" section (pg. 8 of 12) of the Proposed Auditing Standard aim to clarify the definitions. The problem is
that you have to read those five paragraphs several times to conceptualize the differences in definition and treatment
between internal control deficiency, significant deficiency and material weakness. I think the PCAOB's definitions for
internal control deficiency, significant deficiency and material weakness should be presented in a table (please see
attached). Something like this is easier to grasp than the first five paragraphs of the section mentioned above.
Best Regards,
Brad
Bradley R. Nolte, CPA
Manager - Internal Audit
Advanced Marketing Services, Inc.
5880 Oberlin Drive
San Diego, CA 92121
Tel: (858) 457-2500 x2405
Fax:(858) 812-6487
<<Terms Table.doc>>

1
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Terms Used in Evaluating the Results and Forming an Opinion
Term
Internal Control
Deficiency

Definition
Exists when the design or
operation of a control
does not allow the
company’s management
or employees, in the
normal course of
performing their assigned
functions, to prevent or
detect misstatements on
a timely basis.

Significant
Deficiency

An internal control
deficiency (or a
combination of internal
control deficiencies)
should be classified as a
significant deficiency if it
results in more than a
remote likelihood of
misstatement of the
company’s annual or
interim financial
statements that is more
than inconsequential in
amount.
A significant deficiency
should be classified as a
material weakness if, by
itself or in combination
with other internal control
deficiencies, it results in
more than a remote
likelihood of a material
misstatement in the
company’s annual or
interim financial
statements.

Material
Weakness

Action(s) Required by the Auditor
• The auditor is required to evaluate the
severity of all identified internal control
deficiencies because such deficiencies
can have an effect of his or her overall
conclusion about whether internal
control is effective.
• The auditor also has a responsibility to
make sure that certain parties, such as
the audit committee, are aware of
internal control deficiencies that rise to
a certain level of severity.
• The auditor also is required to
communicate in writing to the
company’s management all internal
control deficiencies of which he or she
is aware and to notify the audit
committee that such communication
has been made.
• The auditor is required to
communicate in writing to the
company’s audit committee all
significant deficiencies of which the
auditor is aware.

•

•

The auditor is required to communicate
in writing to the company’s audit
committee all material weaknesses of
which the auditor is aware.
Most importantly, if a material
weakness exists as of the end of the
company’s most recent fiscal year,
management and the auditor must
conclude that the internal control is
ineffective.
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Technologies, Inc.
395 Page Mill Road
PO Box 10395
Palo Alto, CA 94303-0870
Tel. (650) 752-7902
Fax (650) 752-5729

November 20, 2003

Office of the Secretary
Public Company Accounting Oversight Board
1666 K Street, N.W.
Washington, D.C. 20006-2803

Re:

PCAOB Rulemaking Docket Matter No. 008

Dear Board Members:
Thank you for the opportunity to comment on the Proposed Auditing Standard, An Audit of Internal
Control Over Financial Reporting Performed in Conjunction With an Audit of the Financial
Statements. We firmly believe that the PCAOB has an historic role to play in leading the reform of
public companies’ financial reporting processes, which should ultimately help to restore and increase
investor confidence and security to new levels. As a public company, we depend on the Board to use
care and a balanced approach to ensure that not only is the end goal achieved, but that no significant
unintended consequences impede that goal. Agilent Technologies, Inc. (Agilent) is a global
technology leader in communications, electronics, life sciences and chemical analysis. The
company’s approximately 29,000 employees serve customers in more than 110 countries. On behalf
of Agilent, we offer the following comments with regard to the proposed standards for your
consideration.
EXECUTIVE SUMMARY
1) Significant Deficiency and Material Weakness Definitions
We appreciate the Board’s attention to the importance of clear definitions in the attestation
process. However, the exposure draft has dropped the materiality threshold for what is considered
to be a significant deficiency or a material weakness. Under the proposed rules, a shortcoming
that is neither significant nor material can nevertheless qualify for one of these labels, with
serious consequences.
The exposure draft states that a circumstance that creates more than a “remote” likelihood of a
misstatement, which is more than “inconsequential” in amount, qualifies as a significant
deficiency. The word “inconsequential” is not defined and will likely be interpreted differently.
Many companies could point to a control activity failure that has a 10% probability of occurring
and involves potential monetary amounts that are 5-10% of what those companies would
consider “material.” Although the likelihood of such an occurrence is small and the monetary
amounts are not material, this, under example D-1, Scenario A, might be a significant deficiency.
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If these definitions are retained, we ask the PCAOB to consider and clarify whether the relevant
monetary threshold is the dollar impact that could reasonably occur, or the maximum financial
impact under a worse case scenario. Currently, the PCAOB proposed definitions would include a
number of scenarios from the worst case; ranging from more than remote likelihood with a
material impact, to a probable likelihood with a very small impact. Is the intention of the
PCAOB to cover this wide range of probability in required disclosures to the audit committee?
A review of the exposure draft examples reveals that the exceedingly low threshold proposed,
exponentially increases the risk that companies will trigger multiple significant deficiencies;
without regard to any compensating controls. Example D-1, Scenario A on its face seems to be
an example of a deficiency, not a significant deficiency, especially given the compensating
controls in place to catch material errors. The proposed standard will lead to disclosure of many
significant deficiencies which may aggregate to a material weakness judgment and which may
cause shareholders and third parties to consider the risk of material misstatement to be much
greater than it actually is. This in turn may bring unwarranted volatility in a company’s stock
price. We are also concerned that the proposed standards will open the door for litigation against
companies when an adverse internal control report is issued even though the company’s
financials are accurate and fairly presented.
2) Use of Internal Audit
With the statement that “the more extensive and reliable management’s assessment is, the less
extensive and costly the auditor’s work will need to be.”, the Board has wisely recognized the
fiscal benefit to companies of a strong internal audit function. In other portions of the proposed
standards, the exposure draft seems to move away from the above statement. While certain
sections encourage the use of management, including internal audit, other provisions limit the
circumstances in which internal audit may be used. The draft proposes that internal audit cannot
be utilized for the following areas:






Control environment, including fraud controls.
Controls over period-end financial reporting process.
Controls that have a pervasive effect on the financial statements, such as certain IT
general controls on which the operating effectiveness of other controls depend.
Walk throughs.

These prohibited functions are some of the key areas in which an internal audit group can provide
significant insight and audit evidence based on its experience with the company. Public
companies would not expect external auditors to rely solely on internal audit for 100% of testing,
but to eliminate internal audit from these critical areas is a dramatic change from present
accepted practices. In addition, this proposed point does not allow the external auditors latitude to
use their own professional judgment.
We urge the Board to utilize the provisions of Statement of Auditing Standards No. 65, The
Auditor’s Consideration of the Internal Audit Function in an Audit of Financial Statements,
which address the relationship of the internal audit function in the external audit of financial
statements. Rather than redefining this relationship, it would seem that the Board’s standard
should extrapolate the SAS 65 standards to the audit of internal control over financial reporting
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especially given that external auditors are now required to perform an integrated audit of
financial statements and internal control over financial reporting.
3) Scope of Procedures External Auditors Are Required To Perform
We are concerned that the exposure draft contains a dramatic increase in the number of
procedures that external auditors are required, or are planning to, perform and document. Due to
fears that their CPA firms may not pass a PCAOB quality audit, as well as mindful of the
litigation that would follow, it is logical to assume that external auditors will feel required to
perform every procedure in detail even when circumstances would not otherwise dictate such
actions. Coupled with the requirement to seek out anything that is more than inconsequential, the
proposed rules create an unprecedented amount of painstaking procedures. The exposure draft
provides opportunities for assistance from internal audit functions but, as discussed above, these
have been greatly reduced. For CPA firms to meet these very substantive new requirements, such
firms are proposing to raise fees approximately 25 to100%.
In the area of “walkthroughs” it is not clear if all processes in all locations (significant or
otherwise) must have a “walkthrough.” By way of example, Agilent, as other multinationals, has
complex global operations with an extensive list of processes located in numerous geographies
involving multiple sites. In addition, some financial transactions are performed in shared service
centers while some are not. This leads to a complex environment that may have many different
possible scenarios for walkthroughs. We believe the CPA firm should be allowed to use its
judgment based on the specific circumstances of the company that it is evaluating to determine
which “walkthroughs” are significant.
Sample sizes for testing of internal controls must also be taken into account. Multinational
corporations with operations in multiple geographies could have a large number of immaterial
entities and operations. If the company is required to view those immaterial operations together,
this creates the potential for a material problem through the aggregation of these entities, only if
they all in combination, have a problem. This is extremely unlikely. A careful reading of the
exposure draft leads to the conclusion that a company’s CPA firm or internal audit is obligated to
test all of these small organizations yearly since in combination they could be material and since
no rotation is allowed. While the chances of a material problem occurring are probably well
below remote, large corporations, their internal audit functions and CPA firms will be forced to
allocate time and shareholder dollars to these relatively insignificant operations rather than to
significant operations. If a problem with a material operation is overlooked because of this
allocation of resources, both the corporation and the investing public suffer.
4) Scope of Procedures Public Companies Are Required To Perform
We are concerned that the exposure draft is unclear as to the level of testing and documentation
required by management. The proposed standards require external auditors to evaluate a number
of proscribed procedures that a public company must perform in order to receive a “clean”
opinion on their internal control over financial reporting from their auditors. If left unclarified, in
light of the points mentioned in Item 3 above, external auditors can be expected to take a very
conservative view of management testing and documentation. This would necessitate a
considerable increase in the number of procedures that a public company would need to
document and perform to avoid the external auditors declaring a significant deficiency or a
material weakness. The type of evidence that a public company would be required to produce
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would far exceed the guidance currently given by the SEC to obtain reasonable assurance that a
company’s internal control over financial reporting is working effectively. For a public company
of Agilent’s size and complexity, the amount of documentation, evaluation and self-testing will
be significant.
As stated before, Agilent has 5 main businesses, located in approximately 30 geographies with
multiple sites, some of which may or may not be shared. In addition, some financial transactions
are performed in shared service centers while some are not. Each of these different scenarios
will need to be assessed by the company to determine what impact, if any, there could be to the
internal control over financial reporting. In addition, this assessment will need to be reperformed
throughout the year as a company of our size is not static. Then, the company will need to
document the internal controls in those impacted areas and periodically test. In addition, the
company will need to monitor and test, at an extremely low level, any changes that occur during
the year to ensure that the internal controls are working effectively.
This will require an
incredible amount of effort to just provide adequate documentation, which will take away from
the company’s focus on those most significant and critical potential issue areas.
In addition, we believe that if a company is required to provide evidence of that control
effectiveness to the extremely low level required by the proposed standards, the level of work
performed by our external auditors will need to be at the same level or lower. Also, even though
the internal control over financial reporting may be working effectively, if we are missing
documentation around these controls or our self-testing, our external auditors may determine this
situation is, at the minimum, a significant deficiency and potentially a material weakness.
Again, the level of documentation, evaluation and testing by both the company and their external
auditor may force the cost of implementing the proposed standards to exceed the benefit achieved
by more effective internal control over financial reporting.
5) Service Providers
We respectfully request the Board to reconsider what companies must produce as required
evidence of the internal controls of their service providers. Due to the potential impact and
breadth of this issue, we believe that it may be best to defer the final rules effective date, in this
area, for one year.
A SAS 70 report is an accepted United States standard, though it is a report that is expensive
($50,000 to $70,000) and time-consuming to produce. However, it may be considered reasonable
to require a nationally-recognized service provider such as Fidelity or ADP to obtain a SAS 70
report yearly. But, as company fiscal years vary, will a CPA firm be allowed to rely on a 10month old SAS 70 evaluation? If not, there will be a need to have service providers change their
procedures and deliverables. Companies with non-standard fiscal calendars may not have the
ability or the resources to pressure these service providers to deliver on the new requirements in
time to meet their next SEC filing deadlines. Companies are also unlikely to have the contractual
right to review any of the service provider’s controls themselves. If there is no SAS 70 report the
auditor will have to perform significant alternative procedures at a high cost to the public
company. Add to this the complexity of using international service providers in dozens of
countries. These service providers are not familiar with Sarbanes Oxley’s Section 404
requirements and are naturally quite resistant to new requests to produce a detailed certification
of their internal functions, utilizing a standard that may not comport with their local regulatory
framework.
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The end result for a U.S. corporation might be the need to terminate a beneficial relationship with
a foreign service provider who will not, or cannot, meet the Board’s requirements. The
detrimental effect to the U.S. company is clear, as operations would need to be transitioned,
workers terminated and new workers hired and trained, with the attendant legal complications,
loss of local beneficial arrangements, and perhaps lawsuits or penalties. As the U.S. economy
teeters on the edge of recovery, with the fate of U.S. companies hanging on the balance, locating
a new service provider who can meet the PCAOB requirements as well as the corporation’s
requirements in a short period of time is very risky. These risks directly impact the ability of a
company such as Agilent to produce quality products and services and our ability to generate
profit.
6) Evaluating the Effectiveness of the Audit Committee
We believe that more guidance is necessary to understand the extent of the Board’s requirements
for evaluating the effectiveness of the audit committee. In the infamous Enron audit committee
failure, it should have been clear to Enron’s external auditors what the relative levels of
effectiveness were for each member of the committee. As a result of the PCAOB proposed
standards, CPA firms are now planning significant audit procedures -- including lengthy surveys
and interviews with the audit committee -- to fulfill the evaluation requirement. In reality, after
working with the audit committee for a year, an external auditor should be able to determine
rather quickly if the audit committee is effective. The added benefit of surveys and interviews at
the end of the year appears to be quite small, while the detriment is a procedural burden for audit
committee members whose time is better spent on their other duties. While the ability to oversee
the preparation of audited financials and disclosure is a key function of an audit committee, this
is not the only role that it plays. We question whether external auditors are the proper arbiters of
the overall effectiveness of an audit committee. Ultimately, the company must make that
decision. In addition, there is an inherent conflict of interest in asking the external auditors to
evaluate the audit committee.
*
*
*
Agilent supports what we initially perceived Section 404 to be: A primer on what proper level a
company’s internal controls system should be operating at, which would provide a reasonable basis
of assurance that material errors would be prevented and detected prior to being included in the
financial statements. We have seen Section 404 evolve into an attempt to go from reasonable
assurance to almost absolute assurance. The average industry process relies on an approximately 9597% confidence level that things will perform as planned. The cost to increase a percentage point of
confidence is not a linear increase but rather an exponential increase. In judging the effect of the
proposed regulations, to move from 96 to 97% does not equal one percentage point of additional
effort, but rather might be 100 to 500% more effort and cost. At Agilent, we believe that strong
internal controls pay for themselves, but the suggested level of analysis, disclosure, documentation
and assurances proposed to implement Section 404 exceed what is reasonably required and will
force companies to spend significantly beyond any type of benefit. The impact of this will be the loss
of productivity and company jobs, lower R&D spending and innovation, and a diminished focus on
customers and industries by top managers. We urge the Board to consider that the external auditor’s
attestation is not an independent test of management’s assessment of internal controls, but rather is
part of an integrated review with the financial statement audit, which views internal controls as a
network of many procedures and compensating controls.
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We would hope that you will take into account the concerns above when you review our list of
prioritized concerns on the exposure draft.
Thank you for your consideration and as always, please do not hesitate to contact us for clarification
or follow-up questions.
Sincerely,

Adrian Dillon
CFO
Agilent Technologies, Inc.
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EXHIBIT A
Selected Responses To PCAOB Questions
Question regarding the audit of internal control over financial reporting:
5. Should the Board, generally or in this proposed standard, specify the level of competence
and training of the audit personnel that is necessary to perform specified auditing procedures
effectively? For example, it would be inappropriate for a new, inexperienced auditor to have
primary responsibility for conducting interviews of a company's senior management about
possible fraud.
No. We do not see a need to devise new measures beyond the existing competence and training
standards. As professional firms, external auditors have always been required to be competent in the
areas in which they provide services. They should be able to determine the training necessary to
execute the attestation in accordance with PCAOB’s framework.
Questions regarding evaluation of management's assessment:
6. Is the scope of the audit appropriate in that it requires the auditor to both evaluate
management's assessment and obtain, directly, evidence about whether internal control over
financial reporting is effective?
We agree that the scope might be appropriate, in that the auditor may need to obtain certain evidence
directly. However, the depth and extent of testing suggested is beyond a reasonable cost-benefit to
an average shareholder. We urge the Board to allow the external auditors to exercise judgment and
utilize their comprehensive audit knowledge about the risks and control environment at each
company. The auditors should be able to use discretion to determine the appropriate level of testing
required to gain comfort on the internal controls over financial reportings.
7. Is it appropriate that the Board has provided criteria that auditors should use to evaluate
the adequacy of management's documentation?
We believe the guidance is fine, but as stated above, the standard should leave room for the external
auditor’s professional judgment.
Questions regarding obtaining an understanding of internal control over financial reporting:
9. Are the objectives to be achieved by performing walkthroughs sufficient to require the
performance of walkthroughs?
10. Is it appropriate to require that the walkthrough be performed by the auditor himself or
herself, rather than allowing the auditor to use walkthrough procedures performed by
management, internal auditors, or others?
We believe there is value in performing walkthroughs. Wherever possible, walkthroughs should be
conducted in conjunction with the financial statement audit. The auditors need to have the freedom to
determine what walkthroughs are necessary. They should not be required to perform a walkthrough
for every process at every location or site or in future years be required to repeat walkthroughs if
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those processes have not changed. We also believe that internal audit should be able to participate
under the direction of the auditor in these procedures.
Questions regarding using the work of management and others:
12. To what extent should the auditor be permitted or required to use the work of management
and others?
13. Are the three categories of controls and the extent to which the auditor may rely on the
work of others appropriately defined?
14. Does the proposed standard give appropriate recognition to the work of internal auditors?
If not, does the proposed standard place too much emphasis and preference on the work of
internal auditors or not enough?
15. Is the flexibility in determining the extent of reperformance of the work of others
appropriate, or should the auditor be specifically required to reperform a certain level of work
(for example, reperform tests of all significant accounts or reperform every test performed by
others that the auditor intends to use)?
With the statement that “the more extensive and reliable management’s assessment is, the less
extensive and costly the auditor’s work will need to be.”, the Board has wisely recognized the fiscal
benefit to companies of a strong internal audit function. In other portions of the proposed standards,
the exposure draft seems to move away from the above statement. While certain sections encourage
the use of management, including internal audit, other provisions limit the circumstances in which
internal audit may be used. The draft proposes that internal audit cannot be utilized for the following
areas:






Control environment, including fraud controls.
Controls over period-end financial reporting process.
Controls that have a pervasive effect on the financial statements, such as certain IT general
controls on which the operating effectiveness of other controls depend.
Walk throughs.

These prohibited functions are some of the key areas in which an internal audit group can provide
significant insight and audit evidence based on its experience with the company. Public companies
would not expect external auditors to rely solely on internal audit for 100% of testing, but to
eliminate internal audit from these critical areas is a dramatic change from present accepted practices.
In addition, this proposed point does not allow the external auditors latitude to use their own
professional judgment.
We urge the Board to utilize the provisions of Statement of Auditing Standards No. 65, The Auditor’s
Consideration of the Internal Audit Function in an Audit of Financial Statements, which address the
relationship of the internal audit function in the external audit of financial statements. Rather than
redefining this relationship, it would seem that the Board’s standard should extrapolate the SAS 65
standards to the audit of internal control over financial reporting especially given that external
auditors are now required to perform an integrated audit of financial statements and internal control
over financial reporting.
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Questions regarding evaluating results:
17. Will the definitions in the proposed standard of significant deficiency and material
weakness provide for increased consistency in the evaluation of deficiencies? How can the
definitions be improved?
18. Do the examples in Appendix D of how to apply these definitions in various scenarios
provide helpful guidance? Are there other specific examples that commenters could suggest
that would provide further interpretive help?
We appreciate the Board’s attention to the importance of clear definitions in the attestation process.
However, the exposure draft has dropped the materiality threshold for what is considered to be a
significant deficiency or a material weakness. Under the proposed rules, a shortcoming that is
neither significant nor material can nevertheless qualify for one of these labels, with serious
consequences.
The exposure draft states that a circumstance which creates more than a “remote” likelihood of a
misstatement, which is more than “inconsequential” in amount, qualifies as a significant deficiency.
The word “inconsequential” is not defined and will likely be interpreted differently. Many
companies could point to a control activity failure that has a 10% probability of occurring and
involves potential monetary amounts that are 5-10% of what those companies would consider
“material.” Although the likelihood of such an occurrence is small and the monetary amounts are not
material, this, under example D-1, Scenario A, might be a significant deficiency.
If these definitions are retained, we ask the PCAOB to consider and clarify whether the relevant
monetary threshold is the dollar impact which could reasonably occur, or the maximum financial
impact under a worse case scenario. Currently, the PCAOB proposed definitions would include a
number of scenarios from the worst case; ranging from more than remote likelihood with a material
impact, to a probable likelihood with a very small impact. Is the intention of the PCAOB to cover
this wide range of probability in required disclosures to the audit committee?
A review of the exposure draft examples reveals that the exceedingly low threshold proposed,
exponentially increases the risk that companies will trigger multiple significant deficiencies; without
regard to any compensating controls. Example D-1, Scenario A on its face seems to be an example of
a deficiency, not a significant deficiency, especially given the compensating controls in place to
catch material errors. The proposed standard will lead to disclosure of many significant deficiencies
which may aggregate to a material weakness judgment and which may cause shareholders and third
parties to consider the risk of material misstatement to be much greater than it actually is. This in
turn may bring unwarranted volatility in a company’s stock price. We are also concerned that the
proposed standards will open the door for litigation against companies when an adverse internal
control report is issued even though the company’s financials are accurate and fairly presented.
20. Is it appropriate to require the auditor to communicate all internal control deficiencies (not
just material weaknesses and significant deficiencies) to management in writing?
No. We believe all substantial and significant deficiencies should be escalated based on the auditor’s
judgment. By requiring all deficiencies to be reported to management, you have several unintended
consequences.
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1. This will create debate and animosity between the process owners and the external auditors.
There will be great debate on what is a deficiency versus a decision by management to have a
higher level compensating control in place to catch material issues or a decision by
management that the costs far outweigh any risk of loss or exposure for the company.
2. Companies are not static and systems technology and people change. Companies are
continually adapting their controls to their business environment. The proposal to
communicate all internal control deficiencies would inundate management, potentially
reducing their time to review, or causing them to lose focus on, more significant control
issues.
3. With the increased pressure and exposure that audit committees are facing, audit committees
will feel obliged to review the list of deficiencies presented to management. This will force
audit committees to spend significant time reviewing these deficiencies even though they did
not reach the level of a significant deficiency.
22. Is it appropriate to require the auditors to evaluate the effectiveness of the audit
committee's oversight of the company's external financial reporting and internal control over
financial reporting?
23. Will auditors be able to effectively carry out their responsibility to evaluate the
effectiveness of the audit committee's oversight?
We believe that more guidance is necessary to understand the extent of the Board’s requirements for
evaluating the effectiveness of the audit committee. In the infamous Enron audit committee failure,
it should have been clear to Enron’s external auditors what the relative levels of effectiveness were
for each member of the committee. As a result of the PCAOB proposed standards, CPA firms are
now planning significant audit procedures -- including lengthy surveys and interviews with the audit
committee -- to fulfill the evaluation requirement. In reality, after working with the audit committee
for a year, an external auditor should be able to determine rather quickly if the audit committee is
effective. The added benefit of surveys and interviews at the end of the year appears to be quite
small, while the detriment is a procedural burden for audit committee members whose time is better
spent on their other duties. While the ability to oversee the preparation of audited financials and
disclosure is a key function of an audit committee, this is not the only role that it plays. We question
whether external auditors are the proper arbiters of the overall effectiveness of an audit committee.
Ultimately, the company must make that decision. In addition, there is an inherent conflict of interest
in asking the external auditors to evaluate the audit committee.
24. If the auditor concludes that ineffective audit committee oversight is a material weakness,
rather than require the auditor to issue an adverse opinion with regard to the effectiveness of
the internal control over financial reporting, should the standard require the auditor to
withdraw from the audit engagement?
No, we do not believe this would be an appropriate response and believe that this material weakness
should be treated no differently than any other identified material weakness.
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Dennis M. Stevens
Internal Auditor
Alamo Group
1502 E. Walnut
Seguin, TX 78155
November 4, 2003

Office of the Secretary
Public Company Accounting Oversight Board
1666 K Street NW
Washington, D.C. 20006-2803
Re:

PCAOB Rulemaking Docket Matter No. 008 - Proposed Auditing StandardAn Audit of Internal Control Over Financial Reporting Performed in Conjunction With
an Audit of Financial Statements

Gentlemen:
I believe compliance with your Proposed Auditing Standard will result in excessive and redundant costs.
Adoption of your proposal will immediately place foreign subsidiaries of American businesses at a distinct
disadvantage relative to local competitors and hamper the ability of American business to compete globally.
It will hinder responsiveness in a rapidly changing business environment. I urge the PCAOB to reconsider
the need for the “audit of internal control” mandated by the Proposed Standard and adopt provisions more
closely aligned with the report on management’s assessment of internal control required by the SarbanesOxley Act of 2002 (SOX).
The requirements of your Proposed Standard appear to be particularly onerous for the small and mediumsized issuers referenced in your question 4. We for example are a medium-sized manufacturer consisting of
several smaller business units operating in six countries. One-on-one training and close supervision are more
frequently encountered than user manuals and formal documentation. We have been active in acquiring
other companies, many of whom are small, privately held entities that have loose and informal procedures.
Our business environment requires that we very carefully watch our head-count, our capital expenditures and
virtually all other aspects of the business that require resources.
Our efforts to comply with SOX began over a year ago. A conscious effort was made to ensure we are
performing comprehensive quarterly reviews while incurring minimal expense and disruption to our team.
We have learned, we have improved, and we expect to continue doing so in the foreseeable future. Into this
environment comes your Proposed Standard, which we believe will have the following effects:
1) A substantial increase in annual external audit fees.
2) A substantial increase in expense to prepare user manuals, flowcharts and other types of formal
documentation. This is evidently advisable because under the terms of your Proposed Standard
“inadequate documentation of the design of controls” is an “internal control deficiency” (page A-43,
paragraph 125).
3) A substantial, ongoing increase in expense to change the user manuals and formal documentation
mentioned above to reflect changes in systems and procedures as they occur.
4) A substantial increase in expense for management to test and evaluate control procedures relating to “all
relevant assertions related to all significant accounts and disclosures” (page A-19, paragraph 41),
presumably in all business units and in all countries. We should be happy to do so knowing that the
majority of what we do will be disregarded by our auditors and must be repeated by them, since there are
a number of significant areas “in which the auditor should not use the results of testing performed by
management” (Page A-38, paragraph 104) and, in the end, “the auditor must perform enough of the
testing himself or herself so that the auditor’s own work provides the principal evidence for the auditor’s
opinion” (page A-39, paragraph 109).
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5) Severely constrained and highly impractical timing in finalizing and integrating acquisitions.
Presumably deals involving significant acquisition targets having little documentation and substantial
room for improvement in controls would have to be either finalized early in the fiscal year or avoided
completely. If consummated there will be only a few months to make the substantial changes needed to
avoid possible negative disclosures resulting from the annual “audit of internal control”. Further, these
changes would have to be completed early enough in the year to permit testing of their operating
effectiveness.
6) Severely constrained timing and a substantial increase in expense relating to significant system changes
and conversions. These too may have to be completed early enough in the fiscal year to permit testing of
their operating effectiveness. Each significant system change or conversion could become far more
expensive; since related controls typically are regarded as “information technology general controls” and
as such are one of those “areas in which the auditor should not use the results of testing performed by
management and others”.
I do not believe the “audit of internal control” mandated in your Proposed Standard results from a kind of
ground swell of investor demand as implied in the first paragraph of page 8. Rather, I note that the approach
outlined in your Standard is largely identical to the approach described by the AICPA's Auditing Standards
Board in its proposal offered in March 2003. The “audit of internal control” I submit, results more from the
profession’s concern for protecting itself. That concern is understandable. I suggest a revised proposal along
the following lines:
•

Define management’s responsibilities in performing its assessment of internal control in much the same
manner as your paragraph 19 which begins on page A-13;

•

Define the auditor’s responsibilities in evaluating management’s assessment along the lines of paragraph
41. Be specific as practicable and provide criteria the auditor can use to determine if management
appears to have satisfied its responsibilities. The end result of the auditor’s work should be his or her
opinion as to whether management appears to have a reasonable basis for expressing their opinion on
internal control. Make clear in the resulting report that internal control and its assessment is a
responsibility of management, while the auditor’s responsibility is to determine if management had a
reasonable basis for their assessment.

•

Reconsider the interpretation of SOX Section 103(a)(2)(A)(iii), which heretofore seems to have been
construed to require substantial tests of control procedures performed directly by the auditor in
conjunction with an “audit of internal control”. I believe the public would be better served by a
description of the scope of testing performed as part of the integrated audit of the financial statements
and management’s assessment of internal control. The auditor’s report might state for example that his
or her tests of internal control were limited to those considered necessary in the circumstances to ensure
management had a reasonable basis for their assessment of internal control, ensure receipts and
expenditures were being made only in accord with appropriate authorizations, and ensure reasonably
accurate and detailed records were being maintained.

•

Work to provide the public accounting profession with some form of safe harbor concerning their review
of management’s assessment of internal control. The auditor’s liability should be limited if he or she can
show they satisfied the auditor’s responsibilities defined by the PCAOB. Limited liability is, in my
estimation; preferable to the enormous costs involved in an “audit of internal control.”

Management’s assessment has value, and the public good is well served by ensuring their assessment has
substance. The auditor’s attestation on management’s assessment can and should be a very different, far
more focused service than the broad “audit of internal control” proposed. Please work toward a more costeffective solution than that described in the Proposed Standard.
Respectfully submitted,
Dennis M. Stevens
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From:

Barlow_James [Barlow_James@Allergan.com]

Sent:

Friday, November 14, 2003 9:02 PM

To:

Comments

Subject: Comments For Docket Matter No. 008

November 14, 2004
Office of the Secretary
PCAOB
1666 K Street, N.W.
Washington, D.C. 20006-2803
Regarding: PCAOB Rulemaking Docket Matter No. 008
Dear PCAOB Representative:
I would like to provide the PCAOB with my comments regarding question 17 in the Docket
Matter noted above. The question asked is as follows:
17. Will the definition in the proposed standard of significant deficiency and material
weakness provide for increased consistency in the evaluation of deficiencies? How can the
definitions be improved?
The answer to the first question is no. The reasons for my answer are described in the answer
to the second question noted below.
The answer to the second question is as follows.
The concept of a “significant deficiency” occurring where there is a “more than remote
likelihood” involving an amount that is “more than inconsequential in amount” is defined at too
low a threshold of possibility and magnitude. Every company has certain critical accounting
policies which individually or in combination with other critical accounting policies may actually
result in amounts differing from estimated amounts with more than a remote likelihood of
occurrence at more than inconsequential amounts. That’s why such policies are listed as
critical. Such examples at my company are i) estimated liabilities for managed care sales
rebate and other incentive programs, the largest of which relates to Medicaid sales, and ii)
income taxes, which includes both current and deferred taxes. Additionally, fair value
computations under SFAS No. 123 are inherently inaccurate, but the Financial Accounting
Standards Board indicated in its deliberations before adopting SFAS No. 123 that some
estimate of value was better than no estimate of value at all. The PCAOB must realize that
these amounts are estimated using a SFAS No. 5 concept of “probable” and “reasonably
estimable,” which does not require a less than slight chance of being wrong.
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The combination of probable and reasonably estimable does not equate to recordation of
estimated amounts that can be certified to be accurate to a degree that will not vary by less
than an inconsequential amount at a less than a remote likelihood. The concepts are
theoretically different. Probable is something akin to 60% to 65% likelihood and remote is akin
to less than 5%, or the inverse amount of 95% as to accuracy. As such, these critical policy
accounts will always be by definition a significant deficiency, and their effects must always be
combined with other accounts to determine if a material weakness occurs in combination with
all accounts that are considered significant deficiencies. I believe the threshold for likelihood
should be changed to something that is not more than a “possible likelihood,” which I define as
something less than a 20% likelihood, which is clearly less than “reasonably possible,” but well
above “remote,” as defined by SFAS No. 5.
The PCAOB should also address the following question in this auditing standard. If a company
properly identifies for its readers its critical accounting policies and states that the estimated
amounts included in the company’s financials have more than a remote likelihood of actually
varying by amounts that are more than inconsequential, can those accounts then be
considered exempt from combination with other accounts when determining if a material
weakness exists when evaluating internal controls over financial reporting? I believe they
should be exempt if properly disclosed.
This proposed auditing standard appears to create a sense of utopia in financial reporting.
Rhetorically speaking, if every thing in accounting could be recorded with a less than remote
likelihood of error at less than inconsequential amounts, we could truly achieve a brave new
world in accounting. I don’t believe the economics of business support that possibility, even if
a big brother is designated by law to watch over corporate America.
Respectfully,
James F. Barlow
Vice President, Corporate Controller and
Principal Accounting Officer
Allergan, Inc. (NYSE: AGN)
2525 Dupont Drive
Irvine, CA 92612
714-246-4815
barlow_james@allergan.com
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November 21, 2003
Office of the Secretary
Public Company Accounting Oversight Board
1666 K Street, N.W.
Washington, D.C. 20006-2803
Re:

PCAOB Rulemaking Docket No. 008
Proposed Auditing Standard – An Audit of Internal Control Over Financial
Reporting Performed in Conjunction with an Audit of Financial Statements

Dear Secretary:
Thank you for the opportunity to comment on the above referenced Proposed Auditing
Standard (Proposed AS) which we believe represents an important step in promoting
investor confidence through the effective assessment and reporting on internal controls over
financial reporting. While we support your overall efforts concerning this very complex
subject, we also appreciate the opportunity to comment on several important areas
addressed in the Proposed AS. These areas include certain inconsistencies between the
general framework and the Proposed AS, the testing of operational effectiveness, use of the
work of management and others, and the definition of a significant deficiency. We urge the
Board to carefully consider our comments, which we believe will promote a more efficient,
cost-effective, and balanced evaluation of internal controls over financial reporting.
Inconsistencies between the Framework and Proposed AS
The general framework of the Proposed AS appropriately identifies a number of key
concepts common to audits and evaluations of internal controls including the following:
Auditor's Objective in an Audit of Internal Control Over Financial Reporting
-

The auditor's objective in an audit of internal control over financial reporting is to form a
basis for expressing such an opinion, the auditor must plan and perform the audit to obtain
reasonable assurance about whether the company maintained, in all material respects,
effective internal control over financial reporting…..

-

To obtain reasonable assurance, the auditor evaluates the assessment performed by
management and obtains and evaluates evidence about whether the internal control over
financial reporting is designed and operated effectively…...
Inherent Limitations in Internal Control Over Financial Reporting

-

Internal control over financial reporting cannot provide absolute assurance of achieving
financial reporting objectives because of its inherent limitations…..
Reasonable Assurance

-

Management's assessment of the effectiveness of internal control over financial reporting is
expressed at the level of reasonable assurance. The concept of reasonable assurance is built
into the definition of internal control over financial reporting and also is integral to the
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auditor's opinion. Reasonable assurance includes the understanding that there is a relatively
low risk that material misstatements will not be prevented or detected on a timely basis.
Although not absolute assurance, reasonable assurance is, nevertheless, a high level of
assurance.
Materiality Considerations in an Audit of Internal Control Over Financial
Reporting
-

The auditor should apply the concept of materiality in an audit of internal control over
financial reporting at both the financial-statements level and at the individual accountbalance level……

-

The same conceptual definition of materiality that applies to financial reporting applies to
information on internal control over financial reporting, including the relevance of both
quantitative and qualitative considerations.

Despite recognition of the key concepts of reasonable assurance, inherent limitations, and
materiality in the general framework of the Proposed AS, the Proposed Standard itself
abandons these critical concepts through the inappropriate use of words such as “all”,
“each,” and “entire”. We believe that through the use of these “all inclusive” words the
Proposed AS directly contradicts the basic notion of reasonable assurance, inherent
limitations, and materiality and in so doing sets an unattainable standard for both the
registrant and the independent auditors in carrying out their responsibilities under the
Proposed AS. More specifically, we do not believe it would be either cost-beneficial or
possible to document, test, and attest to the effectiveness of “all” or “each” control within the
“entire” internal control over financial reporting system as could reasonably be construed by
the language in the Proposed AS. It is our assumption that the use of words such as “all”,
“each”, and “entire” was unintended as it is inconsistent with the PCAOB’s recognition in
it’s general framework that there are inherent limitations in any internal control system such
that obtaining “absolute assurance” of its effectiveness cannot be obtained. Moreover, we
believe the PCAOB recognized that fact when it suggested that when testing internal
controls over financial reporting the tests should be designed to obtain “reasonable
assurance” that the controls are operating effectively. Although the term “reasonable
assurance” is not adequately defined in either the Proposed AS or related literature, it is our
understanding that it has historically incorporated judgment and an assessment of
materiality in designing tests to meet the “reasonable assurance” threshold which is
definitively different than the “absolute assurance” threshold implied by the use of words
such as “all”, “each,” and “entire”. Accordingly, we strongly suggest eliminating words such
as “all”, “each,” and “entire” in the Proposed AS as they suggest the imposition of a level of
review and testing that is neither cost-beneficial or possible.
Testing Operating Effectiveness

Question 11:
Is it appropriate to require the auditor to obtain evidence of the effectiveness of controls
for all relevant assertions for all significant accounts and disclosures every year or may
the auditor use some of the audit evidence obtained in previous years to support his or
her current opinion on management’s assessment?
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We believe the independent auditor should apply their judgment and place appropriate
reliance on their previous experience within the industry and with the registrant when
determining the evidence necessary to support their opinion on management’s assessment of
internal controls over financial reporting. We believe the independent auditor’s knowledge
and understanding of a registrant’s internal control structure is enhanced with experience as
many components within a company’s internal control structure do not change significantly
from year to year. Accordingly, the independent auditor should be permitted to
appropriately leverage this experience and modify the timing and extent of internal control
testing aimed at determining whether controls over financial reporting are appropriately
designed and operating effectively. Assuming the preceding, the independent auditor would
appropriately focus their substantive tests on areas within the registrant’s internal control
structure that have changed.
Use of the Work of Management and Others
The Proposed AS summary suggests that the work performed by management in connection
with its assessment of internal controls over financial reporting can have a significant effect
on the nature, timing and extent of the work performed by the independent auditor,
however, the Proposed AS does not appear to support this statement given its restrictions on
the use of the work of management and internal auditors.
Question 13:
Are the three categories of controls and the extent to which the auditor may rely on the work of others
appropriately defined?
We believe the complete restriction placed on the use of the results of testing performed by
management and internal auditors is inappropriate and severely limits the independent
auditor’s ability to appropriately alter the nature, timing and extent of their substantive tests.
While we generally understand the Board’s attempt to identify more critical areas for the
independent auditors in the current business environment, we believe the work of
management and internal auditors should not be ignored when determining the nature,
extent and timing of substantive audit procedures. We believe that to the extent the
independent auditor’s consideration of work completed by internal auditors expressly
considers their independence, approach, and competence there is no reason their work
should not be relied on. The same approach should be applied to the work of management,
not withstanding their lack of independence.
Question 9:
Are the objectives to be achieved by performing walkthroughs sufficient to require the performance of
walkthroughs?
We believe walkthroughs would be very time-consuming and costly for the independent
auditors to complete for each of the registrant’s significant processes. Moreover, the
independent auditor’s primary focus should be on evaluating the design and operational
effectiveness of internal controls over financial reporting. In contrast, documenting internal
controls over financial reporting is typically completed by management and internal
auditors. Furthermore, as noted above in our response to question 11, requiring auditors to
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perform walkthroughs each year does not appropriately consider the independent auditors
previous experience and knowledge of the industry or the registrant.
Assuming
documentation supporting the control environment already exists, we believe the
independent auditor should only perform walkthroughs of significant processes on a limited
test basis applying their judgment by taking into account their previous experience with the
industry and with the registrant to validate their understanding of the process as
documented by management and the internal auditors.
Question 14:
Does the proposed standard give appropriate recognition to the work of internal auditors? If not, does
the proposed standard place too much emphasis and preference on the work of internal auditors or not
enough?
We believe the Proposed AS does not appropriately leverage the work completed by internal
auditors. The Proposed AS would require significant duplication of work and inefficiencies
resulting in a higher cost of performing substantive tests by the independent auditors.
Accordingly, we believe the Proposed AS should consider the outcome of the required
assessment of the competence and objectivity of the internal auditors as outlined in AU § 322
and allow the independent auditors to apply an appropriate level of reliance on the work of
internal auditors. AU § 322 requires the independent auditor to obtain information on the
educational level and professional experience of internal auditors (including professional
certifications and continuing education), audit policies, audit programs and procedures,
practices regarding assignment of internal auditors, supervision and review of internal
auditors’ activities, quality of working-paper documentation, reports and recommendations,
an evaluation of internal auditors’ performance, and consideration of the organizational
status of the internal auditors. We believe that, depending on the outcome of this
comprehensive review, the independent auditors should be allowed to rely on the work of
internal auditors.
Significant Deficiency Definition
Question 17:
Will the definitions in the proposed standard of a significant deficiency and material weakness provide
for increased consistency in the evaluation of deficiencies? How can the definitions be improved?
We believe the definition of a significant deficiency in the Proposed AS is ambiguous, would
be difficult to apply, and therefore would not provide for increased consistency in the
evaluation of deficiencies (both individually and collectively). To improve upon the
definition in the Proposed AS we believe the PCAOB should incorporate specific evaluative
criteria into the definition against which reporting entities could easily and consistently
evaluate deficiencies in internal controls over financial reporting. Moreover, we believe the
evaluation criteria should give due consideration to both the nature and the actual (or
potential) materiality of the item in relation to the annual or interim financial statements to
which they (it) relate(s).
The definition in the Proposed AS of a significant deficiency in internal controls over
financial reporting is as follows:
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A significant deficiency is an internal control deficiency that adversely affects a
reporting entity’s ability to initiate, record, process, or report external financial data
reliably in accordance with generally accepted accounting principles. A significant
deficiency is a deficiency that, by itself or a combination of deficiencies, results in
more than a remote likelihood of a misstatement of the annual or interim financial
statements that is more than inconsequential in amount and would not be prevented
or detected.
We do not believe the term “more than a remote likelihood of a misstatement of the annual
or interim financial statements that is more than inconsequential” provides clear, objective
criteria against which one can easily and consistently evaluate deficiencies in internal control
over financial reporting. More specifically, we believe that without evaluative criteria against
which to evaluate deficiencies, reporting entities will interpret and apply the terms “more
than a remote likelihood” and “more than inconsequential” in an inconsistent manner.
Moreover, when developing the evaluative criteria we suggest that certain concepts be
incorporated to eliminate the potential that minor deficiencies, that exist in even the most
well-controlled business environments, are not inappropriately designated as significant
deficiencies as that could have the unintended consequence of de-sensitizing relevant parties
(i.e. financial statement preparers, users, and independent auditors) to the importance of
significant deficiencies.
To ensure that deficiencies (both individually and collectively) are consistently evaluated
against a set of objective criteria designed to identify only those individual and collective
deficiencies that warrant designation as a significant deficiency we propose the following
definition and set of evaluative criteria:

Proposed Definition – Significant Deficiency
A significant deficiency is a deficiency in internal controls over financial reporting
that adversely affects a reporting entity’s ability to initiate, record, process, or report
external financial data reliably in accordance with generally accepted accounting
principles. A significant deficiency is a deficiency that, by itself or in combination
with other deficiencies, results in the reasonable possibility of a misstatement of the
annual or interim financial statements that would not be prevented or detected and
that by its nature or amount, represents a misstatement that would affect the
judgments of a reasonable investor or creditor.

Proposed Evaluative Criteria – Nature of the Deficiency
When evaluating the nature of a deficiency (or combination of deficiencies) in internal
controls over financial reporting the following factors should be considered:
Whether the related actual (or potential) misstatement arises from an item capable of
precise measurement or whether it arises from an estimate and, if so, the degree of
imprecision inherent in the estimate;
Whether the related actual (or potential) misstatement masks a change in earnings or
other trends;
Whether the related actual (or potential) misstatement changes a loss into income or vice
versa; and
Whether the related actual (or potential) misstatement involves concealment of an
unlawful transaction.

5

File No. PCAOB-2004-03 Page No. 488

Proposed Evaluative Criteria – Actual or Potential Significance of the Deficiency
When evaluating the significance of a deficiency (or combination of deficiencies) the
following criteria should be used as a guide to determine whether the deficiency (or
combination of deficiencies) is significant (or has the potential to become significant) as it
relates to the annual or interim financial statements of the relevant registrant:
Does the deficiency (or combination of deficiencies) concern information related to the
registrant that would cause a reasonable investor to make a different decision with
regard to the purchase of the registrant’s securities (either debt or equity)?
- Does the deficiency (or combination of deficiencies) significantly affect the reported
earnings or financial strength ratings of the registrant? A deficiency affecting
reported earnings but not the financial strength of the registrant may not affect the
investing decisions of a holder of the registrant’s debt securities.
Are the financial statements filed by the registrant for a specific purpose (e.g. are they
required to support the issuance of certain products – e.g. variable insurance policies)?
- If so consider how the purchasers of those products would view the deficiency in
light of what information they consider important to their investment decision.
Determine whether the deficiency (or combination of deficiencies) could significantly
affect the registrant’s financial strength ratings.
- Does the deficiency significantly affect the registrant’s regulatory capital ratios, if
any?
- Does the deficiency significantly affect the registrant’s asset/liability management,
asset quality, liability duration, or key financial strength measures?
- Does the deficiency (or combination of deficiencies) significantly affect the run-rate
of the registrant’s business operations?

I can be reached at (847) 402-2213 if you would like to discuss the contents of this letter.
Sincerely,

Samuel H. Pilch

Samuel H. Pilch
Controller
The Allstate Corporation
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AMERADA HESS CORPORATION
(212) 997-8500 TELEPHONE
(212) 536-8141 FAX

1185 AVENUE OF THE AMERICAS
NEW YORK, NY 10036

November 21, 2003
Office of the Secretary
Public Company Accounting Oversight Board
1666 K Street, N.W.
Washington, DC 20006-2803

Re: PCAOB Rulemaking Docket Matter No. 008
Dear Ladies and Gentlemen:
We are pleased to respond to the proposed auditing standard, An Audit of Internal
Control Over Financial Reporting Performed in Conjunction with an Audit of Financial
Statements. Amerada Hess Corporation (the Corporation) is a global, independent
energy company with worldwide exploration and production activities and domestic
refining and marketing operations.
Specific responses to certain of the Board’s questions are attached in Appendix 1. Our
responses are keyed to the numbered question in the request for public comment. We
agree with the proposed auditing standard as drafted for those areas where we have
not responded to one of the Board’s questions. Provided below are general
observations on the proposed auditing standard:
o We believe the proposed auditing standard requires duplication of work by an
independent auditor and management not contemplated by Congress when it
passed Section 404(b) which requires an independent auditor to attest to, and
report on, the assessment made by management of the issuer. We believe
there is a difference in the elements of work that management must do to
establish and report on processes and controls and the work done by the
independent auditor when attesting to management’s assessment.
The proposed auditing standard provides significant guidance for auditors in
determining the scope of work necessary to support the required attestation.
The guidance for management’s assessment seems to create a duplication of
work. The proposed standard appears to not only require management to
document all significant processes and controls and perform walkthroughs but
also requires management tests of all key controls to support its assessment.
The auditor is required to review management’s documentation of significant
processes and controls, perform independent walkthroughs and perform similar
tests of all key controls to support the auditor’s conclusion. We do not believe
the standard should require management and its auditor to perform similar
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testing on all key controls. While this duplication adds costs it does not seem to
add additional support to the auditor’s attestation. This duplication appears
inconsistent with the Section 404 (b) requirement to have auditors attest only to
management’s assessment. We understand the Board’s desire to have an
integrated audit and have separate audit opinions for the financial statements
and the internal controls over financial reporting. We therefore believe the
testing of key controls should be performed solely by the auditor in accordance
with requirements established in the auditing standard. Guidance for
management’s evaluation of the effectiveness of internal control should exclude
the need for duplicate testing. Management should be required to design
effective control processes, including monitoring controls, document all
significant processes and controls and the effectiveness of controls should be
evaluated solely by the performance of a walkthrough and the ongoing daily or
periodic monitoring of the processes.
o If the proposed auditing standard is adopting substantially in its current form to
require duplicate testing by management and the auditor, the requirement for
the independent auditor to obtain sufficient evidence about the design and
operating effectiveness of controls related to all financial statement assertions
for all significant accounts and disclosures in the financial statements will cost
significantly more than the benefit gained by implementing such a standard.
We believe the independent auditor should be able to use professional
judgment when determining the scope of work in an audit of internal control
over financial reporting. Specifically, we believe the final auditing standard
should permit the independent auditor to rely to a greater extent on work
performed by internal audit and others and the outcome of procedures
performed in conjunction with the audit of the financial statements, particularly
in the areas of disclosures, significant estimates and significant non-routine
transactions.
o We believe the independent auditor should not be required to evaluate the
effectiveness of the audit committee. Rather we believe the independent
auditor should consider its view of the audit committee’s effectiveness when
determining the scope of work in an audit of internal control over financial
reporting.
*******
Thank you for considering our views. We would be pleased to answer any questions or
discuss these issues further. I can be reached at (212) 536-8550.

Very truly yours,
/s/ John Y. Schreyer
John Y. Schreyer
Executive Vice President
and Chief Financial Officer

File No. PCAOB-2004-03 Page No. 491

Appendix 1

Responses to Questions
We have responded to questions 6, 12, 13, 14, and 15 assuming the proposed auditing
standard is adapting substantially in its current form to require duplicate testing by
management and the auditors.
6.

Is the scope of the audit appropriate in that it requires the auditor to both
evaluate management’s assessment and obtain, directly, evidence about
whether internal control over financial reporting is effective?
If the final standard requires an audit of internal control over financial reporting,
we believe the independent auditor should have the ability to exercise
professional judgment when determining the extent of direct evidence necessary
regarding the design and operating effectiveness of controls related to all
financial statement assertions for all significant accounts and disclosures in the
financial statements.

8.

Is it appropriate to state that inadequate documentation is an internal control
deficiency, the severity of which the auditor should evaluate? Or should
inadequate documentation automatically rise to the level of significant deficiency
or material weakness in internal control?
We believe inadequate documentation should not automatically rise to the level
of significant deficiency or material weakness. The focus should be on the
existence of effective operating controls. Documentation by itself does not
contribute to the prevention or detection of material misstatements in the
financial statements.

10.

Is it appropriate to require that the walkthrough be performed by the auditor
himself or herself, rather than allowing the auditor to use walkthrough procedures
performed by management, internal auditors or others?
We believe the independent auditor should be able to rely on walkthrough
procedures performed by internal audit, and in limited circumstances,
management.

11.

Is it appropriate to require the auditor to obtain evidence of the effectiveness of
controls for all relevant assertions for all significant accounts and disclosures
every year or may the auditor use some of the audit evidence obtained in
previous years to support his or her current opinion on management’s
assessment?
We do not believe it is necessary to obtain evidence for all relevant assertions
for all significant accounts and disclosures every year. Evidence obtained in
prior years plus the outcome of procedures performed in conjunction with the
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audit of the financial statements should be considered in determining the level of
work to render an opinion on internal control over financial reporting.
12.

To what extent should the auditor be permitted or required to use the work of
management and others?
We believe auditor judgment should determine the extent to which the work of
others is relied upon. Factors to consider include the quality of the control
environment and the competency and independence of the individuals
performing the work.

13.

Are the three categories of controls and the extent to which the auditor may rely
on the work of others appropriately defined?
We agree with the three categories of controls. However, we do not believe it is
cost effective to require management and the independent auditor to separately
test IT general controls every year.

14.

Does the proposed standard give appropriate recognition to the work of internal
auditors? If not, does the proposed standard place too much emphasis and
preference on the work of internal auditors or not enough?
We believe the proposed standard does not give enough recognition to the work
of internal audit. The independent auditor should assess the capabilities and
independence of internal audit in determining the level of reliance to be placed
on internal audit’s work.

15.

Is the flexibility in determining the extent of reperformance of the work of others
appropriate, or should the auditor be specifically required to reperform a certain
level of work (for example, reperform tests of all significant accounts or reperform
every test performed by others that the auditor intends to use)?
We believe the independent auditor should use professional judgment in
determining the extent of reperformance of work performed by others.

18.

Do the examples in Appendix D of how to apply these definitions in various
scenarios provide helpful guidance? Are there other specific examples that
commenters could suggest that would provide further interpretive help?
We do not believe the examples in Appendix D provide helpful guidance. We
believe management and its auditor should determine if a deficiency is a
significant deficiency or a material weakness using the definitions provided in
paragraphs 7 through 9. These definitions should be applied to the specific facts
and circumstances of the individual deficiency. We appreciate the Board’s desire
to provide additional guidance, however we believe the use of the limited fact
patterns in the examples may create inappropriate minimum thresholds for
significant deficiencies and/or material weaknesses.
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22.

Is it appropriate to require the auditors to evaluate the effectiveness of the audit
committee’s oversight of the company’s external financial reporting and internal
control over financial reporting?
As stated in our opening comments, we do not believe it is appropriate to
require the independent auditor to evaluate the effectiveness of the audit
committee due to the inherent conflict of interest caused by the audit
committee’s role to hire, fire and set the fees for the independent auditor.

24.

If the auditor concludes that ineffective audit committee oversight is a material
weakness, rather than require the auditor to issue an adverse opinion with regard
to the effectiveness of the internal control over financial reporting, should the
standard require the auditor to withdraw from the audit engagement?
We do not believe the standard should require the auditor to withdraw from the
engagement in that situation, although the auditor may choose to do so.
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November 21, 2003

Office of the Secretary
Public Company Accounting Oversight Board
1666 K Street, NW
Washington, DC 20006-2803
Re:

PCAOB Rulemaking Docket Matter No. 008
Proposed Auditing Standard – An Audit of Internal Control Over Financial Reporting
Performed in Conjunction With an Audit of Financial Statements

Dear Sir or Madam:
America’s Community Bankers (“ACB”)1 is pleased to comment on the proposed auditing
standard for attestation engagements required by Section 404(b) and Section 103(a)(2)(A) of the
Sarbanes-Oxley Act of 2002 (“Sarbanes-Oxley”) issued by the Public Company Accounting
Oversight Board “PCAOB”.2
Sarbanes-Oxley was passed to strengthen public company corporate governance and financial
disclosure in an effort to restore investor confidence in the public markets. To further the public
interest in the preparation of complete and accurate public company audit reports, SarbanesOxley mandated the creation of the (“PCAOB”) to oversee and regulate the public company
auditing profession. The proposed standard would establish professional guidelines to govern
the independent auditor’s attestation of and reporting on management’s assessment of the
effectiveness of internal control over financial reporting.

1

America's Community Bankers represents the nation's community banks. ACB members, whose aggregate assets
total more than $1 trillion, pursue progressive, entrepreneurial and service-oriented strategies in providing financial
services to benefit their customers and communities.
2
Pub. L. 107-204 (2002).
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ACB Position
The PCAOB’s proposed auditing standard would add burdensome, conflicting, and overlapping
requirements on community banks. ACB believes that section 404 was meant to mirror the
similar requirements imposed on financial institutions by the Federal Deposit Insurance
Corporation Improvement Act of 1991 (“FDICIA”).3 FDICIA, which has been in place for 12
years, requires management of depository institutions with $500 million or more in assets to
assess the effectiveness of the institution’s internal control structure.4 The institution’s
independent public accountant must examine, attest to, and report separately on, management’s
assessment. The federal banking regulators have never interpreted this legislative language to
require an independent audit of the effectiveness of the internal control structure, as is being
proposed by the PCAOB. Congress was aware of the process used to comply with FDICIA, but
still adopted almost identical language in section 404(b) of Sarbanes-Oxley to describe the
responsibility of the public auditor.
We believe that the PCAOB should conform the standard to the requirement mandated by
Congress by requiring an attestation only of management’s assessment of the internal control
structure to avoid duplication of work and unnecessary expense. If the PCAOB adopts the
proposal to require an audit of internal control over financial reporting, the PCAOB should
exempt from that requirement insured depository institutions that are regularly examined and
subject to continuing supervision by federal banking regulators. The PCAOB should recognize
the significant and substantial protections afforded to depositors and investors by the banking
laws and establish a standard for depository institutions that mirrors the standard in FDICIA that
only requires an attestation of management’s evaluation of internal control over financial
reporting.
ACB also has concerns with the following provisions of the proposal:
•
•
•
•

The requirement that the auditor conduct evaluations of the internal control structure over
financial reporting be conducted on a quarterly basis.
The requirement that the external auditor evaluate the effectiveness of the audit committee’s
oversight of the company’s financial reporting and internal control structure.
The requirement that the external auditor limit the use of testing performed by management
and others in a number of areas.
The lack of adequate guidance regarding attestation procedures for small and medium-size
businesses.

Attestation of Management’s Assessment of Internal Control
In its proposed auditing standard, the PCAOB proposes to adopt an unnecessary and significantly
expanded interpretation of the Sarbanes-Oxley requirements. Two sections of Sarbanes-Oxley
3
4

Pub. L. 102-242 (1991).
12 U.S.C. § 1831m and 12 C.F.R. Part 363.
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address the attestation of management’s assessment of the internal control structure. Section
103(a)(2)(A) stipulates that the PCAOB develop an auditing standard that would require the
external auditor to “describe in each audit report the scope of the auditor’s testing of the internal
control structure and procedures of the issuer, required by section 404(b)….” Following this
wording, Section 404(b) of Sarbanes-Oxley directs public company auditors to “attest to, and
report on, the assessment made by management.” However, the PCAOB is proposing that the
auditor perform a detailed integrated audit of internal control and financial statements and opine
directly on the effectiveness of internal controls.
An attestation traditionally refers to a process in which the auditor provides a conclusion about
the reliability of management’s written assertion, while an audit traditionally involves
examination of the financial statements. There is a very distinct difference between the two that
was recognized by Congress. Requiring an independent audit of internal control over financial
reporting will be duplicative of work performed by a company’s internal audit function and
senior management and will ultimately be very costly and burdensome. Public company auditors
will interpret their responsibilities under the standard quite broadly and, in an effort to avoid
future liability, will err on the side of doing too much, rather than not doing enough. This would
be understandable in light of recent corporate scandals and the collapse of Arthur Andersen.
However, the public auditors will be adequately compensated for this work at a significant cost
to public companies and their shareholders.
We urge the PCAOB to reconsider whether a separate audit of internal controls is really
necessary and scale back these standards to a reasonable level of inquiry that allows an auditor to
opine on the conclusions reached by management. There are other requirements recently put in
place that will protect the investing public and that make a more burdensome standard
inappropriate. For instance, the chief executive officer and chief financial officer must certify
each quarter as to the accuracy of the company’s financial statements and their responsibility for
establishing and maintaining internal controls.5 They also must certify that the internal controls
have been designed to provide reasonable assurance about the reliability of the financial
statements and that they have evaluated the effectiveness of the internal controls. The
certifications with regard to the compliance of the periodic filing with the Securities Exchange
Act of 1934 are made under the threat of criminal liability if the officer knowingly makes a false
certification.
ACB believes that the standard adopted by the banking regulators under FDICIA of requiring an
attestation of management’s assessment of internal controls, as provided for in section 36 of the
Federal Deposit Insurance Act and implemented by Part 363 of the Federal Deposit Insurance
Corporation,6 should be adopted as the standard under the plain language of section 404(b) of
Sarbanes-Oxley. If the PCAOB does not believe that this standard is appropriate for all public
companies, it should at least acknowledge the comprehensive scheme of regulation and
examination that governs depository institutions and their holding companies and exempt these
institutions and holding companies from the more burdensome requirement of an independent
internal control audit. Insured depository institutions are required to have internal controls,
5

Sections 302 and 906 of Sarbanes-Oxley; Final Rule: Certification of Disclosure in Companies’ Quarterly and
Annual Reports, 67 Fed. Reg. 57276 (Sept. 9, 2003).
6
12 U.S.C. § 1831m and 12 C.F.R. Part 363.
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information systems and an internal audit function adequate and appropriate for the institution’s
size and the nature and scope of its activities.7 An institution’s compliance with these safety and
soundness requirements is subject to regular examinations by the federal bank regulators.8

Quarterly Reviews
The proposed standard outlines some responsibilities that the auditor would have for evaluating
management’s section 302 disclosures about internal control over financial reporting. ACB
opposes the requirement that the auditor perform limited procedures on a quarterly basis to
confirm that management’s disclosures are complete. Quarterly evaluations are not mandated by
Sarbanes-Oxley. Section 404 of Sarbanes-Oxley requires that annual reports include an internal
control report and that the independent auditor attest to, and report on, this annual assessment.
ACB believes that quarterly evaluations would be impractical, time-consuming, and costly. The
experience of the banking industry under FDICIA has shown that an annual auditor review of
management’s evaluation of internal controls is quite adequate.
Evaluation of the Audit Committee
The proposed standard would require the independent auditor to evaluate the effectiveness of the
audit committee’s oversight of the company’s financial reporting and internal control over
financial reporting. This would create serious conflict of interest issues for the auditor and the
audit committee. Among the most important goals of Sarbanes-Oxley was to strengthen the role
of the audit committee in overseeing the auditor. The audit committee is now specifically
responsible for hiring and compensating the external auditor. The proposed requirement will, in
effect, dilute the power of the audit committee and may lead to inadequate oversight in an effort
to ensure a satisfactory evaluation. The auditor, on the other hand, may be reluctant to issue a
harsh evaluation of the committee that is responsible for his or her hiring and compensation.
Furthermore, there are no objective criteria or adequate guidelines for the auditor to use to
evaluate the audit committee. The evaluation would be completely subjective and based on each
auditor’s opinions and beliefs on how an audit committee should function. We believe that the
review of the effectiveness of the audit committee, at least for regulated financial institutions, is
more properly left to the federal banking agencies.
Reliance on the Work of Others
The proposed standard addresses the auditor’s use of testing performed by management and
others and limits this use in a number of areas, including controls over the period-end financial
reporting process and certain information technology general controls. The inability to use the
testing performed by management to the fullest extent possible, together with requiring the
auditor to conduct walkthroughs of the company’s significant processes, would result in
unnecessary cost and burden. The external auditor’s responsibility should be to obtain a
thorough understanding of the processes in place and evaluate if, and to what extent, he or she
7

12 U.S.C. § 1831p-1; 12 C.F.R. Parts 30, 364, and 570, and Appendix D-1 to Part 208.
See, for example, section 355 of the Office of Thrift Supervision’s Thrift Activities Handbook, available at
www.ots.treas.gov
8
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can rely on the work performed by management and others by considering the factors discussed
in paragraph 103 of the standard. The company’s professional and independent audit staff,
especially in the highly technical areas like IT controls, may be better suited than the external
auditor to understand the internal accounting controls and how they perform. The external
auditor’s task should be to determine whether he or she can rely on the work performed by the
company’s professional staff.
If a walkthrough has been sufficiently performed and documented by the company’s internal
auditors, there is no reason for duplicating their work. This is particularly true in the case of
financial institutions, which are required by banking law and regulation to have an internal audit
function and that function is evaluated during safety and soundness examinations. The PCAOB
itself acknowledges the importance of internal audit by indicating in paragraph 108 of the
standard that the auditor may be able to use the results of procedures conducted by internal
auditors to a greater extent than the results of procedures performed by others.
Guidance for Small and Medium-Size Companies
ACB is particularly concerned about the effect of the proposed auditing standard on small and
medium-sized community banks. The PCAOB states that it is sensitive to the possible effects of
the auditing standard on small and medium-size businesses. However, the PCAOB does not
offer any specific examples that might serve as guidelines for reviewing internal controls for
these companies. The external auditor is left to decide what constitutes an acceptable review and
will most likely take a conservative approach. The PCAOB also does not indicate what
constitutes a small or medium-size company.
The PCAOB should provide more specific guidance to auditors in evaluating internal controls at
small and medium-size companies. As a preliminary matter, the PCAOB should define these
companies. An approach would be to define these companies as those that are not considered
“accelerated filers” under the rules of the Securities and Exchange Commission (“SEC”). The
SEC defines an accelerated filer as a company that (i) has a common equity public float of at
least $75 million; (ii) has been subject to the reporting requirements of the Securities Exchange
Act for a period of at least 12 months; and (iii) has filed at least one annual report as a public
company.9
Small and medium-sized businesses will find the extensive walkthroughs, quarterly evaluations,
and other requirements in the proposed standard to be prohibitively burdensome and costly. This
is especially true for small community banks, which, in addition to the lack of resources that
larger banks possess, might not have ready access to auditors experienced in attestation
procedures. The requirements would only add to already increasing costs and would likely
decrease the competitiveness of these institutions. The PCAOB should provide specific
examples of how the external auditor should address the issues particular to small and mediumsize businesses and how the attestation process for those companies would differ from that used
for larger companies. For example, the requirements for the walkthroughs could be scaled back
and the auditor could be given more leeway to rely on the testing performed by management.
9

17 C.F.R. § 240.12b-2.
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Also, the PCAOB could provide guidance on the review that is expected when there cannot be
complete segregation of duties because of the limited staff resources at many smaller companies.
While we appreciate the PCAOB’s efforts to recognize the special circumstances of small and
medium-size companies, more specific guidance in this area is needed to limit the cost and
burden of the attestation for community banks.
Conclusion
ACB believes that many aspects of the proposed standard would be unnecessarily costly and
burdensome. The standard goes beyond what is required by Sarbanes-Oxley by requiring an
integrated audit of internal control and financial statements. Quarterly evaluations and limits on
the use of testing performed by others will multiply the cost of the audit and the requirement to
evaluate the audit committee will create conflicts of interest. If the PCAOB adopts the standard
as proposed, exceptions should be made for depository institutions in light of the existing
substantial oversight of those institutions by federal banking agencies.
ACB appreciates the invitation to comment on this issue. If you have any questions about our
comments, please do not hesitate to contact me. You can also contact ACB’s Senior Regulatory
Counsel, Diane Koonjy, at (202) 857-3144 or via e-mail at dkoonjy@acbankers.org, and
Accounting and Financial Management Specialist, Dusan Jovanovic at (202) 857-3158, or via email at djovanovic@acbankers.org.
Sincerely,

Charlotte M. Bahin
Senior Vice President, Regulatory Affairs
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American Accounting Association ♦ Auditing Section
Auditing Standards Committee

November 17, 2003
Office of the Secretary
Public Company Accounting Oversight Board
1666 K Street, N.W.
Washington, D.C. 20006-2803
RE: Invitation to Comment on PCAOB Rulemaking Docket Matter No. 008
Dear PCAOB:
The Auditing Standards Committee (ASC) of the Auditing Section of the American
Accounting Association welcomes the opportunity to comment on the proposed auditing
standard, An Audit of Internal Control Over Financial Reporting Performed in
Conjunction With An Audit of Financial Statements. Overall, we believe that the
proposed auditing standard is very clear and quite sound in its logic and requirements.
We commend the PCAOB for its thoughtful consideration of the many issues involved in
reporting on internal control.
The comments below are organized around the 31 questions posed in Release No. 2003017. We conclude with other comments that are not directly tied to the questions posed.
We particularly call your attention to the following issues, as they reflect our most
substantive suggestions:
•
•
•
•
•
•
•
•

Controls in smaller companies (question 4)
Reliance on the work of others (question 13)
Definition of significant deficiency and material weakness (question 17)
Evaluating the audit committee’s oversight (questions 22-24)
“Except for” opinions (question 26)
Controls over quarterly reports (question 31)
The definition of internal control over financial reporting (other comment #1)
Heavy focus on control activities (other comment #2).

1
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No.
1

Question Topic
Use of “audit of
internal control
over financial
reporting”

Response
Based on the content of the proposed standard, we believe that this
terminology appropriately conveys the nature of the auditor’s work.
However, we do believe that it is important to prominently highlight
that the auditor is attesting to management’s assertion about internal
control effectiveness. If this notion is not prominently highlighted, we
believe that there is the potential for an expectation gap to be created
(e.g., some may believe that the auditor is almost solely responsible
for statements regarding the company’s internal control over financial
reporting).

2

Prohibiting
internal control
audit in absence
of financial
statement audit

We believe that it is appropriate to require the auditor performing an
internal control audit also to perform the financial statement audit.
The knowledge gained in the financial statement audit is a key input to
the internal control audit.

3

Requiring only
work
comparable to a
financial
statement audit

We prefer the requirement that the auditor actually perform the
financial statement audit, as this will better ensure that the auditor has
more complete information about the quality of the company’s
financial statements and disclosures.

4

Internal control
in small
companies

We have significant concerns with the discussion of internal control in
smaller public companies. Research (see Beasley, Carcello, and
Hermanson, Fraudulent Financial Reporting: 1987-1997, An Analysis
of U.S. Public Companies, COSO, 1999) indicates that financial
statement fraud among U.S. public companies is concentrated among
smaller companies, those with assets and revenues under $100
million. In addition, in over 80% of public company fraud cases, the
CEO and/or CFO were implicated in the fraud. However, a pervasive
theme of the discussion in the proposed standard is that oversight by
ethical top managers may reduce the need for “elaborate internal
control systems” in smaller companies. Since small-company
accounting fraud typically is perpetrated by CEOs and CFOs, we are
concerned that executive-level oversight in such organizations may
provide very little protection and may give auditors a false sense of
security. In a sense, to prevent fraud, the auditor would be relying on
the oversight of the most likely perpetrators. As a result, we question
the extent to which executive-level oversight can be an effective
substitute for more traditional internal controls.
On a related note, if an auditor were to conclude that ethical,
executive-level oversight was an appropriate substitute for more
extensive internal control systems in a small company, we believe that

2
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it would be imperative for the auditor to perform significant
procedures to assess the ethical orientation of the executives. In the
absence of a specific requirement along these lines, we are concerned
that many auditors may be inclined to simply state that their small
audit clients have effective controls because the CEO and/or CFO are
keeping a close eye on the day-to-day operations – without any formal
assessment of whether it is reasonable to rely on the oversight of these
individuals. We recognize that there are requirements to evaluate the
control environment, but we suggest being quite explicit about the
auditor’s responsibility for assessing top management integrity and
values in cases where management oversight is being viewed as an
effective form of internal control.
Overall, given the concentration of fraud in smaller public companies
(and apparently committed largely by CEOs and CFOs), we would
strongly prefer to see more focus on formal internal controls in
smaller companies. This focus on small company internal controls
would be consistent with the SEC’s and stock exchanges’ decision
ultimately to extend recent audit committee reforms to most public
companies, rather than exempting those companies with market
capitalizations under $200 million.
5

Specifying level We believe that a general statement about the level of competence and
of competence
training would be appropriate. We recommend including language
and training
such as “sufficiently” trained and experienced within the body of the
standard. Given that the PCAOB conducts quality reviews of
registered firms, we recommend avoiding specific guidelines and
instead recommend that the Board focus on competence and training
in its quality control efforts.

6

Scope of audit
of internal
control

We agree with the proposed scope of the audit of internal controls. We
believe that it is important for the auditor to obtain direct evidence on
the effectiveness of internal controls in addition to evaluating
management’s assessment method.

7

Criteria for
evaluating
management
documentation

We believe that it is appropriate to provide criteria for evaluating
management’s internal control documentation. Sound documentation
is the first step to understanding controls and ultimately assessing their
effectiveness. We do encourage the Board to provide examples that
auditors could refer to when evaluating management’s documentation.

3
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8

Inadequate
documentation
as deficiency,
significant
deficiency, or
material
weakness

We appreciate the need for auditor judgment in this area and do not
believe that inadequate documentation should automatically rise to the
level of a significant deficiency or material weakness.
Inadequate documentation, and the deficiencies associated with it,
should be assessed on a case-by-case basis by the auditor. As a
practical matter, we believe that inadequate documentation, in many
cases, will rise to at least the level of a significant deficiency. If the
controls are not properly documented (i.e., not properly understood by
management), then it seems there would be at least “more than a
remote likelihood that a misstatement of the annual or interim
financial statements that is more than inconsequential in amount will
not be prevented or detected.”

9

Requiring
walkthroughs

We strongly agree with the requirement regarding walkthroughs.
However, it would be helpful to provide more guidance about the
extent of walkthroughs. For example, is one walkthrough for each
significant process sufficient (see paragraphs 79-83)? Also, additional
guidance on how to perform walkthroughs for control environment
issues would be helpful. Finally, we suggest including more explicit
language regarding where walkthroughs should begin. Because many
information systems at public companies are interconnected and
driven by relational databases, identifying the starting point might be
difficult. We are concerned that auditors will start the walkthrough at
the point where traditional accounting transactions begin, without
moving backwards in the process to where the transaction is first
initiated. As an example of the complexities involved, under many of
the strategic alliance agreements that exist, companies interface their
information systems such that transactions initiate at another entity. In
such cases, we suggest requiring auditors to begin walkthroughs at
alliance partner locations when necessary to understand relevant
controls that impact financial reporting.

10

Requiring
walkthroughs to
be performed
by auditor
himself or
herself

We agree with requiring the auditor to perform the walkthrough
himself or herself.

4
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11

Obtaining
evidence of
control
effectiveness
each year
versus using
prior year
evidence to
support current
year conclusion

We agree that “each year’s audit must stand on its own.” Information
from prior-year audits (particularly related to control design) may be
an important input into the current year audit, but we do not believe
that it can provide the basis for the current year opinion. The same is
true for financial statement audits – last year’s substantive testing of
Accounts Receivable does not allow the auditor to skip Accounts
Receivable this year. However, the extent of evidence needed should
be reduced if the auditor is comfortable that no significant changes
occurred in the design or implementation of a control from a prior
year. Finally, we are unclear about the substance of the change to
“relevant assertions” from “significant controls” and how this resolves
the “so-called ‘rotating tests of controls’ issue.” We suggest that the
Board more clearly explain this issue.

12

Using the work
of management
or others

We do not believe that the auditor ever should be required to use the
work of others, and we believe that reliance on such work should
always be permitted (although the extent of reliance may be required
to vary – see question 13 below). We encourage the Board to consider
more carefully defining what constitutes the work of management and
others, including a listing of “other” parties who may be considered
appropriate.

13

Appropriateness
of three
categories of
controls and
extent of
auditor reliance
on others

The three-tiered approach described in the standard (i.e., controls for
which auditor cannot rely, controls for which auditor’s reliance is
limited, and controls for which auditors can rely) generally seems
appropriate. However, we are not fully supportive of having a no
reliance category. We understand that some controls (like those in the
control environment) are critical. However, even for these critical
controls, we believe that the auditor should be able to gain some
assurance from work performed by management/internal audit.
Granted, the external auditor would need to carefully limit reliance in
these areas, but should not be completely prohibited from some degree
of reliance. Further, we wonder whether it makes sense to discuss the
reliance issue from the perspective of the work performed at interim
vs. the “as of” date. For example, to what extent can an auditor rely on
interim work by others that is supplemented with the auditor’s own
work at year-end?

14

Appropriateness
of recognition
of internal audit
work

We believe that the recognition of internal audit is adequate. However,
as indicated above, we do not believe it is appropriate to completely
prohibit reliance on internal audit’s work in some areas, if in fact they
have met the quality standards put forth in SAS No. 65.

5
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15

Appropriateness
of flexibility in
determining
reperformance
of others’
testing

Overall, allowing flexibility in determining the extent of
reperformance seems appropriate. Using professional judgment,
auditors should be able to decide how much work to reperform, and
the conditions under which they should reperform the work. Further,
this flexibility should be helpful in terms of concerns about fraud
detection – if reperformance is “random” or based on auditors’
perceptions about client risk or internal control weaknesses, then there
is more of a “surprise” element to the internal control audit, which we
believe is appropriate. Having said this, we note that an earlier report
by the POB suggested that the level of testing of internal auditors’
work when relied upon in a financial statement audit was inadequate
in many of the audits they reviewed. Without being specific as to
testing requirements (e.g., reperform some tests of all significant
accounts) we have some concern that reperformance levels may be too
low. We encourage the Board to rely on its quality reviews of
registered firms to assess the sufficiency of reperformance and to
provide more specific guidance if needed.

16

Auditor
obtaining the
principle
evidence

We agree that the auditor should obtain the principle evidence, but we
encourage the Board to more carefully define the concept of principle
evidence.

17

Definitions of
significant
deficiency and
material
weakness

We have some concerns related to these definitions. First, we
anticipate uneven application/interpretation of these definitions.
Perhaps moving to a model using terms such as “low, medium, or
high” risk of misstatement would result in more consistent application,
given that these are commonly-used terms. Second, we are concerned
that negotiations between auditors and clients will result in some
weaknesses being “bargained down” to significant deficiencies so they
will not be publicly disclosed. As a result, we wonder whether there
would be merit to requiring public disclosure of both significant
deficiencies and material weaknesses.

18

Examples in
Appendix D

We found these examples to be helpful. However, we would like to
see some discussion about the example of a material misstatement in
the financial statements not being initially identified by the company’s
internal controls. Often, material misstatements identified by the
external auditor are in the accounts which are estimates (e.g.,
allowance for doubtful accounts). Would misstatements identified by
the auditor for these accounts be considered significant deficiencies
(and possibly material weaknesses)? Or would it depend on whether
the process management used to come up with the estimate was
reasonable? Providing more discussion on this topic would be useful.

6
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19

Necessity of
evaluating all
internal control
deficiencies

We agree that all internal control deficiencies need to be evaluated. In
addition, we recommend that the Board consider utilizing the risk
management literature (as COSO has done for its Enterprise Risk
Management Framework) to help in making these assessments.
Auditors can assess the probability and magnitude of the risk of
material misstatement given the control weakness as inputs into
determining the severity of the control deficiency. Auditors can base
their evaluation of the deficiency on measures such as the expected
impact of the deficiency (computed as probability of misstatement
times the impact). The assessments of severity ultimately should be
based on professional judgment, but utilizing a framework to help in
making that judgment helps to improve consistency.

20

Communicating
all internal
control
deficiencies to
management in
writing

We agree that all internal control deficiencies need to be reported to
management in writing.

21

Strong
indicators of
material
weakness

We agree that these factors all reflect likely material weaknesses.
However, we are concerned that the list of circumstances in paragraph
126 of the standard might lead to auditors not considering other
circumstances. We recommend that the Board include language at the
beginning of the paragraph very clearly stating that other
circumstances may exist that should lead auditors to the same
conclusion.

22

Appropriateness
of auditor
evaluation of
audit committee
oversight

We believe that it is appropriate for the auditor to evaluate the
effectiveness of audit committee oversight – as part of both the
internal control audit and the financial statement audit. Research
clearly indicates that stronger audit committees are associated with
reduced financial reporting risk. In addition, the literature (e.g.,
Beasley 1996 and others) also draws a strong linkage between overall
board quality, particularly independence, and the risk of financial
reporting problems. As a result, we encourage consideration of
whether the auditor also should be specifically required to evaluate the
overall board’s oversight effectiveness when performing internal
control or financial statement audits.
Having said this, we do appreciate the practical and other concerns
(see question 23 below) related to this requirement. In light of these
concerns, one radical and perhaps cost-prohibitive suggestion is to
require a second audit firm to perform the audit committee assessment
on a less frequent basis (e.g., every 3 – 5 years).

7
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23

Ability of
auditors to
effectively carry
out
responsibility to
evaluate audit
committee

We anticipate that this requirement could raise some significant issues
in practice. The audit committee will both hire and be evaluated by the
auditor. It certainly would be awkward in situations where the auditor
concludes that the audit committee’s oversight is ineffective,
especially since this would be a specific criticism of the three or four
members of the audit committee. In the past, investors were concerned
that the auditor was hired by management and audited management’s
books. In a sense, that has been replaced by the auditor being hired by
the audit committee and auditing the audit committee’s oversight. In
both instances, there is a conflict of interest for the auditor that must
be recognized and managed.
In today’s environment, many investors may not believe that auditors
can effectively carry out this responsibility from an appearance
standpoint, if not from a fact standpoint. We call the Board’s attention
to press reports associated with the release of this proposed standard.
Articles in major publications quickly noted that auditors would be
evaluating those who hire and fire them.
Going beyond the human/perception issues, we wonder whether there
are liability concerns that may substantially limit the instances where
an auditor cites ineffective audit committee oversight as a material
weakness. For example, would an adverse internal control opinion
citing inadequate audit committee oversight trigger shareholder suits
against the directors? We encourage careful consideration of such
issues.

24

Implications of
audit committee
representing
material
weakness

Given the concerns expressed in question 23 above, as a practical
matter, we believe that the most likely outcome is that auditors simply
will not accept/continue serving audit clients whose audit committees
are ineffective. We would expect to see very few internal control
opinions that cite inadequate audit committee oversight.
Also, we question how requiring an auditor who has knowledge of a
material weakness (sufficient to issue an adverse opinion) to withdraw
from an engagement serves the public interest. Under the general
standard of due professional care, we argue that an auditor with
knowledge of ineffective audit committee oversight should issue an
adverse opinion rather than be required to withdraw.

25

Material
weakness
requiring
adverse opinion
from auditor

We strongly agree that the presence of a material weakness must
result in an adverse internal control opinion. In addition, we
recommend that the Board discuss more explicitly in the standard the
extent to which companies can fix controls that have been identified
as significantly deficient in order to avoid an adverse opinion. For
audits of financial statements, the threat of an adverse opinion

8
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traditionally has served as an important control to ensure that financial
statements are corrected prior to being issued to the public. Based on
our reading of the exposure draft, we are unclear on precisely to what
extent this process is possible when auditing management’s
assessment of internal control.
26

Appropriateness
of qualified
“except for”
auditor opinion

We do not believe that qualified “except for” opinions should be
allowed in the presence of material weaknesses because the definition
of material weakness states that there is “more than a remote
likelihood that a material misstatement of the annual or interim
financial statements will not be prevented or detected.” In such a case,
we believe that internal control is, by definition, not effective – the
company would not have “reasonable assurance regarding the
reliability of financial reporting.”
In addition, we are not convinced that internal control can be
compartmentalized very well. If there is a material weakness with one
aspect of internal control, it is possible that the effects of this issue
could permeate other areas. Again, overall internal control would not
be effective. Given the above concerns, our view is that the presence
of a material weakness should automatically result in an adverse
internal control opinion.
Finally, based on the spirit of the Sarbanes-Oxley Act in requiring
adverse opinions for any material weakness, it might be most
consistent to require disclaimers of opinion in any condition in which
a material scope limitation exists. Under this line of reasoning, there
would be no circumstances under which a qualified “except for”
opinion should be allowed.

27

Auditor
speaking
directly to
internal control
effectiveness
for nonstandard
opinions

We believe that requiring the auditor to speak directly to internal
control effectiveness in such situations provides the most informative,
least confusing reporting.

9
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If possible, it would be useful to add such guidance. For example,
could the audit firm help in documenting the client’s internal controls?
Could the audit firm provide guidance on the internal control
assessment process that management employs? We believe that many
companies are hoping to be able to look to their external auditors for
guidance on this whole process (including documentation
requirements, number of items to test, etc.). If there are activities that
the Board believes should not be performed, they should be specified
in the standard. Without specific guidance, some firms, offices, or
individuals may find themselves stepping over the line. Having said
this, if this suggestion would result in significant delays in issuing the
standard, then this issue could be addressed in subsequent standards.

28

Providing
specific
guidance on
independence
and internal
control-related
non-audit
services

29

Specific internal Please refer to question 28 above for some of the services that may be
control-related
prohibited.
non-audit
services to
prohibit

30

Auditor
responsibilities
for quarterly
certifications –
4th quarter
versus other
quarters

Please refer to question 31 below regarding concerns over quarterly
controls. In addition, we encourage the Board to work with the SEC to
reconsider the decision to shorten the period for when the quarterly
reports are due. Accounting firms were severely challenged when
trying to meet the shorter deadlines for one review. It seems quite
burdensome to potentially double the requirements on a quarterly
basis without enabling a sufficient amount of time to effectively
conduct both reviews.

31

Auditor
responsibilities
for quarterly
certifications –
appropriateness
of scope

We have a significant concern related to internal controls over
quarterly reporting, and we recognize that our concern actually ties
back to the wording in the Sarbanes-Oxley Act and related SEC rules.
Research (see Beasley, Carcello, and Hermanson, Fraudulent
Financial Reporting: 1987-1997, An Analysis of U.S. Public
Companies, COSO, 1999) indicates that financial statement fraud
among U.S. public companies often begins in quarterly financial
statements. A common pattern among the approximately 200 frauds
studied was a fraud beginning in the first quarter of year 1, growing
through the second, third, and fourth quarters of year 1, and then
progressing through the first three quarters of year 2 (the typical fraud
length was approximately two years, and a few frauds only involved
interim periods).
Our concern is that the 21-month fraud above would involve the
misstatement of seven periods’ financial statements (six quarters and
one annual period), but only one of these seven periods (the annual

10
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period) is directly covered by the internal control reporting
requirements (i.e., as of the end of the fiscal year). In other words, if
management and the auditor have an obligation only to assess internal
control effectiveness as of the end of the fiscal year, has the door been
left somewhat open to allow fraud to occur during the first three
quarters of the year? This may be the case if the controls over
preparation of the quarterly financial statements are not as extensive
or effective as the controls over annual financial statement
preparation. While the definitions of “significant deficiency” and
“material weakness” both refer to interim and annual misstatements,
we are unclear how interim reporting risks can be evaluated
effectively if controls over interim reporting are not extensively tested.
In light of these concerns, we encourage more consideration of how to
address internal control effectiveness in the first three quarters of the
year. Again, we do recognize the constraints of the Act and the related
SEC rules.

Other comments:
1. Definition of internal control – This comment also is offered recognizing that the
Board is operating within the constraints of the Sarbanes-Oxley Act and related
SEC rules on internal control reporting. The use of “internal control over financial
reporting” seems to imply that there are different controls over operations and
financial reporting. Under many of the information systems being utilized by
publicly-traded companies, a common information system is utilized for
operations and financial reporting. We suggest that the Board consider wording
along the lines that the assurance is over any controls at the organization that can
reasonably be expected to impact financial reporting. While this language change
may appear subtle, we recommend avoiding any language that suggests there are
multiple types of internal control. Rather, internal controls at an organization help
to manage various risks at the organization, some of which have a direct impact
on financial reporting. Other controls might only have an indirect impact on
financial reporting (e.g., a lagged impact or an impact on another part of the
organization that directly impacts financial reporting). While the standard
provides the definition of internal control over financial reporting in paragraph 6,
we are concerned that many controls related to key risks at the organization might
not be investigated. The source of this concern is deciding when an internal
control over financial reporting is initiated. For example, ineffective controls
related to the customer service business process might impact the estimation
process for warranties or recalls. However, under the proposed standard, it is not
clear whether this control would fall under the proposed definition. This same
problem is contained in the COSO (1992) framework that is used as background
for this standard in paragraphs 13-14.

11
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2. Heavy focus on control activities – The proposed standard seems to be focused
more on the control activities component of COSO than on the other components.
Our concern with this focus is that auditors are likely most familiar with the
control activities component of COSO and would probably benefit from more
direction, guidance, and examples related to the other four components of internal
control (especially those that focus on entity-wide controls, rather than those that
focus on initiating, recording, processing, and reporting transactions). For
example, in the paragraphs discussing documentation (beginning with paragraph
43), there is not a lot of guidance as to what would be included in the
documentation of the elements of the control environment (e.g., what should be
documented about integrity of management, management’s operating philosophy,
etc.?). Similarly, in Appendix B, all of the examples related to extent of testing
seem to focus on control activities. It would be helpful to have some examples for
control environment controls, and others. The same applies to the examples
provided in Appendix D.
3. Issues related to testing control effectiveness
a. The discussion in paragraph 85 mentions that procedures used to test
design effectiveness include inquiries, observations, and walkthroughs.
Should review of documentation be added to this list of procedures?
b. The tests discussed in the standard include inquiries of the client (see
paragraph 90). Based on our understanding of the approaches being used
by some client firms, some of the inquiry data are being obtained via
structured surveys. We believe that the readers of the standard could
benefit from some discussion about ensuring the validity of survey data,
designing appropriate survey instruments/questions, etc.
c. Paragraph 112 – Would it be useful to have some discussion as to the
appropriateness of describing an identified exception as an “isolated
instance?” We are concerned that some auditors may be too quick to
consider an item isolated.
4. Other minor/editorial comments:
a. Paragraph 22, 2nd bullet – We encourage additional explanation of this
point. Our concern is that practitioners will not understand what types of
qualitative factors to consider.
b. Paragraph 24 – This paragraph relates to the control environment.
However, one of the bullet points indicates “company’s risk assessment
process.” Under COSO, the risk assessment process is not part of the
control environment, but is a separate component of internal control. In
addition, we wonder whether internal audit activity typically is identified
as part of the control environment.
c. Paragraph 50, 3rd bullet – It might be useful to elaborate on the last
sentence. Could examples be provided?
d. Paragraphs 85 and 87 – We encourage more specific guidance on testing
design effectiveness. We are concerned that auditors will not have a good
12
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basis for performing such tests. Available guidance typically has
discussions on assessing design effectiveness and then assessing and
testing operational effectiveness. We are not familiar with much guidance
on testing design effectiveness.
e. Paragraph 126 – This paragraph should specifically refer to paragraph
180. When reading paragraph 126 we had questions about the issues
subsequently discussed in paragraph 180.
f. Paragraph 140 – We found the last sentence of paragraph 140 to be
surprising. Research indicates that analytical procedures can be quite
helpful in fraud detection, and SAS No. 99 specifically calls for auditors to
perform analytical procedures to assist in fraud detection.
g. Paragraph 145 – The first bullet calls for the auditor to document “the
evaluation of the design of each of the five components of the company’s
internal control over financial reporting.” Does the Board truly intend for
the auditor to document separate conclusions about each of the five
components, given that only one overall opinion on internal control will be
provided?
h. Paragraph 191 states that the auditor is not required to perform procedures
sufficient to identify all internal control deficiencies. However, is the
auditor required to perform procedures necessary to identify all significant
deficiencies and/or all material weaknesses? A clarifying comment on this
issue would be useful.
We hope that our suggestions are helpful and will assist in finalizing the auditing
standard. Please feel free to contact our committee Chair for elaboration on or
clarification of any comment.
Respectfully Submitted,
Auditing Standards Committee
Auditing Section, American Accounting Association
Committee Members:
Dana R. Hermanson, Kennesaw State University (Chair)
770.423.6077, Dana_Hermanson@coles2.kennesaw.edu
Audrey Gramling, Georgia State University (Vice Chair)
Brian Ballou, University of Illinois (Past Chair)
Karla Johnstone, University of Wisconsin-Madison
Roger Martin, University of Virginia
Stephen Asare, University of Florida
Stuart Turley, University of Manchester
The Auditing Standards Committee wishes to acknowledge the helpful insights of
Heather Hermanson, Mark Peecher, and Ira Solomon.
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November 21, 2003

Office of the Secretary
Public Company Accounting Oversight Board
1666 K Street NW
Washington, D.C. 20006-2803

Re: PCAOB Rulemaking Docket Matter No. 008- An Audit of Internal Control over
Financial Reporting Performed in Conjunction with an Audit of Financial
Statements

Members and Staff of the Public Company Accounting Oversight Board:
I appreciate the opportunity to comment on the above-referenced docket matter.
I am both surprised and concerned about the language in the draft relating to reliance on
the work of internal audit.
I am surprised because there has been an enormous amount of work put into developing a
very thorough framework for the auditor’s consideration of the internal audit function in
an audit. The framework can be found in the AICPA professional standards/U.S.
Auditing Standards (AU)/Section 322. This standard is based on Statement of Auditing
Standard (SAS) 65. SAS 78 also further strengthens the framework by requiring a focus
on corporate controls.
These current auditing standards already require a high degree of consideration before an
external auditor can rely on the work of internal audit. The external auditor, among many
other things, has to obtain an understanding of the internal audit function, assess their
competence as well as their objectivity, consider the extent of the effect of the audit
work, evaluate and test the quality and effectiveness of the internal auditors’ work, assess
the risk of a misstatement, and obtain evidence of management’s assertions. The
standard also specifically states that the external auditor has the ultimate responsibility to
express an opinion and that responsibility can not be shared with the internal auditors.
I believe the auditing standards referenced (AU Section 322) should be incorporated into
the language of the audit of internal control over financial reporting. Paragraph 104 in
the current draft in particularl should be eliminated. This paragraph would prevent the
external auditor from relying on the work of internal audit in a number of areas.
Specifically, certain general controls such as physical environment, disaster recovery,
business continuity, change management, network security, back-up procedures, database
security, operating system security, and operations are possible areas where external audit
might want to rely on the work of internal audit. Unfortunately, if the broadest
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interpretation of the limitation on information technology control testing is adopted, the
external auditors will not be able to choose to rely on the work of internal audit.
Consequently, the external auditors will perform much redundant work – in many cases
with less competent staff – resulting in a lower quality of work at an unnecessarily high
expense.
Many registrants have dedicated significant resources and achieved a high level of
expertise in their internal audit departments. Particularly in the area of information
technology, organizational expertise becomes more of a necessity as an organization’s
technology infrastructure gets larger and more complex. I believe most investors would
prefer to place reliance on a seasoned group of information technology professionals with
deep company-specific knowledge rather than a third party with less experience and more
limited company-specific knowledge. Particularly if the work was performed in an
objective manner and reperformed on a test-basis by the third party.
Another problem with paragraph 104 is that it is very ambiguous and appears to be
contrary to the relevant auditing standards discussed above. Consequently, there appears
to be a conflict regarding the reliance of internal audit for a financial statement audit
versus the audit of internal control. Since these are for all intents and purposes performed
in the same annual audit, I would recommend using the same audit standards.
I agree that under any number of scenarios a decision in which the auditor should not use
the results of others, including external audit, might be the right decision. However, I
believe current auditing standards already provide adequate guidance about how an
external auditor should make that assessment.
Thank you for your consideration.
Charlie T. Wright, CIA, CISA
General Auditor, American Airlines
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1120 Connecticut Avenue, NW
Washington, DC 20036
1-800-BANKERS
www.aba.com

World-Class Solutions,
Leadership & Advocacy
Since 1875

Donna Fisher
Director of Tax and
Accounting
Tel: 202-663-5318
Fax: 202-828-4548
dfisher@aba.com

December 10, 2003
Mr. Thomas Ray
Deputy Chief Auditor
Office of the Secretary
Public Company Accounting Oversight Board
1666 K Street, N.W.
Washington, DC 20006-2803
Re: Release No. 2003-17, Rulemaking Docket Matter No. 008 Proposed Auditing
Standard – An Audit of Internal Control Over Financial Reporting Performed in
Conjunction with an Audit of Financial Statements
Dear Mr. Ray,
The American Bankers Association (ABA) is pleased to have this opportunity to
comment on the proposed auditing standard issued by the Public Company
Accounting Oversight Board (PCAOB), “An Audit of Internal Control Over
Financial Reporting Performed in Conjunction with an Audit of Financial
Statements” (the proposal). ABA brings together all categories of banking
institutions to best represent the interests of the rapidly changing industry. Its
membership – which includes community, regional, and money center banks and
holding companies, as well as savings associations, trust companies and savings
banks – makes ABA the largest banking trade association in the country.
The ABA commends the PCAOB on its efforts to establish standards for the audit
of internal controls over financial reporting in conjunction with the audit of the
financial statements as directed under the Sarbanes-Oxley Act of 2002. The banking
industry is unique compared with other industries, as it has been required to follow
rules to maintain strong internal control environments for many years under the
Federal Deposit Insurance Corporation Improvement Act of 1991 (FDICIA).
Strong internal controls are critical, not only to provide users of financial statements
with reasonable assurance about the integrity of financial statements, but also to
provide management with a foundation for appropriately managing the company’s
risks.
We are concerned the proposal goes beyond the requirements set forth under the
Sarbanes-Oxley Act and what is prudent at this time. The proposal requires an audit
of internal controls over financial reporting rather than the attestation regarding
management’s assessment of internal controls that is required under the SarbanesOxley Act. We agree with the definition of an attestation in the introduction to the
proposal, which states that: “An attestation, in a general sense, is an expert’s
communication of a conclusion about the reliability of someone else’s assertion.”
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This is what was intended in the Sarbanes-Oxley Act, and we believe that the
PCAOB should require attestations rather than audits.
During the development of FDICIA, the accounting profession lobbied members of
Congress to require that financial institutions provide certifications and accounting
firms provide attestations on management assertions. Banking institutions are
responsible for maintaining strong internal control environments. Banks document
internal control responsibilities of employees, document the functions of internal
controls and flow of processes, and test the reliance on internal controls. Since 1991,
banks have been required to produce annual reports on internal controls, and
external audit firms have assessed the effectiveness of bank internal controls and
have attested to these reports. Many hours have been spent among bankers, banking
regulators, and representatives from the accounting profession to specifically
determine how such attestations were to be achieved. The Sarbanes-Oxley Act used
the FDICIA attestation as its model.
The PCAOB’s requirement to go beyond an attestation, to require a full audit,
significantly alters the requirements under the Sarbanes-Oxley Act and will
significantly increase the costs to companies. Audit firms are already quoting
exorbitant fees to bankers under the assumption that the PCAOB will require audits
rather than attestations. (In fact, audit firms are telling their banking clients that they
must follow the PCAOB proposal for 2003 reporting – even though the rule is not
final.) The accounting firms have not been able to sufficiently justify to bankers how
their procedures will differ, how they are more valuable to shareholders, or
specifically why the costs are so excessive.
We strongly suggest that the PCAOB require attestations rather than audits. Many
industries, other than banking institutions, will have an enormous amount of work to
do to document their internal control systems so that management will have a
foundation on which to certify to its internal controls. Piling on the huge additional
fees that are being quoted by the accounting firms for audits, as opposed to
attestations, is simply unnecessary at this time. We believe that it would be much
better for the PCAOB to require attestations, as contemplated during the
development of and required by the Sarbanes-Oxely Act. We believe that the quality
of attestations will likely improve dramatically even if the PCAOB does not require
audits, simply because of the focus that has recently been placed on the accounting
profession. Additionally, we respectfully encourage the PCAOB to reconsider the
following areas in the proposal:
▪
▪
▪
▪
▪

External auditors should be permitted to rely on work performed by
internal audit when appropriate.
The walkthrough requirements are excessive and unnecessary.
The requirement for external auditors to evaluate the effectiveness of
audit committee should be removed from the proposal.
The definitions of “significant deficiency” and “material weakness”
are too broad and should be modified.
“Except for opinions” should be permitted for circumstances
involving business combinations or operating system changes.
2
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External auditors can rely on work of others.
The proposal requires certain procedures to be followed by the external auditor to
complete an audit of the internal controls over financial reporting. Because of the
vast number of tests and extent of the audit, we believe that external auditors will
need to be and should be permitted to exercise discretion on the extent to which the
external auditor can rely on information provided by internal auditors.
We are concerned that the proposal creates unnecessary work for external auditors,
and, frankly, unnecessary costs. Many functions performed by internal auditors
within a company are recurring and routine in nature, and to require the external
audit firm to prepare its own original documentation is duplicative. Further, if the
quality of the internal audit function within a company is deemed to be reliable, there
is no reason why the external auditor must duplicate such work. In fact, we would
argue that if the external auditor relies on the work of a sound internal audit process,
it frees up the auditing firm to focus on the important issue: areas of risk. We
believe that the external audit firm, the company, and investors would benefit more
by permitting the external audit firm to identify which tests should be performed and
exercise professional judgment regarding the completion of the attestation. External
auditors should not be prohibited from relying on the work of internal auditors, and
should be permitted to use their work when it is prudent to do so.
Walkthroughs are excessive.
The proposal requires external audit firms to perform walkthroughs of all significant
processes of a company each year as part of the audit firm’s attestation on the
effectiveness of internal controls. Banking institutions are required to maintain a
reliable internal control environment. Instead of automatically requiring
walkthroughs, external audit firms should use professional judgment to determine
what additional evidence is needed each year regarding accounts, disclosures, or
processes for the audit firm to gather sufficient, competent evidence to attest to
management’s assertion on internal controls.
External auditors should not assess audit committee.
The proposal requires that the external audit firm assess the effectiveness and
independence of the audit committee. This should be eliminated from the proposal.
External audit firms are not necessarily equipped to make such an assessment, they
are not trained in making these types of evaluations, and there are no rules or
guidelines against which firms would make such assessments. Further, this
requirement creates a conflict of interest between auditors and audit committees with
respect to independence. Under rules issued by the SEC and stock exchanges, the
external audit firm reports to the audit committee. The audit committee also has the
sole authority to hire and remove the external audit firm and establishes the
compensation for the external audit firm. Independence of the accounting firm is
also disclosed to shareholders by the Board of Directors for shareholders to evaluate.
We believe that the proposal, as drafted, is not workable and should be removed
from the proposal.

3

File No. PCAOB-2004-03 Page No. 518

Definitions of “significant deficiency” and “material weakness” are too
prescriptive.
The terms “significant deficiency” and “material weakness” in the proposal are too
narrowly defined and could cause unwarranted concern over a company’s internal
control structure. Defining a material weakness as having a “more than remote
likelihood of occurrence” is broad and too low a threshold to assist in evaluating
internal control deficiencies.
The American Institute of Certified Public Accountants (AICPA) identified
thresholds for evaluating reportable conditions regarding material weaknesses in its
Professional Standard AU Section 325 and Standard AT Section 501. Rules issued
by the Securities and Exchange Commission pursuant to Section 404 of the
Sarbanes-Oxley Act reference the AICPA’s Section 325 and Section 501 as the
standards that should be used in determining whether a significant deficiency or
material weakness exists within a company. We believe that those particular AICPA
Standards contain a more clear definition of a reportable material weakness than the
definition provided in the PCAOB proposal. We encourage the PCAOB to modify
the definitions of “significant deficiency” and “material weakness” to be based on
the reasonably likelihood that an internal control would cause a significant or
material misstatement of the annual or interim financial statements. In this way,
disclosures would be based on a reasonable level and would provide investors with
more important and useful information about failures in internal controls. It is
important that the definitions be based on reasonable thresholds that would provide
reasonable assurance that a failure in internal controls exists.
“Except for opinions” should be permitted.
External audit firms should be permitted to issue “except for” opinions in situations
that involve mergers, acquisitions, or systems changes that affect the internal control
environment of the bank. During the time when companies engage in mergers or
acquisitions, it often takes time for the acquiring company to learn the internal
functions of the acquired company, integrate operating systems, and convert internal
control processes to the acquiring company. Often, legacy systems are maintained
for a brief period of time until systems can be transitioned to the surviving company.
There can also be situations near the end of the reporting cycle that would make it
difficult for the acquiring company to consolidate, evaluate, and certify the internal
control environment of the combined company. In these situations, it may not be
possible for the audit firm to conduct a comprehensive evaluation of the combined
company’s internal controls, and external audit firms should be given permission to
issue “except for” opinions on the attestation on the combined company’s internal
control environment.
In conclusion, we believe that the PCAOB should require attestations rather than
audits. We believe that external auditors should be permitted to rely on work
performed by internal audit when appropriate and that external auditors should
evaluate processes in order to determine whether walkthroughs on all processes are
needed. The requirement for external auditors to evaluate the effectiveness of audit
committees should be removed from the proposal. The definitions of “significant
deficiency” and “material weakness” are too narrow and should be modified to
provide users of financial statements with useful and meaningful information. Last,
4
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we believe that “except for opinions” should be permitted for circumstances
involving business combinations or operating system changes.
Thank you for the opportunity to comment on this proposal and for your
consideration. If you would like to discuss this letter in more detail, please contact
me at 202-663-5318.
Sincerely,

Donna Fisher
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Donna Fisher
Director of Tax and
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February 5, 2004
Mr. Thomas Ray
Deputy Chief Auditor
Office of the Secretary
Public Company Accounting Oversight Board
1666 K Street, N.W.
Washington, DC 20006-2803
Re: PCAOB Rulemaking Docket Matter No. 008: An Audit of Internal Control
Over Financial Reporting Performed in Conjunction with an Audit of Financial
Statements
Dear Mr. Ray,
The American Bankers Association (ABA) is pleased to have this opportunity to
comment on the proposed auditing standard issued by the Public Company
Accounting Oversight Board (PCAOB), “An Audit of Internal Control Over
Financial Reporting Performed in Conjunction with an Audit of Financial
Statements” (the proposal). ABA brings together all categories of banking
institutions to best represent the interests of the rapidly changing industry. Its
membership – which includes community, regional, and money center banks and
holding companies, as well as savings associations, trust companies and savings
banks – makes ABA the largest banking trade association in the country.
We wish to supplement to our letter of December 10, 2003 with this letter.
Although we recognize that the comment period has ended, we have learned some
additional important information that we hope the PCAOB will consider prior to
issuing final rules.
As you know, banks have been required to prepare management reports on internal
controls and auditors have been required to attest to management’s assertions for
many years under the Federal Deposit Insurance Corporation Improvement Act of
1991 (FDICIA). Some banks have purchased computer software that is in a
question and answer (Q&A) format to identify and evaluate controls. Our concern
is that the proposal is being read by accounting firms as no longer permitting the
Q&A format. To provide a specific example, a banking institution ($2.5 billion in
total assets) that uses a Q&A format has been told by its accounting firm that the
bank must convert from the Q&A to either a flowchart or narrative. The bids that
the bank is receiving for such conversion are between $200,000 and $300,000. Our
hope is that this is not the intent of the PCAOB and that you will clarify this in your
final rules.
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The proposal requires that auditors perform certain procedures in order to evaluate
management's assessment process. It requires auditors to determine whether
management's documentation provides reasonable support for its assessment,
including an evaluation of whether certain information is included in the
entity’s documentation (a list is provided at paragraph 43 of the proposal).
The proposal also states that documentation might take many forms, and that no
one form of documentation is required:
Paragraph 44: “Documentation might take many forms of presentation and
can include a variety of information, including policy manuals, process
models, flowcharts, job descriptions, documents and forms. No one form of
documentation is required, and the extent of documentation will vary
depending on the size, nature, and complexity of the company."
We are curious as to whether the PCAOB believes that Q&A formats must be
replaced by narratives or flowcharts. If controls can appropriately be identified and
evaluated with a Q&A format, should the Q&A be acceptable? If the PCAOB
intends to use narratives and flowcharts rather than the Q&A, is there sufficient
additional benefit to justify the cost of converting from the Q&A to narratives or
flowcharts? Although the proposal does not currently appear to intentionally
preclude the use of the Q&A, is it possible that list in paragraph 43 and the
walkthroughs in paragraph 79 effectively eliminate the use of the Q&A format?
The SEC final rules relating to Section 404 of the Sarbanes-Oxley Act of 2002 are
not significantly different from the FDICIA requirements. However, the PCAOB
rules seem to establish new rules not only for accounting firms, but also for the
companies they audit by requiring documentation that reaches well beyond the
existing requirements. We are not suggesting that additional documentation may not
be needed; instead, our hope is that if the PCAOB’s final rules result in new rules for
banking institutions, the PCAOB will carefully consider the impact of such rules,
including costs versus benefits.
Again, we would appreciate your consideration of these points prior to issuing a final
rule if at all possible. If you would like to discuss this letter in more detail, please
contact me at 202-663-5318.
Sincerely,
Donna Fisher
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AMERICAN BAR ASSOCIATION
Section of Business Law
750 North Lake Shore Drive
Chicago, IL 60611

December 2, 2003

Office of the Secretary
Public Company Accounting Oversight Board
1666 K Street, N.W.
Washington, D.C. 20006-2803
Re:

PCAOB Rulemaking Docket Matter No. 008

Dear Board Members:
On behalf of the Committee on Law and Accounting and the Committee on
Federal Regulation of Securities, Section of Business Law of the American Bar
Association (jointly, the “Committees”), we are pleased to have the opportunity to
comment on the Public Company Accounting Oversight Board’s (the “PCAOB”)
proposed auditing standards relating to audits of internal control over financial reporting
(the “Proposed Standards”).
The comments expressed in this letter represent the views of the Committees only
and have not been approved by the American Bar Association’s House of Delegates or
Board of Governors and therefore do not represent the official position of the ABA. In
addition, they do not represent the official position of the ABA Section of Business Law,
nor do they necessarily reflect the views of all members of the Committees.
The Committees recognize the PCAOB’s obligation to implement the legislative
mandate of Sections 103(a)(2)(iii) and 404(b) of the Sarbanes-Oxley Act of 2002
(“Sarbanes-Oxley”) and support the PCAOB’s overall approach in the Proposed
Standards. While the Committees believe that the Proposed Standards should achieve the
goal of ensuring the confidence of the investing public in the integrity of public
companies’ internal control over financial reporting, highlighted below are certain
aspects of the PCAOB’s proposals with which the Committees do not agree and our
suggestions that are intended to clarify the Proposed Standards.
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I.

Audit Committee Proposals.

The Committees acknowledge the central role of the audit committee in the
oversight of a company’s financial reporting process. However, we believe that the
proposed attestation standards relating to the audit committee are not consistent with the
requirement that the audit committee appoint and oversee the outside auditors.
Under Section 301 of Sarbanes-Oxley and the rules and regulations promulgated
thereunder by the Securities and Exchange Commission (the “SEC”), the New York
Stock Exchange and The Nasdaq Stock Market (the “SROs”), a listed company’s audit
committee is directly responsible for the appointment, compensation and oversight of the
work of the company’s outside auditors. Because of the direct supervision obligations
that have been imposed on such audit committees by Congress, the Proposed Standards
appear flawed and circular in their requirement that the very body that is directly
responsible for appointing and determining compensation of the outside auditors, as well
as directly overseeing their work, would be subject, in turn, to that outside auditors’
scrutiny as part of its audit of internal control over financial reporting.
In addition, we believe that a weakness in the oversight by the audit committee of
the financial reporting process may suggest a deficiency in the way the outside auditors
manage their relationship with the audit committee. Such a deficiency should be
addressed by the outside auditors through better communication with the audit
committee. If such dialogue does not improve the effectiveness of the audit committee,
the outside auditors should consider resigning.
We disagree with the identification in Paragraph 53 of the activities of the audit
committee as an example of the activities that the outside auditors should evaluate as a
part of the “monitoring of controls.” The audit committee’s oversight role is not
comparable to the monitoring role of the internal audit function, the CEO and CFO
certification process or any other process that a company follows to ensure the adequacy
of its financial disclosures, including as a result of the certifications required by Sections
302 and 906 of Sarbanes-Oxley. In our opinion, it is more appropriate for any evaluation
of the audit committee’s oversight role to be considered in connection with a general
review of a company’s control environment.
In our view, not only are the proposed attestation procedures relating to the audit
committee not contemplated by Sarbanes-Oxley, they may be duplicative of the
responsibilities imposed and enforced by the SEC, the SROs, state law and stockholders
on boards of directors and audit committees. Moreover, some of these proposed
procedures would require that the outside auditors make legal judgments and therefore
not judgments within their expertise. We specifically recommend deleting, or revising, if
not deleting, the following proposed procedures:

1-WA/2082542.11
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•

Paragraph 57 of the Proposed Standards would require the outside auditors to
evaluate the independence of the audit committee as one of the factors related to the
effectiveness of the audit committee’s oversight of external financial reporting and
internal control over financial reporting. In evaluating the audit committee’s
independence, Paragraph 58 of the Proposed Standards would require the outside
auditors to evaluate how audit committee members are nominated and selected and
whether they act independently from management. We do not agree with, and are
troubled by, the conclusion in Paragraph 58 that audit committee members are more
likely to be independent if they are nominated through an independent process. More
importantly, the evaluation of independence is more properly a corporate governance
matter, which is governed by the mandates of Section 301 of Sarbanes-Oxley, state
law, SEC regulations and listing standards (as acknowledged by the PCAOB in
Footnote 13 to the Proposed Standards), than a matter for the outside auditors in the
context of their evaluation of internal control. Boards of directors are required by
applicable listing standards to make an affirmative determination of independence for
each outside director. Furthermore, a recently-adopted SEC rule that addresses, in
part, disclosure relating to nominating committee functions, will result in significant
public disclosure of the details surrounding a company’s nomination process. See
SEC Release No. 33-8340 (November 24, 2003). Therefore, the Committees find it
an unnecessarily duplicative and costly requirement, and one with respect to which
the outside auditors lack expertise, for the outside auditors to evaluate matters of
director independence. Moreover, because the audit committee is established by the
board of directors, which has the ability and responsibility to replace committee
members and alter the audit committee charter as necessary or appropriate, the board
of directors is the proper body to evaluate the audit committee’s performance.

•

Paragraph 57 would require the outside auditors to evaluate the clarity with which the
audit committee’s responsibilities are articulated and how well the audit committee
and management understand those responsibilities. We assume that this factor would
require a review of the audit committee charter, which is a publicly-filed document
available to stockholders. We believe that the review of the charter by the outside
auditors and evaluation of whether the audit committee and management understand
those responsibilities are matters more appropriately covered by the board selfassessment process and are not matters within the expertise of the outside auditors.

•

Paragraph 57 would require the outside auditors to evaluate the level of involvement
and interaction of the audit committee with the outside auditors, including the audit
committee’s role in their appointment, retention and compensation. This circular
requirement could create conflicts of interest for the audit committee. As noted
above, audit committees of listed committees will be required by law to perform these
duties.

•

Paragraph 57 would require the outside auditors to evaluate the level of involvement
and interaction of the audit committee with the internal audit department, including
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the audit committee’s line of authority and role in appointing and compensating
employees in the internal audit function. In addition, Paragraph 24 identifies the
internal audit activity as a control intended to address the risks of fraud. These
Paragraphs assume, incorrectly, that all companies have an internal audit function.
While NYSE-listed companies are required by the new corporate governance listing
standards to have an internal auditor function, NYSE-listed companies are permitted
to outsource the internal auditor function and Nasdaq-listed companies and other
companies are not so required. Therefore, this requirement, if retained, should be
revised to acknowledge that some companies may not have employees performing
internal audit functions or may not have, and may not need to have, an internal audit
function at all.
•

Paragraph 57 would require the outside auditors to evaluate the audit committee’s
compliance with applicable listing standards adopted pursuant to Section 301 of
Sarbanes-Oxley. As noted above, this is a circular requirement and one that would be
inconsistent with Rule 10A-3 promulgated under the Securities Exchange Act of
1934, as amended, under which audit committees must comply with applicable listing
standards or face delisting.

•

Paragraph 57 would require the outside auditors to evaluate whether the audit
committee has an audit committee financial expert. Besides the fact that this
information is required to be disclosed in a company’s public filings, we question
whether the existence of an audit committee financial expert is probative of whether
an audit committee is functioning appropriately.

•

Paragraph 57 would require the outside auditors to evaluate the amount of time the
audit committee devotes to control issues and other committee activities. An
evaluation of the time spent would be incomplete absent discussions with the
members of the audit committee to determine the time that each member spends
preparing for audit committee meetings. Interviewing audit committee members to
determine this accurately does not seem like a good use of auditor time. In addition,
the time spent by the audit committee is of far less importance to the evaluation of the
oversight role played by the audit committee than the way in which that time was
used. Intense analytical discussions about accounting or internal control issues during
a four-hour period among fully prepared audit committee members will result in far
more effective oversight than unfocused discussions between audit committee
members who are not prepared to discuss the issues. We believe this proposal should
be deleted. If it is retained, we request that the PCAOB consider revising the
language to focus on the audit committee’s quality of participation in committee
activities rather than the amount of time the members devote to those activities.

•

Paragraph 72 would require the outside auditors to evaluate the nature and extent of
the audit committee’s involvement in the period-end financial reporting process. This
evaluation would appear to require, with respect to NYSE-listed companies, an
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evaluation of compliance with listing standards, a legal judgment. Furthermore,
because the audit committee’s period-end evaluation process significantly depends
upon input from and interaction with the outside auditors, we are not certain what is
contemplated by the inclusion of this factor as an auditing standard.
Finally, we believe that the Proposed Standards inappropriately broaden or
characterize the scope of audit committee duties. In some cases, the Proposed Standards
go beyond what the law requires. For example, Paragraph 24 of the Proposed Standards
suggests that the audit committee is responsible for monitoring the code of conduct.
Although the audit committee often has this responsibility, it is not required under
applicable listing standards and regulations or any state or federal law. In addition, the
reference in Paragraphs 34 and 35 of the Proposed Standards to the audit committee’s
responsibilities with respect to the outside auditors’ independence could be understood to
suggest a shift to the audit committee of some of the outside auditors’ independent
burden to determine its own independence.
II.

Issues Related to the Scope of the Audit.

The Committees agree that the process of auditing internal control over financial
reporting should be done in connection with audit of the financial statements and will
require more than just merely acknowledging that auditor agrees with management’s
assessment. Audit fees appear to have increased significantly since 2002, and costs
associated with an audit of internal controls will surely result in substantial additional
increases in audit fees. We urge the PCAOB to consider ways to reduce the scope of the
procedures required by the Proposed Standards, and thereby reduce the attendant costs to
reporting companies, to more closely tailor the procedures to those required by SarbanesOxley without adversely affecting the quality of the internal control audit.
Mindful of mounting compliance costs, the Committees submit that certain of the
approaches contemplated by the Proposed Standards appear to be duplicative of other
procedures and, therefore, unnecessary. In addition, the Proposed Standards require a
great deal of origination of supporting evidence by the outside auditors. For those
procedures that are necessary in the audit process, we generally support, where
appropriate, greater permissibility of the outside auditors’ use of professional judgment in
determining the extent to which reliance on the work performed by the internal auditors is
appropriate.
The PCAOB states on page eight of the Summary of the Proposed Standards that:
“the more extensive and reliable management’s assessment is, the less extensive and
costly the auditor’s work will need to be.” We agree with the appropriateness of this
approach but, as drafted, the outside auditors do not appear to be permitted to rely very
much on management’s work at all. Therefore, we question the conclusion that the
Proposed Standards will permit the outside auditor’s work to be less extensive if
management’s assessment is relatively more complete. Given that management’s
1-WA/2082542.11
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assessment is at a level of “reasonable assurance,” which “includes the understanding that
there is a relatively low risk that material misstatements will not be prevented or detected
on a timely basis” (as contemplated by Paragraph 16 of the Proposed Standards), we also
recommend that the Proposed Standards permit a reasonableness evaluation by the
outside auditors in determining what procedures are required in the audit.
As noted above, the Proposed Standards require that a great deal of the supporting
evidence for the outside auditors’ opinion originate with the outside auditor. However,
Paragraph 109 of the Proposed Standards is unclear as to whether all “principal evidence”
must originate with the outside auditors.
We also question whether the procedures called for by the Proposed Standards
ought to be required to be performed on an annual basis and whether the same level of
testing each year is really necessary to justify the additional expense of such testing. It
may be more appropriate to permit the outside auditors to use the previous year’s audit
evidence in some cases. However, with increased reliance on internal auditors, as
discussed below, annual testing may be more acceptable.
Where appropriate, the PCAOB should consider permitting more reliance on the
internal auditors’ work once the outside auditors confirm their understanding of internal
control over financial reporting and test the internal auditors’ tests. We note that
Statements on Auditing Standards Number 65, The Auditor’s Consideration of the
Internal Audit Function in an Audit of Financial Statements, provides well-established
guidance to outside auditors in determining the nature, timing and extent of auditing
procedures to be performed in an audit of an entity’s financial statements. We would
suggest that the PCAOB consider allowing outside auditors to use the same or similar
criteria in assessing the appropriateness of reliance on the work of the internal auditors in
connection with an internal control audit, even with respect to matters covered in
Paragraphs 104 and 105 of the Proposed Standards. To do otherwise could result in
unnecessary re-testing of controls. If an internal auditor follows applicable professional
standards, reports to the audit committee, is deemed independent of management and is
considered by the outside auditors to do reliable work, reliance ought to be permitted
consistent with current practice.
One of the procedures called for by the Proposed Standards with respect to which
the outside auditors would be precluded from relying on others is the proposed
requirement that the outside auditors perform “walkthroughs” in the audit process. To
the extent that it is reasonable for the outside auditors to rely upon the work of the
internal auditors, the outside auditors should be permitted to rely, to a significant extent,
on walkthroughs that have already been completed. That said, if a walkthrough is
required as part of the final standards, the PCAOB should consider whether it is
necessary and cost-effective to extend that procedure to all of the company’s significant
processes and include all types of company transactions and events, both routine and
unusual, as is currently required by Paragraph 79 of the Proposed Standards.
1-WA/2082542.11
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In our opinion, additional reliance could also be placed on management’s work or
the work of third parties where the outside auditors appropriately test the work to
evaluate the extent to which the outside auditors could reasonably rely upon it. We
encourage the PCAOB to consider whether that approach could be permitted in the
following specific areas:
•
•
•
•
•

The identification of significant accounts as contemplated by Paragraph 60.
The identification of relevant financial statement assertions as contemplated by
Paragraph 66.
The identification of significant processes as contemplated by Paragraph 69.
The identification of controls to test as contemplated by Paragraph 74.
The evaluation of the use of work performed by management and others as
contemplated by Paragraph 103.

We also question the proposal to broaden the responsibilities of the outside
auditors to include disclosures outside the financial statements. Paragraph 184 would
require the outside auditors to “evaluate” with management appropriate disclosure about
a change in internal control over financial reporting resulting from the need to correct a
material weakness. It may be more appropriate to require a “review” rather than an
“evaluation,” as the latter would appear to come very close to requiring the outside
auditors to act in a managerial capacity.
We recommend that the Proposed Standards address the attestation and reporting
requirements when a company’s internal control over financial reporting has not been
fully reviewed and appropriately modified after a merger, acquisition or corporate
restructuring that took place too close to the end of the fiscal year for such a review to
have been completed. For example, the requirement in Paragraph 128 for management
representations should acknowledge and provide guidance as to how to respond when
management may be unable to make the necessary representations as to the internal
controls. In addition, in such circumstances, a qualified opinion or “except for” opinion
should be acceptable rather than an adverse opinion, which is what the Proposed
Standards would require.
A qualified opinion can be useful to convey information to stockholders that
would otherwise not be conveyed by a blanket adverse opinion. In addition to a qualified
opinion providing more meaningful information about the impact of a recent acquisition
or restructuring on a company than an adverse opinion, a qualified opinion may be
preferable to an adverse opinion in other contexts. For example, it could highlight that a
deficiency is confined to one business segment.
Finally, we question the requirement in Paragraph 145 of the Proposed Standards
that the outside auditors’ documentation of their attestation work include an evaluation of

1-WA/2082542.11
12/02/03

File No. PCAOB-2004-03 Page No. 529

Office of the Secretary
Public Company Accounting Oversight Board
December 2, 2003
Page 8
all deficiencies. We encourage the PCAOB to consider whether the documentation needs
to include an evaluation of deficiencies other than “significant deficiencies.”
III.

Clarification of Definitions.

We are concerned about the clarity and potential consequences of the proposed
definitions of “significant deficiency” and “material weakness.” Not only has the
PCAOB not used the definitions in existing generally accepted auditing standards
(“GAAS”) (AU Sections 325 and 501) of “reportable condition” and “material
weakness,” but the PCAOB has also not explained how the proposed definitions would
differ from the existing terms under GAAS. Moreover, the PCAOB’s use of the term
“more than a remote likelihood” in the proposed definitions would appear to be a lower
standard than existing GAAS and would require many more deficiencies in internal
control to be identified as “significant” or as “material weaknesses” than under current
GAAS.
In view of the severe consequences to a company if its internal control over
financial reporting is considered to have significant deficiencies or material weaknesses,
we recommend that the definitions be clarified to be consistent with existing GAAS. In
addition, we recommend that the PCAOB provide further examples of significant
deficiencies and material weaknesses to enhance the likelihood of more consistent
conclusions by outside auditors as to the types of deficiencies in internal control that
should be considered to be significant deficiencies or material weaknesses. Such
guidance would be particularly important with respect to the independence and
effectiveness of the audit committee if the PCAOB retains the attestation procedures
related to the independence and effectiveness of the audit committee.
Thank you for your consideration of our comments on this important matter. Please do
not hesitate to contact the undersigned with any questions you may have.

Cordially,
/s/ Thomas L. Riesenberg
Thomas L. Riesenberg,
Chair of the Committee on Law and Accounting of the American Bar Association,
Section of Business Law
/s/ Dixie L. Johnson
Dixie L. Johnson,
Chair of the Committee on Federal Regulation of Securities of the American Bar
Association, Section of Business Law
1-WA/2082542.11
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cc:

Drafting Committee:
Linda L. Griggs, Chair
Susan Blount
John T. Bostelman
Richard E. Gutman
Stanley Keller
Sam Scott Miller
John F. Olson
Richard H. Rowe
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November 21, 2003

Office of the Secretary
Public Company Accounting Oversight Board
1666 K Street, NW
Washington, DC 20006-2803
Re:

PCAOB Rulemaking Docket Matter No. 008:
Proposed Auditing Standard--An Audit of Internal
Control Over Financial Reporting Performed in
Conjunction with an Audit of Financial Statements

Dear Sir/Madam:
On behalf of the American Federation of Labor and Congress of Industrial
Organizations, I am writing to express our strong support for the Public Company
Accounting Ove rsight Board’s proposed standard for the audit of internal financial
controls. The PCAOB’s proposed auditing standard will be a significant contribution to
restoring investor confidence in the financial statements of American corporations.
The AFL-CIO is the federation of America’s labor unions, representing more than
66 national and international unions and their membership of more than 13 million
working women and men. Union members participate in benefit plans with over $5
trillion in assets. Union-sponsored pension plans hold almost $400 billion in assets, and
union members also participate in the capital markets as individual investors.
We applaud the thoughtful and comprehensive approach the PCAOB has taken in
its proposed rulemaking. This new standard, mandated by the Sarbanes-Oxley Act,
empowers audit firms to examine and test systems put in place by companies to ensure
the soundness of their financial statements. This marks an important step in preventing
the kind of accounting scandals that have shaken investor faith in corporate America.
The proposed standard strikes the right balance between the obligations placed on public
companies and their auditors, and the needs of investors to have assurances that corporate internal
controls are effective. As investors, we believe that any additional costs that companies incur in
meeting the proposed standard will be greatly outweighed by the savings shareholders will gain
from more accurate financial statements.
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A key provision of the new standard is the requirement that auditors evaluate and
test – not simply report on – the internal controls at large companies. The risk of a
breakdown of a firm’s own internal controls such as occurred at Worldcom grows with
the company’s size and complexity. Requiring accountants to test their client’s internal
controls will empower auditors to meet with employees involved at various stages of the
financial reporting process, and thereby reinforce proper accounting procedures.
Last but not least, we wholeheartedly support the requirement that external
auditors evaluate the effectiveness and independence of the audit committee. As the
collapse of Enron showed, an ineffectual and conflicted audit committee is a recipe for
disaster. The simple fact of having to attest that the audit committee is doing its job will
encourage auditors to politely remind them to do it. Such a standard might have
prevented the resulting loss of confidence in Arthur Anderson.
We congratulate Chairman McDonough and the other members of the Public
Company Accounting Oversight Board for a job well done, and thank them for this
opportunity to express our views.
Sincerely,

Richard L. Trumka
RLT/meb
opeiu#2,afl-cio
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November 21, 2003
Office of the Secretary
Public Company Accounting Oversight Board
1666 K Street, N.W.
Washington, D.C. 20006-2803
RE:

PCAOB Rulemaking Docket Matter No. 008
Proposed Auditing Standard, An Audit of Internal Control Over Financial Reporting
Performed in Conjunction With an Audit of Financial Statements

Dear Mr. Secretary:
The American Institute of Certified Public Accountants (“AICPA”) respectfully submits the following written
comments on the Public Company Accounting Oversight Board’s (“PCAOB” or “Board”) proposed auditing
standard (the proposed standard) governing the independent auditor’s attestation and reporting on
management’s assessment of the effectiveness of internal control over financial reporting pursuant to
Section 103(a)(2)(A) of the Sarbanes-Oxley Act of 2002 (“the Act”). Our comments reflect our views as
they pertain to audits of issuers subject to the Act and do not necessarily reflect our viewpoint for audits of
nonissuers. The AICPA is the largest professional association of Certified Public Accountants in the
United States, with more than 330,000 members in public practice, business, industry, government, and
education.

Executive Summary
The AICPA has long supported reporting on the effectiveness of internal control over financial reporting
by public companies accompanied by auditor attestation because effective internal control is a critical
component of reliable financial reporting. We believe that this practice will lead to increased quality in the
preparation of financial statements.
The AICPA recognizes the enormous effort put forth by the PCAOB members and staff to implement the
provisions of the Act. Initially, a significant responsibility of the PCAOB will be to help restore public
confidence in audited financial statements of public companies. The establishment and maintenance of
high quality auditing and other professional standards is critical to that goal. The AICPA is committed to
working cooperatively with the PCAOB in the continuous improvement of high quality audit standards.
We believe that incorporating our recommendations into the final standard will enhance auditors’ reports
for users and also will significantly improve implementation of the requirements of the Act both by auditors
and issuers. The following are among our more significant recommendations:
•

Retain the auditor’s option to express either a qualified opinion or an adverse opinion when
there is a material weakness in internal control over financial reporting. Reporting options
provide better, more flexible disclosure and thus are more informative for users of the report. We
believe reporting alternatives also are consistent with the Securities and Exchange Commission’s
(“SEC”) reporting guidance for management.

•

Identify and communicate to the profession and to the public all areas where proposed
requirements diverge from existing requirements in the Board’s interim standards. Some
significant changes have been made that relate to audit areas other than internal control over
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financial reporting. These modifications are not discussed in the introductory material to the proposed
standard and easily could be overlooked by auditors.
•

Require the auditor to assess the effectiveness of the audit committee within the
consideration of the overall control environment instead of as a separate evaluation. The audit
committee is only one element of the control environment and its effectiveness should be assessed
as part of the overall control environment. In addition, the criteria to assess this element of the control
environment should be clarified and strengthened.

•

Change the requirement that the auditor, in performing walkthroughs, should trace all types of
transactions and events, both recurring and unusual, from origination to reflection in the
financial reports. This requirement excludes any consideration of materiality, removes auditor
judgment, and will be costly to implement with little incremental benefit. We believe that the auditor
should perform independent walkthroughs for all the company’s significant processes and for significant
events and transactions.

•

Work in conjunction with the SEC to develop more definitive guidance about management’s
extent of testing. Issuers appear to hold widely differing views about the extent of tests of controls
that is appropriate to provide sufficient evidence to support management’s assessment. We urge the
PCAOB to coordinate with the SEC on the issuance of guidance on management’s extent of testing.

Specific Recommendations
Forming an Opinion and Reporting
We strongly believe that the auditor should be permitted to express either a qualified opinion or an
adverse opinion when there is a material weakness in internal control because these different reporting
options are more informative for users of the auditor’s report. We also believe that permitting these
reporting options is consistent with the SEC’s reporting guidance for management.
The SEC’s release on the final rules implementing section 404 “preclude management from determining
that a company’s internal control over financial reporting is effective if it identifies one or more material
weaknesses in the company’s internal control over financial reporting.” Footnote 72 at this sentence
states that “this is consistent with interim attestation standards. See AT § 501.”We agree with the above
conclusion and with paragraph 37 of AT section 501 in the Board’s interim standards which states:
. . . the presence of a material weakness will preclude the practitioner from concluding that
the entity has effective internal control. However, depending on the significance of the
material weakness and its effect on the achievement of the objectives of the control criteria,
the practitioner may qualify his or her opinion (that is, express an opinion that internal control
is effective "except for" the material weakness noted) or may express an adverse opinion.
Accordingly, we believe that the SEC’s final rule does not preclude management’s expression of a
qualified “except for” conclusion about the effectiveness of its internal control over financial reporting,
depending on the significance of the material weakness, consistent with the above guidance.
Alternative reporting options that are based on the significance of the material weakness and its effect on
the achievement of the objectives of the control criteria provide better, more flexible disclosure that is
more informative for users of the report. In some circumstances, the auditor may conclude that the effect
of one or more material weaknesses on the achievement of the objectives of the control criteria is
pervasive enough that it renders internal control, taken as a whole, ineffective. An example of such a
material weakness might be the existence of multiple material weaknesses in several different
applications. In such circumstances, an adverse opinion that “internal control over financial reporting is
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not effective in all material respects” is appropriate and communicates to users of the report the gravity of
the effect of the material weakness on achieving the entity’s overall internal control objectives.
In other circumstances, the auditor may conclude that the effect of the material weakness on the
achievement of the objectives of the control criteria is more isolated and does not result in ineffective
internal control taken as a whole. An example of such a material weakness might be inadequate controls
at a subsidiary that the company acquired in the last week of the year. In such circumstances, the auditor
may determine that an adverse opinion is not appropriate, and perhaps potentially misleading, because
the significance of the material weakness is not pervasive enough to warrant a conclusion that internal
control, taken as a whole, is ineffective. In such circumstances, the auditor may determine that a
qualified, “except for,” opinion, such as the following from paragraph 55 of AT section 501 in the Board’s
interim standards, is more appropriate, and also more informative for users of the report, than a
conclusion that “internal control is not effective”:
In our opinion, except for the effect of the material weakness described in the preceding
paragraph on the achievement of the objectives of the control criteria, W Company has
maintained, in all material respects, effective internal control over financial reporting as of
December 31, 20X3, based on [identify criteria].
In addition, we believe that the requirement always to express an adverse opinion when there is a
material weakness places smaller companies at a disadvantage since smaller companies may be more
predisposed to have specific material weaknesses that are not pervasive. In such circumstances we
believe that a qualified “except for” report is more informative for investors.
We agree that when the auditor issues a non-standard opinion, such as a qualified or adverse opinion,
the auditor’s opinion should speak directly to the effectiveness of the internal control rather than to whether
management's assertion about the effectiveness of internal control is fairly stated.

Process for Identifying and Communicating Changes to Various Interim Standards
We note areas where guidance in the Board’s interim standards has been modified in subtle but
significant ways, particularly with regard to substantive procedures. For example, paragraph 138 states
that “the auditor should perform substantive procedures for all relevant assertions [italics added] for all
significant accounts and disclosures.” As additional examples, paragraph 141 states that “the auditor’s
substantive procedures must include reconciling the financial statements to the accounting records;” and
paragraph 140 states that “for significant risks of material misstatement, it is unlikely that audit evidence
obtained from substantive analytical procedures alone will be sufficient.”
Our comment does not relate to the substance of the proposed changes, but to the process by which
these proposed changes have been identified and communicated. We believe that proposed standards
should identify and communicate to the profession and to the public how requirements diverge from
existing requirements and how issuance of the standard would affect existing standards. The introductory
discussion of the proposed standard appropriately focuses on reporting on internal control. However, it
fails to mention other changes in auditing requirements, some of which auditors would consider to be
significant. Furthermore, since some of these changes are only a sentence or two in a document that is
over 100 pages in length, they easily could be overlooked.
Accordingly, we strongly urge the PCAOB to highlight in the final standard all such changes to existing
requirements and describe how the issuance of this proposed standard affects the Board’s existing
interim standards.

Evaluating the Effectiveness of the Audit Committee’s Oversight
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We agree that the audit committee, which along with the board of directors comprises one of the factors
of the control environment in the Committee of Sponsoring Organizations of the Treadway Commission’s
report, Internal Control—Integrated Framework (the COSO report), plays a significant role in the oversight
of a company’s internal control over financial reporting and in creating a positive “tone at the top.”
Accordingly, we believe that the auditor’s responsibility to evaluate the control environment encompasses
consideration of factors about the board of directors and the audit committee such as those outlined on
pages 26 and 27 of the COSO report. Even though the auditor evaluates the control environment in its
totality and does not separately conclude on any single element of the control environment, we do agree
that the importance of those who govern is such that their overall ineffectiveness generally would lead to
a conclusion that the control environment is ineffective. Therefore, we recommend that the proposed
standard be revised to require the auditor to assess the audit committee’s effectiveness as part of
evaluating the company’s overall control environment which includes those who govern. We also believe
that it is the responsibility of the board of directors to evaluate the effectiveness of the overall board
including the audit committee.
In order to achieve more consistent and effective assessment of the audit committee as part of the
auditor’s evaluation of the overall control environment, we also believe that the PCAOB should clarify and
strengthen the guidance in paragraph 57. For example, some of the factors that the auditor would be
required to assess in paragraph 57 of the proposed standard could be subject to inconsistent
interpretation. Since the auditor does not have unfettered access to the audit committee, the auditor’s
ability to assess the committee’s commitment of time to its activities or to internal control and to evaluate
the involvement and interaction with external and internal auditors would be difficult and additionally may
not be a meaningful measure of the audit committee’s effectiveness. It presumes that levels of time and
interaction are measurable when in reality each situation will call for different efforts and degrees of
involvement. Therefore, to assess effectiveness against levels of time, effort, and interaction is neither
appropriate nor effective.
In addition, in the first bullet of paragraph 57 or in paragraph 58, “independence” should be specifically
defined so that everyone is using the same criteria to assess it. The second bullet of paragraph 57 should
be clarified to identify potential written sources (for example, the charter) that would be expected to
enumerate the audit committee’s responsibilities. Finally, we believe that the audit committee’s
“compliance with applicable listing standards adopted pursuant to Section 301 of the Act” and “whether
the committee includes one or more financial experts as described in Section 407 of the Act” (the fifth and
sixth bullets) are matters for legal determination and outside the scope of the auditor’s responsibility.
As discussed above, the auditor does not have unlimited access to the audit committee. Therefore, if the
PCAOB retains the requirement that the auditor make a separate evaluation of the audit committee, we
recommend that the PCAOB require the auditor to obtain a written representation from the audit
committee in order to facilitate the auditor’s obtaining the additional evidence necessary to support this
evaluation. At a minimum, such a letter must be signed by the chair of the audit committee. An audit
committee’s refusal to furnish written representations constitutes a scope limitation.
Because we agree that an effective audit committee is an important element of the control environment, we
also believe that management should be required to assess the audit committee as part of its assessment of
the overall control environment. Accordingly, the PCAOB should require that the auditor obtain from
management its assessment of the audit committee and consider that assessment in forming the auditor’s
opinion.
Finally, in response to question 24, we strongly believe it would be a disservice to investors and to the
public to require the auditor to withdraw from an audit engagement because the auditor has concluded
that the audit committee is ineffective. The auditor always has the option to withdraw from an
engagement. Requiring that action, however, does not appear to be in anyone’s interest. The auditor
could still express an unqualified opinion on the financial statements. Furthermore, the communication of
the material weakness(es) that resulted in the adverse opinion is useful information to the public.
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Walkthroughs
We believe walkthroughs have always been an important part of the auditor’s evaluation of internal control.
We therefore support the PCAOB’s requirement that the auditor perform walkthroughs “for all of the
company’s significant processes.”
However, the requirement that the auditor “should trace all types of transactions and events, both recurring
and unusual, from origination through the company’s information systems until they are reflected in the
company’s financial reports” appears to be an additional requirement which is separate from the discussion
of significant processes and which is unnecessarily onerous given that it potentially encompasses hundreds
of immaterial types of transactions and events. As stated later in this letter in the discussion of the use of the
term “all,” a requirement related to all of a population by its nature excludes any consideration of
materiality, removes auditor judgment, and will be costly to implement with little incremental benefit. We
do not believe the auditor needs to walk through every immaterial or insignificant event and transaction
within a significant process in order to identify risks that could create a material misstatement of the
financial statements.
Furthermore, we do not believe the concept of significant processes that appears in paragraph 79 is
consistent with that in paragraph 69. Paragraph 69 states that “the auditor should identify each significant
process over each major class of transactions affecting significant accounts or groups of accounts.” This
suggests that the processes that are of concern to the auditor are those that are both significant and also
are related to major classes of transactions affecting significant accounts or groups of accounts. We believe
that this guidance is appropriate. The discussion of significant processes in paragraph 79, however, seems
to have lost the notion of relatedness to major classes of transactions affecting significant accounts or
groups of accounts. We believe that the guidance in paragraph 79 should be clarified and made consistent
with that in paragraph 69.
In order to achieve the objectives described in paragraph 79, we believe that the auditor should perform
independent walkthroughs for all the company’s significant processes and for significant events and
transactions. We do not believe the auditor should be required to perform independent walkthroughs for
insignificant events and transactions.

Consideration of Management’s Extent of Testing
There is considerable confusion among issuers about the extent of testing that management must
perform in order to obtain sufficient evidence to support management’s assessment. There appears to be
a wide range of views among issuers as to what the appropriate levels of testing should be, including how
monitoring controls and other aspects of the control environment affect the extent of testing. We believe
that the PCAOB should work with the SEC to develop some definitive guidance for preparers.
Furthermore, such guidance needs to make it clear that the auditor’s testing cannot be used as the basis
for management’s assertion about the effectiveness of internal control.
In general, and as it relates to control activities in particular, we believe that management’s extent of
testing needs to be, at a minimum, at the same level as the auditor’s in order for management to have
sufficient evidence to provide a basis for its assessment. This concept needs to be applied on an overall
basis. It should recognize that the controls tested and the nature of tests might differ, however,
management’s testing needs to provide the same level of reasonable assurance that is required of the
auditor, and therefore the level of evidence to support management’s assessment should be at least
equal to the level of evidence obtained by the auditor.
Paragraph 125 of the proposed standard states:
Inadequate documentation of the design of controls and the absence of sufficient documented
evidence to support management’s assessment of the operating effectiveness of internal
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control over financial reporting [italics added] also are internal control deficiencies. As with
other internal control deficiencies, the auditor should evaluate these deficiencies as to their
significance.
We believe that the above guidance should be expanded to address the extent of testing. We also believe
that the proposed standard should require that the absence of sufficient evidence to support the
responsible party’s evaluation of the operating effectiveness of internal control constitutes either a significant
deficiency or a material weakness because the monitoring component of internal control cannot be
demonstrated in the absence of sufficient evidence to support management’s assertion. Accordingly, we
believe that the absence of sufficient evidence to support management’s assessment should be added to
the list of circumstances in paragraph 126 that is a strong indicator of a material weakness.

Considerations for Small and Medium-Sized Issuers
Page 6 of the introductory discussion in the proposed standard states:
The Board is sensitive to the possible effects
medium-sized companies . . . For a smaller, less
the auditor will exercise reasonable professional
audit of internal control and perform only those
effectiveness of the company’s internal control.

of the proposed standard on small and
complex company, the Board expects that
judgment in determining the extent of the
tests that are necessary to ascertain the

We agree with this statement because we believe that, regardless of entity size and complexity, the
auditor should exercise reasonable professional judgment in determining the extent of the audit of internal
control and perform only those tests that are necessary to ascertain the effectiveness of the entity’s
internal control. We are concerned, however, that the PCAOB’s statement above will create an
expectation among smaller issuers that the auditor should apply to audits of smaller entities a lower
standard concerning sufficiency of evidence. Appendix E also appears to create a lower standard of
internal control for smaller issuers that may be inappropriately interpreted by some as a justification for
giving inadequate attention to their assessment of internal control.
Appendix E focuses primarily on the lack of formality in implementing various components of internal
control at smaller companies. While this may be valid, the examples that are given fail to describe
sufficiently what kinds of controls are likely to be different in smaller issuers, and importantly, what kinds
of compensating controls can smaller issuers implement to overcome potential control deficiencies. For
example, paragraph E9 suggests that a “CFO’s careful review of daily sales and key ratios might be just
as effective in a small company as lower level control activities that might be found in a larger business.”
We do not believe that such a review is an adequate compensating control that would appropriately
address all relevant financial statement assertions. Additionally, we believe the discussion throughout
Appendix E substantially overemphasizes the benefits of direct interaction by senior management with
employees in smaller entities as a compensating control.
Paragraph 27 states that:
. . . the auditor must obtain sufficient competent evidence about the design and operating
effectiveness of controls related to all relevant financial statement assertions for all significant
accounts and disclosures in the financial statements.
We believe that the above requirement or objective applies to small, medium-sized, and large issuers. It is
important for the auditor to understand the difference of auditing internal control over financial reporting in
a smaller less formal setting than a highly complex large organization. However, we believe the proposed
guidance does not adequately emphasize that the auditor of small entities is still required to meet the
objective of paragraph 27 and to evaluate design and operating effectiveness for all relevant assertions
for all significant accounts and disclosures.

File No. PCAOB-2004-03 Page No. 539
Office of the Secretary
November 21, 2003
Page 7 of 17
Finally, Appendix E provides no guidance on how the auditor might tailor his or her procedures for smaller
issuers. Some examples of how this may be done and still meet the objective set forth in paragraph 27
would be helpful.

Safeguarding of Assets
The guidance in Appendix C of the proposed standard should be significantly enhanced. As currently
written, it is not sufficient to answer the questions that are arising in practice about which controls over
safeguarding of assets are within the scope of internal control over financial reporting, and which are not.
Following are several examples where it would be difficult to conclude, using the guidance provided in
Appendix C, that management or the auditor should be concerned about the effectiveness of the controls
related to safeguarding the selected assets.

Retail Inventory Shrinkage. A retail client has made a cost-benefit decision not to install theft
prevention techniques (for example, tagged clothing and security devices at entrances) in their retail
stores. Actual shrinkage in each store ranges from 5-10 percent of inventory on a monthly basis. Are the
controls related to theft prevention part of internal control over financial reporting? If so, does the lack of
controls over inventory shrinkage represent a significant deficiency or a material weakness if
management takes a quarterly physical inventory and properly records the shrinkage?
Music Piracy. The auditor has a client that produces music for sale on CDs. Customers copy the CDs
and make them available over Internet sites that allow for file swapping. Technology exists that allows the
CDs to be encrypted in such a way that they cannot be copied. Management makes a decision not to
encrypt the CDs because they do not want to alienate their customers.
Does management’s decision not to encrypt the CDs (and thus not protect the related asset – music) fall
within internal control over financial reporting? If so, does it represent a significant deficiency or a material
weakness?

Disaster Recovery. A client has made a cost-benefit decision not to provide controls for adequate
disaster recovery. Is management’s decision not to provide disaster recovery controls part of internal
control over financial reporting? If so, does it represent a significant deficiency or a material weakness? If
it is an internal control over financial reporting, how would management and the auditor test disaster
recovery?

Insurance Underwriting. Do the controls over accepting risk and pricing an insurance policy fall into
controls related to financial reporting? These controls affect the level of risk and therefore the balance
sheet reserves required, however, the company has strong controls over setting loss reserves and those
controls take into account the level of controls that exist over the underwriting process. Does the lack of
such controls represent a significant deficiency or a material weakness?
We believe that none of the examples would be a significant deficiency or a material weakness. The
definitions of both significant deficiency and material weakness require there be more than a remote
likelihood that a misstatement of the annual or interim financial statements will not be prevented. In the
retail and insurance underwriting examples, the company has a detective control (quarterly physical
inventories, controls over setting loss reserves, and monthly bank reconciliations) to ensure that the
financial statements are not misstated. The music piracy issue and the lack of a formal disaster recovery
policy do not result in a misstatement of the financial statements.
Based on the proposed definitions, we do not believe an ineffectiveness issue could be raised in any of
the above scenarios since an ineffective system of internal control results only when a material weakness
exists, and in these cases no deficiency exists that could cause the financial statements to be misstated.
If the PCAOB concludes that these types of controls do fall within the definition of internal control over
financial reporting, and the lack of such controls results in an ineffective system of internal control over
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financial reporting, we believe the PCAOB should modify its proposed definitions of internal control
deficiency, significant deficiency, and material weakness to be consistent with that conclusion.

Service Organizations
We believe the PCAOB should revise the guidance on service organizations that appears in Appendix B
of the proposed standard to clarify how it relates to the Board’s existing interim standard, Service
Organizations. Some of the guidance from the interim standard has been paraphrased or described using
different wording. As a result, it is not clear whether the Board intended to change the interim standard
and just omitted any mention of such changes from the introduction to the proposed rule (see our
comment above entitled “Process for Identifying and Communicating Changes to Various Interim
Standards”). In addition, we believe the Board should significantly enhance the guidance on what the
auditor should do, and what management should do, when the company uses a service organization as
part of its internal control.

Use of “All”
The proposed auditing standard significantly increases various requirements for auditors to perform a
procedure for “all” of a specific item. By its nature, a requirement related to all of a population excludes
any consideration of materiality, removes auditor judgment, and will be costly to implement. Consideration
must be given to whether the benefits to be achieved outweigh the cost of such requirements. In addition,
we are concerned that in some instances the proposed guidance is establishing a threshold for the
auditor that may be unachievable because the auditor’s testing is generally selective. Requiring the
auditor to perform a procedure for “all” of a population also inappropriately removes the auditor’s ability to
apply his or her professional judgment to the unique facts and circumstances of an audit engagement.
The following are examples of paragraphs where we believe the word “all” (identified in boldface italics)
needs to be reconsidered to ensure the requirements do not exceed the benefits obtained and result in
the auditor performing procedures that would not result in discovery of material weakness in internal
control over financial reporting.
79.

In a walkthrough, the auditor should trace all types of transactions and events, both recurring and
unusual, from origination through the company's information systems until they are reflected in the
company's financial reports. (Also see the discussion of walkthroughs earlier in this letter)

114. As part of this evaluation, the auditor should review all reports issued during the year by internal
audit (or similar functions, such as loan review in a financial institution) that address controls related
to internal control over financial reporting and evaluate any internal control deficiencies identified in
those reports.
191. In addition, the auditor should communicate to management, in writing, all deficiencies in internal
control over financial reporting (that is, those deficiencies in internal control over financial reporting
that are of a lesser magnitude than significant deficiencies) identified during the audit and inform the
audit committee when such a communication has been made. (Also see our response to question
number 20)

Indicators of Material Weakness
We agree with the guidance in paragraph 126 of the proposed standard that a restatement of previously
issued financial statements to reflect the correction of a misstatement is at least a significant deficiency
and is a strong indicator that a material weakness in internal control over financial reporting existed at that
time. However, the subsequent discovery of a material misstatement of the financial statements, or of a
material weakness in internal control, is not, in and of itself, evidence of (a) failure to obtain reasonable
assurance; (b) inadequate planning, performance, or judgment; (c) the absence of due professional care;
or (d) a failure to comply with PCAOB standards. Given the inherent limitation of an audit as described in
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paragraph 15 of the proposed standard, absolute assurance is not possible. Therefore, we believe the
proposed standard should include the following statement: “Since the practitioner’s opinion on internal
control is based on the concept of obtaining reasonable assurance, the practitioner is not an insurer and
his or her report does not constitute a guarantee.”

Effective Date
We understand that the PCAOB’s effective date for the proposed standard is based on the date
established by the Securities and Exchange Commission for implementation by registrants of its final 404
rule.
Nonetheless, we do not believe it is realistic to require implementation by accelerated filers of the internal
control reporting and disclosure requirements of Section 404 of the Act for fiscal years ending in June,
July, or August of 2004. Under the best of circumstances, we do not believe this proposed standard can
be issued as a final document before early 2004. Since management as well as auditors are looking to
this guidance to undertake what is a significant new approach to the audits of public companies, we do
not believe that a time frame that is less than six months is sufficient to implement these requirements. In
addition to the lack of final guidance, many implementation questions will need to be addressed by both
management and the auditor. Time will be required to surface, resolve, and provide guidance on these
issues. Accordingly, we believe that the effective date should be extended to audits of financial
statements for fiscal years ending on or after September 15, 2004.

Authoritative Appendices
The Statement of Authority at the beginning of the proposed standard states that “appendices to the
Board’s standards are an integral part of the standard and carry the same authoritative weight as the
body of the standard.” We believe that the PCAOB should clarify whether this statement applies to the
appendices in the Board’s interim transitional standards.
We also recommend that the PCAOB clarify whether examples in the appendices are intended to
establish requirements, or to provide illustrative guidance to be used by the auditor in making judgments
about similar circumstances. For example, paragraph D3 states: “The following examples illustrate how to
evaluate the significance of internal control deficiencies in various situations. These examples are for
illustrative purposes only.” However, each of the scenarios in Appendix D has a conclusion that states,
“based only on these facts, the auditor should determine that this deficiency represents a significant
deficiency [material weakness] for the following reasons” (italics added). The “should determine” language is
inconsistent with the statement in paragraph D3 that the examples are for illustrative purposes only.

Responses to Questions
Questions regarding an integrated audit of the financial statements and internal control over
financial reporting:
1. Is it appropriate to refer to the auditor's attestation of management's assessment of the
effectiveness of internal control over financial reporting as the audit of internal control over
financial reporting?
It is appropriate to refer to the auditor’s attestation as an audit. The auditor’s objective is to express an
opinion on management’s assertion about the effectiveness of internal control over financial reporting,
just as the auditor’s objective in an audit of the financial statements is to express an opinion on the
financial statements. The level of assurance provided by the auditor’s opinion is the same for either
engagement. The requirement to obtain sufficient competent audit evidence to support the opinion is the
same for either engagement. Only the subject matter on which the opinion is expressed is different.
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2. Should the auditor be prohibited from performing an audit of internal control over financial
reporting without also performing an audit of the financial statements?
We agree that for public company audits, the auditor should be prohibited from performing an audit of
internal control over financial reporting without also performing an audit of the financial statements.
The applicability of the proposed standard and the continuing applicability of AT section 501 needs to
be clarified. The first sentence of paragraph 2, on its own, does not appear to be correct since not all
companies subject to the reporting requirements of the Securities Exchange Act of 1934 are required
to report on internal control over financial reporting. Furthermore, footnote 1 states that “this standard
supersedes AT section 501 as it relates to performing an audit of the design and operating
effectiveness of internal control over financial reporting.” Does that mean that AT section 501 is
superseded, or that it is superseded only with respect to some guidance? Should public companies
not subject to section 404 of the Sarbanes-Oxley Act but that voluntarily wish to obtain an auditor
attestation of internal control use the proposed standard or AT section 501?
3. Rather than requiring the auditor to also complete an audit of the financial statements, would an
appropriate alternative be to require the auditor to perform work with regard to the financial
statements comparable to that required to complete the financial statement audit?
No. Requiring something less would be difficult to define and would result in significant
inconsistencies in practice for public company audits. We also agree that the audit of internal control
and the audit of financial statements should be completed as of the same date.
Question regarding the costs and benefits of internal control:
4. Does the Board's proposed standard give appropriate consideration to how internal control is
implemented in, and how the audit of internal control over financial reporting should be
conducted at, small and medium-sized issuers?
See comment above entitled “Considerations for Small and Medium-Sized Issuers.”
Question regarding the audit of internal control over financial reporting:
5. Should the Board, generally or in this proposed standard, specify the level of competence and
training of the audit personnel that is necessary to perform specified auditing procedures
effectively? For example, it would be inappropriate for a new, inexperienced auditor to have
primary responsibility for conducting interviews of a company's senior management about
possible fraud.
The PCAOB’s interim standards require that the person or persons performing the engagement have
adequate technical training and proficiency as an auditor (or in the attest function) and adequate
knowledge of the subject matter, and that work is to be properly supervised. SAS No. 47, Audit Risk and
Materiality in Conducting an Audit (AICPA, Professional Standards, vol. 1, AU sec. 312.17), further
states:
Whenever the auditor has concluded that there is significant risk of material misstatement of
the financial statements, the auditor should consider this conclusion in determining the nature,
timing, or extent of procedures; assigning staff; or requiring appropriate levels of supervision.
The knowledge, skill, and ability of personnel assigned significant engagement responsibilities
should be commensurate with the auditor’s assessment of the level of risk for the engagement.
Ordinarily, higher risk requires more experienced personnel or more extensive supervision by
the auditor with final responsibility for the engagement during both the planning and the
conduct of the engagement.
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We believe the existing interim standards are adequate. We do not believe that it is realistic to mandate
levels of experience for the performance of specific procedures because development of personnel
does not progress on a uniform timetable. We believe appropriate judgment needs to be made around
staffing assignments and it would be inappropriate to specify the level of staff for specific audit
procedures.
Questions regarding evaluation of management's assessment:
6. Is the scope of the audit appropriate in that it requires the auditor to both evaluate
management's assessment and obtain, directly, evidence about whether internal control over
financial reporting is effective?
Yes, we believe that for public companies it is appropriate that the scope of the audit requires the
auditor to both evaluate management’s assessment and obtain, directly, evidence about whether
internal control over financial reporting is designed and operating effectively, as stated in paragraph 5 of
the proposed standard.
We also believe that the auditor’s opinion in report Examples A-1 and A-6 should run directly to the
effectiveness of internal control over financial reporting rather than to management’s assessment
both to be consistent with the scope paragraph in those reports and to eliminate any confusion that
the auditor is expressing an opinion on the effectiveness of internal control over financial reporting.
Accordingly, we believe that report element “l” in paragraph 153 should be changed to read “the
auditor’s opinion on whether the company maintained, in all material respects, effective internal
control over financial reporting as of the specified date based on the control criteria” so that it is
consistent with report element “h.”
7. Is it appropriate that the Board has provided criteria that auditors should use to evaluate the
adequacy of management's documentation?
Yes. It is appropriate to provide criteria. However, we believe the Board needs to clarify paragraph B-3
of the proposed standard. Does the guidance in B-3 mean that management would not be required to
have controls documented at locations or business units that are not able to create, either individually or
in the aggregate, a material misstatement? We believe that management should have at least a
minimum level of documentation of controls at these locations or business units consistent with the
requirement that registrants must maintain adequate books and records.
We also believe more guidance is needed in the area of documentation of locations or business units
that individually are insignificant but when aggregated could result in a material misstatement. We
believe management should be required to document all significant controls at these locations as it
relates to the significant accounts at the consolidated financial levels. Without appropriate
documentation, we do not believe management can demonstrate adequate company wide controls
since documentation of controls is a foundation of company wide controls.
Further, as part of providing criteria that auditors should use to evaluate the adequacy of management’s
documentation, we believe that the Board, in conjunction with the SEC, should address the matter of
management’s level of documentation and retention of documentation as well as the auditor’s
documentation of the entity’s systems and controls.
8. Is it appropriate to state that inadequate documentation is an internal control deficiency, the
severity of which the auditor should evaluate? Or should inadequate documentation
automatically rise to the level of significant deficiency or material weakness in internal control?
We do not believe inadequate documentation should automatically rise to the level of a significant
deficiency or a material weakness. The effect of inadequate documentation is a judgmental matter to be
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considered in the auditor’s evaluation of internal control over financial reporting.
Paragraph 46 states that “in evaluating the deficiency as to its significance, the auditor should determine
whether management can demonstrate the monitoring component of internal control over financial
reporting in the absence of documentation.” This language suggests that there are ways in which
management can demonstrate the monitoring component in the absence of documentation of controls.
We believe there needs to be clarification around this statement and if this statement is retained,
examples of how management would do this should be provided. We believe that documentation
provides the foundation for the entity’s evaluation of and monitoring of the effective operation of
controls.
Questions regarding obtaining an understanding of internal control over financial reporting:
9. Are the objectives to be achieved by performing walkthroughs sufficient to require the
performance of walkthroughs?
10. Is it appropriate to require that the walkthrough be performed by the auditor himself or herself,
rather than allowing the auditor to use walkthrough procedures performed by management,
internal auditors, or others?
See comment above entitled “Walkthroughs.”
Question regarding testing operating effectiveness:
11. Is it appropriate to require the auditor to obtain evidence of the effectiveness of controls for all
relevant assertions for all significant accounts and disclosures every year or may the auditor
use some of the audit evidence obtained in previous years to support his or her current opinion
on management's assessment?
We believe that the auditor needs to obtain evidence of the effectiveness of controls for all relevant
assertions for all significant accounts and disclosures every year. Reliance on prior year work is
inappropriate.
We do not, however, believe that this requirement is clearly stated in the proposed standard. Paragraph
101 of the proposed standard states:
Each year the auditor must obtain sufficient evidence about whether the company’s internal
control over financial reporting, including the controls for all internal control components, is
operating effectively. The auditor also should vary from year to year the nature, timing, and
extent of testing of controls to introduce unpredictability into the testing and respond to
changes in circumstances. For example, each year the auditor might test the controls at a
different interim period; increase or reduce the number and types of tests performed; or
change the combination of procedures used.
We believe that the guidance in the above paragraph does not make it clear that the auditor is required
to obtain evidence of the effectiveness of controls for all relevant assertions for all significant accounts
and disclosures every year, without using some of the audit evidence obtained in previous years to
support his or her current opinion on management’s assessment. The guidance in the proposed
standard should be stated as explicitly as question 11 so that it is clear to auditors.
Questions regarding using the work of management and others:
12. To what extent should the auditor be permitted or required to use the work of management and
others?
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Allowing the auditor to rely on certain testing performed by management should be permitted but not
required. It should be based on the auditor’s judgment of the competence and objectivity of those
performing the work, and subject to the overall requirement that the auditor should obtain the principal
evidence for the opinion.
13. Are the three categories of controls and the extent to which the auditor may rely on the work of
others appropriately defined?
Paragraph 104 of the proposed standard states that areas in which the auditor should not use the
work of others includes “controls that have a pervasive effect on the financial statements, such as
certain information technology general controls on which the operating effectiveness of other controls
depend.” Internal auditors in many companies possess both the skills and the objectivity to perform
tests of IT general controls very effectively. We believe that to prohibit using the work of such
professionals altogether would result in a costly redundancy of work effort between the company and
the auditor that provides no benefit. Accordingly, we strongly believe that controls that have a
pervasive effect on the financial statements, such as IT general controls, should be included among
the areas of controls discussed in paragraph 105 where the auditor’s use of the results of procedures
performed by others should be limited, but not prohibited.
With regard to the areas in which the work of others should be limited (paragraph 105), we believe
the PCAOB should provide additional guidance to clarify the meaning of “limited.”
In paragraph 106, the phrase “without specific limitation” does not clearly communicate what level of
auditor involvement is appropriate in areas such as controls over routine processing of significant
accounts and disclosures. Does this imply the auditor would not necessarily be required to do some
testing of each control in this category? We believe that the auditor needs to perform some tests in
the areas described in paragraph 106 because it is inappropriate to rely exclusively on the results of
tests performed by others. See also our response to question 15.
14. Does the proposed standard give appropriate recognition to the work of internal auditors? If not,
does the proposed standard place too much emphasis and preference on the work of internal
auditors or not enough?
We do believe that the proposed standard gives appropriate recognition to the work of internal auditors
in paragraph 108. The guidance in paragraph 108 supports our response to question 13 as it relates to
using the results of tests of IT general controls performed by internal auditors.
15. Is the flexibility in determining the extent of reperformance of the work of others appropriate, or
should the auditor be specifically required to reperform a certain level of work (for example,
reperform tests of all significant accounts or reperform every test performed by others that the
auditor intends to use)?
Paragraph 107 states that if the auditor intends to use the work of others, “the auditor should
reperform some of the tests of controls originally performed by others.” We believe more guidance is
needed here to indicate if reperformance must be done at each individual control level, the account
balance level, or just on an overall basis.
In addition, it is not clear whether the guidance in paragraph 107 is intended to apply to both
paragraphs 105 and 106 or only to paragraph 105.
16. Is the requirement for the auditor to obtain the principal evidence, on an overall basis, through
his or her own work the appropriate benchmark for the amount of work that is required to be
performed by the auditor?
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Yes, the requirement in paragraph 109 that “the auditor must perform enough of the testing himself or
herself so that the auditor’s own work provides the principal evidence for the auditor’s opinion” is an
appropriate benchmark for the amount of work that is required to be performed by the auditor. However,
we believe the following guidance should be added to paragraph 109: “Because controls over certain
areas are not always susceptible to mathematical measurement, the auditor will need to apply judgment
to determine that he or she has obtained the principal evidence from his or her own testing.”
Questions regarding evaluating results:
17. Will the definitions in the proposed standard of significant deficiency and material weakness
provide for increased consistency in the evaluation of deficiencies? How can the definitions be
improved?
We recognize how difficult it is to develop a meaningful definition of internal control deficiency that can
be understood and applied consistently. The AICPA’s Auditing Standards Board task force spent
significant time in its own deliberations on this subject. We believe the definitions included in the
proposed standard provide a reasonable level of clarity that would provide a more consistent
application. However, we believe by including the probability concept of “remote” in the definition of
significant deficiency, the PCAOB has lowered the threshold and as a result will increase the number of
deficiencies that will be classified as significant deficiencies. Although the number of deficiencies is not
of major concern to us, what does concern us is that the number may ultimately dilute the importance of
significant deficiencies and, as a result, cause management, audit committees, boards of directors, and
others to view this category as irrelevant or unimportant. At the same time, requiring unresolved
significant deficiencies to be strong indicators of a material weakness would capture significant
deficiencies when the likelihood of a misstatement is slightly more than remote (for example, a 5-8
percent likelihood) and the amount of misstatement is slightly more than inconsequential (for example,
more than 1 percent). Doing so seems inappropriate and could result in adopting controls that far
exceed the benefit. We believe the Board needs to evaluate if it intended to have these consequences
when applying the proposed definitions and consider removing the concept of “remote” from the
definition.
We also note that in the report Examples A-2 and A-3, the definition of significant deficiency in the
explanatory paragraphs includes only the part of the definition that states that “a significant deficiency is
an internal control deficiency that adversely affects the company’s ability to initiate, record, process, and
report external financial data reliably in accordance with generally accepted accounting principles.” We
do not believe that this definition will be meaningful to users of the report since it does not communicate
anything about the materiality or the likelihood of the deficiency, in contrast to the definition of material
weakness.
In addition, we think the Board should change the definition of significant deficiency to read “A
significant deficiency is” rather than “A significant deficiency could be” so that the construction is parallel
to the definition of material weakness. Finally, we believe the Board should drop the words “in amount”
following “more than inconsequential,” since we believe the determination of what is “more than
inconsequential,” just as well as what is “material,” could involve qualitative as well as quantitative
considerations.
18. Do the examples in Appendix D of how to apply these definitions in various scenarios provide
helpful guidance? Are there other specific examples that commenters could suggest that would
provide further interpretive help?
We believe the examples are helpful in providing some clarity around the application of the definition.
However, they are reasonably straightforward (black and white) situations. The difficulty will come in
the gray areas. Additional examples should be provided where deficiencies would not meet the
threshold of “more than remote” and less obvious examples and conclusions are needed.
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19. Is it necessary for the auditor to evaluate the severity of all identified internal control
deficiencies?
Yes. Once the auditor becomes aware of an internal control deficiency, the auditor needs to evaluate
whether it is a significant deficiency or a material weakness.
20. Is it appropriate to require the auditor to communicate all internal control deficiencies (not just
material weaknesses and significant deficiencies) to management in writing?
We believe it is appropriate to require the auditor to communicate to management all deficiencies in
internal control (that is, those deficiencies that are of a lesser magnitude than significant deficiencies)
that were identified by the auditor during the audit.
However, paragraph 191 goes beyond communication of deficiencies identified by the auditor and
includes all deficiencies identified by management, internal auditors, or others. In large multi-national
companies this could amount to hundreds, even thousands, of comments that do not reach the level of
significant deficiency and would create a level of effort that would far exceed the benefits. We believe
that management should be expected to be responsible for accumulating these comments as part of its
overall monitoring function. It is inappropriate for the auditor to play this role.
21. Are the matters that the Board has classified as strong indicators that a material weakness in
internal control exists appropriately classified as such?
As stated earlier, we believe that the absence of sufficient evidence to support the responsible party’s
evaluation of the operating effectiveness of internal control would result in a strong indicator of material
weakness. We believe that this matter should be added to the list in paragraph 126 and deleted from
paragraph 125.
While we agree that an ineffective regulatory compliance function may result in a material misstatement
in the financial statements, there are many aspects of the function that by themselves may be
ineffective without affecting the financial statements. Singling out the entire function will lead to
confusion regarding whether the regulatory process falls within the definition of internal control over
financial reporting. We believe each deficiency within the regulatory function first needs to be evaluated
to determine if it applies to internal control over financial reporting. If it does, then it should be evaluated
to determine whether it is a significant deficiency or a material weakness.
We agree fraud on the part of senior management is a serious issue, however, we do not believe it is
the responsibility of the auditor to identify fraud of any magnitude. We also do not believe that fraud of
any magnitude would necessarily constitute a significant deficiency or a material weakness, particularly
in situations where the company’s controls uncovered the issue. We also do not believe that the auditor
should be required to consider issues that occur outside the company’s environment such as filing a
false tax return.
22. Is it appropriate to require the auditors to evaluate the effectiveness of the audit committee's
oversight of the company's external financial reporting and internal control over financial
reporting?
23. Will auditors be able to effectively carry out their responsibility to evaluate the effectiveness of
the audit committee's oversight?
24. If the auditor concludes that ineffective audit committee oversight is a material weakness, rather
than require the auditor to issue an adverse opinion with regard to the effectiveness of the
internal control over financial reporting, should the standard require the auditor to withdraw
from the audit engagement?
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See comment above entitled “Evaluating the Effectiveness of the Audit Committee’s Oversight.”
Questions regarding forming an opinion and reporting:
25. Is it appropriate that the existence of a material weakness would require the auditor to express
an adverse conclusion about the effectiveness of the company's internal control over financial
reporting, consistent with the required reporting model for management?
26. Are there circumstances where a qualified "except for" conclusion would be appropriate?
27. Do you agree with the position that when the auditor issues a non-standard opinion, such as an
adverse opinion, that the auditor's opinion should speak directly to the effectiveness of the
internal control over financial reporting rather than to whether management's assessment is
fairly stated?
See comment above entitled “Forming an Opinion and Reporting.”
Questions regarding auditor independence:
28. Should the Board provide specific guidance on independence and internal control-related nonaudit services in the context of this proposed standard?
No. We do not believe that this proposed standard is the appropriate place for guidance on
independence and internal control-related non-audit services.
29. Are there any specific internal control-related non-audit services the auditor should be
prohibited from providing to an audit client?
We believe that the non-audit services currently prohibited for audits of issuers are appropriate and that
no additional rules are necessary.
Questions regarding auditor's responsibilities with regard to management's certifications:
30. Are the auditor's differing levels of responsibility as they relate to management's quarterly
certifications versus the annual (fourth quarter) certification, appropriate?
31. Is the scope of the auditor's responsibility for quarterly disclosures about the internal control
over financial reporting appropriate?
As in financial statement reporting, we believe differing levels of responsibility are appropriate.
We believe paragraphs 8 and 9 of the proposed standard may imply that the auditor is obligated to
identify deficiencies that could result in a misstatement to interim financial statements. We do not
believe that an auditor should be required to plan his or her annual audit of internal control to consider
materiality or tolerable errors at the materiality level of the interim financial statement. Therefore, we
believe the PCAOB needs to be explicit that this is not required or state what they believe is required
relative to the existing model (that is, SAS 100).
In addition, we believe that the language in the second bullet of paragraph 186 should be changed
from “whether significant changes in internal control over financial reporting may introduce significant
deficiencies or material weaknesses in the design of internal control over financial reporting” to
“whether any change in internal control over financial reporting has materially affected, or is
reasonably likely to materially affect, the company’s internal control over financial reporting” to

File No. PCAOB-2004-03 Page No. 549
Office of the Secretary
November 21, 2003
Page 17 of 17
conform to wording in the SEC’s final 404 rule. We do not believe that the auditor’s responsibility
should be extended beyond that required for management.
Finally, we believe the auditor evaluation responsibilities described in paragraphs 185 through 189
should not be required until the first quarter after the company’s issuance of its first annual 404 report.

Additional/Editorial Comments
1.

The proposed standard should include guidance on the work that is required of the auditor to
determine whether an identified deficiency in one interim period has been corrected in a
subsequent interim period. Since the auditor has no responsibility to do testing on a quarterly basis,
what would be the basis for the auditor to conclude that the control is now designed and operating
effectively?

2.

In regard to paragraph B15 of the proposed standard, we believe that the internal control of all
equity investees should be excluded from the company’s evaluation of internal control over financial
reporting, except with regard to controls over accounting for these investments in accordance with
generally accepted accounting principles. Therefore, we believe the word “ordinarily” should be
eliminated from the statement that “the evaluation ordinarily [italics added] would not extend to
controls at the equity method investee.” However, if it is not eliminated, we believe an example
should be provided of a situation where the evaluation of the company’s internal control would
extend to controls at an equity method investee.

3.

In paragraph 2, change the beginning of the fourth sentence to either “the audit firm that audits” or
“the auditor who audits.”

4.

Although we agree with the statement, the last sentence of paragraph 11 seems misplaced.

5.

Although we agree with the statement, the last sentence of paragraph 36 seems off point in that it
doesn’t tie back to the discussion of professional skepticism.

Thank you for the opportunity to comment on this proposed standard. We would be pleased to meet with
PCAOB members and staff to discuss our comments.
Sincerely,

S. Scott Voynich, CPA
Chairman of the Board

Barry C. Melancon, CPA
President and CEO
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American Society of Corporate Secretaries

November 21, 2003

Office of the Secretary
Public Company Accounting Oversight Board
1666 K Street, N.W.
Washington, D.C. 20006-2803
Re:

PCAOB Rulemaking Docket Matter No. 008

Dear Board Members:
The American Society of Corporate Secretaries, Inc. (“Society”) is a professional
association founded in 1946, serving more than 4,000 corporate attorneys and other business
executives who represent over 3,000 companies. The members’ major duties include working
with corporate boards of directors to improve corporate governance; assuring company
compliance with securities regulations; coordinating activities of stockholders, including proxy
voting for the annual meeting of shareholders; and administering other activities handled by the
Corporate Secretary’s Office. The majority of the Society’s members are attorneys.
We appreciate the opportunity to comment on the Public Company Accounting Oversight
Board’s Proposed Auditing Standard – An Audit of Internal Control Over Financial Reporting
Performed in Conjunction with an Audit of Financial Statements (the “Proposed Standard”). The
Proposed Standard covers attestation engagements under Sections 404(b) and 103(a)(2)(A) of the
Sarbanes-Oxley Act of 2002 (the “Act”).
First, the Society would like to make general comments about its perception of the
approach that the Proposed Standard seems to be taking. Then we would like to address selected
topics of particular interest to our members: External auditors’ oversight of the effectiveness of
audit committees; communications among external auditors, management and the audit
committee; the ability of external auditors to rely on the work of others, especially internal audit;
the introduction of new terminology; and the characterization of the external auditors’ attestation
opinion.
*****
General
We applaud the PCAOB for being sensitive to the fact that internal control over financial
reporting cannot be “one-size-fits-all.” However, as a general comment, we would like to note
that the Proposed Standard takes away much of the professional judgment and expertise that
external auditors could bring to the assessment of internal controls over financial reporting in a
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given factual situation. We recommend that the Board allow external auditors to exercise their
judgment to a greater extent than currently contemplated under the Proposed Standard.
Oversight of Effectiveness of Audit Committees
Section 301 of the Act states that “[t]he audit committee . . . shall be directly responsible
for the appointment, compensation, and oversight of the work of any registered public
accounting firm employed by the issuer . . . and each such registered public accounting firm
shall report directly to the audit committee . . . .” Paragraphs 56-59 of the Proposed Standard
require the external auditors to evaluate the effectiveness of the audit committee’s oversight of
the company’s external financial reporting and internal control over financial reporting.
Conflict of Interest. We believe that Paragraphs 56 – 59 create an unworkable conflict of
interest for the external auditors. Paragraph 59 of the Proposed Standard states that
“[i]neffective oversight by the audit committee of the company’s external financial reporting and
internal control over financial reporting should be regarded as at least a significant deficiency
and is a strong indicator that a material weakness in internal control over financial reporting
exists.” Paragraph 57 states that the external auditor should evaluate the “Committee’s
compliance with applicable listing standards adopted pursuant to Section 301 of the Act.”
Major new laws, rules and standards have arisen from numerous regulatory fronts affecting both
issuers and their external auditors. One of the audit committee’s primary responsibilities is to
retain, terminate and determine the compensation paid to external auditors. In its final listing
standards’ discussion on the role of audit committees, the New York Stock Exchange (“NYSE”)
states that one of the committee’s purposes is to “assist board oversight of… the independent
auditor’s qualifications and independence. We believe this critical responsibility and oversight
function of the audit committee is incompatible with, and would be compromised by, an
evaluation of the audit committee by the external auditors under the Proposed Standard.
Scope of External Auditors’ Evaluation. The Proposed Standard gives as examples seven
factors that the external auditor should consider in evaluating the effectiveness of the audit
committee’s oversight of the company’s external financial reporting and internal control over
financial reporting. With due deference to the professionalism and expertise of external auditors,
some of the proposed factors venture into the realm of what the Securities and Exchange
Commission (the “SEC”) and the stock exchanges are addressing, not matters inherently within
the expertise of external auditors. For instance, paragraph 58 of the Proposed Standard states
that “[a]s part of evaluating the independence of committee members, the auditor should evaluate
how audit committee members are nominated and selected and whether they act independently
from management . . . For example, are qualified candidates identified by outsiders, such as an
outside search firm or a nominating committee composed of outside directors, . . . ?”
We strongly recommend that the PCAOB defer to Section 303A.4(b) of the NYSE’s final
listing standards as approved by the SEC on November 4, 2003, which states that the nominating
committee’s purpose and responsibilities at a minimum must be to “identify individuals qualified
to become board members, consistent with criteria approved by the board, and to select, or to
recommend that the board select, the director nominees for the next annual meeting of
shareholders . . . .” There are mechanisms to monitor and enforce the listing standards.
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We note that, as a result of the Proposed Standard, external auditors are now planning
significant audit procedures including lengthy surveys and interviews with audit committee
members to fulfill this evaluation requirement. Given the existence of the NYSE listing
standards addressing board and committee nominees and their independence, we believe that any
added benefit of the external auditors also reviewing directors’ independence would be
immaterial and unnecessary, particularly when balanced against the significant added burden of
the extra audit procedures.
Communications
Paragraph 191 of the Proposed Standard requires the external auditor to communicate “to
management, in writing, all [emphasis supplied] deficiencies in internal control over financial
reporting (that is, those deficiencies in internal control over financial reporting that are of a lesser
magnitude than significant deficiencies) identified during the audit . . . .” In addition, the
external auditor must “inform the audit committee when such a communication has been made.”
This provision would require a change from external auditors’ current practice of communicating
significant deficiencies (reportable conditions) and material weaknesses in writing to the audit
committee to an approach that would require communication to management of all deficiencies
in internal controls over financial reporting identified during the audit and to inform the audit
committee when a communication has been made.
The probable result is that most audit committees will feel that they cannot simply take
on its face the fact that the external auditor reported deficiencies to management without
exploring further. Instead, audit committees are likely to feel compelled to ask about the
substance of all the deficiencies. What may then happen is that the committee will become
bogged down in reviewing insignificant matters rather than focusing on topics of greater
importance to the company and its owners. Accordingly, we recommend that the PCAOB retain
the current reporting structure.
Reliance on Work of Others, Especially Internal Audit
The Society appreciates the PCAOB’s recognition of the expense and work incurred by
companies: “[t]he more extensive and reliable management’s assessment is, the less extensive
and costly the auditor’s work will need to be.” It seems to recognize that the external auditor can
rely on the work of internal audit in certain areas: “The proposed auditing standard . . . would
allow the auditor to incorporate into the audit . . . some of the work performed by others, such as
internal auditors or third parties . . . .”
However, other provisions limit the circumstances in which internal audit may be used.
The draft proposes that internal audit cannot be used for the following areas:




Control environment, including fraud controls.
Controls over period-end financial reporting process.
Controls that have a pervasive effect on the financial statements, such as certain IT
general controls on which the operating effectiveness of other controls depend.
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Walkthroughs.

These prohibited functions are some of the key areas in which an internal audit group can
provide significant insight and audit evidence based on its experience with the company. Public
companies do not expect external auditors to rely solely on internal audit for 100% of testing.
Eliminating internal audit from these critical areas, however, is a dramatic change from present
accepted practices. In addition, this proposed point does not allow the external auditors latitude
to use their own professional judgment. For example, in the new “walkthrough” concept that the
Proposed Standard introduces, it is not clear if all processes in all locations (significant or
otherwise) must have a walkthrough. Multinationals with complex global operations could have
hundreds of processes located in numerous geographies involving multiple sites. We believe that
external auditors should be allowed to use their judgment, taking into account the specific
circumstances of the company, to determine the operating effectiveness of controls for all
relevant assertions for all significant accounts and disclosures.
The proposed auditing standard also would require that, overall, the external auditor
obtain directly the “principal evidence” about the effectiveness of internal control over financial
reporting. It is our understanding that many external auditors are interpreting the Proposed
Standard to mean that only they can provide the principal evidence. The result is significant
increased costs to companies, without necessarily any more benefits going to the investing
public. For all companies, small, mid-sized and large, the additional costs are likely to be very
high. Anecdotally, our members report that their external auditors have told them to expect 25100% fee hikes to cover internal control work.
Unfortunately, one unintended consequence if the Proposed Standard is adopted in this
area will be to diminish or eliminate the role of internal audit. In its final listing standards, the
NYSE reaffirmed the importance of internal audit by requiring that all listed companies have an
internal audit function, a stance we urge the PCAOB to support. Effectively decimating strong
internal audit functions will diminish, not enhance, the ability of corporations to maintain a
strong control environment from which management can produce transparent financial
statements with integrity that will inspire investor confidence.
Introduction of New and Broad Terminology
While we appreciate the Board's efforts to clarify the definition of "significant
deficiency,” which is not currently well defined in the auditing literature, we believe the Board's
proposed definitions of both "significant deficiency" and "material weakness" capture an
unnecessarily low and insignificant level of control deficiencies which were not within the intent
of Congress when it adopted the Act. These new definitions also introduce significant
ambiguities that make it difficult for companies or external auditors to interpret and apply the
definitions. As an alternative to the Board's approach, we recommend the Proposed Standard
give companies and the external auditors latitude to exercise judgment in determining those
deficiencies that are significant enough to be elevated to management and the audit committee,
or disclosed in public filings, while using more well-established terminology to provide
definitional guidance. Rather than introducing the term "inconsequential" in the significant
deficiency definition, we recommend that the Board use the well-understood concept of
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materiality in addressing the magnitude of both a significant deficiency and a material weakness,
and use different degrees of likelihood to distinguish between the two. Specifically, we
recommend that the definitions hinge on whether there is a reasonable possibility that individual
or aggregated deficiencies would lead to a material adjustment in the financial statements, in the
case of significant deficiencies, and on whether it is reasonably likely the deficiencies would lead
to a material adjustment in the financial statements, in the case of material weaknesses. Using
terminology that is already well interpreted in the auditing literature, SEC guidance and judicial
decisions will give companies and auditors greater ability to apply the definitions in exercising
their judgment.
In addition, we ask that the Board avoid using terminology that appears to extend beyond
the financial reporting controls scope of the SEC's rules. For instance, ineffective internal audit,
risk assessment, and regulatory compliance functions are listed as examples of significant
deficiencies. Yet in many companies, these functions extend beyond the realm of internal
controls over financial reporting.
Characterization of Qualified Attestation
The Proposed Standard, in Paragraphs 177-179 discusses situations where there is an
adverse opinion on the effectiveness of internal controls over financial reporting due to a
material weakness but the auditor's opinion on the financial statements is unqualified because
they were able to perform substantive procedures to satisfy themselves that there was no material
misstatement in the financial statements. Paragraph 178 proposes the inclusion of qualifying
language in the report on internal control over financial reporting explaining that the material
weakness does not impact the audit report on financial statements. We are concerned that the
appearance of an unqualified opinion on the financial statements alongside an adverse opinion
on the effectiveness of internal control over financial reporting due to a material weakness that
did not result in a material misstatement in the financial statements will create the perception to
the investing public that the financial reports are unreliable despite the inclusion of the qualifying
language in the report on internal control over financial reporting. We recommend that the
external auditor be allowed to exercise judgment as to whether the opinion on the effectiveness
of internal control over financial reporting should be regarded as a qualified opinion rather than
an adverse opinion based upon the materiality of the weakness and scope limitations if any.

*****
The Society’s members vigorously support the accountability of management for
establishing and maintaining adequate internal controls over financial reporting. We hope that
the Proposed Standard will permit companies and their owners to take full advantage of the
professional and thorough work and expertise of management and internal audit. We also hope
that external auditors are permitted to exercise their considerable professional expertise and
judgment. If not, we risk violating the PCAOB’s sensitivity that “internal control is not ‘onesize-fits-all,’ and the nature and extent of controls that are necessary depend, to a great extent, on
the size and complexity of the company.”
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We appreciate your consideration of these comments. If you have any questions, please call me
at 650-752-5339.
Cordially,
American Society of Corporate Secretaries
By:

cc:

Marie Oh Huber
Chair, PCAOB Subcommittee
of the ASCS Securities Law Committee

Alan Beller
Peggy Foran
Kathy Gibson
David Smith
Susan Wolf
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DONALD NEIL ANDERSON

October 22, 2003

Office of the Secretary, PCAOB,
1666 K Street, N.W.,
Washington, D.C. 20006-2803.

Dear Sir,

PCAOB Rulemaking docket Matter No 008
I wish to comment on the new PCAOB draft standard referenced above. I write in the context on
an informed private individual having spent my entire career in audit and finance both in Europe
and the US. I am particularly motivated because of the loss of trust in financial markets and my
own personal pension savings losses.
It is of great comfort to see that he PCAOB is establishing its independence of mind right from
the start and is not minded to continue to allow the accounting profession to regulate itself.
Indeed in the run-up to the issue of these standards I was following with interest the view of the
profession that it would itself set the standards and more importantly it viewed the introduction
of S 404 of Sarbanes Oxley as an opportunity to boost sagging profitability on audit work. As I
understood it the profession viewed S 404 as a second government mandated franchise to extract
much larger fees from its clients by calling the attestation on internal control over financial
reporting a second audit engagement and therefore billable as such.
My view of the wording of Sarbanes Oxley is that the attestation of management’s evaluation of
the effectiveness of internal control over financial reporting is to be considered a necessary part
of the audit of financial statements. It is work which enables the independent auditor to opine, in
a truly meaningful manner, on the financial statements and is therefore a necessary component of
the statutory audit. It should therefore be performed at no extra cost to the client’s shareholders.
Indeed the implosion of Arthur Andersen has served only to redistribute the audit pie to an even
smaller number of accounting firms. The fact that there are now only 4 firms left is in itself is
not a desirable state of affairs, and I have disagreed with the mega mergers that have taken place
on grounds of competition.
The audit profession came out of this far better than I or they could have expected, given their
role and complicity, and in some cases outright involvement in the manufacture of schemes,
which resulted in considerable losses to the shareholders and perhaps more important the
stakeholders in the corporations involved.
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It is clear to me that public trust will only return to the markets in the same measure as the
PCAOB and SEC visibly and boldly act to protect those markets. In the mid 1980s I spoke to Sir
David Tweedie, then David Tweedie, who was just taking over at the IASB from Bryan
Carlsberg. His view was that new standards would be ignored until standard setters were willing
to publicly hang the first transgressor.
I can see that powerful lobbies have been visiting the PCAOB, and vested interests are being
actively protected, notably the issues of additional client services performed by the independent
auditor, independence and the issue of foreign jurisdiction. My hope is that the PCAOB will
uphold the spirit of al of the provisions of the act. I would like to see non-US audit firms treat
the inspections by the PCAOB very seriously indeed, and be aware that very competent people
will be reviewing their activities and revealed failures can have dire consequences.
Before I answer the requested questions, I feel that there is one very important omission in the
structure of the PCAOB draft standard. The standard often cites the pervasive nature of
information systems and in fact notes that even the smallest of companies relies for its financial
accounting and reporting on three level computer architectures, software, databases and
infrastructures. Since the Treadway Report over 10 years ago the use of IT in financial reporting
has expanded exponentially. My own experience tells ma that there are a bewildering number of
applications, databases and infrastructures that combine together in layers to arrive at the
consolidated numbers for a large international corporation. Even the analytical reviews and
substantive tests will have recourse to some IT system output somewhere.
You mention that a standard or model for internal control could be the COSO or Treadway
standard. No one would disagree. However I would like to see the Cobit standard added for
internal control as applies to IT. It would in my view be a simple addition to the draft standard
and would be fully understood by all auditors around the world. The standard points to the
advantage of common standard and common vocabulary. The use of Cobit would I believe offer
the same standard and reference point as regards IT systems and control. Recourse to Cobit
would for example be very useful to resolve IT related control issues where management and
audit differ in their view of significant deficiency or material weakness.

Yours sincerely,

Donald Neil Anderson.
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Responses to Docket Matter No 008
1. Yes. It is essential to have one unique definition or title. The wording adequately
encompasses the “disclosure” controls envisaged in the Act.
2. No. If the opinion on the financial statements is independent of the S 404 opinion why
should the auditor have to perform a financial statement audit? It makes sense of course but
the S 404 attestation includes text that refers to possibility or probability as opposed to
certainty such as, “more than a remote likelihood” It is possible is it not that internal
control over financial reporting could be bad but the reported amounts present a true and
fair view?
3. Yes. I view the work on internal control as a component of the work needed to attest to the
assertions of management regarding the financial statements. Otherwise what is
management basing their assertions on?
4. Yes. By implementing “principle-based” as opposed to “rule-based” standards the
appropriate forms applicable to small and medium sized companies should be relatively
clear in each circumstance.
5. Yes. It is clear to anyone who has performed an audit or who has been audited themselves
that the requirement of the profession to make profit from the work and still cover the
compensation of Partners Managers and Staff not to mention overheads, requires that junior
staff be used to the maximum. Persons in the profession wish to progress as quickly as
possible so there is considerable mobility. The result is that more and more work is done
by junior persons who are wholly unfamiliar with the business of their clients.
Having served in the profession I know this to be true and I know that supervision is not
always consistent either. From the client perspective I detect enormous amounts of
discontent at the level and competence of staff performing the audits. In Germany a famous
saying is that KPMG actually stand for Kinderen Prufen Meine Geschellscaft, translated
“Children Audit My Company”. The youth/competence trade off is clearly an issue. I know
for a fact that when older more experienced people are auditing the response from
management is far higher, as well as the level and depth of explanation. A more
experienced person is far less easier to fool and far more tenacious. The huge profits of the
profession might be reduced but the stakeholders would be better served if audits were
performed by competent experienced persons.
6. Yes. I cannot see how it would be possible to refute an assertion by management at any
level without having more than a solid grasp of the internal control environment.
7. Yes. If adequacy of documentation can be considered as a control deficiency then the
PCAOB should assist management and audit alike to determine what those criteria are.
Without such criteria conflicts of opinion can easily arise.
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8. Yes. Inadequate documentation demonstrates a lack of will on the part of management to
engage in the spirit of the Act. Documentation is testimony to commitment and professional
execution. It is also auditable and reviewable by all parties and should take a position in the
“Control Environment” as defined by COSO.
9. Yes. Walk-through is a standard procedure. Making it mandatory only formalizes it.
10. Yes. The walk-through is a key audit procedure. If the auditor has to rely on his own
opinion then this part of the audit should not be delegated.
11. Yes. Every year, every relevant assertion for all significant accounts and disclosures. To do
otherwise would introduce a very serious flaw in the audit and the related opinion.
12. This is another one of those questions that needs to be answered. If all things were simple,
or auditors were all –knowing then the auditor would not need the knowledge, expertise or
experience of others. The world alas is otherwise. The auditor should be advised to rely on
the work on Internal Auditor where that function is properly staffed and constituted. That is
to say it is independent, expert and experienced and shares the reporting structure enjoyed
by independent auditors. That is to say with access and reporting to the Audit Committee,
staffed by qualified individuals .The same may be true of outside experts in specialized
areas. The cost of the audit should be as low as possible and avoid duplication or parallel
checks.
13. Yes. Systemic controls. Specialized controls such as Health and Safety, Expert controls
such as Tax or Legal.
14. No. The standard should be more explicit about the work of internal audit. It should ascribe
criteria that define what constitutes an internal audit department whose work can and
should be relied upon. See above. CFOs will expect to see a cost effective coverage not
duplication and confusion.
15. Yes. Flexibility in this domain brings in professional judgment, which is fine.
16. Yes. The auditor should collect the principal evidence on which the opinion is based.
17. No. The definitions are problematic. Firstly they are negatively stated. I think there should
be more straightforward and not couched in unusual terminology. After all this is the
critical part of the process. Definitions should more appropriate to internal control reports.
Most reports rate deficiencies as low medium or high, each with its own simple definition.
One High need not be significant but if accompanied by 25 Mediums the whole risk profile
changes. In any audit of internal control there are going to be lots of issues and items, so it
make s sense to look at a cumulative view of all of the issues ranked y importance. If The
PCAOB wished there are already a number of ranking criteria available. If these same
criteria were used by all auditors independent as well as internal, a great deal would be
achieved at no cost, and great benefit to Boards and shareholders alike.
18. Yes. Audit reports are tightly worded in any case.
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19. Yes. Without some idea of severity there is no consequential idea of importance and hence
relevance. See 17 above for ranking criteria.
20. Yes. I have participated in many audit meetings when the true impact of a control weakness
has in fact been either missed or over-stated. It is essential to get it all out on the table.
21. No. I think the PCAOB can go further with what constitutes the High risk or material
weakness. The more comfortable people become with the criteria the less likely will be the
misclassification of any deficiency.
22. Yes. The PCAOB will however have to issue guidelines on exactly what is expected, so
Audit Committees can fulfill their obligations and how auditors should go about their
annual check of the fulfillment of these obligations. The same applies to smaller entities
although few of these will find themselves “issuers” and caught by the Act.
23. Yes. It depends on the quality of the guidelines set by the PCAOB. I am positive Audit
Committees would like to have authoritative guidance on this subject.
24. No. No purpose is served by withdrawing from the engagement other than to create
confusion, and introduce the possibility of “shopping around” for opinion. If the Audit
committee is not competent surely this is exactly what shareholders need to know and what
trust in financial statements is all about. Who should/will pay for a withdrawal?
25. No. A single material weakness should not be enough. Internal control consists of many
issues some interlock and amplify other compensate and dilute. There may be one single
“crock of gold” as in WorldCom and Ahold but this is rare and overly simplistic. An
internal control report will not have a single material weakness, unless it is couched in very
generic terms. What is more likely is that there will be a number of issues and the skill is to
see what they all mean when put together. It is the weight of the issues in the final control
matrix which is important to determine if control is effective or not, not one single large
item. Auditors will have to look at and opine on softer issues like competence,
compensation and motivation, estimation techniques and possible value ranges, complex
assertions such as hollow swaps.
26. No. I think you describe control just as it is. That way you can opine on changes in the
level and quality of control and demonstrate continued improvement which is something of
more value to shareholders and markets. The High Medium Low matrix referred to earlier
can be part of a balanced scorecard approach.
27. Yes. Where opinions differ the shareholders have aright to the expert opinion they have
paid for. If they disagree with management’s assertion the job is only half done in my view
and adds a) no value b) considerable confusion c) considerable ill feeling d) constructs
nothing. What is key to this issue is that management and the auditors share the same
conceptual and practical view of what constitutes an internal control deficiency for the
purpose of the Act. Management must be aware of the laws they are breaking, or the rules
to which they are not conforming. Otherwise it gets to a difference of opinion and
subjective interpretation as opposed to matters of fact.
28. Yes. Everything is to be gained by being as specific as possible.
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29. Yes. There are many of these.
30. Yes. The idea of quarterly certifications is OK for the CFO and CEO on the numbers but
for internal control it is over-kill. The only time the quarterly certification should demand
independent audit work is a) the first opinion b) the follow up to an adverse opinion or
qualification. For the rest the previous annual report suffices unless something new and of
consequence has arisen ad interim.
31. Yes. See 30 above. Getting audit involved each quarter will mean that staff never leaves the
client. This happens today for big clients viz Enron but increasing the quarterly obligation
will only exacerbate this.
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From:
Sent:
To:
Subject:

[Redacted]
Tuesday, November 11, 2003 11:22 AM
Comments
Docket #008, Internal Controls

*** PLEASE REMOVE NAME FROM POSTING IN PUBLIC COMMENTS IF POSSIBLE ***
Dear Sirs:
As controller for a large public company who is principally responsible for
our organizations assessment of internal controls, I read your proposed
rules with great interest. Finally I could refer to a set of rules that
truly represented the intent of the standard setting body for some guidance.
Your rules provide tremendous clarity and also a significant amount of
ambiguity. Although at times seemingly very clear, they leave many things
open to interpretation.
Our company has an executive steering committee with representatives from
our internal audit department, IT department, accounting department, and
executive offices charged with overseeing our organizations response to the
requirements of Section 404 of the Sarbanes-Oxley Act. Our external auditor
is represented on this committee and has played a key role in establishing
our agenda based on their interpretations of the pending rules. The
committee meets periodically to define the requirements necessary for our
company to become compliant.
Our external auditor has provided us with some rudimentary tools to help
enable us to document our controls throughout our organization. They have
indicated that we need to be able to document these controls to a standard
that they would find “acceptable.” They have refused to publicly provide
specific controls that they think may be important. They have not allowed
us to review their internal documentation (process narratives) related to
internal controls from prior audits. However, they have actively sought to
participate in “assisting” our team in “assessing” and “documenting” our
controls. They have been careful to say they cannot help us “design”
controls but have shown us that the SEC’s own rules clearly state that they
can and should assist us in “assessing, evaluating, and improving” our
internal controls.
Several of our internal team members have expressed dismay at the level and
quality of the work being performed by the staff and seniors whom the
external auditors have sent to “assist” us. Our staff has noticed that
these individuals have very limited business experience, they lack an
appreciation of our rather complex information systems environment, and they
continually appear to be engaged in an exercise of “cutting and pasting”
comments from prior year work papers as they complete templates, forms, and
checklists that were all part of their existing audit methodology.
Needless to say our team is frustrated with both the quality and value that
our external auditors have brought to the table. The team has brought forth
this issue to several members of our executive team – but unfortunately our
executives (myself included) are very reluctant to take an approach that is
not consistent with our external auditors requirements. We have been
reminded, at the executive steering committee meetings, that it is
“important” to provide sufficient and extensive documentation in order to
meet the requirements (some might say “demands”) of our auditors.
1
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Our organization is spending thousands of hours on this “documentation”
initiative. We are going through literally hundreds of different business
processes and painstakingly recording control points throughout our system.
We are identifying controls that will satisfy the external auditors
requirements (many of which they have covertly provided to us in generic
templates and other “off the record” discussions).
Recently we completed review of one major business process, or “cycle”, and
asked the auditors to review the quality and completeness of this one major
cycle. The feedback we received was very favorable. They did suggest that
we would have to continue to perform the same evaluation and documentation
for several of our other business units and subsidiaries. Overall, they
were “pleased” with the level of detail and completeness of our efforts.
Remember, they were very involved in helping us define our approach and
execute the approach.
We also asked some internal business unit controllers to review the same
documentation. We asked them if the information was complete, accurate, and
of a nature to sufficiently identify significant control points that might
likely prevent our financial reporting from being substantially inaccurate.
The internal feedback we received was dramatically different then the
feedback we received from our auditors. Our business unit controllers
pointed out several flaws in the documentation whereby our internal controls
could easily be undermined. They pointed out that several of the “key
controls” that our auditors had helped us identify were meaningless.
Surprisingly their standards for quality and completeness are much higher
then our external auditors.
Having had the opportunity to step back and critically evaluate the work
that they feel is “acceptable” I have been troubled by one simple question.
Would this evaluation have helped prevent another Enron or HealthSouth? The
answer is a simple NO. This troubles me greatly because our company, like
many other companies, is going to spend several million dollars complying
with these requirements and quite frankly they provide little or no value to
our organization. More importantly, these efforts do not address the needs
they were intended to assist in addressing.
This has to be one of the single worst regulatory initiatives imposed on
business. It does not address the problem it purports to fix. It does not
protect investors. If anything it provides them with a false sense of
security and misleads them. The fact is much of what we did the auditors
should do as part of their normal audit procedures. How an auditor cannot
evaluate internal controls, as part of a financial statement auditor is
incomprehensible.
It seems to me that the root cause of many of the major corporate failures
that led to this legislation is in fact simply an audit failure. Audit firms
have not performed appropriate quality audits. Auditors have repeatedly
compromised their integrity and independence in pursuit of maintaining a
relationship with their clients that enabled them to sell other highly
profitable services.
As a result of these transgressions we have witnessed a few firms abuse the
process. The auditors became too predictable and too concerned with selling
tax shelters and internal audit services and less concerned with the audits.
They admittedly used the audit as a loss leader for other service
offerings.
Rather then impose strict rules on companies that provide no meaningful or
purgative value to investors, I would suggest that you focus on the
following critical reforms:
1)

Require auditors to provide quality audits. Your inspectors should
2
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closely review their audits and the auditors should be required to implement
stringent quality improvements in their audit methods. The problem is not
ineffective controls – the problem is ineffective audits.
2)
Require audit firms of public companies to divest themselves of
their tax, internal audit, and other consulting like services. These
services could easily be provided by a separate entity. Audit firms that
provide no other service except for audits would likely provide higher
quality audits. They would not encounter the obvious independence and
conflicts that are customary in today’s environment.
3)
Consider imposing a much less intrusive requirement on corporate
executives relative to internal controls. I would suggest that you work
with industry (instead of the public accounting profession) to develop an
appropriate standard that would be reasonable to implement and possibly much
more meaningful then the current proposed approach.
4)
Place less emphasis on the “documentation” requirements and more on
the principles of what contributes to a sound internal control environment.
Many companies already have a strong internal control function, typically in
internal audit. Having the auditors lead this initiative is not a good
idea. It places them in the position that they will have to audit their own
work (documentation). As we have seen their quality and understanding of
internal controls is woefully inadequate.
5)
Finally, I would advocate that you consider not requiring the
auditors to “attest” to the assessment provided by management. Relieving
the auditors of this responsibility and instead focusing on requiring them
to conduct quality audits with minimum standards much higher then theer
current standards would be more meaningful. You could then possibly
establish some minimum expectations for companies relative to point #4 above
in terms of internal audit procedures.
Having started my career working for one of the largest public accounting
firms still in existence, I am truly disappointed in what I perceive as a
total lack of quality and professionalism. Although the firms tout their
“focus on quality” this is more political rhetoric then material fact.
We have been subject to unfair and excessive increases in the cost of our
audit fees. The fees have more then doubled. In addition to these fee
increases the auditors have also imposed additional fees for services that
they are now providing relative to assisting us in meeting the 404
requirements. These fees are substantial and as I have expressed above the
quality of these services is dubious. We also seem to be threatened by
statements such as: “if you don’t engage us now, we won’t have resources to
help you later,” “If we are not on your team and no engaged to help you may
not pass your audit,” and “switching auditors may point to the other firms
that you have an internal control weakness,” are but a few examples of
statements our Audit partner and senior members of his team have made.
These statements and tactics not only frustrate me and our team… they insult
our organization. But there is very little we can do. Our auditors have
convinced our Board that they are “just helping solve the problem the
government created.” They continue to blame government and congress for
this and at least our team thinks the blame belongs in the public accounting
profession.
The salaries and partner distributions that these professionals are drawing
make Dick Grasso look like a pauper. Sure they may not be making a $140mm
each but they are consistently overpaid relative to the value they bring to
our firm. Our average billing rates are approaching $180/hour. This
translates into an average cost per full time equivalent (FTE) of over
$360,000 annually. This is outrageous! Many of their staff are
3
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inexperienced. By comparison our average compensation (fully loaded with
benefits) for fulltime employees is only $112,000/employee.
We are being held hostage by our external auditors and there isn’t much we
can do about it. I have asked for my name and contact information to remain
confidential because of the obvious threat to my career and my company if I
should publicly proclaim my fears and frustration with this deception of the
public investor. These rules do more to undermine investor confidence and
corporate performance then they proclaim.
Sincerely,

[Redacted] (PLEASE REMOVE NAME FROM PUBLIC FILING)
Corporate Controller
_________________________________________________________________
Is your computer infected with a virus? Find out with a FREE computer virus
scan from McAfee. Take the FreeScan now!
http://clinic.mcafee.com/clinic/ibuy/campaign.asp?cid=3963
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Office of the Secretary
November 11, 2004
Public Company Accounting Oversight Board
1666 K Street, N.W.
Washington, D.C. 20006-2803

Re: PCAOB Rulemaking Docket No. 008 – Proposed Auditing Standard

Dear Board Members:
I applaud your efforts in preparing PCAOB Proposed Auditing Standard – An Audit of
Internal Control Over Financial Reporting Performed in Conjunction with an Audit of
Financial Statements and the public comments you have solicited. However, the
proposed standard gives conflicting directives to the Public Accounting Firms. On the
one hand, they are advised to rely on the work performed by others, namely the Internal
Audit Department and Management. However, the firms are also instructed to perform
extensive walkthroughs on their own to test and evaluate the design of the internal
controls giving rise to even a separate opinion on internal controls. This will cost many
companies from an internal resource perspective to document the entire internal control
environment and from a pure dollars standpoint to pay for the sharp increases in audit
fees for the public accounting firms to re-do management’s work.
Secondly, I believe we have lost sight of what a system of internal controls is designed to
accomplish. If the controls are tested and opined on early in the year, they should not
have to be retested at the end of the year unless there has been a material change in the
control environment. Our auditors, Ernst & Young, are asking the Internal Audit
Department to retest all audits on financial statement accounts completed prior to June as
a result of the Proposed Auditing Standard. This is a tremendous duplication of audit
work. Again, if the system of internal controls is functioning without material change,
then we should be able to rely on the controls at year end. If corporate America can’t
rely on its system of internal controls for more than six months, then we have much
deeper issues to deal with overall.
Sincerely,
[Redacted]
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Re: PCAOB rulemaking docket matter no. 008 – proposed auditing standard
The PCAOB should try to meet the worldwide expectations surrounding the SOA Corporate
Governance reform and contribute to the closing of an extremely dangerous credibility gap, as it is in
the position to do if an innovative and effective standard is eventually issued.
•
•

•
•

•

•

The proposed standard is very disappointing. It retains much of what was submitted by the “big
four” and expresses an old fashioned, “pre-CoSO”, self-serving, accountant’s way of looking at
control.
Moreover, there seems to be a regression –in the position expressed by the external auditors- to an
old fashioned way of looking at control; the “audit paradigm shift” and “continuous assurance”
concepts (1), which were presented in 1998 to the world in the Aicpa’s study on Assurance, seem to
be completely forgotten now. For an audit firm who knows well its client, the logic of continuous
assurance implies that no additional work of any significance should be required in order to attest
to the effectiveness of internal control
Radical changes are needed because an unreasonable burden is about to be charged over all
companies listed in the US, when compared with other countries, where advanced corporate
governance arrangements are in place, such as Canada and the UK.
There is very little understanding of CoSO in the proposed standard and little more than a formal
homage is paid to it. The reference to CoSO would allow for a much more intelligent, useful,
manageable, less costly and burdensome exercise: a higher level overview, which would focus on
the right issues and controls.
The Coso framework (and suggested approach to assessing and reporting on internal control)
should be the reference also because it has been extremely successful:
• It is reflected in the most authoritative, subsequent frameworks (Rutteman-Turnbull in the UK,
Coco in Canada, Basel committee in 1998, and it is, finally, incorporated, in its integrity, in the
new ERM-Coso, which was released in draft and it is expected to be finalised in February
2004)
• It has been translated in several languages (French, Italian, Spanish and Portuguese, to my
knowledge) and adopted, as an authoritative reference or even as a standard, in several
countries
• It has been used, since years, by best practice internal audit functions to assess and report on
internal control (not only in the US).
The PCAOB should go way beyond the very narrow horizon, which is mirrored, in the current
proposed standard. To this purpose it should:
• Account for the international dimension of the issue and seek ideas and advice in other
countries, such as the UK, where a wider internal control assessment and reporting (covering
not only financial reporting but compliance and operational effectiveness as well) is carriedout, since 1998, as prescribed by the Combined Code of LSE and specified by the Turnbull
operational guidance. A similar high level guidance should be provided by your standard, in
my opinion.
• Consider carefully, and look for, other (than accountants) parties’ points of view on the issue
of assessing and reporting on internal control; first and foremost, the PCAOB should listen,
very carefully, to what the affected oganizations have to say and try perceive how all this is
being received from them. One of the strongest points of CoSO is that it represents a shared
vision of internal control, which was developed with the participation of CEO’s and
management and is aimed at the integration of internal control within operations.
• Read carefully the “Executive Summary”, at least, of the actual CoSO framework document
(not only documents, derived therefrom, which express the accountants’ interpretation thereof).
• Consider asking the advice of consultants who have gained a worldwide reputation as “internal
control experts”, because of their recognized ability to carry-out internal control assessments
and to report on them. External auditors have very limited experience on this complex subject.
• Consult with internal control assessors (2) who do believe that CoSO and other similar
frameworks are, in reality, appropriate tools for assessing the effectiveness of the internal
control process. Those people have actually used these frameworks and gained experience and
knowledge thereof, in the process. They have done so not to comply with any rule but solely
in order to assess (as advised to do by the Treadway commission, back in 1987, and by the
CoSO report) the internal control of their organizations, to learn whether this process would
provide (or deny, when ineffective) the reasonable assurance of achieving the reporting,
compliance and operational objectives of their organization.
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•
•

•

•

•

The “entity level internal control framework”, represents the very heart of the Internal Control
assessment, in accordance with Coso vision. It is the most difficult to assess and where the most
significant, dangerous, pervasive and difficult to mend, weaknesses can be found.
The real risks and the significant control weaknesses emerge when the entity-wide assessment is
carried-out. Almost any control weakness at the process/activity level could, in fact, be identified
and remedied, when you have a strong internal control framework in place, whereas the strongest
activity/process level control would be, easily, voided (circumvented, overridden, by-passed,
ridiculed even) within a weak internal control framework. This is fully confirmed by Enron and
Worldcom.
The current focus, within the organizations, is on the documentation of low-level controls for
financial reporting. This is absolutely unwarranted on the basis of such consolidated new way of
looking at internal control; it has nothing to do with the prevention of significant fraud; it has
always been considered with sufficient attention within the traditional auditors’ approach to
assessing audit risk and there are no additional words which could be spent to deal usefully with
this subject. There is no reason to put any additional emphasis on this subject, especially since it is
subtracting attention to the really critical subjects which are -–as per CoSO- the control
environment.
There is an almost “grotesque”, disproportion in the proposed standard. A lot of attention and
detailed guidance is devoted to the easy and less critical assessment of the activity/process riskcontrol status. In the meanwhile, the assessors is almost left alone to come up with some sort of
assessment -and with the task of putting together the related evidence- when extremely difficult and
sensitive issues are raised.
This seems to reflect distrust in the ability to gather persuasive evidence when dealing with entity
level control. The use of an anonymous survey of personnel (3) has become a recognised, effective
and rather common way of gathering adequate evidence when dealing with the soft, decisive
component of control. This technique is well known to the external auditors who regularly use it
when assessing the stakeholders’ relationship and dialogue within corporate social responsibility’s
assignments. To prescribe (or, at least, encourage) using this effective, widely tested and relied
upon technique would represent a significant innovation and an improvement of the auditors’
ability to assess the soft component of internal control.

An Internal Auditor

Suggested readings:
• (1) see, as an example Bell, Mars .. Auditing organizations through a strategic lens – kpmg 1997
• (2) Roth: Control model implementation: best practices - IIARF 1997
• (3) See, as an example, El Paso company internal control questionnaire:
http://www.theiia.org/iia/abouttheiia/research/Woller-ControlAssessmentSurvey.pdf
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November 20, 2003

Office of the Secretary
Public Company Accounting Oversight Board
1666 K Street, N.W.
Washington, D.C. 20006-2803
RE:

PCAOB Rulemaking Docket Matter No. 008

Dear Board Members:
I commend the Public Company Accounting
into the proposed auditing standard, An Audit of
Conjunction with an Audit of Financial Statements,
standard. The proposed standard was issued pursuant

Oversight Board's for the research and effort that has been put
Internal Control Over Financial Reporting Performed in
and appreciate the opportunity to comment on the proposed
to Section 404 of the Sarbanes-Oxley Act of 2002 (the "Act").

Our Firm provides representation in securities and corporate governance matters to private and public
companies, including "issuers" under the Act. I have had informal discussions regarding the comments below with
several issuers, including several large public companies that are not clients of our firm. In addition, I personally am
a non-practicing CPA and have experience as an auditor and as a corporate controller, so I have some experience in
internal control issues.
(On a personal note, I should mention that 1 attended Mr. McDonough's presentation last night at the
Georgia Society of CPAs dinner; I enjoyed his remarks and appreciated his taking the time to visit us in Atlanta.)
We believe that shareholders are benefited most when there is a proper balance between the benefits of
improvements in controls and disclosure on the one hand, and the costs of those improvements on the other. Also, it
is important for the process to be efficient and avoid undue duplication of effort. While the PCAOB proposed
standard does a good job of giving a framework for internal control, it does not strike the proper balance of costs
versus benefits. In addition, we believe that the standard should be more principles-based in giving guidance rather
than specific rules. The attached comments are directed toward achieving a better balance.
Sincerely,
ARNALL GOLDEN GREGORY LLP

Robert F. Dow
RFD:dsd
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PCAOB Comments
Questions regarding an integrated audit of the financial statements and internal control over financial reporting:
1.

Is it appropriate to refer to the auditor's attestation of management's assessment of the effectiveness of
internal control over financial reporting as the audit of internal control over financial reporting?
Response:
No, we don't think this terminology is appropriate for two reasons. First, it is not consistent with the terms
used in Section 404 of the Act. Second, the term "audit" has come to have a very specific meaning in the
accounting literature as it relates to the audit of financial statements. We think using this term for the
review of internal controls will cause confusion, thereto, possibly misleading investors as to the level of
assurance that can be given to the attestation of internal controls. A higher level of assurance inherently
can be given as to financial statements which speak only as of a past date. Although companies will review
the internal controls as of a past date, by the nature of the review you are trying to give assurance regarding
a system and its capacity to prevent misstatements in the future. This will always engender a lower level of
assurance no matter how much work is put into it.

2.

Should the auditor be prohibited from performing an audit of internal control over financial reporting
without also performing an audit of the financiaI statements?
Response:
Yes. An audit of the financial statements provides unique insight into the internal controls.

3.

Rather than requiring the auditor to also complete an audit of the financial statements, would an
appropriate alternative be to require the auditor to perform work with regard to the financial statements
comparable to that required to complete the financial statement audit?
Response:
No. The review should be part of the audit engagement, as specified in the Act.

Questions regarding the costs and benefits of internalcontrol:
4,

Does the Board's proposed standard give appropriate consideration to how internal control is
implemented in, and how the audit of internal control over financial reporting should be conducted at,
small and medium-sized issuers?
Response:
In the portions of the standard that address documentation, there should be an acknowledgement that
smaller companies may have different levels of controls with many different levels of documentation, and
that this is acceptable provided that the auditor can be satisfied that the general controls and closer review
by management sufficiently compensate for the lack of other formal controls. This is one of the areas
where the costs and benefits should be given special consideration.
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Question regarding the audit of internalcontrol over financial reporting:
5.

Should the Board, generally or in this proposed standard, specify the level of competence and training of
the audit personnel that is necessary to perform specified auditing procedures effectively? For example, it
would be inappropriate for a new, inexperienced auditor to have primary responsibility for conducting
interviews of a company's senior management about possible fraud.
Response:
No, this should be left to the judgment of the auditor.

Questions regarding evaluation of management's assessment:
6.

Is the scope of the audit appropriate in that it requires the auditor to both evaluate management's
assessment and obtain, directly, evidence about whether internal control over financial reporting is
effective?
Response:
Yes, the auditor should obtain some level of direct evidence. However, the auditor should be permitted to
rely on the work of others to provide a large portion of the evidence.

7.

Is it appropriate that the Board has provided criteria that auditors should use to evaluate the adequacy of
management's documentation?
Response:
Yes.

8.

Is it appropriate to state that inadequate documentation is an internal control deficiency, the severity of
which the auditor should evaluate? Or should inadequate documentation automatically rise to the level of
significant deficiency or material weakness in internal control?
Response:
It is appropriate to have the auditor evaluate the severity. There will likely be varying degrees of
documentation among companies and it would be difficult to draw a simple bright line rule that articulates
the appropriate level of documentation in all cases.

Questions regarding obtaining an understanding of internal control over financial reporting:
9.

1689757v2
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Response:
Walkthroughs are an effective way for the auditor to learn the client's system and evaluate it. However, it
is not necessary for the auditor to repeat the walkthrough every year. Once the auditor has performed a
walkthrough for a significant process, in subsequent years the auditor should be permitted to rely on a
combination of prior years' walkthroughs, inquiry of management that indicates no material change, and
the results of testing which are consistent with management representations.

10.

ls it appropriate to require that the walkthrough be performed by the auditor himself or herself, rather than
allowing the auditor to use walkthrough procedures performed by management, internal auditors, or
others?
Response:
The auditor needs to perform the initial walk-through himself or herself. However, the auditor should be
allowed to use the work of others to assist in the walk-through, e.g., review flow charts prepared by internal
audit. Also, as noted in No. 9 above, it may not be necessary for the auditor to perform the walk-through
every year. The auditor should be allowed to rely on the work of others to decide it is not necessary to reperform a walk-through in a subsequent year.

Question regarding testing operating effectiveness:
I 1.

Is it appropriate to require the auditor to obtain evidence of the effectiveness ofcontrotsfor all relevant
assertions for all significant accounts and disclosures every year, or may the auditor use some of the audit
evidence obtained in previous years to support his or her current opinion on management's assessment?
Response:
The auditor should obtain some evidence each year, but should be able to rely on prior years' work to
reduce the amount of testing in the currentyear.

Questions regarding using the work of management and others:
12.

To what extent should the auditor be permitted or required to use the work of management and others?
Response:
The auditor should be permitted and encouraged to make careful use of the work of management and
internal auditors, to make sure the process is more efficient. The key is for the auditor to make an initial
assessment of the objectivity and competence of the personnel performing the work. The auditor then
should make selective use of the results of re-testing and the auditor's own testing to validate the
conclusions.

13.

Are the three categories of controls and the extent to which the auditor may rely on the work of others
appropriately defined?
Response:
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The Board should re-craft these categories in the form of guidance for the auditor to consider in deciding
the extent to use the work of others, rather than making mandatory categories. This would represent a
better principles-based approach, and would lead to a more efficient process.
14.

Does the proposed standard give appropriate recognition to the work of internal auditors? If not, does the
proposed standard place too much emphasis and preference on the work of internal auditors or not
enough ?
Response:
No. Because of the proposed standard's emphasis on having the independent auditor himself or herself
provide the principal source of evidence, the role of the internal auditor will be minimized. The
independent auditor should be allowed to place a higher degree of reliance on internal auditor's work than
is suggested by the current proposal.
However, we do agree with the general tone of the proposed standard, which suggests that the auditor can
place a greater degree of reliance on the work of an objective and competent internal auditor than on other
sources.
The IIA standards, while helpful, should not be the exclusive source of guidance. The auditor should be
permitted to make his/her own assessment by re-testing the internal auditor's work and reviewing the
internal auditor's reports to the audit committee.

15.

Is the flexibility in determining the extent of reperformance of the work of others appropriate, or should the
auditor be specifically required to reperform a certain level of work (for example, reperform tests of all
significant accounts or reperform every test performed by others that the auditor intends to use)?
Response:
There should not be a specified level of work. This will vary from engagement to engagement based on the
company's risk profile, and the competence and integrity of the company personnel performing the work
for management.

16.

Is the requirement for the auditor to obtain the principle evidence, on an overall basis, through his or her
own work the appropriate benchmark for the amount of work that is required to be performed by the
auditor?
Response:
No. See responses to Nos. 12, 13 and 15 above. The auditor should always obtain some independent work,
but may in some circumstances use the work of management and internal audit as the majority of its
evidence. This determination would turn on two maj or considerations: (1) an overall risk assessment of the
company's control environment, and (2) an assessment of the objectivity and competence of the personnel
performing the work.

Questions regarding evaluating results:
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Will the definitions in the proposed standard of significant deficiency and material weakness provide for
increased consistency in the evaluation of deficiencies? How can the definitions be improved?
Response:
The definitions are difficult to apply because of the problems in determining "remote." This definition has
been difficult to apply even under SFAS No. 5. In addition, there is no definition of"inconsequential"
which becomes an important concept in the proposed standard. Remote and inconsequential create too low
of a threshold when combined with the requirement that a single material weakness results in an adverse
opinion. This combination will lead to heated debates about the remoteness of the likelihood of errors and
will create the temptation to be inconsistent with the definitions of remote and inconsequential. This will
make consistency unlikely (or "remote").

18.

Do the examples in Appendix D of how to apply these definitions in various scenarios provide helpful
guidance? Are there other specific examples that commenters could suggest that would provide further
interpretive help?
Response:
The examples are helpful. Please consider adding additional examples in the future.

19.

Is it necessary for the auditor to evaluate the severity of all identified internal control deficiencies?
Response:
Yes. This is one of the most important steps in this process by the auditor and also the area that requires
the greatest level of professional judgment.

20.

Is it appropriate to require the auditor to communicate all internal control deficiencies (notjust material
weaknesses and significant deficiencies) to management in writing?
Response:
Yes, all deficiencies should be communicated to management in writing. This serves to better document
the work performed and to put management on notice of the deficiencies. Management's response
represents an important factor in evaluating the control environment.

21.

Are the matters that the board has classified as strong indicators that a material weakness in internal
control exists appropriately classified as such ?
Response:
See comments 22 and 23 below re: audit committees. Otherwise, the matters listed by the board appear
appropriate.

22.
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Response:
The auditor should evaluate the role of the audit committee as part of its overall assessment of the control
environment. In most cases, the auditor should not give a pass/fail type grade on the committee. To ask
the auditor to do so may do harm to the important relationship between the auditor and the committee.
There may be some extreme cases, e.g., a committee that has no meetings at all, where the auditor may
conclude that there is a totally ineffective committee.

23.

Will auditors be able to effectively carry out their responsibility to evaluate the effectiveness of the audit
committee's oversight?
Response:
See response to No. 22 above. The auditor should include the audit committee as part of its overall
assessment of the control environment. To require the auditor to make a separate pass/fail assessment of
the committee will put too much strain on the relationship. Also, because the committee hires the auditor
and serves as the auditor's overseer it will be difficult for the auditor to give an objective and frank
assessment on a stand-alone basis.

24.

If the auditor concludes that ineffective audit committee oversight is a material weakness, rather than
require the auditor to issue an adverse opinion with regard to the effectiveness of the internal control over
financial reporting, should the standard require the auditor to withdraw from the engagement?
Response:
Definitely not. The auditor should remain engaged and report its findings. This will better serve the
shareholders than forcing the auditor to withdraw. In most cases, an ineffective audit committee would not
make it impossible to do an evaluation and a report on internal control, although it would likely lead to
some qualification of that report.

Questions regarding forming an opinion and reporting:
25.

Is it appropriate that the existence of a material weakness would require the auditor to express an adverse
conclusion about the effectiveness of the company's internal control over financial reporting, consistent
with the required reporting model for management?
Response:
No. The auditor should be permitted to issue an "except for" qualified report in instances where there is an
isolated material weakness and there have been no errors or irregularities in the financial statements.
However, in most cases the auditor would issue an adverse opinion.

26.

Are there circumstances where a qualified "except for" conclusion would be appropriate?
Response:
Yes. See No. 25 above.
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Do you agree with the position that when the auditor issues a non-standard opinion, such as an adverse
opinion, that the auditor's opinion should speak directly to the effectiveness of the internal control over
financial reporting rather than to whether management's assessment is fairly stated?
Response:

Questions regarding auditor independence:
28.

Should the Board provide specific guidance on independence and internal control-related non-audit
services in the context of this proposed standard?
Response:
The Board should give more guidance in this area, and change the tone or the rhetoric to move toward
finding acceptable ways for the auditors to help management make the internal control environment more
effective and the control assessment process more efficient. Everyone understands that the auditor cannot
design the controls that he/she then has to evaluate, but that does not mean that the auditor cannot give
guidance and educate management without impairing independence. Give more examples of acceptable
ways for auditors to do this.

29.

Are there any specific internal control-related non-audit services the auditor should be prohibited from
providing to an audit client?
Response:
SEC rules already preclude the independent auditor from designing controls or acting as internal auditor.
That is sufficient.

Questions regarding auditor's responsibilities with regard to management's certifications:
30.

Are the auditor's differing levels of responsibility as they relate to management's quarterly certifications
versus the annual (fourth quarteO certification, appropriate?
Response:
Yes. The auditor does not have a duty to report at quarter end, nor should one be added. However, the
auditor should not continue the engagement if he/she is aware of misleading disclosures about controls.

31.

Is the scope of the auditor's responsibility for quarterly disclosures about the internal control over
financial reporting appropriate?
Response:
Yes.
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24 November 2003
Judith Primus
Office of the Secretary
Public Company Accounting Oversight Board
1666 K Street, NW
Washington, DC 20006-2803
Email: comments@pcaobus.org
File Reference: PCAOB Rulemaking Docket Matter No. 008—Proposed Auditing
Standard: An Audit of Internal Control Over Financial Reporting Performed in Conjunction
With an Audit of Financial Statements
Dear Ms. Primus:
The Association for Investment Management and Research® (AIMR) is pleased to comment on
the Public Company Accounting Oversight Board’s (PCAOB) Proposed Auditing Standard, An
Audit of Internal Control Over Financial Reporting Performed in Conjunction With an Audit of
Financial Statements. With headquarters in Charlottesville, VA, and regional offices in Hong
Kong and London, AIMR is a non-profit professional organization of 67,000 financial analysts,
portfolio managers, and other investment professionals in 115 countries of which 55,800 are
holders of the Chartered Financial Analyst® (CFA®) designation. AIMR’s membership also
includes 127 affiliated societies and chapters in 46 countries. AIMR is internationally renowned
for its rigorous CFA curriculum and examination program. More than 102,000 candidates
worldwide enrolled for the June 2003 CFA Examination.

General Comments
We commend the efforts of the Public Company Accounting Oversight Board (PCAOB) to
strengthen the financial reporting system for companies that are publicly traded in the United
States, increase the reliability and validity of financial reports, and provide greater oversight and
transparency of both the attest function and the evaluation of systems of internal controls.
Reliable financial information is the life blood of the financial markets. Participants in these
markets must have complete, reliable, and transparent information in order to make appropriate
financial decisions, including valuation and investment decisions, and to properly allocate
capital.

Setting a Higher Standard for Investment Professionals Worldwide TM
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In recent years, when it became apparent to investors and other users of financial statements that
they might no longer be able to rely upon the reliability of companies’ financial disclosures, their
trust and confidence in the markets collapsed. The loss of investor confidence has harmed
everyone who participates in the financial markets, including the issuers of securities themselves.
Consequently, we support strongly the PCAOB's initiatives which we believe will contribute in a
fundamental way to restoring the essential trust and confidence of investors and other users of
financial statements.
In particular, we support the Board's proposal to:
1.

Require auditors to evaluate management's process for determining whether
its standards are effective; and

2.

Require auditors to gather evidence through testing to determine whether the
a.

Controls are effective, and

b.

Management's assertion to that effect is fairly stated.

The critical core of any audit of financial statements is the evaluation of the effectiveness of the
company's system of internal controls. If material failures occur in the internal control systems,
as we have seen in a number of the recent corporate collapses, then the reporting system cannot
be relied upon to produce reliable financial statements. It is not sufficient that auditors merely
review internal control system documentation and management's assertions as to the
effectiveness of the system. Attestation as to the effectiveness of the system requires direct tests
to evaluate the:
•

Control environment;

•

Control and other business and operational risks;

•

Control activities;

•

Information and communication system; and

•

Monitoring of the control and reporting systems.

Auditors must test each of the critical components of internal control systems, and provide
sufficient independent and competent evidence to be able to provide an opinion that can be relied
upon by investors and other users of the statements. In the absence of such tests and evidence,
there is no basis for reliance on the system, or for auditors to formulate an opinion on the
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financial statements, or for users (whether they are internal or external to the company) to rely on
system outputs. Consequently, the risk premium that investors and other providers of capital will
demand if they are to provide their capital to issuers of such financial statements will place a
great burden on the operations of companies. We believe that failure to ensure the reliability of
these systems will ultimately be more costly for everyone.
We realize and expect that the costs of audits will likely increase with the increased audit
activities and that these costs will ultimately be borne by shareholders. We would observe,
however, as been widely reported, that the average cost of audits has been artificially low in the
past because of the effective subsidization of audit fees by revenues generated from additional
services auditors provided to their audit clients. Indeed, one of the chief objections raised by the
audit profession to the prohibition under the Sarbanes-Oxley Act of 2002 of auditors' providing
non-audit consulting services to their audit clients was that without those services, the audit firms
would have to increase their audit fees significantly. Shareholders were already bearing the costs
of both the audits and the additional consulting services.
There is a clear economic tradeoff between the cost of audits and the cost of capital. That is, if,
in order to reduce or contain audit costs, the scope of audit activities is restricted, then the
resulting decrease in the confidence that users have in audited financial reports will be reflected
directly in higher costs of capital demanded by investors. Moreover, because of the greater
uncertainty resulting from reduced reliability, we believe the increased risk premium is likely to
be greater than the cost savings realized by the reduced audit activities. Such a circumstance
would ill-serve issuers and their existing shareholders as well as other investors.
We also concur with the Board's proposal that auditors should identify circumstances that
constitute a significant deficiency and which are a strong indicator of material weakness. In
particular, the proposal states that the auditor should evaluate the effectiveness of the audit
committee's oversight of the company's internal control and external financial reporting systems.
A cornerstone of effective as well as efficient internal control systems is a strong and continuous
internal monitoring and audit function.
The Sarbanes-Oxley Act mandated that US registrants must have an effective and independent
audit subcommittee within their boards of directors. This committee would serve as the apex of
the internal audit and financial reporting functions. However, it is not sufficient that such a
committee be formed. Rather, in order to fulfill the intent of the Sarbanes-Oxley legislation, the
effectiveness with which the committee performs its fiduciary responsibilities to oversee the
internal control system and financial reporting process must be assessed as well. Again, in a
number of the recent corporate collapses, it was clear that the directors failed in their
responsibility to monitor and evaluate such systems, and, in some cases, had even acquiesced in
management’s overriding of the control systems.
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Consequently, we concur with the provision to expand the auditor's current responsibilities to
evaluate the effectiveness of the oversight function, particularly with regard to the audit
committee's responsibilities. We do not believe that this will involve a significant increase in the
costs of audits because auditors are currently required to communicate with the audit committee
and discuss with them both the results of their audits and any concerns or material deficiencies
revealed by their tests. Indeed, this increased responsibility could lead to greater cooperation
between auditors and the committee. We believe that improving this relationship could make a
very constructive contribution to both the auditor’s work and the audit committee's efforts and
effectiveness.

Concluding Remarks
In conclusion we support the Board's efforts to improve the quality and effectiveness of audits of
companies that are publicly traded in the United States and believe these proposals will lead to
greater reliability and transparency of the financial reports that are essential to investors and
other participants in the financial markets. We strongly encourage the Board to continue with
such improvements.
AIMR appreciates the opportunity to express its views on the Proposed Auditing Standard, An
Audit of Internal Control over Financial Reporting Performed in Conjunction with an Audit of
Financial Statements. If the Board or staff have questions or seek amplification of our views,
please contact Rebecca McEnally at 1-434-951-5319 or at rebecca.mcenally@aimr.org. We
would be pleased to answer any questions or provide additional information you might request.
Respectfully yours,
/s/ Patricia Doran Walters

/s/ Rebecca Todd McEnally

__________________________
Patricia Doran Walters, Ph.D., CFA
Senior Vice President, Professional Standards
And Advocacy

__________________________
Rebecca McEnally, Ph.D., CFA
Vice-President, Advocacy, AIMR

cc:

Advocacy Distribution List
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November 21, 2003
Via email: comments@pcaobus.org
Public Company Accounting Oversight Board
1666 K Street, N.W.
Washington, D.C. 20006-2803
Attention: Office of the Secretary

Re:

PCAOB Release No. 2003-17; Rulemaking Docket Matter No. 008
Proposed Auditing Standard – An Audit of Internal Control Over
Financial Reporting Performed in Conjunction with an Audit of Financial
Statements

Ladies and Gentlemen:
This letter is submitted on behalf of the Financial Reporting Committee of The
Association of the Bar of the City of New York (the "Committee") in response to Release
No. 2003-17, October 7, 2003 (the "Release"), in which the Public Company Accounting
Oversight Board (the "PCAOB") announced a proposed auditing standard for Internal
Control Over Financial Reporting (the “proposed standard” or “proposal”). Our
Committee is composed of lawyers with diverse perspectives on securities issues,
including members of law firms, counsel to major corporations, investment banks, and
institutional investors.
Introduction
The Committee supports the PCAOB’s objective of creating an integrated
standard for the purpose of performing an audit of internal control over financial
reporting in conjunction with an audit of the financial statements. The recommendations
that follow are offered with the intention of revising definitions which could lead to
unintended outcomes with costs to companies and shareholders that far exceed the
benefits to investors and to make suggestions that further support the goal of an efficient,
effective, and integrated audit through principles-based rulemaking as opposed to overly
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rigid, technical rules. While our responses refer to specific question numbers, we have
organized our responses not by the sequential numbering of the PCAOB’s questions, but
rather by the importance we believe each topic deserves.
1. Overview.
We request that the PCAOB consider four main themes:
•
•

•

•

Certain of the key definitions have thresholds that are too low.
Certain of the rules, particularly those related to the identification of fraud, should
be more principles-based and less rigid to allow external auditors to assess the
facts and circumstances of each individual situation and to exercise their
professional judgment in light of these facts and circumstances.
Certain of the required activities of auditors are inappropriate, beyond their
expertise and impose inherent conflicts of interest that will impede the
relationship between the audit committee and the auditor and undermine the
enhanced authority of the audit committee granted by Sarbanes-Oxley.
Auditors should be given greater ability to rely on internal audits where, in their
professional judgment, such reliance is appropriate.
A. Certain Definitions Should Have Higher Thresholds.

Although the PCAOB may not be able to perform a cost impact analysis as to the
new requirements to be implemented in the proposed standard, we believe the PCAOB
should consider the impact of definitions that we believe include excessively low
thresholds by which to measure deficiencies. A complete discussion of our proposed
revisions to the thresholds definitions is included below. We request that the PCAOB
keep in mind while reviewing our comments that the proposed requirements will be
broadly applied and will not be limited to issuers and auditors with unlimited resources.
B. Rules, Particularly Those Related to the Identification of Fraud, Should Be
Less Prescriptive and Rigid and More Principles-Based to Allow External
Auditors to Exercise Professional Judgment.
We believe the general preference of the Securities and Exchange Commission
(“SEC”) for principles-based accounting over rules-based accounting should extend to
some of the new PCAOB proposals identified below. In our opinion, certain proposed
standards are too prescriptive and rigid and we respectfully suggest that those technical,
rigid rules be replaced with more principles-based rules under which certain facts and
circumstances would be identified as factors to be considered by the external auditor
rather than as items mandating certain findings. The proposal states repeatedly that
external auditors must be able to exercise judgment so that their procedures adapt to the
size and complexity of each public company. We respectfully submit, however, that the
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proposal in certain areas does not adequately allow exercise of that professional judgment
because in many instances the rules are too mechanical in that they mandate certain
findings and are more “check-the-box” in approach rather than allowing the external
auditor to give appropriate consideration and weight to the items specified in the
proposed rules.
For example, the proposal specifies a rigid list of circumstances in which an
external auditor must find at least a significant deficiency and provides that an auditor
should consider those circumstances as a strong indicator of a material weakness. We
believe such a rigid list would detract from the ability of external auditors to exercise
their professional judgment in a meaningful manner.
We believe mandating annual walkthroughs of all of the company’s significant
processes for all types of transactions and events, both recurring and unusual, is
excessively prescriptive. Also, the extent to which external auditors must review
management's documentation should be determined in part by the external auditors using
the PCAOB's principles on how to make that determination, not by rigid rules that dictate
the degree of review required.
The SEC Fortune 500 review resulted in a substantial number of financial
restatements by corporations to reflect the current SEC policy on identification and
aggregation of segments. Applying the proposal, the external auditor may be required to
automatically label a company as having a significant deficiency or material weakness in
financial reporting even though the segment reporting was not intentionally misleading or
fraudulent, but instead improperly aggregated in light of guidance released after the
publication of the financial statements in question. We believe such a result would be
inappropriate and perhaps even unfair. External auditors should be guided by the
principle that the factors surrounding the need for a restatement should be considered in
determining whether a significant deficiency or material weakness exists. There should
not be an arbitrary rule that all restatements must fall into one of those categories without
having the external auditors exercise their professional judgment in considering the
circumstances surrounding the restatement. A restatement reflects an issue in a prior
reporting period; it should not automatically result in a significant deficiency or material
weakness in subsequent periods.
Similarly, we respectfully submit that the identification of fraud of any magnitude
as an automatic significant deficiency and a strong indicator of a material weakness is too
rigid and arbitrary. The magnitude of the fraud, the length of time over which the fraud
was committed and the method of its discovery are all factors that should be considered
by external auditors in determining whether a significant deficiency exists. If fraud is
detected through existing internal control procedures and it is determined that the fraud in
question was isolated, not material to the company and was not committed over a lengthy
period of time, that may in fact evidence proper internal controls. As stated in the
proposed standard, there are both preventive and detective controls, and the discovery of
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fraud is an accomplishment of the detective control system. Accordingly, we submit that
the external auditors should be able to consider discovery of the fraud by the internal
control system as a mitigating factor.
In our opinion, the appropriate principle should be that circumstances surrounding
a finding of fraud should be examined by external auditors and they should use their
professional judgment about the circumstances surrounding and the seriousness of each
fraud. Using that judgment, the external auditors will likely determine that a fraudulent
act committed by a senior member of a multinational retail chain’s internal accounting
staff indicates a greater likelihood of a serious problem than a single double billing
fraudulent act related to an airline ticket reimbursement committed by a senior marketing
manager. The latter does not indicate a significant deficiency and possibly a material
weakness, whereas the former may very well so indicate.
Proposed Rule: Paragraph 126 -- “Each of the following circumstances should
be regarded as at least a significant deficiency and is a strong indicator that a material
weakness in internal control over financial reporting exists,” and continues to list said
circumstances.
Suggested Revised Rule: “In each of the following circumstances, the external
auditor should conduct appropriate inquiries and procedures to determine whether a
significant deficiency, and possibly a material weakness, exists.”

2. Definitions.
Questions 17-18: Will the definitions in the proposed standard of significant
deficiency and material weakness provide for increased consistency in the
evaluation of deficiencies? How can the definitions be improved? Do the examples in
Appendix D of how to apply these definitions in various scenarios provide helpful
guidance? Are there other specific examples that commenters could suggest that
would provide further interpretive help?
Considering that the proposal revolves around identifying significant deficiencies
and ultimately material weaknesses in the internal control of financial reporting, we feel
most strongly about implementing definitions with realistic thresholds that are principlesbased and act as proper filters for identifying internal deficiencies.
First, both terms center on the standard of “remote likelihood,” and refer to the
definition of “remote” in SFAS No. 5. SFAS No. 5 defines “remote” as the “chance of
the future event or events occurring is slight.” It is our belief that such a threshold is far
too low, and not only differs from the “reasonable assurance” standard required by
management that was adopted by the SEC in Release No. 33-8238 and reflected under
COSO and Codification of Statement on Auditing Standards AU §319.18, but would also
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make for a condition in which every auditor would be forced to create a laundry list of
deficiencies, no matter how small or insignificant.
This lies in stark contrast to the AICPA standard of a “reportable condition,”
which allows the auditor to use professional judgment in determining whether a
significant deficiency exists. Under the current state of the proposal, the PCAOB would
essentially be tying the AICPA auditing standards to the lowest threshold of probability
for a material misstatement under SFAS No. 5. Creating such a definition for “significant
deficiency” would have consequences that lower the bar across all auditing procedures.
The possibility of human error or inadvertent misjudgment at every level of
preventive or detective control would make it difficult, and nearly impossible, to
categorize even the most stringent internal control system as reducing possibility to
“slight.” We believe that even in corporations with the most effective internal oversight,
the chances of a material misstatement can be reduced only to “probably not,” a
definition that follows most closely the “reasonably possible” standard of SFAS No. 5,
which is defined to mean “the chance that a future event or events occurring is more than
remote but less than likely.” Even at this level, however, we believe that many of the
significant deficiencies identified will not be material, but nevertheless may cause
auditors to issue unwarranted adverse opinions or refuse to issue an opinion at all.
Investor confidence will not be restored in financial reporting of public companies if
well-managed companies with robust internal controls are not able to meet unnecessarily
strict and inadequately differentiated standards.
Probable
Reasonably possible

Remote

The future event or events are likely to
occur.
The chance of the future event or events
occurring is more than remote but less than
likely.
The chance of the future event or events
occurring is slight.

The term “inconsequential” in the definition of significant deficiency is not
defined and confuses the definition of the threshold at which auditors must declare that
such a problem exists.

•

Proposed Rule:
Paragraph 8 -- A significant deficiency is an internal control deficiency that adversely
affects the company's ability to initiate, record, process, or report external financial
data reliably in accordance with generally accepted accounting principles. A
significant deficiency could be a single deficiency, or a combination of deficiencies,
that results in more than a remote likelihood that a misstatement of the annual or

[[NYCORP:2317180v10:4757C:11/21/03--10:59 a]]

File No. PCAOB-2004-03 Page No. 586

Public Company Accounting Oversight Board
November 21, 2003
Page 6
interim financial statements that is more than inconsequential in amount will not be
prevented or detected.
•

•

•

Paragraph 9 -- A material weakness is a significant deficiency that, by itself, or in
combination with other significant deficiencies, results in more than a remote
likelihood that a material misstatement of the annual or interim financial statements
will not be prevented or detected.
Suggested Revised Rule:
“Significant deficiency” is a single deficiency, or a combination of deficiencies in the
same or closely related reporting area, that results in a reasonable possibility that a
misstatement of the annual or interim financial statements in an amount that is more
than de minimis but less than material will not be prevented or detected.” OR the
term as currently used by the AICPA.
“Material weakness” is a significant deficiency that, by itself, or in combination with
other significant deficiencies in the same or a closely related reporting area, results
in a reasonable possibility that a material misstatement of the annual or interim
financial statements will not be prevented or detected.”

These revised definitions have higher thresholds using terms with which
accountants already have experience and extensive accounting literature and guidance.
We believe the higher thresholds are more likely to provide practical warning flags rather
than extensive laundry lists of false negatives.
3. External Auditors Should Be Able to Use the Work of Others At the External
Auditors’ Discretion.
Question 12-15: To what extent should the auditor be permitted or required to use
the work of management and others? Are the three categories of controls and the
extent to which the auditor may rely on the work of others appropriately defined?
Does the proposed standard give appropriate recognition to the work of internal
auditors? If not, does the proposed standard place too much emphasis and
preference on the work of internal auditors or not enough? Is the flexibility in
determining the extent of reperformance of the work of others appropriate, or
should the auditor be specifically required to reperform a certain level of work (for
example, reperform tests of all significant accounts or reperform every test
performed by others that the auditor intends to use)?
The proposal specifies certain procedures that must be performed by the auditor
such as mandatory requirements for the external auditor to retest internal controls over
other controls as well as those over fraud. We believe this rule should be rewritten to
allow the auditors to exercise discretion on the extent of review required and the
frequency with which these reviews must occur (for example, if a review was done in a
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prior year, we do not believe it necessarily, under all circumstances and for all issuers,
needs to be completely redone in subsequent years). We believe the PCAOB should also
recognize that unnecessary retesting by auditors can result in interruption of the
operations and financial reporting processes of companies.
In being so prescriptive, the PCAOB proposal risks undermining the role of an
internal audit entirely, or, in the case of a smaller company, creating a financially
unsupportable situation for the simultaneous presence of both internal and external
oversight structures. The rules should make clear that the auditors should be free to
exercise their reasonable professional judgment on the appropriate reliance level on
internal work, including the work of internal auditors.
If the testing of the controls listed in Paragraph 104 of the proposal becomes
mandatory for an outside auditor, management's incentives could shift from ensuring that
their own internal auditors properly test the design and operation of these controls, at a
high cost, to limiting the internal audit function involvement in such testing, thereby
encouraging companies to cut costs in areas which will be retested by external auditors
rather than paying twice for the same services. This will have the effect of undermining
the role of the internal auditors.
We believe the three-tiered categorization of where to retest certain internal
controls is too rigid and precludes auditors from exercising professional judgment. Why
is it more important for an outside auditor to retest internal controls designed to prevent
fraud on nonroutine transaction errors instead of testing those controls over routine
transactions? We do not believe in a blanket rule that implies the existence of a hierarchy
between transactions within a system of internal controls. The professional judgment of
auditors should not be hindered or superceded in this rigid manner.
Proposed Rule:
• Paragraph 104 -- “There are a number of areas in which the auditor should not use
the results of testing performed by management and others, including: (list of
certain tests)”
•

Paragraph 105 -- “The auditor’s use of the results of procedures performed by
management and others should be limited in the following areas: (list of certain
tests)”

•

Paragraph 106 -- “The auditor might decide to use the results of tests performed
by management and others within the company in other areas, such as controls
over routine processing of significant accounts and disclosures, without specific
limitations.”

Suggested Revised Rule: We respectfully submit that Paragraphs 104-106 be
omitted and that the PCAOB rely solely on Paragraph 103 as proposed:
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“The auditor should evaluate whether to rely on the work performed by
management and others. When evaluating whether to use the results of procedures
performed by others, the auditor should evaluate the following factors:
•
•
•
•
•

The materiality or the risk of misstatement of the accounts and disclosures that the
controls address.
The degree of judgment required to evaluate the operating effectiveness of the
control.
The degree the control can be subjected to objective testing vs. a subjective
evaluation.
The pervasiveness of the control.
The level of judgment or estimation that is required in the account or disclosure.”

4. Evaluating Audit Committee Oversight Should be Significantly Reduced and
the Proposal Requiring the Auditors to Evaluate Audit Committees Should be Dropped.
Questions 22-23: Is it appropriate to require the auditors to evaluate the
effectiveness of the audit committee's oversight of the company's external financial
reporting and internal control over financial reporting? Will auditors be able to
effectively carry out their responsibility to evaluate the effectiveness of the audit
committee's oversight?
Audit committees retain, supervise, compensate and fire auditors, as directed by
Sarbanes-Oxley and the rules of securities exchanges and self-regulatory organizations.
We respectfully believe, therefore, that the auditors should not be required to test the
“effectiveness” of the audit committee. Effectiveness is not defined - does it mean failure
to recognize issues, ability to recognize issues but failure to adequately address them, or
something entirely different?
The proposal would require the auditor to evaluate the effectiveness of the audit
committee’s oversight of external financial reporting and internal control. Included in
this evaluation are factors such as independence from management, clarity of the
committee’s responsibilities, level of involvement and interaction with the auditor and
internal audit, including the committee’s role in appointment and compensation of the
auditor and internal audit, presence of an audit committee financial expert, compliance
with applicable listing standards, the amount of time the committee devotes to control
issues, and the amount of time committee members are able to devote to committee
activities. This would require a much greater degree of involvement by the auditors in
the internal operation of the audit committee and require observation of the work of the
audit committee and the individual members as well as their interaction with third parties,
such as internal audit. This would require skills that are beyond the expertise of auditors
(such as knowledge of listing standards and interpretations). It would also interfere with
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the allocation of responsibility to the audit committee by state corporation law and by
Sarbanes-Oxley.
In particular, the proposed standard requires the auditor to determine
independence in the selection of candidates for the audit committee. This raises many
issues of whether an auditor is qualified and able to make the subjective and perhaps
legal determinations required by the proposal. It also presents conflicts since the auditors
are to report to and be compensated by the audit committee. Can they be realistically
requested to objectively make the enumerated determinations? Or does this present such
a fundamental conflict of interest that it should not be required? We believe auditors
currently view the audit committee as an important part of the financial integrity of a
company and its internal control, but the key consideration for them is whether they have
adequate access to and reaction from the audit committee rather than whether the audit
committee is acting as a monitor.
Proposed Rule: Paragraph 58 -- “As part of evaluating the independence of
committee members, the auditor should evaluate how audit committee members are
nominated and selected and whether they act independently from management.
Generally, the more independence that is built into the process of nominating members of
the audit committee to the board, the more the auditor can be assured of committee
independence. For example, are qualified candidates identified by outsiders, such as an
outside search firm or a nominating committee composed of outside directors, or does
management pick ‘friends?’ Are board candidates for the audit committee selected based
upon desired skill sets?”
Suggested Revised Rule: Delete the requirement.
In addition, auditors should not be in a position of undermining the current
requirement that boards determine the qualifications of the audit committee Financial
Expert (“ACFE”). Sarbanes-Oxley made this decision the responsibility of the Board of
Directors; the PCAOB should not change that responsibility. The standards for
determining an ACFE are prescribed by the SEC pursuant to statutory direction, as
implemented by the SEC’s rule, and the Board’s determination of satisfying that
standard, which is likely a legal interpretation, should not be challenged by the auditor if
the Board has based its decision on the SEC’s implementing regulation. Sarbanes-Oxley
also made the audit committee financial expert not a requirement, but a disclosure item.
The Board of a reporting company could conclude that finding a person meeting the
rather restrictive qualifications of the SEC’s rule was unnecessary because it has
confidence in the expertise of the members of its audit committee. The PCAOB would
change this dynamic with its proposal.
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5. Qualified Opinions Should be Allowed.
Questions 25-26: Is it appropriate that the existence of a material weakness would
require the auditor to express an adverse conclusion about the effectiveness of
the company's internal control over financial reporting, consistent with the
required reporting model for management? Are there circumstances where a
qualified "except for" conclusion would be appropriate?
Under the proposal, if there are one or more material weaknesses, management
would be precluded from concluding that internal control over financial reporting is
effective. In these circumstances, the auditor is required to express an adverse opinion on
the company’s internal control over financial reporting in connection with the annual
attestation report and would not be permitted to issue a qualified “except for” opinion.
For the reasons specified below, we respectfully submit that qualified “except for”
opinions might be appropriate under certain circumstances.
We believe that during any given year, a significant number of public companies
have outstanding “material weakness” designations, and we believe that it almost
invariably takes more than one quarter to rectify them. Because it is in everyone’s
interest, particularly investors’, to have problems identified and remedied, detecting a
material weakness should not so significantly penalize a company that no opinion can be
issued, resulting in consequences far beyond the magnitude of the material weakness,
such as limiting the company's access to the capital markets. This result would have an
enormous chilling effect on identifying problems in the first place and on capital markets
transactions.
Proposed Rule: Paragraph 162 -- “If there are significant deficiencies that,
individually or in combination, result in one or more material weaknesses, management is
precluded from concluding that internal control over financial reporting is effective. In
these circumstances, the auditor must express an adverse opinion on the company’s
internal control over financial reporting.”
Suggested Revised Rule: Paragraph 162 -- “If there are significant deficiencies
that, individually or in combination, result in one or more material weaknesses,
management must consider the extent of one or more material weaknesses in concluding
that internal control over financial reporting is effective, and must disclose the nature of
the material weaknesses and the actions being taken to correct them, in all earnings
releases and 1934 Act filings. In these circumstances, the auditors should exercise
professional judgment in deciding whether the nature of the material weakness requires
them to issue an adverse opinion on the company’s internal control over financial
reporting.”
We respectfully propose that the PCAOB alter the requirement to allow for
judgment on the part of auditors in identifying material weaknesses and determining
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whether the material weaknesses are being corrected as quickly as possible before issuing
an adverse opinion.
6. Small and Medium-Sized Issuers
Question 4: Does the Board's proposed standard give appropriate consideration to
how internal control is implemented in, and how the audit of internal control over
financial reporting should be conducted at, small and medium-sized issuers?
We applaud the PCAOB for not having prescribed a single method for compliance
by all types of companies. Particularly, we agree with the PCAOB’s view that “the
nature and extent of controls that are necessary depend, to a great extent, on the size and
complexity of the company.” We respectfully urge the PCAOB to extend this acceptance
of subjective decision-making by the auditors to the overall proposal as we have outlined
in this letter.
7. Effective Date Question and Degree of Quarterly Auditor Involvement
The proposed standard would require the auditor to make inquiries of
management on a quarterly basis about significant changes in the design or operation of
internal control over financial reporting as it relates to the preparation of annual as well
as interim financial information and to assess whether significant changes in internal
control over financial reporting may have resulted in significant deficiencies or material
weaknesses. Depending upon management’s response, the auditor would be required to
take additional action, ranging from communicating with the audit committee to reach an
appropriate resolution to considering resigning from the engagement. Any
communications of significant deficiencies or material weaknesses by the auditor may
have an impact on and will need to be considered by management in making its Section
302 certifications and the company’s disclosures under Item 308 of Regulation S-K. The
effective date of the proposal, however, looks only to the 404 audit. We believe that the
effective date of the proposal should be clarified to indicate that the 302 certification
process with respect to matters covered in the proposal will not become effective until the
respective 404 effective date.
The proposed standard would require an auditor to make certain determinations,
“through a combination of observation and inquiry” as to whether significant changes in
internal control over financial reporting have occurred during the quarter. We request the
PCAOB to clarify that these determinations can be accomplished in connection with the
current usual level of quarterly auditor involvement and will not require continuous
observation by the auditor during the quarter.
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Conclusion
We commend the PCAOB for proposing new standards of audits for internal
controls over financial reporting. It is the belief of the Committee that the public would
be well served if the PCAOB gave additional consideration to specific elements of the
proposed rule, as set forth in this letter.
Please note that Committee member Wayne Carlin of the United States Securities
and Exchange Commission did not participate in the preparation of this letter or the vote
by the Committee to submit this letter to the PCAOB. In addition, this letter does not
necessarily reflect the individual views of members of the Committee.
Members of the Committee would be pleased to answer any questions you might
have regarding our comments, and to meet with the Staff if that would assist the
PCAOB’s efforts.

Respectfully Submitted,
/s/ N. Adele Hogan
N. Adele Hogan, Chair of Committee on
Financial Reporting

Drafting Subcommittee*
N. Adele Hogan
Raymond Lin
Michael E. Lubowitz
Rise B. Norman
Neila B. Radin
Knute Salhus
Kathleen E. Shannon
Norman D. Slonaker
Gavin Solotar
Michael Zuckert
*The drafting subcommittee gratefully acknowledges the assistance of Eliot Bencuya in
the preparation of this letter.
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ACCA is the largest and fastest-growing international accountancy body.
Over 300,000 students and members in 160 countries are served by more
than 70 staffed offices and other centres.
ACCA's mission is to work in the public interest to provide quality
professional opportunities to people of ability and application, to promote
the highest ethical and governance standards and to be a leader in the
development of the accountancy profession.
Further information on ACCA is available on ACCA's website,
www.accaglobal.com
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General Comments
ACCA is please to provide comments on PCAOB Rulemaking Docket Matter
No. 008 – Proposed Auditing Standard – An Audit of Internal Control over
Financial Reporting Performed in Conjunction with an Audit of Financial
Statements (the Proposed Standard).
PCAOB is currently issuing new standards while having established Interim
Professional Auditing Standards in respect of auditing, attestation, quality
control, ethics, and independence. These Interim Professional Auditing
Standards are essentially those that were established by the American
Institute of Certified Public Accountants (AICPA). ACCA considers that, to
further its objectives over the longer term, it is vital that PCAOB develops
new standards that promote consistent, high quality auditing around the
world. To achieve this, we strongly encourage PCAOB to ensure that,
wherever possible, it develops standards that are consistent with those of
the International Auditing and Assurance Standards Board of the
International Federation of Accountants. Global harmonisation of auditing
standards of the highest quality is essential to the integrity and efficiency
of capital markets and we encourage PCAOB to work closely with IAASB to
achieve that end.
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Our primary concern with the Proposed Standard is that its emphasis on
requiring auditors to obtain direct evidence of the effectiveness of internal
control, taken together with the extent of detailed requirements and
guidance, may cause auditors to adopt a ‘bottom up’ rather than a ‘top
down’ approach to their work. The ‘bottom up’ approach is neither
effective nor efficient.
Corporate failures, such as Enron and WorldCom can be attributed to
weaknesses in the control environment. The risk is that a ‘bottom up’
approach may mean that auditors pay insufficient attention to the control
environment, which COSO rightly recognises as ‘the foundation for all
other components of internal control’.
Companies already face cost increases relating to their own compliance
with the Act. There is a risk that they will also experience both direct and
indirect costs of auditor inefficiency that are greatly disproportionate to
the benefit to their investors.
ACCA has a wide experience of auditing in many jurisdictions and we are
aware of the fact that many will heed the words in the Proposed Standard
that: ‘the Board expects that the auditor will exercise reasonable
professional judgment in determining the extent of the audit of internal
control and perform only those tests that are necessary to ascertain the
effectiveness of the company's internal control.’ Nevertheless, we
perceive a significant risk that, particularly for larger enterprises, auditors
will do too much work. If this happens, there is a risk that PCAOB
standards themselves will be devalued. We urge PCAOB to address this
perception problem aggressively to ensure that standards are seen as
proportionate and cost effective as well as being of the highest quality.
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Response to the Questions in the
PCAOB’s Request for Comments
1

Is it appropriate to refer to the auditor’s attestation of
management’s assessment of the effectiveness of internal control
over financial reporting as the audit of internal control over
financial reporting?
No. It would be better to retain the term ‘audit’ for the financial
statement audit and to refer to the attestation as an attestation.

2

Should the auditor be prohibited from performing an audit of
internal control over financial reporting without also performing
an audit of the financial statements?
Yes. The Act does not anticipate that these engagements will be
separate.

3

Rather than requiring the auditor to also complete an audit of the
financial statements, would an appropriate alternative be to
require the auditor to perform work with regard to the financial
statements comparable to that required to complete the financial
statement audit?
We see no value in requiring equivalent work without actually
reporting as the financial statement auditor.
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4

Does the Board’s proposed standard give appropriate consideration
to how internal control is implemented in, and how the audit of
internal control over financial reporting should be conducted at,
small and medium-sized issuers?
Yes. Much of the guidance is, however, given in Appendix E rather
than in the main body of the Proposed Standard.

5

Should the Board, generally or in this proposed standard, specify
the level of competence and training of the audit personnel that is
necessary to perform specified auditing procedures effectively?
For example, it would be inappropriate for a new, inexperienced
auditor to have primary responsibility for conducting interviews of
a company’s senior management about possible fraud.
Yes - generally. This is an area where the PCAOB should consider
harmonisation with the IFAC standards on education and quality
control.

6

Is the scope of the audit appropriate in that it requires the auditor
to both evaluate management’s assessment and obtain, directly,
evidence about whether internal control over financial reporting is
effective?
Yes. It is important that the auditor does not simply rely on others
throughout. In our general comments we have, however, drawn
attention to the risk of auditors doing too much work because they
perceive that obtaining direct evidence is emphasised.
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7

Is it appropriate that the Board has provided criteria that auditors
should use to evaluate the adequacy of management’s
documentation?
Yes. Criteria are necessary and the provision of consistent criteria
beneficial. We suggest, however, that the criteria in paragraphs 43
to 47 may be perceived as inflexible and that auditors might
concentrate too much on documentation.

8

(a) Is it appropriate to state that inadequate documentation is an
internal control deficiency, the severity of which the auditor
should evaluate? (b) Or should inadequate documentation
automatically rise to the level of significant deficiency or material
weakness in internal control?
(a) Yes. This allows for the use of professional judgement.
(b) No.

9

Are the objectives to be achieved by performing walkthroughs
sufficient to require the performance of walkthroughs?
No. Walkthroughs may be useful in some systems but provide little
evidence of effectiveness. The ‘controls’ identified by walkthroughs
are often no more than aspects of the accounting system which
provide little mitigation of business risks.
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10

Is it appropriate to require that the walkthrough be performed by
the auditor himself or herself, rather than allowing the auditor to
use walkthrough procedures performed by management, internal
auditors, or others?
No. The auditor should use professional judgement to determine the
extent to which he or she performs walkthroughs.

11

(a) Is it appropriate to require the auditor to obtain evidence of
the effectiveness of controls for all relevant assertions for all
significant accounts and disclosures (b) every year or (c) may the
auditor use some of the audit evidence obtained in previous years
to support his or her current opinion on management’s
assessment?
(a) Yes. We are concerned however that this will be perceived as
requiring all low level controls to be tested.
(b) & (c) Although audit evidence may be obtained from work carried
out in previous periods, the migration of that evidence to the current
period is a complex matter of audit methodology which is rightly left
to the judgement of the auditor.

12

To what extent should the auditor be permitted or required to use
the work of management and others?
This should be permitted as a matter for the judgement of the
auditor.
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13

Are the three categories of controls and the extent to which the
auditor may rely on the work of others appropriately defined?
No. We suggest that such material would be better presented as
guidance and the decisions on reliance on the work of others left to
the auditor.

14

Does the proposed standard give appropriate recognition to the
work of the internal auditors? If not, does the proposed standard
place too much emphasis and preference on the work of internal
auditors or not enough?
Yes. Internal auditors play a vital role in many companies and it is
appropriate that the independent auditor has the capacity to rely on
their work.

15

(a) Is the flexibility in determining the extent of reperformance of
the work of others appropriate, or (b) should the auditor be
specifically required to reperform a certain level of work (for
example, reperform tests of all significant accounts or reperform
every test performed by others that the auditor intends to use)?
(a) Yes.
(b) No. This should be a matter of professional judgement.
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16

Is the requirement for the auditor to obtain the principal
evidence, on an overall basis, through his or her own work the
appropriate benchmark for the amount of work that is required to
be performed by the auditor?
No. This should be a matter of professional judgement. A
requirement in this regard would add substantially to the perception
that the Proposed Standard is not cost effective.

17

Will the definitions in the proposed standard of significant
deficiency and material weakness provide for increased
consistency in the evaluation of deficiencies? How can the
definitions be improved?
Yes. Auditors need to focus on matters of significance and
materiality. The definitions are one area where PCAOB should avoid
issuing a Standard that is not easily reconcilable to the output of
IAASB.

18

(a) Do the examples in Appendix D of how to apply these
definitions in various scenarios provide helpful guidance? (b) Are
there other specific examples that commenters could suggest that
would provide further interpretive help?
(a) Yes.
(b) We do not suggest any further examples.
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19

Is it necessary for the auditor to evaluate the severity of all
identified internal control deficiencies?
Yes. The evaluation need not be extensive except where there is a
potentially significant deficiency.

20

Is it appropriate to require the auditor to communicate all internal
control deficiencies (not just material weaknesses and significant
deficiencies) to management in writing?
Yes. Trivial matters should, however, be excluded from such a
requirement.

21

Are the matters that the Board has classified as strong indicators
that a material weakness in internal control exists appropriately
classified as such?
Yes.
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22

Is it appropriate to require the auditors to evaluate the
effectiveness of the audit committee’s oversight of the company’s
external financial reporting and internal control over financial
reporting?
This is a difficult question. Theoretically the auditor’s relationship
with the audit committee may preclude such an evaluation.
Nevertheless, oversight exercised by the audit committee may in
itself be important to internal control. On balance we suggest that
there be no requirement to evaluate the effectiveness of oversight as
a separate matter but that the impact of the work of the audit
committee can be a factor that the auditor considers as part of his or
her evaluation of the internal control environment at the highest
levels.

23

Will auditors be able to effectively carry out their responsibility to
evaluate the effectiveness of the audit committee’s oversight?
See our answer above.

24

If the auditor concludes that ineffective audit committee oversight
is a material weakness, rather than require the auditor to issue an
adverse opinion with regard to the effectiveness of the internal
control over financial reporting, should the standard require the
auditor to withdraw from the audit engagement?
See our answer above.
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25

Is it appropriate that the existence of a material weakness would
require the auditor to express an adverse conclusion about the
effectiveness of the company’s internal control over financial
reporting, consistent with the required reporting model for
management?
No. The auditor should use professional judgement to determine
whether an adverse conclusion is appropriate (see answer below).

26

Are there circumstances where a qualified “except for” conclusion
would be appropriate?
Yes. In some circumstances, such an opinion will provide better
information to users and this should, therefore, be a matter of
professional judgement.

27

Do you agree with the position that when the auditor issues a nonstandard opinion, such as an adverse opinion, that the auditor’s
opinion should speak directly to the effectiveness of internal
control over financial reporting rather than to whether
management’s assessment is fairly stated?
No. The Act is concerned with management’s assessment. PCAOB
should consider research of user understanding before moving
towards a direct report.
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28

Should the Board provide specific guidance on independence and
internal control-related non-audit services in the context of this
proposed standard?
No. Independence should be addressed in other pronouncements.

29

Are there any specific internal control-related non-audit services
the auditor should be prohibited from providing to an audit client?
It would be appropriate to refer to the SEC independence rules.

30

Are the auditor’s differing levels of responsibility as they relate to
management’s quarterly certifications versus the annual (fourth
quarter) certification, appropriate?
Yes. In the case where a rule requires quarterly certifications of a
different nature to annual certifications it is appropriate for the
responsibility of the auditor also to differ.

31

Is the scope of the auditor’s responsibility for quarterly disclosures
about the internal control over financial reporting appropriate?
Yes. Given the limited nature of quarterly certification we do not
believe that more should be required.

File No. PCAOB-2004-03 Page No. 607

TECH-CDR-349

1

The Association of Chartered Certified Accountants
29 Lincoln’s Inn Fields London WC2A 3EE United Kingdom
tel: +44 (0)20 7396 7000 fax: +44 (0)20 7396 7070 www.accaglobal.com

File No. PCAOB-2004-03 Page No. 608

w
v

hlraT

Nick S. Cyprus

Room5A207

Vice President and Controlfer
Chief Accounling Officer

900 Rt. 202/206 North
Bedmlnster, NJ 07921

November 20, 2003

9oa234-4250

Office of the Secretary
Public Company Accounting Oversight Board
1666 K Street, N.W.
Washington, D.C. 20006-2803
Re: PCAOB Rulemaking

Docket Matter No. 008

Ladies and Gendemen:
The financial management of AT&T Corp. ("AT&T') would like to thank the Board
for the opportunity to comment on your proposed auditing standard, An Audit of
Internal Control Over Financial Reporting Performed in Conjunction with an Audit
of Financial Statements
("the proposed standard"). AT&T would like to commend
the Public Company Accounting Oversight Board (the "Board") for their work in
preparing this proposed standard. AT&T supports the requirement for management
to take responsibility for creating and maintaining an effective control environment.
We believe this is an important cornerstone for reliable financial reporting.
For the most part, we believe that the proposed standard represents a good approach
to achieving the objectives of Section 404 of the Sarbanes-Oxley
Act of 2002.
However, AT&T does see a few areas where some cost/benefit improvements can be
made.
Specifically, we believe that the external auditors should have the ability to
rely more heavily on the work of independent, internal audit departments that they
have assessed to have the skills necessary to properly evaluate internal controls. This
is especially true in the information technology controls area. We also believe that
after the base year audit, where the external auditor has done all the required
independent testing of management's internal control assertions, that some sort of
rotational,
independent
work could be done with more reliance placed on
management's work. However, if paragraph 101 of the proposed standard provides
for this flexibility then the only comment we have relates to the ability of the external
auditor to rely more heavily on the work of the internal auditors.
Using the Work of Management

and Others

In general, AT&T agrees with the three categories that the Board has included in the
proposed standard, however we believe that types of controls included in the section
where the external auditor cannot place any reliance on competent, independent
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internal audit testing could be overly restrictive.
Specifically, we believe that the
Board has placed little value on the documentation and testing performed by internal
audit for internal controls that have a pervasive effect on the financial statements, in
particular general information technology controls. The proposed standard requires
that the external auditor complete its own series of tests for which similar, if not
identical testing plans and results are available from internal audit.
At many
companies these control activities are mature and the external auditor can re-perform
testing of general information technology controls.
AT&T recommends that the
external auditor be permitted to apply judgment in this area and be able to utilize
some of internal audit's work related to general information technology controls if the
auditor assesses the internal audit function as competent and objective and the
controls as mature.
If the proposed standard is adopted in its current form, the testing of general
information technology controls will result in duplicative activities between internal
audit and the external audit. As a result, the costs associated with these activities
would appear to mitigate the benefits gained in this specific area.
Testing Operating Effectiveness
We believe, the proposed standard requires the auditor to obtain evidence of the
effectiveness of controls for all relevant assertions for all significant accounts and
disclosures every year. While AT&T agrees with this requirement during the initial
year of implementation,
the proposed standard may not adequately recognize the
cumulative knowledge the external auditor gains from their results of their own
testing of management's
internal controls and the review of management's
and
internal audit's testing of those internal controls. Additionally, in instances where
there are little to no changes to the internal controls the auditor should be able to
utilize their judgment in determining the appropriate level of testing year to year.
However, if paragraph 101 of the proposed standard does provide the external auditor
the flexibility to recognize the cumulative knowledge gained from the results of
previous audit work, then we are comfortable with this aspect of the proposed
standard and the following comments are not necessary.
We believe that the proposed standard maybe overly prescriptive, requiring external
auditors to perform the same level of testing year over year regardless of the results of
the previous year control environment testing and cumulative knowledge obtained.
Specifically, as it relates to rotating tests of controls for significant accounts and
disclosures, we believe the proposed standard does not allow the auditor to exercise
judgment regarding the level of testing from year to year on processes that have little
to no change.
AT&T recommends that the external auditor be permitted to exercise judgment as to
the extent of testing of controls related to significant accounts and disclosures based
on their cumulative
knowledge
and testing results after the initial year of
implementation.
In order to provide a better basis for the external auditor to rely on
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testing by management, perhaps the Board should consider proposing broad
guidelines related to the frequency of testing internal controls by management when
the external auditor would apply a rotation testing approach. Additionally, it would
be helpful if these broad guidelines would include the extent of management testing
required that would enable the external auditor to rotate tests of internal controls
regardless of whether those internal controls changed from year to year.
We appreciate the Board's consideration of our point of view and comments and we
would welcome the opportunity to discuss any of these issues at your convenience. If
you have any questions regarding this letter, please feel free to contact me at (908)
234-4250.

Sincerely

N.S. Cyprus
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Via e-mail: comments@pcaobus.org
November 21, 2003

Public Company Accounting Oversight Board
Office of the Secretary
1666 K Street, NW
Washington, DC 20006-2803
Re: PCAOB Rulemaking Docket Matter No. 008;
Proposed Auditing Standard – An Audit of Internal Control over
Financial Reporting
Performed in Conjunction with an Audit of Financial Statements
Thank you for the opportunity to comment on the Public Company
Accounting Oversight Board’s (PCAOB) proposed auditing standard
relating to audits of internal control over financial reporting (the
Proposal). Included herein are responses to the specific questions.
However, we have also included several general comments that we
believe warrant the Board’s attention.
Section 404 of Sarbanes-Oxley (the Act) specifically requires the
independent accountant to attest and report on management’s
evaluation of internal control and procedures for financial reporting.
Financial institutions with assets greater than $500 million are already
required to obtain an independent auditor attestation on management’s
assessment of internal controls over financial reporting.
The
commentary accompanying your Proposal notes that “the Federal Bank
regulator representative present at the Board’s Roundtable indicated that
experience with the Federal Deposit Insurance Corporation Improvement
Act of 1991, which requires internal control reporting similar to Section
404 of the Act, revealed instances where the auditor used the work of
internal auditors to an inappropriately high degree, where the auditor
himself or herself did not perform sufficient work to provide a reasonable
basis of his or her opinion”. We believe this statement to be reflective of
the execution or competence of specific individuals and not necessarily
an indictment of existing attestation standards or existing management
processes in place at all financial institutions.
We are particularly concerned that financial institutions, which have
developed comprehensive processes to evaluate internal controls over
financial reporting will be subject to significant additional expense
without corresponding benefit.
1
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We believe that the Proposal goes far beyond the requirements of the law
by requiring an audit of internal control over financial reporting, rather
that an attestation regarding management’s assessment of those
controls. In that regard, given the breadth and complexity of the work
required to perform an audit of internal controls in conjunction with the
considerable differences in the manner in which internal controls are
established and implemented at various organizations. We believe that
independent accountants be afforded considerable flexibility in using
their professional judgment to determine both the scope of their work
and the extent to which they can rely on the work of others. We believe
this to be particularly appropriate given the fact the independent
accountant will also be required to issue an opinion on the financial
statements.
We believe the Board should follow the approach set forth in statement of
Auditing Standard No. 65, which allows the auditor to assess the
competency and objectivity of the internal audit function and make
judgments about the extent to which the work of internal audit can be
ruled upon.
We also believe that the Proposal has an inherent conflict with one of the
basic premises of the Act, which is to ensure auditor independence. The
Act specifically prohibits the independent accountant from a range of
non-audit services including internal audit co-sourcing. However, the
Proposal as currently crafted has the potential to significantly increase
work required by the independent accountant that could be defined as
internal audit in nature. Given the significant variance in the cost
structures of an independent accounting firm and an internal audit
division, the Proposal could result in significant cost increases with far
less actual internal control coverage.
The Act requires that audit committees be directly responsible for the
appointment, compensation, and oversight of the independent
accountant.
Additionally, New York Stock Exchange (NYSE) Rules
require audit committees to perform specific functions concerning
supervision of the independent accountant’s work. The Proposal requires
that the independent accountant is to perform an assessment of the
effectiveness of the audit committee.
Accordingly, we believe the
Proposal creates an inherent conflict of interest and potentially violates
established independence rules. We believe that corporate governance
rules established by the NYSE provide adequate requirements for review
of the audit committee performance.
We recognize that the Board faces a significant and difficult challenge in
developing a standard that effectively addresses concerns surrounding
2
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the reliability of financial information without creating unworkable or
impractical implementation problems. We believe your consideration of
our comments, in conjunction with leveraging existing standards already
in place at financial institutions, would provide a standard that fulfills
the requirements and intentions of the Act as well as provide flexibility to
covered companies.
Selected Questions
(Numbers refer to question numbers in the Proposed Standard.)
1. No, The Act requires the PCAOB to establish standards governing
the independent accountants attestation on management’s
assessment of the effectiveness of internal control over financial
reporting. We believe the intent of the Act is to ensure that
management understands its responsibility for the internal control
environment and establishes sufficient processes to determine that
the internal control environment is operating effectively.
Correspondingly, we believe the scope of independent accountant
attestation should be to determine that management has
established appropriate processes and evaluation techniques. In
our opinion, requiring an audit of internal control over financial
reporting goes well beyond the requirements of the Act and has the
potential to put the independent accountant in the roll of
management as primarily responsible for the adequacy of internal
controls.
2. Yes.
We believe the Proposal has basically redefined what
constitutes the procedures necessary to provide an opinion on the
financial statements by stating that the auditor cannot audit
internal control over financial reporting without also auditing the
financial statements.
3. Yes. However, in reality it’s still not practical to have a separate
firm report on internal controls. The work they do would be
duplicative.
4. Yes. Appendix E gives appropriate consideration to how internal
control is implemented in, and how the audit of internal control
over financial reporting should be conducted at, small and
medium-sized organizations.
5. No. The Board should not establish further rules governing audit
personnel’s academic background or experience in auditing
financial statements.
There are sufficient rules governing
competency of staff in the professional standards.
These
standards merely need to be enforced.
3
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6. Yes.
It’s obvious that the auditor would need to evaluate
management’s assessment, and to do so they must have
considerable understanding of the control environment. This was
the case prior to the proposed standard and is even more apparent
now. However, we believe that the auditor should be afforded
considerable judgment in determining the reliance that can be
placed on the work of others.
7. Yes.
The criteria should provide consistency between how
management documents and the documentation auditors expect to
review.
8. No. Inadequate or lack of documentation should not be considered
an internal control deficiency. The key is whether the controls are
functioning and effective. The auditor should evaluate whether the
controls are adequate. In order to do this evaluation they may
need to prepare their own documentation or utilize documentation
by management. There are situations in which simple processes
could be determined to be well controlled without documentation.
9. Yes. Walkthroughs allow the auditor to observe the process, and
confirm their understanding.
10.
No. The auditor should be allowed to use walkthrough
procedures performed by internal auditors. External auditors
should be able, in most cases, to test and rely on the work of
internal audit just as they do in the audit of financial statements.
11.
No. A control should be tested initially and then only
changes to the control should be required to be tested in
subsequent periods. It would be inefficient to test the same control
each year. A rotational testing, combined with benchmarking,
should be sufficient to conclude on management’s assertions.
12.
External auditors should be able, in most cases, to rely on
the work of internal audit. External auditors should be permitted
to rely on the judgment of internal audit for testing of processes
after performing an evaluation and testing of internal audit work in
accordance with existing guidelines. The Proposal states that
many functions must be performed and tested by the external
audit firm. Many of these functions would require duplicative
work by the external auditor that is excessive and unnecessary.
13.
No. The audit should be risk based and not static based on
three categories of controls. As stated in the response to question
4
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Number 12, external auditors should be permitted to evaluate and
rely on the work of internal audit.
14.
No. As written, the Proposal may cause a reduction in the
coverage by internal audit. If certain procedures are required to be
performed by external auditor, management may reduce internal
audit coverage in an effort to avoid duplication. Given existing cost
structures as well as the specific expertise and institutional
knowledge that qualified internal auditors provide, this could
result in less audit coverage at a significantly increased cost
15.
No. The Proposal does not give enough flexibility. The
flexibility in determining the extent of reproducing the work of
others should not be based on the three categories of control but
be risk based with the use of sampling. Existing professional
standards provide sufficient guidance on evaluating and relying on
internal audit.
16.
No. The Proposal is unclear and limits overall judgment.
The Proposal sets requirements that are too prescriptive and limits
management and internal audits judgment.
Management
establishes all major processes. Companies document the flow of
processes.
Significant work, concern, and time go into the
development and documentation of processes. External auditors
should be permitted to establish a basis and rely on the judgment
of management and internal audit for establishment of processes
and internal testing thereof.
17.
No. Proposal uses the term “significant” to narrowly. The
Proposal refers to “significant” as “more than remote” or “likelihood
of occurrence” to refer to areas of deficiencies. This level is too low
of threshold for the use of “significant” and seems to be at a lower
level than current auditing standards.
18.

Yes. The examples in Appendix D are helpful.

19.
Yes. The auditor would need to evaluate the severity of all
identified internal control deficiencies to determine if they are
significant deficiencies, a material weakness or just a deficiency.
20.
No. Clearly material weakness and significant deficiencies
should be reported to management in writing. However, for lesser
weaknesses, we believe the method of reporting should be left to
the professional judgment of the auditor.
21.

Yes. The matters are appropriately classified.
5
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22.
No. FFIEC and Stock Exchange rules provide for audit
committee review. The FFIEC established expectations for effective
audit committees. Further, the NYSE and NASDAQ established
new corporate governance rules that include criteria for effective
audit committees.
The COSO framework also provides for
assessment of internal controls and the “tone at the top”.
23.
No. Proposal violates the SEC auditor independence rules.
The Proposal requires that the public accounting firm is to perform
an assessment of the effectiveness of the audit committee. The
Sarbanes-Oxley Act requires that public accounting firms report to
the audit committee. Separately, the public accounting firm is
hired/chosen by the audit committee and the company pays the
accounting firm. External accounting firms would not be in the
position to be adequately independent to opine on the effectiveness
of the audit committee.
24.
No. The auditor should be required to issue an adverse
report, if they conclude that there is ineffective audit committee
oversight.
25.
No. A single material weakness is rarely the cause, but
rather the combination of several material weaknesses. Flexibility
should be given as to the nature of the weakness and as to
whether other mitigating controls exist.
26.
No. Per the Proposal, either a material weakness exists or it
does not.
27.
No. An audit opinion shall not be required, only attestation
to managements assertion of whether internal controls are
effective.
Sarbanes-Oxley directs the PCAOB to establish
standards governing the independent auditor’s attestation and
reporting on management’s assessment of the effectiveness of
internal control over financial reporting.
28.
No. The independence rules should establish the nature of
non-audit services that can be provided.
29.
Yes. Consulting services as it relates to internal controls
and internal audit services.
30.
Yes. Requiring the auditor to provide an attestation on
management’s assessment of internal controls over financial

6
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reporting is sufficient.
Additionally, we believe the quarterly
requirements (excluding the fourth quarter) are appropriate.
31.
No. We do not believe that requiring a different level of
responsibility, as it relates to changes in internal control made in
the fourth quarter, is appropriate. If management identifies and
corrects a material weakness, and it is reported to the audit
committee with no subsequent year-end financial statement
impact, we do not believe disclosure in the annual report is
necessary.
Thank you for the opportunity to comment.

Francis J. McNichol
Corporate Audit
Bank of America

Jeffrey R. Watkins
Corporate Audit
Bank of America

7
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November 21, 2003
Office of the Secretary
Public Company Accounting Oversight Board
1666 K Street, N.W.
Washington, D.C. 20006-2803
Reference: PCAOB Rulemaking Docket Matter No. 008
Proposed Auditing Standard – An Audit of Internal Control Over Financial Reporting
Performed in Conjunction with an Audit of Financial Statements
Ladies and Gentlemen:
Bank One Corporation (“Bank One”) is pleased to have the opportunity to comment on the above
referenced Proposed Auditing Standard (“Proposed Standard”). Bank One is the nation's sixthlargest bank holding company, with assets of more than $299 billion.
Bank One supports the general theme of the Proposed Standard, which requires the external
auditor to take additional responsibility in evaluating the effectiveness of internal control over
financial reporting. However, Bank One has two primary comments regarding specific tenets of
the Proposed Standard and three additional comments where we believe the proposed guidance is
either unnecessarily rigid or requires additional clarification and enhancement.
Primary Comments
In general, we believe the Proposed Standard unduly limits the reliance that can be placed upon
the work performed by internal audit by not recognizing the independence of internal audit from
management. It also does not permit the external auditor to exercise sufficient professional
judgment and discretion when performing an audit of internal control over financial reporting. In
addition, the Proposed Standard prescribes too low of a threshold to be workable when evaluating
a significant deficiency or material weakness.
(1) The Proposed Standard should permit more reliance to be placed on Internal Audit and
allow the external auditor more discretion when conducting an audit of internal control
over financial reporting
Internal audit is chartered with providing an objective viewpoint of an organization and will, in
larger organizations, functionally report directly to the audit committee (and only administratively
to management). Furthermore, the audit committee must annually approve internal audit’s
1

Paragraph 42 of the Proposed Standard states, “As part of understanding and evaluation of management’s process, the
auditor should obtain an understanding of the results of procedures performed by others. Others include internal audit
and third parties working under the direction of management, including other auditors and accounting professional
engaged to perform procedures as a basis for management’s assessment.”
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detailed audit plans, including budgets and staffing, and assess the performance of the internal
audit function. This reporting alignment allows internal audit to remain independent from the
decisions made by management. In cases where the internal audit department is “competent” and
“objective,”2 and where it reports directly to the audit committee, the external auditor should be
allowed to rely more extensively on internal audit’s test work. This includes test work performed
for routine and non-routine transactions, including the routine portion of the period-end financial
reporting process and walkthrough testing of significant processes.
In a financial statement audit, the external auditor is allowed to rely on the work performed by
internal audit, provided that the external auditor follows the guidance in SAS No. 65. It seems
only reasonable, prudent and effective that the external auditor be allowed to follow the same
guidance when performing an audit of the internal control over financial reporting. Following the
same guidance, the level and amount of reliance that is placed on the internal audit function
would then be left to the external auditor’s professional judgment and discretion.
Based on this rationale, discretion should be given to the external auditor when conducting
walkthrough tests of a company’s significant processes, testing of controls in the control
environment, testing of controls in the period-end financial reporting process and testing of
controls that may have a pervasive effect on the financial statements. For large financial
institutions that are heavily regulated, internal audit may already perform the same procedures
that the Proposed Standard mandates to the external auditor. As the Proposed Standard is
currently written, the external auditor would be required to duplicate this effort while ignoring the
competency and objectivity of internal audit. This duplication of effort will result in an undue
burden on management.
We recommend that the Proposed Standard make a clear distinction between management and
internal audit. Also, it should make specific reference to SAS No. 65 and allow the external
auditor to follow this guidance when performing an audit of internal control over financial
reporting. Finally, the Proposed Standard should allow the external auditor discretion to
determine whether its direct testing or internal audit’s testing will provide the primary evidence
for the audit.
(2) The threshold for a “significant deficiency” and “material weakness” is too low and is
inconsistent with FDICIA and SEC guidelines
The Proposed Standard requires the external auditor to issue an adverse opinion when a material
weakness has been identified. However, we believe the Proposed Standard sets the threshold for
evaluating what constitutes both a significant deficiency and material weakness far too low in
relation to existing auditing guidance. In addition, in designing systems of internal control over
financial reporting, an organization must balance the cost of the control with the benefit of
assurance over accuracy and integrity of financial reporting. To design a system of internal
control which adequately captures all events which are more than inconsequential in amount and
which may have more than a remote likelihood of occurring may be cost prohibitive, or in some
cases, functionally impractical. Furthermore, the Proposed Standard should ensure that the
2

The terms “competent” and “objective” are used in the same context as the terms are used in SAS No. 65, “The
Auditor’s Consideration of the Internal Audit Function in an Audit of Financial Statements.” It would be expected
under an audit of internal control over financial reporting that the external auditor would assess the competency and
objectivity of the internal audit department as further described in SAS No. 65, paragraphs .09 - .11.
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concepts of “significant deficiency” and “material weakness” are defined consistently with
guidelines that are currently being utilized by banking regulators. This will help to ensure
consistent application of the Proposed Standard and will help to reduce confusion in the
marketplace.
The Proposed Standard introduces the concepts of “more than a remote likelihood” and “more
than inconsequential in amount” when evaluating internal control deficiencies, creating a
significantly broader and lower threshold for what constitutes a significant deficiency and
material weakness than currently exists. By definition, misstatements assessed as having more
than a remote likelihood of occurrence and being more than inconsequential in amount could be
interpreted as inclusive of any deficiency identified during the audit of internal control over
financial reporting. This essentially characterizes any internal control deficiency as a significant
deficiency or material weakness. This could result in the external auditor improperly classifying
any deficiency as significant or material when such deficiency may actually have a minimal
impact on the financial statements. Furthermore, we believe that the definition of a significant
deficiency and material weakness in the Proposed Standard is inconsistent with the concept of
“materiality” as described in Staff Accounting Bulletin (SAB) No. 99, “Assessing Materiality.”
These terms should be consistent if an auditor is to report on both the financial statements and on
internal control over financial reporting.
Assuming that it is not the Board’s intention to require all identified deficiencies to be classified
as either significant deficiencies or material weaknesses, we recommend that the Proposed
Standard clarify that the threshold for both a significant deficiency and material weakness is a
level where the risk of misstatement is “at least reasonably likely” and “material.” This would
provide consistency with the “reasonable assurance” and “reasonable likelihood” terminology
utilized in Paragraph 183 of the Proposed Standard and similar terminology used in SAB No. 99.
The definitions of material weakness and reportable conditions, as defined in SAS No. 60, are
widely accepted and used in current practice to make assessments on internal control over
financial reporting under the FDICIA Act of 1991. The Proposed Standard creates the possibility
of inconsistency in reporting on internal controls as financial institutions are subject to both
FDICIA regulations and Section 404 of the Sarbanes-Oxley Act of 2002. Based on current
guidance, financial institutions would be required to report reportable conditions and material
weaknesses on two different levels of criteria. This could result in conflicting assessments on
internal control over financial reporting by management and the external auditors during the same
time period. This could cause inconsistency in the reporting on internal control over financial
reporting to investors and regulators. We recommend that the Proposed Standard utilize the
definitions in SAS No. 60, “Communication of Internal Control Matters Noted in an Audit,”
SAB No. 99 and FDICIA.
Additional Comments:
(3) The Proposed Standard should not prescribe what circumstances constitute a
significant deficiency or material weakness
In paragraph 126, the Proposed Standard lists specific circumstances that should represent, at a
minimum, a significant deficiency and could be a strong indication of a material weakness. A
material weakness or significant deficiency should be based on facts and circumstances unique to
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the underlying situation. It should not be prescribed in a list that precludes or inhibits the external
auditor’s professional judgment and discretion.
While we agree certain circumstances may be more indicative of a significant deficiency or
material weakness, each underlying situation should be evaluated according to the facts and
circumstances and should be based on the external auditor’s judgment and discretion. The
Proposed Standard should be amended to provide that the circumstances in Paragraph 126 be
characterized as indicators, not requirements.
For instance, when financial statement audits are performed, differences in views between
management and the external auditor concerning judgments related to the interpretation and
subsequent application of complex accounting standards or judgments in estimates and
assumptions may arise. When significant judgment is involved in the interpretation and
application of complex accounting standards for which current guidance is vague and subject to
interpretation3 or when there is significant judgment pertaining to valuations and estimates, there
may be times when the resolution of differing views could result in a proposed audit adjustment
even though adequate and effective controls over financial reporting may be in place.
(4) The procedures and scope of work to be performed by external auditors when
providing a consent on the report of internal control over financial reporting
In paragraphs 181 and 182, the Proposed Standard requires that the external auditor perform
bring-down procedures from the date of his or her report on the internal control over financial
reporting to the date of the consent. However, the Proposed Standard is silent on (1) the types of
bring-down procedures the external auditor is expected to perform and (2) the level of comfort
that the external auditor is expected to provide in a consent. The Proposed Standard would be
better served if it provided general guidance on the types of procedures that external auditors are
to perform when providing consent to reissue the report on internal control over financial
reporting. In addition, the Proposed Standard should clarify that the scope of an external
auditor’s bring-down procedures would be to identify any adverse changes in internal control
over financial reporting during the intervening period that would have had an impact on the
external auditor’s report.
(5) Scope extension to contingent liabilities
Paragraph 74 of the Proposed Standard requires that the external auditor obtain evidence about
the effectiveness of controls for all relevant assertions related to all significant accounts and
disclosures in the financial statements. Appendix B, paragraph B19 provides guidance that an
auditor should follow in identifying significant accounts related to contingent liabilities.
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We believe the scope of the Proposed Standard is excessive in requiring the external auditor to
assess the potential impact that contingent liabilities may have on the financial statements or
disclosures thereto when such contingent liabilities are inconsequential (or not reasonably
estimable) and the likelihood of occurrence is less than probable.4 The example in paragraph B19
would suggest that the external auditor evaluate all contingent liabilities (legal, environmental,
etc.) for which there is a remote possibility of occurrence but could have a significant potential
impact on the financial statements. While it is necessary to have controls over financial reporting
related to the capture of contingent liabilities, the Proposed Standard should limit the scope of the
audit work that external auditors need to perform. External auditors should only be required to
evaluate the internal controls related to identifying, processing and disclosing material contingent
liabilities.
Bank One appreciates the opportunity to comment on the Proposed Standard. If you have any
questions on this comment letter or would like any additional information, please do not hesitate
to contact either Melissa J. Moore at (312) 336-4060 or Jeffrey T. Rigg at (312) 954-3311.
Very truly yours,

Melissa J. Moore
Controller and
Chief Accounting Officer

Jeffrey T. Rigg
General Auditor

4
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Office of the Secretary
Public Company Accounting Oversight Board
1666 K Street, N.W.
Washington, D.C. 20006-2803
RE:

PCAOB Rulemaking Docket Matter No. 008
Proposed Auditing Standard, An Audit of Internal Control Over Financial Reporting
Performed in Conjunction With an Audit of Financial Statements

Dear Mr. Secretary:
BDO Seidman, LLP respectfully submits the following comments on the Public Company
Accounting Oversight Board’s (“PCAOB” or “Board”) proposed auditing standard (“the proposed
standard”) governing the independent auditor’s attestation and reporting on management’s
assessment of the effectiveness of internal control over financial reporting referred to in Sections
103(a)(2)(A) and 404(b) of the Sarbanes-Oxley Act of 2002 (“the Act”). BDO Seidman, LLP is
pleased to serve on the Task Force of the PCAOB considering implementation issues and the
AICPA Task Forces that developed draft standards prior to the effective certification date of the
PCAOB, and since that date has been discussing practical implementation issues.
We recognize the importance of establishing and enforcing standards that will restore confidence
in our financial reporting environment and are anxious to participate further in the initiatives of the
PCAOB and other regulatory bodies to advance the quality of our professional standards. We
appreciate the dedicated effort necessary to develop quality standards.
In addition to the direct questions posed by the Exposure Draft, there are several overarching
points related to the proposed standard we would like to communicate, as follows:
Lack of Preparer Guidance
We have previously communicated to the PCAOB (Letter dated August 6, 2003 to Douglas R.
Carmichael, Chief Auditor) our concern that the preparer community lacks effective guidance
relating to the extent of documentation and testing required to meet its responsibilities under
Section 404 of the Act and the related SEC rules. In the absence of such guidance, the auditor
must apply judgment on a case-by-case basis when assessing the adequacy of the
documentation and testing performed by the preparer to support its assertion. We find it
unreasonable to require the expression of an audit opinion covering a subject matter that is
effectively “undefined.”
Preparers are anxiously seeking guidance from their auditors as to their documentation and
testing responsibilities under the Act and SEC rules. It is possible that auditors providing this
guidance might be misconstrued as providing legal advice, or impairing the independence of the
auditor. We understand that the PCAOB may not be able to mandate preparer responsibilities.
We do acknowledge the criteria for auditor evaluation of preparer documentation in the proposed
standard, which we believe are very helpful. However, we urge the PCAOB to work with the SEC
to provide the necessary implementation standards and guidance to the preparer community.
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Lack of Preparer Document Retention Guidance - The final standard should be expanded to
include guidance relating to the retention of internal controls documentation and testing by the
preparer. This is especially important in this standard, as auditors have not previously performed
audits of internal controls as now envisioned.
An issue related to both audit documentation and the lack of current preparer guidance, is the
lack of any specific documentation retention requirements for preparers. For example, some
preparers are currently documenting and testing their internal controls using web-based tools.
These systems may be set up so that documentation can be updated on a contemporaneous
basis as elements of the systems change. In addition, preparers may use a proprietary software
product to document their activities and software-licensing issues could make it difficult for the
auditor to obtain or utilize the assessment. We believe that preparers should maintain an archived
copy of the controls documentation that relate to each year’s management assertion. We also
believe that any software, licenses or tools needed for the auditor to review the documentation of
the entity should be made available by the entity. In the absence of assurances that such
documentation will be retained, the auditor may need to obtain copies of the preparer’s
documentation to include in the auditor workpapers and retain such documentation as evidence
of the documents reviewed. In that regard, we believe it is inappropriate and inefficient for
auditors to become the repository of corporate records.
This issue is broader than audits of internal controls, but has arisen as particularly troublesome in
this context. Many preparers in our marketplace that have begun their 404 projects related to the
internal controls documentation and testing had not initially considered this issue in their plans.
Some may believe that such an archived, indexed record may already be required under
regulations requiring the retention of documentation supporting matters contained in SEC filings
or under the existing “books and records” provision of the 1934 Exchange Act (13(b)). We do not
think these provisions are currently worded broadly enough to clearly require the retention of
management’s support for its 404 assertion. Nevertheless, we have observed that the need to
retain such documentation has not been universally recognized as a requirement by all preparers.
Therefore, the final standard should include “the adequate retention of documentation of controls,
evaluation of design effectiveness, and testing and monitoring of operating effectiveness” as an
expected attribute that could, if absent, be a presumptive indicator of a material weakness.
Overall Efficiency of the Standard
While we believe the auditor’s attestation regarding the effectiveness of internal control should
contribute to better financial reporting, the underlying standard should recognize that there are a
number of elements of existing auditing requirements and recent regulatory actions that already
provide a significant measure of cost-effective public protection and risk reduction. Notably:
• The Implementation of Corporate Anti-Fraud Programs (recommended in Statement of
Auditing Standards No. 99 “Consideration of Fraud in a Financial Statement Audit ” and a
component of an effective corporate control environment under the COSO framework)
• The implementation of the required auditing procedures and inquiries outlined in SAS 99,
which are being applied for the first time this year.
• Improvements in the investigatory and legal processes wherein corporate executives will
be investigated and prosecuted for fraud.
• Improvements in corporate governance to ensure independent and competent directors
and effective audit committees
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•

A more effective industry-wide inspection program to ensure firm compliance with the
form and substance of the standards, and to ensure the firms’ focus on the proper “tone
at the top” in their organizations.

In that context, we are concerned that the current proposed standard requires redundant and
excessive procedures to be performed by the auditor during an audit of internal controls. While
we acknowledge the importance of significant auditor involvement in testing the work of
management, in many places the auditor is required to go well beyond the traditional audit
concept of testing and examining evidence. For example, the auditor is required in all significant
processes to perform all the walkthrough procedures, and to perform all the procedures
necessary to assess general controls and the control environment. We believe these
requirements will not significantly contribute to more effective internal controls audits, and will
unnecessarily raise the related auditing costs. We recommend the final standard better reflect the
concept of testing by the auditor. Of course, this is subject to evaluating the objectivity and
competence of internal auditors, contracted service providers, management or employees
performing the documentation, testing and monitoring required of companies by the Act.
We have provided specific suggestions regarding this matter in our responses to questions 10,
14, 15 and 20.
The Proposed Auditing Standard Does Not Create a Cohesive and Comprehensive Body of
Auditing Literature
In addition to addressing the issues related to the reporting and performance of audits of internal
controls, the proposed standard modifies existing literature not directly related to the audit of
internal controls.
For example, paragraph 138 states that “the auditor should perform substantive procedures for all
relevant assertions for all significant accounts and disclosures” (emphasis added). Also,
paragraph 141 states that “the auditor’s substantive procedures must include reconciling the
financial statements to the accounting records.” These new audit requirements are not related to
the audit of internal controls. While we believe these requirements are appropriate, and believe
they are consistent with the “risk assessment” Exposure Draft of the AICPA, we are concerned
about their subtle placement in this document.
These issues are neither highlighted in the text nor discussed in the briefing paper. Thus readers
might not identify these changes in the literature. Additionally, if the existing AICPA standards
adopted by the PCAOB as interim standards are not marked for conforming changes, the body of
auditing literature applicable to audits of public companies may become confusing and
contradictory. We strongly recommend the PCAOB clearly indicate any and all changes to its
adopted interim standards as part of its exposure process.
It is our understanding that the body of AICPA standards applicable to private company audits
conducted under AICPA standards will continue to grow and evolve. We assume the interim
standards adopted by the PCAOB would not reflect changes in the AICPA standards after their
adoption date as interim standards, and therefore that literature would be static for public
company audits unless modified by the PCAOB. Therefore, it is likely that the two bodies of
standards will diverge over time. Accordingly, to make the auditing literature relating to public
companies clear and to maintain quality auditing in public company audits, we strongly
recommend a “marked for changes” version of any paragraph or section edits of the adopted
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interim standards necessary as conforming changes be released with the new adopted standards
of the PCAOB.
While we support the PCAOB’s development of quality control standards, we recommend that
they be presented in the appropriate section of the PCAOB Professional Literature. If there are
very narrow implementation issues relating to a subject matter of a standard, we do not object to
including that narrow guidance in a section of the auditing standard, but encourage such
guidance to also be repeated in the PCAOB Quality Control Literature, where it otherwise would
be expected to appear.

Effective Date
It is our understanding that after approval of a final standard by the PCAOB, an additional
exposure period by the SEC is required. Therefore, a final “published” rule is unlikely until well
into 2004. We believe this will not provide time for issuers to complete their documentation,
evaluate and test controls, and correct any deficiencies identified, nor an opportunity for the
auditing firms to ensure the requisite trained personnel are in place to perform the procedures
required by the final standard. Most firms will find it impossible to provide timely training on the
final standard during the “busy season,” even though many auditors already have orientation and
training in the subject matter.
Under these time constraints we see a risk that the implementation of the final standard for
accelerated filers that must begin reporting on internal controls for years ending after June 15,
2004 will raise the potential for mistakes and misunderstandings that could undermine the
intention of this requirement to restore investor confidence.
In that regard, we urge the PCAOB to make a recommendation to the SEC to delay the effective
implementation of the final standard for accelerated filers. We believe it appropriate, assuming no
further delays in issuing the standard, to require the audit of internal controls to accompany the
financial statements of entities whose fiscal years end on or after October 15, 2004, but no earlier
than six months after the final standard is published.

PCAOB Comment Letter – Draft Responses to Questions
Questions regarding an integrated audit of the financial statements and internal control over
financial reporting:
1. Is it appropriate to refer to the auditor's attestation of management's assessment of the
effectiveness of internal control over financial reporting as the audit of internal control
over financial reporting?
Yes. We believe the “audit” terminology clearly communicates the service being performed to users
of financial statements and distinguishes the service from an attestation service performed under
the standards of the AICPA which we believe should still be available to public entities for internal or
other purposes.
2. Should the auditor be prohibited from performing an audit of internal control over
financial reporting without also performing an audit of the financial statements?
Yes. We believe that the auditor performing an audit of internal controls under the PCAOB auditing
and related standards must also audit the financial statements. This is a clear requirement of Rule
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2-02 of Regulation S-X and is mandated by Section 404 of the Sarbanes-Oxley Act.
It is our understanding that the final standard will replace the current AICPA AT Section 501
guidance in the PCAOB standards literature. In that circumstance, there would be no public
company auditing literature guiding an attest service relating to internal controls unless performed in
conjunction with an audit of the financial statements. However, we can envision a circumstance
where such an attest service might be requested without requiring a full financial statement audit,
such as a pre-merger attestation to evaluate to the effectiveness of controls of that entity as of a
specific date or an attestation engagement for an interim financial period. In our view, an attestation
service can be performed under AICPA AT 501 standards in such circumstances.
3. Rather than requiring the auditor to also complete an audit of the financial statements,
would an appropriate alternative be to require the auditor to perform work with regard to
the financial statements comparable to that required to complete the financial statement
audit?
With respect to the required audit of internal controls accompanying the annual audit of the
financial statements, we believe the rules are clear that a division of auditor responsibility is not
permitted, and thus the concept of “comparable” work is not relevant in that context.
Questions regarding the costs and benefits of internal control:
4. Does the Board's proposed standard give appropriate consideration to how internal
control is implemented in, and how the audit of internal control over financial reporting
should be conducted at, small and medium-sized issuers?
No. We believe the proposed standard does not give adequate guidance on how internal control
audits differ when conducted for small and medium size businesses. While we do not believe there
should be a lower standard for evaluating or reporting on the effectiveness of internal controls in
smaller enterprises, we acknowledge the techniques of auditing the internal controls of such smaller
issuers will likely differ.
We believe the example in the Appendix, suggesting that management oversight might compensate
for a missing or ineffective control, improperly implies that management supervision is an
acceptable alternative to controls. We believe such an implication may be used by many entities to
excuse missing or ineffective controls. However, recent history is replete with examples where
management is the problem, and not the control.
We also think it inappropriate that the responsibility for defining the different small company
environment and the associated audit responsibilities in these environments rests with the auditor.
We are not aware of any guidance that would aid in achieving a consistent approach across
companies and among firms on this issue. Absent guidance tailored to the small and medium sized
issuers or changes in the reporting options, the proposed standard will likely result in a large
proportion of smaller issuers receiving adverse opinions.
We do not feel a remedy for this is to weaken the value of an unqualified opinion on internal controls
for smaller entities. The public will be unable to identify when an unqualified audit report may mean
something different because the entity’s controls were evaluated according to a small entity
standard. We would rather see a deferral of the implementation date for smaller entities (perhaps
using a non-accelerated filer definition) pending further research and experimentation in providing
and reporting on this service.
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Question regarding the audit of internal control over financial reporting:
5. Should the Board, generally or in this proposed standard, specify the level of
competence and training of the audit personnel that is necessary to perform specified
auditing procedures effectively? For example, it would be inappropriate for a new,
inexperienced auditor to have primary responsibility for conducting interviews of a
company's senior management about possible fraud.
No, we believe this level of guidance in the public company auditing standards is unnecessary and
not a response to an identified issue. We believe the interim AICPA standards adopted by the
PCAOB adequately address this issue in the existing general and field work standards for auditing
and attestation engagements.
Questions regarding evaluation of management's assessment:
6. Is the scope of the audit appropriate in that it requires the auditor to both evaluate
management's assessment and obtain, directly, evidence about whether internal control
over financial reporting is effective?
Yes, both management’s assessment and the underlying effectiveness of internal controls are
important for the auditor to consider when rendering an opinion on internal controls. Management’s
assessment is a public communication that has great flexibility permitted in its form and content.
That document should not be misleading by commission or significant omission or a presentation
that obscures important information from the reader. To render an audit report on internal controls,
the auditor must accumulate sufficient evidence of controls effectiveness.
7. Is it appropriate that the Board has provided criteria that auditors should use to evaluate
the adequacy of management's documentation?
Yes, we believe that providing examples of such criteria are appropriate. As we stated earlier, we
suggest the final standard also list the preparer’s failure to plan for and retain (archive) its
documentation of its controls and its evaluation, testing and monitoring to support its assessment as
a potential material weakness.
8. Is it appropriate to state that inadequate documentation is an internal control deficiency,
the severity of which the auditor should evaluate? Or should inadequate documentation
automatically rise to the level of significant deficiency or material weakness in internal
control?
Yes, we believe it appropriate to require the auditor to assess the significance of the deficiency on a
case-by-case basis. At this time, as commented previously, law or regulation does not specify the
level and format of documentation required of preparers. In the absence of such guidance or a
benchmark, we do not believe that an imposition of an automatic categorization of an undefined
condition as a significant deficiency or material weakness will have any value in user reporting. We
do encourage a re-visitation of this point if either by practical experience in applying the
requirements or legislation, a more objective definition of what constitutes “inadequate
documentation” can be developed.
Paragraph 46 says: “In evaluating the deficiency as to its significance, the auditor should determine
whether management can demonstrate the monitoring component of internal control over financial
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reporting in the absence of documentation.” We do not understand how, if an objective and clear
definition of a documentation deficiency can be agreed, obvious documentation deficiencies can be
overcome in such cases, and in the absence of any such rationale, recommend this guidance be
changed to state affirmatively that documentation deficiencies ordinarily cannot be overcome.
Questions regarding obtaining an understanding of internal control over financial reporting:
9. Are the objectives to be achieved by performing walkthroughs sufficient to require the
performance of walkthroughs?
Yes. Walkthroughs to confirm the auditor’s understanding of the design and implementation of
controls are well established in auditing practice, and we believe would be performed in many
circumstances, even if not required. We concur that such procedures are important to perform, but
also caution that they do not provide sufficient evidence of manual control operations. They are
simply a “sample of one.”
10. Is it appropriate to require that the walkthrough be performed by the auditor himself or
herself, rather than allowing the auditor to use walkthrough procedures performed by
management, internal auditors, or others?
We believe it important that auditors perform many of the critical walkthroughs for significant
systems and accounts. However, we believe that walkthroughs performed by others (assessed as
competent and objective) on all controls and to a greater extent on less critical control operations,
could be tested by the auditor to still achieve a high degree of audit assurance, in lieu of requiring
that they be redundantly performed 100% by the auditor. Following this approach would represent a
significant cost saving to businesses over the proposed approach. We believe a properly
implemented testing approach would accomplish the desired protection for the pubic at a lower
cost.
Additionally, we believe that the current wording of the standard would require that, say, if revenue
were identified as a significant account, then walkthroughs of all revenue processes, regardless of
their significance or materiality are required. Paragraph 79 of the draft states the requirement that
the auditor “should trace all types of transactions and events, both recurring and unusual, from
origination through the company’s information systems until they are reflected in the company’s
financial reports.” The extent of work required by setting the scope to “all” could be extraordinary for
a large, distributed enterprise, and is inefficient.
We believe the concept of a “significant process” in this proposed standard when used as a basis
for assessing which controls require walkthroughs, for example, has a profound impact on how
management and the auditor view the controls for an entity. We believe it worthwhile to provide
examples of what the proposed standard intended by the use of this term. This is fundamental to a
common understanding between the auditor and preparer.
A remedy that should be considered is the requirement to consider measures of significance or
materiality when identifying the necessity of performing walkthroughs, and whether the auditor in all
circumstances must perform such walkthroughs.
Currently, we believe the guidance in paragraph 79 of the proposed standard requiring auditor
walkthroughs is in conflict with the guidance in Appendix B 13. Under B13, “locations or business
units that are not important, even when aggregated with others” do not require any auditor action.
Yet, the provisions of paragraph 79 might require a walkthough of a transaction type at these

7

File No. PCAOB-2004-03 Page No. 630
330 Madison
New York, NY 10017-5001
Phone 212-885-8000
Fax 212-885-1299

BDO Seidman, LLP
locations. Furthermore, if the location was not previously documented and tested by management,
then the walkthrough of a transaction to “confirm” the documented control makes no sense. We
therefore support the documentation, assessment and selective testing of all locations by
management if the auditor might have some responsibility to perform procedures at those locations
We support the broad performance of walkthroughs by management in more instances than
required of the auditor as an element of their procedures to support their assertion.
Question regarding testing operating effectiveness:
11. Is it appropriate to require the auditor to obtain evidence of the effectiveness of controls
for all relevant assertions for all significant accounts and disclosures every year or may
the auditor use some of the audit evidence obtained in previous years to support his or
her current opinion on management's assessment?
We believe that evidence needs to be accumulated annually that controls are effective in order to
issue an audit report on internal controls. In our view, management needs to fully test these
important elements to the extent necessary to provide a high degree of assurance annually as part
of their monitoring function. However, from an audit perspective, once it is established that a control
is effective, and a system as well as the environment in which it operates has not changed, the
passing of a calendar date alone should not change that basic conclusion.
With respect to the most critical controls over all relevant assertions for all significant accounts, we
believe that at a minimum the auditor devote some attention each year to each of those controls.
However, we believe it would be more efficient, with no loss of effectiveness, to encourage the
rotation of testing emphasis on controls (not the rotation of controls testing). While some controls
might, based on a risk assessment and entity testing findings, warrant extensive testing annually by
the auditor, we believe a more effective audit could be performed when the auditor would be
encouraged to focus on certain controls on a periodic basis, extending the analysis and testing of
some of these controls As reflected in SAS 99, varying the nature and extent of procedures
performed from year to year is an effective strategy to achieve a high degree of assurance on the
subject matter and prevent/detect fraud. On balance, the increased depth of testing in some areas
should compensate for the lesser level of testing in others.
We believe this concept is already reflected in paragraph 101 of the proposed standard.
However, if this was not intended, then the proposed standard should be clarified.
Questions regarding using the work of management and others:
12. To what extent should the auditor be permitted or required to use the work of
management and others?
The auditor should be permitted to use the work of management and others within or engaged by
the company to the extent supported by the auditor’s assessment of their objectivity and
competence. Generally, management would not be considered to be as objective as those outside
the entity or of internal auditors, and their work might not be relied on, or relied on significantly less
than if an outsourced competent service provider or objective internal audit function performed the
same work.
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We cannot identify any circumstances where the auditor should be required to use the work of
management or others within or engaged by the company. Since the independent auditor has the
professional responsibility for his or her opinion, such a requirement would be inappropriate.
However, we acknowledge that the engagement of specialists by auditors may be more frequently
encountered than before under this standard due to the specialized nature of many topics in, for
example, information technology based controls. Where an engagement team does not possess
the requisite skills and knowledge to evaluate the design of or perform tests of a complex,
technology based control, for example, a resource should be engaged to assist the auditor. In these
cases we would expect that the auditor would continue to follow the provisions of SAS 73.
We also ask the Board to clarify whether its guidance in the proposed standard (Appendix B) on the
use of service organizations is intended to modify the exiting SAS 70 literature, and if so, how. One
area of likely significant implementation questions will include the role of service organizations and
SAS 70 reports as they relate to the required audit of internal controls.
13. Are the three categories of controls and the extent to which the auditor may rely on the
work of others appropriately defined?
We believe the categories are appropriate and helpful as a conceptual aid for auditors to
understand the requirements of the proposed standard. However, as noted in several of the
following responses, we have concerns that the proposed auditor requirements related to these
three categories require adjustment in the final standard.
14. Does the proposed standard give appropriate recognition to the work of internal
auditors? If not, does the proposed standard place too much emphasis and preference
on the work of internal auditors or not enough?
Yes to the first question. Appropriate recognition is given to the value internal audit can bring to the
organization and the overall audit process.
But the answer to the second question is more complicated, as we feel the mix of procedures
required in the proposed standard is inefficient and ineffective.
We do not agree with the proposed standard’s requirement that all the assurance the auditor
receives with respect to general controls and IT controls need come solely from the auditor’s
procedures. In circumstances where the objectivity and competence of the internal auditor or others
is assessed as high, we believe it appropriate and cost effective to permit some assurance be taken
for work performed by others in these areas. We concur with the assessment of the importance of
these areas overall, but believe the objectives can be achieved by requiring that most, but not
necessarily all, assurance come from the independent auditor’s procedures.
We also do not agree with the proposed standard’s requirement that the auditor can rely “without
limitation” on the work of others with regards to controls over routine processing. This can be
interpreted as permitting the auditor to rely solely on others for this work. We believe it inappropriate
to permit such limited involvement in controls over transactions that constitute a large portion of the
transactions processed by most entities. We support the requirement in paragraph 107 that the
auditor reperform some procedures as a basis for reliance and conduct some independent tests of
the controls over routine processing. We believe that most of the assurance in this area could come
from work performed by others who are assessed as objective and competent. However, we are
mindful that many of the unfortunate incidents leading to corporate failures took place in
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organizations that had internal audit staffs that were assessed as objective and competent. Thus,
we believe in all circumstances the auditor should perform some procedures in each category of
classification of controls.
15. Is the flexibility in determining the extent of reperformance of the work of others
appropriate, or should the auditor be specifically required to reperform a certain level of
work (for example, reperform tests of all significant accounts or reperform every test
performed by others that the auditor intends to use)?
We believe that it is appropriate in this standard to provide flexibility in the extent of reperformance
required in a particular circumstance. Paragraph 107 states that if the auditor intends to use the
work of others, “the auditor should reperform some of the tests of controls originally performed by
others.” This level of guidance seems appropriate.
We believe it would be inefficient, and without an associated reduction in risk, to require the
reperformance of each test performed by others on which the auditor intends to place some
reliance. When work is performed by individuals or separate organizations (whose objectivity and
competence is separately assessed) we believe it would be appropriate in the application of
reperformance guidance to confirm the assessment of the competence of the work of that person
by reperforming a sufficient level of that work to corroborate the competence with which the work
was performed. Thus, a strong Firm-wide organization of internal auditors could require fewer
reperformance tests to achieve the auditor’s objectives than a loose organization of independent
contractors performing the same procedures at different locations. In general, we believe the
objectives embodied in the word “all” can in many instances be achieved at a lower cost and without
a loss in quality if careful consideration is given to the principles of testing.
16. Is the requirement for the auditor to obtain the principle (sic. principal) evidence, on an
overall basis, through his or her own work the appropriate benchmark for the amount of
work that is required to be performed by the auditor?
Yes. However, it needs to be explicitly recognized in the standard that this is an auditor judgment,
and not subject to an exact mathematical measurement.
Questions regarding evaluating results:
17. Will the definitions in the proposed standard of significant deficiency and material
weakness provide for increased consistency in the evaluation of deficiencies? How can
the definitions be improved?
In our view the use of the concept “remote likelihood” in the definition of a significant deficiency will
needlessly and inappropriately sweep many issues into this category. We would favor a tolerance
threshold that is considerably higher than remote (e.g., reasonably possible).
We urge the PCAOB to continue to gather practical examples and further develop this guidance as
professional experience grows in this area.
18. Do the examples in Appendix D of how to apply these definitions in various scenarios
provide helpful guidance? Are there other specific examples that commenters could
suggest that would provide further interpretive help?
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Yes. We encourage the PCAOB to consider an outlet such as a “Q&A” publication that can help
create more consistent applications. The examples seem rather clear cut, but the more difficult
decisions will be in the gray areas.
Our comments in other sections of this letter extend to the examples provided.
19. Is it necessary for the auditor to evaluate the severity of all identified internal control
deficiencies?
Yes. It is necessary to make judgments of the significance and severity of all identified deficiencies
We do not believe the profession yet has the requisite experience in these areas to set narrow
guidelines requiring a specific treatment for specific identified deficiencies that are less than
significant.
20. Is it appropriate to require the auditor to communicate all internal control deficiencies
(not just material weaknesses and significant deficiencies) to management in writing?
No. Paragraph 191 refers to deficiencies from all sources such as regulators, internal auditor
reports, etc. We believe that for a large and complex organization this is an unreasonable
requirement that will be very costly. We believe that isolated and insignificant deficiencies may need
only be communicated to local management. Deficiencies identified by internal audit or regulatory
auditors or others that have already been communicated to management should not have to be
repeated by the auditor. The requirement to prepare a written report should be limited to
deficiencies that, in combination with other deficiencies, raise the risk of a potential significant
deficiency in an account, assertion or location, plus all significant deficiencies and material
weaknesses found. We note that an audit committee may request a written report of all deficiencies
of any nature and significance. However we do not feel such a report should be mandated.
21. Are the matters that the Board has classified as strong indicators that a material
weakness in internal control exists appropriately classified as such?
Yes. However, see our response to question 22 with respect to the proposed separate evaluation of
the audit committee. We believe that the indicators listed in paragraph 126 should also include “the
absence of sufficient evidence to support the responsible party’s evaluation of the operating
effectiveness of internal control constitutes a material weakness,” as suggested in the AICPA draft
standard forwarded to the PCAOB.
22. Is it appropriate to require the auditors to evaluate the effectiveness of the audit
committee's oversight of the company's external financial reporting and internal control
over financial reporting? And
23. Will auditors be able to effectively carry out their responsibility to evaluate the
effectiveness of the audit committee's oversight?
Corporate governance is a critical component of the control environment. The audit committee, as
that role has been strengthened recently by the rules of the stock exchanges, is an increasingly
important element of the governance process. However, we disagree with the requirement in the
proposed standard for the auditor to assess the effectiveness of the audit committee as a separate
element of the internal control environment in order to determine whether a weak audit committee
might be indicative of a material weakness in internal controls. COSO acknowledges the
importance of the audit committee function, but does not single out this function. Rather, it
considers it within the context of the board of directors and other Control Environment elements.
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We believe it is not possible for the auditor to provide implicit assurance on the effectiveness of the
audit committee. In our view, the auditor is not in a position to observe all the meetings,
communications and actions of the audit committee as a basis for making such an assessment. We
have difficulty envisioning the evidence and procedures that would support this assessment. While
an auditor may be able to distinguish some weaker from stronger audit committees, and may
observe an act or condition calling into question the effectiveness of the committee, an overall
assessment of effectiveness is still a very subjective assessment.
Moreover, since the auditor is hired and retained by the audit committee, the requirement that the
auditor conclude separately on the effectiveness of the audit committee creates a clear conflict. The
imposition of such a requirement will likely hinder effective and open communication between the
audit committee and the auditor at a time when better communication should be encouraged.
We also ask that regulators and the PCAOB understand that smaller entities have been responding
to the requirements that audit committees improve in quality, but this is an ongoing process. The
imposition of a requirement at this time to separately assess the audit committee may not have the
desired effects on communication and continued improvement.
We urge that the final standard not require a specific assessment of the audit committee, but
acknowledge its place within the governance structure and control environment.
If the final standard continues to require a separate assessment of the audit committee, we suggest
the standard also make clear that management must also make a separate assessment of the audit
committee as a basis for management’s assertion
23. Will auditors be able to effectively carry out their responsibility to evaluate the
effectiveness of the audit committee's oversight?
See response to question 22 above.
24. If the auditor concludes that ineffective audit committee oversight is a material
weakness, rather than require the auditor to issue an adverse opinion with regard to the
effectiveness of the internal control over financial reporting, should the standard require the
auditor to withdraw from the audit engagement?
No. We see no basis for requiring the auditor’s withdrawal from the engagement nor any benefit to
the investing public or the business community from leaving the entity without an auditor based
solely on this one issue. We believe that communicating this weakness provides better information
for investors than the lack of an auditor’s report resulting from the auditor’s withdrawal. We believe
that regulatory action would be more effective than auditing standards as a way to correct such
deficiencies.
Questions regarding forming an opinion and reporting:
25. Is it appropriate that the existence of a material weakness would require the auditor to
express an adverse conclusion about the effectiveness of the company's internal control
over financial reporting, consistent with the required reporting model for management?
No. We believe there are circumstances where the issuance of an “except for” opinion by the
auditor is appropriate. While Item 308 of Regulation S-K precludes an unqualified opinion where
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there are material weaknesses, we believe that a qualified opinion is not precluded. Furthermore,
the adopted interim standard AT 501, which the SEC specifically cites in its conclusions, precludes
an unqualified opinion in the presence of a material weakness, but permits a qualified opinion.
26. Are there circumstances where a qualified "except for" conclusion would be
appropriate?
Yes. For example, if a merger occurs at or near year-end, it may not be practicable to identify or
correct any material weaknesses in internal controls of such entity in the short time between
acquisition date and the year-end. In those circumstances, it seems unnecessarily harsh to require
an adverse opinion unless the acquired business is highly significant to the consolidated entity. This
may be common in the acquisition of a private entity where an opinion on internal control has not
previously been rendered. To require an adverse opinion would present the issuer in an
inappropriately bad light and could even chill the market for acquisitions made late in the year. In
those cases, it would be appear more informative for the user to issue a qualified opinion.
In many smaller entities it will be impossible to create an effective segregation of duties over some
functions to avoid a material weakness. Similarly a qualified opinion is more useful to readers than
an adverse opinion when other compensating controls have been established and are operating
effectively.
We are also concerned that the excessive use of the adverse opinion resulting from the guidance in
the proposed standard will lessen the potential message to readers when such a conclusion is truly
warranted. We believe that adverse opinions should provide a signal of the magnitude of a
pervasive weakness such as when there is severely inadequate documentation or testing or an
inattention to internal controls in general.

27.

Do you agree with the position that when the auditor issues a non-standard
opinion, such as an adverse opinion, that the auditor's opinion should speak directly to
the effectiveness of the internal control over financial reporting rather than to whether
management's assessment is fairly stated?

We believe the auditor’s report should be clear that it covers the effectiveness of internal controls in
all cases. We do not believe the extent of work required to attest to management’s assertion rather
than to issue an audit opinion on internal controls should differ.
It is our view that the issue of the auditor’s attesting to management’s assessment has already led
to significant confusion in the business community as to the auditor’s role and extent of procedures
that auditors are required to perform to issue such a report. We believe the user community will
better understand the nature and extent of auditor involvement when an auditor issues an opinion
on internal control.
Questions regarding auditor independence
28. Should the Board provide specific guidance on independence and internal controlrelated non-audit services in the context of this proposed standard?
If the PCAOB intends to include narrow, subject focused guidance on the subjects in this standard,
that guidance should also be repeated in the Independence and Quality Control sections of the
PCAOB literature. We think that the SEC independence guidance and the guidance in this standard
are sufficient at this time.
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We acknowledge the PCAOB’s authority to write the auditing standards for public companies in
whatever format it wishes, but think that to the extent that its proposed structure for its literature will
be organized somewhat along the lines of the existing literature will be more useful. Accordingly we
believe it should not commingle general independence, attest and general quality control standards
guidance with auditing performance and reporting standards.

29. Are there any specific internal control-related non-audit services the auditor should be
prohibited from providing to an audit client?
Yes. We believe the SEC has provided significant guidance in this area, and those examples need
not be repeated here.
Questions regarding auditor's responsibilities with regard to management's certifications:
30. Are the auditor's differing levels of responsibility as they relate to management's
quarterly certifications versus the annual (fourth quarter) certification, appropriate?
Yes, we believe that differing levels are appropriate, but urge the Board to not expand the Section
404 requirement to cover or appear to cover quarterly procedures regarding internal controls. See
our response to question 31.
31. Is the scope of the auditor's responsibility for quarterly disclosures about the internal
control over financial reporting appropriate?
Paragraph 186, in referring to quarterly procedures states “Determine, through a combination of
observation and inquiry, whether significant changes in internal control over financial reporting may
introduce significant deficiencies or material weaknesses in the design of internal control over
financial reporting”. We believe that in using the terms “observation” and “Determine,” this
requirement goes beyond the nature of procedures required for reviewing financial reporting
information required under SAS 100, and is an expansion of scope we do not support.
In that regard, we believe the auditor’s procedures regarding controls at the interim period should
be limited to inquiries, and in the case of inconclusive or contradictory information, the auditor
should apply whatever procedures considered necessary to resolve the issue.
In addition, review procedures are not determinative, but rather are a basis for creating an
awareness of any material modifications necessary in the circumstances.
We also have not been able to conclude whether quarterly closing and related controls are intended
to be swept-in under the Section 404 audit standard. However, we find no legislative, regulatory or
other support to expand the 404 requirements to cover controls over interim reporting. We
encourage the PCAOB to clarify its intention. We do not support including such procedures at this
time.
If quarterly internal control procedures are required by the PCAOB, it would be most logical that
they be required to be performed contemporaneously with the quarterly filing and the nature and
extent of procedures be defined to promote consistency in application. While a retrospective
evaluation of the quarterly closing and reporting controls may be possible, the risk of a weakness
being identified in a subsequent procedure, after management has certified to the period, is an
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undesirable result. We note the quarterly reporting timeframe is currently significantly constrained
due to shortened filing times for accelerated filers, and increased involvement by the auditors in the
review of financial information under SAS 100.
Any requirement that Section 404 engagements include interim controls tests should also be
communicated to preparers, as some preparers are not currently including quarterly procedures in
the scope of their Section 404 projects.
If quarterly responsibilities related to internal controls (beyond inquiries) are imposed, we believe
that they should only become effective for the first quarter following the first annual reporting period
for which a Section 404 audit opinion is rendered. Prior to this date, management’s documentation,
testing and monitoring over these quarterly controls may not be in place, and the auditor might not
have an adequate basis for making an assessment. Moreover, such timing would be consistent with
the SEC’s transition approach for Exchange Act Rules 13a-15(d) and 15d-15(d), which require
issuers to begin evaluating changes in internal control over financial reporting on a quarterly basis.
Issuers are not required to comply with these rules until the first periodic report due after the first
annual report that must include a management report on internal control over financial reporting.
Other Matters
Sampling
We believe the first sentence in the second bullet in paragraph 102 is incorrect as stated. In
general, sample sizes for tests of controls do not increase as the number of control procedures
increase. The exception to the rule is that for very small populations (say, less than a couple of
hundred items), fewer items need to be examined. The example given is a small population of
controls operating infrequently, and small populations such as this do require fewer items to test.
However, the general statement in the first sentence is not supported by sampling theory or the
guidance in the Audit Sampling Guide. Since attribute samples are seeking comfort that exceptions
do not exceed some tolerable rate, increasing population size (once a threshold population size is
reached) does not increase the required sample size.
The sentence referred to is generally true in all cases where substantive tests based on dollar
values is performed. In a substantive test, the precision of the substantive test is linked to materiality
(which is a specific amount), so, as the population grows, the sample size necessary to test for
misstatement grows. We do not believe that the proposed standard intended that tests of controls
be designed as substantive tests, using materiality thresholds to drive the sample size. Therefore,
we believe the sentence should be corrected or clarified.
The Relationship Between Preparer and Auditor Test Levels
A common question asked by preparers is how much testing are they required to perform. As we
mentioned earlier in this comment letter, this is a result of the lack of guidance for preparers. This
often brings into question the relationship between the extent of testing of auditors and that of
preparers. It is our view that the final standard should reflect that when auditors have assessed
the documentation and testing by management and concluded that management has achieved a
high level of assurance that their assertion concerning internal control is supported, that auditor
test levels can often be expected to be less than those used by management. This is because the
auditors have a significant and important piece of evidence the preparer did not have prior to their
testing – management’s analysis and test results. Thus, the levels of tests by management to
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achieve a high assurance of effective operation should be greater than the levels required of
auditors in their tests of internal control.
The Use of the “All” Requirement in the Proposed Standard
When the term “all” is used it provides no room for judgment for application of procedures that are
effective and efficient. We believe the term “all” applies more appropriately to management’s need
to be very thorough in identifying, documenting and testing controls. It has been a long-standing
practice that the auditor could practically and economically limit his or her procedures by testing.
While we can envision circumstances where “all” might be the right scope, in many cases it will
cause the performance of unproductive and expensive procedures. Examples from the proposed
standard include:
114
As part of this evaluation, the auditor should review all reports issued during the
year by internal audit (or similar functions, such as loan review in a financial institution) that
address controls related to internal control over financial reporting and evaluate any internal
control deficiencies identified in those reports.
191
In addition, the auditor should communicate to management, in writing, all
deficiencies in internal control over financial reporting (that is, those deficiencies in internal
control over financial reporting that are of a lesser magnitude than significant deficiencies)
identified during the audit and inform the audit committee when such a communication has
been made.
We recommend that the final standard reconsider the use or concept of “all” throughout the
document. In our view, if the preparer has done a good job in documentation, testing and
monitoring, and has demonstrated an adequate basis for its assessment, “all” will rarely be the
correct requirement for the independent auditor.
Safeguarding of Assets
We believe that there will be a considerable number of implementation questions on the auditor’s
responsibility for identifying and testing controls related to the safeguarding of assets. We believe
a mechanism, such as a PCAOB staff Q&A document, can help provide consistent and timely
answers to questions about which controls should be included in the controls assessment and
how they should be tested.
For example, in a retail operation, is the failure to use security cameras or merchandise theft tags
a weakness? Does the auditor need to test or have a security expert test such controls if they are
represented to be in use? Are poor pricing policies a control weakness? Is inefficiency a control
weakness? Should controls be established to prevent the loss of customer lists and intellectual
property and to what degree of security must these controls operate to be considered effective?
We believe this subject area can quickly mushroom into something unintended such that every
business problem might be articulated in terms of it being evidence of an absence or failure of
controls.
Additional Specific Comments
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1. Paragraph 2 should be modified to directly address benefit plans that file Form 11-K. The
SEC staff has recently informally stated that such issuers are not subject to the reporting
requirements of Section 404.
2. Paragraph 33 introduces a level of audit committee pre-approval for “internal control-related
services” that appears to exceed the pre-approval requirements in the SEC rule, since they
must be “specifically” pre-approved.
The SEC set the requirements for the pre-approval of services after due process. In our
view, if modifications of those requirements are considered necessary, we would expect
those modifications to come from the SEC.
3. Paragraph 34 says internal control auditing requires more than ordinary attention to
maintaining independence. This implies that auditors can give only “ordinary” attention in
“ordinary” engagements, which presumably include audits of financial statements. We don’t
understand the rationale for this statement or what extraordinary measures the auditor
needs to take. We also do not agree that this requires any more diligence regarding
independence than other attest engagements.
4. Paragraph 57 – The fifth bullet refers to complying with listing standards. We do not
understand the reason for this. First, not all issuers are subject to the listing standards
(because not all are listed). Second, the listing standards deal with the composition and
activities of the audit committee and thus only deal indirectly with reliable financial reporting.
5. Paragraph 94 focuses on timing from the standpoint of work at an interim date vs. work at
the “as of” date. The final standard should also provide guidance on what to do when the
auditor is hired after the “as of” date.
6. Paragraph 126 – The first sentence should say that the following “should usually be
regarded …” There are often cases where a restatement of financial statements is not due
to any weakness in internal control (e.g., cases where accounting or disclosure is
responsibly reviewed at all levels of the company and at the highest levels of the auditing
firm, but a restatement is still required due to the insistence of the SEC staff based upon
differing judgment).
7. Paragraph 134 states: “the auditor should obtain evidence that internal control over
financial reporting has operated effectively for a sufficient period of time, which may be less
than the entire period (ordinarily one year) covered by the company's financial statements.”
We believe the term “sufficient” in this case is unclear. We assume the Board means that
they must operate for a long enough time to allow for testing of their effectiveness (e.g., a
few weeks or a month for frequent controls), and not over an extended time during the
year.
8. Paragraph 156 says that when separate reports are issued on the audits of the internal
control over financial reporting and the financial statements, an auditor needs to add to the
report on the financial statements audit a reference to the audit of the internal control over
financial reporting. Shouldn’t the auditor also add a comment to the report on the internal
control audit referring to the financial statements audit?
.
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9. Paragraph 173 seems to presume that management would disclose in its report on internal
control over financial reporting a subsequent event that materially affects the effectiveness
of the controls. We do not believe there is currently any specific SEC requirement for
management to make such disclosure until the subsequent quarter, in which the change
occurred. Therefore, we believe the PCAOB should clarify its view on management’s
disclosure requirement in the final standard. If the PCAOB believes that disclosure is
implicitly required, the PCAOB should add a footnote or use some other means to fully
explain the rationale for this conclusion. This will ensure that auditors and issuers focus on
this point
10. Paragraph 181 presumes that reports on internal control are “part” of a registration
statement and subject to Securities Act liability. We question whether this is the case, as
such reports are required in Securities Act filings only when the issuer elects to use a shortform registration statement that requires the issuer to incorporate the most recent annual
report by reference.

11. B15 states: “the evaluation ordinarily would not extend to controls at the equity method
investee…” We cannot envision a circumstance where it should, and unless one can be
identified we suggest the word “ordinarily” be struck.

*

*

*

*

*

We appreciate your consideration of our comments and suggestions, and would be pleased to
communicate or meet with the PCAOB and its staff to clarify any of our comments.
Please direct comments to Wayne Kolins National Director of Assurance at 212-885-8595
Wkolins@bdo.com or Lynford Graham, National Director of Auditing at 212-885-8551
Lgraham@bdo.com.

Sincerely,

BDO Seidman, LLP
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November 21, 2003

VIA ELECTRONIC DELIVERY
Office of the Secretary
Public Company Accounting Oversight Board
1666 K Street, N.W.
Washington, D.C. 20069-2803
Re: PCAOB Rulemaking Docket Matter No. 008
Dear PCAOB Members:
Thank you for the opportunity to comment on the proposed rules contained in PCAOB
Release No. 2003-017 (Proposed Auditing Standard – An Audit of Internal Control Over
Financial Reporting Performed in Conjunction with an Audit of Financial Statements).
BellSouth Corporation is a Fortune 100 communications services company headquartered
in Atlanta, GA, serving more than 45 million customers in the United States and 14 other
countries. With one of the largest shareholder bases in America, we have assets of almost
$50 billion and employ approximately 77,000 individuals.
Overall, we express general support for the proposed auditing standard (the “Proposed
Standard”). In addition, we support, and agree with, all of the issues addressed in the
comment letter filed by the American Society of Corporate Secretaries earlier today.
Specifically we are concerned about the following provisions of the Proposed Standard:
•

Oversight of Effectiveness of Audit Committee. We believe that it would be
inappropriate for the external auditor to evaluate the effectiveness of the audit
committee’s oversight of the company’s external financial reporting and internal
control over financial reporting, given that the audit committee is itself responsible
for hiring the external auditor. Further, we believe that any additional benefit to be
gained by requiring the external auditor to evaluate how audit committee members
are nominated and selected would be marginal at best, and would be far outweighed
by the time, costs and efforts that such an evaluation would require.

•

Communications. We question the benefit of requiring the external auditor to
communicate to audit committees when written communication to management
regarding all deficiencies in internal control over financial reporting identified during
the audit has been made. It seems likely that most audit committees will find it
difficult to simply accept this information without requesting additional information
about that communication, causing them to spend needless time on insignificant
deficiencies.
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•

Reliance on Work of Others. We believe that the sections covering using the work of
others are too restrictive and will lead to a duplication of work between internal
auditors and external auditor. Further, the Proposed Standard is not conceptually
consistent with the flexible risk-based approach in SAS No. 65. In addition, we
believe the requirement that the auditor’s own testing must provide the principle
evidence for the auditor’s opinion is subject to significant interpretation. We believe
the Board should reconsider its approach with respect to the amount of reliance an
auditor is able to place on the work of internal audit and management.

•

Terminology. We strongly agree with ASCS that the Board’s proposed definitions of
“significant deficiency” and “material weakness” are unworkable. We request that
the Board consider instead using definitions that depend on whether there is a
reasonable possibility that individual or aggregated deficiencies would lead to a
material adjustment in the financial statements, in the case of significant deficiencies,
and on whether it is reasonably likely the deficiencies would lead to a material
adjustment in the financial statements, in the case of material weaknesses.

•

Qualified Attestation. We are extremely concerned that shareholders and the public
will not understand situations in which a company receives an adverse opinion on the
effectiveness of internal control over financial reporting due to a material weakness
that did not result in a material misstatement in the financial statements. Therefore,
we request that the external auditor be permitted to determine whether its opinion
should be “qualified” rather than “adverse.”
Respectfully submitted,

Raymond E. Winborne Jr.
Assistant Vice President - Controller
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J. M. Tull School of Accounting
Terry College of Business
The University of Georgia
Athens, GA 30602-6252
706 542-3502

November 8, 2003
Office of the Secretary
Public Company Accounting Oversight Board
1666 K Street, N.W.
Washington, D.C., 20006-2803
Re: PCAOC Rulemaking Docket Matter No. 008
Ladies and Gentlemen:
As a former auditor and accounting standard setter, and as a present member
of the audit committee of three large publicly held corporations, I read your
exposure draft on auditing internal control with interest. Accounting firms,
corporate managers, and others will comment in detail on what is a very
comprehensive document. I wish to make just a few general observations
and then comment on one specific provision of the draft.
General Concern About the Extensive Amount of Testing
In general, I support independent auditor involvement with and reporting on
internal control. However, the current draft strikes me as “overkill,”
requiring much more specific testing by the independent auditor than is
necessary. In particular, my impression is that the draft allows insufficient
reliance on the work of internal auditors. Frankly, I believe that internal
auditors may be more experienced and better prepared to test some internal
controls than external auditors. Another impression is that the independent
auditors would have to do unnecessary, frequent re-testing of controls that
haven’t changed from period to period.
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The PCAOB needs to consider the benefits of a required audit of internal
control vs. the incremental costs. Costs are relatively easy to measure, at
least after the fact. I note that the Committee on Corporate Reporting of
Financial Executives International estimates that audit fees likely will
increase by 30-50% if the exposure draft is adopted without change. My
reading of the draft and general familiarity with the present costs of audits
leads me to believe that that range is a reasonable estimate.
What then will be the estimated benefits against which such actual costs
should be compared? I have heard two principal arguments for mandating
audits of internal control. First, that required audits of internal control will
lead investors to place more confidence in financial reports, to counter
concerns that such confidence has declined as a result of recent restatements
and accounting frauds. And, second, that if we are able to prevent even a
single Enron or WorldCom and the resulting loss to investors the money will
be well spent. The former reason is hard to evaluate although it certainly
seems reasonable. I’m particularly concerned, however, about the second
reason.
As a member of the Special Investigative Committee of the Board of
Directors of WorldCom, I saw (after the fact) the terrible financial reporting
fraud, and I helped the company try to determine what happened and how to
prevent reoccurrences. You can view the Special Investigative Committee’s
final report in the SEC Edgar system. On pages 223 through 263 of that
report the Committee discussed the work of Arthur Andersen. Without
going into great detail here, it is fair to state that Arthur Andersen had
evaluated WorldCom’s internal controls as being very strong, such that they
could do limited substantive testing using a “controls based audit.” I fully
recognize that an accounting firm’s evaluation of internal control for
purposes of planning the audit is nowhere near the same as an audit of
internal control. However, I submit that if Arthur Andersen could have been
so off base with respect to the general quality of internal control under the
“old rules,” there is no assurance that they would have caught the problems
under the “new rules.”
PCAOB Board members obviously have to make a tough judgment as to
how much detailed work must be mandated in an audit of internal control.
But I make the above observations so you are clear that sloppy auditing or
an extremely well designed fraud may still cause some frauds to be
undetected. As one observer recently commented, is it necessary for all
2
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public companies to have to take chemotherapy because a few of them could
develop cancer? I urge you to carefully consider the comments of others
who make suggestions to reduce some of the excessive detail in the draft
while maintaining the overall objective.
Evaluation of the Audit Committee
My specific comment deals with your questions 22 through 24. I think it
would be a mistake to require independent auditors to evaluate the
effectiveness of the audit committee and consider an ineffective committee
to be a material weakness. First, I think such a requirement would create a
direct conflict. Under Sarbanes-Oxley audit committees have to hire and
fire independent auditors. The audit committees on which I serve have
already adopted procedures for the committee to evaluate the performance of
the auditors annually. And, as part of our very open discussions with the
auditors, we seek their feedback on how the committee’s performance might
be enhanced. However, requiring the auditors to specifically evaluate the
audit committee’s effectiveness creates a situation where either party could,
effectively, “vote the other party off the island.” That could lead to a very
wary relationship between the parties rather than the positive, open
communications that are needed.
Second, I am concerned about how the independent auditors would
determine what is or isn’t “effective performance” by an audit committee.
While the draft does provide some limited implementation guidance in
paragraph 57, this would inevitably be a tough judgment call. (I suspect that
the only time an accounting firm would conclude that an audit committee
was ineffective was at the same time the firm had decided to resign from the
engagement.) I am particularly concerned about the first sentence of
paragraph 58 that says, “As part of evaluating the independence of
committee members, the auditors should evaluate how audit committee
members are nominated and selected and whether they act independently
from management (emphasis added).” Ideally, the audit committee should
work closely with both management and the external auditors. The language
cited would suggest that each of these parties has separate interests, which
shouldn’t be the case.
Finally, do you really want to put accounting firms in the position of
“validating” the performance of audit committees in the event of subsequent
lawsuits resulting from accounting problems? Think of the Enron situation.
3
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Assuming that Arthur Andersen had concluded that the Enron audit
committee was operating in an effective manner, when problems later
developed would that shield the audit committee from any responsibility and
place all of the blame on the auditors?
It certainly makes sense for the independent auditors to consider the work of
the audit committee as part of the overall control environment. However,
specifically requiring an evaluation and, in particular, possibly considering
the audit committee to represent a material weakness just doesn’t make
sense to me. Chairman McDonough noted in a recent speech to the National
Association of Corporate Directors that this particular provision struck him
initially as problematic although it grew on him as he thought more about it.
I feel that his first impression was correct.
Other
As a final comment, I am concerned about the inclusion, in several places in
the draft, of statements that the document only specifies minimum
procedures and additional work may be necessary. (An example is
paragraph 40 – “The auditor could also evaluate additional relevant factors
when planning the audit of internal control over financial reporting.”) Those
statements could cause accounting firms to expand their detailed procedures
even more for fear that the SEC, a court, or some other after-the-fact critic
could challenge them. When I was in public accounting we referred to such
language as “hanging words” – the verbiage that plaintiff attorneys would
seize on to challenge even the most reasonable audit performance. Given
that this document already calls for an extremely comprehensive amount of
work by the independent auditors, I urge you to reconsider whether these
catchall phrases are necessary.
Please note that these are my personal comments and should not be
attributed to my university nor to any of the corporations on whose boards I
sit. If you have any questions about my comments, please call me.
Sincerely,

Dennis R. Beresford
Ernst & Young Executive Professor of Accounting
4
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From:
Sent:
To:
Subject:

silvio31@juno.com
Friday, November 21, 2003 2:20 PM
Comments
comments on #008

As a senior financial executive in a public company that is subject to the internal controls assessment and independent
auditor opinion on our assessment I am deeply concerned with the direction that this rulemaking is going. Prior to joining
my current employer I had the pleasure of working for two of the remaining four large public accounting firms.
I am impressed by many of the comments you have received thus far, especially by the fact that many of my peers and
individual investors have pointed out several of the challenges facing businesses as we work in good faith to implement
these rules.
The Profession Comes First
Having worked for many years in two of the largest public accounting firms as a financial auditor I am all to familiar with
the efforts which were made by our national practice office and our local regional offices to ensure that our approaches,
methodologies, pricing, and pay-scales were “closely aligned” with our competitors. We were taught to compete – but to
never undercut our competitors. We were taught to try to attract talent from a competitor – but only in limited quantities so
as to prevent their management from going to our management and raising “raiding” allegations. We were taught to
never undermine or undercut our competition in the market place for fear that it would make the whole profession look
bad.
Occasionally we had a renegade employee or partner who got a little too aggressive in the marketplace. Whenever this
happened the regional director would call in the partner and his goals would be “re-prioritized.” Sometimes, these
partners would be transferred to other positions or accounts. The partners were taught two primary principles: “never lose
an account” and “never start a competitive turf war with one of the other major firms.”
Optics Are Everything
It was always clear that each firm offered essential the same solutions. It was not uncommon for us to receive “briefing
sessions” from senior partners communicating how we should respond to particular issues that from time to time
confronted the profession. These sessions usually were restricted to the partner ranks and included detailed “talking
points” to make sure that we all communicated a consistent and positive message. During these sessions the views and
opinions of the other firms were openly shared and discussed. More often then not it was clear that the position we were
taking would be consistent with the position that our competitors took. For me this occurred during the Savings & Loan
Crisis.
A Client’s View
Now, sitting on the other side of the table as a client, I see how destructive these incestuous relationship really are. When
I ask my external audit partner and their competitor to share with me their perspective on a particular current event – the
answer is always the same. There is no intellectual insight or value provided when these accounting-robots churn out
their standard fast-food accounting checklists and policy directives. On the major issues the firms consistently provide a
standard well-coordinated message.
Having been raised within the public accounting community it is fairly transparent to me that this is occurring. What is
more surprising to me is the fact that the firms often ask their clients to assist in them in their endeavors to share
information with one another. Our external auditor has asked us to secure competitive intelligence on their behalf as well
as to share “confidential” information with key contacts at other firms. The intent is clear – to send a message, a signal, to
their competition on where they area headed on a particular issue. Although they must have direct channels of
communication at the top of these firms there is a significant amount of activity that occurs at lower levels in the firms.
1
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Clandestine Partnerships?
Personally, I believe that this type of activity has increased significantly over the past few years. This is especially true in
how consistent the message has become among the large firms in what they perceive as being required and how
significant their role needs to be when we discuss Sarbanes-Oxley. Our external auditors have recommended to us that
not only do they need to participate, to a significant degree, on the overall project steering committee but they have also
suggested to us that one of their competitors is better qualified then another (non big four) competitor to assist us in our
endeavors. They have obviously established a “teaming” relationship with the other large firm in our (geographic) area.
They “highly recommend” that this particular competitor perform those services that they cannot perform for us (namely
some of the testing activity). This seems odd – but one can only assume that their competitor provides them with a
similar endorsement.
What is disturbing to is that in our situation, we had two additional competitive bids from other firms (one big four and one
non-public accounting firm). The non-public accounting firm actually presented what we considered a very robust
approach to Sarbanes-Oxley compliance. We felt they could provide significant value to our organization. Their approach
was unique and absolutely different then the proposals we received from the other larger firms. They came to the table
with a software solution to help us document controls. They had a better approach around some of our key business
systems and were able to demonstrate some specific experience and skills in this area. And, they were significantly less
expensive (by a magnitude of 35-40% less) then their big-four counterparts. Overall, we felt more comfortable with their
approach and their people.
Using Audit Fees As a Hammer
Unfortunately, our external auditors advised us that if we used this firm they would likely have to re-perform many of the
procedures. The net effect would be our total costs (using this third party) would be equal to or greater then the fees we
would pay by using our external auditors “preferred partner.” This caught our attention. It was made very clear to our
management team: we either worked with our auditor to participate on the project and use their big-four counterpart or we
risked having them come in and re-perform many of the same procedures that we proposed to do internally with the
assistance of this other firm.
We have deferred our decision until your rules are finalized. But, we are very uncomfortable with where this is headed. It
was made clear to our company at least that our external auditors would have the final say on how our project was
organized. They arrogantly used the term “pay me now or pay me later” when speaking with our executive team.
Our CEO was so offended by that remark that he asked me to write this letter to you. He feels as if our external auditor
has been put in a position of unbridled power. He is questioning how we can justify to our shareholders paying millions of
dollars per year to comply with these requirements. He is devoted to meeting the letter and spirit of the law. However, we
are increasingly irritated by what he perceives as unrelenting pressure by our auditors to incur costs needlessly and to
incur costs for initiatives that provide no meaningful value to our shareholders. This brings me to our second point.
Repackaging Non-Audit Services
Our external auditors have brought a number of different teams of specialist to meet with us. Some to talk about our
accounting systems, some to talk about our networks, some to talk about our tax structures, and finally some to talk about
our consolidation system. In each situation the story is about the same. They would like to bring in their team of
“specialists” to help us develop a business continuity plan, a state and local tax compliance program, an attack and
penetration assessment of our network, or an improved financial close process using some new consolidation software.
In each of these situations the goal is to help us comply with Sarbanes-Oxley (404) and get some real business value
(cost savings?) at the same time. The idea is interesting. Hire the specialist to help improve our business processes or
risk points and achieve a positive return on our investment in Sarbanes compliance. Our auditors have proposed that by
taking on these special “404-related” projects they could help us ease the “compliance burden” and get real value from
our documentation initiative. The catch? In everyone of these discussions they refer to these projects as “audit related.”
We have asked them to put their ideas into proposals that we can share with our audit committee who has to approve all
projects where the external auditor is engaged to provide additional services. Our auditors have steadfastly refused these
requests. They have hinted that in order to gain audit committee approval for these projects they need to be “audit
related” and that they need to “protect” our audit committee by not suggesting (in a proposal or presentation) that these
are anything but something related to the audit. They have pointed that we are allowed to engage them for audit related
activity and that these ‘special projects’ should fall into that category of services.
2
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Obviously we are fairly skeptical about this approach. Our Senior Management team has more integrity then that. My
CEO has stated that he will have nothing to do with these types of dealings and that the tactics and principles of our
auditors are absolutely unacceptable. He does not want us to enter into any agreement with out external auditor that is
not fully and completely disclosed to our audit committee and board of directors. The suggestion and innuendo by our
auditors is disconcerting to say the least. But they are not alone. We have had conversations with some of the other Big
4 firms and they have also indicated that they are often required to call things “audit related” when in fact they are clearly
more then “audit related”. Some of my colleagues at other companies have expressed to me privately that they have
these same sorts of discussions with their external auditors.
For this reason, we would believe that your rules should clearly state that the external auditor is prohibited from assisting
in documentation of internal controls or any other service not directly related to the performance of a financial statement
audit.
Subtle Threats
Our external auditors have placed us in an uncomfortable position. There is incredible pressure to do what they want to
ensure that we secure a clean audit opinion. We have taken the internal position, with the support of our Board of
Directors, that our external auditors should be completely barred from providing any service other then the audit itself.
They should not be allowed to provide tax, information technology, internal audit, operational audit, or any other service to
their audit clients.
We have communicated our Boards intent to our Coordinating Partner and several members of their team. We are trying
to maintain a positive relationship with them and are reluctant to switch providers because we believe that these tactics
are fairly uniform among the large firms. Any clarity you can provide in your rules to address these types of behaviors and
to send a clear message to auditors that this type of behavior is unacceptable will be greatly appreciated. For the most
part, we think we can meet the requirements and we would like the freedom to prove that we care about internal controls
as much if not more then our external auditors.

Sincerely,

Silvio Berlusconi
________________________________________________________________
The best thing to hit the internet in years - Juno SpeedBand! Surf the web up to FIVE TIMES FASTER! Only $14.95/
month - visit www.juno.com to sign up today!
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November 21, 2003

Office of the Secretary
PCAOB
1666 K Street, N.W.
Washington, D.C. 20006-2803
RE:

PCAOB Rulemaking Docket Matter No. 008

Dear Sir/Madam:
The undersigned wishes to comment on behalf of The Boeing Company (the
“Company”) on the Proposed Auditing Standard, An Audit of Internal Control Over
Financial Reporting Performed in Conjunction with an Audit of Financial Statements.
The Company supports the issuance of a new standard for auditing internal control;
however, we wish to convey certain comments on the proposed standard, as set forth
herein. Our comments pertain to the following general topics:
• Auditor professional judgment
• Definitions of “significant deficiency” and “material weakness”
• Audit Committee oversight
• Superseded controls
Auditor professional judgment
Existing auditing standards generally allow for broad application of auditor judgment.
Despite certain audit failures that have occurred recently, the audit process overall
has functioned effectively. We believe the new standard for audits of internal control
over financial reporting should continue to allow the auditor to exercise judgment in
designing audit tests and evaluating results. Related to the proposed standard, we
have comments on the use of auditor judgment related to certain areas, including
walkthroughs, use of the work of others, and evaluation of internal control
deficiencies. In each situation indicated below, we believe incorporation of auditor
judgment is necessary to produce results that are truly representative of the
underlying circumstances.
Walkthroughs
The proposed standard requires the auditor to perform a walkthrough for all
significant processes of a company. In question 10, the PCAOB asks whether it is
appropriate to require that the walkthroughs be performed by the auditor himself,
rather than allowing the auditor to use the walkthrough procedures performed by
management, internal audit, or others. While we agree that walkthroughs provide
evidence that supports the process flow of transactions, the design of controls and
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whether controls are in operation, we believe that it is neither practical nor necessary
for the auditor to perform a walkthrough for all significant processes. The effort
involved in complying with this aspect of the proposal, as written, would require a very
large time commitment by company personnel and the auditor, and would result in
unduly high audit fees. Rather than requiring the auditor to perform a walkthrough of
each significant process, we suggest the auditor use professional judgment to
determine which of the significant processes require an auditor-performed
walkthrough to support the auditor’s opinion.
In performing a walkthrough, the proposed standard states that the auditor should
include all types of transactions and events that flow through a significant process.
Because of the varying materiality and significance of different types of transactions,
we believe that it is neither practical nor necessary for the auditor to include “all types
of transactions and events” in a walkthrough of a process. Rather, we suggest that a
walkthrough include a representative sample of transactions and events for the
process, selected by the auditor using professional judgment.
Use of the work of others
The proposed standard requires the auditor to perform enough testing first-hand, that
the auditor’s original work provides the principal evidence for the auditor’s opinion,
hence subjecting the amount of reperformance of other parties’ tests to auditor
judgment. In question 15, the PCAOB asks whether the proposed flexibility in
determining the extent of reperformance of the work of others is appropriate, or
whether the auditor should be specifically required to reperform a certain level of
work. We believe the proposed flexibility afforded to auditors is appropriate.
Because the quality and extent of work performed by management, internal audit, and
others varies depending on many factors, we believe a prescriptive approach would
be inappropriate. Professional judgment should be relied upon to tailor the auditor’s
reperformance efforts based on the competence, objectivity, timing, and extent of the
work of others. Likewise, we believe reperformance should not require duplication of
each and every test performed by the initial party.
The proposed rule also specifies several areas in which the auditor shall not use the
results of testing performed by others, including certain controls that are part of the
control environment, controls over period-end financial reporting, information
technology general controls, and walkthroughs. In question 12, the PCAOB asks to
what extent the auditor should be permitted or required to use the work of others. We
believe use of the work of others should be at the auditor’s discretion, and should not
be explicitly precluded in any circumstance. The auditor should be permitted to
exercise professional judgment in determining the extent to which the auditor can
incorporate the use of testing by others.
Evaluation of internal control deficiencies
The proposed rule indicates that the auditor must determine whether internal control
deficiencies constitute significant deficiencies or material weaknesses. In question
19, the PCAOB asks whether it is necessary for the auditor to evaluate the severity of
all identified internal control deficiencies. We believe such evaluation is necessary.
The auditor should evaluate the significance of a deficiency in internal control by
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considering the likelihood and potential magnitude of a possible misstatement in the
financial statements, using professional judgment.
In question 8, the PCAOB poses a similar question, asking whether inadequate
documentation is an internal control deficiency, for which the auditor must assess the
severity, or whether it should automatically be deemed a significant deficiency or
material weakness. Our response is that inadequate documentation should not be
prescriptively evaluated or automatically designated, but subjectively analyzed in the
context of the entire internal control structure. In fact, we believe more broadly that
none of the controls and circumstances listed in paragraphs 123 and 126 should be
automatically designated as significant deficiencies or material weaknesses (or strong
indicators thereof). We believe the auditor’s professional judgment is required to
appropriately analyze the specific circumstances surrounding the internal control
deficiency.
Definitions of “significant deficiency” and “material weakness”
The proposed rules include new definitions for control deficiencies, including
“significant deficiency” and “material weakness.” In question 17, the PCAOB asks
whether the new definitions of these terms will provide for increased consistency in
the evaluation of deficiencies, and asks how the definitions can be improved. We
believe the new definition for a significant deficiency requires further clarification as
described below.
Current auditing literature defines the terms significant deficiency and material
weakness as follows:
Significant deficiency / reportable condition (significant deficiency has same
meaning as reportable condition, per the SEC): a significant deficiency “in the
design or operation of internal control that could adversely affect the entity’s
ability to initiate, record, process, and report financial data consistent with the
assertions of management in the financial statements.”
Material weakness: “a condition in which the design or operation of one or
more of the internal control components does not reduce to a relatively low
level the risk that misstatements caused by error or fraud in amounts that
would be material in relation to the financial statements may occur and not be
detected within a timely period by employees in the normal course of
performing their assigned duties.”
The proposed rules define the terms significant deficiency and material weakness as
follows:
Significant deficiency: “a significant deficiency is an internal control deficiency
that adversely affects the company’s ability to initiate, record, process, or
report financial data reliably in accordance with generally accepted accounting
principles. A significant deficiency could be a single deficiency, or a
combination of deficiencies, that results in more than a remote likelihood that
a misstatement of the annual or interim financial statements that is more than
inconsequential in amount will not be prevented or detected.”
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Material weakness: “a material weakness is a significant deficiency that, by
itself, or in combination with other significant deficiencies, results in more than
a remote likelihood that a material misstatement of the annual or interim
financial statements will not be prevented or detected.”
The proposed new definitions are written more prescriptively and narrowly than the
existing definitions. The definition in the proposed standard of “significant deficiency”
is comprised of two main components: 1) “more than a remote likelihood” of a
misstatement, involving 2) an amount that is “more than inconsequential.” We believe
the first component referencing “more than a remote likelihood” is well understood by
management and auditors, as the term “remote” is specifically indicated to have the
same meaning as in SFAS No. 5. The term “remote” is broadly applicable and
regularly used in certain other accounting assessments. By referring to the term
“remote,” we interpret that the PCAOB intends to clarify the previous use of the term
“could” that is contained in the existing definition, and we support such clarification.
However, in the second component of the definition, the term “inconsequential” is not
well understood. Further, the examples currently included in Appendix D do not
elaborate on the meaning of this concept, except to indicate that the scenarios
deemed significant deficiencies were not material. We believe the “more than
inconsequential” threshold should be defined and explained more fully to reduce
diversity in interpretation among management, the auditor, the audit committee, and
any other interested parties.
Audit committee oversight
The proposed rule sets forth requirements for the auditor to evaluate the
effectiveness of the audit committee as part of the control environment and
monitoring components of a company’s internal control over financial reporting, and
includes specific factors related to audit committee effectiveness that the auditor
should evaluate. We agree that the effectiveness of the audit committee is an
important aspect of the control environment and monitoring components of a
company’s internal control over financial reporting. However, we suggest that the list
of specific evaluation factors be omitted, and replaced by reliance on the guidance
provided in the COSO framework. In describing the control environment, the COSO
framework identifies the audit committee as playing an important role in establishing
an effective “tone at the top” for an organization. The COSO framework also provides
a list of specific matters related to the audit committee that might be considered in an
evaluation of the control environment. We believe that the guidance in the COSO
framework is sufficient.
Additionally, the proposed rule provides a list of circumstances that are automatically
regarded as at least a significant deficiency (and possibly a material weakness).
Ineffective oversight by the company’s audit committee is included in that list. We
believe the auditor’s professional judgment is required in all cases to determine the
severity of identified internal control deficiencies, and that no deficiencies, including
ineffective oversight by the company’s audit committee, should be automatically
designated as significant deficiencies or material weaknesses (or strong indicators
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thereof).
Superseded controls
From time to time, companies implement changes to their controls. The proposed
rule indicates that when such changes occur, the auditor may need to evaluate
controls that have been superseded if the new controls have not been in effect for a
sufficient period. Because management’s assertion and the auditor’s opinion are
expressed as of a certain date, we believe the auditor should not be required to
evaluate controls that were superseded and replaced before the date being reported
on. We believe superseded controls are irrelevant to the reports of management and
the auditor, as both are stated as of a particular point in time.
Finally, we wish to express our concern over the high potential costs to companies,
and ultimately the investing public, to compensate the auditor for the extensive audit
effort required to comply with the proposed regulations. Based on these proposed
rules, we expect a sharp increase in audit fees, in addition to higher internal costs
required to support management’s internal control assessment. While we generally
support the overall intent of the proposed auditing standard, we ask the PCAOB to
focus on the cost-benefit relationship and impact of decisions made, being mindful of
the value that will be gained for investors.

Sincerely,

James A. Bell
Senior Vice President of Finance & Corporate Controller

Boise Cascade Corporation
1111 West Jefferson Street PO Box 50 Boise, ID 83728
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Office of the Secretary
Public Company Accounting Oversight Board
1666 K Street NW
Washington, DC 20006-2803
RE: PCAOB Rulemaking Docket No. 008
Dear Sir/Madam:
Boise Cascade Corporation (Boise) would like to take this opportunity to comment on your
proposed auditing standard, An Audit of Internal Control Over Financial Reporting
Performed in Conjunction with an Audit of Financial Statements (proposed standard). We
thank the Public Company Accounting Oversight Board (PCAOB) for the opportunity to
comment on this proposed important new standard.
Boise is a large international Fortune 500 company with major investments in paper
manufacturing and distribution, building material manufacturing and distribution, and office
supplies distribution. Boise commends the PCAOB for taking this significant step in
improving corporate governance and the quality of financial reporting. Boise takes
corporate governance very seriously and has established integrity as a key corporate value.
However, we believe there are specific opportunities to reduce the significant cost to
implement the proposed standard and, at the same time, improve the quality of controls and
financial reporting.
Our specific comments and recommendations are as follows:
1) We believe the proposed standard does not allow the auditor to place appropriate
reliance on the work of management and the internal auditor. To ensure compliance
with The Sarbanes-Oxley Act, companies have established, or are establishing,
extensive processes to document and evaluate key controls over financial reporting.
A large part of this work is aimed at areas the proposed standard specifically
prohibits reliance upon management (walkthroughs, control environment, general IT
controls, fraud prevention and reporting, and financial reporting). We believe high
quality control documentation and evaluation on the part of management should
facilitate the work performed by both the internal and external audit functions.
Additionally, we believe the external auditor should be able to place much more
reliance on a competent and objective internal audit function. There should be no
areas specifically prohibited from reliance. Reliance should be based upon risk
assessment, objectivity, and competence.
2) We believe the proposed standard is too prescriptive and detailed. We believe all
constituents, including the investing public, would be better served by a more
principles-based approach with the scope driven by risk assessment, judgment, and
analytical procedures. The proposed standard does not differentiate enough
between well-controlled companies and poorly-controlled companies in the type of
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reliance on management and required audit procedures. This could have the
unintended consequence of punishing well-controlled companies with duplicative
procedures and tests.
3) We believe the company’s Board of Directors should be responsible for evaluating
the effectiveness of the Audit Committee, not the external auditor as required by the
proposed standard. The current requirement creates a significant conflict of interest
as the Audit Committee is normally charged with oversight of the external auditor.
4) We believe the definition of significant deficiency should be changed and clarified.
The current definition would require a large number of minor control issues to be
reported (those that are not judged material but that are judged more than
inconsequential) and would have the effect of losing the impact of reporting the most
important issues.
5) We believe the external auditor should be allowed to use judgment in determining
whether partial reliance on the results of testing from prior years is acceptable. In
this area, the proposed standard does not appropriately recognize the importance of
cumulative knowledge or the importance of risk assessment and judgment in setting
scope.
6) We believe the external auditor should not be required to duplicate the work
performed by management and internal audit in forming their opinion on internal
controls. Instead, they should take into consideration the amount and quality of
internal control documentation, evaluations, and testing performed.
7) We believe the “point-in-time” nature of the external audit opinion needs to be reevaluated. The requirement of the proposed standard to ensure that the external
auditors update their work as of the audit date will place a large burden on the
external auditors and management to complete significant work after year-end.
This may impact the quality of the audit work on the financial statements.
We appreciate this opportunity to comment on the proposed standard.
Ted Crumley
Senior Vice President and Chief Financial Officer
GWW/MJP/SC/pjt
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PublicCompany Accounting Oversight Board
1666 K Street, N.W.
Washington, DC 20006

Dear Sir or Madam,
BP plc appreciates the opportunity to comment on PCAOB Release No.
0207496
4000
2003-017, ProposedAuditingStandard-An Audit of InternalControlOver
_, 020
Mobile
07768
7496413_
555128
FinancialReporting Performed in Conjunction with an Audit of Financial
ma_on,c_b_com
Statements.
We support the intent of the proposed standard and believe,
www. bp corn
overall,that providingusers of the financialstatements with both
management's assessment of the effectivenessof internalcontroland an
independentauditor's evaluationof that assessment will increasefinancial
informationquality,raiseinvestor confidenceand, in the longterm, improve
the efficiencyof capital markets. We would, however, like to offer several
comments relativeto the draft standardwhich BP believescouldlessenthe
impactof the standardon companieswithout reducing its effectiveness.
Direct020 7496 5311
Main

First, with regardto QuestionNo. 7, it is useful that the Boardhas provided
criteriathat auditors should use to evaluatethe adequacyof management's
documentation. However,the list is narrowlyprescriptiverather than a
guideto the typesof documentationthat shouldbe considered. Therefore,
it is limiting of other potentialdocumentationalternativesthat may provide
equalor greater supportand understandingof internal controls.
On QuestionsNo. 9 and 10, we believethat,while the objectivesto be
achieved through walkthroughs by the auditor as described in the proposed
standard are laudable,walkthroughs of the extent implied will significantly
increase cost with limited, if any, incremental value. We believe the scope
of walkthroughs implied by the proposed standard is excessive relating both
to the potential number of processes impacted and the level of detail within
a process at which the walkthrough is performed. We believe that it is
reasonablefor the auditor to perform walkthroughs on a limited and test
basis; however, consistent with our view on Question 12 below, it is also
appropriate for the auditor to review and rely on walkthroughs performed by
management and/or internal audit where the auditor is able to confirm the
effectiveness of a company's processes.
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Regarding Question 11, we believe it is both quite costly and unnecessary
to require the auditor to obtain evidence of the effectiveness of controls
each year independently. Annual cycling of detailed testing is a logicaland
practicalalternative that we believe still provides the assurance intended by
the proposed standard. If significant organizational,systems, or process
changes have occurred during a period, the auditor should apply judgment
to determine which would warrant expandedor off-cycle testing.
Regarding Question 12, as indicated above we believe the auditor should be
permitted to use the work of management and others to a much greater
degree than described in the proposed standard. The prescriptive list of
areas where the auditor should not use or should limit the use of work
performed by others is unnecessarilyrestrictive. We believe the auditor can
develop an informed opinion on the effectiveness of internal controls based
upon a combination of direct evaluationand review of internal control
testing performed by others and that combination can and should vary
depending upon the circumstances.
In regardsto Question 17, we believe that the proposed standard may
result in a level of precisionand certainty that is both impracticable and
unwarranted, resulting in a level of effort that is quite costly to businesses
and, inevitably, to the capital markets themselves. Specifically, we are
concerned with the proposed standard which defines a significant
deficiency as "an internal control deficiency, or combination of deficiencies,
that results in a more than remote likelihood that a misstatement of the
annualor interim financial statements that is more than inconsequential in
amount". We regard this definition as infeasible to implement, and would
suggest a definition that considers both probability and magnitude, while
not being so all encompassing that a significant deficiency loses its meaning
and importance. Furthermore, we believe the combination of the concepts
of "aggregation", "more than remote likelihood", and "more than
inconsequential in amount", taken together, will result in a considerable
level of detailed documentation and testing by the auditor (even when
effective management processes are in place)and hence result in
significant cost for little incremental benefit to either the company or its
investors. While perhaps a matter of interpretation, the combined concepts
also appear to result in a different level of confidence than the "reasonable
assurance" principle also articulated in the proposed standard.
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Lastly. we see inherent and irreconcilabledifficulties in the concept
introduced by the standard of the independent auditor evaluating the audit
committee. This concept creates the potential for serious conflicts of
interest when the independent auditor, who is retained by and whose
compensation is determined by the audit committee, is required to evaluate
its effectiveness. The audit committee is an important component of the
overall control environment; however, we would suggest an alternative
approach be considered whereby the auditor would perform a general
assessment of the audit committee during the Control Environment review
and only undertake a more detailed review if significant issues with the
audit committee's processesare identified.
We appreciate your consideration of our comments,
Your sincerely,

lain Macdonald
Group Vice President&
Group Controller
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Members

Rulemaking

Docket

Matter
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of the Board:

Thank
you for your invitation
to comment
on PCAOB Rulemaking
Docket
Matter
No. 008.
As the Chief Financial
Officer of a large
NYSE listed company,
I strongly
believe
I can offer unique
insights
into specific
issues
in your proposed
auditing
standard.
In general,
I believe that adoption
of the recommendations
outlined
in your proposed
standard
would
be of significant
value in
strengthening
corporate
governance
and the audit process
to
enhance
public
trust
in the integrity
of financial
reporting
systems.
However,
I take strong
exception
to the direction
you propose
in
Appendix
A, paragraphs
79 and 80.
Paragraph
80 specifically
states
that the auditor
walkthroughs
should
encompass
"the entire
process
of initiating,
recording,
processing
and reporting
individual
transactions."
Paragraph
states
that "the auditor
should
trace all types of transactions
events,
both recurring
and unusual,
from origination
through
company's
information
systems
until they are reflected
in the
company's
financial
reports."
The amount
unproductive.

of work required
by this
Within
any significant

standard
process,

BROWN-FORMAN CORPORATION 850 DIXIE HIGHWAY, LOUISVfLLE, KY 402]0

79
and
the

is unnecessary
and
such as the revenue

TEL: (502) 774 7841

FAX:(502) 774-7697
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cycle, there are many types of transactions
and events, some more
significant
than others.
It is my understanding
and belief that the
intent of Sarbanes-Oxley
section 404 is to document
and test the
significant
processes,
transactions,
and key controls that are
relevant to the company's
financial
statements.
Tracing and testing
of all types of transactions
and controls is overly burdensome
and
cost-prohibitive.
Sincerely,

Phoebe

A. Wood
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November 18, 2003
Public Company Accounting Oversight Board
Office of the Secretary
1666 K Street N.W.
Washington, D.C. 20006-2803
Reference:

PCAOB Rulemaking Docket Matter No. 008

Ladies/Gentlemen:
This letter is providing our comments to PCAOB Release No. 2003-017, "Proposed
Auditing Standard - An Audit of Internal Control Over Financial Reporting Performed in
Conjunction with an Audit of Financial Statements", issued October 7, 2003. Generally
speaking, we believe the proposed standard is over-reaching and will be unduly burdensome.
We believe the cost to comply with the proposed standard will far outweigh any of its intended
benefits.
Our specific comments below are numbered to coincide with the specific questions asked
by the PCAOB in the summary document issued with the proposed standard.
Question # 10:
Is it appropriate to require that the walkthrough be performed by the auditor himself or
herself, rather than allowing the auditor to use the walkthrough procedures performed by
management, internal auditors, or others?
Response:
We believe it should be permissible for auditors to rely on the walkthroughs performed
and documented by internal auditors assuming the auditors have determined, in their
professional judgment, the internal auditors are independent and qualified to properly
perform and document such work.
The redundancy of effort, and cost, of this duplicate work is not productive. The auditor's
should be allowed to use their judgment in evaluating where they can rely on internal
auditors' work in this area and in which areas they should do such work themselves.
Question #12:
To what extent should the auditor be permitted or required to use the work of
management and others?
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Response:
We believe the auditor should have the ability to make the judgment as to how much
work performed by management or internal auditors they can use. This judgment would,
of course, be based on the auditor's assessment of the quality of the internal auditors
performing such work.
Question # 13:
Are the three categories of controls and the extent to which the auditor may rely on the
work of others appropriately defined?
Response:
We do not believe auditors should be precluded from relying on work performed by
internal auditors in the control environment. Quality, in-depth, and ongoing work done by
internal auditors in key areas, such as systems controls and controls over the period-end
financial reporting process, can be extremely time consuming to adequately perform and
document. Reliance on such work can significantly enhance the efficiency of the audit of
controls without compromising the evaluation and testing process.
Question # 14:
Does the proposed standard give appropriate recognition to the work of internal
auditors? If not, does the proposed standard place too much emphasis and preference on
the work of internal auditors or not enough?
Response:
We believe the proposed standard does not give appropriate recognition to the work of
qualified and independent internal auditors. Once again, the duplicate effort and
additional cost of have two qualified groups of auditors performing the same work is
unnecessary.
Question #16:
Is the requirement for the auditor to obtain the principle evidence, on an overall basis,
through his or her own work the appropriate benchmark for the amount of work that is
required to be performed by the auditor?
Response:
We do not believe this should be a hard and fast rule that automatically precludes the use
of internal audit work to effectively a prescribed extent. The auditor should be able to
judge the extent to which they can rely on internal audit work, and which areas they need
to perform work themselves.
Question #22:
Is it appropriate to require the auditors to evaluate the effectiveness of the audit
committee's oversight of the company's external financial reporting and internal control
over financial reporting?
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Response:
No. The auditors report to the Audit Committee; they should not evaluate the Committee.
Question #23:
Will auditors be able to effectively carry out their responsibility to evaluate the
effectiveness of the audit committee oversight?
Response:
We believe state law, the Federal securities law, the rules and regulations of the SEC and
the NYSE more than adequately govern the role of the audit committee. It is the
responsibility of the Board of Directors and counsel to the Board of Directors to assure
that the audit committee is properly fulfilling its role and responsibilities. We do not
believe requiring the auditors to evaluate the audit committee is an appropriate
responsibility and is an unnecessary burden to place upon the auditors. In addition,
without specific guidelines, or measurable criteria, specifically defining what qualifies as
adequate, or appropriate, oversight of a company's external financial reporting and
controls over such reporting, the auditor is in uncharted waters and could lead to wide
variations in practice and application.
We recognize and support the need for strong internal controls over financial reporting
and realize compliance with Section 404(a) of the Sarbanes-Oxley Act of 2002 is a major
undertaking in terms of time, effort and money. At the same time, we believe that since the
responsibility for compliance falls to the company, auditors should be able to rely upon the work
already done by the internal auditors to the extent they are comfortable in doing so after
performing the prescribed assessments. If the proposed standard is issued as it has been drafted,
we believe a great deal of redundancy in time and effort will be required and the costs of audits
will increase significantly, if not exponentially - without any proven additional benefit to
investors. From a practical standpoint, we also wonder where the major auditing firms will find
the number of experienced and trained auditors to perform this additional work.
We appreciate the opportunity to respond to the proposed standard and respectively
request that Board consider our comments.
Sincerely,

//?

,7;

Ricfiard C. Schumacher
Sen_Vice

President and//_hief Accounting Officer

lfkndrew 1_. Rosen
Senior Vice President, Chief Financial Officer
and Treasurer
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The Boeing Company
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Pfizer
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Edward B. Rust, Jr.
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President
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Office of the Secretary
Public Company Accounting Oversight Board
1666 K Street, N.W.
Washington, D.C. 20006-2803
Re:

PCAOB Rulemaking Docket Matter No. 008 (Proposed Auditing
Standard – An Audit Of Internal Control Over Financial Reporting
Performed In Conjunction With An Audit Of Financial Statements)

Ladies and Gentlemen:
The following comments are submitted on behalf of the Business Roundtable, an
association of chief executive officers of leading corporations with a combined
workforce of more than 10 million employees in the United States and $3.7 trillion in
annual revenues. The Business Roundtable strongly supported enactment of the
Sarbanes-Oxley Act of 2002 (the “S-O Act”), and we support the efforts of the Public
Company Accounting Oversight Board (the “Board”) to implement the S-O Act. We
appreciate the opportunity to provide you with our views on the Board’s recent
proposed auditing standard, An Audit of Internal Control Over Financial Reporting
Performed in Conjunction With an Audit of Financial Statements (the “Proposed
Standard”).
Scope of the Proposed Standard
Under Section 404 of the S-O Act (“Section 404”), management is required to prepare
an internal control report that, among other things, is to include an assessment of the
effectiveness of the internal control over financial reporting for the issuer. Section
404 separately requires a registered public accounting firm to “attest to, and report on,
the assessment made by management of the issuer.” Although the statute envisions a
discrete responsibility for the auditor under Section 404 – attesting to, and reporting
on, management’s internal control assessment – the Proposed Standard appears to
expand the scope of the auditor’s responsibility beyond that contemplated under
Section 404. By proposing at the outset that the auditor’s attestation required under
Section 404 be characterized as “an integrated audit of the financial statements and
internal control over financial reporting,” we believe that the Proposed Standard
proceeds from an incorrect premise.
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To fulfill Congress’s mandate under Section 404, an auditor clearly needs to perform
sufficient attest procedures to reach a conclusion regarding management’s own
assessment and evaluation of the issuer’s internal control over financial reporting.
These attest procedures need to be robust and aligned with the scope of the auditor’s
responsibility under Section 404. However, by proposing that the auditor conduct an
audit of the internal control over financial reporting, the Proposed Standard embraces
a level of testing that is more extensive than that contemplated under the statute. If
Congress had intended the auditor to conduct a full-blown audit of an issuer’s internal
control over financial reporting, it would have expressed such intent by using the term
“audit” rather than “attest,” and it would have made clear that the scope of such
“audit” extended to the entirety of the issuer’s internal control over financial reporting
and not just management’s assessment of this function. Accordingly, we urge the
Board to revisit the scope of the Proposed Standard.
In addition to our concerns around the scope of the standard, we believe that the
standard as currently drafted, does not permit an auditor enough latitude to exercise its
judgment with respect to what is an appropriate level of testing for the specific
company. In companies that have strong control environments, routine transactional
processing should only require a minimal amount of detailed testing of the controls.
Further, the amount of detailed testing should vary by not only the type of transaction
stream, but also by the auditor’s judgment as to the risk of a material weakness or
significant deficiency based on the control environment, including external factors.
For example, the payroll cycle would have regular checks by employees and tax
regulators, and therefore, an auditor might deem most of the risk to come from
unauthorized people being paid and focus detailed testing on that area. In addition, we
believe that auditors should be permitted to vary the level of testing from year to year
based upon whether there have been changes in the documented controls.
Finally, we believe that a standard that more appropriately focuses on the significant
issues around business risk, fraud prevention and detection would better serve the
needs of investors rather than the very prescriptive detailed testing approach in the
Proposed Standard.
Using the Work of Management and Others
The Proposed Standard sets forth several principles that limit the ability of the auditor
to rely on the work of management and others in conducting the required attestation.
Specifically, the Board proposes to prohibit reliance on the work of management and
others when the internal controls at issue relate to the prevention or detection of fraud
that is reasonably likely to have a material effect on the issuer’s financial statements
and to restrict reliance where the internal controls relate to non-routine transactions.
Reliance is essentially only unfettered where the controls relate to routine processing.
In addition, the proposal requires that the auditor’s own work, on an overall basis,
form the basis for the required attestation.
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These proposed restrictions may have been suitable if the proposal were being adopted
as a stand-alone effort to enhance internal control over financial reporting, but it is not.
The S-O Act and the rules adopted by the U.S. Securities and Exchange Commission
(the "SEC") to implement Section 404 already bolster the internal control over
financial reporting function. Under Section 404, management is required to design
and evaluate the effectiveness of the internal control over financial reporting, to
prepare an annual report evaluating this function, and to certify as to the effectiveness
of these internal controls. Our members and their financial and accounting teams take
these new obligations very seriously. The proposed restrictions on the auditor’s ability
to rely on the work of management and others give insufficient credit to the significant
steps that issuers are taking to comply with the Section 404 requirements.
Rather, the Proposed Standard would require auditors to develop and obtain separate
and extensive evidence about whether the internal controls are effective. Consistent
with the statutory requirement that the auditor attest to management’s evaluation of
these controls, the auditor should be able to exercise its judgment in deciding whether
to rely on management’s or others work with respect to the entire range of internal
controls, not simply controls for routine processes. This approach will eliminate
duplicative, unnecessary testing that would increase issuers’ costs significantly with
only questionable benefit, if any, for investors.
The final standard also should reflect attestation procedures that allow auditors to
place greater reliance on testing performed by internal auditors. The internal audit
function is set up to serve as a separate check on the financial reporting process in
addition to the work performed by the external auditor. Yet, the Proposed Standard
subjects the work performed by internal audit to the same proposed guidelines for
reliance to which others within an issuer organization would be subjected. The final
standard should allow an auditor to place greater reliance on work performed by
internal audit where the outside auditor views the internal auditor to be sufficiently
independent and competent.
Accordingly, the final standard should allow the auditor greater flexibility in
determining whether to place reliance on the work performed by management and
others within the issuer, including, in particular, the internal audit function.
Evaluation of the Effectiveness of the Audit Committee
The Proposed Standard provides that the auditor should evaluate the effectiveness of
the audit committee’s oversight of the company’s external financial reporting and
internal control over financial reporting as part of its attestation requirements. The
Board proposes that this evaluation should include, among other things, review of the
audit committee’s independence from management, compliance with applicable listing
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standards, and the level of involvement and interaction with the auditor (including the
committee’s role in appointing, retaining and compensating the independent auditor).
We believe that this proposed requirement is particularly inappropriate given the audit
committee's direct responsibility for the appointment, compensation, retention and
oversight of the registered public accounting firm under Section 301 of the S-O Act
and implementing SEC and securities markets rules and listing standards. By creating
a dual evaluation standard for the auditor and audit committee, the proposal would
establish a clear conflict of interest. Moreover, the audit committee has
responsibilities that go well beyond those in which it interacts with the external
auditor, and the auditor does not have any particular expertise with respect to such
issues as the independence of individual audit committee members from management.
Accordingly, we believe that this aspect of the proposal is ill-conceived, and we urge
the Board to eliminate it.
Definitional Issues
We have additional concerns about certain of the definitional aspects of the Proposed
Standard. First, the Board proposes a “more than remote likelihood” standard to
evaluate whether a deficiency rises to the level of a “significant deficiency” and
whether a significant deficiency rises to the level of a “material weakness.” This
proposed standard creates an unreasonably low threshold for placing a purported
deficiency into the “significant deficiency” category and for placing a purported
“significant deficiency” into the “material weakness” category. We believe the
current standard for determining whether the control component reduces to "a
relatively low level" the risk of misstatement is more appropriate for each of these
definitions, and we urge the Board to adopt this standard.
Second, the definition of “significant deficiency” also includes the concept that the
deficiency at issue must be one that results in an inability to prevent or detect fraud
that results in a misstatement that is more than “inconsequential in amount.” It is
unclear what this phrase is intended to mean; more than “inconsequential in amount”
could mean relatively de minimis amounts to any given issuer. This construction
could lead to the reporting of deficiencies that are by no means material, simply
because they represent a perceived, consequential dollar amount. We therefore also
urge the Board to replace this vague construction with a “materiality” concept, which
has a more familiar and developed meaning under the securities laws.
*

*

*
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We appreciate your consideration of these comments, and we would be happy to
discuss these matters further or to meet with you if it would be helpful.
Sincerely,

David L. Shedlarz
Executive Vice President & CFO
Pfizer Inc.
Chairman-Principle Financial Officers Subcommittee
Corporate Governance Coordinating Committee
Business Roundtable

cc: William J. McDonough, Chairman
Kayla J. Gillan, Member
Daniel L. Goelzer, Member
William Gradison, Member
Charles D. Niemeier, Member
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Investment Office
P.O. Box 2749
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(916) 341-2731 FAX (916) 341-2842

November 21, 2003
Office of the Secretary
PCAOB
1666 K Street, N.W.
Washington, D.C. 20006-2803
Office of the Secretary:

Re: Rulemaking Docket Matter 008

I am writing to you on behalf of the California Public Employees’ Retirement System
(CalPERS).
CalPERS is the largest public pension system in the U.S., with
approximately $148 billion in assets. We manage the retirement benefits and health
insurance on behalf of nearly 1.4 million members.
CalPERS is very supportive of the PCAOB efforts to improve standards of financial
reporting by publicly-traded companies and to improve standards of auditing those
financial statements. CalPERS appreciates the opportunity to comment on the Proposed
Auditing Standard – An Audit of Internal Control over Financial Reporting Performed in
Conjunction with an Audit of Financial Statements. CalPERS expresses general support
of the objectives of the Proposed Auditing Standard.
In addition, CalPERS would like to offer the following comments on some of the specifics
of the Proposed Auditing Standard which is pursuant to Section 404(b) as well as Section
103(a)(2)(A) of the Sarbanes-Oxley Act of 2002.
1. Management Assessment of Internal Controls. Section 404(b) of SarbanesOxley requires that “each registered public accounting firm that prepares or
issues the audit report for each issuer shall attest to, and report on, the
assessment {of internal controls} made by management of the issuer.” The
intent seems to be that management should make the assessment and the
audit firm shall then gather sufficient competent evidence to attest to the
validity, degree of validity, or non-validity of the assertion. We believe that the
opinion on management’s internal control assessment should have a graded
scale rather than simply pass or fail. Implicit in this section of Sarbanes-Oxley
is that the auditors will not be auditing their own work in preparing their
opinion.
California Public Employees’ Retirement System
Lincoln Plaza - 400 P Street - Sacramento, CA 95814

File No. PCAOB-2004-03 Page No. 671

Office of the Secretary, PCAOB

Page 2 of 4

November 21, 2003

As a best practice for corporate governance, CalPERS believes that the Audit
Committee should be involved in setting internal control policies and that
management should execute these policies. We believe that part of the
rationale in having management prepare the assessment is to encourage
management to continually be involved in the internal control structure,
procedures and evaluation, and to take ownership of the assessment. This
serves to keep management informed of and contributing to improvements in
the internal control structure, which is essential to the success of the internal
control structure.
The proposed standard raises the question of reliance on the work of
management and “others” by the external auditors. We will address this
question by first discussing reliance on the work of management, then the
internal auditors, and finally address the question of reliance on work of the
remaining “others.”
Work of Management; the external auditors should not simply rely on the work
of management, but should review the process by which the assessment was
obtained, and re-perform and test the assessment as necessary.
Nevertheless, we agree an integrated audit of internal control and financial
statements is necessary. However, reliance on the work of Internal Auditors
should assist the external auditor in formulating an opinion. (Question 1-3, 6
of the Proposed Auditing Standards) (AICPA’s Statements on Standards, AT
Section 501.13 – Components of an Entity’s Internal Control and Section
501.14-.15 Limitations of an Entity’s Internal Control)
Reliance on Work of Internal Auditors. An important responsibility of the
internal auditors is to continually evaluate, test and monitor internal controls of
an entity. Therefore, the external auditors would determine if the Chief Internal
Audit Executive is organizationally independent and review the qualifications of
the internal auditors and the quality of their work so that they can determine
the degree of reliance on the work of the internal auditors. The International
Standards for the Professional Practice of Internal Auditing provides the
framework for independence and objectivity and competence of work
performed by internal auditors. Ideally, the Chief Audit Executive should
report functionally to the Audit Committee and administratively to the Chief
Executive Officer. We also believe that the relationships of the Audit
Committee, the External Financial Statement Auditor, other External Auditors,
and the Internal Auditors are well outlined in the Example Audit Committee
Charter endorsed by the Association of Public Pension Fund Auditors
(APPFA). This Example Audit Committee Charter is available on their web
site (www.appfa.org) in the References and Links section, and is enclosed as
an attachment. (Also, guidance in AU Section 322, The Auditor’s
Consideration of the Internal Audit Function in an Audit of Financial
Statements provides direction to the external auditors in assessing the
competence and objectivity of internal auditors.)
California Public Employees’ Retirement System
Lincoln Plaza - 400 P Street - Sacramento, CA 95814
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Reliance on Outsourced Internal Audit Work – Potential Conflicts of Interest.
Previously, we commented on the independence of and qualifications of
internal auditors as factors that the external financial statement auditor should
evaluate when determining whether or not they could rely on the work of the
internal auditors. We believe a potential conflict of interest would occur if
internal audit work is totally outsourced to another CPA firm. Because of
mergers and restructuring there are few audit firms that are the dominant
members of the AICPA in which these firms would be evaluating each others
work. This situation has the same potential problems that occurred when the
AICPA members performed the PEER reviews of each other and did not find
any substantial problems. Consequently, it would be counter-productive to
create a similar situation with respect to the relationship between the external
financial statement auditor and the outsourced internal audit function.
Reliance on the Work of the Remaining “Others.” Reliance on the work of the
remaining “others” should be up to the discretion of the External Financial
Statement Auditor. They should use the same criteria as when determining
whether or not to rely on the work of internal auditors. These criteria are
independence, qualifications, competence and the quality of the work.
In conclusion, CalPERS believes that the external audit firm should first review
the process by which management arrived at its assessment of internal
control, and then look directly at and test the company’s internal control as
required in order to gather sufficient competent evidence for forming an
attestation opinion on management’s assessment of the internal control
structure. The external financial statement auditors may rely on the work of
internal auditors and others as described above. (Questions 4-5, 9-16 of the
Proposed Auditing Standard)
2. Evaluation of the Audit Committee’s Role in Internal Control. The question of
who should evaluate the Audit Committee’s role in internal control deserves
careful attention. Ideally, this evaluation should be performed by experts who
are independent of the Audit Committee and independent of the company.
Since the external audit firm is hired by the Audit Committee, the external audit
firm cannot be independent of the Audit Committee. Therefore, we believe
that the full Board should hire specialists from a different firm to perform this
evaluation. We suggest that an optimal solution is to seek this evaluation from
a firm that is not a CPA firm and is free from this potential source of conflicts of
interest. This will allow the CPA firms to concentrate their core business of
audit and attestation work, and to be in a position to review and evaluate the
work performed by others without potential conflicts of interest.
In the event that the External Financial Statement Auditor determines that
there is an internal control weakness with regard to the Audit Committee, then
this should be reported in writing to the full Board. The full Board is then
responsible for investigating and correcting the deficiencies. In addition, the
California Public Employees’ Retirement System
Lincoln Plaza - 400 P Street - Sacramento, CA 95814
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external auditor should consider the facts in rendering their opinions on the
internal control assessment by management and their opinion on the financial
statements. (Questions 22-24 of the Proposed Auditing Standard)
3. Experience Levels of Audit Staff. CalPERS believes that the PCAOB should
define the minimum experience levels expected of various levels of audit staff.
In addition, we believe that companies should formulate their own contracts
with the audit firms so they can add experience requirements beyond the
PCAOB minimum. Contract terms should include minimum qualifications and
specifications of experience for the audit firm, key personnel, and audit staff.
These terms should include the right to approve changes in key personnel.
(Question 5 of the Proposed Auditing Standard)
Although, we do not directly respond to all 31 questions we believe our comments
provides the PCAOB an overview of CalPERS’ response.
In summary, CalPERS reiterates its appreciation of the work that the PCAOB is
performing and the opportunity to participate in the process. CalPERS believes that this
work is essential for the integrity of the financial markets, and CalPERS looks forward to
continual interchange of information and ideas with the PCAOB. If you have any
questions regarding our comments on the two proposed rules, please contact Ted White,
Director of Corporate Governance, at (916) 341-2731, or Larry Jensen, Chief of the
Office of Audit Services, at (916) 795-0802.
Sincerely,

Mark Anson
Chief Investment Officer
Attachment: Audit Committee Charter – Endorsed by the Association of Public Pension
Fund Auditors (APPFA)
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November 21, 2003
Office of the Secretary
PCAOB
1666 K Street, N.W.
Washington, D.C. 20006-2803
Office of the Secretary:

Re: Rulemaking Docket Matter 008

We would like to elaborate on our comment # 2, Evaluation of the Audit Committee's
Role in Internal Control, in our prior correspondence dated November 21, 2003. In our
prior letter we questioned whether the external audit firm can perform an independent
review of the Audit Committee. We believe that a potential conflict of interest arises if
the external audit firm reviews the role of the Audit Committee in internal control.
However, we would look to the PCAOB to determine whether a conflict in fact has
occurred, and we would further look to the PCAOB to exercise its authority to enforce the
independence of the external audit firm with respect to a review of the Audit Committee.
Again, CalPERS wishes to express its continued support of the PCAOB in its efforts to
improve the standards of financial reporting by publicly-owned companies and the
standards of auditing by external audit firms. We appreciate the opportunity to
participate in the process of enhancing the financial integrity of our financial markets.
Sincerely,

Mark Anson
Chief Investment Officer

California Public Employees’ Retirement System
Lincoln Plaza - 400 P Street - Sacramento, CA 95814
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Example Audit Committee Charter
Endorsed by the Association of Public Pension Fund Auditors (APPFA)
The following Example Audit Committee Charter captures many of the best practices used at the present time, July
of 2003. Of course, no example charter encompasses all activities that might be appropriate to a particular audit
committee, nor will all activities identified in an example charter be relevant to every committee. Accordingly, this
example charter may be tailored to each committee's needs and governing rules. Moreover, as applicable laws,
rules and customs change, the audit committee charter should be updated.
Endorsement by the Association of Public Pension Fund Auditors (APPFA) means that this document is intended as
a starting point of reference and as a guide to public pension systems in formulating and/or revising their own
charters. To the extent that a public pension fund has unique circumstances, different applications and modifications
of the example passages may be desirable.

Audit Committee Charter
PURPOSE
The purpose of this “Example Audit Committee Charter” is to assist the Board of Directors in fulfilling its fiduciary
oversight responsibilities for the:
(1)
(2)
(3)
(4)
(5)
(6)
(7)

Financial Reporting Process,
System of Risk Management,
System of Internal Control,
Internal Audit Process,
External Audit of the Financial Statements,
Engagements with Other External Audit Firms,
Organization's Processes for Monitoring Compliance with Laws and Regulations and the Ethics
Policy, Code of Conduct and Fraud Policy,
(8) Special Investigations and Whistleblower Mechanism, and
(9) Audit Committee Management and Reporting Responsibilities.
AUTHORITY
The audit committee has authority to conduct or authorize investigations into any matters within its scope of
responsibility. It is empowered to perform the following functions, which are numbered according the purposes
listed above:
(1) Financial Reporting Process
•

Oversee the reporting of all financial information.

•

Resolve any disagreements between management, the external auditor and/or the internal auditor regarding
financial reporting.

1
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(2) System of Risk Management
•

Provide the policy and framework for an effective system of risk management, and provide the mechanisms
for periodic assessment of the system of risk management, including risks of the information systems, and
risks of business relationships with significant vendors and consultants.

•

Oversee all consultants and experts that make recommendations concerning the risk management structure
and internal control structure.

(3) System of Internal Control
•

Provide the policy and framework for an effective system of internal controls, and provide the mechanisms
for periodic assessment of the system of internal controls, including information systems, and internal
control over purchases from significant vendors and consultants.

•

Ensure that contracts with external service providers contain appropriate record-keeping and audit
language.

•

Seek any information it requires from employees-all of whom are directed to cooperate with the
committee's requests, or the requests of internal or external parties working for the audit committee. These
parties include the internal auditors, all external auditors, consultants, investigators and any other
specialists working for the audit committee.

(4) Internal Audit Process
•

Appoint, compensate, and oversee the work of the Chief Audit Executive and oversee the work of the
internal audit unit.

•

Serve as the primary liaison and provide the appropriate forum for handling all matters related to audits,
examinations, investigations or inquiries of the State Auditor and other appropriate State or Federal
agencies.

(5) External Audit of the Financial Statements
•

Appoint, compensate, and oversee the work of the certified public accounting firm employed by the
organization to audit the financial statements.

•

Pre-approve all auditing, other attest and non-audit services performed by the external financial statement
audit firm.

(6) Engagements with Other External Audit Firms
•

Appoint, compensate, and oversee the work of any other certified public accounting firm employed by the
organization to perform any audits or agreed-upon-procedures other than the audit of the financial
statements.

(7) Organization’s Processes for Monitoring Compliance with Laws and Regulations and the Ethics Policy,
Code of Conduct and Fraud Policy
•

Provide the policy and framework for compliance with laws and regulations, and provide the mechanisms
for periodic assessment of compliance, including compliance by significant vendors and consultants.

•

Communicate with the Board regarding the organization’s policy on ethics, code of conduct and fraud
policy as it relates to internal control, financial reporting and all auditing activities.

2
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Example Audit Committee Charter
(8) Special Investigations and Whistleblower Mechanism
•

Retain independent counsel, accountants, or other specialists to advise the committee or assist in the
conduct of an investigation.

•

Ensure creation of and maintenance of an appropriate whistleblower mechanism for reporting of financial
statement fraud and other fraud and inappropriate activities.

(9) Audit Committee Management and Reporting Responsibilities
•

Receive and review reports on all public disclosures related to the purpose, authority and responsibilities of
the Audit Committee. Consider having a Disclosure Subcommittee for this purpose.

•

Report to the Board on the activities, findings and recommendations of the Audit Committee.

(1 – 9) Comprehensive Communication Responsibility
•

Meet with the organization’s officers, external auditors, internal auditors, outside counsel and/or specialists,
as necessary.

COMPOSITION
The audit committee will consist of at least three and no more than seven members of the Board of Directors. The
Board or its nominating committee will appoint committee members and the committee chair.
Each committee member will be both independent and financially literate. At least one member shall be designated
as the "financial expert," as defined by applicable legislation and regulation.

MEETINGS
The committee will meet at least four times a year, with authority to convene additional meetings, as circumstances
require. All committee members are expected to attend each meeting, in person or via tele- or video-conference.
Meeting notices will be provided to interested parties in conformance with applicable laws, regulations, customs and
practices. The committee will invite members of management, external auditors, internal auditors and/or others to
attend meetings and provide pertinent information, as necessary. It will hold private meetings with auditors
{Subject to open meeting laws} and executive sessions as provided by law. Meeting agendas will be prepared and
provided in advance to members, along with appropriate briefing materials. Minutes will be prepared.

3

File No. PCAOB-2004-03 Page No. 678

Example Audit Committee Charter
RESPONSIBILITIES
The committee will carry out the following responsibilities:
(1) Financial Reporting Process
•

Obtain information and training to enhance the committee members’ expertise in financial reporting
standards and processes so that the committee may adequately oversee financial reporting.

•

Review significant accounting and reporting issues, including complex or unusual transactions and highly
judgmental areas, and recent professional and regulatory pronouncements, and understand their impact on
the financial statements.

•

Review with management, the external auditors, and the internal auditors the results of the audit, including
any difficulties encountered.

•

Review all significant adjustments proposed by the external financial statement auditor and by the internal
auditor.

•

Review all significant suggestions for improved financial reporting made by the external financial
statement auditor and by the internal auditor.

•

Review with the General Counsel the status of legal matters that may have an effect on the financial
statements.

•

Review the annual financial statements, and consider whether they are complete, consistent with
information known to committee members, and reflect appropriate accounting principles.

•

Review other sections of the annual report and related regulatory filings before release and consider the
accuracy and completeness of the information.

•

Review with management and the external auditors all matters required to be communicated to the
committee under generally accepted auditing Standards.

•

Understand how management develops interim financial information, and the nature and extent of internal
and external auditor involvement.

•

Review interim financial reports with management and the external auditors before filing with regulators,
and consider whether they are complete and consistent with the information known to committee members.

•

Review the statement of management responsibility for and the assessment of the effectiveness of the
internal control structure and procedures of the organization for financial reporting. Review the attestation
on this management assertion by the financial statement auditor as part of the financial statement audit
engagement.

4
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Example Audit Committee Charter
(2) System of Risk Management
•

Obtain information about, training in and an understanding of risk management in order to acquire the
knowledge necessary to adequately oversee the risk management process.

•

Ensure that the organization has a comprehensive policy on risk management.

•

Consider the effectiveness of the organization's risk management system, including risks of information
technology systems.

•

Consider the risks of business relationships with significant vendors and consultants.

•

Reviews management’s reports on management’s self-assessment of risks and the mitigations of these
risks.

•

Understand the scope of internal auditor’s and external auditor’s review of risk management over financial
reporting.

•

Understand the scope of internal auditor’s review of risk management over all other processes, and obtain
reports on significant findings and recommendations, together with management's responses.

•

Understand the scope of any other external auditor’s or consultant’s review of risk management.

•

Hire outside experts and consultants in risk management as necessary.

(3) System of Internal Control
•

Obtain information about, training in and an understanding of internal control in order to acquire the
knowledge necessary to adequately oversee the internal control process.

•

Ensure that the organization has a comprehensive policy on internal control and compliance.

•

Review periodically the policy on ethics, code of conduct and fraud policy.

•

Consider the effectiveness of the organization's internal control system, including information technology
security and control.

•

Consider any internal controls required because of business relationships with significant vendors and
consultants.

•

Understand the scope of internal auditor’s and external auditor’s review of internal control over financial
reporting, and obtain reports on significant findings and recommendations, together with management's
responses.

•

Understand the scope of internal auditor’s review of internal control over all other processes, and obtain
reports on significant findings and recommendations, together with management's responses.

•

Review the role of the internal auditor’s involvement in the corporate governance process, including
corporate governance documentation and training.

•

Ensure that contracts with external service providers contain appropriate record-keeping and audit
language.

•

Direct employees to cooperate with the committee's requests, or the requests of internal or external parties
working for the audit committee. These parties include the internal auditors, all external auditors,
consultants, investigators and any other specialists working for the audit committee.
5
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Example Audit Committee Charter
(4) Internal Audit Process
•

Obtain the information and training needed to enhance the committee members’ understanding of the role
of internal audits so that the committee may adequately oversee the internal audit function.

•

Oversee the selection process for the chief audit executive.

•

Assure and maintain, through the organizational structure of the organization and by other means, the
independence of the internal audit process.

•

Ensure that internal auditors have access to all documents, information and systems in the organization.

•

Ensure there are no unjustified restrictions or limitations placed on the Chief Audit Executive and internal
audit staff.

•

Review with management and the Chief Audit Executive the charter, objectives, plans, activities, staffing,
budget, qualifications, and organizational structure of the internal audit function.

•

Receive and review all internal audit reports and management letters.

•

Review the responsiveness and timeliness of management’s follow-up activities pertaining to any reported
findings and recommendations.

•

Receive periodic notices of advisory and consulting activities by internal auditors.

•

Review and concur in the appointment, replacement, or dismissal of the Chief Audit Executive, if allowed
by state law.

•

Review the performance of the Chief Audit Executive periodically.

•

Review the effectiveness of the internal audit function, including compliance with The Institute of Internal
Auditors' Standards for the Professional Practice of Internal Auditing.

•

On a regular basis, meet separately with the Chief Audit Executive to discuss any matters that the
committee or internal audit believes should be discussed privately {Subject to open meeting laws}.

•

Delegate to the Chief Audit Executive the management of the contract for the external financial statement
auditor, and the management of the contracts for any other certified public accountants.

•

Designate the Chief Audit Executive as the primary point of contact for handling all matters related to
audits, examinations, investigations or inquiries of the State Auditor and other appropriate State or Federal
agencies.
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Example Audit Committee Charter
(5) External Audit of the Financial Statements
•

Obtain the information and training needed to enhance the committee members’ understanding of the
purpose of the financial statements audit and the role of external financial statement auditor so that the
committee may adequately oversee the financial statement audit function.

•

Review the external auditor’s proposed audit scope and approach, including coordination of audit effort
with internal audit.

•

Review the performance of the external financial statement audit firm, and exercise final approval on the
request for proposal for, and the appointment, retention or discharge of the audit firm. Obtain input from
the Chief Audit Executive, management and other parties as appropriate.

•

Define the services that the external financial statement auditor is allowed to perform and the services that
are prohibited.

•

Pre-approve all services to be performed by the external financial statement auditor.

•

Review the independence of the external financial statement audit firm by obtaining statements from the
auditors on relationships between the audit firm and the organization, including any non-audit services, and
discussing these relationships with the audit firm. Obtain from management a listing of all services
provided by the external audit firm. Obtain information from the Chief Audit Executive and other sources
as necessary.

•

Review and approve the audited financial statements, associated management letter, attestation on the
effectiveness of the internal control structure and procedures for financial reporting, other required auditor
communications, and all other auditor reports and communications relating to the financial statements.

•

Review and approve all other reports and communications made by the external financial statement auditor.

•

Review the responsiveness and timeliness of management’s follow-up activities pertaining to any reported
findings and recommendations.

•

On a regular basis, meet separately with the external financial statement audit firm to discuss any matters
that the committee or auditors believe should be discussed privately {Subject to open meeting laws}.

•

Provide guidelines and mechanisms so that no member of the audit committee or organization staff shall
improperly influence the auditors or the firm engaged to perform audit services.

•

Ensure production of a report of all costs of and payments to the external financial statement auditor. The
listing should separately disclose the costs of the financial statement audit, other attest projects, agreedupon-procedures and any non-audit services provided.
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Example Audit Committee Charter
(6) Engagements with Other External Audit Firms
•

Obtain the information and training needed to enhance the committee members’ understanding of the role
of the other external audit firm(s) so that the committee may adequately oversee their function(s).

•

Review the other external audit firm’s (firms’) proposed audit or agreed-upon-procedures scope and
approach, including coordination of effort with internal audit.

•

Review the performance of the other external audit firm(s), and exercise final approval on the request for
proposal for, and the appointment, retention or discharge of these audit firm(s).

•

Pre-approve the scope all services to be performed by the other external auditor.

•

Review the independence of the other external audit firm(s) by obtaining statements from the audit firm(s)
on relationships between these audit firm(s) and the organization, including any non-audit or non-attest
services, and discussing the relationships with the audit firm(s). Obtain from management a listing of all
services provided by the other external audit firm(s). Obtain information from the Chief Audit Executive
and other sources as necessary.

•

Review and approve the reports of the audits and/or agreed-upon-procedures.

•

Provide a forum for follow up of findings from the audit reports or agreed-upon-procedures.

•

Meet separately with the other external audit firm(s) on a regular basis to discuss any matters that the
committee or staff of the audit firm(s) believe should be discussed privately {Subject to open meeting
laws}.

•

Ensure production of a report of all costs of and payments to other external audit firm(s). The listing
should separately disclose the costs of any audit, other attest projects, agreed-upon-procedures and any
non-audit services provided.

(7) Organization’s Processes for Monitoring Compliance
•

Review the effectiveness of the system for monitoring compliance with laws and regulations and the results
of management's investigation and follow-up (including disciplinary action) of any instances of
noncompliance.

•

Review the findings of any examinations by regulatory agencies, and any auditor observations, including
investigations of misconduct and fraud.

•

Review the process for communicating to all affected parties the ethics policy, code of conduct and fraud
policy to organization personnel, and for monitoring compliance therewith.

•

Obtain regular updates from management and organization legal counsel regarding compliance matters.

•

Monitor changes and proposed changes in laws, regulations and rules affecting the organization.

8
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Example Audit Committee Charter
(8) Special Investigations and Whistleblower Mechanism
•

Institute and oversee special investigations as needed.

•

Provide an appropriate confidential mechanism for whistleblowers to provide information on potentially
fraudulent financial reporting or breaches of internal control to the audit committee.

(9) Audit Committee Management and Reporting Responsibilities
•

Regularly report to the Board of Directors about all committee activities, issues, and related
recommendations.

•

Perform other activities related to this charter as requested by the Board of Directors, and report to the
Board.

•

Provide an open avenue of communication between internal audit, the external financial statement auditors,
other external auditors, management and the Board of Directors.

•

Review any other reports that the organization issues that relate to audit committee responsibilities.

•

Confirm annually that all responsibilities outlined in this charter have been carried out. Report annually to
the Board, members, retirees and beneficiaries, describing the committee's composition, responsibilities and
how they were discharged, and any other information required by rule, including approval of non-audit
services.

•

Evaluate the committee's and individual member’s performance on a regular basis, and report to the Board.

•

Review and assess the adequacy of the committee charter annually, requesting Board approval for proposed
changes, and ensure appropriate disclosure as may be required by law or regulation.
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November 20, 2003
Office of the Secretary
Public Company Accounting Oversight Board
1666 K Street, N.W.
Washington, DC 20006

RE: PCAOB RELEASE NO. 2003-017;
DOCKET MATTER No. 008
Office of the Secretary:
This letter is sent to register the California State Teachers’ Retirement System’s (CalSTRS)
support of the Public Company Oversight Board (PCAOB) proposed auditing standard
regarding the attestation to the adequacy of internal controls. As you are aware, CalSTRS is a
public pension fund, established for the benefit of California’s public school teachers over 90
years ago. CalSTRS has assets of approximately $103 billion; $43 billion of this amount is
invested in the domestic equity market. These assets represent the retirement plan for
approximately 715,436 participants. The long-term nature of CalSTRS’ liabilities has made
us keenly interested in efforts to restore investor confidence in the capital markets. CalSTRS
supports the efforts of the PCAOB to improve standards of financial reporting by publicly
traded companies and to improve the ability of investors to rely on the financial statements
put forth by corporations.
CalSTRS believes that the enactment of the Sarbanes-Oxley Act of 2002 was an important
milestone for investors, but we also recognize that the great majority of the implementation
of the legislation falls to the Securities and Exchange Commission (the Commission) and the
PCAOB. We support both the Commission’s and the PCAOB’s efforts to accommodate the
timelines articulated in the Sarbanes-Oxley Act. We do not intend to answer all 31 questions
put forth by the PCAOB in its requests for comment on the issue, but we do want to register
our support for an integrated audit standard and for the continued supremacy of the board of
directors as the fiduciary responsible to investors in public companies.
CalSTRS believes that the external auditor should attest to and report on the internal controls
assessment made by management/the issuer. Further, we believe that the board’s
independent audit committee should set the policies and standards relating to internal
controls and have in place a procedure for informed knowledge of their application. We do
not believe that the external auditor should evaluate the audit committee; we believe the
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standards of diligence and duty expressed in the audit committee charter, along with the
various attestations and certifications required by the SEC, and the Sarbanes-Oxley Act
should perform this function for investors. We believe that such a rule would pose an
impossible conflict of interest for both the audit committee and the external auditor and that
this tension would not serve the investors’ goal of obtaining a fair opinion on the accuracy of
the issuer’s financial information.
CalSTRS does not believe that mandating that the external auditors perform a separate audit
of the internal controls is cost effective for investors; on the one hand, the PCAOB seems to
reason that the most burdensome costs will be assumed in the first year of the rule and that
economies will come in subsequent years. That may be a fallacy, as seemingly, these
economies would come from routine checking of the criteria/ standards/procedures imposed
in the first year. This would make it a rote exercise and of little benefit to investors; so, why
mandate the establishment of a system whose maintenance will not do the job that the
PCAOB envisions? The independent directors are the members of the audit committee and
have a fiduciary responsibility to investors in that capacity; we support letting them fulfill
that responsibility. We believe that the independent audit committee should set up controls
and procedures to mitigate the risks associated with inadequate internal controls and/or
inaccurate financial reports. The PCAOB may want to review the charters and opine on the
audit committee’s diligence in mitigating the risks to the public.
Finally, we believe that the external audit opinion should be a single one; we do not support
the proposal that the integrated audit result in two opinions: one on internal controls and one
on the financial statements. We believe that this will be confusing to investors and will not
aid in the goal of more reliable financial reporting. It is possible that internal control over
financial reporting could be bad and that the reported figures present a true and accurate
record, but we think it best to contain this in a single opinion.
Thank you for the opportunity to comment on this matter. If you would like to discuss this
letter, please feel free to contact me directly. We are filing this comment electronically in the
interest of timeliness, but you may reach me at 916-229-3706 by phone and certainly by the
email address on this communication.
Sincerely,

Jack Ehne s
Chief Executive Officer
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199 Bay Street, 30 Floor
Toronto, Ontario, Canada M5L 1G2
www.cba.ca

R. Kelly Shaughnessy
Vice-President, Banking Operations
Tel.: [416] 362-6093 Ext. 289
Fax: [416] 362-0563
kshaughnessy@cba.ca

Via email: comments@pcaobus.org
November 21, 2003
Office of the Secretary,
Public Company Accounting Oversight Board
1666 K Street, N.W.
Washington, D.C. 20006-2803

Dear Sir:
Re: PCAOB Rulemaking Docket Matter No. 008
Proposed Auditing Standard - An Audit of Internal Control Over Financial Reporting
Performed in Conjunction with an Audit of Financial Statements
The Canadian Bankers Association (CBA), appreciates the opportunity to provide
comments on the Public Company Accounting Oversight Board’s proposed auditing standard,
An Audit of Internal Control Over Financial Reporting Performed in Conjunction with an Audit of
Financial Statements.
The CBA is the main professional industry association, representing over 40 of Canada’s
domestic and foreign-owned chartered banks. Several of our member institutions are subject to
the reporting requirements of the Securities Exchange Act of 1934. The CBA is also a principal
contributor to the development of accounting standards that affect Canadian banks. Our
member institutions make a significant contribution to the Canadian economy and six of our
largest members represent, in aggregate, total assets under administration of approximately
Canadian $2,863.4 billion dollars.
Our detailed comments appear in the attached Appendix. We would be pleased to
answer any questions that you may have in respect of our comments.
Sincerely,
Original signed by Kelly Shaughnessy

RKS
Attachment
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APPENDIX
Comments of the Canadian Bankers Association on the Proposed Auditing Standard - An
Audit of Internal Control Over Financial Reporting Performed in Conjunction with an
Audit of Financial Statements
Questions Regarding Using the Work of Management and Others:
Question 12. To what extent should the auditor be permitted or required to use the work
of management and others?
We are of the view that the auditor should be free to exercise his/her professional judgment,
under the guidance of the existing generally accepted auditing standards, in determining
whether and to what extent the auditor can reasonably place reliance on the work of
management and others. Consequently, we do not believe that the extent to which the auditor
may rely on the work of others needs to be prescribed.
Question 13. Are the three categories of controls and the extent to which the auditor
may rely on the work of others appropriately defined?
We do not believe that the extent to which the auditor may rely on the work of others needs to
be prescribed. It is our view that organizations should be encouraged to have robust
documentation and assessment processes. To that end, our members have made efforts to
supply quality evidence to their external auditors, which has been used to reduce the extent of
the auditors’ independent testing.
Question 14. Does the proposed standard give appropriate recognition to the work of
internal auditors? If not, does the proposed standard place too much emphasis and
preference on the work of internal auditors or not enough?
We do not believe the proposed standard places sufficient emphasis on the work of internal
audit. It does not give adequate recognition to the depth of experience and business knowledge
resident in our members’ internal audit groups. It is our view that, to the extent that such groups
are competent and objective, their work should be relied upon extensively by the external
auditor and that such extent need not be prescribed.
In particular, we disagree with the proposal that the auditors should not rely on others for certain
information technology controls and walkthroughs.
In our member banks’ organizations, the effectiveness of pervasive controls over information
technology is critical to the successful execution of their business strategy. As a result, our
members make substantial investments in objective and competent specialized internal audit
expertise to provide assurance that these controls are designed and operating effectively for
both efficiency and effectiveness, as well as for the reliability of financial reporting. These
resources require in-depth knowledge of our varied and complex technology systems. Our
members’ external auditors have traditionally placed a high level of reliance on these pervasive
technology controls and have utilized internal audit testing to a large extent in reaching their
conclusions about these controls.
The proposed standard is suggesting a full duplication of effort in this area for which there is no
clear benefit to the issuers or investors. The requirement will necessitate substantial new
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investments in technology expertise by public accounting firms that will need to be financed in
the first instance by issuers, and ultimately by investors.
Similarly, the requirement to have external auditors perform walkthroughs themselves does not
give adequate recognition to the depth of experience and business knowledge resident in
internal audit groups. While we agree that some reperformance would be appropriate in this
area if reliance is placed on the work of management and others, we believe that efficiencies
can be achieved if the external auditors are permitted to use this work to support their
conclusions.
Question 16. Is the requirement for the auditor to obtain the principal evidence, on an
overall basis, through his or her own work the appropriate benchmark for the amount of
work that is required to be performed by the auditor?
We do not believe that the benchmark of principal evidence is appropriate. There is no doubt
that the auditor must obtain evidence that management’s assertion is reliable and that the
internal controls are actually in place and effective. It is our view that existing auditing
standards provide sufficient guidance as to the appropriate level of effort and involvement of the
auditor in executing their work and determining whether or not, and to what extent, to rely on the
work of others.
The introduction of this new term raises interpretive issues in respect of the role of auditors that
are unnecessary and potentially costly and divisive. Inasmuch as the concept of principal
evidence is open to interpretation, it may lead an auditor to perform more work than necessary
in circumstances where substantial testing and documentation by management, internal audit
and other third parties is already in place.
Questions Regarding Evaluating Results:
Question 17. Will the definitions in the proposed auditing standard of significant
deficiency and material weakness provide for increased consistency in the valuation of
deficiencies? How can this definition be improved?
Identification of significant deficiencies and material weaknesses is necessarily an area that
involves the exercise of professional judgment. Consistency is always difficult to achieve in
such an area. An important step to achieving consistency will be to ensure that the definitions
used in the draft standard are compatible with the overall definition of internal control and how
companies evaluate and seek to mitigate risk. We have serious concerns on these matters, as
discussed below.
We have concerns that the definitions of significant deficiency and material weakness in internal
control in the proposed standard are impractical and overly prescriptive, inasmuch as the
definitions imply that an excessively high level of assurance must be obtained in order to
conclude that internal control is effective. Both of these definitions refer to deficiencies that
result in “a more than remote likelihood” that financial statement errors of a certain magnitude
will occur. By way of example, human error remains a constant potential issue in respect of
internal control and, as such, renders the possibility of more than a remote likelihood that a
misstatement will occur, and as consequence, the standard of a “more than remote likelihood”
can not be achieved. The business success of our members emanates from managing rather
than avoiding risk. The manner in which our members assess their controls, likewise, should
allow for some risk tolerance, including acknowledgement of cost/benefit considerations.
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We note that existing auditing standard AT 501 provides additional useful guidance that does
not appear in the proposed auditing standard. We suggest that these qualitative considerations
be brought into the final attestation standard. In particular, the notion set out in paragraph .40 of
AT 501 that the consideration of whether a deficiency represents a material weakness should
include consideration of the overall control environment. In recent corporate failures, many of
the problems were caused by weak overall control environments and inappropriate “tone at the
top.” The organizations represented by our members place a high importance on having strong
overall control environments and ensuring that executives and employees live up to these high
standards. The significance of deficiencies in internal control cannot be properly evaluated
without consideration of these matters.
The definition of internal control contemplates providing reasonable assurance that transactions
are reported as required by GAAP. The proposed definitions of significant deficiency and
material weakness are incompatible with paragraph 16 of the proposed standard, which
indicates that management’s assessment of internal control effectiveness is at the level of
reasonable assurance, as is the auditor’s opinion. Paragraph 16 further states that "reasonable
assurance includes the understanding that there is a relatively low risk that material
misstatements will not be prevented or detected on a timely basis.” We suggest that existing
GAAS definitions of significant deficiency and material weakness should be used instead of
those proposed in the draft.
Other Comments: Use of Service Auditors Report
The wording with respect to the operating effectiveness of outsourcing arrangements described
in Appendix B, paragraphs B35 to B38, implies that an auditor should place reliance on a
service auditor's report as the primary source of assurance. We are of the view that a
determination in favour of stronger reliance can be made from an assessment of management's
processes for controlling risk. Effective management of issuers’ outsourcing arrangements is in
the interest of both their shareholders and their customers. The processes for controlling risk is
embedded in contract negotiations, service level agreements and monitoring, input and output
controls, and in some cases through the contractual right of strong internal audit areas to
monitor and report on these activities.
Within the Canadian context, a "Service Auditors Report" takes the form of a section 5900
report. These reports contain less detail than the more pervasive SAS 70 review, and are
typically prepared at the outsourcers’ fiscal year end, which may differ more or less significantly,
from the fiscal year end of our members. The lack of clarity around a "significant period of time"
as noted in paragraph B37, means that our members run the risk of incurring considerable
incremental costs should the definition be for a period that is less than 12 months.

-3-
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EXECUTIVE SUMMARY
Will the draft standards improve the quality and quantity of information on
internal control over financial reporting?
Our view is no, they will not. We believe Congress intended to reinforce management’s
accountability for reliable financial reporting by requiring auditors evaluate and form an
opinion on management’s assertions on internal control effectiveness. These standards
are primarily for auditors to form a direct subjective opinion on internal control
effectiveness through traditional audit approaches. These approaches have been in
use for decades and have often proven to be ineffective.
The standards require significant revisions to focus the attention of external auditors on
opining on the reliability of management’s assertions on control and to guide the auditor
in forming an opinion directly on the quality of those assertions.
Will the draft standards improve the capability and motivation of managers and
work groups to provide more reliable assertions on internal control effectiveness
and to be accountable for those assertions?
Our view is no, they will not. There is little guidance for auditors, managers, work groups
Boards or any other stakeholder on the various approaches, methodologies, tools and
technologies available for assessing, designing, documenting and reporting on internal
control effectiveness.
There is little incentive for managers and work groups to fully and candidly divulge
disclosure risks, particularly those classified as “material weaknesses”.
The standards as drafted are dominated by a discussion of controls (1309 references)
in the absence of serious attention to and analysis of disclosure risks (76 references).
Although the proposals will generate substantial revenue for the external auditing
profession and add a major ongoing assurance burden in companies, we believe they
will do little to cost effectively solve the real problems.
The standards require significant revision to recognize and discuss the approaches,
methodologies and tools used by assurance professions, particularly the use of criteria
based approaches to forming an opinion on the quality of and reliability of management
assessments.
Will the draft standards help drive down or even justify the cost of control over
financial reporting?
Our view is no, they will not. They simply justify more auditing and more controls. They
provide little guidance or useful definition as to what constitutes effective control and
material/significant deficiencies. We believe the standards as drafted will result in a
large increase in formal assurance costs with only limited positive impact.
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The standards should be significantly revised to recognize more powerful and objective
approaches to documenting, assessing, designing and reporting on controls and control
effectiveness and to assessing the cost effectiveness of controls over financial
reporting.
GENERAL COMMENTS
General comments on the Proposed Standards are set out here.
1. Will these proposed standards increase the quality and quantity of information
on risks and controls related to financial disclosure?
The standards as drafted will not produce more and better information on risk and
control over financial reporting.
For the most part, stakeholders will be given Pass/Fail assessments of internal control
effectiveness over financial reporting developed by external auditors, supplemented by
explanations of significant deficiencies or material weaknesses. The basic design of the
internal control framework, its strengths and accepted deficiencies will not be reported
to stakeholders. There is no framework for doing so proposed in these standards.
We see the continuation in this standard of subjective belief-based, not fact-based,
auditor-driven opinions on what constitutes effective control.
We see little guidance to help auditors assess and report on the reliability of
management’s assertions on internal control effectiveness.
The standards as drafted struggle with concepts of “deficiencies, significant deficiencies
and material weaknesses” that are for all practical purposes, indefinable and subjective
to a degree that makes external disclosure of these subjective views dangerous.
Other assurance professions, most notably quality, environmental and safety
professionals have developed very effective tools, methods and criteria for evaluating
and reporting on risk and control in their fields. They have created meaningful analytical
tools useful for identifying root cause problems and providing practical, rather than
dogmatic solutions.
What is needed?
What is needed is a paradigm shift.
Stakeholders need to be able to come to their own conclusion on the role of internal
control effectiveness in investment decisions and to be able to make risk acceptance
decisions based on the stated level of internal control effectiveness in a corporation. A
framework for gathering and reporting this information is required. Pass/Fail
assessment do little to meet these needs.
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Stakeholders need to be able to compare changes in a company’s internal control
structure over time and to compare one company to another, just as they now compare
financial statements.
The information in disclosures on internal control effectiveness likely to result from these
proposed standards will not support such an analysis.
It would be unthinkable to replace published financial statements with an auditor’s
subjective opinion on a company’s financial health.
It is not sufficient to provide an opinion on internal control effectiveness without a
positive framework to support such an opinion.
What is needed is a criteria-based approach to evaluating internal control over financial
reporting.
Bond rating agencies rate corporate debt against defined criteria and publish credit
ratings that have real financial consequences for creditors and that are relied upon by
investors.
In the quality movement, the Baldrige model is an example of a system that measures a
company’s quality framework against defined, weighted, published criteria. ISO
standards provide another example. Management makes assertions as to the criteria in
place and auditors evaluate the reliability of those assertions.
The Basel Capital Accord on bank safety (Basel II) provides another powerful
framework for assessing governance and the management of risk and control.
Principles from all of these frameworks could be adapted to reporting on internal control
effectiveness over financial reporting.
The auditing profession, internal and external, has consistently failed to predict
governance failures in the past. There is no reason to believe these proposed standards
will make a difference, other than reducing returns to shareholders and retarding
economic growth.
We believe the auditing profession can best add value by providing a framework for
disclosing information on risk and control status such that stakeholders can make their
own informed investment decisions.
2. Do these proposed standards improve the capability of managers, work groups
and others to make reliable financial disclosures and to make reliable assertions
on the effectiveness and status of risk and control over financial reporting?
Our conclusion is no, they do not.
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The proposed standards do recognize the need to address the capability of auditors in
the area of control assessment. They do not address the capability required by
managers and work groups to make and support reliable assertions on internal control
effectiveness over financial reporting. They do not define a common body of knowledge,
tools, methodologies, approaches or technologies for assessing and reporting on
internal control effectiveness over financial reporting. COSO 2003 can help in that
regard. COSO 1992, although a big advancement in 1992, is not up to the task.
In order to conclude that the capability of managers and work groups to provide more
reliable assertions on the status of risk and control over financial reporting is increased,
much more is required to provide Boards, managers, work groups and auditors with
skills training, rigorous, reliable methodologies and useful tools for describing,
assessing, designing and reporting on internal control effectiveness and standards for
assessing the reliability of those assertions.
For the most part, the proposed standards speak a language that is outmoded and
invalid. The draft standard provides little in the way of analytical tools and guidance to
managers and work groups. They appear to represent control assessment beliefs that
have been in use for decades. The same decades that numerous corporate
governance failures have occurred.
What is needed?
We believe that the required body of knowledge exists and the skills, methodologies
and tools to increase the capability of all those involved in the financial reporting
process are available. In our response to Question 5 we have provided some specific
examples.
3. Will these proposed standards motivate managers and work groups to provide
better and more reliable information and disclosures on risk and control related
to financial reporting?
Our conclusion is no, they will not.
Managers and work groups who report “deficiencies” will effectively and immediately be
penalized with adverse opinions by their auditors, more burdensome internal controls,
negative market reactions and higher external audit fees. Yet we know “deficiencies” in
internal control over financial reporting as defined in the proposed standards have
existed for decades in hundreds even thousands of successful public companies.
As written, the proposed standards require auditors to recognize the quality of work
done by managers and work groups in supporting their assertions on internal control
effectiveness, but the proposed standards require substantial direct verification of
internal control by auditors rather than examining and focusing on the reliability of
management’s representations on control and risk status.
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Unless the burden of accountability for making reliable assertions on internal control
over financial reporting is clearly and exclusively assigned to managers and work
groups, and they are evaluated specifically on the quality and reliability of their
representations, their motivation to do so competently and reliably will be weak.
Auditors will do it for them. Why should they do it themselves?
What is required?
We believe the standards should be revised to encourage a risk based approach to
control design, to encourage management’s candid disclosure of significant residual
risks and where unacceptably high residual risks exist, to provide management with
recourse to substantiate external disclosure with supplemental substantive testing and
confirmation.
Standards that promote direct examination of internal control effectiveness by auditors
will inevitably shift accountability away from management and with it any motivation for
providing reliable representations.
Stakeholders deserve to know the quality of management’s representations on the
effectiveness of the external disclosure risk management systems those managers
design and maintain.
4. Will these proposed standards allow a reduction in the cost and burden of
implementing effective control over financial reporting?
We believe the standards as proposed will significantly increase the cost of control and
the cost of non-value adding assurance. We are concerned that the increase in control
will not be justified and will not result in more effective internal control over financial
reporting and will not produce more reliable financial disclosures.
We believe the standards as proposed provide the auditor with justification to do more
auditing. They do not add value for stakeholders of the financial reporting process.
The proposed standards use the word control(s) a total of 1309 times and the word
risk(s) 76 times. All of the major advances in this field over the past decade center on
identifying and measuring risks first, and only when that step has been done, and done
well, examining mitigators/controls.
While word counts in the proposed standards may be only a crude measure of their
emphasis and balance, we do not believe that the increased emphasis on examining
controls in a vacuum from risks is appropriate.
We believe the notion of judging the design and operating effectiveness of controls as
proposed in these standards, in isolation from risk or from a competent assessment of
cost/benefit is fundamentally flawed.
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What is needed?
The standards should be revised to give equal weight to identifying risks, examining
controls and evaluating the current acceptability of the current residual risk status.
We believe the standards should adopt the concept of a portfolio of controls and an
assessment of residual risk over each major disclosure line item, note and supplemental
disclosure.
We believe an explicit assessment of residual risk (using an acceptable risk model and
a criteria based control model) for each disclosure line item or note is intellectually more
reliable and much more useful than an auditor’s subjective opinion on control
effectiveness.
We believe that by providing support for assertions on control effectiveness over
external financial reporting management should also demonstrate they have driven the
cost of control to the lowest level possible that produces an acceptable level of residual
risk. To not focus on both elements in concert does a disservice to investors and to
society in general.
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Questions regarding an integrated audit of the financial statements and internal
control over financial reporting:
1. Is it appropriate to refer to the auditor's attestation of management's
assessment of the effectiveness of internal control over financial reporting as the
audit of internal control over financial reporting?
Response: No. Management must be required to make and substantiate assertions on
internal control effectiveness over financial reporting.
The auditor’s opinion must be focused on the reliability of management’s assessment
of internal control over financial reporting.
An auditor’s attestation of management’s assessment of internal control and an
auditor’s direct opinion on internal control effectiveness are significantly different and
are arrived at using different audit procedures.
Few, if any, of the recent corporate governance failures were predicted by either
internal or external auditors from their direct opinions on internal control effectiveness.
This is true in spite of companies spending large sums on internal and external
auditors.
Requiring management to make and support assertions on internal control
effectiveness, and requiring auditors to form an opinion on the quality and reliability of
those assertions will dramatically improve the quality of financial reporting.
The auditing profession has not demonstrated that it is capable of forming consistently
reliable opinions on internal control effectiveness There is nothing in these draft
standards to address that severe and historic deficiency since it encourages the use of
methods that have been in use for over 25 years and a control model developed 12
years ago.
To suggest that auditors must prove the reliability of management’s assertions primarily
by performing their own direct audit of internal control effectiveness suggests that the
profession does not know how to distinguish a reliable set of management assertions
on internal control effectiveness from an unreliable set of assertions on internal control
effectiveness.
These standards as drafted recognize the need for the auditor to review management’s
assessment of internal control over financial reporting, but they stop well short of what
is required to form an opinion on the quality and reliability of managements assessment
Instead, they are primarily draft standards guiding the auditor in providing their own
separate and direct opinion on internal control.
Unlike an auditor’s opinion on management’s assertions over its financial statements,
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little guidance is provided for managers to prepare and support a reliable assertion on
internal control effectiveness over financial reporting.
There is no basic principal of organizing information on internal control assertions
analogous to the way financial statements organize and present financial information.
There are no generally accepted and useful criteria of risk and control analogous to
GAAP, and there are no adequate standards to guide auditors in forming an opinion on
those management’s assertions on internal control.
The standards, guidance and criteria for management to make assertions and auditors
to form opinions on assertions on internal control over financial reporting are a huge
missing link in the financial reporting process and one the Board is in an historic
position to remedy. COSO ERM 2003 provides an initial, partially useful framework.
COSO 1992 is not sufficient.
In order for an auditor to provide an opinion on management’s assertions, new
standards are required to provide a basis for an auditor to provide such an opinion.
Such standards would require development of criteria of risk and control against which
management’s assessment could be measured and would require the recognition of
methodologies and tools appropriate for management and work groups to use. Such
standards would also specify the knowledge and skills required by management in
order to prepare an assertion on internal control effectiveness.
Precedent exists for the development of such criteria and standards. The Baldrige
quality model is an example of weighted criteria against which an organization’s ability
to produce quality products and services can be judged. Similar models and criteria
exist to judge safety.
The Baldrige criteria and effective safety frameworks are based on the premise that
quality and safety cannot be “inspected” into an organization.
The Basel Capital Accord on bank safety (Basel II) provides a powerful framework for
assessing governance and the management of risk and control.
The history of the auditing profession would suggest that reliable financial reporting will
not be “audited” into organizations.
A new paradigm is required by the auditing profession.
The PCAOB should significantly revise these draft standards to provide guidance for
managers and work groups to make reliable assertions on internal control effectiveness
and for auditors to form an opinion on the reliability of those assertions.
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2. Should the auditor be prohibited from performing an audit of internal control
over financial reporting without also performing an audit of the financial
statements?
Response: No.
The question should be reversed.
“Should the auditor be prohibited from performing an audit of the financial statements
without first forming a satisfactory opinion on the reliability of management’s assertions
on control effectiveness over financial reporting?”
The answer to the question framed this way is yes. Reliable management assertions on
internal control effectiveness should be a prerequisite for an auditor to proceed with the
audit of financial statements.
An opinion that management’s assertions are not reliable should be considered a
material weakness. An audit of the financial statements should not be undertaken until
management provides reliable assertions on the status of internal control over financial
reporting.
Assessing the reliability of management’s assertions on internal control effectiveness
should be the subject of a separate standard, however forming an opinion on the
reliability of those assertions will likely involve some reperformance of procedures or
substantiation of financial statement amounts.
If the auditor finds management’s assertions on control effectiveness reliable and,
subsequently, during the audit of the financial statements, finds information to
contradict the assertions being relied upon, a material weakness should be declared.
3. Rather than requiring the auditor to also complete an audit of the financial
statements, would an appropriate alternative be to require the auditor to perform
work with regard to the financial statements comparable to that required to
complete the financial statement audit?
Response: No.
Evaluating and testing the basis for and reliability of management’s assessment of
internal control over financial reporting is significantly different than an audit of the
financial statements.
It says little for the concept of internal control over financial reporting and
management’s assertions if professional auditors cannot directly examine internal
control and the quality of management’s assertions without performing an audit of the
financial statements. This does not mean that substantive testing will not be required.
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If the only evidence of the reliability of internal control over financial reporting or
management’s assertions thereon lies in the accuracy of the financial statements, the
notion of any evaluation of internal control should be abandoned.
Question regarding the costs and benefits of internal control:
4. Does the Board's proposed standard give appropriate consideration to how
internal control is implemented in, and how the audit of internal control over
financial reporting should be conducted at, small and medium-sized issuers?
Response: Yes. Management may choose to develop its assertions on internal control
effectiveness over financial reporting in a variety of ways and to rely in its assertions on
various types and levels of internal control to achieve its financial reporting objectives.
The proposed standards recognize the concept that effective control can be achieved in
a variety of ways.
However far better criteria are required to define more definitively what is meant by
effective internal control over financial reporting and the notion of its equifinality.
Pass/Fail approaches to evaluate internal control effectiveness are inappropriate and
do not provide the information required by stakeholders. Imagine if credit ratings were
reduced to Pass/Fail judgments.
COSO 2003 provides a starting point for identifying and categorizing criteria of control,
but both the original and proposed revision to COSO are far too broad to support
detailed analysis, design or assessment of the status of risk and control systems.
A strong argument can be made that COSO 1992 does not meet the Board’s criteria for
a suitable framework for management’s assessment of internal control. Although a
major contribution in 1992, it has not progressed and, unlike Baldrige or the ISO
standards, does not have an improvement framework.
A strong argument in favor of the proposed 2003 COSO is its inclusion of an enterprise
risk framework and a process. This is essential.
Modern assurance practitioners must insist on a rigorous risk assessment as a first
step in the design, evaluation or testing of controls.
In order for management to make reliable assertions on control effectiveness over
financial reporting, they must develop or be provided with tools they can use to design,
evaluate and report on risk and control and these tools must be practical and
understandable.
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It will not be possible to ask management to make reliable assertions on internal control
effectiveness with the tools the profession has provided them with to date. COSO
speaks an auditor’s language, not the language of a manager or work group.
Question regarding the audit of internal control over financial reporting:
5. Should the Board, generally or in this proposed standard, specify the level of
competence and training of the audit personnel that is necessary to perform
specified auditing procedures effectively? For example, it would be inappropriate
for a new, inexperienced auditor to have primary responsibility for conducting
interviews of a company's senior management about possible fraud.
Response: Yes.
Guidance is essential in this area. The knowledge and skill required to competently
evaluate control has increased enormously. The profession has a widespread
reputation for promoting low level control practices and relying on micro control
activities whose worth is dubious in the absence of any evaluation of the underlying
disclosure risk.
It is worth noting that these draft standards proposed by the Board, contain over 1300
references to control(s) and only 76 references to risk(s), a strong indication of their
focus.
Professional audit practices, tools, approaches or skills have not fundamentally
changed in recent years in spite of evidence that old ways of auditing have often failed.
Substantial changes must be made in the body of knowledge, the skills, practices and
technology used by the profession.
Furthermore, it is an appropriate role of the auditing profession, if not the Board, to
suggest the knowledge, methodologies, standards, tools and skills required by
management to make reliable assertions on control effectiveness over financial
reporting.
Ideally, the guidance in these draft standards should be understandable and useful to
managers in making their assertions and not just used by auditors in forming opinions
on management’s assertions.
The very definition of internal control over financial reporting could be dramatically
simplified to refer to anything management or work groups do to manage risks and
achieve reliable external financial reporting.
The auditing profession and management has consistently underrated the knowledge
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and skills required to design, implement, sustain and evaluate cost effective systems of
internal control.
Examples of some of the knowledge required of modern auditors are:
•

COSO 2003 or alternative approach to risk and control design and assessment
such as the ANZ Risk Management Standards.

•

Defining and prioritizing risks and financial disclosure objectives.

•

Using generally accepted risk source models and other techniques to identify
categorize and evaluate risks/threats to financial disclosure for the entire
organization, sub-units, specific accounts and note disclosures and to create
specific disclosure objectives and disclosure risk profiles/risk maps.

•

Critically evaluating and using control models such as COSO and CoCo to
identify, evaluate and optimize the cost of control portfolios.

•

Developing reliable descriptions of residual risk status including concerns,
indicator data, impact information, impediments with respect to internal controls
over financial disclosure.

•

The five major approaches to direct report audits and management selfassessments and business reasons for adopting self-assessment approaches to
risk and control management. (Note that these Draft standards recognize only
one of these five approaches).

•

Barriers and implementation strategies for self-assessment approaches as a
means of obtaining management assertions on risk and control and related risk
acceptance decisions.

•

The evolution of Generally Accepted Control Criteria (“GACC”) including all
major control and quality models.

•

The evolution of Generally Accepted Risk Criteria (“GARC”) including the leading
risk standards and frameworks from around the world.

•

Integrating insurance and risk transfer decisions with risk and control design
analysis and decision-making.

•

Linkages between Basel Committee requirements for financial institutions in the
area of risk and control and the linkages between the 5 stages of enterprise risk
management described in Operational Risk: The Next Frontier study published
by the RMS, ISDA and British Bankers Association and other major approaches
such as COSO 2003..

•

The business case and benefits for enterprise risk management system as a
means of driving, integrating and sustaining ongoing assessments and
evaluations of internal control over financial reporting.

•

Strategies to integrate performance management, risk and control management,
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assurance management and knowledge management with financial reporting.
•

Completing quality assurance reviews (audits) of risk and control analysis
completed by management and work units to evaluate the reliability of
management’s assertions.

•

Basic principles used to develop estimates of the cost of control and the cost of
assurance

Questions regarding evaluation of management's assessment:
6. Is the scope of the audit appropriate in that it requires the auditor to both
evaluate management's assessment and obtain, directly, evidence about whether
internal control over financial reporting is effective?
Response: No.
An auditor’s opinion focused on the reliability of management’s assertions on internal
control effectiveness over financial reporting is required.
Such an opinion would require an evaluation of the scope, processes, tools,
methodologies, participants, and quality procedures in place and used by management
in preparing and supporting their assertions on internal control effectiveness.
Such an opinion would also require some direct examination of evidence of internal
control, but the opinion itself and the focus of the audit evidence would be on the
reliability of management’s assertions and not on opinion on internal control
effectiveness.
Management must be fully responsible for its opinion on internal control effectiveness
and status.
These draft standards do not provide sufficient guidance to allow an auditor to express
such an opinion.
If the existence of effective systems of internal control and the reliability of
management’s assertions over internal control effectiveness cannot be directly
examined and opined on, as opposed to an examination of the results of effective
internal control, then the profession should remove any discussion of internal control
from its standards and focus entirely on substantive verification of account balances
and reliability of note disclosures.
An auditor’s direct evaluation of internal control over financial reporting has been
historically unreliable, will be not be improved by these draft standards, and is not in
any way a substitute for an opinion on management’s assertions on control
effectiveness over financial reporting.
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7. Is it appropriate that the Board has provided criteria that auditors should use
to evaluate the adequacy of management's documentation?
Response: No.
Criteria to evaluate the adequacy of management’s documentation is secondary.
Criteria are needed to evaluate the reliability of management’s assertions on internal
control over financial reporting.
Specifically, criteria are needed to evaluate the scope, processes, tools, methodology,
participants, quality assurance mechanisms management and technology, if any;
management uses to make its assertions on internal control effectiveness.
Standards governing documentation may be a subset of the broader criteria. But the
extent and quality of the documentation is secondary to the content and procedures the
auditor must follow.
Specifically, there is no provision in the draft standards relating to the auditor’s
evaluation of management’s assessments of risk to determine what could prevent
adequate disclosure for financial statement line items, note disclosure or other matters.
For example, what constitutes a sufficient analysis of risks to a reliable external
disclosure as a basis for identifying critical controls that should be tested is not
discussed.
There is no reference to the use of risk models in assessing risk. While the use of
COSO 2003 is encouraged, its flaws when used for more than macro level risk and
control analysis and design at a specific disclosure process level are not recognized in
these draft standards.
Arguably the original 1992 COSO framework does not meet the requirements for a
framework suggested by these draft standards. The 2003 revisions are preferable in
that they still require some risk assessment but they require improvement to be useful
to management.
Only one approach, the process based assessment approach, is suggested in this
standard as a methodology for assessing controls related to financial disclosure. At
least four other assessment approaches are in general use individually or in
combination.
There is little reference to the use of control and risk self-assessment approaches or
guidance on how or where such approaches may be appropriate to evaluate risk and
control in spite of the use of self assessment by many assurance professionals and
many companies.
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Without a rigorous risk assessment, key controls will not be identified, assessed or
documented by management or properly considered by auditors. Nor is it likely that
management will find the control evaluation process credible and valuable.
These draft standards are overwhelmingly focused on imposing controls that the
auditor subjectively believes may be effective. A word count reveals that the word
control(s) appears over 1300 times in the draft standards while the word risk(s) appears
only 76 times.
The draft standards do not provide guidance on what constitutes adequate risk
assessment and only limited guidance on tools, methodologies and approaches to
assess, design and report on control effectiveness.
An opinion on management’s assertion on internal control effectiveness is not possible
without reviewing the quality of managements risk assessment over disclosure.
8. Is it appropriate to state that inadequate documentation is an internal control
deficiency, the severity of which the auditor should evaluate? Or should
inadequate documentation automatically rise to the level of significant deficiency
or material weakness in internal control?
Response: Yes.
The questions posed in #8 are too narrow. The draft standards should deal with far
more than documentation. The draft standards should deal with the content as well as
the amount and quality of the documentation. Ideally the draft standards would also
recognize, if not prescribe, the appropriate use of technology for documentation of
risks, controls and residual risk status.
Management can and must be responsible for defending its assertions on control
effectiveness over financial reporting. In addition to documentation, the auditor should
examine the scope, processes, methodology, approach, participants, and tools,
including technology, used by management in documenting risk, control and residual
risk acceptance decisions.
The reliability of management’s assertions on internal control effectiveness can be
called into question if any of these factors are flawed.
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Questions regarding obtaining an understanding of internal control over financial
reporting:
9. Are the objectives to be achieved by performing walkthroughs sufficient to
require the performance of walkthroughs?
Response: Yes.
Walkthroughs are a minor part of the auditor’s examination and insufficient to form an
opinion either on management’s assertions or on internal control itself.
Another more relevant way of asking the question is “Are the criteria sufficient to
evaluate management’s assertions on internal control effectiveness or to directly verify
internal control effectiveness discernable to an auditor performing a walkthrough of the
company’s significant financial processes?”
The answer to that question is no.
Walkthroughs in the context of these draft standards take place at the transaction or
system level. They may be an appropriate measure where the auditor requires
evidence that processes are functioning as described by management. But they are not
worthy of the attention they receive or the reliance placed on them in these draft
standards.
They are indicative however of the relatively narrow view of internal control implied by
the draft standards.
Many modern criteria based control and quality frameworks weigh leadership,
capability, measurement and commitment far more heavily than the control activities
susceptible to walkthroughs. In fact, some virtually ignore micro level control activities
on the theory that if the broader elements are in place, control activities will follow.
Generally, breakdowns in control activities that would be seen in walkthroughs should
be seen as symptoms of fundamental control issues and not as problems in and of
themselves (e.g. employee failure to comply with a policy may be a symptom of poor
training or a failure of management to make objectives and priorities clear).
What role did failures of transaction based processes play in the fraudulent and
inaccurate financial reporting of the last decade? Little or none in many instances.
It is unlikely that walkthroughs would have detected the root causes of fraudulent
financial reporting and inaccurate financial disclosure that these draft standards attempt
to address.
The root causes of fraudulent financial reporting do not lie at the process or transaction
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level of the organization.
When criteria are developed for the evaluation of internal control over financial
reporting, the usefulness of walkthroughs as an evaluative procedure can be assessed.
The corporate financial reporting failures that led to the formation of the PCAOB will not
be found by walkthroughs.
Walkthroughs might reveal individual process failures or inefficiencies but they will not
look on the right level, on the right things, on the right behaviors or on the right people
to be of significant use to achieve the goal of these draft standards.
The extent of their use should be a matter for practitioner discretion and not a matter for
these draft standards.
Effective Internal control over financial reporting lies in the behavior of the
organization’s leaders and its employees. The quality of the organization’s leadership
and its influence on the behavior of the organization must be considered.
Unreliable financial reporting is essentially a quality problem. The quality movement
has determined that the drivers of quality in manufacturing, like the drivers of quality in
financial reporting, begin far from the factory floor.
10. Is it appropriate to require that the walkthrough be performed by the auditor
himself or herself, rather than allowing the auditor to use walkthrough
procedures performed by management, internal auditors, or others?
Response: No.
It is appropriate for the auditor to query management’s processes for evaluating and
reporting on the effectiveness of internal control over financial reporting.
It is appropriate for the auditor to ask management how they ensure that controls are
operating as described.
If management does not perform a walkthrough of significant processes, or
demonstrate reliable knowledge of the controls in use, a deficiency should be noted
and the reliability of their assertions on internal control effectiveness adjusted
downward by the auditor.
Where management is relying on controls susceptible to verification by walkthrough, it
is reasonable for the auditor to ask for evidence of the walkthrough.
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Question regarding testing operating effectiveness:
11. Is it appropriate to require the auditor to obtain evidence of the effectiveness
of controls for all relevant assertions for all significant accounts and disclosures
every year or may the auditor use some of the audit evidence obtained in
previous years to support his or her current opinion on management's
assessment?
Response: No.
It is management’s job to obtain evidence of the effectiveness of controls annually,
management’s job to determine the most relevant assertions annually and
management’s job to demonstrate annually to the auditor that they have done so and
done so reliably.
It is the auditor’s job to form an opinion on the reliability of management’s assertions.
In the course of forming an opinion on management’s assertions it will be appropriate to
review some of the evidence provided by management to support their assertion.
Accordingly, for the most part, the evidence the auditor will be obtaining to support an
opinion on management’s assertions will be based on the evidence management
provides. Such evidence will consist of the scope, processes, tools, level and quality of
employee involvement, approach used and technology employed as well as information
on risks, controls and residual risk status with respect to achieving the objectives of
reliable financial reporting.
In particular, in evaluating management’s assertions on control effectiveness over
financial reporting, the auditor should pay particular attention to the risk assessment
process undertaken by management to identify and evaluate the risks to accurate
financial reporting.
Questions regarding using the work of management and others:
12. To what extent should the auditor be permitted or required to use the work of
management and others?
Response: The work performed by management and others in forming an opinion on
internal control effectiveness should be the primary source of audit evidence.
The auditor should be required to specifically evaluate the quality and reliability of work
provided by management and others and to assess and report its reliability. In
particular this includes management’s representations on the controls in use and on
residual risk status.
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If the auditor does not find the work performed by management or others to be
complete, accurate or reliable, the auditor should provide an opinion to that effect.
Assessing the reliability of work performed by management and others may include
reperformance of portions of that work.
However, only if and when the auditor cannot rely on the assessment work of
management and others should it be disregarded.
Where the work performed by management and others to form an opinion on internal
control effectiveness is insufficient and unreliable, the deficiency should be remedied
before the auditor proceeds to express an opinion on the financial statements.
These draft standards should provide specific guidance on how to form an opinion on
the reliability of assessment work performed by management and others.
13. Are the three categories of controls and the extent to which the auditor may
rely on the work of others appropriately defined?
Response: No.
The three categories of controls, specifically those that are part of the control
environment, controls over the period end financial reporting process and controls that
have a pervasive effect on the financial statements, if they are truly important, are
exactly the areas where management must make and support its strongest assertions.
These three areas are those in which the auditor must provide the highest level of
assurance over management’s assertions.
If an external auditor cannot rely on management’s assertions in these areas, they
should report a material weakness and not proceed further until the inaccurate or even
fraudulent assertions are remedied.
This places a significant and completely appropriate burden on management to
honestly and competently describe, document and support their assertions in these
areas. It places a significant and completely appropriate burden on the Board and the
profession to provide the necessary standards and criteria to guide management in
preparing and documenting their control effectiveness assertions.
The auditing profession has not demonstrated to date that it is capable of directly and
consistently providing reliable opinions on internal control effectiveness in these areas.
Management letters on control produced by external auditors have been criticized by
our clients all over the world.
These are precisely the areas where investors and all other stakeholders must find
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management’s assertions reliable and where an auditor’s opinion on the reliability of
those assertions will have most value.
This is the area where the PCAOB should be focusing its standard setting activities.
Forming an opinion on management’s assertions will require verification by the auditor
and the extent and nature of the verification will be based to some degree on
professional judgment and will involve some degree of reperformance to test the
reliability of management representations.
But if management cannot or does not provide reliable representation on control
effectiveness, all stakeholders who rely on an auditor’s opinion should be told.
14. Does the proposed standard give appropriate recognition to the work of
internal auditors? If not, does the proposed standard place too much emphasis
and preference on the work of internal auditors or not enough?
Response: No.
These draft standards do not appropriately recognize the role played today by internal
auditors, the role they could play in the future and the value of the work they perform.
Internal auditors are an important part of the internal control framework and the work
they do must be evaluated as part of the audit of management’s assertions on internal
control over financial reporting.
A new and very appropriate role of internal auditors is to evaluate the organizations risk
and control management’s processes. This is one of the new Internal Audit Standards
issued by the Institute of Internal Auditors. If internal auditors are professionally and
technically competent and provide reliable information on the state of internal control
and the reliability of management representation on risk and internal control
management, it should be relied upon to a significant degree.
If the work of internal auditors is found to be unreliable, the external auditor should
report a major deficiency in internal control that is, with certainty, a material weakness.
Failing to assess the quality and competence of the work performed by internal auditors
as a basis for relying on such work is a significant omission in these draft standards.
Internal auditors must be held fully accountable for the quality of their work. That
includes work assessing control directly and work reporting the reliability of
management self-assessments.
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15. Is the flexibility in determining the extent of reperformance of the work of
others appropriate, or should the auditor be specifically required to reperform a
certain level of work (for example, reperform tests of all significant accounts or
reperform every test performed by others that the auditor intends to use)?
Response: No.
Flexibility in determining the extent of reperformance of the work of others is
appropriate.
Reperformance may be efficient, but reperformance is not a substitute for forming an
opinion on the reliability of management’s assertions on internal control effectiveness.
Reperformance should primarily be considered as a means of obtaining assurance
where the highest level of assurance is required. The extent of its use should be at the
discretion of the auditor and not mandatory.
16. Is the requirement for the auditor to obtain the principle evidence, on an
overall basis, through his or her own work the appropriate benchmark for the
amount of work that is required to be performed by the auditor?
Response: No.
Management is responsible for providing the principal evidence to support internal
control effectiveness representations.
The auditor is responsible for obtaining evidence that management’s assertions are
reliable. Evidence for this opinion will primarily lie in an examination of the scope,
tools, procedures, methodologies, approaches, participants and technology employed
by management in arriving at the assertion.
The amount of work to be performed by the auditor should be directly related to the
quality of management’s assertions on internal control effectiveness.
Standards to guide the auditor in the evaluation of management’s assertions are
required and those standards should address the amount of principal evidence on
internal control effectiveness to be obtained by the auditor.
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Questions regarding evaluating results:
17. Will the definitions in the proposed standard of significant deficiency and
material weakness provide for increased consistency in the evaluation of
deficiencies? How can the definitions be improved?
Response: No.
It is safe to assume that every company required to report under Sections 302 and 404
will have, at any given time, a number of deficiencies, many of them significant.
It is also safe to assume that every public company will, over time, have one or more
material weaknesses.
Candid disclosure and correction of significant deficiencies and material weaknesses
will be discouraged by these draft standards.
The quality of a company’s system of internal control over financial reporting and
management’s assertions should be rated and disclosed with reference to criteria.
Investors, regulators and other stakeholders may make their own judgments and act
accordingly.
Similarly, public companies will occasionally experience financial losses or write-offs.
Denying an opinion on financial statements because of a financial loss or write-off
would not be acceptable.
Investors, employees and other stakeholders may come to their own conclusion on
stakeholder risk when given reliable information on the external disclosure processes.
The Baldrige quality model provides for scoring an organizations quality framework
against a set of weighted, predefined criteria. The criteria are regularly updated and
improved.
Bond rating agencies similarly score and publish corporate credit ratings based on
established criteria related to credit worthiness.
Some rating organizations are assigning and publishing corporate governance ratings
for public companies based on defined and disclosed assessment criteria.
The Board and the auditing profession have the opportunity to develop a similar
method for assigning a score or rating on internal control effectiveness.
Such a system, to be credible and rigorous, would require input from the profession and
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from companies. It would allow investors and others to compare companies over time
and across industries.
Defined criteria would be updated regularly. It would make the evaluation of internal
control effectiveness transparent to management, employees, other stakeholders,
auditors and regulators.
18. Do the examples in Appendix D of how to apply these definitions in various
scenarios provide helpful guidance? Are there other specific examples that
commenters could suggest that would provide further interpretive help?
Response: No.
Examples must focus on situations where management’s assertions are determined to
be unreliable.
Examples should also include situations where management has disclosed significant
deficiencies or material weaknesses and proposed remedies or substituted other
procedures to support the reliability of external disclosures.
For years, external auditors have chosen, in their audit of financial statements to
perform substitute substantive testing rather than rely on internal control effectiveness.
Management may wish to do the same if they believe significant deficiencies or
material weaknesses exist.
Internal control effectiveness must be measured against defined criteria and not against
subjective auditor driven opinions of deficiencies and weaknesses.
Examples must include sample of reporting against criteria of risk and control.
19. Is it necessary for the auditor to evaluate the severity of all identified internal
control deficiencies?
Response: No.
It is necessary for management to evaluate the severity of all identified internal control
deficiencies.
It is appropriate for the auditor to review management’s process for doing so as part of
their evaluation of management’s assertions on internal control over financial reporting.
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20. Is it appropriate to require the auditor to communicate all internal control
deficiencies (not just material weaknesses and significant deficiencies) to
management in writing?
Response: Yes.
It is the responsibility of management to report all disclosure risks and internal control
deficiencies (not just material weaknesses and significant deficiencies, however
defined) to the auditor.
It is not intellectually possible for management to form an opinion on internal control
effectiveness over financial reporting without knowing the deficiencies that are being
accepted. Effective control can be defined as an acceptable level of deficiencies related
to external financial disclosure. It stands to reason that they must be known and
assessed to be responsibly considered acceptable by management.
The completeness and detail with which management reports disclosure risks and
internal control deficiencies is a measure of the quality of their assertions on control
effectiveness over financial reporting.
If the auditor finds additional deficiencies not reported by management, they must be
reported to management and management’s process for evaluating control
effectiveness adjusted.
Auditors must take into account any deficiencies they find that were not reported by
management in forming their opinion on the reliability of managements assertion on
control effectiveness.
21. Are the matters that the Board has classified as strong indicators that a
material weakness in internal control exists appropriately classified as such?
Response: Yes.
These indicators would contradict any management assertion that internal control over
financial reporting is effective.
22. Is it appropriate to require the auditors to evaluate the effectiveness of the
audit committee's oversight of the company's external financial reporting and
internal control over financial reporting?
Response: No.
Management should consider the role of the Board during their self-assessment of
internal control over financial reporting. External auditors are hired by the audit
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committee. Reporting on their employer’s competence directly is an inherent conflict of
interest.
Criteria are required to assess the role and reliability of the Board in assessing control
over financial reporting.
23. Will auditors be able to effectively carry out their responsibility to evaluate
the effectiveness of the audit committee's oversight?
Response: No.
It is difficult to believe auditors, appointed by the Board, remunerated by the Board and
evaluated themselves by the Board, could be considered credible in forming an opinion
on the audit committee’s oversight. This section, if it stands, will almost certainly cause
external auditors to give unreliable opinions.
24. If the auditor concludes that ineffective audit committee oversight is a
material weakness, rather than require the auditor to issue an adverse opinion
with regard to the effectiveness of the internal control over financial reporting,
should the standard require the auditor to withdraw from the audit engagement?
Response: Yes.

Questions regarding forming an opinion and reporting:
25. Is it appropriate that the existence of a material weakness would require the
auditor to express an adverse conclusion about the effectiveness of the
company's internal control over financial reporting, consistent with the required
reporting model for management?
Response: No.
Management may disclose a material weakness yet still provide reliable support for
financial disclosures through other means.
If internal control is evaluated against defined criteria and given a score this question
becomes irrelevant. It is possible for a company to be assigned an extremely low score
against a set of defined criteria. Investors, regulators and other stakeholders may be
guided accordingly.
Similarly, it is possible for a company to report huge losses, even to enter bankruptcy,
while conforming to GAAP.
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26. Are there circumstances where a qualified "except for" conclusion would be
appropriate?
Response: No.
Internal control effectiveness should be scored against predefined criteria. Direct
opinions on internal control effectiveness are extremely subjective and have proven to
be of limited value.
27. Do you agree with the position that when the auditor issues a nonstandard
opinion, such as an adverse opinion, that the auditor's opinion should speak
directly to the effectiveness of the internal control over financial reporting rather
than to whether management's assessment is fairly stated?
Response: No, for all the reasons cited in our other responses.

Questions regarding auditor independence:
28. Should the Board provide specific guidance on independence and internal
control-related non-audit services in the context of this proposed standard?
Response: Yes.
29. Are there any specific internal control-related non-audit services the auditor
should be prohibited from providing to an audit client?
Response: Yes.
If the auditor is providing an opinion on management’s assertions on internal control
effectiveness, it is difficult to see how the auditor can be independent if they provide
any internal control-related services or play a significant role in producing any of the
external disclosures including tax provisions, deferred tax balances and many others.
The question might better be “Are there any specific internal control-related non audit
services a client should be permitted to obtain from their auditor?”
Many external auditors play a significant role in determining a client’s tax provision and
interpreting generally accepted accounting principles. This is an inherent conflict.
Many auditors play a significant role advising on interpretation of GAAP or on
appropriate financial disclosure. These roles have an inherent conflict.
Surveys indicate a high percentage of companies (40% to 50%) select control
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assessment software recommended or provided “free” by their auditor. Auditors have a
huge influence on companies internal control frameworks when they recommend
software or propose “best practice” controls or control checklists.
These represent significant inherent conflicts, particularly when providing an opinion on
the reliability of management’s assertions on internal control effectiveness.
Questions regarding auditor's responsibilities with regard to management's
certifications:
30. Are the auditor's differing levels of responsibility as they relate to
management's quarterly certifications versus the annual (fourth quarter)
certification, appropriate?
Response: Yes.

31. Is the scope of the auditor's responsibility for quarterly disclosures about the
internal control over financial reporting appropriate?
Response: Yes.
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Bruce W. McCuaig, B.Comm., CA·CIA, CCSA
Bruce McCuaig joined CARD®decisions in 1995. Prior to joining CARD®decisions Bruce held senior
executive positions with Gulf Canada in Calgary and Toronto and Gulf Oil Corporation in Houston,
Texas. While General Auditor of Gulf Canada Resources in 1987, Bruce implemented the original work
team self-assessment concepts, including development of officer and board level presentations
outlining the benefits of this new approach. He directed the first series of CSA pilots conducted during
the summer of 1987 presented by Tim Leech and Paul Makosz.
Bruce's experience includes extensive audit and financial management in the oil and gas industry,
both upstream and downstream, as well as exposure to the mining and banking sectors.
Since joining the firm in 1995 Bruce has worked with clients around the world training and overseeing
complex, innovative Enterprise Risk & Assurance Management (“ERAM”), Control & Risk Self
Assessment (“CRSA”), and Collaborative Assurance & Risk Design (“CARD® ”) implementation
initiatives in public and private sector clients ranging in size from individual departments to some of the
world’s largest multi-national corporations.
Bruce is an experienced speaker, author and presenter, participating regularly in international
conferences on the subject of control self-assessment and publishing in professional audit and
financial journals.
Some of Bruce's specific experiences and achievements include:
•

General Auditor of Gulf Canada from 1983 to
1988 with responsibility for directing over 80
professional staff.

•

Frequent speaker at IIA Conferences, Control
Assessment Conferences and
Government/Industry Associations.

•

Pioneering the use of a conceptual control
framework for training, assessment and reporting
purposes in Gulf Canada in the fall of 1986.

•

•

Co-authoring a technical response to the
Treadway Commission exposure draft in 1986
outlining the benefits of control self-assessment
and the use of a control model for training and
reporting.

Hands-on experience assisting clients with
complex enterprise risk management and
enterprise risk implementations in large client
organizations.

•

Training and consulting for public and private
sector staff in Canada, the U.S., the U.K.,
Holland, Greece, Australia, New Zealand,
Malaysia, Hong Kong, the Middle East and
Africa.

•

Wrote “The Genesis of CSA”, CSA Sentinel,
May 1997 and “Audit, Assurance and CSA”,
Internal Auditor Magazine, June 1998.

•

Co-authored "CRSA Current State of the Art, Its
Origins and Impacts" published in Control SelfAssessment for Risk Management and Other
Practical Applications published by John Wiley &
Sons.

•

•

Co-authoring two important articles on Gulf's
initial experience with and learnings from the
control self assessment experience: "Is
Everything Under Control? A New Approach to
Corporate Governance", McCuaig/Makosz,
Financial Executive Magazine,
January/February, 1990 and "Ripe for a
Renaissance", McCuaig/Makosz, Internal Auditor
Magazine, December, 1990.
Winner of Internal Auditor Magazine's
Outstanding Contributor Award for 1990.
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Tim J. Leech, FCA·CIA, CCSA, CFE, MBA
Tim J. Leech is the founder and President of CARD®decisions Inc. based in Mississauga, Ontario, Canada.
Previously, Tim was the Managing Director of the Canadian subsidiary of Network Security Management Ltd.,
part of the Hambros Bank group of companies headquartered in London, England. He also served as Director
- Control & Risk Management Services with The Coopers & Lybrand Consulting Group in Toronto after a
varied career with Gulf Canada in Toronto and Calgary. He holds a Master in Business Administration degree
majored in human resources and was elected Fellow of the Institute of Chartered Accountants in recognition of
distinguished service to the profession.
Leech's practice includes enterprise-wide risk and assurance management; Collaborative Assurance & Risk
Design™ (“CARD®”) software development, training and consulting; control and risk self-assessment (“CRSA”)
training and implementation services; specialized litigation support services; business ethics advisory services;
internal audit training and consulting; and control/risk governance consulting services. He has provided
training for public and private sector staff located in Canada, the U.S., the European Community, Australia,
South America, Africa and the Middle and Far East. Leech has received worldwide recognition as a pioneer in
the fields of enterprise risk and assurance management, Collaborative Assurance and Risk Design, and
control and risk self-assessment.
Some of Leech's experiences and achievements include:
•

pioneering and developing a work team driven
approach to control and risk management and
reporting that has been recognized globally as a
leading edge, control and risk management tool;

•

developing Collaborative Assurance and Risk
Design™ training methods and software used by
major organizations around the world. Some of
the organizations that have acquired licences
over the past decade to use CARD® training tools
internally include: BellSouth, British Gas, Shell
U.K., Georgia-Pacific, NatWest Bank, University
of California, CIBC, Mobil, Cabot Corporation,
Ansett Airlines, TD Bank, NorthEast Utilities,
Chiquita Brands, Compart, City of Detroit,
Telephone and Data Systems, Telstra, Western
Mining, Canada Life, and Australian Taxation
Office;

•

numerous T.V. appearances, a national radio
show, and a monthly column on control, ethics,
and fraud related topics;

•

authoring technical papers in response to
exposure drafts of control governance studies in
the U.S., the U.K., and Canada including reports
by the Treadway Commission, COSO, Cadbury,
and CoCo internal control research projects and
the new standards exposure from the IIA;

•

developing technical material for research studies
on CSA/CRSA including the IIA report CSA:
Making the Choice, the IIA research study CSA:
Experience, Current Thinking and Best Practices
and a text published by John Wiley titled "Control
Self-Assessment for Risk Management and Other
Practical Applications";

•

delivery of expert witness services and testimony
during civil and criminal actions related to fraud,
secret commissions, conflict of interest, breach of
contract, and officer/director due diligence;

•

developing training tools that have proven
effective in a wide range of nationalities and
cultures. Training on CARD® methods and tools
is available in English, Spanish, German, Dutch,
French, and Italian through Oxley Fitzpatrick in
the U.K., Rosés Auditores in Spain, and
participating KPMG offices located around the
world;

•

member of the I.I.A. Enterprise Risk & SelfAssessment Advisory Panel and author of the IIA
CCSA practice exam; and

•

primary author and developer of CARD®map
software - the world's first Collaborative
Assurance and Risk Design™ groupware.
CARD®map software is used by major companies
and public sector organizations around the world.
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Dublin, OH 43017
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November 14, 2003

Office of the Secretary
PCAOB
1666 K Street, N.W.
Washington, D. C. 20006-2803
Dear Board Members:
Cardinal Health, Inc. ("Cardinal") respectfully responds to the invitation to comment on Proposed
Auditing Standard-An Audit of Internal Control Over Financial Reporting Performed in Conjunction
With an Audit of Financial Statements ("Document").
Cardinal is a leading provider of products and
services supporting the health-care industry. Cardinal, which is headquartered in Dublin, Ohio, employs
more than 50,000 people on five continents and produces annual revenues of more than $50 billion. We
appreciate this opportunity to provide you with our views on the Document.
As Cardinal is not a public accounting firm, a number of questions were not applicable or it was not
appropriate for Cardinal to respond. As such, Cardinal's responses to select questions are listed below.
The question from the Document is restated in bold type and Cardinal's response follows in normal type.
•

Question 1: "Is it appropriate to refer to the auditor's attestation of management's assessment
of the effectiveness of internal control over financial reporting as an audit of internal control
over financial reporting?"
No, we do not believe that it is appropriate to refer to the work proscribed by the relevant provisions
of the Sarbanes-Oxley Act ("Act") as an audit because it is our belief that in order to do such the rules
are inaccurately interpreting the mandate of the Act. The Act specifically calls for an attestation of
management's assertion, not for an audit of the internal control structure. We believe that the
PCAOB rules should only address what Congress mandated in the Act and not expand upon them.

•

Question 8: "Is it appropriate to state that inadequate documentation is an internal control
deficiency, the severity of which the auditor should evaluate? Or should inadequate
documentation automatically rise to the level of significant deficiency or material weakness in
internal control?"
We believe that it is appropriate to state that inadequate documentation is an internal control
deficiency, the severity of which should be evaluated by the auditor. However, the rules should not
lose sight of the fact that the key objective is to provide investors with assurance that the company
has an effective system of internal controls surrounding financial reporting in place and operating.
Lack of adequate documentation may in fact be just that, while strong controls are in place and
operating effectively.
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•

Question 13 and Question 14: "Are the three categories of controls and the extent to which the
auditor may rely on the work of others appropriately defined?" and "Does the proposed
standard give appropriate recognition to the work of internal auditors? If not, does the
proposed standard place too much emphasis and preference on the work of internal auditors or
not enough?"
Regarding paragraph 104, we strongly disagree with prohibiting the use of the results of testing
performed by a competent and objective intemal audit function in the following areas:
•
•

Controls over the period-end financial reporting process, and
Information technology general controls on which the operating effectiveness of other
controls depend.

Intemal audit functions routinely exhibit complete competence in performing this work and are, in
most cases, not involved in the design and performance of procedures in both of these areas. To
completely discount and disregard the validity of past reliance that the independent auditors have
placed on intemal auditors in financial statement audits is in no way justified. We would concur that
the independent auditor should exercise careful judgment in these areas as to how much reperformance of the internal auditor's work should occur, but to dismiss the value that a competent and
objective internal audit function can contribute in these areas is ungrounded, especially internal audit
functions that are complying with professional standards established by the Institute of Internal
Audit's "Standards for the Professional Practice of Intemal Auditing."
Similarly, the guidance in paragraph 10 that the use of procedures performed by internal audit should
be limited for non-routine and nonsystematic transactions plus areas where the risk of control failure
is high seems unduly restrictive. It would, perhaps, be more reasonable for the standard to require the
independent auditor obtain direct independent evidence in these areas to complement the work done
by the internal auditor. However, to proscribe that in all cases the independent auditor's use of
internal audit's work in these areas be limited is an unmerited diminution of the effectiveness and
reliability of a competent intemal audit function.
•

Question 17: "Will the definitions in the proposed standard of significant deficiency and
material weakness provide for increased consistency in the evaluation of deficiencies?"
While the new definitions may promote consistency, we believe that the new definitions are too
restrictive and may be interpreted as setting unrealistically low thresholds. We believe that the
concept of "remote likelihood" and "more than inconsequential" used to define a significant
deficiency and "remote likelihood" used to define a material weakness set unnecessarily low hurdles
for companies. We believe that lowering the threshold will have unintended and chilling
consequences in the business world and urge the PCAOB to reconsider these definitions before
issuing the final rules. In addition, we would like to see the final rules address the role of mitigating
controls in the text and examples. Finally, we believe that further clarity is required affirming that a
significant deficiency or material weakness is not automatically present in financial processes
involving a large volume of transactions that requires reserve provisions for transactional conflicts
pending further research and negotiation. We believe these situations would typically not be
considered as a significant deficiency or material weakness.

•

Questions 25 and 26: "Is it appropriate that the existence of a material weakness would require
the auditor to express an adverse conclusion about the effectiveness of the company's internal
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control over financial reporting, consistent with the required reporting model for
management?" and "Are there circumstances where a qualified "except for" conclusion would
be appropriate?"
Paragraph 115 of the draft standard essentially states that if the independent auditor determines that
there is a material weakness, then an adverse report must be issued. This requirement, when taken in
combination with the new material weakness definition in paragraph 9 imposes a substantially lower
hurdle that in our view is unrealistic. "Remote likelihood" appears to be an unnecessarily
conservative and somewhat arbitrary restriction for a judgment that will result in an adverse report.
In addition to reconsideration of "remote likelihood," we believe there should be some
reconsideration of a qualified report for isolated or less pervasive material weakness situations,
reserving the adverse report for those circumstances with several material weaknesses and an overall
weak control environment.

•

Other matters:
o

o

Cardinal is a company that will, under current regulations, be required to provide
management certification and auditor attestation in its annual report for the year ended June
30, 2004. As such we are currently working to meet these anticipated requirements. This
process is a significant undertaking and, given the fact that the PCAOB will not even propose
final rules to the SEC until January 2004 and that the SEC will not issue final rules until
sometime thereafter, it seems unrealistic to hold companies to an effective date of 6/15/2004.
We urge the PCAOB to request the SEC to delay the effective date until a later date, to ensure
the appropriate amount of time to get this critical auditing standard right the first time.
We urge the PCAOB to provide guidance or relief in situations where major acquisitions
occur close to a company's fiscal year end. The proposed rules should not hinder how
businesses operate but the magnitude of work involved to evaluate acquired companies
financial reporting internal control structures will hinder management's ability to attest as of
fiscal year end when large acquisitions have been completed in a close proximity to the
acquirer's fiscal year end.

Sincerely,

Richard J. Miller
Chief Financial Officer
CC: John Finn, Audit Committee Chairman
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Caterpillar Inc.
100 N. E. Adams Street
Peoria, Illinois 61629

November 21, 2003

Office of the Secretary
Public Company Accounting Oversight Board
1666 K Street, N.W.
Washington, D.C. 20006-2803
Re: PCAOB Rulemaking Docket Matter No. 008
Ladies and Gentlemen:
Caterpillar Inc. commends the Public Company Accounting Oversight Board (“the
Board”) and its staff for the thorough and expeditious manner in which you have
discharged your responsibilities. Caterpillar would like to thank you for the opportunity
to comment on your proposed auditing standard, An Audit of Internal Control Over
Financial Reporting Performed in Conjunction with an Audit of Financial Statements
(“the proposed standard”).
For more than 75 years, Caterpillar Inc. has been building the world's infrastructure, and
in partnership with Caterpillar dealers, is driving positive and sustainable change on
every continent. A Fortune 100 company, Caterpillar is the world's leading manufacturer
of construction and mining equipment, diesel and natural gas engines and industrial gas
turbines. The company is a technology leader in construction, transportation, mining,
forestry, energy, logistics, electronics, financing and electric power generation.
Over the years, Caterpillar has built a solid reputation as a highly ethical company. We
recognize and take seriously our role in restoring public confidence in Corporate
America, including our responsibility to maintain an effective system of internal controls.
We also acknowledge that the external auditor’s independent oversight role is critically
important to this restoration. Accordingly, we support, in principle, the Board’s goal of
enhancing the effectiveness of internal control over financial reporting. However, we
believe the proposed standard exceeds the intended requirements of Section 404 of the
Sarbanes-Oxley Act (“the Act”) and is insensitive to the cost of compliance for U.S.
companies and audit firms. We believe the proposed standard, as written, sets forth
requirements that create a cost disadvantage and operational disruptions for U.S.
companies versus foreign competitors. In our opinion, the disadvantages to
implementing the proposed standard will far outweigh the benefits to investors in public
companies.
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Please accept our comments to the Board’s specific questions in Attachment I in the
constructive manner in which they are intended. The following summarizes our key
observations and concerns:


Adverse consequences and costs of implementation and on-going compliance with
the proposed standard
We believe the following provisions of the standard will impose significant,
unintended consequences and costs to implement and comply on a continuing basis:
Restricting the auditor’s reliance on the work of management and others -- In our
opinion, paragraphs 103-110 represent the most onerous provisions of the standard
and will cause significant and unnecessary duplication of effort by the external
auditor, internal auditors, and management. We strongly object to the limitations
placed on the external auditor in relying on the work of others. We agree that the
work of others cannot replace the work of the external auditor. However, we believe
the auditor should be allowed to rely on competent, objective internal auditors, and to
a large extent management, similar to the reliance permitted under Statement of
Auditing Standards No. 65 (SAS 65), The Auditor’s Consideration of the Internal
Audit Function in an Audit of Financial Statements. This reliance should not be
limited to the internal auditor’s tests of routine transactions and processes.
We understand the importance of auditor independence from management.
However, the collaborative relationship that often exists between the external
and internal auditors is extremely effective and cost-efficient in providing the
broadest audit coverage and greatest level of assurance to investors. This
collaborative assurance is greatly reduced under the proposed standard.
Furthermore, we believe the scope of the auditor’s work under the proposed standard
exceeds the scope intended in Section 404 of the Act. In our opinion, the scope of the
auditor’s work was intended to be an attestation of management’s assertion of the
process used to evaluate the effectiveness of internal controls; not an audit of internal
controls. Requiring the same level of assurance from both management and the
auditor will unnecessarily require significant and duplicative work.
Prescriptive audit procedures -- We do not believe the proposed standard sufficiently
permits the external auditor to use professional judgment in designing and executing
audit strategies and procedures. For the same reasons the Board concluded internal
control is not “one-size-fits-all,” audit procedures should not be “one-size-fits-all.” It
is our belief the auditor should be allowed the latitude to apply audit strategies and
procedures based on the auditor’s trained and professional judgment, the size and
complexity of the organization, and the competence and objectivity of management.
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We agree that walkthroughs of significant processes, limited rotation of audit
procedures, and year-to-year unpredictability of testing can all be effective audit
procedures and strategies. However, we believe the application of these strategies
and procedures should be the discretion of the auditor based on the numerous and
varied factors affecting management’s assertion regarding the effectiveness of its
internal controls.
Appropriate consideration of well-controlled companies -- We agree with the Board
that an effectively designed internal control framework, must have the five
components of internal control. However, we believe the proposed standard focuses
too narrowly on the auditor’s responsibilities with respect to only two of those
components -- Control Activities and Monitoring. We do not believe the proposed
standard’s restricted use of others’ work and the prescriptive nature of the audit
procedures enable the auditor to consider the Control Environment, Risk Assessment,
and Information and Communication components of the framework in determining
the nature, timing and extent of his/her work.
A strong internal control framework, including proper interaction of the five
components, should enable the auditor to rely on the work of others, rotate audit
focus, and design audit strategies and procedures that are commensurate with the
internal control risk environment.


Evaluating the effectiveness of the audit committee’s oversight of the company’s
external financial reporting and internal control over financial reporting
We agree that an effective audit committee is an important monitoring control and is
essential in maintaining an effective control environment. Accordingly, effective
audit committee oversight is yet another control expected in the overall internal
control framework. Therefore, in our opinion, the specific requirement that the
external auditor evaluate the effectiveness of the audit committee’s oversight of the
company’s external financial reporting and internal control over financial reporting is
unnecessary. Furthermore, because the audit committee is charged with oversight of
the auditor, including their appointment, compensation, and dismissal, this
relationship could preclude the auditor from making an unbiased evaluation.
Additionally, we do not believe it is appropriate for the auditor to evaluate aspects of
the audit committee where there is no measurable criteria (e.g., amount of time the
audit committee devotes to control issues), or require the auditor to evaluate aspects
of the audit committee for which the board of directors has already performed (e.g.,
independence of audit committee members from management, committee’s
compliance with listing standards, whether the committee includes a financial expert).
We believe the audit committee is best evaluated by the board of directors.
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Definitions and reporting of significant deficiency and material weakness in
internal control over financial reporting
Under the proposed standard, a significant deficiency or material weakness can exist
as either a single deficiency or a combination of deficiencies. In our opinion, the
definitions as worded, could guide the auditor to evaluate a single internal control
deficiency as a significant deficiency or material weakness without regard to the
entire internal control framework or other mitigating controls. We urge the Board to
recognize that an effective internal control framework consists of numerous,
interrelated control activities and processes and that a single control is seldom
effective on a standalone basis. Rather, the effectiveness of controls depends on all
five components of the control framework.
Furthermore, we believe the terms “more than inconsequential” and “more than
remote” unreasonably lower the bar, vis-à-vis FAS No. 5, in evaluating whether
control deficiencies represent reportable conditions. In our opinion, terms used in the
definitions in paragraphs 7 through 9 of the standard should be more closely aligned
with FAS No. 5.

*

*

*

*

*

We welcome the opportunity to discuss these issues at your convenience. If you have
questions regarding this letter, please contact Mr. Ali Bahaj at (309) 675-4212.

Sincerely,

Ali M. Bahaj
Vice President
Auditing & Compliance Division
Caterpillar Inc.
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Attachment I
Responses to Specific Questions

Questions regarding an integrated audit of the financial statements and internal control
over financial reporting:
1. Is it appropriate to refer to the auditor’s attestation of management’s assessment of
the effectiveness of internal control over financial reporting as the audit of internal
control over financial reporting?
No, we believe that if Congress intended for the external auditor to perform an
“audit” of internal controls, Section 404(b) of the Sarbanes-Oxley Act (“the Act”)
would have been so written. In our opinion, the scope of the auditor’s work was
intended to be an attestation of management’s assertion of the process used to
evaluate the effectiveness of internal controls; not an audit of internal controls.
Requiring the same level of assurance from both management and the auditor will
unnecessarily require significant and duplicative work.
In its report (Report 107-205) of major provisions of the Act, The Committee on
Banking, Housing and Urban Affairs states that, “In requiring the registered
public accounting firm preparing the audit report to attest to and report on
management’s assessment of internal controls, the Committee does not intend that
the auditor’s evaluation be the subject of a separate engagement or the basis for
increased charges or fees.” Prior to the Board’s issuance of the proposed audit
standard, Financial Executives International reported that, “In this new regulatory
environment, companies will have to add financial staff and pay significantly
higher auditing fees - projected at 20 percent to 200 percent over preEnron/Andersen fees.”
2. Should the auditor be prohibited from performing an audit of internal control over
financial reporting without also performing an audit of the financial statements?
We believe the auditor should perform both an attestation of management’s
assertions regarding internal control and perform the audit of the financial
statements.
3. Rather than requiring the auditor to also complete an audit of the financial
statements, would an appropriate alternative be to require the auditor to perform
work with regard to the financial statements comparable to that required to complete
the financial statement audit?
As stated in the response to question two above, we believe the same auditor
should perform both an attestation of management’s assertions regarding internal
control and perform an audit of the financial statements.
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Question regarding the costs and benefits of internal control:
4. Does the Board’s proposed standard give appropriate consideration to how internal
control is implemented in, and how the audit of internal control over financial
reporting should be conducted at, small and medium-sized issuers?
We appreciate that the Board acknowledges internal control is not “one-size-fitsall,” and, to a great extent, depends on the size and complexity of the company.
However, as evidenced by proposed restrictions placed on the external auditor’s
reliance on management, we do not believe the standard gives appropriate
consideration or importance to a strong control environment (“tone-at-the-top”)
and sophistication and competence of management, including internal audit,
which may be present in larger companies.
Question regarding the audit of internal control over financial reporting:
5. Should the Board, generally or in this proposed standard, specify the level of
competence and training of the audit personnel that is necessary to perform specified
auditing procedures effectively? For example, it would be inappropriate for a new,
inexperienced auditor to have primary responsibility for conducting interviews of a
company’s senior management about possible fraud.
No, we believe that existing attestation and audit standards provide sufficient
guidance in the supervision of audit personnel. We believe that penalties to audit
firms provide sufficient incentive to ensure their personnel possess the necessary
professional competencies and training to conduct attestation engagements.
Questions regarding evaluation of management’s assessment:
6. Is the scope of the audit appropriate in that it requires the auditor to both evaluate
management’s assessment and obtain, directly, evidence about whether internal
control over financial reporting is effective?
No. Please refer to our response to question 1. We do not believe that the auditor
should provide the same level of assurance as management. We believe the
collaborative effort of the external auditor, internal auditor and management
provides investor the broadest, most cost-efficient assurance regarding a
company’s system of internal accounting controls.
7. Is it appropriate that the Board has provided criteria that auditors should use to
evaluate the adequacy of management’s documentation?
We believe the Board has provided an appropriate level of criteria to enable the
auditor to exercise judgment in evaluating the adequacy of management’s
documentation.
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8. Is it appropriate to state that inadequate documentation is an internal control
deficiency, the severity of which the auditor should evaluate? Or should inadequate
documentation automatically rise to the level of significant deficiency or material
weakness in internal control?
We believe the auditor should be permitted to evaluate whether the absence of
documentation represents an internal control deficiency. The absence of internal
control procedural documentation does not alone represent a deficiency that
would lead to misstated financial statements. However, the absence of
management’s evidential documentation that controls are operating effectively,
could call into question the validity of management’s assertion. In our opinion,
neither the absence of procedural documentation nor the absence of evidential
documentation represent de facto evidence those internal controls are non-existent
or ineffective.
We believe the absence of documentation represents a potential internal control
deficiency that the auditor should evaluate to determine whether the severity
warrants elevation to significant deficiency or material weakness.
Questions regarding obtaining an understanding of internal control over financial
reporting:
9. Are the objectives to be achieved by performing walkthroughs sufficient to require the
performance of walkthroughs?
We agree that walkthroughs are an extremely effective and necessary procedure
in identifying and understanding the operation of internal controls in complex
transaction systems. However, we believe the auditor should be permitted to
exercise professional judgment in selecting and designing audit procedures and
testing strategies.
10. Is it appropriate to require that the walkthrough be performed by the auditor himself
or herself, rather than allowing the auditor to use walkthrough procedures performed
by management, internal auditors or others?
We do not believe the external auditor should be precluded from relying on the
results of walkthrough procedures conducted by others, such as a competent
internal audit function or even management. In addition, paragraph 101 of the
standard appears to preclude the year-to-year rotation of audit procedures. We do
not agree that full, detailed walkthrough procedures be conducted annually, if the
auditor is satisfied, through inquiry and validation, that process change controls
and IT general controls over processes and systems are operating effectively.
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Question regarding testing operating effectiveness:
11. Is it appropriate to require the auditor to obtain evidence of the effectiveness of
controls for all relevant assertions for all significant accounts and disclosures every
year or may the auditor use some of the audit evidence obtained in previous years to
support his or her current opinion on management’s assessment?
Again, we believe the auditor should be permitted to exercise professional
judgment in determining the nature, timing and extent of audit procedures. One
factor used by the auditor is the cumulative knowledge and evidence obtained in
previous years.
In addition, we believe an effective internal control framework should include
process change controls. Therefore, we believe evidence of the effectiveness of
controls can be efficiently obtained every year if the auditor is satisfied, through
inquiry and validation testing, that process change controls and IT general
controls over processes and systems are operating effectively.
Questions regarding using the work of management and others:
12. To what extent should the auditor be permitted or required to use the work of
management and others?
We are sensitive to the need for the external auditor to maintain an “arms-length”
relationship with management. However, we believe the Auditor Independence
provisions of Title II of the Act will achieve the desired relationship. We believe
restrictions placed on the external auditor in paragraphs 103–110 are not sensitive
to the public company representative’s concerns voiced at the Board’s July 29
roundtable discussions. In our opinion, paragraphs 103-110 represent the most
onerous provisions of the standard and will cause a significant and unnecessary
duplication of effort.
We understand the work of others should not replace the work of the external
auditor, in whole or in part. Rather, we believe that the external auditor should be
able to attest to management’s assertion on the effectiveness of internal controls
by understanding management’s evaluation process through auditor testing on a
sample basis and through re-performing work conducted by management and
internal auditors on a sample basis.
Furthermore, internal auditors performing their work in accordance with the
Institute of Internal Auditors’ Standards for the Professional Practice of Internal
Auditing should be relied upon, by the external auditor, to conduct their work
with competence and objectivity. Of course, we recognize the external auditor
will be required to re-perform certain work of internal audit to develop a basis on
which to judge the internal auditors’ competence and objectivity.
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13. Are the three categories of controls and the extent to which the auditor may rely on
the work of others appropriately defined?
We believe the three categories outlined by the Board are appropriate. However,
as stated in our cover letter and in our response to question 12 above, we believe
paragraphs 104-106 of the Standard unnecessarily restrict the external auditor’s
use of others’ work.
We believe the external auditor, subject to his/her professional judgment and
direction, should be able to use the results of controls testing performed by
internal auditors, and to a large extent, by management. For example, we believe
internal audit can competently and objectively carry out audit tests of those areas
specifically restricted by the standard including: fraud controls, controls over
period-end financial reporting, IT general controls, walkthroughs, significant nonroutine and non-systematic transactions, and controls over significant accounts
where the external auditor has assessed the risk of failure as high.
14. Does the proposed standard give appropriate recognition to the work of internal
auditors? If not, does the proposed standard place too much emphasis and
preference on the work of internal auditors or not enough?
As stated in our cover letter and in responses to questions 12 and 13 above, we do
not believe the standard permits enough reliance on the work performed by
internal auditors and creates unnecessary duplication of work between the internal
and external auditors.
Furthermore, the monitoring component of an effective internal framework should
include an internal audit function. If, through adequate re-performance of a
sample of their work, the external auditor has judged the internal auditors to be
competent and objective, then the external auditor should be permitted to use the
work of internal auditors.
15. Is the flexibility in determining the extent of reperformance of the work of others
appropriate, or should the auditor be specifically required to reperform a certain
level of work (for example, reperform tests of all significant accounts or reperform
every test performed by others that the auditor intends to use)?
We agree the auditor should have the flexibility in determining the extent of
reperformance of the work of others. However, consistent with our responses to
questions 10-14, we believe the Standard does not permit the auditor enough
latitude in applying professional judgment to the design and execution of audit
procedures. We believe Congress did not intend for compliance with the Act to
increase audit fees. Therefore, we believe the Standard should allow for more
flexibility in reperformance.
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16. Is the requirement for the auditor to obtain the principle evidence, on an overall
basis, through his or her own work the appropriate benchmark for the amount of
work that is required to be performed by the auditor?
Again, the auditor should be permitted to exercise professional judgment in
determining the evidence necessary to attest to management’s assertion on the
effectiveness of internal controls. It is the auditor’s responsibility to evaluate the
credibility of the evidence obtained. If this concept remains in the final standard,
“principle evidence” should be better defined.
Questions regarding evaluating results:
17. Will the definitions in the proposed standard of significant deficiency and material
weakness provide for increased consistency in the evaluation of deficiencies? How
can the definitions be improved?
We believe that definitions are necessary. However, we believe the terms “more
than remote likelihood” and “more than inconsequential in amount” significantly
lower the bar for determining when and internal control deficiency is considered
significant vis-à-vis existing authoritative literature – FAS 5. We see no reason
for the proposed standard definitions to differ from FAS 5. Again, we believe the
auditor should use professional judgment in determining whether an internal
control deficiency is a reportable condition.
18. Do the examples in Appendix D of how to apply these definitions in various scenarios
provide helpful guidance? Are there other specific examples that commenters could
suggest that would provide further interpretive help?
We agree the examples in Appendix D are helpful in applying the definitions of
material weakness and significant deficiency. However, the examples do not
demonstrate how other components of the internal control framework could help
to mitigate weaknesses in control activities or minimize the likelihood of
significant deficiencies or material weaknesses.
19. Is it necessary for the auditor to evaluate the severity of all identified internal control
deficiencies?
Yes, it is essential the auditor evaluate the severity of all identified internal
control deficiencies. However, deficiencies should not be evaluated as a
standalone control but rather in the context of all five components of the control
framework and in relation to company-level controls and mitigating controls.
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20. Is it appropriate to require the auditor to communicate all internal control
deficiencies (not just material weaknesses and significant deficiencies) to
management in writing?
Currently, our external auditor reports internal control weaknesses noted while
conducting the financial statement audit. We believe it is appropriate for the
auditor to report internal control deficiencies that warrant the attention of
management. However, we believe it is unnecessary for the auditor to report
internal control deficiencies that management is already aware of or is addressing
via remedial actions.
21. Are the matters that the Board has classified as strong indicators that a material
weakness in internal control exists appropriately classified as such?
We agree that most of the matters identified by the Board represent strong
indicators, but not represent de facto evidence, that a potential material weakness
in internal control may exist.
22. Is it appropriate to require the auditors to evaluate the effectiveness of the audit
committee’s oversight of the company’s external financial reporting and internal
control over financial reporting?
We agree that an effective audit committee is an important monitoring control and
is essential in maintaining an effective control environment. Accordingly,
effective audit committee oversight is yet another control expected in the overall
internal control framework. Therefore, in our opinion, the specific requirement
that the external auditor evaluate the effectiveness of the audit committee’s
oversight of the company’s external financial reporting and internal control over
financial reporting is unnecessary.
In addition, we believe this provision could be construed a conflict of interest for
the auditor. Because the audit committee is charged with oversight of the auditor,
including appointment, dismissal and compensation, this conflicting interest could
bias the external auditor’s evaluation of the audit committee.
In addition, we believe the criteria, outlined in paragraph 57 of the standard,
against which the external auditor is expected to evaluate the audit committee, are
either immeasurable or already performed by the board of directors.
We believe the audit committee is best evaluated by the board of directors.
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23. Will auditors be able to effectively carry out their responsibility to evaluate the
effectiveness of the audit committee’s oversight?
No. Please refer to our response to question 22. In addition, audit committee
members’ expertise and background is varied and broad generally well exceeding
that of the auditor. Accordingly, the auditor would only be able to evaluate the
audit committee on an incomplete set of criteria.
24. If the auditor concludes that ineffective audit committee oversight is a material
weakness, rather than require the auditor to issue an adverse opinion with regard to
the effectiveness of the internal control over financial reporting, should the standard
require the auditor to withdraw from the audit engagement?
No. Please refer to our response to question 23. We do not believe the auditor is
in a position to objectively evaluate the audit committee.
If the requirement of the auditor to evaluate the effectiveness of the audit
committee survives the final standard, we believe the decision whether to
withdrawal from the engagement should be at the auditor’s discretion.
Furthermore, we believe it is inappropriate to presuppose the severity of
ineffective audit committee oversight as warranting withdrawal from an
engagement vis-à-vis other material weaknesses.
Questions regarding forming an opinion and reporting:
25. Is it appropriate that the existence of a material weakness would require the auditor
to express an adverse conclusion about the effectiveness of the company’s internal
control over financial reporting, consistent with the required reporting model for
management?
Yes, we believe it is appropriate for the auditor to express an adverse opinion on
the effectiveness of the company’s internal controls if a material weakness exists.
However, this conclusion is only appropriate if the auditor is not satisfied that
other controls within the five components of the control framework have not
effectively mitigated the weakness. In addition, an adverse opinion is
inappropriate if management remedies the weakness before the date of
management’s assertion.
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26. Are there circumstances where a qualified “except for” conclusion would be
appropriate?
Yes. For example, we believe that outsourcing a significant service or a material
acquisition, particularly a non-U.S. company, in the fourth quarter would not
allow sufficient time for management to assess, and the auditor to attest, as to the
internal controls of the acquired company. In these examples, a qualified opinion
would be appropriate.
27. Do you agree with the position that when the auditor issues a non-standard opinion,
such as an adverse opinion, that the auditor’s opinion should speak directly to the
effectiveness of the internal control over financial reporting rather than to whether
management’s assessment is fairly stated?
If the auditor concurs with management, we believe the auditor’s report should
refer to whether management’s assessment is fairly stated. If however, the auditor
does not concur with management, then the auditor’s opinion should speak
directly to the effectiveness of internal control over financial reporting.
Questions regarding auditor independence:
28. Should the Board provide specific guidance on independence and internal controlrelated non-audit services in the context of this proposed standard?
Yes, additional guidance may be helpful.
29. Are there any specific internal control-related non-audit services the auditor should
be prohibited from providing to an audit client?
We believe the external auditor should be prohibited from designing and
implementing internal controls that have a significant impact over financial
reporting.
Questions regarding auditor’s responsibilities with regard to management’s
certifications:
30. Are the auditor’s differing levels of responsibility as they relate to management’s
quarterly certifications versus the annual (fourth quarter) certification, appropriate?
Yes, we believe the limited scope the auditor’s responsibility related to
management’s quarterly certifications are appropriate. However, we believe the
scope of the auditor’s work should be limited to inquiry of management and
review of internal audit reports. We do not believe it is practicable for the auditor
to observe whether significant changes in internal control have occurred over
significant accounts each quarter.
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31. Is the scope of the auditor’s responsibility for quarterly disclosures about the internal
control over financial reporting appropriate?
Please refer to our response to question 30 above. We believe the scope of the
auditor’s quarterly procedures should be limited to inquiry.
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November 24, 2003

Office of the Secretary
Public Company Accounting Oversight Board
1666 K Street, N.W.
Washington, D.C. 20006—2803
Dear Sir or Madam:

Reference: PCAOB Rulemaking Docket Matter No. 008
By way of reference, I am the Controller of a New York Stock Exchange and Fortune
1000 company in the primary business of manufacturing non-durable consumer products.
We operate at 29 locations within sixteen states and with separate corporate headquarters.
We sell to retailers throughout the United States. We generally compete with companies
who are privately owned.
In response to PCAOB Rulemaking Docket Matter No. 8—PROPOSED AUDITING
STANDARD—AN AUDIT OF INTERNAL CONTROL OVER FINANCIAL
REPORTING PERFORMED IN CONJUNCTION WITH AN AUDIT OF FINANCIAL
STATEMENTS (the “Proposed Rules”), we offer the following comments:
Question 4—Does the Board’s proposed standard give appropriate consideration to
how internal control is implemented in, and how the audit of internal control over
financial reporting should be conducted at, small and medium-size d issuers?
Response: Although within the Proposed Rules the Board acknowledges the facts that
“internal control is not ‘one- size- fits-all‘”, and that “the Board expects that the auditor
will exercise reasonable professional judgement in determining the extent of the audit of
internal control and perform only those tests that are necessary to ascertain the
effectiveness of the company’s internal control,” the Proposed Rules appear to ignore
these statements. The Proposed Rules mandate the scope and level of review regardless
of the characteristics of an issuer. Specifically, Question 5 asks whether the Board
should specify the level of competence and training necessary to perform specified
auditing procedures effectively. This question assumes a standard can be created that
applies to audit procedures of all types of issuers. We submit that since auditing
procedures must be tailored to the characteristics of each issuer, no standard could be
developed that would have satisfactory universal application. Compliance and training
must be the responsibility of, and be subject to [the discretion of], the auditing firm and
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should not be dictated by rule. In addition, Question 11, asks “ Is it appropriate to require
the auditor to obtain evidence of the effectiveness of controls for all relevant assertions
for all significant accounts and disclosures every year or may the auditor use some of the
audit evidence obtained in previous years to support his or her current opinion on
management’s assessment?” You appear to answer your own question in a previous
paragraph when you state “However, each year’s audit must stand on its own. Therefore
the auditor must obtain evidence of the effectiveness of controls for all relevant assertions
for all significant accounts and disclosures every year.” Again, this appears to eliminate
any judgment the auditing firm may have on where to spend its resources to achieve the
overall goal of reporting on internal controls. In our view, the auditor should be able to
determine the nature and extent of testing based upon its assessment of risks and
costs/benefits. Further, it is our opinion that developing a “cookie cutter” approach to
auditing internal accounting controls, where procedures, timing and materiality are
specified by rulemaking bodies, will result in a false sense of security and will carry a
much higher cost. In the event a rule dictates a de novo review of an issuer’s controls,
issuers will pay for audit work that is not necessary with respect to previously accepted
controls.
Question 12—To what extent should the auditor be permitted or required to use the
work of management and others?
Question 13—Are the three categories of controls and the extent to which the
auditor may rely on the work of others appropriately defined?
Question 14—Does the proposed standard give appropriate recognition to the work
of internal auditors? If not, does the proposed standard place too much emphasis
and preference on the work of internal auditors or not enough?
Question 15—Is the flexibility in determining the extent of reperformance of the
work of others appropriate, or should the auditor be specifically required to
reperform a certain level of work (for example, reperform tests of all significant
accounts or reperform every test performed by others that the auditor intends to
use)?
Question 16—Is the requirement for the auditor to obtain the principle evidence, on
an overall basis, through his or her own work the appropriate benchmark for the
amount of work that is required to be performed by the auditor?
Response—In our opinion, the answer should depend upon the judgment and work of the
auditor and should not be specified by rulemaking bodies. The profession already has
guidance as to when it is appropriate, and not appropriate, to rely upon the work of
internal auditors. Specifically, in our own case, we have engaged an independent Big
Four auditing firm to perfo rm internal audit work. This firm operates under the direction
of the Audit Committee and the Controller. If our auditors cannot use the work
performed by our internal audit firm in any significant way, we would have to reconsider
whether an internal aud it function so designed had any benefit compared to the costs. In
our view, eliminating or reducing the internal audit function would clearly be a step
backward.
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Question 22—Is it appropriate to require the auditors to evaluate the effectiveness
of the audit committee’s oversight of the company’s external financial reporting and
internal control over financial reporting?
Response - It is our opinion that the Proposed Rules will require the auditor to evaluate
aspects of the audit committee for which there is no objective and measurable criteria
(process used and time spent on internal control and financial reporting issues) and will
require the auditor to evaluate aspects of the audit committee which the board of
directors, with the assistance of the company’s legal counsel, ha s already performed
(independence of the audit committee members, financial experts, etc). In addition, it is
our opinion that the requirement appears to expand the definition of internal control over
financial reporting and the criteria established in “Internal Control – Integrated
Framework” issued by The Committee of Sponsoring Organizations of the Treadway
Commission. It appears that the Proposed Rules would make the auditor ultimately
responsible for audit committee functions, internal controls and financial reporting. The
proposed rules turn corporate governance on its head. Directors and officers are
ultimately responsible for a corporation’s management and financial reporting. The
proposed rules alter this responsibility by mandating the audit scope, unduly limiting the
use of audit work performed by others, and making auditors the ultimate evaluator of
director performance.
Other issues—
Timing of Standards. Based upon the current timetable, it appears that a final
standard will not be available until at least March 2004. If this is the case, it will be
unlikely that our auditors can evaluate the final standards, develop a testing program and
complete all tests at, as currently specified, all 29 locatio ns prior to our fiscal year end. It
is a significant, unanswered question as to whether resources exist currently in order to
discharge these tasks in the time allotted. We are very concerned that this requirement
will place an undue burden and cost upon our management and auditors that will
ultimately be borne by our shareholders. Further, our auditor and management will be
focused on the Board’s final rules and their application at a time when focusing on the
actual audit should be the primary concern. We believe the rules should apply to the first
fiscal year following adoption unless the rules are adopted less than six months prior to
the start of a fiscal year. In such a case, the rules should not apply until the next
subsequent fiscal year.
Cost of Compliance. Although we concur with the goals of the Proposed Rules
(improved internal controls and financial reporting), we are very concerned about the
costs associated with these goals and the cost/benefit relationship. Our goal has always
been to develop and maintain an internal control environment to ensure our financial
statements are not only in accordance with generally accepted accounting principles, but
is prepared using the most appropriate accounting principles. We have been on the
forefront in stressing ethics in all behaviors and in fostering a control environment
focussed on “doing the right thing” no matter what the impact on “reported earnings”.
However, it is our opinion that if the Proposed Rules are issued in their current form, our
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cost of compliance will increase dramatically. We are not in a position to routinely raise
prices to cover the incremental costs. Further, because many of our competitors are
privately held companies who will not be subject to these incremental costs, we will not
be able to remain competitive. Accordingly, it is our opinion that we may be forced to
take what may be considered drastic actions in order to reduce our costs. Such steps will
reduce costs but they will only negatively impact the quality of our operations and
management.
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One Cedar Point Drive

..a"l
...11

Sandusky, Ohio 44870- 5259
(419) 627- 2295
(419) 627- 2377 (ax

Bruce A. Jackson

Corporate Vice President, Finance
Chief Financial Officer

February 17 , 2004

Public Company Accounting Oversight Board
1666 K Street, NW
Washington , DC 20006- 2803
Dear Sirs:

I am the Chief Financial Offcer of a NYSE listed company wich reveDues of approximately
just were told by our auditors , PricewaterhouseCoopers , that they expect
our audit fee to
triple in 2004 because of the costs associated with Section 404 compliance.
The key issue seems to be that the proposed rules do not permit auditors to use judgment or
materiality considerations to focus their auditing procedures on areas of greater intem.
control risk. Further , they say that your rules wil require them to do the work required to
issue an opinion on our internal control systems , rather than an opinion on
our view and
testing of our internal control systems , which I believe w s jnt ended by Congress.
$510 milion. We

Our company has a long history of outstanding internal (xmtrois

rid no mateIial errors
adjustments or fTaud have occurred in my 15 years here as CFO. Therefore , I cannot
understand how you could be writing rules that would require my auditors , and my staff, to
spend twice as much time examining our internal controls as they do examining the
company s financial statements. What sense does it make for regulators to require more than
two- thirds of our effort to be spent on perhaps 5% of the value that auditors deliver to
shareholders?

I hope you understand and carefully consider the consequences of your rule-making on
companies such as ours. We canot afford to throw hundreds of thousands of doI1ars away
for a huge project which has little or no value to our shareholders , just because a few large
companies made some il-advised financial reportip.gdecisions a couple of years ago. The
rules must give auditors the ability to assess risk in planning their work , and to focus their
efforts only on areas or controls which could have a material effect on the company
financial statements. Further , the auditors ' scope of report should address only their review
of our review and testing of internal controls , and not be expanded beyond the level of work
called for in Sarbanes- Oxley. Otherwise , the waste of time and money wil be astronomical
without shareholders receiving any substantial benefit.
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COMMENTS ON THE PROPOSED AUDITING STANDARD
AN AUDIT OF INTERNAL CONTROLS OVER FINANCIAL REPORTING

General Comments
This is a powerful document that should do much to deter, as well as detect the frauds
and related behaviors that have been so costly to investors and have weakened confidence
in the securities markets. Its strength is that it is comprehensive and definitive, and that it
adds important new control features such as walkthroughs, Audit Committee oversight
and attention to fraud controls.
The critical specific comments that follow are intended to improve an already strong
document.

Framework Used by Management
Para_aoh 14 and Appendix A illustrative reports
COSO and professional standards make it clear that financial reporting controls do not
prevent or detect indirect effects on the financial statements of violations of laws and
regulations or problematic operating controls. They also place limitations on the inclusion
in financial reporting controls of those controls that are related to the acquisition, use and
disposition of assets. The audit report should make these limitations clear to the public.

Reasonable Assurance
Paragravhs 16 and 18
Existing auditing standards do not state that "reasonable assurance" means "a high level
of assurance". SEC Release 33-8238 does not define that term. Heretofore, the term
"reasonable assurance" has been open to interpretation and a high level of assurance may
not have always been sought, much less achieved.
Because management is not bound by this auditing standard, management might apply a
lesser standard than "high". This potential problem should be dealt with by stating clearly
that auditors will not affirm management's assessment of internal control effectiveness
unless the auditor has a "a high level of assurance" that controls are effective.
Paragraph 153(h) and Appendix A illustrative re!?,0,
.rts,
The scope paragraph should use the words "a high level of assurance" rather than
"reasonable assurance".
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2
Fraud Considerations in an Audit of Internal Control
Paragraphs 24 _rough 26
This standardshould forge a stronger link to the fraud standards in AU 316 (or preferably
SAS 99). This is needed because the fraud standard discusses control risks and those risks
should be addressed early on in the audit of internal control. A minimum step would be to
state that attention to the fraud risk factors mentioned might help to identify the controls
to be tested and that high levels of fraud risk should increase the extent of controls
testing.
It would be helpful to reference SAS 99, paragraphs 51 through 67.

Management Fraud
A separate section of the standard should deal with the internal control issues related to
this pervasive cause of the financial statement restatements of recent years. Low level
fraud or erroris not the reason the Sarbanes Oxley Act was passed.
Under certain circumstances the auditor should intensify the auditing of controls related
to the prevention or detection of management fraud and should exercise a heightened
degree of professional skepticism. If the auditor has a high level of concern about
management behavior, the auditor should consider whether and how to use forensic
techniques to uncover management fraud.
The following are some of those circumstances:
• Weaknesses in Paragraph 24 controls point toward management
• Walkthrough discussions with company personnel have identified concerns about
management, or find that control personnel are vulnerable to manipulation.
• There are unexplained discrepancies in the accounting records, unexplained
conflicting or missing evidential matter, or serious problematic relationships between
the auditor and management
• Unauthorized transactions involving management have occurred
• The auditor has concerns, even concerns that are intuitive, about management bias,
integrity or ethics,

Authorization of Transactions
A separate section of the standard should deal with control issues related to authorization
of transactions. Proper authorization of receipts and expenditures and detection of
unauthorized acquisition, use and disposition of assets are imbedded in the definition of
internal control.
The standard should require the auditor to consider the levels of authority appropriate for
the authorization of the various types of transactions, the circumstances in which explicit
authorization should be required, and the need for documentation of explicit approvals.
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Examples of areas where effective authorization controls are especiallyimportant
should be cited. Those include generalledgerentries,transactionsinvolvingmanagement
or management compensation, changes in sales or loan terms, speculative derivative
transactions, transactions subject to 8K reporting, and changes in computer systems.

Foreign Operations
i

Par_aph

39 or elsewhere

Mention should be made of the fact that the personnel of business units located omside
the United States may sometimes lack comparable ethical standards and knowledge of
US accomlting standards, and therefore control risks are likely to be higher. The control
and accounting requirements of the Foreign Corrupt Practices Act have not eliminated
these higher risks.

Risk Assessment
para_avh 50. 102or elsew_h._
More should be said about how:
,
,
,

The auditor should use management's risk assessment
The auditor should pursue his or her own observations about risk
The level of risk should affect the selection of controls to be tested and the extent of
testing.

There is specific guidance on identifying controls to be tested in the proposed standard.
This may incorporate risk-based judgments by the draymen of the proposed standard.
But, the auditor _sjudgment of risk should be another important determinant of the
controls to be tested, and risk should always be considered in deciding on the extent of
testing.
If risk of misstatement is a concern and control effectiveness is to be judged solely on the
basis of tests of transactions, some additional guidance on the extent of testing should be
included in the standard. When testing repetitive processing of transactions, the auditor
should be required to ,sample at least enough transactions to detect, with a high level of
confidence: one error if there are any errors in the process.

AuditCommittee Effectiveness
Paragraph
56
The nature
andextent
oftherelationship
betweentheauditor
andtheAuditCommittee
enables
theauditor
toidentify
some oftheconditions
thatindicate
significant
control
deficiencies,
butdoesnotpermit
an affirmative
conclusion
aboutoversight
effectiveness.
Thislimitation
shouldbemore clearly
stated.
Itisalsonecessary
tostate
thatthe
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auditor's responsibility to investors and other users of audit reports is paramount, and
that functional responsibility to the Audit Committee should not interfere with nor limit
the auditor's evaluation of conditions that indicate the possibility of significant control
deficiencies.
Paragxaph 57
The following should be added to or integrated with the bullets in the proposed standard:
• Level of involvement with the fraud controls mentioned in Paragraph 24,
especially those that the Sarbanes Oxley Act and listing standards make the Audit
Committee's direct responsibility, e.g. handling complaints.
• Level of eoneem with the scope of audits, and the degree of follow-up on the
findings and recommendations of the auditors.
• Responsiveness to issues raised by the auditors, including those required by
auditing standards to be communicated to the Audit Committee
• Level of involvement in accounting for complex transactions and in reviewing
related party transactions.
• Competence of Audit Committee members, i.e. all members should be at least
"financially literate" as defined by the 1999 Blue Ribbon Committee and one or
more members should qualify as an "audit committee financial expert" as defined
by SEC rule.
P_agraph 58
While laudable in its objective, this paragraph is not sufficiently operational in its present
form. More should be said about how Audit Committee members' actions indicate lack of
independence. And, what is said about the process of selecting members should be
modified. The comments on the process are true, but the examples suggest processes that
may not always be good indicators of independence. Qualifying words are needed. Also,
"friends" should be replaced by a broader statement, such as the one in the third sentence
of the following paragraph.
Listing standards establish a number of rules for independence, but otherwise give the
Board of Directors the responsibility for making the independence determination. If the
rules are not observed, that alone may indicate a lack of independence. Not addressed by
the rules are the economic and interpersonal relations between company officers and
directors unconnected with their company roles that can compromise independence.
Auditors may learn of these relationships and should take them into account in evaluating
the independence of Audit Committee members. But these relationships, without other
evidence, are not ordinarily sufficient to conclude that there is a lack of independence.
Actions of the Committee can reinforce concerns about relationships. Or, actions alone
may be sufficient to conclude that there is a lack of independence. Auditors may observe
that members are unduly deferential to management, and auditors are often in position to
observe Audit Committee members' reactions and follow up when issues involving
management arise. Especially significant is lack of concern and follow up by members to
those issues where the CEO or CFO may obtain an actual or potential economic benefit
and there is a hint of bias or of questionable ethics or integrity.
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Param_ph59
Significant deficiencies shouldbe communicatedin writing to the full Boardof Directors,

Information Technology and its Effect on Internal Control
Para_
_m'avh70 and elsewhere
Paragraphs16 through 20 of AU 319 referencedin paragraph70 describesome of the
risks and otherchallenges an auditorfaces in a computerenvironment.But these AU 319
paragraphs are not very helpful. Guidance elsewhere in the proposedstandardindicates
the importanceof general controls, but doesn't deal with other control issues. Paragraph
107 appears to overstatethe reliance that may be placed on general controls. Additional
referencesshould be made to AU 319.30 through .32, AU 319.68 and.69, AU 319.77
through 79, and AU 319.110.9. These paragraphsprovide a better picture of the
important control issues and what the auditormight do.
Because of the critical and overarchingimportance of IT controls in many companies, the
auditor should seek to obtain a high of confidence in the design and operation of
computercontrols. These should normally include accounting related application controls
as well as general controls. The standardshould requirethe use of computer auditing
techniques in most situations and, when complex systems are encountered,the use of
experienced IT auditors to make the controls evaluation

Performing Walkthroughs and Related Documentation Requirements
.Paragraphs
79 through83. and Para_avh 145 andelsewhere
The fbllowing ideas for improvementshould be addressed:
• In following the process flow the auditorwill encounter computer processing.In
orderto understandthe flow it maybe necessary to reprocessthe documentsthat the
auditoris using in the walkthroughsthrough the computer system.
• In tracing events, the auditor will need to understandhow events that should lead to
accounting are firstidentified, and whether that identification is timely.
• The potential for collusion, falsified documentation and controls overridemakes
management fraud and unauthorized acts the most difficult controlproblemfacing the
auditor.Questioning company controlpersonnel is an audit tool that should not be
neglected. The questions in Paragraph81 that the auditormay ask should also include
whether control personnel think the controls they administerare effective, whether
they have everquestioned the authenticity of documents and approvals, and whether
they have everbeen asked to overlook a control violation. This kind of questioning
can be a very effective test and can help the auditor to identify management fraud. If
these questions are included in the standard,auditors will be more inclinedto ask
them and potential management objections to the questioning will be muted.
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•

In tracing events and transactions auditors may find that there are insufficient
accounting controls in one or more areas. In which case, auditors should explore
whether adequate control is established by operating or compliance controls. But, in
so doing the auditor should keep in mind that these controls may operate less
stringently than accounting controls. In these situations the auditor should be alert to
the possibility that operating personnel may be involved in collusion and/or creation
of false documentation.
• Walkthroughs will expose the auditor to the economics of the business and provide an
opportunity to determine or help to determine the substance of transactions
• The walkthroughs of processes are essentially systems evaluations and systems can
be complex. Some companies will use computer-assisted techniques to document
transaction flows, control points and related controls, and the control improvements
needed. Others may use manually prepared flow charts with similar information noted
on them. The auditor may find this documentation useful as a starting point for the
audit. Other companies will rely on narrative descriptions that may not be satisfactory
when systems are complex. The auditor should be prepared to utilize advanced
documentation techniques that show (a) the control points, control objectives and
related risks, Co)the controls in place and the tests made, and (c) the timings on
effectiveness.

Signing the Auditor's Report
One member of the PCAOB suggested that the audit partner and the concurring partner
sign the audit report. This would strengthen the sense of responsibility of those who make
the ultimate decisions on how to apply this standard. It would also help to focus legal
liability for a false report. This suggestion should be adopted by PCAOB.

Donald H. Chapin, CPA
October 31, 2003
Contact information
FAX: .,D,
onChavin(_,woridnet.att.net
Phone: 914-921-9003 until November 17
239-593-8533 after November 19
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November 12, 2003

Office of the Secretary
PCAOB
1666 K Street, N.W.
Washington, DC 2006-2803
Re:

PCAOB Rulemaking Docket Matter No. 008

To the Public Company Accounting Oversight Board:
We are pleased to present our comments on Proposed Auditing Standard – An Audit of
Internal Control Over Financial Reporting Performed in Conjunction With an Audit of
Financial Statements.
Summary of Our Comments:
While we generally agree with most of the proposed standard, we take exception to the
inference of “limited reliance” on internal audit for the internal control audit. This seems
to be inconsistent with existing auditing literature, which provides for considerable
reliance on internal audit for financial statement audits. We believe these elements will
drive up the cost of the internal control audit, putting a substantial burden on mediumsized companies such as ours. Furthermore, we think that there is terminology in the
proposed statement that needs clearer definition, and examples. Our detail comments
follow.
Questions regarding an integrated audit of the financial statements and internal
control over financial reporting:
1.

Is it appropriate to refer to the auditor's attestation of management's
assessment of the effectiveness of internal control over financial reporting
as the audit of internal control over financial reporting?
Yes.

2.

Should the auditor be prohibited from performing an audit of internal
control over financial reporting without also performing an audit of the
financial statements?
Yes. Given the fact the two audits are integrated with each other, there is no other
practical way to perform the internal control audit.

3.

Rather than requiring the auditor to also complete an audit of the financial
statements, would an appropriate alternative be to require the auditor to
perform work with regard to the financial statements comparable to that

1
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required to complete the financial statement audit?
No. Would be much too costly and difficult to coordinate.
4.

Does the Board's proposed standard give appropriate consideration to
how internal control is implemented in, and how the audit of internal
control over financial reporting should be conducted at, small and
medium-sized issuers?
Not entirely.
The proposed standard is very complex and involved. Being a medium-sized
company, we are very concerned that the cost of the internal control audit will be
excessive (both soft and hard dollars), and will be a significant burden to comply
with. We are concerned that we will be held to the “highest bar”, more
appropriately fit for the largest of companies, who have the staff and resources to
handle each element of the standard.
Unfortunately, Appendix E, “Special Internal Control Over Financial Reporting
Considerations for Small and Medium-Sized Companies”, only addresses small
companies. It does not discuss or give guidance for medium-sized companies
such as ours. While this may be difficult to articulate, we do recommend that the
Board take this into consideration and set forth how the internal control audit
might differ for a medium-sized company. It may be helpful to mention the level
of documentation required and the like.

5.

Should the Board, generally or in this proposed standard, specify the level
of competence and training of the audit personnel that is necessary to
perform specified auditing procedures effectively? For example, it would
be inappropriate for a new, inexperienced auditor to have primary
responsibility for conducting interviews of a company's senior
management about possible fraud.
This seems to be adequately addressed in Paragraphs 30 and 31.

6.

Is the scope of the audit appropriate in that it requires the auditor to both
evaluate management's assessment and obtain, directly, evidence about
whether internal control over financial reporting is effective?
Yes.

7.

Is it appropriate that the Board has provided criteria that auditors should
use to evaluate the adequacy of management's documentation?
Yes.
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8.

Is it appropriate to state that inadequate documentation is an internal
control deficiency, the severity of which the auditor should evaluate? Or
should inadequate documentation automatically rise to the level of
significant deficiency or material weakness in internal control?
We believe that inadequate documentation is an internal control deficiency, the
severity of which the auditor should evaluate. We can envision circumstances
where the lack of documentation may not have any effect on internal controls
over financial reporting.

9.

Are the objectives to be achieved by performing walkthroughs sufficient to
require the performance of walkthroughs?
Not entirely. We think the standard should mention that “walkthroughs” are often
performed in connection with an audit of the financial statements, and therefore,
are not always a “new” procedure for purposes of an internal control audit.

10.

Is it appropriate to require that the walkthrough be performed by the
auditor himself or herself, rather than allowing the auditor to use
walkthrough procedures performed by management, internal auditors, or
others?
We believe that there are cases where the auditor can use (and perhaps rely on)
walkthrough procedures performed by internal auditors.

11.

Is it appropriate to require the auditor to obtain evidence of the
effectiveness of controls for all relevant assertions for all significant
accounts and disclosures every year or may the auditor use some of the
audit evidence obtained in previous years to support his or her current
opinion on management's assessment?
We believe the proposed standard generally allows “previous years” audit
evidence to be considered in the current year’s audit. We suggest that the Board
consider giving more specific guidance in this regard. For instance, there may be
certain accounts and disclosures where the auditor knows (from the audit of the
financial statements) that no changes in internal controls have taken place in the
current year.

12.

To what extent should the auditor be permitted or required to use the work
of management and others?
See responses to Questions 13 and 14.

13.

Are the three categories of controls and the extent to which the auditor
may rely on the work of others appropriately defined?

3
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No.
a. We would like to see a more precise definition of “control environment”.
b. We believe that more guidance is necessary to specifically define controls that
have a “pervasive effect” on the financial statements. Paragraph 104 cites the
example of information technology controls. However, we find it confusing
when it is stated that “certain” information technology general controls have a
pervasive affect. Our question is “which ones”?
Lastly, auditors performing financial statement audits have usually relied on
the work of internal auditors in the area of information technology general
controls and other technology areas. Paragraph 104 and the example in
Appendix B20-B23 suggests that auditors cannot rely on internal audit work
for the internal control audit. We find it inconsistent that auditors can rely on
internal audit in a pervasive area for the financial statement audit, but not for
the internal control audit. We suggest that this be reconsidered. We also
cannot understand why auditors have singled out information technology as an
area for non-reliance.
c. Regarding Paragraph 105, we suggest that more definition be given to cases
where the auditor is “limited” in using the results of testing performed by
others. While we generally agree that higher risks are prevalent in (a)
accounts involving significant judgments and estimates and (b) accounts
where the risk of failure of controls is high, we also suggest that examples be
given. In addition, we suggest that a definition be furnished for what it means
to have “limited” use of testing by others in these situations.
14.

Does the proposed standard give appropriate recognition to the work of
internal auditors? If not, does the proposed standard place too much
emphasis and preference on the work of internal auditors or not enough?
We believe that the proposed standard does not place enough emphasis and
preference on the work of internal auditors. We find a general inconsistency in
the proposed standard and AU Sec. 322 “The Auditor’s Consideration of the
Internal Audit Function in an Audit of Financial Statements”. The proposed
standard seems to imply that reliance on the work of internal auditors should be
significantly limited in audits of internal controls, whereas AU Sec. 322 permits
greater reliance on internal audit in audits of financial statements. If the two
audits are integrated, we believe the standards should be the same.
See our response to Question 13. We believe that Paragraph 104 of the proposed
standard should not impose the requirement of non-reliance on the results of
testing performed by internal audit in the 4 areas cited. As we have stated in our
responses to Question 10 and 13, there may be cases where the auditor can
significantly benefit and rely upon the work of internal auditors.

4
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15.

Is the flexibility in determining the extent of reperformance of the work of
others appropriate, or should the auditor be specifically required to
reperform a certain level of work (for example, reperform tests of all
significant accounts or reperform every test performed by others that the
auditor intends to use)?
We believe that flexibility in reperformance is especially important in cases where
the auditor is relying on the work of the internal auditors.

16.

Is the requirement for the auditor to obtain the principle evidence, on an
overall basis, through his or her own work the appropriate benchmark for
the amount of work that is required to be performed by the auditor?
No. We believe that existing auditing literature allows the auditor to place
reliance on the work performed by internal auditors. This should be incorporated
into the “benchmark”.

17.

Will the definitions in the proposed standard of significant deficiency and
material weakness provide for increased consistency in the evaluation of
deficiencies? How can the definitions be improved?
The definitions seem appropriate.

18.

Do the examples in Appendix D of how to apply these definitions in
various scenarios provide helpful guidance? Are there other specific
examples that commenters could suggest that would provide further
interpretive help?
The examples in Appendix D are helpful.

19.

Is it necessary for the auditor to evaluate the severity of all identified
internal control deficiencies?
Yes.

20.

Is it appropriate to require the auditor to communicate all internal control
deficiencies (not just material weaknesses and significant deficiencies) to
management in writing?
No. The materiality considerations set forth in Paragraphs 21-23 cover this area
adequately. To require the auditor to communicate every internal control
deficiency would seem to go way beyond the spirit of the proposed standard. It
would also put the auditor in the unenviable position of communicating all
internal control deficiencies, including those cited by internal auditors and the
like.

5
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21.

Are the matters that the Board has classified as strong indicators that a
material weakness in internal control exists appropriately classified as
such?
Yes.

22.

Is it appropriate to require the auditors to evaluate the effectiveness of the
audit committee's oversight of the company's external financial reporting
and internal control over financial reporting?
Maybe. We raise the question as to whether there is an inherent conflict for the
auditor, due to the fact that Audit Committee employs the auditor?

23.

Will auditors be able to effectively carry out their responsibility to evaluate
the effectiveness of the audit committee's oversight?
Yes.

24.

If the auditor concludes that ineffective audit committee oversight is a
material weakness, rather than require the auditor to issue an adverse
opinion with regard to the effectiveness of the internal control over
financial reporting, should the standard require the auditor to withdraw
from the audit engagement?
No, unless such a weakness would cause the auditor to also withdraw from the
audit of the financial statements.

25.

Is it appropriate that the existence of a material weakness would require
the auditor to express an adverse conclusion about the effectiveness of
the company's internal control over financial reporting, consistent with the
required reporting model for management?
Yes.

26.

Are there circumstances where a qualified "except for" conclusion would
be appropriate?
Yes, Example A-3 is a good use of an “except for” opinion.

27.

Do you agree with the position that when the auditor issues a nonstandard
opinion, such as an adverse opinion, that the auditor's opinion
should speak directly to the effectiveness of the internal control over
financial reporting rather than to whether management's assessment is
fairly stated?
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Yes.
28.

Should the Board provide specific guidance on independence and internal
control-related non-audit services in the context of this proposed
standard?
See Question 29.

29.

Are there any specific internal control-related non-audit services the
auditor should be prohibited from providing to an audit client?
We believe that this is adequately covered in Paragraphs 32 – 35. However, the
last sentence of Paragraph 33 seems to imply that it is acceptable for the auditor to
provide internal control related non-audit services, as long as such services are
approved by the Audit Committee. This seems to conflict with the spirit of the
independence rules set forth in the proposed standard. We think the Board needs
to be clear on this issue.

30.

Are the auditor's differing levels of responsibility as they relate to
management's quarterly certifications versus the annual (fourth quarter)
certification, appropriate?
Yes.

31.

Is the scope of the auditor's responsibility for quarterly disclosures about
the internal control over financial reporting appropriate?
Yes.

Cordially,

Howard L. Atkinson, CPA, CIA
Chief Auditor
Chittenden Corporation
Two Burlington Square
Burlington, VT 05401
802-660-1372
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William P. Hannon
Controller

Citigroup Inc.
399 Park Avenue
New York, NY 10022
Tel. 212 793 4514
Fax 212 793 4508

William P. Hannon
Controller
Citigroup Inc.
399 Park Avenue - 3rd Floor
New York, NY 10043
November 21, 2003
Office of the Secretary
Public Company Accounting Oversight Board
1666 K Street N.W.
Washington, D.C. 20006-2803
Re: PCAOB Rulemaking Docket Matter No. 008 – Proposed Auditing Standard – An Audit of
Internal Control Over Financial Reporting Performed in Conjunction with an Audit of Financial
Statements
Ladies and Gentlemen:
Citigroup Inc. appreciates the opportunity to comment on the Public Company Accounting
Oversight Board’s (the “Board” or “PCAOB”) Proposed Auditing Standard – An Audit of
Internal Control Over Financial Reporting Performed in Conjunction with an Audit of Financial
Statements. Citigroup is supportive of the Board’s efforts to establish professional standards
governing the independent auditor’s attestation and reporting on management’s assessment of the
effectiveness of internal control.
We agree with the overall objective of the proposed standard, and believe that a new auditing
standard will assist a company’s independent auditors in reporting on management’s assessment
of the effectiveness of internal control. However, as explained more fully below, we believe that
certain aspects of the proposed standard should be reconsidered. In general, we believe that the
standard is too prescriptive and that independent auditors must have significantly more flexibility
to determine the nature and scope of their testing, including the extent of their reliance on the
work of others, in order to form an opinion on the effectiveness of a company’s internal controls.
We are particularly troubled that the proposed standard does not adequately recognize the
benefits of a strong internal audit function.
The accounting abuses which led to the Sarbanes-Oxley Act and this proposed auditing standard
resulted from the breakdown of key controls over high-risk areas of financial reporting. By
prescribing limits on the extent to which the auditor can use the work of management and others,
the proposed standard draws the auditor’s attention and resources away from areas of high audit
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risk to areas that, for many companies with sophisticated systems, would otherwise be deemed to
represent low audit risks (e.g., internal controls related to certain routine and recurring period-end
financial reporting processes).
Using the Work of Management and Others
The proposed standard prescribes certain circumstances where the independent auditor would be
precluded from using the results of testing performed by management and others. These
prohibitions include:
(1) Controls that are part of the control environment, including controls specifically
established to prevent and detect fraud that is reasonably likely to result in material
misstatement of the financial statements;
(2) Controls over the period-end financial reporting process, including controls over
procedures used to enter transaction totals into the general ledger; to initiate, record, and
process journal entries in the general ledger; and to record recurring and nonrecurring
adjustments to the financial statements (for example, consolidating adjustments, report
combinations, and reclassifications);
(3) Controls that have a pervasive effect on the financial statements, such as certain
information technology general controls on which the operating effectiveness of other
controls depend; and,
(4) The proposed auditing standard would not allow the auditor to use the work performed by
management or others to satisfy the requirement to perform walkthroughs.
Additionally, the proposed standard prescribes two areas where the independent auditor’s use of
the results of procedures performed by management and others should be limited:
(1) Controls over significant non-routine and nonsystematic transactions (such as accounts
involving significant judgments and estimates); and,
(2) Controls over significant accounts, processes or disclosures where the auditor has
assessed the risk of failure of the controls to operate effectively as high.
The specific internal controls in place, the inherent risks underlying those controls, and the
competency of management, internal audit and others in reviewing and testing those controls,
may vary greatly from company to company. The limitations and prohibitions the proposed
standard places on the use of the work of management, internal audit and others, are unduly
focused on specific types of controls without regard to the risks inherent in those controls. As a
result, the proposed standard requires excessive independent testing by the auditor where the
inherent audit risk might be deemed low. The standard should place more emphasis on the
identification of those controls that represent the greatest audit risk and focus on the independent
auditor’s exercise of professional judgment in assessing those controls. The proposed standard
should be amended to permit the independent auditor to use the work of management and others
based on their assessment of the risks being reviewed, their understanding of the control
environment, and the competency of the party performing the primary work. Furthermore, the
auditor should be permitted to reduce the scope of their testing in favor of the work of others in
recurring audits of those controls, especially where those controls are deemed to have low
inherent risk. This will promote a more effective and efficient audit, particularly for large and
complex organizations.
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Limitations related to routine processes
We believe that the limitations related to the period-end financial reporting process, including
controls over procedures used to enter transaction totals into the general ledger; to initiate, record,
and process journal entries in the general ledger; and to record recurring and nonrecurring
adjustments to the financial statements, are unduly restrictive. In paragraph 106, the proposed
standard supports the independent auditor’s use of the work of management and others to assess
controls over the routine processing of significant accounts and disclosures, without specific
limitation. For a company with sophisticated systems, the controls over the period-end financial
reporting process are basic and routine and we believe that the limitations on the independent
auditor’s use of the work of management and others are contradictory to the guidance in
paragraph 106. These controls are extensively reviewed, monitored and tested by management
and internal audit. The bla nket limitations related to the routine processes noted above will result
in an excessive amount of work for the independent auditor in areas where it would be more
sensible and efficient to use the work of others. We believe that the independent auditor should
have full discretion in terms of their use of the work of others in these areas, particularly where
the inherent audit risks are deemed low.
Limitations related to non-routine and non-systematic transactions
We believe that the limitation related to significant non-routine and nonsystematic transactions
(such as accounts involving significant judgments and estimates) is too restrictive. Such controls
could encompass a broad spectrum of activities with varying levels of audit risk. Certainly, the
audit risks inherent in many such controls require that the auditor perform the primary work, but
the assessment of other controls with lower audit risk should be subject to the auditor’s
discretion. The proposed standard indicates that the reliance on the work of management and
others in such circumstances should be “limited”, but there is no explanation of what “limited”
means. We believe that the independent auditor should evaluate each type of transaction and,
using their professional judgment, determine the scope of their work and the extent of their
testing based on their knowledge of related internal controls, documentation of processes, the
competence of company personnel involved and the auditor’s overall familiarity with these nonroutine and non-systematic transactions.
Limitation related to walkthroughs
While Citigroup supports the notion that walkthroughs are important, their extent and timing
should be left to the judgment of the auditor. The proposed standard does not allow the
independent auditor to use the work performed by management or others to satisfy the
requirement to perform walkthroughs. Walkthroughs are described as encompassing the entire
process of initiating, recording, processing and reporting individual transactions, and controls for
all five internal control components and fraud. We believe that this limitation is too broad in
scope and that it will lead to the independent auditor’s duplicating the work of internal audit in
many cases. The limitation also fails to recognize that where certain processes are static it is not
efficient or cost effective to prohibit using the work of management and others. In a large and
complex organization, this limitation will place an overwhelming burden on the auditor that will
draw their resources away from addressing more substantive issues where the audit risk is greater.
We believe that the independent auditor should be permitted to use their professional judgment in
determining where it is appropriate to use the work of internal audit and others to complete a
walkthrough of controls. At the very least, the standard should permit the auditor to rotate its
walkthrough testing, alternating with the internal auditor, so that the auditor can focus on areas of
change and higher risk.
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Limitations related to the work of internal audit
We are particularly troubled that the proposed standard does not adequately recognize the
benefits of a strong internal audit function. The independent auditor should be able to place
considerable reliance on the work of internal auditors if internal audit is sufficiently independent
of management, has a strong reporting relationship directly with the audit committee and
performs appropriate tests of controls. In a large and complex multi-national company such as
Citigroup, the internal audit function performs a critical role in assessing the company’s internal
controls. At Citigroup, the internal audit group includes more than 700 professional audit staff
who perform an independent and objective review of the Company’s operations and procedures
and report their findings to management and the audit committee. Their work includes a rigorous
assessment of the Company’s risk and control environment through the evaluation of financial,
operational, and administrative controls; risk management practices; and adherence with laws,
regulations and company policies. During 2003, Citigroup’s internal audit group is expected to
spend approximately 1,000,000 hours performing their work, including approximately 175,000
hours reviewing and testing technology operations with the majority covering information
technology general controls. The internal audit function is independent of management and
reports directly to the audit committee. Internal audit has no authority or responsibility for the
activities it audits. Additionally, they neither develop nor install systems or procedures, prepare
records, or engage in any other activity that would normally be audited.
As noted above, the independent auditors are limited from using the work of internal audit with
respect to walkthroughs and in the assessment of certain important processes including the
assessment of controls over the period-end financial reporting process, over procedures used to
enter transaction totals into the general ledger; to initiate, record, and process journal entries in
the general ledger; and to record recurring and nonrecurring adjustments to the financial
statements. These functions are generally not where audit risk lies. The proposed standard also
prohibits the use of the work of internal auditors in the testing of certain information technology
general controls on which the operating effectiveness of other controls depends. However, in
paragraph 108, the proposed standard acknowledges that, “Internal auditors would normally be
expected to have greater competence with regard to internal control over financial reporting and
objectivity than other company personnel. Therefore, the auditor may be able to use the results of
their procedures to a greater extent than the results of procedures performed by others. This is
particularly true in the case of internal auditors who follow the International Standards for the
Professional Practice of Internal Auditing issued by the Institute of Internal Auditors. At
companies where the importance of the internal audit function results in a high degree of
competence and objectivity and their work is extensive, the auditor could use their work to the
greatest extent an auditor could use the work of others.”
We are very concerned that the limitations imposed by the proposed standard do not recognize
the competency and objectivity of the internal audit function and the significant amount of effort
this group puts forth in performing their duties. It seems irrational that our internal audit group
will perform approximately 175,000 hours auditing technology operations including IT general
controls, and the proposed standard would preclude the independent auditor from using that work.
These limitations will only serve to marginalize the efforts of the internal audit function to the
detriment of the overall control environment. In determining the extent to which they will use the
work of internal audit, the independent auditor should determine whether the internal audit
function is independent of management, if they are qualified to do the work and whether the
scope of their testing is adequate. Regardless of the work done by the independent auditor,
management will continue to require internal audit’s attention to these areas. This will result in a
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duplication of effort and significant additional cost with no real benefit. In order for management
to complete its assessment of internal controls, management and internal audit are necessarily
involved in the review and testing of critical areas, and we feel strongly that the independent
auditors should have the flexibility to consider those efforts when determining the scope of their
testing.
Requirement for the Auditor’s Work to Provide the Principal Evidence for the Audit
Opinion
In addition to the limitations described above, the proposed standard requires that, on an overall
basis, the auditor's own work must provide the principal evidence for the audit opinion (paragraph
109). It is unclear what is meant by “principal evidence”. Since internal controls may affect many
individual account balances and related financial statement disclosures, it is difficult to relate the
testing of a particular internal control to the either the size of an individual account balance, a
particular disclosure or the financial statements taken as a whole. Moreover, when any level of
reliance is placed on the work of others it may be impossible to assert that the independent
auditor has met the “principal evidence” threshold. Should “principal evidence” be measured in
terms of hours worked, the number of individual transactions tested, or the size of individual
items tested? Should it be measured in terms of individual account balances at a point in time
affected by a particular control or is it somehow measured by the risk inherent in a particular
control?
We believe that it will not be possible to measure in a meaningful way the testing performed by
the independent auditor against the work performed by management and others to determine
whether the independent auditor’s own work has provided the principal evidence for the audit
opinion. This is particularly true since the independent auditor, management, internal audit and
others will be assessing internal controls with varying levels of inherent risk that affect the same
individual account balances. For a large, complex company such as Citigroup, we believe that
achieving the level of “principal evidence” that is required by the proposed standard (regardless
of how that is measured), will necessitate that the independent auditor perform an unreasonable
amount of testing in light of the extensive work performed by the internal audit group and
management. At a high level, the concept of “principal evidence” may be relevant to the question
of whether to base the opinion in part on the report of another auditor, but is not operable in
respect of the interrelated controls that may be tested by both the auditor and others. We believe
that the requirement that the independent auditor’s own work provide the principal evidence for
the audit opinion should be removed from the standard as it is inoperable and is likely to cause
considerable confusion. The primary consideration should be whether the overall scope and
nature of the work performed supports the audit opinion, and we believe the standard provides
sufficient guidance for the independent auditor to plan and perform the audit to obtain reasonable
assurance about the effectiveness of internal control without the “principal evidence”
requirement.
Use of a Service Auditor’s Report
The proposed standard directs an auditor to determine whether management has evaluated the
operating effectiveness of controls based on procedures sufficient to assess their operating
effectiveness. Such procedures include the use of a service auditor’s report. However, the
proposed standard does not provide adequate guidance with respect to which service auditor
reports are required and how often the reports should be obtained. With respect to financial
statement audit reports, SAS 70 provides guidance as to the level of review and the types of
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service organizations that should be reviewed during an audit of financial statements. SAS 70
states that the significance of the controls of the service organization to those of the user
organization depends on the nature of the services provided by the service organization, the
nature and materiality of the transactions it processes for the user organization and the degree of
interaction between the service organization’s activities and those of the user organization. We
encourage the Board to adopt similar guidance, as we believe that concepts of materiality of the
controls related to service organizations and “facts and circumstances” determinations are
appropriate to promote efficient and effective audits of internal control. We believe that an
auditor should be permitted to limit his or her review to those service organizations providing
services likely to have a material impact on the financial statements.
Furthermore, in the case of service organizations located where U.S. auditing standards are not
applied, SAS 70 reports may not be available. We believe the Board should permit the use of
comparable reports under non-U.S. generally accepted auditing standards.
Definitions of “Significant Deficiency” and “Material Weakness”
The Board is likely to receive many comments on the proposed standard’s definitions of
“significant deficiency” and “material weakness” because these definitions represent a lower
threshold for reporting internal control deficiencies than the current definitions established in AU
§325. These definitions are critical not only because of the reporting requirements they carry, but
also because of the resources a company must employ to implement corrective action. As
discussed in more detail below, we believe the proposed thresholds for identifying a significant
deficiency and a material weakness are too low and this will cause management and the audit
committee to focus limited company resources on issues that represent lower risks to financial
reporting and may otherwise be sufficiently mitigated by compensating controls.
The proposed standard states that an internal control deficiency exists when the design or
operation of a control does not allow management or employees, in the normal course of
performing their assigned functions, to prevent or detect misstatements on a timely basis. A
“significant deficiency” is defined as an internal control deficiency (or a combination of internal
control deficiencies) that, by itself or in combination with other internal control deficiencies,
results in more than a remote likelihood that a misstatement of the company's annual or interim
financial statements that is more than inconsequential in amount will not be prevented or
detected. We believe that the threshold for identifying a significant deficiency is too low. Clearly
the Board did not intend that every internal control deficiency should be considered a significant
deficiency, however, we see very little space between the two. In practical terms, it will be very
difficult to assert that any internal control deficiency does not meet the “more than a remote
likelihood” and “more than inconsequential in amount” thresholds.
We would agree that management should address all internal control deficiencies. However, we
are concerned the definitions as proposed present such a low threshold that management and the
auditor may report items to the audit committee that are not indicators of “significant
deficiencies”, but are more recommendations of best practices or deficiencies that are otherwise
sufficiently mitigated by compensating controls. In a large and complex organization with
worldwide operations and multiple product offerings, certain internal control deficiencies that in
the opinion of management and the auditors do not present a significant risk to the consolidated
company will nonetheless be reported as “significant deficiencies”. We believe that it will be
more effective to provide a greater distinction between internal control defic iencies and
significant deficiencies so that senior management and the audit committee can focus resources
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on those issues that warrant more attention. With this in mind, we suggest the Board consider
adopting a threshold for identifying significant defic iencies that is at least “reasonably possible”
as described in FAS 5.
The PCAOB has introduced the term “more than inconsequential” in the definition of a
significant deficiency. We believe this is a new term in accounting literature and, as such, the
proposed standard should provide guidance on how to determine if an amount is “more than
inconsequential”. In order to ensure that the audit committee’s attention and company resources
are focused on the most important internal control issues, we suggest that the Board adopt a
definition such as “significant, but less than material”.
We are also concerned that the definition of a “material weakness” is inconsistent with the
definition of that term under the SEC’s final rules relating to management’s assessment of the
effectiveness of internal control over financial reporting. The SEC’s Section 404 Release refers to
SAS 60 when defining a “material weakness”. The SEC’s Release states, “a "material weakness"
is defined in Statement on Auditing Standards No. 60 (codified in Codification of Statements on
Auditing Standards AU §325) as a reportable condition in which the design or operation of one or
more of the internal control components does not reduce to a relatively low level the risk that
misstatements caused by errors or fraud in amounts that would be material in relation to the
financial statements being audited may occur and not be detected within a timely period by
employees in the normal course of performing their assigned functions.” In contrast, the proposed
standard defines a “material weakness” as “a significant deficiency that, by itself, or in
combination with other significant deficiencies, results in a more than a remote likelihood that a
material misstatement of the annual or interim financial statements will not be prevented or
detected.” The difference between a “remote likelihood” and a “relatively low level” creates the
possibility that there could be a difference in the application of the final auditing standard and the
SEC’s Release. We belie ve that the definition in the proposed standard will be difficult to
reconcile with the definition in the SEC’s Release. Accordingly, we believe that the proposed
standard should adopt the existing AU §325 definitions of a material weakness and a significant
deficiency (reportable weakness).
Identifying Significant Deficiencies
The proposed standard provides a list of certain circumstances that should be regarded as at least
a significant deficiency in internal control and strong indicators that a materia l weakness in
internal control exists. As indicated in paragraph 126 of the proposed standard, such
circumstances include:
•

Restatement of previously issued financial statements to reflect the correction of a
misstatement.

•

Identification by the auditor of a material misstatement in financial statements in the
current period that was not initially identified by the company's internal control over
financial reporting. (This is still a strong indicator of a material weakness even if
management subsequently corrects the misstatement.)

•

Oversight of the company's external financial reporting and internal control over financial
reporting by the company's audit committee is ineffective. (Paragraphs 56 through 59
present factors to evaluate when determining whether the audit committee is ineffective.)

•

For larger, more complex entities, the internal audit function or the risk assessment
function is ineffective.
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•

For complex entities in highly regulated industries, an ineffective regulatory compliance
function.

•

Identific ation of fraud of any magnitude on the part of senior management.

•

Significant deficiencies that have been communicated to management and the audit
committee remain uncorrected after some reasonable period of time.

We believe that it is not appropriate to include such a list in the final standard. This list may be
intended to create a bright-line standard for identifying significant deficiencies, but, in practice,
we believe it will force the reporting of certain issues that do not rise to the level of a significant
deficiency in the opinion of management and the independent auditor. Certain items on the list
are vague and could be subject to a broad interpretation. For example, several of the items use the
term “ineffective” which is not adequately defined in the proposed standard. We agree that the
items on this list could easily rise to the level of a significant deficiency and even a material
weakness. However, since the circumstances surrounding any of the items on this list and the
potential impact on the internal control environment will vary for every company, we believe it is
not appropriate to create such a bright-line for reporting significant deficiencies. We feel that the
final standard should not include any specific list of deficiencies, significant deficiencies or
material weaknesses.
Consideration of Regulatory Compliance in the Assessment of Internal Control
The proposed standard states that the operations and compliance with laws and regulations
directly related to the presentation of and required disclosures in financial statements are
encompassed in internal control over financial reporting. Where a company operates in highly
regulated industries as Citigroup does, the consideration of compliance includes many areas that
are directly related to financial reporting and many areas that are not. For example, sales
practices, privacy standards, staff licensing requirements, and trade supervision are important
areas of regulatory compliance, but they are not directly related to financial reporting. While such
areas may be subject to review under other laws and regulations, we believe that these areas of
regulatory compliance that are not directly related to financial reporting should be outside the
scope of the proposed standard. Paragraph 126 of the proposed standard is written very broadly,
indicating that for complex entities in highly regulated industries, an ineffective regulatory
compliance function would be regarded as at least a significant internal control deficiency. We
are concerned tha t this paragraph does not distinguish those areas of regulatory compliance that
relate to financial reporting from the areas that do not. As written, this paragraph seems to imply
that the independent auditor is required to perform an assessment of controls that are not directly
related to financial reporting. There is no such requirement under the SEC’s Release or this
proposed standard and the auditor might not be in a position to determine if controls unrelated to
financial reporting are effective. Notwithstanding our comment above regarding the list of
significant deficiencies in paragraph 126, we recommend that the standard be amended to clarify
that only regulatory compliance directly related to financial reporting is within the scope of the
standard.
Reporting of “Except For” Conclusions
The Board has asked whether there are circumstances where a qualified “except for” conclusion
would be appropriate. As the Board noted, the SEC's final rules implementing Section 404 state,
"Management is not permit ted to conclude that the registrant's internal control over financial
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reporting is effective if there are one or more material weaknesses in the registrant's internal
control over financial reporting." We do not believe this precludes an “except for” conclusion.
There are certain circumstances where management and the independent auditor will not have an
opportunity to assess the internal controls of a part of a company, particularly with respect to
acquisitions that take place close to the reporting date. This will be a particular issue in
acquisitions of certain non-public US companies and foreign companies that have not been
subject to the requirements of Section 404. We believe that the inability to assess the internal
control environment of a recently acquired business is not, by itself, indicative of a significant
deficiency or a material weakness in internal control. In such circumstances, management should
be permitted a reasonable amount of time, given the size and complexity of the acquired business,
to assess the internal controls of the acquired company and the independent auditor should be
permitted to issue an opinion that is “except for” the acquired business.
Audit Committee Pre -Approval of Internal Control-Related Services
The proposed standard expands the SEC’s auditor independence rules related to pre-approval of
non-audit services by requiring that any non-audit service related to internal control be
specifically pre-approved by the audit committee, rather than being pre-approved as part of a
category of non-audit services related to internal control.
The audits of internal control, in many cases, are required by regulators in the U.S. and overseas.
In a large complex organization, there can be hundreds of such reviews required each year. The
audits are normally part of the financial statement audit, or a separate engagement specifically for
the purpose of issuing an opinion on the effectiveness of the internal control environment
(FDICIA or SAS 70 reviews are two examples). To require the pre-approval of the audit
committee for each and every internal control review would place undue burden on the audit
committee. A specifically pre-approved limit for these type of reviews delegated to senior
management would be more appropriate.
Documentation Standards
The proposed standard in paragraph 43 defines the standards for the external auditor to determine
whether management’s documentation provides reasonable support for its assessment of internal
control effectiveness. The standard would dictate the exact items that the auditor would look for
including:
•

Design of controls over relevant assertions related to all significant accounts and
disclosures in the financial statements, including all five components in paragraph 50.

•

Information about how significant transactions are initiated, recorded, processed, and
reported.

•

Enough information about the flow of transactions to identify where material
misstatements due to error or fraud could occur.

•

Controls designed to prevent or detect fraud, including who performs the controls and the
related segregation of duties.

•

Controls over the safeguarding of assets.

•

The results of management’s testing and evaluation.
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We believe that the requirement to include all five components of internal control as part of the
individual documentation related to “all significant accounts and disclosures” is unduly
prescriptive and will add tremendous burden to management’s assessment. While we support the
need to document the five components of internal control as stated in paragraph 50, this can be
done at a business level, or company level, and should not be required at an individual control
level. We believe that paragraph 44, which allows for many forms of documentation and requires
no one specific form of documentation, is the right standard that the PCAOB should adopt. Any
list in paragraph 43 should include language stating that the items on the list are examples, and
are not required at the individual control level. Alternatively, the list should be deleted and
included as an appendix of examples. We are also concerned with the use of language such as
“enough information” leaves this open to interpretation and should be deleted.
Overall, the level of documentation should be a matter of judgment depending on the level of
complexity of the organization, size, systems etc., and no one approach to documentation should
be prescribed.
Report Date
The proposed standard indicates that the independent auditor cannot audit internal control without
also auditing the financial statements. As a technical matter, we do not believe that this
requirement should preclude the independent auditor from issuing their report on internal controls
at a date subsequent to the financial statement audit report date.
The proposed standard indicates that an auditor could issue an updated report on internal controls
in response to the subsequent discovery of information existing at the date of their original report
on internal controls if such information would have affected their internal control opinion (see
paragraph 180). If the information leading to an updated internal control report does not impact
the original financial statement audit opinion, this could create a situation where the revised
internal control report and the audit report would have different dates. While we expect that the
internal control report and the financial statement report will have the same date because the work
on both will coincide, we believe it is more appropriate to tie the date of the internal control
report to the completion of the fieldwork related to the assessment internal controls. Ultimately
the dates on both reports will be driven by the underlying requirement for the reports (e.g., the
requirement to file a certification with the SEC or the issuance of the financial statements). As a
technical matter, we believe that the proposed standard should be amended to remove the
requirement that the two opinions share the same date.
Conclusion
Citigroup is appreciative of the opportunity to comment on the proposed auditing standard and we
thank you for considering our comments. If you have any questions regarding this letter, please
contact me at your convenience.
Sincerely,
William P. Hannon
Controller
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November 21, 2003
Office of the Secretary
PCAOB
1666 K Street, N. W.
Washington, D.C. 20006-2803

RE:

PCAOB Rulemaking Docket No. 008

Dear Sir or Madam:
Commercial Federal Corporation (CFC) welcomes the opportunity to comment on the PCAOB’s
proposed auditing standard “An Audit of Internal Control over Financial Reporting Performed in
Conjunction with an Audit of Financial Statements,” as referred to in Section 404(b) of the SarbanesOxley Act of 2002 (SOX). This comment letter is in direct response to the PCAOB Rulemaking Docket
Matter No. 008.
CFC’s primary subsidiary is Commercial Federal Bank (CFB). CFB is a $13 billion federal savings bank,
headquartered in Omaha, Nebraska, and regulated by the Office of Thrift Supervision. CFB operates 192
branches across seven states, including Arizona, Colorado, Iowa, Kansas, Missouri, Nebraska, and
Oklahoma. CFB has been subject to the provision of the Federal Deposit Insurance Corporation
Improvement Act of 1991 (FDICIA) since its inception. And, specifically as it relates to SOX Section
404, FDICIA Section 112 since 1993.
We applaud the efforts of the PCAOB (the Board) as a major contributor to the landscape of enhanced
governance and accountability investors rightfully expect. The Board’s efforts to help restore credibility
to integrity of corporate America’s financial reporting processes and improve the associated oversight
provided by the public accounting profession is definitely warranted. However, although we are all
disheartened by the highly visible corporate misdeeds that resulted in the Sarbanes-Oxley legislation, we
must also remember that overlaying excess burden and cost on the infrastructure of corporate America
penalizes no one other than consumers and shareholders in the long-run. While good controls are, and
should always be, cost-effective over the long-term, unnecessary and excessive validation, verification
and duplication is cost-prohibitive and not in anyone’s best interests. Caution should be exercised before
we fully chastise the many by the misdeeds of the few through unnecessarily and onerous rules. Maybe
unfortunately, but realistically, we cannot legislate, regulate or standard set corporate misfeasance and
malfeasance out of existence. And, in an era of increasingly complex and evolving accounting rules,
unintended restatements of financial results will undoubtedly continue.
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The most troubling aspects of the proposal revolve around:
•
•
•

the unwarranted and over-reaching transformation of the attestation of management’s
assessment of the effectiveness of internal control over financial reporting to an audit of
internal control over financial reporting,
the presumption that because there may have been some isolated instances of over-reliance on
the work of others for banks under FDICIA results in a virtual elimination of any substantive
reliance, and
the inherent conflict of interest that gets created by having the auditors evaluate the audit
committee.

The proposed standard solicits commentary on 31 specific questions. Contained below are our thoughts
on those that we respectfully request the Board to revisit and/or reconsider:

1. Is it appropriate to refer to the auditor’s attestation of management’s assessment of the effectiveness
of internal control over financial reporting as the audit of internal control over financial reporting?
Response to Question 1:
The words in SOX Sections 103 and 404 require the auditor to “present an evaluation,” “provide
reasonable assurance,” “contain an assessment of the effectiveness,” and “attest to, and report on.” A
review of most any widely recognized dictionary will draw a distinction between an “audit” and an
“attestation.” An attest engagement has traditionally been distinguished from an audit. Congressional
intent seems to be that an attestation be performed, not an audit. Furthermore, this is what was also
the intent of FDICIA and, as has been often quoted, the intent of SOX in this context was to closely
mirror FDICIA. And, lastly, even the SEC recently signaled this distinction in its implementing
release on SOX Section 404 by referring to the auditor’s report on management’s assessment as an
attestation report (not an audit report) which is to be made in accordance with standards for attestation
engagements. Therefore, we believe that the guidance should not outline how to perform an audit of
controls, but rather should be implementing congressional intent by focusing on how to properly
evaluate management’s assertion. If the Board does not consider revision of the standard and extend
the opportunity for the auditor to perform a more measured and appropriate assessment of the process
leading to management’s assertion, whereby greater reliance can be placed on the work of others,
then the auditor’s extensive work/testing as outlined in the proposal (“control environment” controls,
“period-end” controls, information technology “general controls, walkthroughs, significant
nonroutine transactions, significant accounts, etc.) does become an audit.

4. Does the Board’s proposed standard give appropriate consideration to how internal control is
implemented in, and how the audit of internal control over financial reporting should be conducted at,
small and medium-sized issuers?
Response to Question 4:
The issue is more of complexity, level of centralization, sophistication and amount of outsourcing,
than solely an issue of size. How an auditor determines what the key controls over financial reporting
are, and limiting the work to solely key controls, will be the primary factor. Where these key controls
resultantly reside (centrally or decentrally, nationally or internationally, inside the company or
outsourced, etc.) drives the complexity of the auditors work. The proposed standards suggests that
“For a smaller, less complex company, the Board expects that the auditor will exercise reasonable
judgment in determining the extent of the audit of internal control and perform only those tests that
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are necessary to ascertain the effectiveness of the company’s internal control.” Is that not the case
regardless of the size or complexity? Shouldn’t the auditor exercise the same judgment taking into
account all factors at any company?

8. Is it appropriate to state that inadequate documentation is an internal control deficiency, the severity
of which the auditor should evaluate? Or should inadequate documentation automatically rise to the
level of significant deficiency or material weakness in internal control?
Response to Question 8:
If management’s documentation of the design of the internal controls and/or management’s
documentation supporting their assessment of internal control effectiveness is deemed to be
inadequate by the auditor, that alone should not result in a de facto significant deficiency or material
weakness. If adequate controls exist and the auditor can validate or otherwise determine such
existence, even in the absence of adequate documentation, then there may not be a significant
deficiency or material weakness. However, if due to the inadequacy of documentation, the control
cannot be validated or otherwise determined to exist, then the facts and circumstances should drive
whether there is a significant deficiency or material weakness. In coming to this conclusion, we need
to be sure we are remembering the audience we are communicating to and what they want and/or
need to know. We must also remember that the proposed standard suggests that a repeat significant
deficiency would rise to the level of material weakness in a subsequent period if not cured in a
reasonable time. Does an investor, reading management’s assertion in concert with the auditor’s
attestation report, need or ever really care to know that there was a control documentation concern but
otherwise the “financial results are fairly presented in all material respects?” Unless the
documentation inadequacy would result in more than a remote possibility of material misstatement,
does this really add any valuable information for the investing public? (See response to question #17
regarding the definition of significant deficiency.)

10. Is it appropriate to require that the walkthrough be performed by the auditor himself or herself, rather
than allowing the auditor to use walkthrough procedures performed by management, internal auditors,
or others?
Response to Question 10:
Walkthroughs are certainly a valid and legitimate audit evidence gathering technique, and judiciously
applied, can be useful in testing a process and the associated controls. The auditor should determine
what financial statement accounts and disclosures are worthy of testing by the use of a walkthrough
technique, but there should be certain facts and circumstances where reliance on the work of others
can be deemed to be acceptable. For instance, if a company’s internal audit function had completed
walkthroughs, and that internal audit function’s work is determined to be independent and reliable,
the auditor should first conduct selected reperformance tests. Assuming the internal auditor’s work is
assessed as reliable, then the auditor should be able to accept the remainder of the internal auditors
walkthrough evaluation without performing any further work on his or her own. Completely
dismissing the work of others in this instance, however, seems to be an unnecessary and overly
burdensome (and cost ineffective) stance.
Importantly, however, walkthroughs are not always necessary. The focus should be on testing how
management made their assessments, and performing tests as required to gain assurance regarding
management’s assessment process and the associated conclusions. These tests may or may not
require the extensive walkthroughs currently specified in the proposed standard.
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11. Is it appropriate to require the auditor to obtain evidence of the effectiveness of controls for all
relevant assertions for all significant accounts and disclosures every year or may the auditor use some
of the audit evidence obtained in previous years to support his or her current opinion on
management’s assessment?
Response to Question 11:
We do not believe the concept of rotation of testing or evaluation makes inherent sense. If each
year’s management assertion and auditor attestation needs to stand on its own for the fiscal year being
reported on, then each key control should be evaluated annually. To entertain the concept of rotation
would call into question whether the controls being evaluated were key or critical controls, rather than
supporting or secondary controls. The evaluation should only concern itself with key or critical
controls that could, in their absence or failure, result in the potential for material financial reporting
errors or restatements.

12. To what extent should the auditor be permitted or required to use the work of management and
others?
13. Are the three categories of controls and the extent to which the auditor may rely on the work of others
appropriately defined?
14. Does the proposed standard give appropriate recognition to the work of internal auditors? If not, does
the proposed standard place too much emphasis and preference on the work of internal auditors or not
enough?
15. Is the flexibility in determining the extent of reperformance of the work of others appropriate, or
should the auditor be specifically required to reperform a certain level of work (for example,
reperform tests of all significant accounts or reperform every test performed by others that the auditor
intends to use)?
16. Is the requirement for the auditor to obtain the principle evidence, on an overall basis, through his or
her own work the appropriate benchmark for the amount of work that is required to be performed by
the auditor?
Response to Questions 12, 13, 14, 15, 16:
The proposed standard defines three categories of controls and the extent to which the auditor may
use the work of others for each category. These categories result in either a conclusion of “no
reliance,” “limited reliance,” or “no limitations on reliance.” However, the proposed standard also
goes on to state that the auditor’s own work must provide the principal evidence for the audit opinion.
The interplay of these principles seems to result in very little reliance on the work of others in most
any area of potential materiality. Even though there are no specific limitations on reliance on the
work of others in areas of routine processing of significant accounts, how does the work become the
principal evidence for the audit opinion without extensive independent work by the auditor or
extensive reperformance work? The proposal seems to be building in a lot of redundant cost by not
allowing greater reliance on the work of others. Once the auditor is done with:
•
•
•
•
•

personally testing and evaluating all significant control environment controls,
personally testing and evaluating all significant period-end financial reporting controls,
personally testing and evaluating all significant pervasive controls (e.g., information
technology general controls),
personally conducting all necessary walkthroughs,
personally assessing in some manner all controls over significant nonroutine and
nonsystematic transactions, and
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personally assessing in some manner all significant accounts, processes, or disclosures,

what is there left to do of a material nature?
A highly qualified, competent, and independent internal audit function, duly assessed as such by the
auditor, should result in a comfort level on the work they perform. This should, in turn, allow for a
much greater reliance on the work of that internal audit function than the standard currently proposes.
Acknowledging this in the standard will signal what is already true: the work of a competent and
objective internal audit function is cost effective and can be relied upon to a great extent.

17. Will the definitions in the proposed standard of significant deficiency and material weakness provide
for increased consistency in the evaluation of deficiencies? How can the definitions be improved?
Response to Question 17:
The proposed standard’s definition for significant deficiency is problematic. The determination of the
deficiency as significant needs to be based on a multitude of factors beyond just the interpretation of
the interplay of the concepts of “remote” and “inconsequential.” Under the current proposal, any
control weakness which could potentially (not actually) result in an error that is not inconsequential,
would result in a significant deficiency. What does inconsequential mean? The dictionary defines it
as “not relevant” or “of no importance.” It seems that the threshold is set too low for “significance” - anything that is more than not relevant or beyond no importance? The category of significant
weakness should only include those weaknesses with enough importance to warrant the attention of
the audit committee.

22. Is it appropriate to require the auditors to evaluate the effectiveness of the audit committee’s
oversight of the company’s external financial reporting and internal control over financial reporting?
23. Will auditors be able to effectively carry out their responsibility to evaluate the effectiveness of the
audit committee’s oversight?
24. If the auditor concludes that ineffective audit committee oversight is a material weakness, rather than
require the auditor to issue an adverse opinion with regard to the effectiveness of the internal control
over financial reporting, should the standard require that auditor to withdraw from the audit
engagement?
Response to Questions 22, 23, 24:
No, it is not appropriate for the auditor to evaluate the effectiveness of the audit committee in any
formalized manner. The auditor is hired, retained, fired, and the fees approved by the audit
committee. Directly evaluating the hand that feeds you results in an inherent conflict of interest that
is unacceptable. Of course, if the auditor determines that there are opportunities for the audit
committee to improve or enhance their practices and/or processes based on their interactions with the
company or the committee, the auditor has a professional responsibility to share those conclusions
appropriately (with management, the audit committee, and/or the board of directors). However,
mandating and formalizing such review, creates a conflict of interest that is not much different than
the perceived (and actual?) conflicts the “independence” rules are trying to eradicate. A more
practical conclusion may be to expect that the board’s governance committee (or in the absence of
such a committee, the full board) conduct/lead this evaluation. The governance committee of the
board is part of the NYSE governance rules that will become effective in 2004.
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If the Board does not reconsider this position (auditor evaluation of the audit committee), then
question 24 comes into play. Although the audit committee has a significant role in setting the tone at
the top of an organization, the management of the company has an even larger and more pervasive
role in establishing and maintaining that tone. Although an ineffective audit committee might
certainly result in a concern, that concern needs to be evaluated considering the situation in its
entirety. If management has established and maintained an effective system of controls over financial
reporting, yet the audit committee is deemed as “ineffective,” that should not necessarily result in a
material weakness. Unless, however, the ineffectiveness is considered to potentially result in more
than a remote likelihood that a material misstatement would not be prevented or detected.

28. Should the Board provide specific guidance on independence and internal control-related non-audit
services in the context of this proposed standard?
29. Are there any specific internal control-related non-audit services the auditor should be prohibited
from providing to an audit client?
Response to Questions 28, 29:
Although there may very well be opportunities to further study and refine the prohibitions on nonaudit services that may impair or impede independence of the auditor, we would suggest allowing
some time for the existing standards to settle-in before revisiting this topic.

If you have any questions or would like to discuss the comments provided above, I can be reached by
telephone at (402) 827-2538 or by e-mail at HalGaryn@CommercialFed.com.
Regards,
Hal A. Garyn
Senior Vice President – Director of Audit and Risk Services
Commercial Federal Corporation
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November 18, 2003

Office of the Secretary
Public Company Accounting Oversight Board
1666 K Street, N.W.
Washington, D.C. 20006-2803
Subject: PCAOB Rulemaking Docket Matter No. 008
Dear Sirs:
We appreciate the opportunity to respond to the Public Company Accounting Oversight Board
(PCAOB) Proposed Auditing Standard An Audit of Internal Control Over Financial Reporting
Performed in Conjunction with an Audit of Financial Statements.
We have provided a response to the issues/questions provided in the exposure draft, which
includes several issues we would like to encourage the Board to consider when finalizing the
standard.
Issue 1:
We agree with referring to the auditor's attestation of management's assessment of the
effectiveness of internal control over financial reporting as the audit of internal control over
financial reporting.
Issue 2:
We believe that the auditor should not be prohibited from performing an audit of internal control
over financial reporting without also performing an audit of the financial statements. A company
may desire to contract for such an audit in order to identify and correct internal control
deficiencies. We see no need to prohibit that, as long as the auditor who performs the financial
statement audit also performs an audit of internal controls. Perhaps the Board anticipates an
auditor could do an internal control examination under AICPA Attestation Standards which
would not require a concurrent audit of the financial statements in order to meet the company's
needs.
Issue 3:
We believe that the work performed for internal controls should also be used for the purpose of
expressing an opinion on the financial statements so long as the same auditor has performed both
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audits. The intemal control audit should supplement the financial statement audit, not the other
way around. We do not see the purpose of performing work comparable to that required to
complete the financial statement audit because we do not understand why you would not want to
issue statements if you have done that level of work. Also, see the comments at issue 2 for
further details.
Issue 4:
We believe that there isn't a difference between small or larger companies when expressing an
opinion on or auditing internal controls since you still have to have controls for each assertion. In
addition, we do not see in the standard itself where the Board sets forth its expectation that 'the
auditor will exercise reasonable professional judgment in determining the extent of the audit of
internal control and perform only those tests that are necessary to ascertain the effectiveness c£
the company's internal controt" (This quotation is from the paragraph immediately preceding
Question 4 in the lead-in to the proposed standard.)
Issue 5:
We do not believe that the board should dictate a specific level of competency.
We are
comfortable with the guidance as set forth in the proposed standard as it seems consistent with the
current field work standards. The Board needs to leave some leeway for the exercise of
professional judgment.
Issue 6:
We agree with the scope of the audit. The auditor should have to directly obtain evidence about
whether internal control over financial reporting is effective. However, we do not believe the
standard is clear about what the auditor would do in a situation in which management believes
that because of budget constraints or other reasons, it is not cost effective to implement a control
and the auditor disagrees or in a situation in which management has not assessed certain controls
that they feel are not critical but the auditor feels are critical.
Issue 7:
Yes, we agree.
Issue 8:
We agree that it is appropriate to state that inadequate documentation is an internal control
deficiency and the auditor should evaluate the severity. We therefore disagree that inadequate
documentation should automatically rise to the level of significant deficiency or material
weakness in internal control.
Issue 9:
We agree if the term "walkthroughs" is used in the traditional sense of physical observation and
verification of the flow of documents. However, in an automated environment, a "walkthrough"
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may be difficult, if not impossible, to perform so there should be the opportunity for the auditor to
achieve the same objectives using alternative approaches when necessary.
Issue 10:
We disagree. We believe that the walkthrough should not be required to be performed by the
auditor him or herself. We believe that if the intemal auditor is qualified and independent, the
use of this internal audit documentation should be sufficient and reliable but only aider
verificatiorL The use of a management walkthrough should never be used.
Issue 11:
To require the auditor to obtain evidence of the effectiveness of controls for all relevant assertions
for all significant accounts and disclosures every year seems to be excessive and unnecessary.
There should be an annual evaluation of risk and a documented cycle of rotation where evidence
on the controls are obtained during the agreed upon cycle or whenever significant changes occur.
Issue 12:
The auditor should be permitted and not required to use the work of others. The auditor should
have the flexibility to use auditor judgment when it pertains to the work of others. The Board
should expand or provide more detail on its reference to the auditor using the work of
management.
Issue 13:
Yes, they are appropriately defined.
Issue 14:
At times, the proposed standard does not give the appropriate recognition to the work of internal
auditors. The internal auditor is prohibited from performing walkthroughs that are relied on by
external auditors. We believe this is a situation that should be allowed, based on the external
auditor' s judgment.
Issue 15:
We believe that the flexibility in determining the extent of reliance of the work of others is
important. We believe that to the extent that the auditor can reasonably verify the independence
of others performing the work, it is not necessary to re-perform or perform additional work as
long as the results satisfy the auditor's objectives.
Issue 16:
Yes, we agree.
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Issue 17:
The definitions are subjective so we do not believe they will necessarily result in increased
consistency in the evaluation of deficiencies; however, we have no suggestions to correct this
inherent problem
Issue 18:
Yes, we agree that the examples in Appendix D are helpful and don't have any other specific
examples that would provide further interpretive help.
Issue 19:
No, we don't believe that it is necessary for the auditor to evaluate the severity of all identified
internal control deficiencies. We believe that whether a deficiency is evaluated should be subject
to the auditor's judgment as there may be a control that the auditor is not relying on that would
make the deficiency irrelevant.
Issue 20:
Yes, it is appropriate.
Issue 21:
Yes, the matters are appropriately classified.
Issue 22:
Yes, we agree the auditor should evaluate the effectiveness of the audit committee's oversight.
Issue 23:
Yes, we believe the auditors should be able to effectively carry out their responsibility.
Issue 24:
No, it is not necessary for the auditor to withdraw from the audit engagement. It is important for
the users of the financial statements to have access to the adverse opinion on the effectiveness of
internal control.
Issue 25:
We agree. If management says controls are not effective then it would be confusing to the reader
if the auditor did not issue an adverse opinion.
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Issue 26:
No, either the controls work or they don't. For example if management gives an adverse opinion,
the auditor cannot give an "except for" opinion. (See question 25)
Issue 27:
We agree because by the auditor's opinion speaking directly to the effectiveness of the internal
control over financial reporting it prevents confusion on part of the reader.
Issue 28:
We believe that what the Board has provided in the standard is appropriate.
Issue 29:
Yes, there should be some internal control-related non-audit services that the auditor should be
prohibited from providing. As an example, GAO's Government Auditing Standards, general
standards for independence--section 3.17 note f., indicates that "...certain nonaudit services
impair the audit organization's ability to meet either or both of the overarching principles in
paragraph 3.13 for certain types of audit work. For example, if the audit organization has been
responsible for designing, developing, and/or installing the entity's accounting system or is
operating the system and then performs a financial statement audit of the entity, the audit
organization would clearly be in violation..."
Issue 30:
Yes, they are appropriate.
Issue 31:
Yes, it is appropriate.

We appreciate the efforts of the Board and the opportunity to provide our comments. Should you
have any questions or need additional information regarding our response, please contact me or
Martha Mavredes at (804) 225-3350.
Sincerely,

Walter J. Kucharski
Auditor of Public Accounts
WJK:aom
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200 PARKAVENUE,NEWYORK,NY 10166" TEL:212-573-5500 FAX:212-573-5509

COMMUNITY BANKERS ASSOCIATION OF NEW YORK STATE
Mariel O. Donath
President & CEO

November 21, 2003
Office of the Secretary
Public Company Accounting Oversight Board
1666 K Street, NW
Washington, DC 20006-2803
RE: Proposed Auditing Attestation Requirements
Dear Sir/Madam:
The Community Bankers Association of New York State* appreciates the opportunity to
comment on the proposed auditing standard governing the attestation and reporting of
management's assessment of the effectiveness of internal controls. We believe that Section 404
of the Sarbanes-Oxley Act of 2002 was intended to impose similar requirements on general
corporations that already exist for financial institutions under the Federal Deposit Improvement
Act (FDICIA) of 1991. This law requires management of depository institutions with assets over
$500 million to attest to the effectiveness of the institution's internal control structure. The
institution's auditor then attests to management's assessment, but does not require another
independent audit of the internal controls.
We strongly believe that the proposed new standard would add burdensome, expensive, and
overlapping requirements on community banks. Furthermore, we believe that the new standard
should conform to the previous requirement already mandated by Congress, or should provide an
exemption for depository institutions already examined and supervised by federal banking
regulators.
We respectfully request that new standards for public companies acknowledge the existing
comprehensive system of regulation, examination, and supervision of insured banks and
evaluate whether another layer of auditing expense is either reasonable or necessary.
Thank you for the opportunity to comment on this proposal.
Sincerely,

Mariel Donath
* The Community Bankers Association of New York State (CBANYS) represents savings
institutions and commercial banks with cumulative assets exceeding $165 billion, employing over
23,000 New Yorkers at 1,350 locations statewide, and allocating more than $1 billion annually
toward local affordable housing and community development.

...I,feblood of our communities.

Computer Sciences Corporation
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Leon J. Level
Vice President and Chief Financial Officer

November 21, 2003

Office of the Secretary
Public Company Accounting Oversight Board
1666 K Street, N.W., 9TH Floor
Washington, DC 20006-2803
Re: PCAOB Rulemaking Docket Matter No. 008, “Proposed Auditing Standard
– An Audit of Internal Control Over Financial Reporting Performed in
Conjunction With an Audit of Financial Statements”

FILED ELECTRONICALLY (comments@pcaobus.org)
Dear Board Members and Staff,
Thank you for the opportunity to comment on the Public Company Accounting
Oversight Board’s (the “Board”) proposed rule, “Proposed Auditing Standard – An
Audit of Internal Control Over Financial Reporting Performed in Conjunction With
an Audit of Financial Statements,” Release No. 2003-017 (the “Proposed Standard”),
which was issued October 7, 2003. We commend the Board on its comprehensive
efforts to involve all relevant constituencies in formulating this auditing standard.
We have supported the efforts of the President, Congress and the Securities and
Exchange Commission to enhance investor confidence in the integrity of our financial
reporting system, including legislation and regulations requiring public companies to
report on the effectiveness of their internal control. Accurate and reliable financial
information is fundamental to investor confidence, and effective internal control over
financial reporting plays an important role in assuring the integrity of financial
reporting. However, even effective internal control provides only reasonable, not
absolute, assurance financial statements are not materially misstated.
While audits of internal control over financial reporting may help improve investor
confidence, it is important to balance the cost of these measures with resulting
benefits. The proposed audit of internal control over financial reporting certainly
would not have detected or prevented the egregious fraudulent financial reporting and
business failures of the past two years if full financial statement audits were not
sufficient to detect or prevent these abuses.
We are gravely concerned the Proposed Standard, in fact, will result in very
significant costs, wholly disproportionate to the resulting benefits. Accordingly, we
think the Board should use every possible means to mitigate the cost of these
measures to registrants and, ultimately, investors.
2100 East Grand Avenue
El Segundo, California 90245
310.615.0311
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•

We have significant concerns with the overly broad and all-encompassing
nature of the proposed definition of a significant deficiency as any deficiency
where the likelihood of potential misstatement is more than remote and the
magnitude is more than inconsequential. Deficiencies with a potential
misstatement of more than “an inconsequential amount” would encompass
substantially all deficiencies. This would make it difficult to distinguish more
significant deficiencies in internal control over financial reporting from
matters of far less importance and those unlikely to recur.

•

We also have significant concerns regarding the exhaustive scope of required
audit procedures; unnecessary restrictions on reliance auditors may place on
the work of management, internal audit, and others; and the prohibitively high
cost of these audit procedures without commensurate benefits.

•

We strongly suggest the Board reconsider proposed guidance regarding
enumerated circumstances where there is a presumption each circumstance
represents at least a significant deficiency and a strong indication of a material
weakness.

•

Finally, we think the issues requiring reconsideration are so significant and
pervasive that we suggest the Board reissue the Proposed Standard upon
revision for further public comment to give adequate consideration to the
viewpoints of all affected constituencies.

We have provided further information regarding these concerns, as well as other
significant comments, concerns and suggestions, in the following paragraphs. We
also have included detailed responses in Exhibit I to the specific questions for which
the Board is seeking comment.
Definition of a Significant Deficiency
We think the definition of a significant deficiency is far too broad and all
encompassing. Deficiencies with a potential misstatement of more than an
inconsequential amount would encompass substantially all deficiencies. This would
make it difficult to distinguish more significant deficiencies in internal control over
financial reporting from matters of far less importance. We also think use of such a
vague threshold as “inconsequential” would result in fairly significant diversity in
practice since there is no existing usage of this term in either auditing standards or
generally accepted accounting principles. Furthermore, we think this definition
would mandate a standard which is virtually, if not wholly, unachievable for any
large, global corporation.
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Scope of Required Audit Procedures and Reliance on the Work of Management,
Internal Audit, and Others
Generally, we think the Proposed Standard requires an excessive scope of work for
the audit of internal control over financial reporting in that it (1) mandates certain
controls be evaluated directly by the auditor (2) restricts the extent of reliance which
the auditor may place on procedures performed by management, internal audit, or
others and (3) prohibits the auditor from relying on work performed in prior years.
As a result, the Proposed Standard would result in substantial duplication of efforts as
to audit procedures performed in prior years, as well as between audit procedures
performed by internal auditors and the external auditor.
More specifically, the Proposed Standard requires the auditor to directly perform all
procedures, and not rely upon efforts of management, internal audit, or others, in the
following areas:
•

Controls which are part of the control environment, such as controls designed
to prevent and detect fraud;

•

Controls over the period-end financial reporting process;

•

Controls which have a pervasive effect on the financial statements, such as
information technology general controls; and

•

Walkthroughs for all of the company’s significant processes.

In principle, there is simply no reason the auditor should not be able to place reliance
on the efforts of others in evaluating these controls, provided the auditor has:
•

Evaluated the competence, objectivity and independence of the persons
performing such work (as required under Statement on Auditing Standards
No. 65), and

•

Reperformed such tests, or directly performed such independent tests, as are
necessary to corroborate the results of such procedures.

We think these restrictions will unnecessarily materially burden the entire economy
with excess cost.
The extent of reperformance and independent tests should depend upon: the results of
the tests performed by others; materiality, risk of misstatement, and degree of
judgment or estimation associated with the related account balance or disclosure;
degree of judgment required to evaluate the operating effectiveness of the control,
subjectivity of the tests, and pervasiveness of the controls. Such reliance is
particularly appropriate where testing has been performed by internal audit in
accordance with the Standards for Professional Practice of Internal Auditing issued
by the Institute of Internal Auditors (“IIA”), and where the internal audit function is
independent and objective. In fact, in most cases, the company’s internal audit
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personnel would be at least as well qualified, and in many cases better able, to
evaluate these control areas than the external auditors based on their knowledge of the
company’s industry, business, practices and procedures, processes and information
technology systems.
Furthermore, the auditor should be able to fully rely on work of experienced internal
audit personnel for controls over significant non-routine and non-systematic
transactions, such as accounts involving significant judgments and estimates, where
such personnel are judged to be sufficiently competent and knowledgeable, as well as
objective and independent from management.
Finally, the auditor should be able to place reliance on work performed in prior years
where such work is relevant to the current period. An example of this would be tests
of application program controls. If such controls are tested in connection with the
initial implementation of a new system it would only seem necessary to test changes
in subsequent periods, assuming the auditor has tested IT general controls (including
program change controls) and determined such controls are effective. This approach
is referred to as “baselining” application controls and is a long established, widely
accepted practice in use in audits of service providers under Statement on Auditing
Standards No. 70 (“SAS 70 audits”), as well as audits of IT controls in conjunction
with audits of financial statements.
Cost Benefit Considerations
Based on the various factors discussed above we think the cost of audit work required
under the Proposed Standard does not appear to be reasonable in relation to the
benefits to be achieved. Financial Executive International estimates potential annual
audit cost increases of 30-50%. Representatives of the big four public accounting
firms have indicated to us the increase could, in fact, be significantly greater – up to a
multiple of the current audit fee. We think they have underestimated its impact.
There will be even more substantial costs for the affected public companies. Audits
of internal control over financial reporting are generally thought to result in the
following benefits: improvement of public confidence in our financial reporting
system and, consequently, in our capital markets, and prevention of business and
financial reporting failures such as Enron and WorldCom. While we think such
audits may help improve public confidence we question whether such audits will have
much, if any, impact on business and financial reporting failures such as Enron and
WorldCom.
Expectations Gap
In addition to the overall cost benefit disparity, we are even more concerned with the
widely held misperception that audits of internal control will eliminate business and
financial reporting failures. We fear this “expectations gap” may serve to further
undermine our markets if, or when, we experience the next serious business and
financial reporting failure. At least in part, this “expectations gap” has, in fact,
resulted from unrealistic expectations created by some of the recent rule-making
initiatives. For example, the chief executive and chief financial officers of registrant
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companies must file quarterly and annual “certifications” under Section 302 of
Sarbanes-Oxley. These “certifications” address: accuracy of financial statements
filed with the SEC, effectiveness of disclosure controls and procedures, and changes
in internal controls that could materially affect registrant financial statements.
We strongly disagree with this nomenclature. Terms such as “certification” and
“ensure” imply a much higher level of assurance than can reasonably be applied to
financial information and internal controls. As previously mentioned, internal
controls provide reasonable, but not absolute, assurance that financial statements are
not materially misstated. Financial statements present fairly a company’s financial
position, results of operations and cash flows in accordance with generally accepted
accounting principles. These are not absolute standards. “Management certification”
is far too strong a characterization. “Management representation” would more
appropriately convey the degree of assurance investors should attach to such
statements. It is precisely this type of rule making that widens, rather than narrows,
the “expectations gap.”
Evaluating the Effectiveness of the Audit Committee’s Oversight of The
Company’s External Financial Reporting and Internal Control Over Financial
Reporting
We think requiring the auditor to evaluate the effectiveness of the company’s audit
committee creates an inherent serious conflict of interests in view of the committee’s
responsibility for appointing the auditor. Additionally, it may also serve to further
undermine effective relationships among the company’s board of directors, audit
committee, management and external auditor. We think it is appropriate for the
auditor to consider performance of the audit committee in evaluating the company’s
control environment. However, we do not think it would be practical to require an
evaluation of audit committee effectiveness in view of the inherent conflict.
Circumstances Regarded as at Least a Significant Deficiency and Strong
Indicator of a Material Weakness
We do not think the following circumstances warrant the presumption it “should be
regarded as at least a significant deficiency and is a strong indicator a material
weakness exists” without further evaluation of all the relevant facts and
circumstances:
•

Restatement of previously issued financial statements.

•

Ineffective oversight by the company’s audit committee.

•

Ineffective regulatory compliance.

•

Fraud of any magnitude on the part of senior management.

•

Significant deficiencies, which remain uncorrected.
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We cannot presume any of the foregoing situations constitute either a significant
deficiency or material weakness without further consideration of the specific facts
and circumstances. For example, many restatements result from evolving
developments in financial reporting and, in some cases, changes to prevalent practice
mandated by the SEC or other rule-makers. As indicated previously, we do not think
auditor evaluation of audit committee effectiveness is appropriate given the inherent
conflict of interests. Assessment of the significance of deficiencies in regulatory
compliance and management fraud would require some consideration of the
significance of the amounts involved and, with respect to management fraud, the
position and authority of personnel. Finally, there may be very good reasons certain
significant deficiencies are not corrected, particularly given the definitional issues
discussed above regarding significant deficiencies.
We also think audit adjustments identified by the company’s auditors may not
necessarily be indicative of a material weakness or even a significant deficiency.
Audit adjustments of relatively subjective estimates, for example, may more nearly
represent a difference in judgment than a deficiency in the estimation process itself.
In addition, we do not think it reasonable to define deficiencies as “at least a
significant deficiency” without regard to the significance of the amounts involved and
all other pertinent facts and circumstances. More specifically, the categorical
classification of the following deficiencies as “at least a significant deficiency” does
not seem appropriate:
•

Controls over the selection and application of accounting principles.

•

Antifraud programs and controls.

•

Controls over non-routine and non-systematic transactions.

•

Controls over the period-end financial reporting process.

Furthermore, changes in control procedures and practices, such as antifraud
programs, controls and procedures, are not necessarily indicative of deficiencies.
Controls and procedures evolve over time and adapt to business innovation,
technology and consequent changes in overall business practices. Moreover, changes
in accounting practices are likewise not necessarily indicative of deficiencies as
prevalent practices evolve over time with changes and improvements in prevalent
financial reporting and accounting practices.
Auditor Responsibility for Reporting all Deficiencies to Management
The requirement for auditors to report ALL deficiencies to management is, without
any possible doubt, much too broad. Presumably this would require reporting
deficiencies in internal control over financial reporting - even where effective
mitigating controls exist. Perhaps consideration should be given to hierarchy of scale,
which is common in large, multinational companies, where certain deficiencies are
discussed and resolved at the local level and are not escalated further.

2100 East Grand Avenue
El Segundo, California 90245
310.615.0311
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Auditor Responsibility for Quarterly Disclosures
The scope of the auditor’s responsibility for quarterly disclosures about internal
control is ambiguous and there is no requirement under the Sarbanes-Oxley Act for
the auditor to perform work relative to the company’s quarterly disclosures.
Furthermore, the differing levels of auditor responsibility regarding the
management’s quarterly disclosures versus management’s annual assessment may
create more investor confusion and further widen the “expectations gap”.
Areas for Additional Guidance
We suggest the Board consider providing additional guidance in the following areas:
•

Expand on guidance regarding appropriate framework for IT controls:
o Incorporate reference to “Control Objectives for Information and
Related Technology” (COBIT), published by the IT Governance
Institute.
o Reference recent Discussion Document published by the IT
Governance Institute and ISACA regarding applicable IT control
objectives and controls (“IT Control Objectives for Sarbanes-Oxley:
The Importance of IT in the Design, Implementation and Sustainability
of Internal Controls Over Disclosure and Financial Reporting”).

•

Identify independence and internal control-related services, which would
compromise auditor independence.

•

Clarify independence issues where service provider audits are performed by
the company’s external auditor.

•

Identify time frame necessary to establish newly instituted controls are
effective.

We thank you for the opportunity to express our views in this letter. If you have any
questions or would like to further discuss our comments, please feel free to contact
Dennis Dooley at (248) 372-3306 or me at (310) 615-1728.
Sincerely,

Leon J. Level
Chief Financial Officer

2100 East Grand Avenue
El Segundo, California 90245
310.615.0311
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cc:
Mr. William J. McDonough, Chairman
Ms. Kayla J. Gillan, Board Member of the PCAOB
Mr. Daniel L. Goelzer, Board Member of the PCAOB
Mr. Bill Gradison. Board Member of the PCAOB
Mr. Charles D. Niemeier, Board Member of the PCAOB
Dr. Douglas R. Carmichael, PhD., CPA,CFA.
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Exhibit 1

Response to the Questions Set Forth in PCAOB Release No. 2003-017, “Proposed
Auditing Standard – An Audit of Internal Control Over Financial Reporting
Performed in Conjunction With an Audit of Financial Statements” (the “Proposed
Standard”)

1. Is it appropriate to refer to the auditor’s attestation of management’s assessment
of the effectiveness of internal control over financial reporting as the audit of
internal control over financial reporting?
Yes, we think it is appropriate to refer to the auditor’s attestation of
management’s assessment as the audit of internal control over financial
reporting.
2. Should the auditor be prohibited from performing an audit of internal control over
financial reporting without also performing an audit of the financial statements?
Yes, the audits of the financial statements and of internal control over
financial reporting are complementary; performance of these audits by
different auditors could potentially diminish the effectiveness of both audits.
3. Rather than requiring the auditor to also complete an audit of the financial
statements, would an appropriate alternative be to require the auditor to perform
work with regard to the financial statements comparable to that required to
complete the financial statement audit?
No, nothing short of a full audit of the financial statements would provide
equivalent coverage. Furthermore, separate audits of the financial
statements and internal control over financial reporting would generally not
be cost effective.
4. Does the Board’s proposed standard give appropriate consideration to how
internal control is implemented in, and how the audit of internal control over
financial reporting should be conducted at, small and medium-sized issuers?
No comment.
5. Should the Board, generally or in this proposed standard, specify the level of
competence and training of the audit personnel that is necessary to perform
specified auditing procedures effectively? For example, it would be inappropriate
for a new, inexperienced auditor to have primary responsibility for conducting the
interviews of the company’s senior management about possible fraud.
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No, specification of the level of competence and training would be overly
prescriptive.
6. Is the scope of the audit appropriate in that it requires the auditor to both evaluate
management’s assessment and obtain, directly, evidence about whether internal
control over financial reporting is effective?
Yes, requiring the auditor to both evaluate management’s assessment and
obtain, directly, evidence about the effectiveness of internal controls is
appropriate. Evaluating management’s assessment without directly
evaluating internal control over financial reporting would not provide a
substantive basis for the auditor’s report and would not meet expectations of
investors and other users of the reports.
7. Is it appropriate that the Board has provided criteria that auditors should use to
evaluate the adequacy of management’s documentation?
Yes, the Board’s criteria regarding adequacy of management’s
documentation appears appropriate.
8. Is it appropriate to state that inadequate documentation is an internal control
deficiency, the severity of which the auditor should evaluate? Or should
inadequate documentation automatically rise to the level of a significant
deficiency or material weakness in internal control?
Yes, the assessment as to the significance of the deficiency should be subject
to auditor judgment based on all the relevant facts and circumstances.
Inadequate documentation would not necessarily represent a significant
deficiency or material weakness, in and of itself.
9. Are the objectives to be achieved by performing walkthroughs sufficient to
require the performance of walkthroughs?
Yes, walkthroughs are a widespread practice and the objectives are sufficient
to warrant inclusion of this procedure as a part of the audit of internal
control over financial reporting.
10. Is it appropriate to require that the walkthrough be performed by the auditor
himself or herself, rather than allowing the auditor to use walkthrough procedures
performed by management, internal audit, or others?
No, we do not think the walkthrough would necessarily need to be performed
by the auditor. In principle the auditor should be allowed to use documented
walkthroughs performed by management, internal audit, or others. The
extent of the use of such walkthroughs and tests to be performed directly by
the auditor would depend upon the facts and circumstances.
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11. Is it appropriate to require the auditor to obtain evidence of the effectiveness of
controls for all relevant assertions for all significant accounts and disclosures
every year or may the auditor use some of the audit evidence obtained in previous
years to support his or her current opinion on management’s assessment?
No, the auditor should be able to place reliance on work performed in prior
years where such work is relevant to the current period. An example of this
would be tests of application program controls. If such controls are tested in
connection with the initial implementation of a new system it would only
seem necessary to test changes in subsequent periods, assuming the auditor
has tested IT general controls (including program change controls) and
determined such controls are effective. This approach is referred to as
“baselining” application controls and is a long established, widely accepted
practice in use in audits of service providers under Statement on Auditing
Standards No. 70 (“SAS 70 audits”), as well as audits of IT controls in
conjunction with audits of financial statements.
12. To what extent should the auditor be permitted or required to use the work of
management or others?
In principle, the auditor should be able to place reliance on the work of
others, provided the auditor has:
•

Evaluated the competence, objectivity and independence of the persons
performing such work (as required under Statement on Auditing
Standards No. 65), and

•

Reperformed such tests, or directly performed such independent tests, as
are necessary to corroborate the results of such work.

13. Are the three categories of controls and the extent to which the auditor may rely
on the work of others appropriately defined?
Generally, we think the Proposed Standard requires an excessive scope of
work for the audit of internal control over financial reporting in that it (1)
mandates certain controls be evaluated directly by the auditor and (2)
restricts the extent of reliance which the auditor may place on procedures
performed by management, internal audit, or others. As a result, the
Proposed Standard would result in substantial duplication of work as to
audit work performed in prior years, as well as between audit work
performed by the internal auditors and the external auditor.
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More specifically, the Proposed Standard requires the auditor to directly
perform all work, and not rely upon efforts of management, internal audit,
or others, in the following areas:
•

Controls which are part of the control environment, such as controls
designed to prevent and detect fraud;

•

Controls over the period-end financial reporting process;

•

Controls which have a pervasive effect on the financial statements, such
as information technology general controls; and

•

Walkthroughs for all of the company’s significant processes.

In principle, there is simply no reason the auditor should not be able to place
reliance on the work of others in evaluating these controls, provided the
auditor has:
•

Evaluated the competence, objectivity and independence of the persons
performing such work (as required under Statement on Auditing
Standards No. 65), and

•

Reperformed such tests, or directly performed such independent tests, as
are necessary to corroborate the results of such work.

We think these restrictions will materially unnecessarily burden the entire
economy with excess cost.
The extent of reperformance and independent tests should depend upon: the
results of the tests performed by others; materiality, risk of misstatement,
and degree of judgment or estimation associated with the related account
balance or disclosure; degree of judgment required to evaluate the operating
effectiveness of the control, subjectivity of the tests, and pervasiveness of the
control. Such reliance is particularly appropriate where testing has been
performed by internal audit in accordance with the Standards for
Professional Practice of Internal Auditing issued by the Institute of Internal
Auditors (“IIA”), and where the internal audit function is objective and
independent from management. In fact, in most cases, the company’s
internal audit personnel would be at least as well qualified, and in many
cases better able, to evaluate these control areas than the external auditors
based on their knowledge of the company’s industry, business, practices and
procedures, processes and information technology systems.
Furthermore, the auditor should be able to fully rely on work of experienced
internal audit personnel for controls over significant non-routine and nonsystematic transactions, such as accounts involving significant judgments and
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estimates, where such personnel are judged to be sufficiently competent and
knowledgeable, as well as objective and independent from management.
14. Does the proposed standard give appropriate recognition to the work of internal
auditors? If not, does the proposed standard place too much emphasis and
preference on the work of internal auditors or not enough?
No, the auditor should be able to place greater reliance on the work of
internal audit, including all the three categories of controls identified in the
Proposed Standard (refer to response to question 13 above).
15. Is the flexibility in determining the extent of reperformance of the work of others
appropriate, or should the auditor be specifically required to reperform a certain
level of work (for example, reperform tests of all significant accounts or
reperform every test performed by others that the auditor intends to use)?
Yes, the extent of reperformance should be subject to auditor judgment
based on all the relevant facts and circumstances.
16. Is the requirement for the auditor to obtain the principle evidence, on an overall
basis, through his or her own work the appropriate benchmark for the amount of
work that is required to be performed by the auditor?
No, the auditor should not be required to directly perform any minimum
level testing, nor restricted in the reliance he may place on the work of
others. The auditor has ultimate responsibility for his opinion, but he should
be able to place reliance on the work of others, provided adequate
evidentiary matter supports the work and he is satisfied as to the
competence, objectivity and independence of personnel performing the work.
He should be able to base his opinion on the quality and sufficiency of the
evidentiary matter.
17. Will the definitions in the proposed standard of significant deficiency and
material weakness provide for increased consistency in the evaluation of
deficiencies? How can the definitions be improved?
We think the definition of a significant deficiency is far too broad and all
encompassing. Deficiencies with a potential misstatement of more than an
inconsequential amount would encompass substantially all deficiencies. This
would make it difficult to distinguish more significant deficiencies in internal
control over financial reporting from matters of far less importance. We
also think use of such a vague threshold as “inconsequential” would result in
fairly significant diversity in practice since there is no existing usage of this
term in either auditing standards or generally accepted accounting
principles.
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18. Do the examples in Appendix D of how to apply these definitions in various
scenarios provide helpful guidance? Are there other specific examples that
commenters could suggest that would provide further interpretive help?
Except as noted below, the examples in Appendix D provide helpful guidance
as to classification of significant deficiencies and material weaknesses.
Intercompany procedures should not result in significant deficiencies or
material weaknesses unless the intercompany balances do not eliminate
without unreconciled differences in consolidation. If the intercompany
balances eliminate in consolidation they have no effect on the financial
statements and, as a consequence, deficiencies in internal control over
itercompany balances could not result in significant deficiencies or material
weakness.
19. Is it necessary for the auditor to evaluate the severity of all identified internal
control deficiencies?
Yes, the severity of internal control deficiencies must be evaluated by the
auditor based on all the relevant facts and circumstances.
20. Is it appropriate to require the auditor to communicate all internal control
deficiencies (not just material weaknesses and significant deficiencies) to
management in writing?
No, the requirement for auditors to report ALL deficiencies to management
seems much too broad. Presumably this would require reporting deficiencies
in internal control over financial reporting - even where effective mitigating
controls exist.
21. Are the matters that the Board has classified as strong indicators that a material
weakness in internal control exists appropriately classified as such?
No, we do not think the following circumstances warrant the presumption it
“should be regarded as at least a significant deficiency and is a strong
indicator a material weakness exists” without further evaluation of all the
relevant facts and circumstances:
•

Restatement of previously issued financial statements.

•

Ineffective oversight by the company’s audit committee.

•

Ineffective regulatory compliance.

•

Fraud of any magnitude on the part of senior management.
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•

Significant deficiencies, which remain uncorrected.

We cannot presume any of these situations constitute either a significant
deficiency or material weakness without further consideration of the specific
facts and circumstances. For example, many restatements result from
evolving developments in financial reporting and, in some cases, changes to
prevalent practice mandated by the SEC or other rule-makers. As indicated
previously, we do not think auditor evaluation of audit committee
effectiveness is appropriate given the inherent conflict of interests.
Assessment of the significance of deficiencies in regulatory compliance and
management fraud would require some consideration of the significance of
the amounts involved and, with respect to management fraud, the position
and authority of personnel. Finally, there may be very good reasons certain
significant deficiencies are not corrected, particularly given the definitional
issues discussed above regarding significant deficiencies.
We also think audit adjustments identified by the company’s auditors may not
necessarily be indicative of a material weakness or even a significant deficiency.
Audit adjustments of relatively subjective estimates, for example, may more
nearly represent a difference in judgment than a deficiency in the estimation
process itself.
22. Is it appropriate to require the auditors to evaluate the effectiveness of the audit
committee’s oversight of the company’s external financial reporting and internal
control over financial reporting?
No, we think requiring the auditor to evaluate the effectiveness of the
company’s audit committee creates an inherent serious conflict of interests in
view of the committee’s responsibility for appointing the auditor.
Furthermore, it may also serve to undermine an effective relationship
between the company’s board of directors, audit committee, management
and external auditor. We think it is appropriate for the auditor to consider
performance of the audit committee in evaluating the company’s control
environment. However, we do not think it would be practical to require an
evaluation of audit committee effectiveness in view of the inherent conflict.
23. Will auditors be able to effectively carry out their responsibility to evaluate the
effectiveness of the audit committee’s oversight?
No, we do not think the auditor could effectively evaluate the effectiveness of
the company’s audit committee due to the inherent conflict of interests.
24. If the auditor concludes that ineffective audit committee oversight is a material
weakness, rather than require the auditor to issue an adverse opinion with regard
to the effectiveness of the internal control over financial reporting, should the
standard require the auditor to withdraw from the engagement?
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No, if, in fact, this resulted in an actual material weakness we do not think
the auditor should withdraw from the engagement.
25. Is it appropriate that the existence of a material weakness would require the
auditor to express an adverse conclusion about the effectiveness of the company’s
internal control over financial reporting, consistent with the required reporting
model for management?
Yes, we think consistency with the management reporting model is essential
in this circumstance.
26. Are there circumstances where a qualified “except for” conclusion would be
appropriate?
No.
27. Do you agree with the position that when the auditor issues a non-standard
opinion, such as an adverse opinion, that the auditor’s opinion should speak
directly to the effectiveness of the internal control over financial reporting rather
than to whether management’s assessment is fairly stated?
Yes, we agree that expressing an opinion on management’s assessment could
result in confusion. Reporting directly on the effectiveness of the company’s
internal control over financial reporting better communicates to the report
users the effect of such conditions, because directly reporting more clearly
states the auditor’s conclusions.
28. Should the board provide specific guidance on independence and internal controlrelated non-audit services in the context of the proposed standard?
Yes, we suggest the Board identify independence and internal control-related
services which would compromise auditor independence.
29. Are there any specific internal control-related non-audit services the auditor
should be prohibited from providing to an audit client?
Yes, we think the Board should specifically prohibit design and
implementation and testing of internal controls over financial reporting, as
well as direct assistance to the company in documenting and evaluating its
controls. The Board should specifically indicate recommendations regarding
internal controls arising from the auditor’s audits of the financial statements
and internal controls would not compromise their independence.
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30. Are the auditor’s differing levels of responsibility as they relate to management’s
quarterly certifications versus the annual (fourth quarter) certification,
appropriate?
No, we think the differing levels of auditor responsibility regarding the
management’s quarterly disclosures versus management’s annual assessment
may create more investor confusion and further widen the “expectations
gap”.
31. Is the scope of the auditor’s responsibility for quarterly disclosures about the
internal control over financial reporting appropriate?
No, the scope of the auditor’s responsibility for quarterly disclosures about
internal control is ambiguous and there is no requirement under the
Sarbanes-Oxley Act for the auditor to perform work relative to the
company’s quarterly disclosures.
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From:
Sent:
To:
Subject:

Lee Level [llevel@csc.com]
Monday, March 08, 2004 1:15 PM
Comments
PCAOB Rulemaking Docket Matter No. 008, Proposed Auditing StandardRegarding Internal
Controls Over Financial Reporting

Importance:

High

March 8, 2004
Office of the Secretary
Public Company Accounting Oversight Board
1666 K Street, N.W., 9TH Floor
Washington, DC 20006-2803
Re: PCAOB Rulemaking Docket Matter No. 008,
Proposed Auditing Standard Regarding Internal Controls Over Financial Reporting
FILED ELECTRONICALLY (comments@pcaobus.org)
Dear Board Members and Staff,
We strongly urge the Board to provide a comment period for the proposed auditing standard regarding internal controls
over financial reporting.
Your February 24 news release announced an open meeting to be held March 9 "to consider adopting an auditing
standard for internal control over financial reporting." The release also states, "The text of the final standard will be
posted to the Web site as soon as possible after the Board's meeting." It appears you received nearly 200 comment
letters on this proposal, with wide ranging input and only three months to draft broad revisions. As one of many
responsible, conscientious members of your public company constituency, we highly recommend a comment period
following the March 9 open meeting. Much discussion in your public community indicated hopes for a published draft in
advance of the open meeting. As the draft has not yet been exposed as of today, March 8, we can only assume the
Board is planning adequate time for comment before the final standard is posted.
Thank you for your consideration. Please feel free to contact me at (310)
615-1728.
Sincerely,
Leon J. Level
Chief Financial Officer,
Computer Sciences Corporation
----------------------------------------------------------------------------------------

---------------------------------------------------------------------------------------This is a PRIVATE message. If you are not the intended recipient, please delete without copying and kindly advise us by
e-mail of the mistake in delivery. NOTE: Regardless of content, this e-mail shall not operate to bind CSC to any order or
other contract unless pursuant to explicit written agreement or government initiative expressly permitting the use of e-mail
for such purpose.
---------------------------------------------------------------------------------------1
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21 November 2003
Office of the Secretary
Public Company Accounting Oversight Board
1666 K Street NW
Washington DC 20006-2083
USA

Dear Sirs

PCAOB Rulemaking Docket Matter Number 008
Proposed Auditing Standard – An Audit of Internal Control over Financial Reporting
Performed in Conjunction with an Audit of Financial Statements

The Confederation of British Industry (“CBI”) is the principal business association in the
United Kingdom representing all sizes of both UK companies and foreign companies with
places of business in the UK, and including UK companies who are listed or traded on the US
securities markets.
We have been closely following the implications and requirements of Sarbanes – Oxley
for UK companies affected, who are anxious to understand the implications of, and observe
the requirements of, and understand the implications of, the US legislation and rules made by
the SEC and other regulatory bodies which affect them.
Accordingly, the CBI welcomes the opportunity to comment on proposed rules and
requirements which will affect UK companies with listings in the US.
Our comments are directed from the standpoint of seeking to ensure proportionate and
appropriate rules, which will not result in excessive burdens or costs being placed on UK
companies and their audit firms, whilst remaining consistent with the requirements of
Sarbanes – Oxley.

Clive Edrupt – Company Affairs
DL: + 44 (0) 20 7395 8042 DF: +44 (0) 20 7836 1114 E: clive.edrupt@cbi.org.uk
CBI Centre Point 103 New Oxford Street London WC1A 1DU
T: +44 (0)20 7379 7400 F: +44 (0)20 7240 1578 E: enquiry.desk@cbi.org.uk W: www.cbi.org.uk
Director-General: Digby Jones President: Sir John Egan
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Key issues for CBI member companies

1. Adverse audit opinions
We do not believe that a material weakness should automatically result in an adverse opinion.
External auditors should use their professional judgement to determine whether a material
weakness merits a qualified rather than an adverse opinion. The PCAOB could provide
guidance on situations in which an adverse, rather than a qualified, opinion would be
appropriate.
The SEC interpreted the requirements of section 404 to relate to internal controls over
financial reporting. The proposed standard sometimes refers to ‘internal control’ and
sometimes to ‘internal control over financial reporting’. It is not always clear as to whether
references to internal control in the text should be read as references to internal control over
financial reporting. We suggest that the matter should be clarified at the beginning of the
standard.

2. Reporting of control weaknesses
We suggest that the requirement for the external auditor to communicate all deficiencies to
the audit committee will usually lead to excessive information for audit committees. This
requirement should be amended to exclude all the deficiencies already reported by internal
auditors, as well as enabling the grouping of similar types of deficiencies.
We do not accept the proposition that a significant deficiency that remains uncorrected after
some reasonable period of time is a strong indicator of a material weakness. As an example,
could this encompass a judgement that it is ‘reasonable’ not to correct a deficiency where the
costs of the control exceed the benefits? A further issue is whether the aggregation principle
applies in situations where a company has several deficiencies in unrelated areas. If it does,
then adverse audit opinions may become common and their significance will be devalued.

3. Level of controls testing
The examples of control testing procedures illustrate that a very substantial amount of audit
work is expected of external auditors at this basic level. The issuer is already required to carry
out its own testing in this regard and those tests should yield the same results as external audit
testing. We are not convinced that the requirement to test so much at this low level is
necessary to protect investors.
Whilst we would expect basic low level controls to form an important element of the overall
comfort obtained by CEOs and CFOs when making their certification, we would expect that
they would represent a relatively low proportion. For example, high-level detective controls
are typically a very significant element of overall comfort but they are not addressed in the
examples.

2
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4. Controls which do not naturally give rise to documentary evidence
Effectively designed controls are not always easy to demonstrate or document. For example,
day to day supervision, coaching and reviewing of staff and their work in the accounting
department are sound preventative controls but are ordinarily not documented on a continuing
basis. Despite this, external auditors can often, by a process of enquiry and proper evidential
corroboration, gain reasonable assurance that such controls exist and work effectively. The
proposed standard indirectly plays down the importance of such controls and may encourage
companies to prepare documentation that would not otherwise be necessary from a business
point of view. We envisage that even routine meetings of management that act as a form of
control, such as credit control meetings, will now have to be documented in detail to satisfy
the perceived requirements of the standard. This will add additional cost and bureaucracy.
The operation of some IT controls may also not be easy to document to the level that may be
perceived as necessary under the proposed standard. We question whether all this additional
work on documentation will provide an increased level of protection for investors
commensurate with the increased cost of compliance. We also question whether the proposals
go further than the intentions of the Sarbanes-Oxley Act.

5. Weakness identification
The proposed standard requires the auditor to issue an adverse opinion regarding the
effectiveness of internal control over financial reporting in case of one or more material
weaknesses. This includes the identification by the external auditor of a material misstatement
in the year-end financial statements that was not identified by the company’s internal controls,
even if management subsequently corrects the misstatement prior to issuance of the financial
statements.
This will have a profound effect on the relationship between an entity’s management and its
external auditors, since it will increase resistance to adjustments proposed by external
auditors. Even where the need for an adjustment is agreed, there will be unnecessary
arguments as to which party identified the weakness incentive first. It may also make it
difficult for external auditors to perform their work because management may try to keep
them out until the preparation of the financial statements is at an advanced stage, thus
ensuring that the auditor is not the first to identify adjustments.

We hope you find these comments helpful.

Yours faithfully

CLIVE EDRUPT
CBI Company Affairs
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Februar 6 ,

2004

Wiliam McDonough
Chairman
Public Company Accounting Oversight Board
1666 K Street, NW 9 Floor
Washington , DC 20006
Re: PCAOB rulemaking Docket Matter No. 008
Comments on Proposed Auditing Standard
Dear Chairman McDonough:

As Members of Congress we are wrting to you in connection with the Proposed Auditing
Standard- An Audit ofInternaI Control Over Financial Reporting Performed in Conjunction With
An Audit of Financial of Financial Statements. Ths stadard requires Audit firms to attest not
only to the reliability of a company s financial statements but also to attest to management'
assessment of the effectiveness of the company s internal controls over financial reporting. The
auditor would be required to understand the systems in place , design and test the system , and
provide an analysis on the effcacy of that system.

This would not only be a major initiative for each auditing firm but wil also significantly raise
the audit cost for the company being audited. Both the auditing firm and the audited company
would need to increase staffing to meet this new standard. It is our understanding that even
major firms such as Microsoft have voiced concerns about the increased cost that would result
from the new standard.
At'this point in time there are only four major accounting firms (the Big 4) to perform auditing
services on the largest 1000 public companies. This new standard developed to meet the
requirements of Sarbanes- Oxley Section 404 (b), will in essence bundle all of this work within
the Big 4 firms. In our opinion , this not only contradicts the Whte House strategy for increasing
opportUnties for small business , but could violate the spirit of Sarbanes- Oxley by encouraging

PRINTD ON RECYCLED PAPER

File No. PCAOB-2004-03 Page No. 801

self dealing amongst firms.

Therefore , we recommend that the standard require the large public accounting firms to
subcontract smaller firms to perform the internal control testing requirements. The use of

smaller less expensive firms wil decrease the cost to the audited companies and provide these
smaller firms with greater opportunities and experience in working with larger more
sophisticated firms; an experience they can bring to their smaller clientele. The larger firms
could provide leadership through oversight of the work.

In their comment to the PCAOB , the independent risk consulting firm Protiviti states
The auditor should be allowed to rely on competent and objective internal auditors (or
other similar parties , such as a separate process or risk control group which does not have
the responsibility for executing processes) in the performance of walkthroughs that are
effectively documented , provided the auditor is able to satisfy himself or herself about the
adequacy of this work through appropriate procedures.

In addition , Price Waterhouse Coopers LLP , one of the Big 4 accounting firms , states in their
response , in the section Use of the Work of Others
We believe that it is appropriate to consider the work of others in certain circumstances.
We agree that the auditor s use of others ' work must be subject to the auditor s overall
conclusion , using professional judgment , that his or her own work provides the
principal" evidence for the auditor s opinion.

We hope you wil strongly consider this proposal and include it in the final rule.

Sincerely,

(),w

~~~~
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From:

Kortokrax, Philip F. [PFKORTOKRAX@coopertire.com]

Sent:

Tuesday, November 25, 2003 9:05 AM

To:

Comments

Cc:

'fholman@mapi.net'

Subject: Alliance/MAPI Statement to PCAOB re SOX 404 Proposed Attestation Standard
Dear Mr. Chairman and Members and Staff of the Board:
This is a brief note to express my concurrence with the statement from MAPI by

Francis W. Holman, Jr.
regarding the proposed standards for SOX 404. Please provide every consideration to these comments
as you move towards issuance of your final rulings.
Best Regards,
Phil Kortokrax
Director of Internal Audit
Cooper Tire & Rubber Company
701 Lima Ave.
Findlay, Ohio 45840
Pfkortokrax@Coopertire.com

Ph: 419.429.4437
Fax: 419.420.6026
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COUNCIL OF
INSTITUTIONAL
INVESTORS
Suite 512 • 1730 Rhode IslandAvcnue,

November

N.W. • Washington,

D.C. 20036 • (202) 822-0800

• Fax (202) 822-0801

24, 2003

Office of the Secretary
PCAOB
1666 K Street NW
Washington,
Re:

DC 2ooo6-28o3

PCAOB Release 2oo3-o17
Audit of Internal Control Over Financial Reporting Performed in Conjunction
With an Audit of Financial Statements

Dear Secretary:
The Council of Institutional Investors, an association of more than 14o corporate, public
and union pension funds collectively holding more than $3 trillion in pension assets, is
writing in support of the PCAOB's proposed auditing standard, "An Audit of Internal
Control Over Financial Reporting Performed in Conjunction With an Audit of Financial
Statements."
Audited financial statements are one of the primary sources of information available to
guide and monitor Council members' investment decisions. The integrity of these
statements is critical to Council members and their millions of pension system
participants and beneficiaries. Since effective internal controls are a cornerstone of
reliable financial information, Council members are interested in ensuring that internal
controls are as effective as possible.
The Council agrees that outside auditors should be responsible for more than simply
evaluating the adequacy of management's process for determining whether internal
controls are effective. The investing public expects the outside auditor to not simply
audit the financial numbers but also to test the effectiveness of a company's internal
controls.
The Council wholeheartedly supports the PCAOB's provisions requiring outside
auditors to evaluate management's process for determining the effectiveness of internal
controls and to test whether the controls are effective and management's determination
is appropriate.
Massive accounting scandals in recent years--at large and small companies--have
shined a spotlight on outside auditors, audit committees and their critical role in
assuring high-quality financial reporting. The Council has supported legislative and
regulatory efforts to enhance the independence of audit committees and to ensure
greater audit committee and outside auditor accountability to shareholders.
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As a result, the Council strongly supports the proposal requiring the outside auditor to
evaluate the effectiveness of the audit committee's oversight of the external financial
reporting process and internal control over financial reporting, including whether audit
committee members act independently from management.
The Council commends the PCAOB for the thoughtful and comprehensive
taken in this proposed rulemaking. Please contact me with any questions.
Sincerely,

SarahA.B.Teslik
Executive Director

approach
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November 21, 2003

Via e-mail
Office of the Secretary
Public Company Accounting Oversight Board
1666 K Street, NW
Washington, DC 20006-2803
Re:

PCAOB Rulemaking Docket Matter No. 008; Proposed Auditing Standard - An Audit of
Internal Control Over Financial Reporting Performed in Conjunction with
an Audit of Financial Statements (PCAOB Release No. 2003-017, October 7, 2003)

Ladies and Gentlemen:
Covington & Burling is pleased to respond to the request of the Public Company
Accounting Oversight Board for comments on its Proposed Auditing Standard referred to above
(as so proposed, the "Standard"). Our comments relate solely to the application of the Standard
to consolidated or majority-owned subsidiaries ("Subsidiary Registrants") that have non-equity
securities listed on a national securities exchange or quoted in an automated inter-dealer
quotation system of a national securities association ("SROs"). We believe that the Standard
does not make adequate provision for the Subsidiary Registrant exemption provided by the SEC
in its recently adopted Rule 10A-3(c)(2) under the Securities Exchange Act of 1934. In addition,
we wish to call to the attention of the PCAOB certain other issues unique to Subsidiary
Registrants that are raised by the Standard.
As you know, Securities Exchange Act Rule 10A-3, which was adopted pursuant to
Section 301 of the Sarbanes-Oxley Act of 2002, directs SROs to prohibit the listing of any
security of an issuer that is not in compliance with prescribed audit committee standards. In
response to comments received from Subsidiary Registrants and their parent companies on
Rule 10A-3 as initially proposed, the SEC adopted an exemption to Rule 10A-3 as adopted for
Subsidiary Registrants (the "Subsidiary Registrant Exemption") if the parent company (a) has a

NY:

371383-2
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class of common equity securities (or similar securities) listed on an SRO and (b) is subject to,
and otherwise in compliance with, Rule 10A-3.t
Evaluating the Effectiveness of the Audit Committee's Oversight of the Issuer's External
Financial Reporting and Internal Control Over Financial Reporting
Evaluating Audit Committee Independence
Paragraphs 56-59 of the Standard prescribe standards for an auditor's evaluation of the
effectiveness of an audit committee's oversight of an issuer's external financial reporting and
internal control over financial reporting. The Standard directs auditors to place particular
emphasis in the course of their evaluation on the independence of audit committee members
from management and an issuer's compliance with applicable listing standards adopted pursuant
to Section 301 of the Sarbanes-Oxley Act. These listing standards include Rule 10A-3.
In the SEC Audit Committee Release, the SEC explains that subjecting Subsidiary
Registrants to the audit committee independence and other requirements of Rule 10A-3
would add little additional benefit if the subsidiary is closely controlled or consolidated
by a parent issuer that is subject to the requirements. Instead, imposing the requirements
on these subsidiaries could create an onerous burden on the parent to recruit and maintain
an audit committee meeting the requirements for each specific subsidiary.
Therefore, the SEC determined it was appropriate to exempt Subsidiary Registrants from the
requirements of Rule 10A-3.2 However, the Standard does not provide a corresponding
exemption for Subsidiary Registrants.
We note that Rule 10A-3(d) requires an issuer utilizing certain exemptions from
Rule 10A-3 to disclose in its annual report and proxy statement the nature of the exemption and
its assessment of whether, and if so how, such reliance would materially adversely affect the
ability of the issuer's audit committee to act independently and to satisfy the other requirements
of Rule 10A-3. The purpose of Rule 10A-3(d) is to alert an issuer's securitytholders that an
issuer's audit committee may not be acting independently or have systems in place toinsure
effective oversight of the company's external financial reporting and internal control over
financial reporting. Significantly, Rule 10A-3(d) does not require an issuer availing itself of the
Subsidiary Registrant Exemption to make such disclosure or assessment. This, we believe,
evidences further recognition by the SEC that reliance on the Subsidiary Registrant Exemption
does not jeopardize the effectiveness of the Subsidiary Registrant's external financial reporting
and internal control over financial reporting.
For the reasons stated above, we believe that evaluation under the Standard of the
effectiveness of an audit committee's oversight of the company's external financial reporting and
1The SEC determined

that this exemption

was consistent

Sarbanes-Oxley
Act and the protection of investors.
9, 2003 (the "SEC Audit Committee Release").
2 Section II(F)(2)(a)

of the SEC Audit Committee

with the purposes

and policies

of Section 301 of the

See Section II(F)(2) of SEC Release No. 33-8220,

dated April

Release.

.........................

+ ..............

...................
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internal control over financial reporting and, in particular, the independence of audit committee
members from management, should explicitly recognize that Subsidiary Registrants may be
exempt from the application of Rule 10A-3 (including the audit committee independence
requirements). The Standard should specifically affirm that the use by a Subsidiary Registrant of
such exemption should have no negative effect on the auditor's evaluation of the effectiveness of
an audit committee's oversight. By enacting the Subsidiary Registrant Exemption, the SEC has
endorsed the view that investor protection is not compromised by exempting Subsidiary
Registrants from the audit committee independence requirements (and the other requirements) of
Rule 10A-3 where the parent company audit committee is providing that protection, and we
strongly urge the PCAOB to endorse that view.
Evaluating the Effectiveness of an Issuer's Audit Committee in Other Contexts
Paragraph 56 of the Standard notes the important role that an issuer's audit committee
plays within the company's control environment by setting a positive tone at the top and in
monitoring components of internal control over financial reporting by challenging, and creating
an environment where others within the Company are able to challenge, the company's financial
activities. In order to eliminate any confusion over references to the term "audit committee" as
used in paragraph 56 and throughout the Standard, footnote 12 of the Standard provides that if an
issuer lacks an audit committee, all references to the audit committee in the Standard shall apply
to the entire board of directors of that issuer. As such, footnote 12 reflects the definition of
"audit committee" found in Section 3(a)(58) of the Securities Exchange Act of 1934. However,
while footnote 12 removes this ambiguity in the audit committee/full board context, it does not
address the similar situation that m.ayexist in the Subsidiary Registrant context.
The Standard contains numerous references to the obligation of an auditor to make
assessments of an issuer's audit committee's performance on matters other than independence. 3
In the Subsidiary Registrant context, each of these enumerated audit committee activities could
be undertaken by any of: (i) the audit committee of a Subsidiary Registrant; (ii) the full board of
a Subsidiary Registrant; or (iii) the audit committee of a Subsidiary Registrant's parent. We
believe that a Subsidiary Registrant should be able to retain flexibility to allocate these
responsibilities as it (or its parent) sees fit (so long as the parent company discharges its
obligations to supervise the Subsidiary Registrant's audit committee under Rule 10A-3). For
example, there may be circumstances where a Subsidiary Registrant's audit committee monitors
its code of ethics while the audit committee of the Subsidiary Registrant's parent oversees the
Subsidiary Registrant's external financial reporting process and internal control over financial
reporting. We believe that the Standard should be clarified in order to avoid confusion as to
what committee or equivalent body is performing the role of "audit committee" for purposes of
the Standard and, at the same time, to maintain maximum flexibility for parent companies to
manage their Subsidiary Registrants. The Standard should explicitly instruct Subsidiary
Registrants and/or their parent companies to include in their management report a specific
identification of the committee or equivalent body responsible for each required audit committee

3 See, e.g., paragraphs
the Standard.

24-25, 39 (bullet seven), 53 (bullet five), 72 (bullet six) and 126 (bullets

three and seven) of
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activity and instruct auditors to assess the committee or equivalent body so identified as being
responsible for the particular audit committee activity.
Mandated

Communications

with an Issuer's Audit Committee

The Standard contains numerous provisions that either require an auditor to make certain
communications to the issuer's audit committee or make reference to such communications.
These required communications include the following situations in which shortcomings have
been identified by an auditor: (a) an auditor's determination that management has failed to meet
certain obligations under the Standard (paragraphs 20 and 128(0); (b) an auditor's identification
during the course of an audit of significant deficiencies or material weaknesses in controls
(paragraph 100) or in internal controls over financial reporting (paragraphs 190-91); (c) the
failure of management to disclose or identify a material weakness in its management report
(paragraph 163, second bullet); (d) the presence of a material misstatement of fact in a
management report (paragraph 176); (e) the failure of management to respond to an auditor's
communication that changes to the issuer's disclosure about changes in internal control over
financial reporting are necessary (paragraphs 188-89); and (f) an auditor's identification during
the course of an audit of fraud or possible illegal acts (paragraph 192).
In order to avoid any ambiguity in the Standard as to which committee or equivalent
body of a Subsidiary Registrant should receive mandated communications from its auditors, we
believe that the Standard should clearly state that such required communications should be made
to the same committee or equivalent body that pre-approves the retention of the auditor by or on
behalf of the Subsidiary Registrant pursuant to Rule 2-01(c)(7) of Regulation S-X.
Section II.H of the SEC Audit Committee Release clarifies that a parent company's audit
committee is permitted under Rule 2-01(c)(7) to perform the pre-approval function for any
consolidated subsidiaries both with respect to the parent company's consolidated financial
statements and with respect to the financial statements of any consolidated subsidiary that also is
an issuer. 4 The SEC Audit Committee Release further notes that there may be instances where a
controlled consolidated subsidiary issuer has its own audit committee. In this case, only the
subsidiary audit committee need pre-approve the auditor's audit services under Rule 2-01(c)(7).
Finally, the SEC Audit Committee Release reminded issuers that in circumstances where the
SEC's rules require auditors to communicate directly to the issuer's audit committee, the same
body responsible for the pre-approval of audit and non-audit services pursuant to Rule 2-01(c)(7)
should be the body to whom these required communications are made by the issuer's auditor.
We believe that there should be an explicit statement in the Standard that an auditor must
deliver required communications pursuant to the Standard to the same committee or equivalent
body that pre-approves the retention of the auditor by or on behalf of the Subsidiary Registrant.
4 Note that "controlled consolidated subsidiary issuers" is a subset of our defined term "Subsidiary Registrant;'
in
that the latter term captures both consolidated subsidiaries and majority-owned
subsidiaries.
The Rule 10A-3(c)(2)
exemption discussed in the first section of this letter applies to "a direct or indirect consolidated subsidiary or an at
least 50% beneficially owned subsidiary of the issuer." The SEC discussion of the application of Rule 2-01(c)(7) in
Section II.H of the SEC Audit Committee Release applies only to controlled consolidated subsidiary issuers and not
to unconsolidated
majority-owned
subsidiary issuers. We do not believe that this distinction affects the analysis that
follows.
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This would have the benefit of removing any ambiguity in the Standard over what committee or
equivalent body should receive communications required to be delivered to the "audit
committee" pursuant to the Standard and harmonizing the Standard with the SEC's application
of Rule 2-01(c)(7). We believe this can be most efficiently accomplished by adding a general
statement to this effect to the Standard, rather than explicitly modifying each such reference.

We appreciate the opportunity to comment on the Standard. If you have any questions
with respect to this letter or require any further information, please do not hesitate to contact the
undersigned (212.841.1060: bbennett@cov.com) or David B.H. Martin (202.662.5128;
dmartin@cov.com).

,_e_)(

cc:

Jeffrey J. Minton
Special Counsel, Office of Rulemaking
Division of Corporation Finance
Securities and Exchange Commission

_/'fine_

CREDIT GROUP
SUITE
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CREDIT SUISSE GROUP
Paradeplatz 8
Postfach 1
CH-8070 ZiJrich
Switzerland

Officeof the Secretary
Public Company AccountingOversightBoard
1666 K Street, N.W.
Washington,D.C. 20006-2803
USA

November 21, 2003

via e-mail: comments@Dcaob.or_

Re.: PCAOB Rulemaking Docket Matter No. 008- Comments to the
Proposed Auditing Standard, "An Audit of Internal Controls Over
Financial Reporting Performed in Conjunction With an Audit of Financial
Statements"

To the Members of the PCAOB:
The Credit Suisse Group appreciates the opportunity to respond to the
request of the Public Company Accounting Oversight Board (PCAOB) for
comments on the Proposed Auditing Standard, "An Audit of Internal Controls
Over Financial ReportingPerformed in ConjunctionWith an Audit of Financial
Statements"("ProposedStandard").
As a foreignprivateissuerlistedon the NYSE, the Credit Suisse Group(CSG)
is pleasedto see the attentionbeinggiven by the SEC and PCAOB to the
protectionof investorsin publiclyheld companiesto restoreconfidencein the
financialmarkets. CSG believesthe spiritof the Sarbanes-OxleyAct, section
404 ("SOX 404") will significantlycontributeto restoringconfidence in the
investmentcommunity.
CSG believesthe objectivesof SOX 404 and the restorationand maintenance
of confidencein the financialmarketsshouldbe achievedin an efficientand
cost-effectivemanner,which isalso in the best interestsof investors.CSG
has identifiedthree general areas in the ProposedStandardthat it findsto be
of concernin relationto the roleof the externalauditorin reviewingan

Office of the Secretary
Public Company Accounting Oversight Board, p. 2

File No. PCAOB-2004-03 Page No. 812

organization's internal controls over financial reporting, including the related
management assessment of these controls, the proposed definitions of
significant deficiency and material weakness, and testing type, size and
timing.

A. Auditing Management's
External Auditor

Assessment vs. Direct Evidence by the

This comment addresses elements of the following questions from the
PCAOB:
6. Is the scope of the auditappropriatein that it requiresthe auditor to bothevaluate
management'sassessmentand obtain,directly,evidenceaboutwhetherinternalcontrol
over financialreportingis effective?
12.To whatextentshould the auditorbepermittedor requiredto use the workof
managementand others?
14. Doesthe proposedstandardgiveappropriaterecognitionto the workof internal
auditors?If not,does the proposedstandardplace toomuchemphasisandpreferenceon
the workof internal auditorsor notenough?
15. Is the flexibilityin determiningthe extentof re-performanceor the workof others
appropnate,or shouldthe auditorbespecificallyrequiredto re-performa certain/eve/of
work?
CSG's understanding of the initial basis of review for SOX 404 was that the
external auditor would review management's assessment of internal controls
over financial reporting. The Proposed Standard extends such review to
encompass significant additional work by the external auditor to acquire
"direct evidence" of the effectiveness of internal controls over financial
reporting. In the spirit of SOX 404, CSG believes the Proposed Standard
should focus primarily on ensuring that management is effectively assessing
the company's internal controls over financial reporting.
CSG is concerned that such additional work by the external auditor to obtain
direct evidence of the design and operating effectiveness of internal controls
over financial reporting in addition to reviewing management's assessment:
• will lead to potentially a triple review of certain internal controls, as external
audit, internal audit and management may review the same areas;
• will result in documentation and related testing work performed by
management being re-created or re-performed by external audit to obtain
direct evidence or to perform walk-throughs; and
• does not take sufficient account of the role of an existing, independent and
effective internal audit function to provide external audit with additional
support for its conclusions.
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CSG recognizes that the external auditor must consider the materiality of
specific financial statement line items, associated risk and the likelihood and
impact of potential misstatements in performing its SOX 404 review work.
CSG believes, however, that through the use of sound, professional judgment
by the external auditor, the documentation and testing work that the external
auditor should be permitted to rely on - including that of management's
assessment - should extend further than suggested in the Proposed
Standard.
Finally, CSG is concerned that if the external auditor is not permitted greater
flexibility in relying on the process by which management performs this
assessment and the quality of the results obtained, the additional costs
associated with external audit fees and the duplicated efforts of company
personnel to support the external auditor's direct evidence collection are not
an effective use of the company's financial and other resources in light of the
benefit to investors.

B, Material and Significant Weaknesses - Degree of Weaknesses
Requiring an Adverse Opinion
This comment addresses elements of the following questions from the
PCAOB:
17. Willthe definitionsin theproposedstandardof significantdeficiencyand material
weaknessprovidefor increasedconsistencyin the evaluationof deficiencies? Howcan
the definitionsbe improved?
25./s it appropriatethat the existenceof a materialweaknesswouldrequirethe auditorto
expressan adverseconclusionaboutthe effectivenessof the company'sinternalcontrol
over financialreporting,consistentw#hthe requiredreportingmodelfor management?
26. Are there circumstanceswherea qualified"exceptfor" conclusionwouldbe
appropriate?
CSG believes the definitions of "significant deficiency" and "material
weakness" should be conformed to existing definitions in U.S. generally
accepted auditing standards AU Section 325, Communication of Internal
Control Related Matters Noted in an Audit, and AT Section 501, Reporting on
an EnUty's lntemal Control Over Financial Reporting. CSG believes the
Proposed Standard departs significantly from these existing accounting
standards to make the threshold so low for determining significant deficiencies
that there is almost no distinction between a deficiency in internal control over
financial reporting and a si_qnificant deficiency. CSG is concerned that under

Office of the Secretary
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the Proposed Standard most well-controlled companies would have significant
deficiencies, and that would do nothing to improve the quality of financial
reporting or investor understanding or confidence in financial reporting.
Significant deficiencies in internal controls over financial reporting could
become routine events, with little meaning for investors, causing companies
and their management and internal and external auditors to use resources to
report and correct deficiencies that are not commensurate with the effect they
may have on the quality of financial reporting.
The Proposed Standard states that if one material weakness exists, or if
several significant deficiencies exist that may aggregate to a material
weakness, the auditor must issue an adverse opinion.
In the event a material weakness should exist, CSG believes that the external
auditor should use its professional judgment to evaluate the type of
weakness, mitigating controls, efforts to remedy the situation, as well as other
relevant factors in assessing the impact on the audit opinion. The
determination of the external auditor to issue a qualified or adverse opinion on
the internal controls over financial reporting should be based on such
evaluation and not solely on the quantitative existence of a material
weakness, although cases will arise in which the quantitative effect of a
material weakness results in a misstatement to the financial statements so
material that the external auditor must issue an adverse audit opinion. The
external auditor should have the flexibility to evaluate the efforts by an
organization to correct, improve or mitigate areas of weakness, especially in
the absence of material misstatements to the financial statements. Such
efforts are a sign of effective internal controls to address new risks and
weaknesses and resolve such issues promptly.

C. Testing Type, Size and Timing
This comment addresses elements of the following question from the PCAOB,
in addition to addressing generally other elements of the overall section in the
Proposed Standard on testing of operating effectiveness:
11. Is it appropriateto requirethe auditorto obtainevidenceof the effectivenessof
contro/sfor all relevantassertionsfor a/Isignificantaccountsand disclosureseveryyear
or may the auditorusesomeof the auditevidenceobtainedin previousyearsto support
his or her currentopinionon management'sassessment?
As performed during the course of normal audit work, auditors will regularly
review the control risks, materiality of related financial statement line items
and potential for misstatement, and historic experiences with various areas of
a company's internal controls. CSG believes that the external auditor should
be allowed to use its professional judgment based on, but not limited to, the
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above considerations,to determinewhich accountsand disclosuresshould be
tested and whetheror notthese need to be testedon an annual basis. CSG
recognizesthat there willcertainlybe areas that the external auditorwill,
however,continueto test on an annualbasisbased on itsjudgmentand risk
assessment. CSG believesthis same approachis relevantwhen reviewing
management'sassessmentof the internalcontrolsoverfinancialreporting.

Related to the general topic of testing of operating effectiveness,CSG has the
followingcomments:
The ProposedStandardincludesexamplesof testingtype, size and timing.
These are discussedas beingexampleson whichthe external auditorcould
base the scope of its WORK.CSG believesthatthese should,however,be the
basisfor evaluatingthe quality of management'sassessmentand not the
type, size and timingof testingnecessarilyexpectedof managementin its
assessmentwork.
CSG believesthattestingtype, size and timingshouldbe a determinationof
managementand be an integralpart of assessingthe adequacyof
management's assessmentprocess. Managementwill need to consider a
numberof factors in determiningtypes and timingof tests and test size,
includingthe natureof controls,frequencyin whichthe controlsare
performed,potentialimpactand likelihoodof riskaddressed by the control.
The external auditorwill subsequentlyhave to judge whethermanagement's
assessment,includingthe testingtype, size and timing,iseffective and
whetherits basisfor testingperformanceisappropriate.

We look forward to the completionof the final version of the Proposed
Standard to enable an effective and efficient implementation of the
requirements of SOX 404.
Should you have specific questions regarding our comments, we are pleased
to discuss the practical concerns we have with members of the PCAOB.
Sincerely yours,

Philip Ryan
Chief Financial Officer
Credit Suisse Group

Rudolf Bless
Chief Accounting Officer
Credit Suisse Group
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Crowe Chizek and Company LLC
Member Horwath International

330 East Jefferson Boulevard
Post Office Box 7
South Bend, Indiana 46624-0007
Tel 574.232.3992
Fax 574.236.8692
www.crowechizek.com

November 21, 2003
Office of the Secretary
Public Company Accounting Oversight Board
1666 K Street, N.W.
Washington, D.C. 20006-2803
Subject: PCAOB Rulemaking Docket Matter No. 008
We are pleased to comment on the proposed Auditing Standard, “An Audit of Internal Control
Over Financial Statement Reporting Performed in Conjunction with an Audit of Financial
Statements.” We understand the need to quickly prepare guidance for the numerous audits of
internal control required by the Sarbanes-Oxley Act of 2002. Following are changes we suggest
to improve the guidance in the proposed Standard and the resulting reports that will be issued.
1. The report on internal control over financial reporting that is included in the proposed
Standard should be significantly revised. The proposed report is based on criteria that will be
obscure to most users, and the report is not sufficiently descriptive or informative for most
users.
First, the criteria referred to in the proposed report are not widely-known. Users now have a
general understanding of “generally accepted accounting principles”and thus can absorb what
that reference means when they read it in an auditors’report. Their understanding is assisted
by the footnote disclosures of the accounting principles used. In the proposed report on
internal control over financial reporting, however, the “criteria established in Internal Control—
Integrated Framework issued by the Committee of Sponsoring Organizations of the Treadway
Commission”does not provide this understanding to users. Quickly, what are these criteria?
How does “Internal Control—Integrated Framework”relate to “internal control over financial
reporting”? Who are the Sponsoring Organizations and what is their authority to specify
something? Who or what is the Treadway Commission? Why should this Framework be used
as a basis for reporting? What does this Framework say? Is the Treadway Commission still
active and updating its work as needed? How can someone get a copy of what the Treadway
Commission issued? Why does the auditor’
s report on financial statements refer to PCAOB
standards while the report on internal control over financial reporting refers to Treadway
Commission standards?
In short, users will not adequately understand the basis used to evaluate internal control over
financial reporting, and thus are likely to not understand, or to misunderstand, the report.
More discussion in the management report and the auditor report of the criteria used is needed.
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Second, the sample report gives a conclusion that the company’
s assessment about internal
control over financial reporting is fairly stated, in accordance with some criteria (see prior
paragraphs.) This report, however, gives the user no further information about the controls.
There is no discussion of what the internal controls are over financial reporting, whether they
are centralized or decentralized, whether there is an internal audit department, whether there is
an audit committee, and so on. To illustrate our concern with the sparse information provided
in this report about internal controls, imagine if the presentation of financial position and
results of operations, and the auditor’
s report thereon, were to be similar to this proposal.
There wouldn’
t be any financial statements or disclosures or other details. Instead there would
be a statement by management that “we had a good year on revenue and income and have a
strong balance sheet”with the auditor saying “
we agree with their evaluation.” Or perhaps,
this report might say we had a “tough year”or that the balance sheet is “weak”. This would be
a very limited and poor degree of communication with users about financial position and
results of operations. What is the user to make out of a brief report such as this? However, this
is the level of information that will be provided by the proposed reports on internal control.
Nothing about internal control over financial reporting is described or communicated, nothing
is disclosed, nothing is discussed. The user is just given a conclusion that internal control over
financial reporting is effective, but is not given a description of the internal control system over
financial reporting, of what these internal controls are, of how they operate, of what they
encompass. Further, the user has to guess what the criteria are that this report is based on--yes,
the source of the criteria is mentioned, but what ARE the criteria? Nor does the auditor’
s
report give a description of what was tested or of the various components of controls or the
details of the criteria used.
Also, the presence of a fraud at a company may mean that the detection function of internal
controls worked as intended and the fraud was brought to light—but the users may be
confused and wonder how there could be a fraud when internal controls were reported as being
effective and thus the fraud wasn’
t prevented from occurring in the first case. A better
discussion of both the preventive and the detective nature of internal control over financial
reporting in the proposed report might alleviate this possible confusion.
We suggest that both management’
s report and the auditor’
s report include significant
additional information about both management’
s assessment of internal controls over financial
reporting and the auditor’
s separate evaluation thereof. One section of these expanded reports
should discuss design of internal controls over financial reporting and provide information
about the areas where design was assessed, and how it was assessed. Another section of these
expanded reports should discuss operating effectiveness of internal controls over financial
reporting and how the operating effectiveness was assessed and tested. These additional
sections should provide details for the user in the several areas that are evaluated: operating
environment, tone at the top, risk management, control procedures, internal audit, monitoring,
audit committee, revenue recognition, asset safeguarding, approval of expenditures, and so on.
Otherwise, the user will have limited knowledge of what was done by the auditor or of what
assurance they should take from the auditor’
s report. These revisions are needed to improve
communication with users and to avoid creating an “expectation gap”with users, who might
come to expect that the report on internal control covers everything and that there is no costbenefit consideration used in designing controls or in testing them.
2. The proposed report on internal control over financial reporting is an “on-off”switch. If
there is one material weakness, the internal control system IN TOTAL is described as not
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providing “effective internal control over financial reporting.” It’
s as if there is NO internal
control system at all, not one that happens to have one problem somewhere. See the sample
report on page A-69 in the proposal, which indicates that because there is a material weakness,
the achievement of the objectives of internal control over financial reporting has not occurred.
However, paragraphs 8 through 11 of this proposed Standard appear to indicate that the
objective of internal control over financial reporting is to prevent and detect misstatements.
The expanded report on internal control over financial reporting we suggest above should be
able to provide a better balance, by not sounding that because there is ONE material weakness,
the whole system is worthless. The more detailed report we discussed above will better enable
preparers and auditors to convey the gradations of various control situations that will exist in
entities due to size of company, risk, costs, and other factors, as well as to allow discussion of
the presence of a weakness or two, and even cost-benefit decisions made regarding controls.
3. Continuing the topic just discussed in #2, if a material weakness exists, there still may be no
misstatement that occurred. It is possible, among other reasons, that a suitable “tone at the top”
provides such a sufficient preventive control that a weakness elsewhere was mitigated and a
misstatement was prevented. The ultimate objective, for users, is the presence of proper
financial reporting. Thus, the criteria used for deciding when a material weakness occurred
might need to consider whether the material weakness “
meant”anything or led to any
problems in financial reporting.
4. This proposal is lengthy and complex. We believe working groups should be formed to help
the Board’
s staff provide continuing and timely implementation guidance on questions that will
undoubtedly arise in practice. These questions are likely to arise from preparers, who will be
asked to prepare the needed documentation of internal controls and assessments under the
rules prescribed in this proposal, and from auditors, who will face numerous issues as to extent
of testing, extent of documentation, reporting, independence, and so on.
5. Throughout the sample reports, we suggest that every mention of “internal control”be
revised to refer instead to “internal control over financial reporting.”The scope of the auditor’
s
evaluation and assessment is limited to the latter term, not to the broader concept of “internal
control,”and we suggest avoiding a possible area of confusion of users who might believe they
are reading a report on all aspects of internal control.
6. In smaller entities, controls may be more informal than in larger entities. The proposed
Standard in Appendix E takes notes of this. We suggest that, as part of the expanded reporting
on internal control we earlier suggest, that the reports discuss some of the more informal ways
in which internal control over financial reporting is maintained. A user should not see the same
form of report for a small entity as for a larger entity and believe that their internal control
systems thus have identical complexity and features.
7. Entities may have recently acquired another company just before year-end and be in the
process of absorbing the acquisition, including making changes to conform the acquired entity’
s
controls with the acquirer. An entity with a recent acquisition may find itself unable to
determine whether internal controls are sufficient in the acquired entity, or unable to support its
assessment with suitable documentation, or unable to apply its control structure to the
acquisition, simply because there has not been enough time to do so. We suggest that special
consideration be given in the report on internal control (already, as we suggested earlier,
expanded in scope and content) so that the evaluation of the reporting entity can acknowledge
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that a recently-acquired entity has controls that have not yet been evaluated by management.
Users would be expected to understand and accept this situation because it is a logical feature
of any significant acquisition and the resulting integration.
8. The various requirements for communications of material weaknesses by the auditor should
discuss that these communications do not form the basis for management’
s conclusion about
the absence of material weaknesses. It should be made clear, in every instance where the
communication requirements are prescribed, that management cannot rely on the fact the
auditor hasn’
t communicated a material weakness in forming management’
s conclusions about
material weaknesses. It should be clear that the auditor’
s communications about material
weaknesses can’
t be used as a basis for management’
s assessment.
9. The guidance for making significance decisions for testing (paragraph 60) refers to significant
accounts “at both the financial statement level and then at the account or disclosure component
level.” We agree with “the financial statement level”and disagree with the “account”level.
Going beyond the line items in the financial statements may mean, in smaller entities, going to
hundreds or thousands of general ledger accounts, while larger entities could have hundreds of
thousands of “accounts”. Our concern about this point is heightened by paragraph 63, which
states: “
In some cases, separate components of an account may also need to be considered a
significant account...”. Does this mean that an entity with thousands of general ledger accounts
might have yet even many, many more items to consider, considerably in excess of the number
of accounts, as to components of these general ledger accounts? We suggest the guidance in
this proposal remain consistently at the financial statement level. In fact, even at the financial
statement line item level, some smaller balance items still may be too small a level at which to
make significance decisions.
10. We suggest that the various discussions of what must be done in an audit of the financial
statements be removed from this guidance on auditing internal control over financial
statements. A specific example is the discussion in paragraph 141 that the substantive
procedures must include “examining material adjustments made during the course of
preparing the financial statements.” “
Material adjustments made during the course of
preparing the financial statements” could include reclassifications to comply with GAAP,
closing net income to retained earnings, and a host of other normal entries made to record
December’
s sales, calculate income taxes, and so on. Whatever the merits of requiring testing of
material adjustments in the financial statements, we suggest all such guidance be handled
instead in auditing standards that focus specifically on auditing financial statements, and not in
a statement with the different objective of auditing internal control over financial reporting. In
that way, all the standard-setting on auditing financial statements can be evaluated on its merits
instead of being decided now as an “aside”in this proposal on internal control.
11. There may be significant independence implications in the variety of tasks that an auditor,
especially an auditor of a smaller entity, could be called upon to assist management with. Tasks
could range from education for the audit committee to performing tests that management could
rely on. Some of this assistance would be allowed, some would not. We suggest the Board give
consideration now to the areas in which an auditor could assist management with in internal
control analysis, especially on a smaller entity, and provide guidance now, as the initial phases
of implementing this new standard will be crucial. The guidance is needed in the areas between
the clear calls as to what is allowable versus what is not. To avoid unneeded problems with
independence, and to allow providing smaller entities with much-needed assistance, we
suggest the Board provide more robust guidance on the independence rules to allow audit
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committees and auditors to make proper decisions about the scope of assistance that may be
obtained.
12. This proposed Standard will lead to a significant increase in the amount of work needed
from an auditor, at the same time that there will be a shortening by one-third of the time
available to complete the year-end audit and perform the needed procedures for filing of Form
10-K, for accelerated filers. Accordingly, we suggest the Board revisit the scope of the
procedures in this proposal that are stated as those that must be performed after year-end, to
ensure that there remains enough time to perform the procedures actually needed within the
deadlines provided.
13. Paragraph 101 prescribes that the work performed on each audit of internal control “each
year”should provide “
sufficient evidence about whether the company’
s internal control over
financial reporting, including the controls for ALL internal control components, is operating
effectively.”(emphasis added). We suggest this be revised to allow the use of prior information
obtained.
An analogy to an audit of financial statements may provide a useful illustration. In 2002, an
entity may have added a fixed asset, which the auditor audited. For the audit for 2004, would
the auditor need to obtain evidence about the fixed asset addition from 2002, which remains on
the financial statements of the entity at year-end 2004, or would the Board allow the auditor to
rely on the evidence obtained in the 2002 audit. If the Board will allow reliance on prior
evidence for financial statement presentation, which we think makes all the sense in the world,
why must instead, for the audit of internal control over financial reporting, involving the
numerous systems and accounts and assertions that make up the matter to be audited, why
should the auditor be required to ignore all the testing done by the auditor in prior years? We
suggest this proposed Standard take a revised position on this cost-benefit issue to allow the use
of prior, valid evidence.
14. Appendix E may provide smaller companies with an ability to provide less documentation
of their internal control system. We suggest that Appendix E balance its discussions of the
matters discussed in, for example, paragraph E3 (“written policies…. often less complete or less
formal”
), and similar wording elsewhere, with guidance that written documentation is required
of management nevertheless.
15. We note the requirement to assess the effectiveness of the audit committee, as part of the
auditor’
s reporting on internal control over financial reporting. At first look, this appears
problematic, as the audit committee is the one that hires the auditor, is the one that approves
the scope of the auditor’
s work, and is the one to whom the auditor reports various matters.
Thus, it might seem that the auditor is reporting on the effectiveness of those that hired the
auditor. However, the audit committee is indisputably part of the internal control system, and
the Sarbanes-Oxley Act of 2002 does require a report by management and by the auditor on
internal control over financial reporting, so we concur that the scope of the auditor’
s work must
include assessments of the role and effectiveness of the audit committee. We do suggest the
Board take especial note of the sensitivity of this relationship and provide extensive guidance
on how the auditor is to assess, and report on, their assessment of the role of the audit
committee, those that hire the auditor.
If you have any questions or would like further discussion, please contact Jim Brown.
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Very truly yours,

Crowe Chizek and Company LLC
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Office of the Secretary
Public Company Accounting Oversight Board
1666 K Street N.W.
Washington, D.C. 20006-2803
Re: PCAOB Rulemaking Docket Matter No. 008
Dear Mr. Secretary:
The audit of internal controls as proposed exceeds the needs of management and
shareholders. The cost investment for compliance is significant with little impact on
reporting of financial position or results. Shareholders are primarily interested in the
financial statements and not the internal workings to report the financials. The traditional
external audit focus on substantiating the financials is more attuned to meeting investor
requirements than an audit of internal controls. Providing sufficient documentation to
meet the proposed standard imposes a substantial burden on companies with a
questionable return. The audit focus should be on management processes to evaluate and
maintain controls versus a review of the internal control structure.
The following comments are offered regarding the provisions of the proposed standard.
Question 6
Section 404(b) of the Sarbanes Oxley Act of 2002 requires that the registered public
accounting firm attest to and report on the assessment made by the management. The
requirements outlined in the proposal seem to go well beyond the requirement of the law.
An audit of internal controls as proposed effectively duplicates management’s
responsibilities. The focus of the public accounting firm’s work should be an evaluation
of the process management uses to assess the quality of management’s internal control
system. To evaluate management’s process would require some sample testing of the
evaluation process and therefore some of the specific controls but would clearly not
involve an in depth review of the internal controls as suggested in Paragraph 27 requiring
evidence regarding all assertions for all significant accounts and disclosures. The
proposed standard suggests that the accountant must fully develop their own opinion on
the controls to be able to attest to management’s work. The intent should be to validate
the adequacy of management’s process and not to re-perform the assessment.
Question 8
An inadequate level of documentation should be considered an internal control deficiency
but should not automatically rise to the level of a significant deficiency or a material
weakness. Levels of documentation can vary widely and should be subject to debate
between management and the accountant prior to assigning a level of significance.
Question 10
In the initial review, having the auditor involved in walkthroughs should facilitate
understanding of the processes. In future years however, the auditor should rely on the
walkthroughs performed by management or their internal auditors and only be directly
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involved on a sample basis to assess the effectiveness of the Company performed
walkthroughs.
Questions 12, 14, 16
The ability to rely on the work of management is too restrictive. A distinction should be
made between requirements of an initial review and subsequent years. In the initial year
expecting the auditors own work to provide the principal evidence for the audit opinion
makes sense. In subsequent years, more reliance could be placed on the work performed
by management especially if performed by internal auditors that meet the quality
standards established by the Institute of Internal Auditors. Specifically there seems to be
no reason why the auditors could not rely on walkthroughs, reviews of general IT
controls and reviews of period end reporting if the work is properly performed by
management and simply reviewed and tested by the auditor to establish the reliability of
the work performed.
Question 23
Under Sarbanes Oxley, the audit committee is now the employer for the accountant.
Having the accountant evaluate the effectiveness of the audit committee would constitute
a violation of the independence concept. The audit committee looks to the accountant to
provide independent insights into the Company and requiring the accountant to then
evaluate the audit committee in an unbiased fashion seems to be an unreasonable
expectation.
Question 27
The auditor report should comment on the effectiveness of management’s assessment. If
management offers an adverse opinion then having the accountant offer an adverse
opinion seems confusing. An adverse opinion by the accountant in this case brings into
question management’s assessment process and suggests the possibility of additional
undisclosed issues. If management has an acceptable assessment process and issues an
adverse opinion and the accountant agrees that the assessment is properly performed and
issues are properly disclosed, then the accountant should issue an unqualified opinion
regarding management’s assessment of controls.
Question 30
The quarterly Section 302 certifications are clearly management’s responsibility. Under
the certification, management is required to advise the auditor of significant deficiencies
or material weaknesses. Neither the content of the certification nor the act suggests that
additional work is required of the auditor each quarter. Audit review is only required
under Section 404 on the annual report for internal controls. The requirement is to audit
as of a point in time and evaluating controls at other dates would not be relevant to the
annual attestation. The auditor role regarding quarterly certification in the proposed
standard is beyond the expectations of the law.

Respectfully submitted;
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John Hurless
Pam Tripp
Cummins Inc.
Box 3005
Columbus, Indiana 47202
812-377-3062
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Lawrence A. Cunningham
Professor of Law & Business
Boston College
885 Centre St.
Newton, MA 02459
617-552-6373

Visiting Professor of Law
Vanderbilt University
131 21st Avenue South
Nashville, TN 37203
615-322-7193

November 4, 2003
Office of the Secretary
Public Company Accounting Oversight Board
1666 K Street, N.W.
Washington, DC 20006
PCAOB Rulemaking Docket Matter No. 008
Dear Mr. Secretary:
Please consider these comments on the proposed standard of the Public Company
Accounting Oversight Board (PCAOB) entitled “An Audit of Internal Control over
Financial Reporting Performed in Conjunction with an Auit [sic] of Financial
Statements” (Oct. 7, 2003) (the “Proposed Standard”). The comments are not geared
discretely to any particular Question to which the PCAOB seeks responses, though they
implicate Questions 1 and 26 set forth in the PCAOB’s Release accompanying the
Proposed Standard.
Summary. The Proposed Standard contemplates two separate audit opinions: a
new one on internal control over financial reporting and the traditional one on financial
statements. The Proposed Standard treats these exercises as integrated. The Proposed
Standard also indicates it is possible to give a qualified or adverse opinion on one while
giving an unqualified opinion on the other. This correctly implies that effective control is
neither a necessary nor sufficient condition for fair financial reporting.1 It may be
desirable for the Proposed Standard to make this reality express. Otherwise, there
appears to be some risk that controls will come to be treated as ends in themselves rather
than instruments to promote the ultimate end of fair financial reporting. There is also
meaningful risk of confusion among investors and other users of financial data, control
information, and audits of them.

1 If a company can have ineffective control and fairly-presented financial
statements, then effective control is not necessary; if a company can have effective
control but materially-misstated financial statements, then effective control is not
sufficient. Neither point negates the possibility that some level of control is necessary
nor that in certain discrete contexts some level of control is sufficient.
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Analysis. The Proposed Standard states that an auditor can issue (1) a qualified or
adverse opinion on the effectiveness of internal control over financial reporting but (2) an
unqualified opinion that the financial statements fairly present results and condition in
conformity with generally accepted accounting principles. Proposed Standard, ¶¶ 17779. This seeming incongruity is possible because a material weakness discovered in
internal control can be overcome in a financial statement audit by substantive tests that do
not rely upon the control bearing the material weakness.
Consider the opposite situation. Can an auditor issue (1) a qualified opinion on the
financial statements but (2) an unqualified opinion on internal control over financial
reporting? The Proposed Standard does not address this situation. Nothing in logic,
control or auditing standards prevents the possibility, however. Control over matters such
as transaction recording, classification and aggregation may be air-tight but various
judgments ranging from allowance for doubtful accounts to off-balance sheet financing to
stock option valuation may still be aggressive. The possibility undercuts an implicit
premise upon which the mandatory attestation of internal control project builds: If
control is effective, then companies should not produce financial statements that cannot
be given unqualified audit opinions. But this premise is false and the Proposed Standard
could be improved by so stating.
The possibility of effective control producing materially misstated financial
statements is recognition that effective control cannot guarantee fairly-stated financial
statements. This is inevitable but somewhat obscured in the Proposed Standard. True, the
Proposed Standard correctly emphasizes inherent limitations of internal control and the
contrast between reasonable assurance, which is possible, and absolute assurance, which
is not. Proposed Standard, ¶¶ 15-17. It likewise notes that the same limits of financial
statement audits apply to control audits. Proposed Standard, ¶ 17. The Proposed
Standard also rightly describes these limits as known features of the financial reporting
process and expresses the hope that installing safeguards will “reduce, though not
eliminate, the risk” of material financial misstatements. Proposed Standard, ¶ 15. But
the particular context of providing a qualified or an adverse financial audit opinion
despite furnishing an unqualified control audit opinion is never mentioned.
As matters of logic and probability, it may be more likely that a company will
boast ineffective control and yet be in a position to present fair financial statements than
the other way around. But of greater concern is the situation in which effective control
nevertheless yields materially misstated financial statements. After all, this seems to
have been the situation plaguing Enron Corp. and other catalysts of the Sarbanes-Oxley
Act.2 The possibility that effective control may nevertheless yield materially misstated
financial statements therefore may warrant specific express attention in the articulation of
auditing standards mandated by that Act.

2 See Lawrence A. Cunningham, The Sarbanes-Oxley Yawn: Heavy Rhetoric,
Light Reform (And It Might Just Work), U. CONN. L. REV., vol. 35 (2003), draft available
on http://ssrn.com/abstract_id=337280).
2
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Failure to draw express attention to this reality may produce investor confusion,
particularly in light of rhetoric in pronouncements accompanying the Proposed Standard
suggesting that incongruent opinions should not be possible. When the PCAOB released
the Proposed Standard, for example, one Board member stated: “Reliable financial
reporting would be impossible for a complex modern business without effective internal
control.” Statement of Daniel L. Goelzer, PCAOB, Proposed Standard (Oct. 7, 2003).
That opinion conflicts directly with the express statements in the Proposed Standard
contemplating exactly the opposite situation.
Likewise, the Release accompanying the Proposed Standard states: “Effective
internal control over financial reporting is essential for a company to effectively manage
its affairs and to fulfill its obligations to investors.” PCAOB Release No. 2003-17 (Oct.
7, 2003), at 5. If this were so, then it would not be possible to give a qualified or adverse
opinion on control and an unqualified opinion on financial statements. The possibility of
unqualified financial statement opinions with qualified or adverse control opinions means
effective control is not essential, but the quoted sentence says it is essential. See also
Proposed Standard, ¶ 23 (“internal control over financial reporting . . . enhances the
quality of financial reporting . . .”).
The Proposed Standard describes itself as an integrated standard that refers to
both audits of control and of financial statements. That interrelationship and the
integrated standard evince a strong sense that it should not be possible to have ineffective
control but fair financial statements or vice versa. Throughout the Proposed Standard,
emphasis is laid on the interrelationship between the two types of audit. Sometimes the
Proposed Statement indicates the direction of the relationship and sometimes does not.3
While the Proposed Standard draws from the interrelated character of the two audits the
implication that an auditor cannot audit control without also auditing financial statements,
there is also a false implication that effective control is the key to fair financial
statements.4

3 The Release accompanying the Proposed Standard refers to knowledge from
financial audit informing the auditor’s conclusions about the control audit. PCAOB
Release No. 2003-17 (Oct. 7, 2003), at 3. Paragraph 26 of the Proposed Standard refers
to deficiencies discovered in the control audit triggering adjustments to be made in the
financial audit. It also indicates the two are interrelated. Paragraph 27 of the Proposed
Statement states that knowledge gained from a financial audit informs auditors about
control effectiveness. Paragraph 132 again describes the understandings obtained as
interrelated, without expressing the direction of any relationship (control understanding
from control audit is “interrelated with” control understanding gained in assessing control
risk for a financial audit).
4 Oddly, the Proposed Standard also says the reverse is possible, that an auditor
can audit financial statements without also auditing controls. The Proposed Standard
gives as an example the case of an IPO, but does not explain how this illustrates the
point. Proposed Standard, at A-16, note 10. Failure to clarify this could leave important
obscurity in any final standard. As designed, the Proposed Standard permits performing
financial audits giving unqualified opinions without the need to perform the control audit,
3
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The Proposed Standard emphasizes that discovered financial misstatements may
imply ineffective control but that their absence does not imply effective control.
Proposed Standard, ¶ 144. Auditors of financial statements who discover misstatements
are to be alert that this may signal ineffective control. Proposed Standard, ¶ 143 (“The
extent of such misstatements might alter the auditor’s judgment about the effectiveness of
controls”). This may lead the auditor to issue a qualified or adverse control opinion due
to the time required to achieve effective control while issuing an unqualified opinion on
the financial statements by first correcting misstatements.
But the Proposed Standard does not mention that ineffective control may not lead
to financial misstatements nor that effective control may still produce financial
misstatements. This asymmetry can create undue emphasis on control and insufficient
emphasis on matters that must be valued by judgment. After all, everything about control
over financial reporting is and should be geared to fairly-presented financial statements,
not as ends in themselves.
This perspective generates a comment concerning Question 26 contained in the
Release accompanying the Proposed Standard. It asks whether there are “circumstances
where a qualified ‘except for’ conclusion [in a control audit] would be appropriate” as an
alternative to expressing an adverse control-audit opinion when a material weakness
exists. One possible circumstance is when the control material weakness did not prevent
giving an unqualified opinion on the financial statements. Unless there is reason to
believe that the material weakness in control will somehow prevent giving an unqualified
financial statement opinion in a future period, there is no obvious purpose to giving an
adverse control opinion in the current period.
A possible purpose is enhancing disclosure of the interior processes of financial
reporting, control and audit. The contemplated regime pressures companies to reveal
information concerning internal control. Adding an adverse auditor opinion on control
effectiveness despite an unqualified opinion on financial statements strengthens this
pressure. In giving an adverse control opinion, the Proposed Standard requires the
auditor to disclose relevant material weaknesses.
As written, the Proposed Standard does not require disclosure of the auditor’s
processes or assessments during the control audit (or the financial statement audit). But
if the value of providing an adverse (or qualified) control opinion despite an unqualified
financial statement opinion is altering investors to impending adversity, logic suggests
that the auditor fully disclose such risk and its processes and assessments concerning it.
This result would forge a substantial change in the standards governing auditing

but any auditor who performs a control audit must perform the financial statement audit
where the Proposed Standard makes express the possibility of giving a qualified or
adverse opinion.
4
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practice,5 a position the public accounting profession has in the past successfully
resisted.6
Some of the tension between different opinions in this integrated exercise may be
due to two differences between what the Sarbanes-Oxley Act says and what the Proposed
Standard contemplates (and addressing these may provide a way to reduce the tension).
The first relates to Question 1 in the Release accompanying the Proposed Standard. It
asks: “Is it appropriate to refer to the auditor’s attestation of management’s assessment of
the effectiveness of internal control over financial reporting as the audit of internal
control over financial reporting?” The answer depends on what turns on the
characterization.
Sarbanes-Oxley calls for an attestation of managerial assertions concerning
control effectiveness, while the Proposed Standard contemplates prescribing an audit of
such control effectiveness assertions. Though one footnote in the Proposed Standard
suggests a modest and technical distinction between the two (designating audit as the
process and attestation as the conclusion drawn), Proposed Standard, A-8, note 3, a
number of statements in the Proposed Standard and accompanying release documents
suggest a more significant difference.7 Using the term audit instead of attestation in the
Proposed Standard may suggest a higher level of obligation and expected result compared
to what the Sarbanes-Oxley Act contemplates. But the possibility of incongruent
opinions in the two exercises shows any such higher level of obligation and result to be
somewhat illusory.
Second, the Sarbanes-Oxley Act prescribes that the control attestation and the
financial statement audit be performed by the same independent public accounting firm.
See Sarbanes-Oxley Act, § 404(b) (providing that the control assessment not be a
separate engagement from the financial audit). The Act does not specify that the two
undertakings should have any other particular relation between them. The Proposed
Standard expressly and firmly contemplates a close interrelationship between the two and
articulates a standard expressing the goal of an integrated engagement for the two
assignments.

5 Such substantial changes may be behind one PCAOB Board member’s
statement that the coming regime of internal control certification and attestation
“revolutionizes” managerial and auditor attention to internal control. Statement of Daniel
L. Goelzer, PCAOB, on the Proposed Standard (Oct. 7, 2003).
6 See Monroe v. Hughes, 31 F.3d 772 (9th Cir. 1994) (rejecting shareholder
argument that public accounting firm had duty to disclose discovered internal control
deficiencies or material weaknesses).
7 See, e.g., Statement of Douglas Carmichael, Chief Auditor, PCAOB, on the
Proposed Standard (Oct. 7, 2003) (clarifying choice to use the term audit rather than
attestation by explaining that financial statement audits are a form of attestation and that
internal control assignments are similar). The presence of Question 1 in the Proposed
Standard itself provides a basis to infer something more significant than semantics or
technical characterization is at stake in the distinction between attestation and audit.
5
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That integration suggests the two assignments are on par with each other in terms
of level of obligation and expected assurance level. The public accounting profession has
substantial experience with full-fledged auditing of financial statements that may enhance
its capabilities and judgments honed from professional lessons. These are less likely to
exist as to full-fledged auditing of control (as contrasted with the selected testing of
controls in a financial statement audit). Aligning the obligation and expectations between
the two types of assignments as the Proposed Standard contemplates may therefore be
more ambitious than is reasonably justified, at least at present. Denominating the control
assertion exercise as an attestation rather than an audit may be a way to recognize these
differences.
Nor are these concerns directed solely at the potentially limited class of
circumstances producing incongruent opinions. Consider the significance of a qualified
opinion as to both control and financial statements or an unqualified opinion as to both.
For joint qualified opinions, the alignment may signal to investors and others that control
weaknesses are to blame for noncompliant financial statements. But this may not be the
case. For joint unqualified opinions, the alignment may tend to create in the investment
community a sense that control is working to the end of promoting fair financial
statements. But this sense may be false.8
The stated purpose of effective internal control over financial reporting is to
facilitate preparation of fairly-presented financial statements. But the possibility of
incongruent audit opinions shows that there is no necessary connection between the two.
In fact, the recognized possibility of incongruent opinions suggests reason to be
concerned that control can become an end in itself rather than the means to the ultimate
objective of fair financial reporting.9 To the extent possible, it would seem desirable for
the Proposed Standard to be modified to neutralize this concern.10
Sincerely yours,

Lawrence A. Cunningham
Visiting Professor of Law, Vanderbilt University
Professor of Law & Business, Boston College

8 This raises another comment, concerning Example A-2. This example shows an
adverse audit opinion when management’s assessment is that its company did not
maintain effective internal control. If management says its company did not maintain
effective internal control, users do not need an auditor to attest to this assertion.
9 See Lawrence A. Cunningham, The Appeal and Limits of Internal Controls to
Fight Fraud, Terrorism, Other Ills, JOURNAL OF CORPORATION LAW (UNIVERSITY OF
IOWA), vol. 29 (forthcoming 2004) (available at http://ssrn.com/abstract_id=444600).
10 To minimize forecasted investor confusion, consideration might be given to
including illustrations of circumstances that could produce incongruent opinions.
6
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DEFENSE CONTRACT AUDIT AGENCY
DEPARTMENT OF DEFENSE
8725 JOHN J. KINGMAN ROAD, SUITE 2135
FORT BELVOIR, VA 22060-6219

OFFICE OF THE DIRECTOR

PAS 730.3.B.2.4

November 21, 2003

Office of the Secretary
Public Company Accounting Oversight Board
1666 K Street, N.W.
Washington, D.C. 20006-2803
SUBJECT: PCAOB Rulemaking Docket No. 008 Proposed Auditing Standard - An Audit
of Internal Control Over Financial Reporting
Members and Staff of the Public Company Accounting Oversight Board (PCAOB):
The Defense Contract Audit Agency (DCAA), under the authority, direction, and control
of the Under Secretary of Defense (Comptroller) is responsible for performing all contract audits
for the Department of Defense (DoD), and for providing accounting and financial advisory
services regarding contracts and subcontracts to all DoD Components responsible for
procurement and contract administration. DCAA provides a wide variety of products and
services to contracting officers including independent attestation audits of defense contractors’
internal control systems. Many of the largest DoD contractors that DCAA audits are publicly
traded and therefore would be required to implement the standards issued by the PCAOB.
DCAA audits are conducted in accordance with Generally Accepted Government
Auditing Standards (GAGAS) which incorporate American Institute of Certified Public
Accountants (AICPA) standards. The GAGAS also prescribe additional field work and reporting
standards. DCAA makes every effort to exceed the minimum requirements of the standard
setting bodies in providing timely and responsive audits, reports, and financial advisory services
to DoD contracting officers and other customers. In addition, a significant percentage of DCAA
auditors are certified public accountants.
With regard to the proposed standard on internal control audits, in many areas, DCAA
auditing procedures mirror the proposed standard. At the largest DoD contractors, DCAA
performs attestation engagements of the 10 internal control systems that most affect Government
contracts (for example, billing systems). We believe that audit work performed by DCAA is a
quality product, distinguished by the Agency’s independence, integrity, and objectivity. As
such, we are providing comments on the Board’s question number 12 regarding using the work
of management and others.
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12. To what extent should the auditor be permitted or required to use the work of management
and others?
Paragraph 5 of the proposed standard states that auditors obtain reasonable assurance by
evaluating the assessment performed by management and others under the direction of
management (emphasis added). Paragraph 41 further directs the auditor to evaluate
management’s process for assessing the effectiveness of the company’s internal controls
including determining which controls in the process should be tested. The controls and
evaluation criteria listed under paragraph 41 of the proposed PCAOB standard are an integral
part of DCAA’s fundamental requirements and responsibilities for obtaining and documenting an
understanding of a contractor’s internal controls, assessing control risk, and determining which
controls should be tested.
If the extensive and independent testing of internal controls performed by DCAA is any
guide, we believe that it is possible that other governmental audit organizations at the Federal or
state levels may also produce audit work that meets the standards necessary to warrant reliance
by the independent public accountants that are reporting on companies’ internal controls over
financial reporting.
Consequently, we recommend that the proposed standard be revised to allow audits of
internal controls performed by government audit agencies to be included among management’s
potential sources of reliance. We believe strongly that if CPAs can consider the work of
management and management-directed organizations in assessing the firm’s internal controls,
the CPAs can also consider audit work performed by independent third parties such as
government auditors who have no potential conflicts of interest. Limiting the sources of reliance
to only those internal to the firm potentially ignores a considerable body of relevant work
performed by independent third parties, and could result in duplication of effort and increased
audit costs.
Using the Defense Contract Audit Agency (DCAA) as an example, we find that:
•
•
•
•
•

DCAA performs its audit for third party requestors, is not paid by or under the control of
management, and is therefore unquestionably independent.
DCAA’s audit guidance for examining internal controls is based on the guidance published
by the Committee of Sponsoring Organizations of the Treadway Commission (COSO). The
proposed standard is also based on the COSO framework.
It is DCAA’s policy that each relevant accounting or management system that has a
significant impact on Government contract cost be audited on a cyclical basis.
DCAA audits examine relevant assertions, express an opinion, and report on all significant
deficiencies.
All DCAA audits include consideration of the assessment of the risk of material
misstatement due to fraud.
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•

Defense contractors routinely place reliance on DCAA accounting and management system
(internal control) reports as a means of verifying and validating that controls in place are
functioning as intended, and of implementing corrective actions, when controls are not
functioning or could be improved.

Finally, we noted that the Board’s summary discussion and the proposed standard’s text
in paragraph 5 and paragraph 104 regarding “Using the Work of Management and Others” is
inconsistent. Paragraph 5 specifically refers to the work of “others under the direction of
management”, while Paragraph 104 states “others” with no reference to management. Are
“Others” in the context of paragraph 104 limited to those groups under the control of
management as indicated by paragraph 5 or does it also encompass others that are outside of the
scope of management’s control, such as government agencies, as we recommend?
We appreciate the opportunity to provide comments on the proposed auditing standard on
an audit of internal control over financial reporting performed in conjunction with an audit of a
financial statement. Questions or comments regarding this commentary should be addressed to
Ms. Deaune C. Volk, Program Manager, Auditing Standards Division, at (703)767-3233 or
Ms. Mary L. Silva, Chief, Auditing Standards Division, at (703)767-3220.

/Signed/
Robert DiMucci
Assistant Director
Policy and Plans
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10 Westport Road
PO Box 820
Wilton, CT 06897-0820

Tel: 203-761-3000
Fax: 203-834-2200

November 21, 2003
Office of the Secretary
Public Company Accounting Oversight Board
1666 K Street, N.W.
Washington, D.C. 20006-2803
Re:
PCAOB Rulemaking Docket Matter No. 008
Proposed Auditing Standard: An Audit of Internal Control over Financial Reporting
Performed in Conjunction with an Audit of Financial Statements
Deloitte & Touche LLP is pleased to respond to the request for comments from the Public
Company Accounting Oversight Board (the “PCAOB” or the “Board”) on its Proposed Auditing
Standard, An Audit of Internal Control Over Financial Reporting Performed in Conjunction with
an Audit of Financial Statements, PCAOB Rulemaking Docket Matter No. 008 (the “Proposed
Standard”) (October 7, 2003), to implement Sections 103(a)(2)(A) and 404 of the SarbanesOxley Act of 2002 (the “Act”). Overall, we are very supportive of the Proposed Standard, and
we recognize the efforts of the PCAOB in its development and commend many aspects of it.
While we agree with the overall approach of the Proposed Standard, we also believe there are
many issues that must be addressed to permit the standard to be applied and implemented
consistently and in a manner that meets the objectives of the Board and the Act.
We strongly agree with the position of the Board with respect to the need for the auditor to audit
the effectiveness of internal control rather than solely evaluate management’s assessment
process. Overall, we believe the scope of the work described for the auditor generally is
appropriate but will be subject to wide variations in interpretation, especially in relation to the
extent of the walkthroughs, the degree of reliance that can be placed on the work of others, and
the implications of company-level controls. We have concerns about the extent to which the
requirements in the standard also apply to management’s assessment, in particular with respect to
the extent of management’s documentation and testing.
We have organized our comments into three sections as follows: (I) Overall Comments, (II)
Comments Related to Certain Paragraphs, and (III) Responses to Specific Questions.
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I. OVERALL COMMENTS
1. Decision Mandating the Auditor to Audit the Underlying Controls as Well as
Management’s Assessment Process
We believe the aspect most critical to the achieving the purpose of the Act is the decision by the
Board to require the auditor to test the effectiveness of internal control over financial reporting as
well as evaluate management’s assessment process to meet the objective of expressing an
opinion about whether management’s assessment is fairly stated. This decision, in our view, is
in the best interests of investors, who will expect the independent auditor to obtain independent
evidence as to whether the public company’s internal control over financial reporting is effective,
rather than solely evaluating management’s process and evidence.
2. Increase the Focus on Areas With the Highest Risk of Material Weaknesses in Internal
Control Over Financial Reporting
A study released by the GAO in 20021 indicates that the majority of financial restatements of
companies relate to nonroutine, complex areas such as revenue recognition, corporate
restructurings, and accounting for acquisitions. The risks of material misstatement associated
with these areas are not easily mitigated by process-level control activities. The Proposed
Standard appears to focus more on the control activities component of the COSO framework,
including process-level control activities, than the more judgmental and high-risk areas, such as
the control environment, risk assessment, and monitoring. For example the Proposed Standard
provides very detailed guidance for identifying and considering the controls related to the
significant accounts and processes, many of which, while significant, are typically routine in
nature. This focus also is illustrated by the examples provided in Appendix D of the Proposed
Standard.
We recognize the Board’s attempt to address the more judgmental areas, such as the control
environment, as illustrated by guidance on the evaluation of the effectiveness of the audit
committee’s oversight role. However, we believe that, overall, the Proposed Standard should
provide more guidance on the key risk areas such as the control environment; the significant
nonroutine, nonsystematic, and period-end financial reporting processes; and the company’s risk
assessment and monitoring processes to help focus both management’s and the auditor’s
evaluation of internal control over financial reporting on areas of greatest potential risk of
material misstatement of the financial statements. For example, the Board’s current discussion
of risk assessment focuses solely on the transactional level and does not specifically address the
entity-level risk assessment process. Such an assessment should specifically consider, for
example, the evaluation of the risk of fraud, including the risk of management override, and the
company’s antifraud programs and controls, including the company’s need to identify and
review unusual and significant journal entries—areas where most companies have not
traditionally focused their efforts.
1

U.S. General Accounting Office. Financial Statement Restatements—Trends, Market Impacts, Regulatory
Responses, and Remaining Challenges 03-138. Washington, D.C., October 4, 2002.
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Also, given the increasing importance of fair disclosures, the Board should consider providing
guidance relating to the identification and evaluation of control deficiencies that have an adverse
effect on the presentation and disclosures assertions.
3. Management’s Responsibilities
The Proposed Standard, while establishing requirements of the auditor, also establishes
requirements of management (e.g., paragraphs 41-47 in the Proposed Standard). However,
throughout the Proposed Standard there are numerous specific requirements established for the
auditor that are not explicit for management to consider in paragraphs 41-47. An example is
paragraph 57, related to the evaluation of the effectiveness of the audit committee. Additionally
there are a number of places within the Proposed Standard where it is unclear whether the
guidance applies only to the auditor or to management’s assessment as well. For example, in
paragraph 55, are company-level controls alone not sufficient for the purpose of management
supporting their assessment? In paragraph 126, is it the Board’s intent that if the company’s
internal control identified a fraud of any magnitude on the part of senior management, that would
be a strong indicator of a material weakness for management’s assessment purposes or does this
apply only if the auditor identifies the fraud? Another example is paragraph 144. These are all
indicators that a framework, requirements, and guidance should be sufficiently established to
describe management’s assessment process before auditing standards can be appropriately
implemented.
While we agree with the Board that management’s assessment must meet the various
requirements currently embedded in various sections of the Board’s Proposed Standard,
including paragraphs 41 through 47, we do not believe the Proposed Standard is the best medium
to establish the requirements that management must follow. We encourage the Board to work
with the SEC to improve the appropriate evaluation framework, requirements, and guidelines
that management should follow in preparing its assessment of internal control over financial
reporting. We believe that paragraphs 41-47 of the Proposed Standard represent a good starting
point that should be expanded to provide an adequate base for management’s evaluation process
that will be consistent with the auditor’s process. In the course of establishing such guidelines,
the Board and the SEC should consider harmonizing differences that currently exist between the
definitions of significant deficiency and material weakness in the Proposed Standard and the
definitions in the SEC’s final rule on Section 404 of the Act. Otherwise, auditors and
management might use different definitions to evaluate control deficiencies identified in the
audit and assessment, respectively.
Nevertheless, we believe the Board should clarify its guidance relating to the management’s
responsibilities in the following areas.

a. Management’s Assessment Process
The Proposed Standard focuses on procedures that the auditor should follow with respect to
significant accounts, major classes of transactions, and other items of importance. It does not
provide similar guidance for management in terms of their documentation requirements and
assessment process. Nor is it clear what should be considered with respect to the insignificant
accounts, minor classes of transactions, and other items, which are of lesser importance but are
important when considered in the aggregate. We recommend that the Board provide such
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clarification in paragraphs 41-47 regarding management’s responsibilities, including guidance
with respect to identifying significant accounts, processes, locations, and those accounts that
remain after the significant and important ones have been addressed.
We also strongly urge the Board to provide guidance relating to the testing by management to
promote consistency and to clarify the confusion that exists between evidence that may be
derived from a self-assessment process as opposed to independent testing. Companies are
seeking specific guidance in terms of: (1) the appropriateness of evidence, including nature,
extent and format, from a self-assessment process and (2) the nature, extent, and timing of
independent testing by internal audit or by others under the direction of management,
presumably to verify that the self-assessment process has integrity.

b. Extent of Documentation
The Board’s Proposed Standard discusses two aspects of documentation. One relates to
management’s documentation of its assessment of the effectiveness of internal control over
financial reporting (“documentation of management’s assessment”), and the other relates to the
documentation of the underlying control procedures and responsibilities for internal control
within the company (“documentation of the design of internal control”). As established in
paragraph 45, the documentation of the design of internal control is important for purposes of
communicating responsibilities and providing a foundation for monitoring the effectiveness of
internal control (e.g., to apply company-level controls).
There is confusion over management’s responsibilities and the resulting implications on
management’s and the auditor’s reports. For example, some companies are interpreting the
Proposed Standard as suggesting that they do not need to document the design of internal control
at locations that are insignificant individually or in the aggregate because they are documenting
and testing company-level controls. However, without adequate documentation, monitoring
activities, such as company-level controls, are unlikely to be effective, as the control will not be
consistently understood and accountability will not have been clearly established. Additionally,
in paragraph 46, the Proposed Standard adds further confusion by providing that “in evaluating
the deficiency as to its significance, the auditor should determine whether management can
demonstrate the monitoring component of internal control over financial reporting in the absence
of documentation,” Accordingly we believe the last sentence in paragraph 46 should be deleted.
Further, we recommend that the Board clearly establish management’s responsibility with
respect to maintaining company-wide internal control documentation.
We agree that the lack of adequate documentation of the design of internal control is a deficiency
in internal control over financial reporting, the significance of which should be determined first
by management in preparing its assessment and then by the auditor in performing their
evaluation.
However, if the auditor concludes that there is insufficient documentation of management’s
assessment, paragraph 20 requires the auditor to disclaim an opinion, with which we agree. The
auditor also should consider whether the insufficient documentation also identifies a deficiency
in the documentation of the design of internal control that is judged to constitute a material
weakness, in which case the auditor should be directed to issue a report with an adverse opinion
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as opposed to a disclaimer (please refer to our separate comment in Section 2 regarding
paragraph 20).
Accordingly we recommend the following to replace Paragraph 47 (assuming the guidance in
paragraph 20 is modified).
If the auditor concludes that the documentation of management’s assessment is
insufficient to support management’s evaluation of the operating effectiveness of
internal control, the auditor should also consider whether there is inadequate
documentation of the design of internal control that constitutes a material weakness
and follow the guidance in paragraph 20.

c. Consideration of Extended Relationships
Aside from consolidated entities and other financial interests accounted for as investments,
companies engage in an increasing number of relationships, which have a direct impact on their
financial reporting. These range from the outsourcing of software applications, application
hosting, and in some cases, a portion to all of the financial transaction processing and financial
reporting processes. It is unclear whether the guidance in Appendix B of the Proposed Standard
with respect to SAS 70 and the use of service organizations also applies to management. We
strongly recommend that paragraphs 41-47 be expanded to indicate explicitly the other
paragraphs that management also should incorporate in its assessment, such as the guidance in
Appendix B related to service organizations.
4. Issues Regarding the Scope of an Audit of Internal Control Over Financial Reporting
a. Significant Accounts
The Proposed Standard provides that a significant account may be identified at a number of
different levels including (1) the financial statement line item level, (2) the account or account
balance, which is not defined but is referred to in paragraphs 61 and 62, and (3) the account
component level, which suggests it is a subset of an account balance in paragraph 62.
Identifying significant accounts at multiple levels is likely to create confusion and, thus, we
suggest that the identification of a significant account occur only at the account balance level.
To simplify this structure, we suggest that the standard begin by identifying all “significant”
financial statement line items and disclosures. A line item or disclosure should be considered
significant if there is a more than a remote likelihood that the financial statement line item or
disclosure could contain misstatements that could result in a material effect on the financial
statements, considering the risk of both overstatement and understatement. The assessment of a
more than remote likelihood should be made without giving any consideration to the
effectiveness of internal control. We would expect that virtually all financial statement line
items and disclosures will be considered significant.
Next, within those financial statement line items and disclosures, account balances should be
determined by aggregating general ledger accounts that have similar risks and share common
processes and controls and by disaggregating those general ledger balances that have differing
risks and controls. The account balances should be evaluated to identify significant accounts
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based on materiality and a more than remote likelihood the account balance could contain
misstatements that could result in a material misstatement to the financial statements including
both understatement and overstatement considerations. Additionally, accounts that are not
material may also be identified as a significant account taking into consideration qualitative
factors such as those listed in Paragraph B17 and the expectations of a reasonable user as
presented in Paragraph 61. Again, the assessment of a more than remote likelihood should be
made without giving any consideration to the effectiveness of internal control.
The intent of paragraph 61 of the Proposed Standard is unclear to us in terms of the aggregation
consideration. Is it intended to aggregate virtually all the accounts and disclosures that do not
meet the definition of a significant account? This results in a scope that, in our view, is too
broad and impractical. Accordingly, clarification is needed. The accounts and disclosures that
were not identified as a significant account should be aggregated. If material in the aggregate,
the key control(s) over this group of account balances (e.g., an effective monitoring control such
as reconciling the account on a monthly basis) should be identified and documented. The
rationale for focusing on the monitoring control is that the processing-related controls in these
individually insignificant accounts generally are not the important controls. The detective and
general controls, such as the monitoring, segregation of duty, and financial reporting controls,
generally are the important controls to focus on for these individually insignificant accounts.
The tests of design and operating effectiveness should focus on determining that the key
control(s) had been placed in operation and is operating effectively by sampling from the group
of such account balances and disclosures on a test basis.
Paragraph 63 of the Proposed Standard implies that the identification of potential significant
accounts is performed on a location-by-location basis. However, it is not clear how this should
be applied when considered in conjunction with the multiple location guidance in Appendix B.
Further guidance and an example will enhance consistency in application of this guidance.
b. Performance of Walkthroughs
We agree that the performance of walkthroughs should be required for all of the company’s
significant processes as indicated in the Proposed Standard. We also agree that it is appropriate
to require that the auditor perform the walkthroughs to ensure that the auditor has a sufficient
understanding to plan their work. However, we have six concerns with regard to certain aspects
of the proposed requirements.
First, the standard should clarify the following with regard to the walkthroughs:
z

Whether the term “significant process” referred to in paragraph 79 is the same
as the “significant processes” referred to in paragraph 69.

z

The relationship between “types of transactions” in paragraph 79 and “major
classes of transactions” in paragraph 69. Also, providing examples of “types
of transactions” and “major classes of transactions” would be helpful.

Second, depending on the clarifications of the terms above, the scope of the walkthroughs as
proposed in paragraphs 79 and 80 may be interpreted by some as overly broad and expansive.
Paragraph 79 states the following:
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The auditor should perform a walkthrough for all of the company’s significant
processes. In a walkthrough, the auditor should trace all types of transactions and
events, both recurring and unusual, from origination through the company’s
information systems until they are reflected in the company’s financial reports.
Walkthroughs provide the auditor with evidence to . . . confirm that the auditor’s
understanding of the process is complete by determining whether all points in the
process where misstatements related to each relevant financial statement assertion
that could occur have been identified.
We agree with the desire of the Board for the auditor to identify and consider the unusual and
infrequent types of transactions that may occur within a “significant process.” However, the
concept of tracing all types of transactions is inconsistent with the guidance the Board provides
in paragraphs B12 and B13 of Appendix B relating to locations, which allows for consideration
of materiality and risk. We agree with the guidance contained in Appendix B, and we
recommend that paragraph 79 be modified to incorporate a similar concept.
Third, paragraph 80 also states that the walkthrough should “encompass the entire process of
initiating, recording, processing, and reporting individual transactions, and controls for all five
internal control components and fraud, not just control activities.” Based on this language, it is
not clear which processes and transactions are required to be covered by the walkthrough.
Paragraph 80 should be clarified such that the walkthrough relates only to those processes
identified in paragraph 69, not all processes within the company. Further, the combining of the
five internal control components may cause confusion, because many of them are pervasive in
nature and do not relate directly to transactional processing. Accordingly, we recommend
revising the first sentence in paragraph 80 to read as follows:
The auditor’s walkthroughs should encompass the entire process of initiating,
recording, processing, and reporting individual transactions, and controls for each
of the significant processes identified. Additionally, the auditor should gain an
understanding of the Company’s internal control related to the control environment,
risk assessment, monitoring, and information and communication components.
Furthermore, the extent of walkthroughs should vary depending upon a number of factors
including the nature of the transaction, complexity, and exposure to loss, particularly relating to
the more insignificant types of transactions. We believe these factors should be set forth in the
standard.
Fourth, also in paragraph 80, the phrase “controls for all five internal control components and
fraud” implies that fraud controls are something separate and distinct from controls for the five
internal control components. In our view, fraud is an important consideration with respect to
each of the five internal control components and, thus, the word “and” should be replaced with
“including.”
Fifth, paragraph 82 states that “when there have been significant changes in the process flow of
transactions, including the supporting computer applications, the auditor should evaluate the
nature of the change(s) and the effect on related accounts to determine whether to walkthrough
transactions that were processed both before and after the change.” This language seems to
indicate that it is optional as to whether the auditor should understand the changes that have
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occurred. For any significant changes to the significant processes that impact controls over
financial reporting, we believe that the auditor should walkthrough transactions that were
processed after the change. Additionally, if there has been a significant change, we do not
believe it is necessary to perform procedures prior to the change. Moreover, the auditor may not
be aware of the change until after it has occurred. Therefore, paragraph 82 should be modified to
state that “when there have been significant changes in the process flow of transactions,
including the supporting computer applications, the auditor should evaluate the nature of the
change(s) and the effect on related accounts and transactions. Additionally, for significant
changes in the significant processes that impact controls over financial reporting, the auditor
should walkthrough transactions that were processed after the change.”
Sixth, in paragraph 83, the guidance only refers to nonroutine and estimation processes. We
believe this is guidance is applicable for all processes for which a walkthrough is performed and
that the Proposed Standard should so state.
c. Company-Level Controls
We agree with the Board’s position in paragraph 54 of the Proposed Standard that company-level
controls have a pervasive effect on controls at the process, transaction, or application level.
However, we believe further clarification is needed pertaining to certain elements of companylevel controls.
First, we believe that further discussion is warranted to clarify that the purpose for evaluating
company-level controls is to understand, evaluate, and test the effectiveness with which these
controls are applied across locations or business units. The separation of company-level controls
as discussed in paragraphs 53-55 from the multiple location guidance contained in paragraphs
B4, B8, and B9 of Appendix B creates confusion. Accordingly, the Proposed Standard should
clarify that company-level controls are important to consider when determining the locations that
management and the auditor should include in its scope. Further clarification also is needed to
indicate that the controls presented are illustrative and are not intended to be a complete list of
company-level controls nor is a company required to have all the controls in the list to support its
assessment of effective company-level controls. However, ineffective company-level controls
may be a serious deficiency that will affect the scope of the work performed at the locations.
Second, we suggest clarifying in paragraph 53 that the listing of company-level controls
presented are not suggesting that only these controls need to be considered to address the
components of the COSO framework but that these controls represent part of one or more of the
five components of the COSO framework.
Third, to support that company-level controls are effective at multiple locations, there should be
evidence that the relevant controls had been documented and communicated at these locations.
Accordingly the Proposed Standard should state:
A foundation for the entity-wide controls is the significant controls at the location
or business unit. Therefore, these significant controls also should be documented
by [management].
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Fourth, paragraph B9 of Appendix B states, “The auditor should perform tests of company-level
controls to determine whether such controls are operating effectively. The auditor might
conclude that he or she cannot evaluate the operating effectiveness of such controls without
visiting some or all of the locations or business units.” We believe that the term “might
conclude” does not adequately state that the auditor (and management) has a responsibility to test
company-level controls at some locations. We believe that the Board should be specific in
Appendix B regarding performing company-level controls at multiple locations.
d. The Auditor’s Use of the Work Performed by Management and Others
We agree with the Board that the auditor should be permitted, but not required, to use the work
of management or others. Nowhere else in professional literature is the auditor required to use
the work of management or others. We believe that the scope of the auditor’s work should be
determined by the auditor. However, we also believe that further guidance is needed with
respect to certain items in paragraphs 103-109 of the Proposed Standard pertaining to the
auditor’s use of the work performed by management and others.
First, the Proposed Standard separates work performed by management into three categories.
However, it is not clear how the auditor’s ability to use the work of management and others
reconciles with the requirement that the auditor obtain the “principal evidence” to support its
opinion. The Board should clarify how these two concepts work together.
Second, we believe that some may interpret the language in paragraphs 103-109 as a means to
inappropriately minimize the level of effort on the part of the external auditor to test the
effectiveness of internal control. That is, auditors may conclude that they only need to
independently test those areas in which the auditor is not permitted to use management’s
procedures (paragraph 104) and those areas in which the auditor’s use of management’s
procedures should be limited (paragraph 105). We believe the unintended consequence is that
auditors will not perform any of their own tests in regard to the largest category of controls –
controls over routine processing of significant accounts and disclosures (paragraph 106). This
will result in over-reliance on work performed by management and internal audit. We
recommend that in addition to performing tests in those areas designated in paragraphs 104 and
105, the auditor also be required to perform some independent tests of controls over routine
processing of significant accounts and disclosures (paragraph 106).
Third, as proposed, auditors are required to reperform “some” of the tests of controls performed
by others. We recommend that additional guidance be provided with respect to the meaning of
“some” in the context of the areas where the auditor’s reliance on the work of management and
others should be limited (paragraph 105) and where there is no specific limitation (paragraph
106). We suggest that the Board develop examples for illustration in the appendix.
Fourth, we are concerned that auditors may use the work performed by management not only to
satisfy the audit of internal control over financial reporting but also to reduce the level of
substantive testing related to the financial statement audit. We do not believe this is the intention
of the Board. For financial statement audit purposes, we believe that the auditor should continue
to follow the guidance of SAS No. 65, The Auditor’s Consideration of the Internal Audit
Function in an Audit of Financial Statements. However, the Proposed Standard does not set any
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limitations with respect to the auditor’s ability to reduce substantive testing. Therefore, how the
Proposed Standard and SAS 65 interrelate should be clarified.
Fifth, paragraph 104 of the Proposed Standard states that the areas in which the auditor should
not use the work of others include “controls that have a pervasive effect on the financial
statements, such as certain information technology general controls on which the operating
effectiveness of other controls depend.” Many companies have an internal staff that is well
qualified to perform IT general control work. We believe that testing of IT controls should be
moved from the category where the auditor should not use the work of others to the category
where the use of the work of others should be limited.
e. General Computer Controls
We suggest that the Board provide more explicit guidance on the types of general computer
controls that fall within the definition of internal control over financial reporting versus
operational effectiveness and efficiency. For example, we believe that business continuity and
disaster recovery, while an important operational control, is not a component of internal control
over financial reporting, except to the extent that they relate to the recovery of data to achieve the
objective to maintain records.
f. Safeguarding of Assets
While we agree that additional guidance on what is meant by safeguarding of assets is helpful
and important, we believe that Appendix C of the Proposed Standard should be significantly
enhanced. Appendix C should be specifically linked to the definition of safeguarding of assets
set forth in paragraph 6 of the Proposed Standard. It also is not clear how the guidance in
Appendix C relates to the COSO Addendum, Reporting to External Parties, which is referred to
in the SEC’s Final Rule for Section 404. The guidance in paragraph C1 also should be
specifically linked to the definition in the COSO Addendum.
As proposed, Appendix C does not sufficiently answer which controls over safeguarding of
assets are within the scope of internal control over financial reporting and which are not. For
example, assume that a company has safeguarding controls over inventory such as inventory tags
(preventative controls) and that the company also performs periodic physical inventory counts
(detective control) timely in relation to their interim and annual financial reporting dates.
Although the physical inventory count does not safeguard the inventory from theft or loss, it
prevents a material misstatement to the financial statements if performed effectively and timely.
Therefore, given that the definitions of material weaknesses and significant deficiencies relate to
the likelihood of misstatement of the financial statements, the failure of a preventive control such
as inventory tags will not result in a significant deficiency or material weakness because the
detective control (physical inventory) prevents a misstatement of the financial statements.
The COSO Addendum also indicates that a company does not have to consider preventive
controls over inventory shrinkage if it has sufficient detective controls to measure and record any
shrinkage on a timely basis. If the Board intended to extend safeguarding of assets beyond
financial reporting (e.g., the ineffectiveness of the inventory tags to prevent inventory theft or
loss illustrated above), then the Proposed Standard should indicate areas that management and
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the auditor should include in safeguarding of assets, and the definitions of significant
deficiencies and material weaknesses will need to be modified to address safeguarding controls.
Also, the first two examples and, perhaps, the fourth example in paragraph C1 of the Proposed
Standard arguably may not result in a misstatement of the financial statements and, therefore,
seem problematic from a definitional perspective. The intent of the fourth bullet is not clear,
because ultimately all costs impact pricing decisions, which seems to sweep in improper
allocation as a consideration for all cost categories. We suggest clarifying that this relates only
to programs whereby costs are directly recovered from customers. Examples would be helpful to
ensure proper application.
Finally, Appendix C categorizes all of the bulleted items as “unintentional misstatement.” While
some situations may be unintentional, the misappropriation of assets generally is intentional.
5. Reporting
a. Requirement to Issue an Adverse Opinion in Certain Circumstances
The Proposed Standard requires the auditor to render an adverse opinion when a material
weakness is identified. An adverse opinion concludes with the opinion that due to the effect of
the material weakness on the achievement of the objectives of the control criteria, the company
has not maintained effective internal control over financial reporting. We strongly disagree with
this approach. We believe that the auditor should render the appropriate type of opinion based
on the circumstances that caused the material weakness. This approach would provide better
information about the nature and impact of the material weakness identified.
While we agree that material weaknesses that are pervasive to the company should result in an
adverse opinion, we also believe that an adverse opinion is not appropriate if the material
weakness is not pervasive. For example, a company with effective internal control might make
an acquisition of a business that has a material weakness. Users of the report should be
permitted to understand whether the material weakness relates only to the acquisition or has a
more pervasive impact. A qualified opinion best communicates this situation. The Proposed
Standard should be modified to provide for flexibility in evaluating the material weakness based
on significance to the entire company and should permit the auditor to issue either an adverse or
a qualified “except for” opinion, depending on the circumstances.
In addition, we are concerned that a scope limitation will not adequately inform the public in
situations where a material weakness has been identified and corrective action has been taken but
insufficient time has passed to determine whether the material weakness has been corrected. In
such cases, the auditor should conclude that management’s assessment is inadequate, leading to a
modification of the auditor’s report due to the existence of a material weakness. If the Board
decides that such cases should result in a scope limitation, then the standard should require
descriptive language of the scope limitation that includes a description of the material weakness
and a statement that if such weakness were not corrected, the auditor could not conclude that
internal control is effective.
This scenario further supports the need for clear guidance as to what constitutes a “sufficient
period” in paragraph 166 of the Proposed Standard. The relevance of evidence subsequent to the
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“as of” date should be explicitly addressed. In our view, in the case of a deficiency in the design
of internal control, there must be substantive evidence that the control had been implemented
prior to the “as of” date sufficient to correct the deficiency. Accordingly, failure to implement
adequate controls at the “as of” date is a deficiency without regard to any corrective action that
may have been taken after the “as of” date. However when there is not a sufficient period of
time to obtain adequate evidence about the operating effectiveness of the new control prior to the
“as of” date, then we believe that management and the auditor may consider evidence subsequent
to the “as of” date, but before the date of the auditor’s report as to whether the control was
operating effectively. If such sufficient evidence cannot be obtained, then the condition results
in a deficiency as opposed to a scope limitation.
We recommend providing examples of illustrative language disclaiming an opinion on
disclosures about corrective actions taken by the company and the company’s plans to
implement new controls (the first two bullet points of paragraph 174).
b. Explanatory Footnotes to Management’s and the Auditor’s Reports
Similar to the preparation and audit of the financial statements, an assessment and audit of the
effectiveness of internal control involve a number of important considerations. When reading
the financial statements, an understanding of the important aspects, which can range from critical
accounting policies to segment and other disclosures, is crucial in providing the reader with the
proper context to evaluate the financial statements presented. Similarly, we believe information
relevant to assisting users to better understand management’s assessment and the auditor’s
evaluation of the effectiveness of internal control over financial reporting should be disclosed in
management’s report on internal control. We believe that relevant information includes (1)
disclosure of what management included in safeguarding of assets, (2) the entities excluded from
the scope of management’s evaluation (whether or not consolidated) such as provided in
paragraphs in B15 and B16, and (3) the nature and extent of the use of service auditor reports as
the basis for its assessment relating to outsourcing and other service relationships.
Currently, when relying on the work of other auditors the auditor is able to apportion
responsibility in their report. Yet under SAS 70, neither management nor the auditor makes
reference in their report to the use of the service auditor’s report. SAS 70 was designed for an
audit of the financial statement whereby the auditor is also required to perform his or her own
substantive tests and, thus was not relying exclusively on the service auditor’s report. However,
for purposes of the audit of internal control, neither management nor the auditor is required to
perform any additional procedures. Therefore, the only evidence with respect to the service
organization’s controls comes from the evaluation and testing performed by the service auditor.
Accordingly we believe that the reliance on a service auditor should be clearly disclosed in
management’s and the auditor’s report to provide transparency as to the source of the evidence.
We believe it is important for users of management’s report and the auditor’s report to
understand the boundaries of the internal control being reported on, in terms of entities covered
and not covered. We do not believe that a narrowing of the boundaries should be discussed as a
limitation in scope but rather as a means to clarify the boundaries of the company’s internal
control over financial reporting that their respective reports cover.
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6. Evaluating the Effectiveness of the Audit Committee’s Oversight
a. Effectiveness of the Audit Committee as an Element of the Control Environment
We agree with the Board’s emphasis on the importance of the effectiveness of the audit
committee. The audit committee plays an important role in setting the “tone at the top” and
providing an important oversight function with respect to financial reporting. Although some
may take the view that the effectiveness of the audit committee is outside the scope of the
company’s internal control over financial reporting, the COSO framework has long recognized
the effectiveness of the audit committee as one of the elements of the control environment.
However, we expect that the Proposed Standard’s requirement will be controversial and difficult
to implement. Accordingly, the Proposed Standard should be changed to reflect the
effectiveness of the audit committee as an important aspect of the control environment, rather
than what appears to be a separate evaluation. In addition, we believe this requirement contains
elements that should be significantly changed.
First, the Proposed Standard does not make clear whether management’s assessment is required
to also include an evaluation of the effectiveness of the audit committee’s oversight. Keeping
with the construct of the audit of internal control (i.e., management first makes its assessment
and then the auditor evaluates and tests that assessment), we believe that management (in
conjunction with the Board or the audit committee itself) also should be required to evaluate the
performance and effectiveness of the audit committee’s oversight considering the requirements
set forth for auditors in the Proposed Standard. This requirement is consistent with Section 407
of the Act, whereby boards of directors are required to determine whether members of the audit
committee are financial experts. Additionally, newly adopted listing exchange standards require
that an annual assessment of the audit committee be performed.
Second, ordinarily the auditor does not have full and complete access to the audit committee.
Without full and complete access, the auditor will be unable to identify all of audit committee’s
activities, interactions with other parties, and conclusions reached. Therefore, we do not believe
that the auditor will have available all of the information needed to effectively perform its
evaluation and will be unable to adequately assess the effectiveness of the audit committee
against the specific requirements of paragraph 57 of the Proposed Standard unless it has full and
complete access to the audit committee. We believe that the Board needs to provide guidance as
to how this issue should be addressed.
b. Factors Related to the Evaluation of the Audit Committee’s Oversight
The Board has provided a list of factors in paragraph 57 of the Proposed Standard for auditors to
consider related to the evaluation of the effectiveness of the audit committee’s oversight. For the
auditor to carry out this responsibility effectively, we believe certain of the listed factors need to
be more specific while others should not be included in the list.
First, testing for compliance with laws and regulations, such as applicable listing standards
implemented as a result of Section 301 of the Act, is outside the scope of internal control over
financial reporting. The SEC rule, Management’s Reports on Internal Control Over Financial
Reporting and Certification of Disclosure in Exchange Act Periodic Reports, defines internal
control over financial reporting, and this definition, as stated in the SEC’s rule, “does not
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encompass the elements of the COSO definition that relate to the effectiveness and efficiency of
a company’s operations and a company’s compliance with applicable laws and regulations, with
the exception of compliance with the applicable laws and regulations directly related to the
preparation of financial statements, such as the Commission’s financial reporting requirements.”2
We do not believe compliance with applicable listing standards adopted pursuant to Section 301
of the Act is directly related to the preparation of the financial statements. Therefore, we do not
believe this aspect of evaluating the audit committee should be encompassed with the audit of
internal control over financial reporting.
Second, the definition of “independence” should be specifically identified so that the same
criteria are applied for all evaluations of audit committees. Moreover, it is unclear how an
auditor can reasonably evaluate whether the nominating process for the audit committee is
appropriately independent or whether management picks “friends.”
In response to Question 24 of the Board’s request for comments on specific questions, we do not
believe that it is in the interest of investors or the public to require the auditor to withdraw from
the audit engagement because the auditor has concluded that the audit committee is ineffective.
If the auditor is able to form a conclusion regarding the effectiveness of internal control over
financial reporting, which includes the assessment of the audit committee, then the auditor
should issue the appropriate report. Ineffective audit committees will likely result in adverse
opinions based on the guidance in paragraph 126 of the Proposed Standard. The communication
of the material weakness that resulted in the adverse opinion is useful information to the public.
Furthermore, the auditor always has the option to withdraw from the engagement when the
company and the audit committee do not respond appropriately to the situation.
7. Effective Date
We are fully committed to successfully implementing and performing the audits of internal
control over financial reporting, and we understand the need to timely implement the new
standard to meet the objectives of the Act. We also understand that the SEC has set the
implementation date for Section 404 of the Act as the first fiscal year ending on or after June 15,
2004 for accelerated filers and for fiscal years ending on or after April 15, 2005 for nonaccelerated filers and foreign companies. We recognize that the PCAOB is striving to meet that
time frame under challenging circumstances.
However, this Proposed Standard is extremely significant due to both its complexity and its
impact on companies and the auditors. While companies and auditors are preparing for
implementation based on the knowledge and understanding to date, we are concerned that this
Proposed Standard will not be finalized by the Board and approved by the SEC within a time
frame that allows for successful implementation of the final standard for companies with June
2004 fiscal year ends. Indeed, companies with June 2004 fiscal year ends will likely be well into
the third quarter of their fiscal year before this standard is finalized. Accordingly, it will be very
difficult for companies and auditors to apply the provisions of the Proposed Standard to a fiscal
year that is almost completed before the standard is final, especially considering that some
2

SEC final rule, page 10.
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internal controls over financial reporting may operate only on a quarterly basis. When the
standard is finalized, companies and auditors will require a reasonable amount of time to
understand the requirements, train staff, and implement changes. We urge the Board to work
with the SEC and consider delaying the effective date for accelerated filers to fiscal years ending
on or after September 15, 2004. This slight delay in the effective date contributes to a more
successful implementation of the Proposed Standard and still results in the implementation in
2004 by the vast majority of public companies.
Additionally, if the Board decides to modify the auditor’s interim responsibilities through this
standard, we believe the effective date for any required changes to procedures performed for
reviews of interim financial information should be effective starting the first quarter after the
initial audit of internal control over financial reporting is performed.
8. Implementation Guidance
Because of the complexity and importance of properly implementing the Proposed Standard, we
believe that a substantial amount of interpretation will be necessary as implementation occurs.
Therefore, we believe that the Board should establish a formal process for responding to
implementation questions from auditors and companies that will undoubtedly be forthcoming.
9. Impact of the Proposed Standard on Interim Standards
We are concerned with the impacts of the Proposed Standard on the Board’s current interim
standards, especially in relation to the procedures performed in connection with the financial
statement audit, as well as for interim reviews of quarterly financial information. Throughout the
Proposed Standard, the Board has incorporated changes that also have a significant impact on the
Board’s interim standards, creating inconsistencies between the Proposed Standard and the
interim standards. However, this is not clearly evident. For instance, paragraph 138 of the
Proposed Standard states that “the auditor should perform substantive procedures for all relevant
assertions for all significant accounts and disclosures.” However, the AICPA Statement on
Auditing Standards that have been adopted by the Board as interim standards only require the
auditor to perform substantive tests at the account balance or class of transactions level.3
Another example relates to language in paragraph 141 of the Proposed Standard, which states
that the auditor’s substantive procedures must include “examining material adjustments made
during the course of preparing the financial statements.” This statement could be interpreted to
mean that auditors are required to test every material journal entry made throughout the year and
in the closing process, since they all relate to preparing the financial statements. Currently,
auditors are not required to test every material journal entry during a financial statement audit.
It also is not clear how the Proposed Standard impacts the auditor’s responsibilities with respect
to interim financial information and the requirements under AICPA Statement on Auditing
Standards No. 100, Interim Financial Information.

3

AICPA Statements on Auditing Standards, Internal Control in a Financial Statement Audit (AU 119.81).
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We suggest that each proposed auditing standard issued by the Board should clearly identify how
the proposed changes will impact current standards, and what conforming changes will need to
be made to existing interim standards. This will assist the auditor and the public in
understanding the intentions of the Board and help to maintain consistency in the application of
standards. An appendix with such changes might be a way to communicate the information.
10. Consideration of Small and Medium-Sized Companies
While the nature of controls at large companies may differ from the nature of controls at small
and medium companies due to the size of the entity, management’s responsibility with regard to
assessment, evidence, and documentation should not be different. As indicated in paragraph E9
of the Proposed Standard, “the concept of control activities in a small company is the same as in
a larger one.”
However, Appendix E of the Proposed Standard does not articulate clearly that management’s
responsibilities remain the same regardless of the size of the entity and seems to imply that for
small or medium-sized companies, management’s assessment process, evidence, and
documentation may differ from those for large companies. As such, Appendix E may allow
interpretation by small and medium-sized entities that their assessment and documentation does
not need to cover all significant accounts and all relevant assertions and may have the unintended
consequence of the forcing the auditor to rely on inquiries of management regarding higher level
monitoring practices rather than on reliable evidential matter.
Accordingly, we believe Appendix E should be modified to indicate that small and mediumsized companies are responsible for supporting the evaluation of internal control with sufficient
evidence, including documentation (as indicated in paragraph 19 of the Proposed Standard) and
that inadequate documentation of the design of controls and the absence of sufficient
documented evidence to support management's assessment of the operating effectiveness of
internal control over financial reporting are internal control deficiencies that may rise to the level
of a significant deficiency or material weakness based on the auditor’s judgment.
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II. COMMENTS RELATED TO CERTAIN PARAGRAPHS
1. Specific Comments
Paragraph 14—Committee of Sponsoring Organizations Framework
The reference for more information about the Committee of Sponsoring Organizations (COSO)
framework should be to the COSO document itself and not to AU 319.
Paragraph 15—Inherent Limitations in Internal Control Over Financial Reporting
In addition to the inherent limitation of internal control, we believe that the Proposed Standard
should discuss the inherent limitations of management’s assessment and the audit of internal
control over financial reporting. We suggest the following language:
The practitioner should plan and perform the engagement to obtain reasonable
assurance about whether effective internal control over financial reporting was
maintained in all material respects. Absolute assurance is not attainable because of
the nature of attestation evidence and the inherent limitations of internal control.
Therefore, an examination of internal control conducted in accordance with
attestation standards may not detect a material weakness. The subsequent discovery
that a material weakness exists is not, in and of itself, evidence of (1) failure to
obtain reasonable assurance; (2) inadequate planning, performance, or judgment;
(3) the absence of due professional care; or (4) a failure to comply with attestation
standards. Since the practitioner’s opinion on internal control is based on the
concept of obtaining reasonable assurance, the practitioner is not an insurer, and his
or her report does not constitute a guarantee.
Paragraph 20—Management’s Responsibilities and Disclaimer of Opinion
Paragraph 20 contains an unconditional requirement (under proposed Rule 3101) that the auditor
disclaims an opinion if management has not fulfilled the four responsibilities enumerated in
paragraph 19. We do not believe that a disclaimer is an appropriate form of report in all
situations. For example, if management fails to support its evaluation with sufficient evidence
but the auditor is otherwise able to conclude that effective internal control has not been
maintained, we believe that a report expressing an adverse opinion is a more appropriate
response. In situations in which fraud is detected, the auditor may be unwilling to continue with
the engagement, depending on the magnitude. While we agree that a communication to
management and the audit committee is warranted, issuing a report disclaiming an opinion does
not seem adequate in such situations.
Paragraph 21—Materiality Considerations
The Board has proposed that the auditor should apply the concept of materiality at both (1) the
financial-statement level in deciding whether a significant deficiency, or a combination thereof,
represents a material weakness, and (2) the individual account-balance level in deciding whether
a control deficiency, or combination thereof, represents a significant deficiency. We believe that
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management and the auditor have the responsibility to plan the evaluation to detect a material
weakness, which is based on the threshold of a material misstatement, not at the individualaccount-balance level. Accordingly we suggest that paragraph 21 of the Proposed Standard be
clarified to clearly distinguish that materiality at the financial-statements level is relevant for the
purpose of planning the scope of the audit of internal control, not materiality at the individualaccount-balance level. We also suggest that the Board clarify materiality at the individualaccount-balance level as it relates to the term “more than inconsequential,” which is included in
the definition of a significant deficiency of in paragraph 8.
Paragraphs 24-26—Fraud Considerations
We agree that both management and the auditor should consider the risk of fraud, as defined by
existing auditing standards. However the requirement to evaluate “all controls specifically
intended” to address the risks of fraud could be too broad or at least result in inconsistent
application in practice. We do not believe it is possible for the auditor to determine which
controls were intended by management to address the risks of fraud, nor can one distinguish
between some controls to determine whether they are for just fraud or for fraud and error. We
recommend that this be highlighted as a key consideration in the risk assessment component.
We believe the requirements set out in paragraphs 24-26, while laudable, do not provide
adequate specificity against which the design and operating effectiveness of a company’s fraud
program and controls can be properly evaluated. Lacking such specificity, there will be wide
variation in practice across companies and auditors. We recommend that the Board clarify what
the auditor should consider in addition to the requirements in Statement of Auditing Standards
No. 99. For example, the auditor must test the design and operating effectiveness of the
company’s antifraud programs and controls in response to the risks of fraud identified in the
audit of the financial statements.
Paragraph 41—Evaluating Management’s Assessment Process
We recommend inserting the word “all” in front of “relevant assertions.”
Paragraph 43—Evaluating Management’s Assessment Process
We recommend inserting the word “all” in front of “relevant assertions” in the first bullet point.
Also it appears that bullet points four through six are a subset of bullet point one.
Paragraph 66—Assertions
The term “meaningful bearing” may confuse people in terms of deciding what a relevant
assertion is and may result in inappropriate rationalization to exclude assertions that may be
applicable but judged not to have an elevated risk associated with it. We believe the term should
be replaced with “applicable.”
Paragraph 69—Identifying Significant Processes
The concept of a significant process and major class of transactions are not defined, nor is it clear
how one should go about identifying a significant process. Also the phrase “groups of accounts”
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is introduced here for the first time, but it is unclear as to what is a group of accounts and how it
relates to a significant account. This step is important because the designation of a process as
significant in paragraph 69 determines the scope of the auditor’s walkthrough in paragraph 79.
An example demonstrating the intent of these terms would be helpful.
Paragraphs 74-78—Identifying Controls to Test
We believe that the heading for this section of the Proposed Standard may be misleading as the
section also addresses the linkage of the assertions and controls. Accordingly we suggest
dividing this section into a section to describe the consideration of the linkage of the assertions,
control objectives, risks and control activities and a section to provide guidance relating to
identifying and planning the tests of controls. Recognizing that the audit process is seldom
performed in a finite sequence, nonetheless it appears more logical to place the walkthrough
before the identification of controls to test.
Additionally paragraph 75 notes that the auditor should “link individual controls with the
significant accounts and assertions.” Separately, in paragraph 78, the concept of control
objectives is introduced but is it is not clear how this interrelates with paragraph 75. We suggest
further clarification as to how the relevant assertions relate to control objectives and the
intersection with the identification of risks and the related control activities.
Paragraph 84—Testing and Evaluating Design Effectiveness
Similar to the previous comment related to paragraph 74-78, there is no linkage of the control
objectives to the relevant assertions mentioned, nor is there any mention of risks and the linkage
to control objectives and control activities.
Paragraphs 94-99—Timing of Tests of Controls
More guidance on the period of time needed to conclude controls are effective at the “as-of” date
is necessary, particularly for those control activities that are performed infrequently (e.g.,
controls performed monthly or quarterly). We also believe that it is important to provide more
explicit guidance related to the term “sufficient period of time” in paragraph 99 as it relates to
the auditor’s responsibility and in paragraph 151 as it relates to management’s responsibility.
Unless the Board provides guidance on “sufficient period” and the appropriate time frame for
obtaining sufficient evidence, there will be inconsistency in evaluating controls, particularly
those implemented late in the year to correct significant deficiencies or material weaknesses.
Paragraphs 113-127—Forming an Opinion on the Effectiveness of Internal Control Over
Financial Reporting
The first bullet point in paragraph 113 refers only to “the results of tests of controls.” To avoid
possible confusion, we recommend that the wording be expanded to read “the adequacy of the
assessment performed by management and the results of the auditor’s evaluation of the design
and tests of operating effectiveness.”
Paragraph 114 states that the auditor should review “all” review reports issued during the year by
internal audit that address internal control over financial reporting and that such review should
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include reports issued by internal audit as a result of operational audits or specific reviews if
those reports address controls related to internal control over financial reporting. We believe that
in certain circumstances it may not be practical or reasonable for the auditor to review “all”
reports. For example, a retailer with 1000 stores might perform 50 corporate audits and 400
store audits during a year. Additionally as part of the review of the internal audit function, the
auditor should evaluate whether internal audit properly reports its findings to management and
the audit committee and whether the company has in place an appropriate monitoring process to
ensure that deficiencies identified are accumulated, monitored, and corrected on a timely basis.
Accordingly if these processes are judged to be reliable, then we do not believe that the auditor
should be required to read each internal audit report.
Paragraph 123 and 126—Examples of Significant Deficiencies and Strong Indicators of a
Material Weakness
We believe it important to clarify that the listings contained in paragraphs 123 and 126 are not
intended to be all-inclusive (e.g., if a type of deficiency is not listed, then it is not appropriate to
presume that the deficiency is not a significant deficiency or material weakness). Furthermore,
we believe clarification with respect to the reference in paragraph 126 to the identification of
“fraud of any magnitude on the part of senior management” is necessary. The Board should
clarify that the type of fraud referred to in paragraph 126 is consistent with the definition of fraud
in Statement of Auditing Standards 99.
Additionally, the Board should clarify that the auditor is not required to assess a company’s
regulatory compliance function. The Proposed Standard requires the auditor to consider “an
ineffective regulatory compliance function” as a strong indicator of a material weakness.
However, we do not believe it is the auditor’s responsibility to assess the effectiveness of a
company’s regulatory compliance function. COSO, as well as the SEC, recognizes that
compliance with laws and regulations is a separate area from internal control over financial
reporting. As such, we believe that if the auditor becomes aware of events and circumstances
leading him or her to believe company’s regulatory compliance function to be ineffective, then
the auditor should assess the impact of such ineffectiveness on the auditor’s own conclusions
about the effectiveness of internal control over financial reporting. However, the auditor should
not be required to perform procedures to directly or indirectly assess the effectiveness of a
company’s regulatory compliance.
Paragraph 128-129—Requirement for Management Representations
We recommend that representations from management also include representations related to the
requirements under Section 302 of the Act, including that management has disclosed all
significant deficiencies, not just material weaknesses in item d. In addition, similar to the
construct for the financial statement audit, we suggest that the auditor be required to include as
an appendix to the representations letter a listing of those deficiencies identified by the auditor,
which had not been identified by management and, accordingly, include in the letter a
representation that, in management’s opinion, the deficiencies identified by the auditor when
considered with all other deficiencies do or do not rise to the level of a material weakness and
that deficiencies identified by management and the auditors do not result in a material weakness
for any of the three interim periods.
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We also suggest that a representation be included in the letter that confirms that management has
communicated the findings of their assessment, including all deficiencies identified by
management, to the auditors, as required by paragraph 41.
If management refuses to provide a representation letter, the auditor should not have the option
of issuing a report disclaiming an opinion; rather, no report should be issued and the auditor
should withdraw from the engagement. The language used in paragraph 129 appears similar to
that in the AICPA Attestation Standards; however, it omits one word that significantly alters the
concept of reporting. The AICPA Attestation Standards provides for disclaiming an opinion or
withdrawing from the engagement only when management fails to furnish all appropriate written
representations. If management fails to provide any written representations, we believe the
auditor is precluded from issuing a report. Further, the presumptively mandatory requirement in
paragraph 128 should be changed to an unconditional obligation (e.g., “must”) but specifically
linked to the reporting ramifications in paragraph 129 of the Proposed Standard.
Paragraph 138-142—Effect of Tests of Control on Substantive Procedures
The requirement, in paragraph 139 of the Proposed Standard to test the controls over financial
information used in substantive analytical procedures appears to prohibit the use of information
obtained from an external source (e.g., external indices or ratios). Since substantial analytical
procedures are often useful in detecting fraud, we suggest modifying the last sentence in
paragraph 140 to read, “the use of analytics alone are generally not sufficient for detecting
fraud.” Furthermore, the last sentence in paragraph 139 makes reference to the significant risks
of material misstatements. We believe the Board should clarify its definition of significant risks
by providing a few examples of such risks. For instance, does the Board consider fraud or areas
involving estimates and management judgment to represent significant risks of material
misstatement?
In paragraph 141, the auditor is charged with the responsibility to examine material adjustments
made during the course of preparing the financial statements. As discussed previously, we
believe that this provision needs additional clarification. Additionally, we believe that similar
requirements should be explicitly included in paragraph 41 relative to the Company’s
responsibility to identify and review material adjustments, in particular to address the risk of
fraud related to management override.
We believe that any changes to the interim standards related to substantive procedures need to be
highlighted in the Proposed Standard because they may not be obvious to the reader and may
create inconsistencies with the Board’s interim standards.
Paragraph 145-146—Documentation Requirements
The third bullet point in paragraph 145 of the Proposed Standard seems to require documentation
of every possible risk, which is too far reaching. As stated previously, we believe that the
Proposed Standard should more explicitly address the extent of consideration and documentation
of risk in terms of both management (e.g., paragraph 41) and the auditor (e.g., paragraphs 74-78).
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Paragraph 149—Management’s Report
We strongly believe that the guidance provided that “other phrases” of an acceptable
management conclusion may be appropriate is not appropriate for reporting under Section 404 of
the Act and should be deleted.
Paragraph 152—Management’s Report
The requirement in item e, “including those corrected during the period” is not required to be
included in management’s annual report as set forth in paragraph 148. This is a requirement of
Section 302 of the Act and is addressed in paragraphs 183-189. Accordingly we believe this
provision should be deleted.
Paragraph 161—Management’s Report Inappropriate
Paragraph 161 states, “The auditor should modify his or her report to include, at a minimum, an
explanatory paragraph describing the reasons for this conclusion” and fails to address whether
the auditor should modify his or her opinion.
Paragraph 163 – Material Weakness
Paragraph 163 includes a list of elements required to be included in the auditor’s report when a
material weakness exists; however, the example in Appendix A does not appear to be consistent
with these requirements. Additionally, the last bullet point states that the description of the
material weakness should also address the requirements in paragraph 178; however, paragraph
178 requires the auditor to make a determination of whether the auditor’s opinion on the
financial statements was affected, but only requires language when it is not affected. We believe
that the language illustrated in paragraph 178 should be included in all reports where there are
material weaknesses, because it merely puts the reader on notice that the issued auditor’s report
has considered such matters and is appropriate. Accordingly, we recommend that a separate
bullet point be added to paragraph 163. Further, we recommend that the Proposed Standard
provide illustrative wording in paragraph 178 for a combined report rather than the current
instructions to “revise this wording appropriately for use in a combined report.”
The third bullet point requires the auditor to provide specific disclosure regarding any material
weaknesses identified. We believe, that consistent with existing reporting models, such
disclosure should be the responsibility of management in their report and that the auditor will
provide supplemental disclosures only if management’s disclosures were concluded to be
deficient.
Paragraph 180—Subsequent Discovery of Information
Paragraph 180 “presumes” that if the financial statements are restated, the report on internal
control should also be restated. This seems inconsistent with paragraph 126, which establishes a
restatement as a “strong indicator,” not a presumption. Further the wording “based on these
considerations” appears irrelevant, as there are no considerations; it is a presumption.
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Paragraphs 188-189—Auditor Evaluation Responsibilities
An inconsistency exists between paragraphs 188 and 189. Paragraph 189 requires the auditor to
modify his or her report (a presumptively mandatory obligation), whereas paragraph 188 permits
the auditor to resign from the engagement, in which case no report will be issued. An auditor
concluding that withdrawal is necessary will not be able to comply with paragraph 189.
Appendices—General Comment
The Board has stated in its Statement of Authority that appendices to the Board’s standards are
an integral part of the auditing standards and carry the same authoritative weight as the body of
the standard.4 However, the status of appendices in AICPA Professional Standards, which the
Board has adopted as interim standards, is different. AICPA Statement on Auditing Standards
No. 95, Generally Accepted Auditing Standards (AU 150), which is incorporated into the
Board’s interim standards, includes appendices as interpretive publications that the auditor
should be aware of and consider but are not required to apply. Under Statement of Auditing
Standards 95 (AU 150.6), if the auditor does not apply the auditing guidance in an applicable
interpretive publication, the auditor should be prepared to explain how he or she complied with
the SAS provisions addressed by such guidance. As such, while the auditor is responsible for
following the interim standards themselves, the auditor has a lower level of responsibility for
following the guidance in the appendices. Therefore, we believe the Board should clarify that
the Board did not elevate the appendices as they exist today in the interim standards adopted by
the Board to the same authoritative level as their related interim standards.
Appendix A—Illustrative Reports on Internal Control Over Financial Reporting
We have the following comments with respect to the illustrative report examples in Appendix A:

4

z

We recommend that the definition paragraph be placed immediately preceding
the inherent limitations paragraph. Such placement will significantly improve
the readability of the reports, particularly when material weaknesses are
reported or the report is a combined report on both the audit of the financial
statements and the audit of internal control.

z

The statement about management’s responsibility is inconsistent. Some
examples include a very narrow responsibility statement (e.g., that
management is responsible for its assessment about the effectiveness), while
other examples use a broader responsibility statement (e.g., that management is
responsible for maintaining effective internal control). We believe that the
latter should be used in all report examples.

z

Paragraph 153e requires the report to include “a statement that the auditor’s
responsibility is to express an opinion on the written assessment based on his

Proposed Standard, “Statement of Authority,” Page A-2.
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or her audit” [emphasis added]; however, the illustrated examples lack the
word “written.”
z

We believe that the definition paragraph should refer to “accounting principles
generally accepted in the [identify the country]”. Additionally, the second
sentence of the definition paragraph is misleading, as it implies that any
internal control provides reasonable assurance, including those with material
weaknesses. We believe such language should read as follows: “Effective
internal control over financial reporting includes those policies and procedures.
. . .”

z

The inherent limitations paragraph does not address the unauthorized
acquisition, use, or disposition of assets discussed in the definition paragraph.
Accordingly, we believe that users of the report will inappropriately assume
that there are no inherent limitations with respect to such matters.

z

The auditor cannot opine on the management’s assessment (process), which
includes additional details that are not included in the company’s report. We
believe that the opinion paragraph should refer to “management’s written
assessment” [emphasis added] or “management’s conclusion.”

z

We believe the following revisions should be made to the explanatory
paragraph in Example A-2: (1) “will not be prevented or detected” should be
added to the end of the first sentence, (2) the reference to management’s
assessment should be to “management’s written assessment,” and (3) the
elements required by paragraph 163 should be described or illustrated. Further,
the references in footnote 1 should be to management’s written assessment.

z

We noted the following additional inconsistencies in Example A-3: (1) “will
not be prevented or detected” was omitted from the end of the definition of a
material weakness in the explanatory paragraph, (2) the definition of a
significant deficiency does not conform to the definition proposed by the Board
in paragraph 8, (3) the reference to management’s assertion in the introductory
paragraph fails to recognize the material weakness referred to in the
explanatory paragraph, and (4) footnote 1 provides an illustration as to how to
modify the explanatory paragraph when the auditor detects additional material
weaknesses; however, the opinion paragraph illustrated in the report appears to
be the wrong opinion for such situation (i.e., the auditor should express an
adverse opinion and not a qualified opinion).

z

We believe that the introductory paragraph of Example A-4 should refer to the
PCAOB’s standards, given that there will be two different standards for
auditing internal control (e.g., “We were engaged to audit, in accordance with
auditing and related professional practice standards established by the Public
Company Accounting Oversight Board, management’s assessment. . . .”).
Further, we believe that the opinion paragraph should read “we were unable to
apply other procedures to satisfy ourselves as to the effectiveness of the
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company’s internal control”; we believe the phrase “the effectiveness” was
inadvertently omitted from the AICPA illustration for such situation.
z

In Example A-6, we believe that the last sentence should refer to “opinion”
singularly, consistent with reporting when the auditor reports on both the
financial statements and financial statement schedules in a combined report.

Appendix B—Paragraphs B1-B16
While we agree with the framework set forth herein, it is not clear how this guidance intersects
with the identification of significant accounts, significant processes and requirements to perform
walkthroughs and tests of controls in the main body of the standard. We believe that, in multilocation situations, the locations or units will be selected first based on the guidance in Appendix
B and then the guidance for identification of significant accounts, significant processes, and
performing of walkthroughs, and tests will then be applied to each location, as applicable. An
example of how the Board intends for this guidance to be applied is necessary; distinguishing
between scenarios in which a common process/system is utilized for more than one location
versus a scenario in which each location utilizes a different process/system.
We recommend that the Board provide guidance as to their view of “some” in paragraph B2 and
“large portion” in paragraph B11. In addition, the terminology in Illustration B-1 should be
conformed to the terminology used elsewhere in the Proposed Standard (e.g., “significant
controls,” “specific significant risks,” and “specific risks”).
Paragraph B10, which states that “if management does not have company-level controls” should
be clarified to address whether the absence of common company-level controls is indicative of a
deficiency. Additionally we suggest adding to the end of the first sentence “considering each of
the 5 control components.” We also suggest that additional guidance be added that although
company-level controls may not exist at the overall company-level, they may exist, and therefore
can be separately evaluated, at a level below the overall company-level (e.g., for one or more of
the segments or line of businesses, etc).
We recommend that the Board clarify what is meant by the term “ordinarily” in paragraph B15
and “sufficient control” in footnote 1 to paragraph B16. Due to the lead times needed for
coordination with third parties, it is important that companies and auditors clearly understand
what is included in the public company’s assessment and what is not. We believe that the scope
for two companies with the same investees should not have different conclusions, just because
one of them has access to evaluate the controls of the investee (e.g., via a contractual provision).
Accordingly we support the determining factor as whether the Company has voting control,
which is the lowest threshold at which companies are reasonably be expected to have access and
the ability to evaluate the investee’s controls.
Similar to the concept in paragraph B15, paragraph B16 should provide that for those entities not
included in management’s assessment, the Company and the auditor should include the controls
over the reporting in accordance with generally accepted accounting principles of the company’s
portion of the income or loss, the investment balance, adjustments to the income or loss and
investment balance, and related disclosures.
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Appendix B—Paragraphs B24-B39
The criteria set forth in paragraph B26 list factors (the bullets in paragraph B26) for determining
whether a service organization is considered part of the company’s internal control over financial
reporting. However there are no criteria for establishing what is a service organization, which is
a very important decision for purposes of determining the scope of management’s assertion.
Additionally it is unclear how these factors relate to the similar items in AU324.03 of the
Board’s interim auditing standards.
Given the pervasiveness of the “extended enterprise” whereby outsourcing of processes and
systems is commonplace, we suggest that clear guidance and examples of service organizations
be provided including addressing the following types of relationships that are common today:
z

Application systems

z

Computing environments

z

Transaction oriented processes (e.g., customer service, collections,
manufacturing, warranty claims, coupons)

z

Other back-office processes or support functions (e.g., legal, internal audit,
taxes, environmental, actuarial, financial reporting).

The guidance does not establish any limitations of an auditor’s use of service auditor reports.
For example, if a company outsourced their entire accounting function including systems,
processes, and financial reporting and the service organization makes an appropriate service
auditor’s report available, is it appropriate for management or the auditor to conclude on the
effectiveness of the company’s internal control solely on the basis of the service auditor’s report?
Our view is that guidance should be provided that establishes when it is appropriate to obtain and
use a service auditor’s report versus when it is not.
The second bullet point of paragraph B27 should refer to controls that are relevant to the
company’s internal control and not to controls that are relevant to management’s assessment and
the auditor’s opinion. Additionally, paragraph B27 refers to AU Sec. 324.07, which describes
procedures that auditors should perform, not management. The Board should separately provide
guidance (e.g., paragraph 41 as to the procedures management should perform with respect to
service organizations).
Paragraph B28 inappropriately refers to a service auditor performing a “review” of systems;
however, the term “review” is reserved under the AICPA Professional Standards for services
that are permitted when analytical procedures can be performed. As analytics cannot be applied
to systems, we recommend that the word “review” be replaced with “apply procedures” or
“examine.”
The first sentence in paragraph B35 states, “If the auditor believes that he or she also must obtain
evidence about the operating effectiveness of service center controls, one way an auditor can
obtain such evidence is by obtaining a service auditor’s report on controls placed in operation
and tests of the operating effectiveness, as described in paragraph .245b of AU sec. 324.” The
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use of the term “must” does not appear appropriate in this sentence given that this sentence
implicitly requires auditor judgment (hence, the reference to “if the auditor believes”) and,
therefore, it cannot be considered an unconditional obligation as the PCAOB has described the
meaning of the term “must.”
The description of a report on operating effectiveness in paragraph B35 fails to recognize that
such report also provides an opinion on the suitability of design of the controls.
Paragraphs B37-B38 discusses the procedures that the auditor should perform with respect to
changes in controls at the service organization and presumes that management is aware of any
and all changes. We believe that inquiries should include such matters as inquiring of
management what they have done to ascertain whether there have been any changes in the
service organization’s controls. Paragraph B37 also incorrectly categorizes errors identified in
the service organization’s processing as a change in controls; this situation is better presented as
an indicator that a change may have occurred. Accordingly, we expect the auditor to focus on
how management investigated such matters, including the cause of the errors, and then evaluate
the implications on management’s assessment and the auditor’s evidence.
For purposes of performing an audit of internal control over financial reporting, it is not clear
whether the considerations of a service organization’s controls include only control activities or
the other control components as they relate to the service organization as well. We also suggest
the Proposed Standard provide guidance as to the impact on management’s and the auditor’s
report, if management and the auditor are unable to obtain sufficient evidence as to controls at a
service organization.
Appendix B—Paragraphs B40 and B41
We suggest that the Board clarify whether the examples included in the appendices, which are
deemed to be authoritative, are also authoritative or only illustrative in terms of the nature,
extent, or timing of the procedures. For example, has the Board established that a sample size of
25 items for a manual control and one item for a programmed control, in conjunction with
inquiry and observation, is the minimum scope?
The following comments relate to Example B-1:
z

Page A-91, first paragraph, item c, distinguishes between a programmed
control and a detective control. We believe the distinction is a programmed
control versus a manual control.

z

Page A-93, item a, carried over from previous page states that “items that
typically appear on the Daily Unapplied Cash Exception Report” suggests that
the auditor’s focus is only on the “typical” items, not the unusual and
infrequent.

z

Page A-93, since the Daily Unapplied Cash Exception Report is a cumulative
listing, we believe that it is necessary to observe it only once to update the tests
to year-end, which could be done as a dual-purpose test for both the audit of
internal control and the audit of the financial statements.
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The following comments relate to Example B-2:
z

Page A-94 it appears that the example, in the second paragraph, carves out
other receivables from testing. It is not clear what the basis for that decision is
based on the guidance provided in the standard.

z

Page A-95, the first bullet point describes observing the control being
performed. While observation is helpful for controls performed infrequently
such as reconciliations, it is unlikely, within practical limits, that the auditor
will be able to observe the employee performing the reconciliation.

z

It is unclear why it is necessary for the auditor to scan the file of all
reconciliations prepared during the year for the audit of internal control, since
the auditor’s report is “as of” a point of time, unless the intent is to portray this
as a dual-purpose test for the benefit of the audit of the financial statements.
Otherwise the auditor’s responsibility is to determine whether the control has
been operating for a sufficient period of time, the whole year seems to be too
far reaching. We support testing the control for two months, once at interim
and once at year-end.

The following comments relate to Example B-3:
z

In Example B-3, it suggests that if “the auditor had encountered a control
exception, the auditor would have tested an additional number of items.” We
suggest that testing more items is not necessarily the best response, particularly
if the exception relates to a very large population. We suggest that a better
response is to identify the root cause of the exception and then design tests to
specifically search for additional exceptions.

z

On page A-96, the first paragraph states, “the auditor expected no errors based
on the results of company-level tests performed earlier.” It is not clear how
company-level controls in this example may impact the auditor’s scope. Is this
implying that there is a common process/system across multiple locations?
Why does that impact the sample size? Further, the example goes on to say, “If
the auditor had encountered a control exception, the auditor would have tested
an additional number of items.” It is unclear what control exception is being
referred to—does this mean that if company-level controls were not adequate,
the auditor should increase the sample size for testing cash disbursements?

The following comment relate to Example B-4:
z

Page A-98 implies that the auditor has uncontrolled access to the company’s
systems in its description of the auditor’s attempts to record the receipt of
goods without a purchase order, to approve an invoice for payment, to process
duplicate invoices, etc. We recommend that such procedures be described as
being performed in the presence of appropriate individuals of the company.
Had the auditor’s attempts been successful, the auditor could be at risk for
having altered the client’s records; accordingly, such attempts should only be
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made in the client’s presence so that the client can be immediately notified of
any breach to their systems.

2. Pervasive Comments
Use of Consistent Terminology
We noted the following items, which we believe are examples of inconsistencies that should be
addressed by the Board:
a. Management’s assessment, management’s written assessment and management’s
conclusion
Throughout the Proposed Standard these phrases are used. We believe that the phrase
management’s assessment encompasses various phases of management analyzing the design of
its controls, testing and evaluating their operating effectiveness, forming its conclusion,
documenting its work and preparing its written report. We also believe that the report that
management prepares might be referred to as management’s written assessment that contains,
among other things, management’s conclusion on the effectiveness of its internal control. The
Proposed Standard, however, appears to use management’s assessment interchangeably for both
the process and the written report, resulting in confusion or factually inaccurate statements.
For example, management’s assessment is much more than what is contained in the report of
management. Paragraph 2 states that “The report of management is required to contain
management’s assessment . . . including a statement as to whether the company’s internal control
. . . is effective” while paragraph 5 states “the auditor evaluates the assessment performed by
management.” While only a description of the process (activities) can be included in the report,
the auditor should be evaluating the process rather than the report. Accordingly, we recommend
that the phrase “management’s report” or “management’s written assessment” be used when
referring to the written communication of management required under Section 404.
Another inconsistency appears in paragraph 128b, which uses “evaluation” instead of
“assessment” (i.e., the auditor should obtain written representations “stating that management
has performed an evaluation of the effectiveness”). Evaluation is also used in paragraph 148.
b. Internal control over financial reporting, internal controls over financial reporting,
controls, and internal controls
The Committee of Sponsoring Organizations of the Treadway Commission (“COSO”) refers to
internal control (singular) as a process; systems and controls make up the process. Individual
controls or subsets of controls are referred to by COSO without the term “internal.” The
Proposed Standard will create confusion by using inconsistent terminology. For example,
“internal controls [plural] over financial reporting” are used in paragraph 10-12 (although such
paragraphs also contain the appropriate singular usage of “internal control over financial
reporting”); “internal controls” is used in paragraph 11, 32, and 133.
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c.

Specific risks and significant risks

The term “specific risks” in used in paragraph B1, “significant risks” in paragraph 139, and
“high risks” are referred to in the explanatory material and existing interim standards. We
recommend consistently using “significant risk” throughout.
Compliance With Proposed Rule 3101
The Board’s proposed Rule 3101 sets forth certain terms to describe the degree to which the
Board expects auditors to comply with professional obligations included in the Board’s Auditing
and Related Professional Practice Standards. This Proposed Standard uses terminology that is
inconsistent with the proposed Rule 3101 or describes procedures in a manner in which it is
unclear as to the level of obligation. Paragraph 79 of the Proposed Standard discusses
performing walkthroughs and states both “walkthroughs are required procedures” (a possible
unconditional obligation) and “the auditor should perform a walkthrough for all of the
company’s significant processes” (a presumptively mandatory obligation). Other examples
where it is unclear as to the auditor’s obligation and that should be clarified include the
following:
z

Paragraph 85, “procedures the auditor performs to test and evaluate design
effectiveness”

z

Footnote 20 and paragraph 184, “need to evaluate”

z

Paragraph 52, “should focus on combinations of controls”

z

Paragraph 98, “should balance performing the tests”

z

Paragraph 101, “should vary” the nature, timing and extent of tests

z

Paragraph 180, “should presume that his or her report on the company’s
internal control over financial reporting . . . should be recalled”

z

Paragraph 181, “the direction of AU sec. 711.10 to inquire of and obtain
written representations . . . should be extended to matters that could have a
material effect on management’s assessment.”

For presumptively mandatory obligations, the procedures “should inquire about and examine, for
this subsequent period,” various types of reports and “information about the effectiveness of the
company’s internal control over financial reporting obtained through other engagements” are far
too vague.5 Whom should the auditor inquire of—management, internal auditors, regulators? Is
it some or all? And to what is “obtained through other engagements” making reference? It will
be difficult for the auditor to comply with something that is not clear and subject to extensive
interpretation.
5 Proposed Standard, paragraph 171.

Page 30 of 39

File No. PCAOB-2004-03 Page No. 864

Although consulting the auditor’s legal counsel about further actions to be taken when the
auditor is addressing problematic situations is always advisable, we do not believe that the
standard should create any presumptively mandatory obligations for the auditor to do so. We
believe that documentation to demonstrate that the auditor considered consulting (as is currently
be required under paragraph 176) and evaluated whether to consult (as is currently be required
under paragraph 188) serves no useful purpose.
Paragraph 176 contains various other presumptively mandatory obligations that are again lacking
in specificity, including such phrases as the auditor “should propose that management consult
with some other party whose advice might be useful” and imply that the auditor should also
discuss the matter with “those management has consulted.” Further, we believe this paragraph
should address whether the auditor should refrain from issuing a report.
We recommend that the Board analyze the use of the above phrases within the Proposed
Standard and conform the terminology used so that it is clear which procedures the auditor is
obligated to perform, presumptively required to perform, and required to consider.
References to Auditing Standards Issued by the AICPA
We question the extensive references to the AICPA Professional Standards throughout the
Proposed Standard, as the PCAOB has only adopted the standards as in effect at a certain date.
We recommend that references be made to the codification of the Board’s interim standards,
because the AICPA may subsequently amend its standards and, if so, the amended AICPA
standards will differ from those adopted by the PCAOB.
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III. RESPONSES TO SPECIFIC QUESTIONS
Questions Regarding an Integrated Audit of the Financial Statements and Internal Control
Over Financial Reporting:
1. Is it appropriate to refer to the auditor's attestation of management's assessment of the
effectiveness of internal control over financial reporting as the audit of internal control
over financial reporting?
Yes. It is appropriate to refer to the auditor’s attestation of management’s assessment of the
effectiveness of internal control over financial reporting as the audit of internal control over
financial reporting.
2. Should the auditor be prohibited from performing an audit of internal control over
financial reporting without also performing an audit of the financial statements?
Yes. Section 404(b) of the Act and the related SEC rule require that the attestation on
management’s assessment of internal control over financial reporting be performed by the
registered public accounting firm that prepares or issues the audit report. We do not believe it is
appropriate for an auditor to report on internal control over financial reporting of a public
company unless the auditor performs the financial statement audit for the same period.
3. Rather than requiring the auditor to also complete an audit of the financial statements,
would an appropriate alternative be to require the auditor to perform work with regard to
the financial statements comparable to that required to complete the financial statement
audit?
No. As stated above, the auditor that performs the audit of internal control over financial
reporting should also be the auditor that performs the financial statement audit. In addition, we
see no practical basis to define “work comparable to that required to complete the financial
statement audit.”
Question Regarding the Costs and Benefits of Internal Control:
4. Does the Board's proposed standard give appropriate consideration to how internal control
is implemented in, and how the audit of internal control over financial reporting should be
conducted at, small and medium-sized companies?
No. Please refer to our comments in Section I, Overall Comments, Item 10, “Consideration of
Small and Medium-Sized Entities.”
Question Regarding the Audit of Internal Control Over Financial Reporting:
5. Should the Board, generally or in this proposed standard, specify the level of competence
and training of the audit personnel that is necessary to perform specified auditing
procedures effectively? For example, it would be inappropriate for a new, inexperienced
auditor to have primary responsibility for conducting interviews of a company's senior
management about possible fraud.
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Interim auditing standards as adopted by the PCAOB require that, through the first general
standard, the audit be performed by a person or persons having adequate technical training and
proficiency as an auditor, and, through the first standard of field work, assistants to be properly
supervised. The decision to allocate tasks to assistants involved in an engagement is a
professional judgment made by the auditor, after taking into account various factors including
the level of experience of the staff involved and their knowledge of the company’s operations.
Supervision of assistants includes instructing assistants, keeping informed of significant
problems encountered, and reviewing the work performed. Therefore, we do not believe it is
necessary to specify the levels of competence and training necessary to perform certain auditing
or attest procedures, as existing standards already require appropriate assignment and supervision
of auditors.
Questions Regarding Evaluation of Management’s Assessment:
6. Is the scope of the audit appropriate in that it requires the auditor to both evaluate
management's assessment and obtain directly evidence about whether internal control
over financial reporting is effective?
Yes. Please refer to our comment under Section I, Overall Comments, Item 1, “Decision
Mandating the Auditor to Audit the Underlying Controls as Well as Management’s Assessment
Process.”
7. Is it appropriate that the Board has provided criteria that auditors should use to evaluate
the adequacy of management's documentation?
Yes. The auditor is responsible for determining whether management’s documentation provides
reasonable support for its assessment. Because the auditor is required to evaluate the sufficiency
of management’s process and documentation, we believe it is appropriate to provide the auditor
with guidelines for performing such evaluation. However, the Board should provide more
extensive and detailed criteria on this subject. Please refer to our comment under Section I,
Overall Comments, Item 2.
8. Is it appropriate to state that inadequate documentation is an internal control deficiency,
the severity of which the auditor should evaluate? Or should inadequate documentation
automatically rise to the level of significant deficiency or material weakness in internal
control?
Please refer to our specific comment in Section 1, Overall Comments, Item 3b, “Management’s
Responsibilities: Extent of Documentation.”
Questions Regarding Obtaining an Understanding of Internal Control Over Financial
Reporting:
9. Are the objectives to be achieved by performing walkthroughs sufficient to require the
performance of walkthroughs?
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10. Is it appropriate to require that the walkthrough be performed by the auditor himself or
herself, rather than allowing the auditor to use walkthrough procedures performed by
management, internal auditors, or others?
For questions 9 and 10, please refer to our specific comments in Section I, Overall Comments,
Item 4b, “Issues Regarding the Scope of an Audit of Internal Control Over Financial Reporting:
Performance of Walkthroughs.”
Question Regarding Testing Operating Effectiveness:
11. Is it appropriate to require the auditor to obtain evidence of the effectiveness of controls
for all relevant assertions for all significant accounts and disclosures every year or may the
auditor use some of the audit evidence obtained in previous years to support his or her
current opinion on management's assessment?
With regard to performing an audit of internal control over financial reporting, we believe it is
necessary for management and the auditor to obtain sufficient evidence each year to form
conclusions about the effectiveness of the design and operating effectiveness of internal control
over financial reporting. In general, we do not believe it is appropriate to rely principally on
audit evidence obtained in previous years in order to support a subsequent opinion. However,
we do think the locations that are not individually significant could be tested by the auditor
through the annual testing of company-level controls combined with testing at the location on a
cyclical basis. This concept is consistent with the views expressed in Appendix B of the
Proposed Standard. As such, we believe paragraph 101 of the Proposed Standard should be
modified accordingly.
Questions Regarding Using the Work of Management and Others:
12. To what extent should the auditor be permitted or required to use the work of management
and others?
13. Are the three categories of controls and the extent to which the auditor may rely on the
work of others appropriately defined?
14. Does the proposed standard give appropriate recognition to the work of internal auditors?
If not, does the proposed standard place too much emphasis and preference on the work of
internal auditors or not enough?
15. Is the flexibility in determining the extent of reperformance of the work of others
appropriate, or should the auditor be specifically required to reperform a certain level of
work (for example, reperform tests of all significant accounts or reperform every test
performed by others that the auditor intends to use)?
16. Is the requirement for the auditor to obtain the principle evidence, on an overall basis,
through his or her own work the appropriate benchmark for the amount of work that is
required to be performed by the auditor?
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For questions 12-16, please refer to our specific comments in Section I, Overall Comments, Item
4d, “Issues Regarding the Scope of an Audit of Internal Control Over Financial Reporting: The
Auditor’s Use of the Work Performed by Management and Others.”
Questions Regarding Evaluating Results:
17. Will the definitions in the proposed standard of significant deficiency and material
weakness provide for increased consistency in the evaluation of deficiencies? How can the
definitions be improved?
It is unclear to us whether the proposed definitions will provide for increased consistency.
However, we do believe that the proposed definitions will result in more significant deficiencies
and material weaknesses than the existing definitions. We believe the Board should clarify
certain aspects of the proposed definitions.
First, the concept of immaterial is familiar to most users of financial statements; however, the
concept of inconsequential is not as widely used or understood. Therefore, the Board should
define inconsequential, clarify the relationship between inconsequential and immaterial, and
explain how inconsequential relates to materiality at the account-balance level.
Second, the definitions of a significant deficiency and material weakness both refer to annual as
well as interim financial statements. We agree that deficiencies identified in the audit of internal
control should be evaluated for both the annual and interim impacts. However, some may read
this to also imply that the auditor should plan and perform the annual audit of internal control, as
well as evaluate any control deficiencies found, in the context of a materiality related to interim
periods rather than the annual materiality. This appears to be inconsistent with the auditor’s
responsibilities with regard to management’s certifications. Accordingly, we suggest the Board
clarify that the auditor is not required to plan the audit of internal control to identify material
weaknesses or significant deficiencies relating to interim periods; the annual or interim financial
statements language applies only to the evaluation of deficiencies identified.
18. Do the examples in Appendix D of how to apply these definitions in various scenarios
provide helpful guidance? Are there other specific examples that commenters could
suggest that would provide further interpretive help?
In general, the examples provided in Appendix D of the Proposed Standard provide helpful
guidance in the application of the definitions of various levels of control deficiencies to
particular fact patterns. However, we believe the Board should clarify several issues.
First, while the Board specified that the examples in Appendix D are only for illustrative
purposes, the Board also separately stated that appendices to the Board’s standards are an
“integral part of the standard and carry the same authoritative weight as the body of the
standard.”6 It is unclear as to whether an auditor will be in violation of the Proposed Standard if
he or she failed to arrive at the same conclusion as in the Board’s examples, given similar fact
6 Proposed Standard, “Statement of Authority.”
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patterns. Additionally, Appendix D uses the terminology “should” in several places; the word
“should” signifies a presumptive obligation. Given the above, the Board should clarify the
authoritative level of the illustrative examples included in Appendix D.
Second, the Board specified in paragraph 118 of the Proposed Standard that the significance of a
deficiency in internal control over financial reporting does not depend on whether a misstatement
actually has occurred however, the Board’s examples D-1 and D-2 (Scenario B in both cases)
includes within the fact patterns that a history of actual misstatements played a significant role in
elevating a significant deficiency to the level of a material weakness in each case. To support the
guidance in paragraph 118, we suggest that the fact patterns in one or more of the examples be
revised to result in a material weakness when a misstatement has not occurred.
Third, the definition of internal control over financial reporting adopted by the SEC in its final
rule contains considerations that expand beyond the reliability of financial reporting to include,
among other considerations, the maintenance of records, as well as safeguards against
unauthorized acquisition, use, and disposition of company assets. The Board should consider
providing examples of control deficiencies in those areas, as well as the process and
considerations for evaluating such deficiencies within the framework of the definitions of
significant deficiency and material weakness proposed by the Board.
19. Is it necessary for the auditor to evaluate the severity of all identified internal control
deficiencies?
Because any one control deficiency could be a material weakness and a material weakness
causes the auditor to issue an adverse opinion, the auditor must evaluate the significance of all
internal control deficiencies identified as well as those internal control deficiencies identified by
management. Otherwise, the auditor may fail to appropriately modify his or her report on
management’s assessment of the company’s internal control over financial reporting.
Furthermore, because an audit is conducted on a test basis, control deficiencies identified have
actual as well as indicative significance. The actual significance of a control deficiency should
be evaluated in terms of likelihood and magnitude, and its indicative significance should be
evaluated to determine whether the existence of such deficiencies implies, points to, or raises the
likelihood that other control deficiencies exist.
20. Is it appropriate to require the auditor to communicate all internal control deficiencies
(not just material weaknesses and significant deficiencies) to management in writing?
Yes. We believe it is appropriate to communicate all internal control deficiencies found in the
course of the attestation engagement to management in writing. Communicating all deficiencies
identified (and not just material weaknesses and significant deficiencies) in writing to
management assists the company in improving its internal control over financial reporting.
Management’s propensity to correct all identified control deficiencies is also an indicator of the
tone at the top and the control environment.
In terms of communicating with the audit committee, the Proposed Standard requires that the
auditor communicate in writing all significant deficiencies and material weaknesses identified
during the audit. We agree with this approach; however, we are not clear as to how this
reconciles with the SEC’s rule, Strengthening the Commission’s Requirements Regarding
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Auditor Independence, as it relates to required communications with the audit committee. The
SEC’s rule requires that the auditor provide the audit committee with copies of all material
communications with management; therefore, it seems that the auditor will be required to
provide the audit committee with a copy of the letter to management describing all deficiencies
in internal control over financial reporting. The Board should reconcile the guidance in
paragraph 190 with the requirements under the SEC’s rule regarding audit committee
communications.
21. Are the matters that the Board has classified as strong indicators that a material weakness
in internal control exists appropriately classified as such?
In general, the Board should consider clarifying the meaning of the phrase “strong indicator” by
providing examples or additional factors to consider for determining when a deficiency
represents no more than a significant deficiency despite the existence of the strong indicator that
a material weakness exists. For example, when might a restatement of a prior period or a
material misstatement in the current period not be considered a material weakness? Further, the
Board should clarify that the list of strong indicators of a material weakness is not meant to be an
exhaustive list and that other issues that may not be on the list may be determined to be material
weaknesses. With respect to individual strong indicators, we believe that a restatement of prior
period financials should be a strong indicator that a material weakness existed in the prior
period, but not necessarily in the current period.
22. Is it appropriate to require the auditors to evaluate the effectiveness of the audit
committee's oversight of the company's external financial reporting and internal control
over financial reporting?
23. Will auditors be able to effectively carry out their responsibility to evaluate the
effectiveness of the audit committee's oversight?
24. If the auditor concludes that ineffective audit committee oversight is a material weakness,
rather than require the auditor to issue an adverse opinion with regard to the effectiveness
of the internal control over financial reporting, should the standard require the auditor to
withdraw from the audit engagement?
For questions 22-24, please refer to our specific comments in Section I, Overall Comments, Item
6, “Evaluating the Effectiveness of the Audit Committee’s Oversight.”
Questions Regarding Forming an Opinion and Reporting:
25. Is it appropriate that the existence of a material weakness would require the auditor to
express an adverse conclusion about the effectiveness of the company's internal control
over financial reporting, consistent with the required reporting model for management?
26. Are there circumstances where a qualified "except for" conclusion would be appropriate?
For questions 25 and 26, please refer to our comments in Section 1, Item 5a, “Reporting:
Requirement to Issue an Adverse Opinion in Certain Circumstances.”
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27. Do you agree with the position that when the auditor issues a nonstandard opinion, such
as an adverse opinion, that the auditor's opinion should speak directly to the effectiveness
of the internal control over financial reporting rather than to whether management's
assessment is fairly stated?
Yes. We believe the auditor's opinion should speak directly to the effectiveness of the internal
control over financial reporting in all situations. It can be confusing to users if the auditors issue
a “clean” opinion on management’s report that contained a material weakness. Indeed, the
AICPA Statements on Standards for Attestation Engagements were modified by the Auditing
Standards Board to require that the auditor’s opinion speak directly to the effectiveness of
internal control in order to address practices that developed among users who were not reading
management’s assertions but were only reading the auditor’s report, and because initially the
auditor’s report only referred to management’s assertion, users were not aware of the existence
of material weaknesses in management’s assertions. Accordingly, due to prior experience in
practice, we believe it is important for the auditor to also disclose the material weakness by
reporting directly on the effectiveness of the internal control rather than on management’s
process.
Questions Regarding Auditor Independence:
28. Should the Board provide specific guidance on independence and internal control-related
nonaudit services in the context of this proposed standard?
29. Are there any specific internal control-related nonaudit services the auditor should be
prohibited from providing to an audit client?
Strengthening the Commission’s Requirements Regarding Auditor Independence, recently
adopted by the SEC, modified rules with respect to auditor independence and set forth new
limitations regarding the provision of nonaudit services by auditors. We do not believe further
guidance is necessary.
Questions Regarding Auditor's Responsibilities with Regard to Management’s Certifications:
30. Are the auditor's differing levels of responsibility as they relate to management's quarterly
certifications versus the annual (fourth quarter) certification, appropriate?
We believe there is a general inconsistency in requiring the modification of the auditor’s report
on the effectiveness of internal control over financial reporting as of the company’s fiscal year
end (a point in time) based on procedures performed to determine changes to internal control
over financial reporting during the fourth quarter (a time period.) The Board should consider
separating the auditor’s responsibilities with respect to quarterly certifications from the auditor’s
responsibilities with respect to the annual assertion by management. We suggest that the Board
devise a reporting mechanism for the auditor to follow for any quarter in which the auditor
believes material modifications should be made to management’s quarterly certification.
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31. Is the scope of the auditor's responsibility for quarterly disclosures about the internal
control over financial reporting appropriate?
The extent of work to be performed by the auditor in regard to quarterly disclosures about
internal control is not clear in the Proposed Standard. Paragraph 186 requires the auditor to
determine through “a combination of observation and inquiry” whether significant changes in
internal control over financial reporting may introduce significant deficiencies or material
weaknesses in the design of internal control over financial reporting.
Under current standards, procedures performed by auditors with regard to an interim review of
financial information do not require the auditor to “determine” whether there are misstatements;
rather, only to consider, based on the procedures performed, whether material modifications are
necessary to the financial information as presented. The term “determine” implies that the
auditor has a duty to identify all significant changes in internal control over financial reporting,
which is likely to significantly increase the scope of the auditor’s work. Furthermore,
“observation” is a substantive procedure that is not currently part of the auditor’s responsibility
in the context of an interim review of financial information.
Further it is unclear what responsibility, if any, the auditor has with respect to management’s
conclusion at an interim period that a material weakness or significant deficiency previously
identified and reported has been corrected. Does the auditor perform sufficient procedures to
satisfy themselves that the deficiency has been corrected, or is inquiry and observation
sufficient? Furthermore, what are the auditor’s (and management’s) responsibilities with respect
to deficiencies that both arise and are corrected in the same period?
Additionally, some practical issues should be addressed including (1) some controls may not be
observable either due to timing or because the controls are automated; it is not clear how the
auditor should proceed with respect to those that can not be observed, and (2) it is not clear
whether such procedures must be performed within the quarter as opposed to after the quarterend when reviews of quarterly financial information typically occur.
_______________________________________

We appreciate the opportunity to comment, and would be pleased to discuss these issues with
you further. If you have any questions or would like to discuss these issues further, please
contact Robert J. Kueppers at (203) 761-3579.
Very truly yours,
/s/ Deloitte & Touche LLP
cc:

William J. McDonough, Chairman of the PCAOB
Kayla J. Gillan, Member
Daniel L. Goelzer, Member
Willis D. Gradison, Jr., Member
Charles D. Niemeier, Member
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Deluxe Corporation
_,_
DE LUXE

Shoreview,
MN
3680 Victoria
St.55126-2966
N.
P.O. Box 64235
St. Paul, MN 55164-0235

November 20, 2003

Office of the Secretary
Public Company Accounting Oversight Board
1666 K Street, NW
Washington, D.C. 20006-2803
RE: PCAOB Rulemaking Docket Matter No. 008
Ladies and Gentlemen:
Deluxe Corporation is a Fortune 1000 company and is the largest provider of checks in the United
States, with 2002 revenues of $1.3 billion. Founded in 1915, Deluxe has been instrumental in
shaping the payments industry and serving financial services companies. Deluxe recently
received recognition from "Business Ethics Magazine" as one of the 20 best corporate citizens in
America and a top ten ranking from Institutional Shareholder Services for our corporate
governance practices. Gaining and maintaining the trust of consumers and the investing public is
of paramount importance to us.
With that in mind, and our philosophy of adopting new regulatory changes related to financial
reporting as soon as reasonably practical, we are taking on the new requirements of the SarbanesOxley Act with our best efforts. We are quite far along with the work required by Section 404 of
the Sarbanes-Oxley Act and have already completed the following as we strive to ensure our full
compliance with the new requirements:
Identified 54 accounts or processes we consider significant to our financial reporting.
Identified and documented over 1,000 controls, 265 of which we consider key controls,
for these 54 processes.
Documented our entity level controls.
Performed procedures, including a walkthrough of each process, to test the operating
effectiveness of the 265 key controls.
Engaged our independent auditor to perform attestation procedures for three processes.
These procedures are approximately 50% complete and will be completed by midDecember.
To date, to complete the above, we have incurred over 3,000 internal hours, $250,000 for external
consulting fees and $200,000 for independent auditor fees (which is 85% of our base independent
auditor fees for 2003).
From this perspective, we have addressed the 31 questions on which the Board is seeking
comment. The responses in bold are considered, by us, to be of higher importance.
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Questions regarding an integrated audit of the financial statements and internal control
over financial reporting:
QI: Is it appropriate to refer to the auditor's attestation of management's assessment of the
effectiveness of internal control over financial reporting as the audit of internal control over
financial reporting?
A: Yes, the title is appropriate for the type of attestation being provided.
Q2: Should the auditor be prohibited from performing an audit of internal control over financial
reporting without also performing an audit of the financial statements?
A: Yes, these engagements are inter-related and benefit from each other. It is not practical
to complete one without the other, and we believe this will enhance the quality of the
independent auditor's work in general.
Q3: Rather than requiring the auditor to also complete an audit of the financial statements, would
an appropriate alternative be to require the auditor to perform work with regard to the
financial statements comparable to that required to complete the financial statement audit?
A: No, this is not a practical solution. It would be difficult to replicate a financial statement
audit and to do so would be cost prohibitive. Therefore, as we stated in response to
question two, we believe that the same independent auditor should perform both the
audit of the financial statements as well as the audit of internal control over financial
reporting.

Question regarding the costs and benefits of internal control:
Q4."Does the Board's proposed standard give appropriate consideration to how internal control is
implemented in, and how the audit of internal control over financial reporting should be
conducted at, small and medium-sized issuers ?
A: No, the proposed standard does not make this clear. We believe the standard should further
explain the importance of the "tone at the top" (i.e., the control environment) as it relates to
the impact of the testing and documentation requirements of the proposed standard.

Question regardin_ the audit of internal control over financial reporting:
Q5: Should the Board, generally or in this proposed standard, specify the level of competence and
training of the audit personnel that is necessary to perform specified auditing procedures
effectively? For example, it would be inappropriate for a new, inexperienced auditor to have
primary responsibility for conducting interviews of a company's senior management about
possible fraud.
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A: No, this is not practical. The firms providing these services must be responsible to develop
and maintain sufficient competent staff to carry out these engagements. In addition, guidance
related to the competency of independent audit personnel is already covered in existing
professional standards.

Questions regarding evaluation of management's

assessment:

Q6: Is the scope of the audit appropriate in that it requires the auditor to both evaluate
management's assessment and obtain, directly, evidence about whether internal control over
financial reporting is effective?
A: Yes, however, we have concerns over the limited level of reliance that the independent
auditor can place on the work of management and internal auditors - specifically in the
areas of IT general controls, the financial statement closing process and walkthroughs.
Preliminary discussions with our independent auditor have led us to the conclusion that
their current approach may cause them to complete an excessive amount of independent
testing, thereby causing an excessive cost, both in terms of internal management time
and their related fees. The ultimate responsibility to implement and maintain
appropriate controls over financial reporting must reside with management. Therefore,
we believe most of the independent auditor's assurance should come from assessing
management's processes and compliance testwork related to internal controls.
We do accept that limited independent testing must be completed by the independent
auditor. We respectfully submit, however, that this should be limited. We do not
believe it appropriate or required that the principal evidence for the audit opinion be
from the independent auditor's own work. The independent auditor should be allowed
to exercise judgment and lean on their cumulative audit knowledge regarding the risks
and control environment at each company to allow the independent testing to be
reduced in companies with strong controls and with strong results during the initial
year's assessment.
Q7. Is it appropriate that the Board has provided criteria that auditors should use to evaluate the
adequacy of management's documentation?
A: Yes, it is appropriate that the Board provided documentation criteria. However, we believe
this is an overall assessment that should be made by the independent auditor as the level and
detail of documentation necessary may vary based on several factors, including the
significance of the process in regard to the overall internal control structure. Therefore, we
believe that the standard should allow the independent auditor to exercise professional
judgment in evaluating the adequacy of the documentation.
Q8: Is it appropriate to state that inadequate documentation is an internal control deficiency, the
severity of which the auditor should evaluate? Or should inadequate documentation
automatically rise to the level of significant deficiency or material weakness in internal
control?
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A: No, it should not automatically rise to the level of a significant deficiency or material
weakness, as a lack of documentation alone will not lead to any misstatement of financial
information. It is the lack of actual controls, not the documentation of the controls that could
lead to misstatements. Therefore, we believe lack of documentation in a particular area should
be evaluated by the independent auditor to determine its severity.

Questions regarding obtaining an understanding of internal control over financial
reporting:
Q9:Are the objectives to be achieved by performing walkthroughs sufficient to require the
performance of walkthroughs ?
A: Yes, walkthroughs will help the independent auditor better understand the processes they are
assessing. However, we believe walkthroughs should only be required for routine process with
high transaction volumes. Non-routine processes that involve a significant amount of
judgment do not lend themselves easily to walkthroughs. Therefore, we believe the standard
should allow the independent auditor to exercise judgment about the appropriate procedures to
be performed.
QI O:Is it appropriate to require that the walkthrough be performed by the auditor himself or
herself, rather than allowing the auditor to use walkthrough procedures performed by
management, internal auditors, or others?
A: No, it is not appropriate to require that the walkthrough be performed by the
independent auditor. We believe the standard should allow the independent auditor to
exercise judgment in determining the level of reliance they place on the work of others.
As such, the independent auditor should be able to utilize the walkthroughs prepared by
management presuming they are properly documented and supported and were
performed by competent and objective personnel.
If the requirement to have the independent auditor perform independent walkthroughs
is maintained in the final standard, we would propose to our independent auditor that
the walkthroughs be performed in conjunction with management testing at their
direction. We would not want to duplicate walkthroughs for all significant control
processes, as the cost of internal resources plus the incremental independent auditor fees
would be far beyond the benefits attained. Requiring duplicative walkthroughs of all
significant processes also could have the unintended consequences of encouraging
companies to limit the number of processes they designate as "significant" in order to
avoid excessive testing costs.

Question regarding testing operating effectiveness:
Q11.. Is it appropriate to require the auditor to obtain evidence of the effectiveness of controls for
all relevant assertions for all significant accounts and disclosures every year or may the
auditor use some of the audit evidence obtained in previous years to support his or her
current opinion on management's assessment?
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A: Yes, it is reasonable to expect the independent auditor to obtain evidence of the effectiveness
of controls for all relevant assertions each year. However, it would also seem reasonable that
if there have been no changes to the control processes since the previous year, the amount of
testing could be reduced while still being able to obtain evidence on the control effectiveness.
Therefore, we believe that the independent auditor should be able to utilize their cumulative
audit knowledge and judgment in determining the appropriate level of testing.

Questions regarding using the work of management and others:
Q12. To what extent should the auditor be permitted or required to use the work of management
and others?
A: We strongly disagree with the premise that the principal evidence for the audit opinion
must come from the independent auditor's own work and believe that the standard
places very little value on the work of management and internal auditors. The
independent auditor should be required to use and place reliance on the work of
management and others to the extent practical. Based on the current requirements, the
company is already completing its own audit of the internal control over financial
reporting. This effort should be extensively relied upon by the independent auditor. If
this is not the case, management should forego its efforts, and this engagement should be
executed like a traditional financial statement audit during which the principal evidence
comes from the independent auditor's own work.
Q13: Are the three categories of controls and the extent to which the auditor may rely on the work
of others appropriately defined?
A: The three categories of internal control, while intending to be helpful, have the effect of
allowing very little reliance on the work of others. We believe that the standard should
allow the independent auditor's discretion as to the amount of independent testing
necessary in order for them to attest on the effectiveness of internal controls over
financial reporting. Again, the current requirements will cost companies an excessive
amount of time and money as management and the independent auditor will both be
required to perform much of the same testing.
Q14: Does the proposed standard give appropriate recognition to the work of internal auditors? If
not, does the proposed standard place too much emphasis and preference on the work of
internal auditors or not enough?
A: No, the standard does not give appropriate recognition to the work of internal auditors.
More reliance should be able to be placed on the testing performed by internal auditors.
The position of internal audit was created to be independent and objective from
management, and current SEC and exchange rules also ensure this independence.
Furthermore, the level of reliance the independent auditor can place on the work of
internal auditors is already addressed in SAS No. 65, The Auditor's Consideration of the
Internal Audit Function in an Audit of Financial Statements, for audits of financial
statements and should be no different for audits of internal control over financial
reporting. Therefore the work of internal auditors should be recognized as an
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independent test of controls and allowed to be relied upon as such by the independent
auditor.
Q15: Is the flexibility in determining the extent of reperformance of the work of others appropriate,
or should the auditor be specifically required to reperform a certain level of work
(for example, reperform tests of all significant accounts or reperform every test performed by
others that the auditor intends to use)?
A: As we have indicated in our responses to previous questions, we do not believe a
prescribed level of reperformance is practical. The amount of reperformance will vary
based on many factors, including the competency and objectivity of the company
personnel completing the work. Therefore, the amount of reperformance of the work of
others should be left to the judgment of the independent auditor.
Q16." Is the requirement for the auditor to obtain the principle evidence, on an overall basis,
through his or her own work the appropriate benchmark for the amount of work that is
required to be performed by the auditor?
A: No, this is not an appropriate benchmark. Management is already going through the
exercise of documenting and testing the company's controls. Therefore, the independent
auditor should be able to heavily utilize this work in its attestation. If the independent
auditor's work is the principal evidence, then management arguably should forego its
efforts entirely and rely on that of its independent auditor.

Questions regarding evaluating the results:
Q17: Will the definitions in the proposed standard of significant deficiency and material weakness
provide for increased consistency in the evaluation of deficiencies? How can the definitions
be improved?
A: Yes, the definitions of significant deficiency and material weakness will provide for increased
consistency in the evaluation of deficiencies. We believe the definitions are appropriate.
However, the actual determination of what rises to a significant deficiency or material
weakness should still be left up to the judgment of the independent auditor.
Q18: Do the examples in Appendix D of how to apply these definitions in various scenarios provide
helpful guidance? Are there other specific examples that commenters could suggest that
would provide further interpretive help?
A: Yes, the examples in Appendix D provide helpful guidance. We would suggest also providing
an example of a significant deficiency and material weakness related to company level
controls and information technology general controls. In addition, it would be helpful if the
examples in Appendix D could be expanded to further explain situations where controls in
place would keep a deficiency from elevating to the next level.
Q19. Is it necessary for the auditor to evaluate the severity of all identified internal control
deficiencies?
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A: Yes, in order for the independent auditor to reach a conclusion on the operating effectiveness
of internal controls, they must evaluate the severity of the internal control deficiencies
identified.
Q20: Is it appropriate to require the auditor to communicate all internal control deficiencies (not
just material weaknesses and significant deficiencies) to management in writing?
A: No, the independent auditor should determine which deficiencies are communicated to
management in writing. The independent auditor does not report all findings in a financial
statement audit, especially findings of insignificant value. The same logic should be used for
findings in audits of internal control over financial reporting.
Q21: Are the matters that the Board has classified as strong indicators that a material weakness in
internal control exists appropriately classified as such ?
A: Yes, the matters identified as strong indicators of a material weakness are appropriate.
However, the determination of an actual material weakness should still be left up to the
judgment of the independent auditor based on an evaluation of the item(s) in relation to the
overall control environment.
Q22." Is it appropriate to require the auditors to evaluate the effectiveness of the audit committee's
oversight of the company's external financial reporting and internal control over financial
reporting?
A: No, this will create an inherent conflict of interest as the independent auditor is engaged by
the audit committee. The purpose of maintaining the independent auditor relationship at the
audit committee level is to allow the unencumbered assessment of management and the
company's operations. To require the independent auditor to assess the audit committee
would put the independent auditor in an awkward position. This position could cause the
independent auditor to be unwilling to conclude that the audit committee is ineffective. In
addition, the independent auditor may not have the level of expertise necessary to effectively
evaluate an audit committee comprised of individuals with a much broader expertise than that
held by the independent auditor.
Q23: Will auditors be able to effectively carry out their responsibility to evaluate the effectiveness
of the audit committee's oversight?
A: No, as we stated in our response to question 22, we have misgivings about the independent
auditor's ability to independently and objectively assess the audit committee's oversight.
They may be hesitant to provide negative feedback as this could impact their relationship with
the audit committee.
Q24: If the auditor concludes that ineffective audit committee oversight is a material weakness,
rather than require the auditor to issue an adverse opinion with regard to the effectiveness of
the internal control over financial reporting, should the standard require the auditor to
withdraw from the audit engagement?
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A: No, the independent auditor should not be required to withdraw from the engagement. If the
company were required to hire a new independent auditor this would take resources away
from improving the oversight.

Questions regarding formina an ooinion and reoortin_:
Q25: Is it appropriate that the existence of a material weakness would require the auditor to
express an adverse conclusion about the effectiveness of the company's internal control over
fnancial reporting, consistent with the required reporting model for management?
A: Yes, a material weakness that has not been corrected prior to management's assessment date
should result in an adverse opinion. The standard should be similar to a financial statement
audit in that if there is a material misstatement of a company's financial statements, the
independent auditor is not permitted to issue an unqualified opinion.
Q26." Are there circumstances where a qualified "except for" conclusion would be appropriate?
A: Yes, an "except for" conclusions may be appropriate under certain circumstances. These
circumstances may include an acquisition completed within days of the end of a fiscal year.
Q27: Do you agree with the position that when the auditor issues a non-standard opinion, such as
an adverse opinion, that the auditor's opinion should speak directly to the effectiveness of the
internal control over financial reporting rather than to whether management's assessment is
fairly stated?
A: The standard should require the opinion be consistently directed either at management's
assessment of internal control over financial reporting or the internal control over financial
reporting itself.

Questions regarding auditor independence:
Q28: Should the Board provide specific guidance on independence and internal control-related
non-audit services in the context of this proposed standard?
A: Yes, the Board should provide specific guidance on independence and internal control-related
non-audit services in the context of this proposed standard.
Q29: Are there any specific internal control-related non-audit services the auditor should be
prohibited from providing to an audit client?
A: We agree with the current guidance in this area, specifically that which prohibits an
independent auditor from performing any significant work that assists management in arriving
at its assessment of the internal control over financial reporting.
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Questions regarding auditor's responsibilities

with regard to management's

certifications:

Q30." Are the auditor's differing levels of responsibility as they relate to management's quarterly
certifications versus the annual (fourth quarter) certification, appropriate?
A: Yes, the independent auditor's responsibility as it relates to management's quarterly
certification should be consistent with the guidance provided in AU sec. 722, Interim
Financial Information.
Q31: Is the scope of the auditor's responsibility for quarterly disclosures about the internal control
over financial reporting appropriate ?
A: Yes, the independent auditor's responsibility should correspond to the guidance provided in
AU sec. 722, Interim Financial Information.

In summary, we believe that if the proposed standard is implemented in its current state, the costs
will far outweigh the benefits of implementation. Initial discussions with our independent
auditor indicate that our independent auditor fees could nearly triple next year solely as a
result of the Sarbanes-Oxlev internal control attestation requirements. To mitigate the
excessive costs of implementation, we believe that there are two overriding factors in the
proposed standard that should be modified.
1) The proposed standard is very prescriptive and does not allow the independent auditor to
exercise sufficient judgment. As a result, the independent auditor must perform the same
level of testing at companies with strong control structures as would be performed at
those with weak control structures.
2) The proposed standard places very little value on the work of management and internal
auditors. As a result, the independent auditor must reperform a significant amount of
testing.
We respectfully request that the Board consider the additional financial burden being placed on
companies when issuing the final standard.
Thank you very much for the opportunity to comment on the above-mentioned

matter. We would

be ha_y'_o respond to any questions you may have on our views or on our Sarbanes-Oxley
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651-483-7111.

Chal_rr_af_and Chief Executive Ofgee_

I-rA - S

DouglasJ. Treff4¢
Senior Vice Pr_ident

//7
'
_ W
aiatt Chief Fin_an'6ialOfficer
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Vice President, Controller and Chief Accounting Officer
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Via e-mail: comments@pcaobus.org
October 27, 2003

Public Company Accounting Oversight Board
Office of the Secretary
1666 K Street, NW
Washington, D.C. 20006-2803
Re: PCAOB Rulemaking Docket Matter No. 008;
Proposed Auditing Standard – An Audit of Internal Control over Financial
Reporting Performed in Conjunction with an Audit of Financial Statements
Dear Secretary:
Dixon Odom PLLC (Dixon Odom) appreciates the opportunity to comment on the
Public Company Accounting Oversight Board’s (PCAOB) proposed auditing
standard relating to audits of internal control over financial reporting (the
Proposed Standard). Dixon Odom is the largest CPA firm based in the
Southeast with 450 employees and 16 offices in 6 states, auditing approximately
40 public companies.
Dixon Odom supports the issuance a new standard on auditing internal control
over financial reporting that will meet the objectives of section 404 of the
Sarbanes-Oxley Act of 2002. Regarding the Proposed Standard, we have the
following comments.
Selected Questions
(numbers refer to question numbers in the Proposed Standard)
•

•
•
•
•

1. No. We would prefer that the term “audit” be used only to refer to an
audit of financial statements to differentiate that level of service from other
types of services. As indicated in the Proposed Standard, an audit of
internal control over financial reporting is very different from an audit of the
financial statements.
2. Yes. We believe these two engagements should be performed by the
same auditor.
4. No. We would like to see additional information in this area. See “other
comments” section below.
5. No. This would be unworkable and would create inconsistencies with
financial statement audit requirements.
8. Yes. Documentation, especially at small entities, will vary greatly
company to company.
Inadequate documentation should not
automatically result in a certain type of opinion.

File No. PCAOB-2004-03 Page No. 883

•

•

•
•
•
•
•
•
•

10. No. If auditors can rely on work done by internal audit, management,
and others in a financial statement audit and other aspects of an audit of
internal control over financial reporting, it does not seem appropriate to
require auditors to perform the walkthroughs themselves. It would be
appropriate to require some level of subtesting of any work done by others
in this area.
15. Yes. In order to rely on the work of others, auditors will have to
perform some tests of their work. However, further mandating specific
tests is not necessary, especially in connection with the overall
requirement that the principal work be that of the auditor.
16. Yes.
17. See “other comments” below relating to these definitions.
22. No. See “other comments” below.
23. No. See “other comments” below.
24. No. Audit committee effectiveness is a very subjective area, and any
guidance or requirements issued in this area should be broad rather than
specific.
26. Yes. Many small entities could have appropriate controls, but there
also could be segregation of duties issues that would best be addressed
by an except for opinion.
28. Yes. The SEC recently issued an FAQ on auditor independence in
addition to its recent rules on the topic. However, the rules and FAQ do
not provide enough guidance in this area. Any additional guidance from
the PCAOB would be helpful.

Other comments
•

Although the term “internal control over financial reporting” is defined in
the Proposed Standard, the term “control” is not. A definition or specific
examples of controls would be useful. More specifically, it would be
helpful to differentiate a control from a process. For example, the CFO
may prepare a schedule calculating the valuation allowance for
receivables. The preparation itself seems to be a process, not a control,
as mere preparation by one individual would not prevent or detect a
misstatement if errors were made. As another example, paragraph 41
includes as a control “controls over the selection and application of
accounting policies that are in conformity with generally accepted
accounting principles.” Selecting and applying accounting policies also
appears to be a process and not a control.

•

Section 302 of the Sarbanes-Oxley Act of 2002 requires management to
certify as to disclosure controls and procedures as well as internal control
over financial reporting. The Section 302 certification, for example,
addresses not only disclosures in the financial statements, but also
disclosures in the quarterly or annual report filed with the SEC.
Additionally, the FDICIA management reports (and related auditor
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attestation reports) filed by large banks may address financial reporting in
accordance with generally accepted accounting principles and the Federal
Financial Institutions Examination Council instructions for Consolidated
Reports of Condition and Income (call report instructions). We therefore
recommend that the Proposed Standard be revised to clearly specify that
the engagement to audit internal control over financial reporting only
applies as it relates to the audited financial statements and footnotes
thereto, and not to other external financial reporting.
•

The Proposed Standard introduces a new concept in discussing significant
deficiencies in internal controls: a concept that a misstatement may be
“more than inconsequential”. Presumptively, this definition of “more than
inconsequential” would still be less than “material” since material
misstatements would result in a material weakness in internal controls
versus a significant deficiency. Currently, as auditors we must determine
whether or not the financial statements are presented fairly in all material
respects. Items that are material to the financial statements have been
properly recorded, and any potential uncorrected misstatements are
immaterial. The Proposed Standard now adds a third possibility that a
misstatement could be less than material (i.e., immaterial) yet would still
be highlighted because it is more than inconsequential. We believe the
introduction of this new concept will only add to confusion regarding the
relationship between the audit of the financial statements and the audit of
internal control over financial reporting.
We therefore recommend
eliminating the concept of “more than inconsequential”.

•

Management’s assertion as to internal control over financial reporting is to
be made as of the end of year. This is analogous to an audit of the
balance sheet, which is as of a point in time, versus a statement of
operations, which covers a period of time. The Proposed Standard,
however, introduces the concept in paragraphs 99 and 166 that if
management changes controls during the year, there should be a
sufficient time period that passes in order to determine that the new
controls have been operating effectively. Otherwise, superseded controls
would need to be evaluated. Given that management’s assertion is as of
a point in time, we do not see the relevance of evaluating controls as of a
date other than the period specified in management’s report when there
has been a change in controls. For example, many acquisitions close at
the end of a quarter or fiscal year. The controls resident at the acquired
entity would be subject to management’s assertion as of the end of the
year. However, controls prior to that point in time do not seem relevant. A
similar analogy can be made for a year-end system conversion - the
controls in effect prior to the conversion would not be covered by
management’s end of year assertion as to effectiveness of controls.
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•

The Proposed Standard notes that controls must be tested by the auditor
in order to evaluate operating effectiveness. Additional guidance as to
appropriate sample sizes would be useful. Appendix B, Examples B-1
and B-3 indicate that a daily control is tested using a sample size of 25.
Does the PCAOB intend that a sample size of 25 is considered the
requirement for testing a daily control?

•

Evaluation of the effectiveness of the audit committee is required by the
Proposed Standard. For the reasons indicated in the following paragraph,
we believe such a requirement is too far reaching and unworkable. In
addition, auditors have recently been criticized for being too beholden to
management, who prior to changes brought about by the Sarbanes-Oxley
Act typically engaged the auditor and determined the auditor’s fees. Many
viewed this arrangement as containing an inherent conflict of interest.
Under the current rules issued by the SEC, audit committees are now
responsible for approving the auditors. Requiring auditors to separately
evaluate the effectiveness of the audit committee will reintroduce the
same conflict of interest scenario that the new SEC rules were meant, in
part, to eliminate.
Paragraph 57 indicates various factors that the auditor should evaluate in
assessing audit committee effectiveness. Some of these factors, such as
“how well the audit committee and management understand” audit
committee responsibilities, are very subjective. As another example, the
independence evaluation in paragraph 58 asks “does management pick
‘friends’?”
Asking auditors to evaluate audit committee members’
understanding of responsibilities or whether or not those members are
friends of management introduces a great amount of subjectivity to the
audit of internal controls. Additionally, the Proposed Standard also
requires evaluation of the audit committee’s compliance with Section 301
of the Sarbanes-Oxley Act. AT 601, Compliance Attestation, of the
AICPA’s attestation standards currently provides guidance for a separate
engagement to evaluate compliance with laws and regulations.
Subsuming this sort of compliance evaluation into an audit of internal
control over financial reporting conflicts with an already existing standard
and overreaches the boundaries of an internal control engagement.

•

Paragraph 79 of the Proposed Standard requires auditors to perform
walkthroughs of all of a company’s significant processes, indicating an
auditor “should trace all types of transactions and events”. Given that this
procedure is a requirement (i.e., “should” perform), further guidance is
needed on what the term “all types of transactions and events” means. If
this language were to be broadly interpreted, theoretically every
nonrecurring transaction in a significant process would need to be traced
as each one would be different. Within recurring transactions, there could
literally be hundreds of transaction types depending on amounts, counter
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parties, geography of counter parties, timing, sales channels, etc.
Therefore, we recommend the language change to something like “In a
walkthrough, the auditor traces a representative sample of transactions
…” or “…significant categories of transactions…”
•

Paragraph 157 notes that the auditor’s report on internal control over
financial reporting should be dated the same as the audit opinion on
financial statements. However, financial statements of public companies
can be audited without a corresponding audit of internal controls. By
indicating that “the reports should be dated the same”, there is an
implication that a financial statement audit is not complete until the audit of
internal control engagement is complete. If this is the goal of the PCAOB,
the Proposed Standard should be revised to address this concept in more
detail. Additionally, revisions to AICPA auditing standards adopted by the
PCAOB as of April 16, 2003 may be needed. Otherwise, this language
should be revised to indicate that the audit report on internal controls
should be dated no earlier than the date of the audit report on the financial
statements.

•

The illustrative reports in Appendix A reference in the definition paragraph
“generally accepted accounting principles”. The audit report on financial
statements, as illustrated in Example A-6, reference in the opinion
paragraph “accounting principles generally accepted in the United States
of America.” We recommend conforming the language in the definition
paragraph of the audit report on internal controls to the language used in
the audit report on financial statements.

•

Appendix E provides summary guidance for small and medium-sized
companies. Dixon Odom’s public company audit practice consists entirely
of such companies. The Proposed Standard recognizes in paragraph E9
that the CFO’s review of ratios and day-to-day involvement go “a long way
in identifying and preventing material errors in the financial statements.”
We agree with the point of the statement, but the CFO’s day-to-day
involvement may not necessarily include “controls”, depending on how
that word is defined (see our first comment). Procedures and controls in a
smaller entity are less formal, and documentation may be very limited.
Therefore, we would like to see more guidance on documentation
expectations for small entities as well as more guidance on testing
controls that may not be documented.
Additionally, CFO’s in smaller entities typically rely heavily on their
external auditor to ensure that the accounting principles used are
appropriate and that proper disclosures are made. Reliance on the
external auditor to provide substantial guidance in this area may not be a
control per se, but it is reality. Audit committees of small entities rely
similarly on outside auditors for advice on best practices for smaller
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entities. CFOs and audit committees of small entities depend heavily on
external auditors and other professional advisors for expertise in many
areas, including GAAP and SEC rules and regulations, since the
resources of these companies are limited. Small entities take great
comfort in the fact that their external accounting firm is reviewing and
providing significant feedback on the financial statements and related
disclosures, giving guidance over selection and application of accounting
principles, and helping audit committees evaluate their role and the
applicability of the myriad of regulations resulting from the Sarbanes-Oxley
Act to small entities. For those reasons, we would like to see the
Proposed Standard specifically address selection of accounting principles,
preparation of financial statements and related note disclosures, and
evaluating audit committee effectiveness for smaller entities, including the
role of the accounting firm in these areas.
•

As part of a financial statement audit under current GAAS, auditors may
issue reports relating to internal controls such as a management letter,
reportable conditions letter, or a no material weaknesses letter. These
letters typically speak to the fact that the financial statement audit does not
provide assurance on internal control. In connection with the issuance of
the Proposed Standard, we would like to see the PCAOB provide
guidance on the form and content of the aforementioned internal control
letters (or audit byproduct letters), including whether or not they will be
superseded by the Proposed Standard.
* * * * *

Again, we appreciate the opportunity to comment on the Proposed Standard.
Thank you for considering our views. We would be glad to discuss our views
with you in further detail.

Respectfully submitted,

S. Walter McNairy, Jr.
Director of SEC Services
Dixon Odom PLLC
(919) 875-4993
wmcnairy@dixonodom.com
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November 19, 2003
Office of the Secretary
Public Company Accounting Oversight Board
1666 K Street, N.W.
Washington, D.C. 20006-2803
Re: PCAOBRulemaking Docket Matter No. 008
Dear Sir,
We would like to thank Public Company Accounting Oversight Board ("Board")
for the opportunity to comment on the proposed Auditing standard, "An Audit of
Internal Control Over Financial Reporting Performed in Conjunction with an Audit
of Financial Statements" ("Standard"). The Dover Corporation ("Dover'_ would
like to communicate its concerns with the proposed requirements regarding the
independent auditor's evaluation of the effectiveness of the Audit Committee
(Questions 22, 23 from PCAOPRelease No.2003-017 dated October 7,2003).
Dover's primary concern is the inherent conflict of interest, from the external
auditor's perspective, in evaluating the effectiveness of the Audit Committee. As
required by the Security and Exchange Commission regulations, the Audit
Committee is responsible for engaging, evaluating and compensating the
external audit firm (the "auditors"). In light of this fact, it would seem that the
ability of the auditors to independently evaluate the effectiveness of the Audit
Committee is impaired and therefore of limited value. In essence, the proposed
requirement transfers the conflict of interest issue from one between the
auditors and management, to one between the auditors and the Audit
Committee. In addition, the specific requirements of the evaluation as defined in
Paragraphs 57 and 58 of the proposed Standard, including independence in
relation to management and the evaluation of Audit Committee nomination and
selection process, are relatively subjective in nature. This subjectivity further
exacerbates the potential for conflicts of interest.
The AICPA Code of Professional Conduct identifies the occurrence of a conflict of
interest when "a member performs a professional service for a client or employer
and the member or his or her firm has a relationship with another person, entity,
product, or service that could, in the member's professional judgment, be viewed
by the client, employer, or other appropriate parties as impairing the objectivity".
Certainly the financial relationship between these two parties -the Audit
Committee and the auditors - has the potential to impair objectivity that limits
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both the effectiveness of the proposed evaluation procedures and the public's
reliance on the auditor's evaluation.
In summary, the evaluation of the effectiveness of the Audit Committee should
be considered outside the scope of the Auditor's attestation on Management's
Assessment of the Company's internal controls. While an evaluation of the Audit
Committee's role and effectiveness should be considered in the overall
assessment of internal controls, it should not be a specific requirement of the
audit procedures defined by the Standard. Alternatively, if the evaluation
component is retained in the Standard it should be modified to provide specific,
objective guidelines for the evaluation of the Audit Committee.
We respectfully request that the Board reconsider the requirements related to
the auditor's evaluation of the Audit Committee and modify the Standard
accordingly.

!-

• _

!

Michael B. Stubbs
Chairman, Audit Committee
Dover Corporation

Robert G. Kuhbach
Vice President, Finance & Chief
Financial Officer

RaYmonldT. _ay,
Jr.
Controller & Chief Accounting Officer
.'
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CHARLES R. DROTT
CERTIFIED PUBLIC ACCOUNTANT

•

CERTIFIED FRAUD EXAMINER

November 19, 2003

Office of the Secretary
Public Company Accounting Oversight Board
1666 K Street, N.W.
Washington, D.C. 20006-2803

Re:

PCAOB Rulemaking Docket Matter No. 008

I am pleased to have this opportunity to comment on the
PCAOB’s Proposed Auditing Standard, “An Audit of Internal
Control Over Financial Reporting Performed in Conjunction With
an Audit of Financial Statements.”
This proposed standard is
exceptionally well written and comprehensive, and, in my
opinion, will significantly enhance investor protection by
improving the credibility and reliability of financial reporting
by public companies. I, therefore, wholeheartedly endorse this
much needed and well balanced standard and recommend its early
adoption by the PCAOB.
I also wish to commend the authors of
the proposed standard for their significant efforts in producing
such an excellent document.
The remainder of this letter constitutes my detailed
comments and suggestions relative to certain provisions of the
proposed standard, and I respectfully request that the PCAOB
consider them in finalizing the standard.
Such comments and
suggestions refer to the specific paragraph numbers in the text
of the proposed standard.

15 PENSACOLA COURT • NOVATO, CALIFORNIA 94949-5884
TEL: 415-883-7214 • FAX: 415-883-7156 • E-MAIL: crdrott@aol.com
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1.

Paragraphs 32-35

Independence

Paragraph 32 states that: “The applicable basic principles
of independence are that, to remain independent, the
auditor must not function in the role of management and
must not audit his or her own work.” I recommend that the
proposed standard also include a statement that the auditor
must not act as an advocate of the client and not enter
into improper relationships with the client that would
result in a conflict of interests. This could result, for
example, in a situation where the auditor designs and
implements systems and controls that have a significant
impact on the audit client’s internal controls and
financial reporting.
I am concerned about an auditor providing “internal control
services” (paragraph 33) to his or her audit client when
the auditor must also render an opinion regarding the
client’s internal control.
Unless the internal control
services are insignificant, it is difficult to imagine that
the auditor is not compromising the appearance of his or
her independence and that the auditor is not running the
risk of auditing his or her own work. Moreover, having the
audit committee pre-approve the internal control-related
services does not mitigate or cure the two problems
referred to above.
Unless the internal control services
performed by the auditor are insignificant, it would be
better to prohibit such internal control services in order
to avoid problems and abuses regarding this potential
conflict.

2.

Paragraphs 79-83

Performing Walkthroughs

I agree that walkthroughs should be a required procedure
and that they should be performed directly by the auditor.
However, in practice, I have seen repeated failures
regarding two aspects of walkthroughs.
The first is that
the scope of the walkthroughs is often woefully inadequate.
I have seen auditors trace only one transaction through
systems for key accounting cycles.
This is especially
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risky where there may be different types of transactions in
a particular accounting cycle.
The second aspect is that
inexperienced,
new
staff
personnel
typically
perform
walkthroughs despite that they may not have the audit
experience and training to even understand all of the
processes
involved
in
a
complex
accounting
cycle.
Accordingly, I recommend that the PCAOB consider these two
issues and incorporate language in the proposed standard
that requires walkthroughs to be performed by appropriately
experienced staff and clarify that the scope be sufficient
to provide assurance that the auditor has covered all types
of transactions in a particular accounting cycle.
I
further recommend that language be incorporated that
specifically requires the tracing of more than one
transaction through a particular accounting cycle system.

3.

Paragraphs
Others

103-110

Use

of

the

Work

of

Management

and

In paragraph 109, the proposed standard states that the
auditor must perform enough of the testing himself or
herself so that the auditor’s own work provides the
principal evidence for the auditor’s opinion. I recommend
that an additional statement be made following such
sentence
emphasizing
that
the
higher
the
risk
of
misstatement relative to a particular account or system,
the greater the requirement for the auditor to perform the
testing himself or herself.
In paragraph 103, consideration should be given to adding
an additional factor in deciding whether to use the work of
management and others, as follows:
“The potential for
management override of particular controls and the overall
system of internal control.” Consideration should also be
given to adding this same point in paragraph 104.
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4.

Paragraphs 116-127
Evaluating
Control Over Financial Reporting

Deficiencies

in

Internal

Paragraph 126 states that one of the strong indicators that
a material weakness in internal control over financial
reporting exists involves significant deficiencies that
have been communicated to management and the audit
committee which remain uncorrected “after some reasonable
period of time.” I suggest that consideration be given to
providing a guideline or a definition as to the meaning of
“some reasonable period of time” in order to avoid
confusion and inconsistency in the application of this
provision of the proposed standard.

5.

Paragraphs 128-130

Requirement for Written Representations

Paragraph 128 states that in an audit of internal control
over financial reporting, the auditor should obtain written
representations from management.
I recommend that an
additional sentence be added which states that, while such
representations constitute part of the evidence the auditor
obtains, client representations alone are insufficient
evidence upon which to base the auditor’s opinion and are
not a substitute for obtaining other sufficient competent
audit evidence.

6.

Appendix E
Special Internal Control Over Financial
Reporting
Considerations
for
Small
and
Medium-Sized
Companies
Paragraph E3 states that the integrity of senior management
often plays a critical role in establishing a strong
control environment in a small company.
Moreover,
throughout Appendix E, statements are made to the effect
that the interaction of senior management in small
companies can provide an effective control environment and,
thus, play an important role in maintaining effective
internal controls in such companies. While such statements
are certainly true, there can also be an additional risk
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factor in small companies caused by the dominance of one or
a few senior management individuals which, in turn, can
cause a significantly increased risk of management override
and circumvention of controls and systems. In practice, I
have seen as many problems with senior management override
of controls and systems as I have seen enhanced internal
control by senior management.
Accordingly, I recommend
that a description be included in Appendix E which explains
that dominance by senior management can often cause greater
potential override of internal control systems in small
companies.

Thank you for this opportunity to express my views and
offer recommendations relative to the proposed standard on
internal control.
Should you have any questions or need
additional information, please do not hesitate to contact me.
Yours very truly,

Charles R. Drott
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Office oft.he Secretary
Public Company Accounting Oversight Board
1666 K Street, N.W.
Washington, D.C. 20006-2803

Re: PCAOB Rutemak_.'agDocket MatterNo. 008:
ProposedAuditinz Standard---AnAudit of lntemal Control
Over FinancialReporting

Dear Sir/Madam:
The Eastman Kodak Company ("Kodak" or the "Company") is pleased to
comment on the Public Company Aecotmting Oversight Board's ("Board")
proposed Auditing Standard--An Audit of Internal Control Over Financial
Reporting ("Proposal").
Kodak is a global company engaged primarily in the developing, manufacturing
and marketing of traditional and digital imaging products, services and solutions
for consumers, professionals, healthcare providers, the entertainment industry and
other commercial customers.
Kodak is committed to crvating and maintaining a strong system of corporate
governance. We believe that good corporate governance is based on a system of
people, principles, processes and procedures. We also believe that an internal
control structure over financial reporting is an important and fundamental
cornerstone of that system.
While we support the Board's efforts to ere,ate a standard that would integrate the
audit of financial statements with the audit of internal control over financial
reporting, we disagree with many aspects of the Proposal in its current form.
Certain of the requirements of the Proposal will create duplication of effort and
inefficiencies in the operations of organizations. We believe that the Board has
attempted to create requirements around internal control over financial reporting
to obtain a level of assurance about the reliability of a company's financial
statements for which the related costs of obtaining such level of assurance exceed
the benefits.
RObertH, BruSt
Chia| Financial Officer and ExecutiveVice President
EASTMAN KODAK COMPANY
343 Stat_ 5treat • Rochester,New York 14650-0235
585 724.5873 _,FAX 585 724.1606
robert,brust@kodak,corn
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.O_uestions
rettardin_ ustn_ the._wor,k
of management and,others:
We do not support the Proposal's three categories of controls and the limitations
on the extent to which the external auditormay use the work of others for each of
these categories. For example, the Proposalindicates that an auditor may not rely
on the work of others with respect to testing of controls in the control
environment, including controls around a company's information technology
systems and controls specifically intended to prevent or detect fraud. These are
two areas where an internal audit function would perform extensive testing and,
therefore, the external auditor should leverage that work. We believe that the
external auditor should be able to use its professional judgment to determine
whether or not to rely on the work of the internal audit functionof a company. As
is the case with many public companies,Kodak's internal audit function is an
important aspect of the control structure. It is comprised of competent,
professional individualswho follow a strict set of policies and procedures while
conducting its extensive work under an annual global plan, which is reviewed
with and approvedby senior managementand the Company's audit committee.
To placethe types of formallimitationson the extentto which the externalauditor
may use the work of others, including the internal audit function, will create
significantduplication of effort, a significantincrease in the cost of audit services
and an unnecessary burden on various individuals throughout the organization,
which in turn will create inefficiencies in the operations of organizations. The
cost of achievingthe level of assurance that a company's controls over financial
reporting are working as designedby havingthe external auditorreperform (as a
result of its inability to use the work of others) much of the same testing that the
internal audit department performs, far exceeds the benefits. At a time when
many foreign companies are not subjectto the same rules as public registrants in
the U.S., these inefficiencies and increased cost only serve to fia'therrestrict a
company's abilitytobe competitive.
The reliance that the external auditor can place on the work of management and
others, including internal audit, should be based on the external auditor's
professional judgment and aligned with the reliance that the external auditor is
currently able to place on internal audit to reduce the auditor's work in the
performanceof the annual auditof a company's Financialstatements.
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Ouestions re_ardln£, obtaining, an, understanding ...qf internal centre!over
financial reoortinte:
We agree that the objectives to be achieved by performing walkthrouglas, which are
to understand how internal control over financial reporting is designed and whether
the related controls are operating as they were designed, are sufficient to require the
performance of walkth.roughs. However, consistent with out response to the
questions regarding using the work of management and others, we do not believe
that the external auditor should be precluded from using the work performed by
management and others, including internal audit, to satisfy the requirement to
perform walkthroughs. As previously discussed, Kodak has a formal internal audit
function that reports to senior management and the audit committee, which
performs extensive work, including walkthroughs, within the Company's various
businesses and functional areas to ensure that the Company's internal controls are
operating as designed. Therefore, to preclude the external auditor from leveraging
the work performed by the internal audit department would create significant
duplication of effort, a significant increase in the cost of audit services and an
unnecessary burden on various individuals throughout the organization, which in
turn will create inefficiencies in the operations of organizations.
We believe the extent to which the external auditor uses the work of management
and others, including internal audit, to perform walkthroughs, should be based on
the auditor's professional judgment, taking into account the nature and
documentation of the work performed by internal audit and the specific risks
associated with a company's various significant processes.
Furthermore, we believe that requiring annual walkthroughs for all significant
processes (defined as processes over each major class of transaction affecting
significant accounts or groups of accounts) and location is excessive, especially in
light of the proposal to preclude the external auditor from using the work of
management and others, including internal audit, The requirement for external
auditors to trace all types of transactions and events, both recurring and unusual,
from origination until they are reflected in the company's financial reports for all
significant processes each year, when much of this work has already been
performed or could be incorporated into the scope of the work performed by
internal audit, is unwarranted.
We believe that the external auditor should be able to apply professional judgment
in determining which significant processes require annual walkthroughs and the
extent to which it can leverage the work of management and others to achieve the
objectives of such tests.
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Ouesttons re_ardin£ evaluatin_ r.c_sults:
We do support the Proposal's requirement that the external auditor evaluate the
severity of all identified internal control deficiencies, and we do believe that the
auditor should communicate all internal control deficiencies to management in
writing, regardless of whether or not they have been deemed significant
deficiencies or material weaknesses. The reason for this is that internal control
deficiencies that are not currently deemed to be significant deficiencies or material
weaknesses could evolve into a significant deficiency or material weakness as the
related facts and circumstances change. However, we do not believe that the
proposed definitions provide for increased consistency in the evaluation of
deficiencies. Further, we strongly believe that the Proposal creates too low of a
threshold for what constitutes a significant deficiency and material weakness.
The Proposal states, "A significant deficiency could be a single deficiency, or a
combination of deficiencies, that results in more than a remote likelihoo_l that a
misstatement of the annual or interim financial statements that is more than
inconsequential in amount will not be prevented or detected. [Emphasis added.] In
our opinion, this definition will not drive consistency due to the fact that it still
requires the use of professional judgment in its interpretation, based on the specific
facts and circumstances.
Additionally, we believe that the use of "remote
likelihood" and "more than inconsequential" in the definition is confusing and will
only serve to make the evaluation and designation of internal control deficiencies
more difficult. Further, because the Proposal's definition of what constitutes a
significant deficiency and material weakness establishes a threshold that is set too
low, we believe that this will create an environment where audit committees will
be presented with too much information that is not meaningful or substantive and,
over time, may serve to make the audit committees insensitive to those deficiencies
that are in fact significant or that should qualify as a material weakness.
We believe the definitions for significant deficiency and material weakness should be
simplified using widely-understood terms. Additionally, we recommend that, if the
Board continues with its proposed definition and concepts, that it considers the costs
and operational impact to organizations, their external auditors and audit committees
of setting too low of a threshold for internal control deficiencies to meet the criteria
for a significant deficiency or material weakness, Even the Board acknowledges that
internal controls should be designed and operated to provide reasonab.le assurance
(high), but not absolute assurance, about the reliability of a company's financial
reporting and its process for preparing and fairly presenting financial statements in
accordance with accounting principles generally accepted in the U.S.
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We do not support the provisions that require the external auditor to evaluate the
effectiveness of the audit committee and, in fact, believe that that the provisions
create a direct conflict with Section 301 of the Sarbanes-Oxley Act of 2002.
Section 301 makes the audit committee directly responsible for the appointment,
compensation, and oversight of the work of the external auditor, approving certain
non-audit services, and resolving disagreements between the auditor and
management regarding financial reporting. In our opinion, Section 301 requires
the audit committee to assess the effectiveness of the external auditors. The
Proposal requires that the external auditor evaluate the effectiveness of the audit
committee, a group of individuals who are responsible for the oversight of the
auditor's work.
We question the operationality and effectiveness of this
"circular" requirement and believe that it creates a conflict o£ interest and an
independence issue for the auditor.
A committee appointed by the New York Stock Exchange (the "Committee")
recently made a set of recommendations about improved corporate governance,
stating with respect to the role of the audit committee:
"...the [audit] committee stands at the crucial intersection of management,
independent auditors, internal auditors, and the board of directors,"
We support the Committee's description of the role of the audit committee. We
are concerned that the Proposal's requirement for the auditor to assess the
effectiveness of the audit conunittee could impact the audit committee's ability to
perform its important role in improving corporate governance. Consequently, we
recommend that the Board drop from its proposed standard any requirement that
the auditor evaluate the effectiveness of the audit committee.
In summary, we do not support the Proposal in its current form. We believe that
the requirements of the Proposal are overly burdensome and its implementation
and ongoing compliance will introduce significant costs and inefficiencies to
organizations. We believe that adoption of the Proposal has the potential to place
U,S. public companies at a disadvantage with its foreign competitors who are not
required to comply with such rules and regulations. We urge the Board to
consider various provisions particularly in the area of the external auditor's use of
the work performed by management and others, including internal audit. We
believe that a substantial amount of savings can be achieved, in terms of both cost
and operational effieiencies, if external auditors can use and rely upon the work
performed by well-established internal audit functions, while also meeting the
spirit and objectives of the Proposal. We further suggest that the Board work with
professional organizations such as the American Institute of Public Accountants
and the Financial Executive International (FEI) to understand the "true" cost of
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implementation of its Proposal. The Committee on Corporate Reporting of FEI
estimates that audit fees likely will increase by 30-50% if the Proposal is adopted
without change. That increase seems overly onerous for any company to have to
bear, especially those trying to compete in a global environment.
We appreciate the opportunity to comment on the Proposal. If you have may
questions regarding our comments or would like further information, please
contact G-iseleDion, Director of Accounting Research, Policies, and Procedures at
585-724-6246.
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Proposed Auditing Standard
An Audit of Internal Control Over
Financial Reporting Performed in
Conjunction with an Audit of
Financial Statements

Comments of the Edison Electric Institute
I.

Introduction and Executive Summary
The Edison Electric Institute (EEI) appreciates the opportunity to comment

on the Public Company Accounting Oversight Board’s (“PCAOB’s”) Proposed
Rulemaking1 on Auditing Standard – An Audit of Internal Control Over Financial
Reporting Performed in Conjunction with An Audit of Financial Statements.
EEI is the association of United States shareholder-owned electric
companies, and international affiliates and industry associates worldwide. In
2001, our U.S. members served more than 90 percent of the ultimate customers
in the shareholder-owned segment of the industry, and nearly 70 percent of all
electric utility ultimate customers in the nation. They generated almost 70 percent
of the electricity generated by U.S. electric utilities.
While EEI is supportive of much of the PCAOB’s proposal, we have
several concerns as outlined in these comments. The approach taken in our
comments is to respond to questions posed by the PCAOB in the proposed
auditing standard. In several instances, we have commented on two questions
1

Public Company Accounting Oversight Board, Proposed Rulemaking; Release No. 2003-017,
Docket Matter No. 008, October 7, 2003.
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together with one response. EEI commends the PCAOB for the thorough and
detailed proposal submitted for public comment and is generally in agreement
with many of the proposed rules. However, EEI is concerned that the proposed
auditing standard represents a rules-based approach rather than providing a
standards/principles-based

document

for

consideration.

Additionally,

EEI

believes there are several areas where the proposed auditing standard could be
improved including:
•

Extent and form of documentation required by management;

•

The restrictive nature of certain key terms and definitions, such as
“significant deficiency;”

•

Reliance on the work of management and internal auditors by the
independent auditors;

•

Real or perceived conflicts of interest in evaluating the effectiveness of the
Audit Committee; and

•

The inability to issue a qualified “except for” opinion.
As a result, EEI would like to comment on the questions addressing these

and other issues as put forth by the PCAOB in its proposal.
II.

The PCAOB’s Proposed Standard
a. Is it appropriate that the Board has provided criteria that auditors
should use to evaluate the adequacy of management’s
documentation? (Question 7)
Paragraph 43 of the proposed auditing standard sets forth guidelines
auditors should use to evaluate management’s documentation of internal
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controls over financial reporting. EEI believes that the guidelines are
overly prescriptive.
As properly noted in paragraph 44, management’s documentation may
take many forms and can include a variety of information. Management
utilizes many different methods to document its internal controls;
examples include policy and procedure manuals, flowcharts, etc.
Management may also utilize formal and informal training courses to
instruct employees on how to use systems or process transactions. The
methods used to document controls are as varied as the controls
themselves.
Paragraph 43 specifies, among other things, that management’s
documentation should include:
•

The design of controls over relevant assertions related to significant
accounts and disclosures;

•

Information about how transactions are initiated, recorded, processed
and reported;

•

Enough information about the flow of transactions to identify where
material misstatements due to error or fraud could occur.
Based on this guidance, existing internal control documentation in

many companies may have to be substantially revised to meet the
proposed requirements. Generally, documentation of internal control
policies and procedures discusses what “must be done right” as compared
to what “could go wrong.” Documentation often does not include or refer to
the five financial statement assertions. Management views controls in its
policies and procedures as actions taken to achieve some general or
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specific objective. It is rare to encounter a description of a control and its
relationship

to

the

relevant

financial

statement

assertions.

The

documentation linking a control to an assertion and to a significant
account is also a rare occurrence.
To accomplish what the proposed guidelines require, would require
that each financial reporting control be linked to its relevant assertions as
well as to a significant account. While this linkage could be accomplished,
the effort to do so would require a significant amount of work and
resources because, in a large company, there are likely several thousand
controls over financial reporting.
Alternatively, on an overall basis, management could determine that
the relevant assertions for each financial statement line item are
adequately covered by controls. If the financial statement line items are
linked to specific assertions and each line item is mapped to various
financial statement cycles and controls, this documentation would serve
as the link between financial statement assertions and the underlying
controls supporting them. This approach would require a more reasonable
effort to comply with the standard and would accomplish the same
objective.
Further, the documentation requirement will necessitate a very large
up-front effort and may be impractical to implement in a timely and
meaningful manner for certain events, such as acquisitions of non-public
companies, new system implementations and significant changes to

4
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business procedures. The impact is magnified for those events that occur
at or near end. The focus for these types of events has always been on
controls that provide reasonable assurance that financial statements are
reliable.
b. Is it appropriate to state that inadequate documentation is an
internal control deficiency, the severity of which the auditor
should evaluate? Or should inadequate documentation
automatically rise to the level of significant deficiency or material
weakness in internal control? (Question 8)
EEI believes that the guidance in paragraph 46 is adequate. The
auditor should evaluate the documentation deficiency, which should take
into consideration the significance of the deficiency. All facts and
circumstances should be considered along with any mitigating controls the
company may utilize to monitor information in the absence of clear and
available documentation. Therefore, EEI believes that it is not appropriate
to automatically raise inadequate documentation issues to the level of a
significant deficiency or material weakness.
c. Is it appropriate to require that the walkthrough be performed
by the auditor himself or herself, rather than allowing the
auditor to use walkthrough procedures performed by
management, internal auditors, or others? (Question 10)
EEI believes that it is not necessary to require that the walkthrough
be performed solely by the auditor. Rather, the auditor should be
permitted

to

use

procedures

performed

by

management.

If

management, internal auditors or others have sufficiently documented
the company’s processes to provide the same information that would
be captured via a walkthrough, then the auditor should only be
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required to review this documentation and apply professional judgment
as to whether it is necessary to perform any independent
walkthroughs.
The procedures performed by the auditor should be intended to
be an audit of management’s process to assess the design and
operating effectiveness of controls. EEI believes that procedures, as
required by the proposed auditing standard, are intended to “validate”
work rather than repeat or replicate work previously performed by
management of the company.
d. Is it appropriate to require the auditor to obtain evidence of the
effectiveness of controls for all relevant assertions for all
significant accounts and disclosures every year or may the
auditor use some of the audit evidence obtained in previous years
to support his or her current opinion on management’s
assertions? (Question 11)
Paragraph 74 states that “the auditor should obtain evidence about
the effectiveness of controls (either by performing tests of controls
himself or herself or by using the work of others) for all relevant
assertions related to all significant accounts and disclosures in the
financial statements.” Paragraph 101 further states that “the auditor
should vary from year to year the nature, timing, and extent of testing
of controls to introduce unpredictability into the testing and respond to
changes in circumstances.”
EEI believes the auditor should be allowed to use some degree of
the audit evidence obtained in the previous years to support the nature
and extent of his or her testing for the current year’s opinion on
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management’s assessment. In a subsequent year, the auditor should
be allowed to incorporate the results of his or her testing in a previous
year into the planning for the current year audit.
A requirement that the auditor perform its own testing of
effectiveness of all controls over significant accounts and disclosures
each year will eliminate some level of judgment in the auditor’s
planning process and make it more difficult to introduce variability in
the auditor’s plan from year-to-year, as is discussed in paragraph 101
of the PCAOB’s proposed rules. Additionally, paragraph 101 seems to
indicate that not all controls would be tested independently by the
auditor each year. This requirement has the potential to focus a
significant amount of testing in the same areas each year rather than
appropriately identifying areas which should require more attention,
such as those that are affected by other changes in the organization
(e.g., employee turnover, increases in volume/nature of transactions,
etc.).
EEI believes the draft auditing standard should allow the auditor to
incorporate the results of its testing in previous years, along with the
review of both management’s and internal audit’s (when applicable)
testing of internal controls in the current year, in supporting his or her
opinion on the effectiveness of internal control over financial reporting.
Further, EEI believes the current guidance included in the

draft

auditing standard will result in an independent controls assessment by
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the auditor which, in essence, duplicates management’s assessment
rather than resulting in an audit to express an opinion on
management’s assessment of the effectiveness of the company’s
internal control over financial reporting as required by paragraph 4 of
the proposed rules.
e. To what extent should the auditor be permitted or required to
use the work of management and others? (Question 12)
EEI believes that auditors should be permitted to use the work
performed by management, internal auditors or by other professionals
on behalf of management, based on the auditor’s assessment of
management’s

control

environment

and

the

competence

and

objectivity of the people performing the work. For most companies,
substantial time and effort has been and will be devoted to
documentation and testing of controls by management and internal
audit.
The proposed restrictions on the auditor’s use of the work of others
for evaluating controls regarding (a) the control environment; (b) the
period-end financial reporting process; (c) those with a pervasive effect
on the financial statements; (d) those over significant non-routine and
nonsystematic transactions; and (e) those over significant accounts are
too restrictive. Tests of controls by other than external auditors can be
documented

to

the

extent

that

the

auditor

can

review

the

documentation and then use professional judgment as to the extent of
re-testing. As discussed throughout this letter, EEI does not believe
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that the final auditing standard should impose absolute requirements
upon the auditor to replicate and re-perform significant amounts of
work previously performed by management. Rather, the requirements
should provide the auditor sufficient latitude to exercise professional
judgment regarding the nature and extent of testing necessary to audit
management’s assessment of the design and operating effectiveness
of internal controls over financial reporting. Such latitude is permitted
in conducting the audit of financial statements and is also appropriate
for an audit of internal controls over the preparation of those financial
statements.
f. Does the proposed standard give appropriate recognition to
the work of internal auditors? If not, does the proposed standard
place too much emphasis and preference on the work of internal
auditors or not enough? (Question 14)
The discussion in paragraph 108 regarding using the work of
internal auditors provides an appropriate level of recognition to the
necessity of evaluating the competence and objectivity of internal
auditors. The emphasis that reliance can be greater when those
functions adhere to the Institute of Internal Auditor’s Association’s (IIA)
Standards is appropriate.
However, EEI believes that the provisions of paragraphs 103 – 106
inappropriately fail to distinguish internal audit from the broad category
of operating management and are likely to restrict the level of reliance
that can be placed on the work of internal auditors, even those who
exhibit the highest levels of independence, competence and objectivity.

9

File No. PCAOB-2004-03 Page No. 910

In companies with a strong internal audit function, extensive work will
be done by internal audit to evaluate and test (a) processes to prevent
and detect fraud; (b) controls over the period-end financial reporting
process; and (c) controls that have a pervasive effect on the financial
statements, such as information technology general and application
controls.
In most cases, the work of internal audit may be even more robust
than that performed by the external auditors. Prohibiting reliance on
the work of internal auditors in these areas will result in a failure to take
advantage of significant on-point evaluations of internal control
effectiveness.
Additionally, independent auditors currently evaluate and place
some reliance on the work of internal auditors in order to perform an
audit of a company’s financial statements. Establishing a standard for
auditing internal controls over the preparation of financial statements
that is more restrictive than the current standards governing audits of
financial statements is inconsistent and would confuse financial
statement users. EEI agrees that the reliance on the work of internal
auditors related to controls discussed in paragraphs 104 and 105
should be more limited than reliance on controls over routine
processing as discussed in paragraph 106. However, the independent
auditor should be given the flexibility to rely on the work of internal
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auditors in all areas deemed appropriate in the exercise of his or her
professional judgment.
The proposed standard’s limitation on using the work of internal
audit is also internally inconsistent with other aspects of its provisions.
Specifically, paragraph 126 of the proposed standard indicates that an
ineffective internal audit function should be a “strong indicator that a
material weakness in internal control over financial reporting exists.” As
a result, most companies will determine that an effective internal audit
function is necessary, and it seems appropriate that the independent
auditor should be able to rely on the internal auditor’s work to a
significant degree.
Finally, EEI believes that those provisions of the proposed standard
are at variance with existing Statement on Auditing Standards (SAS)
No. 65, The Auditor's Consideration of the Internal Audit Function in an
Audit of Financial Statements. SAS 65 permits the auditor to request
direct assistance from the internal auditors. Direct assistance relates to
work the auditor specifically requests the internal auditors to perform to
complete some aspect of the auditor's work. It typically includes
assisting the auditor in gaining an understanding of internal control,
performing tests of controls and other substantive audit procedures.
Internal auditors work under the direct supervision of the auditor and
apply auditing procedures as prescribed by the auditor. The work is
supervised and reviewed by the auditor. This direct assistance is used
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as a means to leverage the skills and knowledge of the resident
internal audit function and reduce the total cost of the audit.
Internal auditors historically have fulfilled an independent role in
assisting the external auditors in connection with an audit of financial
statements. Considering the implementation of the proposed internal
control standard is expected to require substantial effort and significant
cost. EEI believes the final standard should recognize explicitly that the
internal auditors are permitted to assist the auditor in such
examinations consistent with the direct assistance provisions in SAS
65. The position in the proposed standard is not consistent with the
role internal auditors play in connection with an audit of financial
statements.
g. Is the flexibility in determining the extent of re-performance of the
work of others appropriate, or should the auditor be specifically
required to re-perform a certain level of work (for example, reperform tests of all significant accounts or re-perform every test
performed by others that the auditor intends to use)? (Question
15)
Paragraph 103 states that “the auditor should evaluate whether to
use the work performed by management and others.” However,
paragraph 104 lists four major areas where the auditor should not use
the results of testing performed by others and paragraph 105 lists two
major areas where the auditor’s use of work performed by others is
limited. The net result is to require the auditor to re-perform the
majority of all tests of controls. Therefore, EEI believes that the final
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standard should provide greater flexibility to the independent auditors
in determining the extent of re-performance work required.
h. Is the requirement for the auditor to obtain the principle
evidence, on an overall basis, through his or her own work the
appropriate benchmark for the amount of work that is required to
be performed by the auditor? (Question 16)
The key to this limitation is centered on the interpretation of the
auditor’s “own work.” This term could be interpreted to mean that the
auditor’s documented review of the work of others would be sufficient;
or, “own work” could be interpreted to mean that the auditor must
either perform or re-perform all tests of controls. EEI believes the
former would be the best interpretation.
i. Will the definitions in the proposed standard of significant
deficiency and material weakness provide for increased
consistency in the evaluation of deficiencies? How can the
definitions be improved? (Question 17)
EEI has serious concerns regarding the definition of “significant
deficiency” and “material weakness” centered on the use of the terms
“more than a remote likelihood” and “more than inconsequential in
amount.” These phrases are likely to be interpreted to go beyond the
“reasonable assurance” intent of COSO and the Securities &
Exchange Commission (“SEC”).
The COSO framework indicated the following regarding what
internal controls cannot do: “An internal control system, no matter how
well conceived and operated, can provide only reasonable – not
absolute – assurance to management and the board regarding

13

File No. PCAOB-2004-03 Page No. 914

achievement of an entity’s objectives. The likelihood of achievement is
affected by the limitations inherent in all internal control systems.
These include the realities that judgments in decision-making can be
faulty, and that breakdowns can occur because of simple error or
mistake.” EEI believes that controls designed and operated to meet
the standards in COSO’s “Internal Control – Integrated Framework” will
not be adequate given the definitions of significant deficiency and
material weakness in the proposed standard. Specifically, the phrases
“more than a remote likelihood” and “more than inconsequential in
amount” are too restrictive for most internal controls over financial
reporting.
EEI believes it is critical that clear definitions are established considering standards already in place such as those provided in the
COSO framework – that describes the terms (a) deficiency; (b)
significant deficiency; and (c) material weakness.
The definitions used in the final standard are critical to an investor’s
understanding of a company’s internal controls over financial reporting
and the related audit opinion. For example, with non-routine and nonsystematic transactions, an evaluation of “likelihood” is not appropriate
because, in this instance, the auditor must be concerned with the
qualitative nature of the deficiency. One “remote” non-standard journal
entry can materially affect the financial statements. While the chance
of this event occurring may be “remote,” when it does occur, the
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consequences can be significant. Therefore, for non-recurring and
non-standard transactions, EEI believes the evaluation of the
significance of a control deficiency must take into account the
qualitative aspects of the deficiency as opposed to its likelihood of
occurrence.
EEI believes the term “more than inconsequential in amount”
establishes a very low threshold of significance. Although it is not
defined explicitly in the proposed standard, EEI interprets this term to
mean an amount that is substantially less than that which would be
considered “immaterial” to the financial statements. Consequently, a
deficiency that could misstate the financial statements by an immaterial
amount would still be considered significant in quantitative terms. As a
result, EEI believes that using this definition will elevate, unnecessarily,
many control deficiencies to the “significant” category and result in
many unnecessary discussions between auditors, management and
the Audit Committee on the resulting categorizations. Using overly
restrictive criteria has the potential to take the focus away from those
areas that are truly material to the company.
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j. Is it appropriate to require the auditors to evaluate the
effectiveness of the audit committee’s oversight of the company’s
external financial reporting and internal control over financial
reporting? (Question 22) Will auditors be able to effectively carry
out their responsibility to evaluate the effectiveness of the audit
committee’s oversight? (Question 23)
EEI does not believe that it is appropriate to have the auditors
evaluate the effectiveness of the Audit Committee’s oversight of a
company’s external financial reporting and internal control over
financial reporting.
This requirement presents a conflict of interest for the auditors due
to the Audit Committee’s responsibilities as defined in Section 301 of
the Act which requires the Audit Committee to be directly responsible
for the appointment, compensation, and oversight of the work of any
registered public accounting firm employed by the company for the
purpose of preparing or issuing an audit report or related work; the
registered public accounting firm shall report directly to the Audit
Committee.
Paragraph 57 of the proposed auditing standard requires the
auditor to evaluate the Audit Committee’s level of involvement and
interaction with the auditors, including the Audit Committee’s role in the
appointment, retention and compensation of the auditor. EEI believes
this conflict of interest will inhibit the auditor’s ability to successfully
evaluate the effectiveness of the Audit Committee’s oversight.
Additionally, the auditor is currently required to evaluate the role of
the Audit Committee as part of understanding the control environment
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to appropriately plan the financial statement audit in accordance with
SAS No. 55, Internal Control in a Financial Statement Audit. This
evaluation is appropriate because it is for the auditor’s own use in
planning its work, rather than for reporting to the body responsible for
engaging its services. EEI believes that the proposed rules should not
impose a separate and more prescriptive requirement of an auditor’s
evaluation of the Audit Committee than is already established by the
American Institute of Certified Public Accountant’s generally accepted
auditing standards.
k. Is it appropriate that the existence of a material weakness
would require the auditor to express an adverse conclusion about
the effectiveness of the company’s internal control over financial
reporting, consistent with the required reporting model for
management? (Question 25)Are there circumstances where a
qualified “except for” conclusion would be appropriate?
(Question 26)
EEI does not believe it is appropriate that the existence of one
material weakness would require management and the auditor to
express an adverse conclusion about the effectiveness of the
company’s internal control over financial reporting.
By only allowing one type of audit opinion - an adverse audit
opinion – there is no ability to differentiate the impact and/or severity of
material weaknesses among various companies. As an example, a
company that has one isolated material weakness, the effects of which
are limited and can be compensated for by substantive testing, will
have the same opinion as a company that has one material weakness
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that is pervasive in its effect over financial reporting. EEI believes that
such differentiation is critical to a financial statement user’s
understanding of a company’s internal control over financial reporting
and is necessary to provide a meaningful conclusion on the reliability
and effectiveness of internal controls.
Given the proposed standard’s definition of a material weakness in
internal control and the broad spectrum of potential impacts of a
material weakness in internal control, significant judgment is required
for management’s conclusion on the effectiveness of internal control
and the independent audit opinion to be meaningful. EEI believes there
are many circumstances where a qualified “except for” opinion would
more accurately communicate relevant information about the existence
and effectiveness of the entity’s internal controls and would be more
useful for investors and other users of the financial statements.
Investors and other users of financial statements are familiar with
the types of audit opinions expressed for a financial statement audit.
Most investors and other users of financial statements have a clear
understanding of the potential ramifications of an adverse opinion and
also understand the circumstances where a qualified “except for”
opinion may be required. Consistent with that understanding, financial
statement users view an adverse audit opinion as one where the
effects of deviations from generally accepted accounting principles
(“GAAP”) are so material and pervasive that they overshadow the
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fairness of the financial statements. Users also understand that a
qualified “except for” opinion is issued when the financial statements
are presented in accordance with GAAP, except for the matters to
which the qualification relates.
With this understanding, the absolute requirement that a single
material weakness requires management to conclude that internal
controls over financial reporting are not effective and for the auditor to
express an adverse opinion about the effectiveness of the company’s
internal control over financial reporting, without provision for exercising
judgment, has the potential to have significant negative implications in
financial markets; it would create confusion and would be misleading to
investors and other financial statement users and would potentially
reduce investor confidence.
As mentioned previously, considerable professional judgment is
required to effectively evaluate the significance of a material weakness
and its impact on the opinion to be issued. By requiring management
to conclude that controls are not effective and for the auditor to issue
an adverse opinion for one material weakness, regardless of other
circumstances surrounding the weakness, does not provide the ability
to adequately communicate to the investing pubic the actual impact of
the weakness to the company. EEI believes that the proposed rule
should be modified to eliminate this absolute requirement to issue an
adverse opinion on the audit of internal control over financial reporting
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and to provide examples of circumstances in which management and
the auditor should evaluate the impact of a material weakness. Some
considerations which may result in a qualified “except for” opinion
rather than an adverse opinion should include:
•

A material control weakness that is isolated to one system or
area;

•

The significance and impact on the financial statements;

•

The type of material control weakness and compensating
controls;

•

The nature of assets at risk;

•

The presence of other control weaknesses;

•

The extent, nature and timing of recent changes in the
company’s

accounting

process

or

procedures,

business

practices, or regulatory requirements;
•

Past experience with the entity.

An adverse opinion should be limited to those situations where
control weaknesses are material and pervasive, where little or no
reliance may be placed on the internal control structure, or where there
is fraud committed by management or employees with a significant role
in internal control over financial reporting.
In addition, under the proposed rules, it is possible for a company
to obtain a clean audit opinion on the financial statements, yet obtain
an adverse audit opinion on its internal controls over financial
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reporting. This will certainly confuse investors as they believe that
internal controls are designed to provide reasonable assurance
regarding the reliability of financial statements.
l. Should the Board provide specific guidance on independence
and internal control-related non-audit services in the context of
this proposed standard? (Question 28)
EEI believes that the three broad principles as set forth by the SEC
on auditor independence provide adequate, complete guidance
regarding auditor independence.2 These principles state that the
auditor cannot function in the role of management, cannot audit his or
her own work, and cannot serve as an advocate for management.
These principles, when combined with the SEC’s rules governing Audit
Committee pre-approval of all services to be provided by the
independent auditor constitute appropriate guidance in this area and
no additional guidance is necessary.
III.

Conclusion
EEI understands and acknowledges that, in order to restore broad
investor confidence, most public companies will be required to make new
investments to comply with many provisions of the Act, particularly to
strengthen and report on internal control in accordance with section 404.
EEI supports the spirit of the requirements of the Act and generally
concurs with the provisions of the proposed rule on auditing internal
controls. However, EEI also believes that the final standard should not
impose any more requirements than are necessary in order to achieve the

2

Securities & Exchange Commission, Regulation SX Rule 2-01.
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objectives of the Act. Thus, many of the comments in this letter focus on
ensuring that the final standard does not mandate duplicative procedures
that add little value and will place excessive burdens on companies
working to comply with the Act. In particular, EEI recognizes the value of
independent review and testing by the independent auditors; however,
excessive duplication of efforts already performed by management and
internal auditors will not enhance the value of the attestation process.
EEI appreciates the opportunity to provide comments on this
proposal and respectfully requests that the PCAOB consider our concerns
and recommendations.

Sincerely,

David K. Owens
Executive Vice President – Business Operations Group
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November 21, 2003

Office of the Secretary
Public Company Accounting Oversight Board
1666 K Street, N.W.
Washington, D.C. 20006-2803
Re: PCAOB Rulemaking Docket Matter No. 008
Ladies and Gentlemen:
E. I. du Pont de Nemours and Company appreciates the opportunity to comment on the
proposed auditing standard, An Audit Of Internal Control Over Financial Reporting in
Conjunction with an Audit of Financial Statements. DuPont fully accepts its responsibility to
implement and execute effective controls over financial reporting. However, we believe the
proposed standard should be modified to take a more balanced, yet equally effective, approach
in obtaining this objective.
Rather than address each of the 31 questions in the proposed auditing standard, our
response covers matters of particular concern to us. In addition, we are in agreement with the
Committee on Corporate Reporting of the Financial Executives International's letter dated
November 20, 2003 which covers general concerns and responses to all questions.
DuPont fully supports the need for management's assessment of the effectiveness of the
company's internal control over financial reporting as well as the independent accountants'
attestation of such assessment. In our review of the proposed auditing standard the following
matters were of special importance to us:
Cost
We believe that without permitting significantly greater reliance by the external auditor on
the work of management and that performed by a company's internal audit staff, the cost of
complying with this standard will become unnecessarily excessive. The same considerations
for the external auditor's use of "reasonable professional judgment" in determining effectiveness
of internal controls for smaller companies should extend to all companies.
Principle Evidence
We do not support this requirement without a better definition of "principle evidence,"
and believe that this aspect of the standard has the potential to create confusion and
misunderstanding. If this is interpreted by the audit profession to mean more than 50 percent of
the evidence must be directly obtained by them, an interpretation which we believe is certainly
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possible, the cost of the engagement will increase to a level that far outweighs the benefit. In
addition, this could cause companies like ours, with large well-qualified internal audit
organizations, to reduce internal audit staff due to both the level of duplicative testing and the
high overall cost. Therefore, we view the need for a clear definition of "principal evidence" to be
very important.
We also believe that the auditor should rely on multiple sources of evidence in arriving at
their opinion. These sources would include the results of management self-assessments, the
scope and results of internal audit test work and finally the external auditor's own testing. The
use of a "principle evidence" standard for the auditor should not discount these first two
essential steps in a well-developed management evaluation process. To do so would result in
duplicate testing and excessive audit fees.
Appropriate Reliance on Internal Audit and Management
The DuPont Company would clearly prefer that the standard limit the auditor's evaluation
to a test of management's assessment process, supported by a testing of the design of controls
and not to a test of the controls themselves. The standard as currently written has the potential
to create a significant amount of duplicative testing and cost. At a minimum the auditor should
be permitted to rely more heavily on the test work of management, including significantly
broader reliance on the work of internal audit. The auditor also should be permitted to consider
company core values and "tone at the top" and their associated impact on the control
environment.
Reliance on Prior Audit Work
In many organizations controls supporting key business processes are identical from
year to year. In such circumstances, the auditor should be able to utilize cumulative audit
knowledge and judgment in determining the appropriate level of testing. In a well-controlled
environment, an update or review to ensure no material change should be adequate.
Walkthroughs
We accept that walkthroughs are an important audit technique but we believe the
standard as written requires too broad an application of this technique. Walkthroughs should be
optional, primarily focused on routine processes and be limited to control activities. A standard
definition of what constitutes a walkthrough should also be provided. Paragraphs 79 and 80
provide a standard for walkthroughs that would be very difficult for the auditor to execute in
large multinational companies like ours and accordingly, be very costly.
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External Auditors Evaluation of Audit Committee's Effectiveness
Given the recent and appropriate emphasis on eliminating consulting arrangements
between companies and external auditors that could provide the opportunity for and/or
appearance of a conflict of interest, we recommend that this requirement be dropped. In the
best of circumstances the proposed evaluation process will be difficult and awkward to execute
given the audit committee's responsibilities for appointing and approving fees for independent
accountants. Under New York Stock Exchange Corporate Governance Rules, audit committees
will be required to conduct an annual performance evaluation. We believe this process will be
both objective and adequate to ensure effective oversight by audit committees.
DuPont appreciates the opportunity to provide the Board with its perspective on the
approach to implement this important new audit standard.
Sincerely,

Daniel B. Smith
Vice President & Controller
E. I. du Pont de Nemours and Company
1007 Market Street
Wilmington, DE 19898

1133g.doc

File No. PCAOB-2004-03 Page No. 926

www.lilly.com
Eli Lilly and Company
Lilly Corporate Center
Indianapolis, IN 46285
U.S.A.

Phone 317 276 2000

November 21, 2003

Office of the Secretary
Public Company Accounting Oversight Board
1666 K Street, N.W.
Washington, D.C. 20006-2803
Re: Proposed Auditing Standard - An Audit of Internal Control Over Financial Reporting
Performed in Conjunction with an Audit of Financial Statements, PCAOB Rulemaking Docket
Matter No. 008
Ladies and Gentlemen:
Eli Lilly and Company appreciates the opportunity to respond to the Proposed Auditing
Standard - An Audit of Internal Control Over Financial Reporting Performed in Conjunction
with an Audit of Financial Statements. Reliable and trustworthy financial statements are part
of our corporate brand and we at Eli Lilly and Company take internal controls related to
financial statement reporting and disclosure very seriously and believe that good controls need
to be emphasized and set by the tone-at-the-top of an organization.
We support and appreciate the Public Company Accounting Oversight Board’s (the “Board”)
efforts to provide guidance on the role of external auditor when auditing internal controls as
required by Section 404 of the Sarbanes-Oxley Act (the “Act”).
We have specific concerns over the proposed standard that, if not addressed, will increase the
amount of work carried out by business operations and will result in costs that are
disproportional to the benefits gained. Specific responses to certain questions of the proposed
standard on which we have concerns are included in the Appendix. A summary of our
response is as follows:
•

We believe that the proposed standard presents a balanced approach to the audit of
internal controls over financial reporting. However, we believe that the proposed
standard does not allow the auditors to use their judgment on the amount of testing to
be carried out. Auditors should be allowed to determine the strength of the controls
structure and then use their judgment on the amount of testing that needs to be carried
out. The amount of testing on routine transactions for an organization with a strong
controls environment should be less than one with a weaker controls environment.
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•

•

•

•

The Act requires the auditors to attest on the management’s assessment of the
effectiveness of internal control, and therefore requiring the auditors to obtain the same
amount of direct evidence for a strong controls organization as for a weak controls
organization seems to add cost but does not add value.
We also believe that the proposed standard does not allow the auditors to rely enough
on the work (both walkthrough procedures and testing) carried out by a competent,
independent internal audit department. The auditor should evaluate the internal audit
department as prescribed by SAS 65, and use their judgment as to if they can rely on
the work carried out by the internal audit department. In not relying on work of the
internal auditors, there is a risk that the external auditor will be performing work that is
both duplicitous and non-value added. In addition, there will be an increase in audit
fees that would not seem justifiable for corporations with independent, competent
internal audit departments. We believe if the proposed standard is left unchanged, it
could lead to a decreased recognition and reliance on the internal audit function when
it comes to audit of the financial statements. We believe that the proposed standard
should allow management to assist the auditors in the performance of the walkthrough
tests by providing the required documentation and evidence that the auditor requires.
Alternately the proposed standard should allow an independent, objective and
competent internal audit department to carry out the walkthrough tests while the
auditors observe, re-perform and/or review the results.
We also do not believe that it is appropriate for auditors to be required to evaluate the
effectiveness of the audit committee. We believe that an inherent conflict of interest
exists for an auditor to evaluate the audit committee, as the audit committee is
responsible for the hiring and firing of the auditor. We believe that it may be more
appropriate for the Board of Directors to evaluate the effectiveness of the audit
committee.
We do not believe that there should be an assumption that an ineffective audit
committee would necessarily lead to an auditor believing that a significant deficiency
in internal controls exists over financial reporting in a company. While we agree that
effective oversight of a company’s external financial reporting and internal control
over financial reporting by the audit committee should be a key component to an
effective system of internal control, we note that a “significant deficiency” has been
defined as an internal control deficiency that “results in more than a remote likelihood
of a material misstatement in the company’s financial statements”. We believe it is
quite possible that a company could have a very strong internal control environment in
spite of weak oversight by the audit committee and that the threshold for a “significant
deficiency” would not be met.
We would like the Board to consider having separate dates for the financial statements
and management’s assessment of internal control over financial reporting. A
requirement to have the two reports to be within 2-3 months of one another would
allow both management of the company and the auditor to meet the tight reporting
windows far more easily.
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We appreciate the opportunity to express our views and concerns in regards to the proposed
auditing standard. If you have any questions regarding our response or would like to discuss
our comments, please feel free to contact me at 317-276-2024.
Sincerely,
ELI LILLY AND COMPANY
/S/Arnold C. Hanish
Arnold C. Hanish
Executive Director, Finance, and
Chief Accounting Officer
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Appendix A
Response to Specific Questions

6.

Is the scope of the audit appropriate in that it requires the auditor to both evaluate
management’s assessment and obtain, directly, evidence about whether internal control
over financial reporting is effective?

We believe that the Act requires the auditors to attest on management’s assessment of the
effectiveness of internal control, and not performing tests to allow them to support their own
conclusion and that the scope of the audit should be limited to accomplishing their objective.
There should not be a requirement for the auditor to obtain, directly, evidence about whether
internal control over financial reporting is effective as this could lead to duplicitous testing
and additional cost without adding value. We believe that the auditors should be allowed to
use their judgment on the amount of testing that they carry out, depending on the control
environment within the organization. The amount of testing for an organization with a strong
controls environment should be less than one with a weaker environment.

10. Is it appropriate to require that the walkthrough be performed by the auditor himself or
herself, rather than allowing the auditor to use walkthrough procedures performed by
management, internal auditors or others?
We agree walkthroughs provide the auditor with important audit evidence for purposes of
confirming the auditor’s understanding of the process flow of transactions and evaluating
design effectiveness. However, we believe that it is reasonable for the auditor to rely on
walkthroughs procedures performed by internal audit for companies with strong internal audit
department. The standard should allow for the auditor to determine the control environment
in a company and then use their judgment as to if they can rely on work performed by internal
audit or management. We do not believe that the auditor will be able to perform a
walkthrough efficiently and effectively without the help of internal audit or management.

11. Is it appropriate to require the auditor to obtain evidence of the effectiveness of controls
for all relevant assertions for all significant accounts and disclosures every year or may
the auditor use some of the audit evidence obtained in previous years to support his or
her current opinion on management’s assessment?
In many circumstances the processes and internal controls over these processes will be
identical from year to year. We believe that it is appropriate for the auditor to use their
judgment to determine the extent of testing, especially if there haven’t been significant
changes in the internal controls or processes.
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12. To what extent should the auditor be permitted or required to use the work of
management and others?
We believe that the proposed standard does not utilize work that can be carried out by an
independent, objective and competent internal audit department. We believe if the proposed
standard is left unchanged, it could lead to a decreased recognition and reliance on the internal
audit function when it comes to audit of the financial statements. We also believe that the
proposed standard should allow management to assist the auditor in the performance of the
walkthrough tests by providing the required documentation and evidence that the auditor
requires. Alternately, the proposed standard should allow an independent, objective and
competent internal audit department to carry out the walkthrough tests while the auditor
observes, re-performs and/or reviews the results.

14. Does the proposed standard give appropriate recognition to the work of internal
auditors? If not, does the proposed standard place too much emphasis and preference on
the work of internal auditors or not enough?
We believe that the proposed standard does not provide adequate recognition to the work of
internal auditors by not allowing the external auditor to rely on the internal auditor’s work.
The external auditor should use his or her judgment as prescribed by SAS 65 to determine as
to what extent to rely on the work of the internal auditors. In not relying on work of the
internal auditors, there is a risk that the external auditor will be performing work that is both
duplicitous and non-value added. In addition, there will be an increase in audit fees that
would not seem justifiable for corporations with independent, competent internal audit
departments. As we stated above, we believe if the proposed standard is left unchanged, it
could lead to a decreased recognition and reliance on the internal audit function when it comes
to audit of the financial statements.

21. Are the matters that the Board has classified as strong indicators that a material
weakness in internal control exists appropriately classified as such?
Section 404 of the Act and the proposed standard focus on internal controls over the financial
reporting and not controls related to compliance with regulations and laws. We do not believe
that weak regulatory compliance controls necessarily mean weak controls over financial
reporting. It is our opinion that controls over regulations and law are beyond the scope of the
Act and of the proposed auditing standard.

22. Is it appropriate to require the auditors to evaluate the effectiveness of the audit
committee’s oversight of the company’s external financial reporting and internal control
over financial reporting?
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We do not believe that it is appropriate for auditors to be required to evaluate the effectiveness
of the audit committee. We believe that an inherent conflict of interest exists for an auditor to
evaluate the audit committee, as the audit committee is responsible for the hiring and firing of
the auditor. We also do not believe that there should be an assumption that an ineffective
audit committee would necessarily lead to an auditor believing that a significant deficiency in
internal controls exists over financial reporting in a company. While we agree that effective
oversight of a company’s external financial reporting and internal control over financial
reporting by the audit committee should be a key component to an effective system of internal
control, we note that a “significant deficiency” has been defined as an internal control
deficiency that “results in more than a remote likelihood of a material misstatement in the
company’s financial statements”. We believe it is quite possible that a company could have a
very strong internal control environment in spite of weak oversight by the audit committee
and that the threshold for a “significant deficiency” would not be met.

23. Will auditors be able to effectively carry out their responsibility to evaluate the
effectiveness of the audit committee’s oversight?
We believe than an inherent conflict of interest exists for an auditor to evaluate the audit
committee, as the audit committee is responsible for the hiring and firing of the auditor.
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EMERSON

Richard |. Schlueter
Vice President &
Chief Accounting Officer
8000 West Florissant Ave.
P.O. Box 4100
St. Louis, MO 63136-8506

November 20, 2003

r (314)5532327

Public Company Accounting Oversight Board
Attention: Office of the Secretary
1666 K Street, NW
Washington, DC 20006-2803
Re: PCAOB Rulemaking Docket Matter No. 008
Ladies and Gentlemen:
Emerson supports the goals stated by Congress underlying the Sarbanes-Oxley Act of 2002 (the "Act") to
increase corporate responsibility, to improve the accuracy and reliability of corporate disclosures and to
protect investors by enhancing auditor independence. We submit this letter to highlight some of our concerns
with the "Proposed Auditing Standard - An Audit of Internal Control over Financial Reporting Performed in
Conjunction with an Audit of Financial Statements."
Overall
We caution the Board to not overreact to the illegal acts committed by a few companies. We believe fraud is
not widespread and that all of the new rules will not stop such abuses from occurring. The proposed auditing
standard will significantly increase costs, distract management and the auditor, and likely still not achieve the
intended objective. As the Board noted, any system of internal control can be circumvented, particularly by
senior management, which inherently limits its effectiveness. No matter what laws are put in place, individuals
will be able to intentionally override controls and commit fraud. Fraud most often is discovered due to
someone reporting the fraud, and the Act has strengthened this by providing broad access to a company's audit
committee for reporting suspected violations.
Because the Act gave the Board significant authority in implementing rules relating to accounting firm
attestation standards, we urge the Board to ensure that, to the extent the Board has been left with rule-making
discretion under the Act, it carefully weighs the benefits to the investing public against the burdens to be
placed on issuers and their auditors by the new attestation standards.
Auditor Evaluation of Management's Assessment
We are very concerned with the cost of implementing Section 404 of the Act, which we currently estimate will
cost in excess of $5 million per year on an ongoing basis. We are also concerned that the proposed rules will
cause duplicative effort of testing internal control effectiveness by management and the auditor. As indicated
above, we do not believe internal controls were the problem in the most recent highly publicized failures. On
the other hand, we do believe recent events have caused companies to review and strengthen internal controls
and this is beneficial. However, duplicate testing cannot be justified from a cost/benefit perspective.
We propose that the rules should make clear that management's assessment could be based on all of the
information that it has available from operating the business and all instances of problems identified by both
internal and external auditors throughout the year. Based on this information alone, management should be
able to conclude, without performing detail testing, that nothing has come to its attention that leads it to
believe that internal controls over financial reporting are not effective. Then, the external auditors should
perform detail tests and give an opinion on internal control effectiveness.
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Alternatively, management's assessment could include detail testing of internal controls using its internal audit
function, while the external auditor would review such testing and provide its opinion based solely on its
review of management's assessment. We believe selecting one of these two testing models, but not both,
would reduce our costs by $2 million per year. In addition, companies would avoid the intangible costs of
operational disruptions from being audited by both internal and external auditors each year.
Reliance on Others
If the Board decides to adopt this standard as proposed, the final standard should allow more opportunity for
the external auditor to leverage the work already performed by a company's internal audit function. The
proposed standard appears to allow an external auditor to use the work performed by others, including internal
audit, but the limitations imposed on such reliance negate this efficiency. For example, the requirements that
an auditor perform walkthroughs for all of the company's significant processes during each audit, that an
auditor not rely on others for controls in the control environment, and that an auditor only place limited
reliance on others for controls over nonroutine transactions eliminate the supposed flexibility provided to the
auditor.
The final standard should allow the auditor greater professional judgment to determine if the work performed
by others is reliable and should not mandate specific areas that the auditor may not rely on the work of others.
If management does not maintain sufficient documentation of management's assessment to allow the auditor
to rely on its evaluation, the auditor could perform such additional procedures, as deemed necessary, to
determine whether controls are effective. The auditor would also determine whether the lack of
documentation results in a material weakness.
Effective Date
The effective date should be for audits of fiscal years beginning after the final standard is adopted, since the
standard requires that the auditor's evaluation of controls be interrelated with the auditor's financial statement
audit. Auditors who have already begun planning for some fiscal 2004 audits, particularly for those companies
several months into their fiscal years, were unable to perform the procedures that would be required by the
final standard when they planned the financial statement audit.
Summary_
In summary, we support a balanced approach that weighs the costs and benefits, and only requires what is
necessary without becoming excessive. There is a point where incremental requirements result in minimal
improvement, but at a substantial cost. Either management should perform the assessment of internal control
over financial reporting and the auditor should attest to the assessment performed by management, or
management should perform a limited assessment and the auditor performs more thorough testing. The Board
should work with the Securities and Exchange Commission to develop a compromise, so that both
management and the auditor do not have to perform detailed testing of internal control over financial
reporting.
Should the Board have any questions regarding our comments, please do not hesitate to contact the
undersigned. We appreciate the opportunity to comment on these issues and trust that our comments will be
seriously considered in future Board deliberations on these issues.
Sincerely,

Rv];hapdeJs;dSCn_ter
Chief Accounting Officer
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WilliamL. Gipson
YOUCOUNT ON

President and Chief ExecutiveOfficer

November 19, 2003
Office of the Secretary
Public Company Accounting Oversight Board
1666 K Street N.W.
Washington D.C. 20006-2803
E-mail address:

comments_pcaobus.org

Re:

PCAOB Rulemaking Docket No. 008Proposed Auditing Standard - An Audit of Internal Control
Over Financial Reporting Performed in Conjunction with an
Audit of Financial Statements

Ladies and Gentlemen:
The Empire District Electdc Company commends the Public Company Accounting Oversight Board (the "Board") on its proposed auditing standard relating to an audit of internal control
over financial reporting (the "Proposed Standard"). Empire is an investor-owned utility providing
electric service to approximately 154,000 customers in southwest Missouri, southeast Kansas,
northeast Oklahoma and northwest Arkansas. Empire has been listed on the New York Stock
Exchange since 1946 and is proud of its long history of responsible corporate govemance.
Empire appreciates the invitation to comment on the Proposed Standard and we hope that
the Board finds these comments helpful. Although we believe that most of the provisions of the
Proposed Standard will help achieve the stated goals of the Board, the SEC and Congress, we
strongly believe that provisions contained in paragraphs 56-59 ("Evaluating the Effectiveness of
the Audit Committee's Oversight of the Company's External Financial Reporting and Intemal
Control Over Financial Reporting") should not be adopted for the reasons we describe below.
In addition, you have posed several questions relating to these paragraphs, including the
following:
Question 22: Is it appropriate to require the auditors to evaluate the effectiveness of the
audit committee's oversight of the company's external financial reporting and intemal control
over financial reporting?
Question 23: Will auditors be able to effectively carry out their responsibility to evaluate
the effectiveness of the audit committee's oversight?
We believe that the answer to both of these questions is an emphatic "No".

THEEMPIRE
DISTRICT
ELECTRIC
COMPANY.
602JOPLIN
STREET.
POST
OFFICE
BOX127.JOPLIN,
MISSOURI
64802.417-625-5106.
Fax:417-625-5153
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Our rationale for requesting the elimination of paragraphs 56-59 and our answering "No"
to Questions 22 and 23 are premised on our belief that the audit committee should be an independent committee which is not beholden to management or the company's auditor and that a
company's auditor should be independent from the company and its board (and especially the
audit committee). The recently adopted NYSE and NASDAQ rules on corporate governance,
the Sarbanes-Oxley Act of 2002 and the SEC rules implementing the Sarbanes-Oxley Act all
stress the importance of maintaining such independence.
In particular, Section 301 of the Sarbanes-Oxley Act, as implemented by Rule 10A-3(b)(2)
states that "The audit committee of each listed issuer, in its capacity as a committee of the
board of directors, must be directly responsible for the appointment, compensation, retention
and oversight of the work of any registered public accounting firm engaged (including resolution
of disagreements between management and the auditor regarding financial reporting) for the
purpose of preparing or issuing an audit report or performing other audit, review or attest services for the listed issuer, and each such registered public accounting firm must report directly
to the audit committee."
These rules were designed, in large part, to eliminate the conflict of interest inherent in
having management engage the auditors and determine their fees. The provisions in paragraphs 56-59 would re-introduce this conflict of interest. The members of the audit committee
have been entrusted with a myriad of responsibilities as a result of the new corporate governance rules, including the responsibilities described in the preceding paragraph. The committee
members will not be able to effectively carry out their responsibilities if they also need to answer
to and be evaluated by the auditor. Also, the auditor will not be ableto effectively evaluate the
audit committee because the auditor is beholden to the audit committee for its appointment. In
fact, the very appearance of these inherent conflicts would undermine the public confidence
goal underlying the Proposed Standards.
Further, these provisions in the Proposed Standard would introduce too much subjectivity
into the auditor's audit of internal controls (i.e. the auditor would be required to evaluate the audit committee members' understanding of their responsibilities and whether or not any members
are "friends" of management).
We hope that the Board finds these comments helpful. As stated above, we feel strongly
that the proposals addressed above should not be adopted.
Respectfully submitted,
/I

W. k. Gipson
pas
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From:

LesleeGuardino@ca.slr.com

Sent:

Friday, November 21, 2003 4:21 PM

To:

Comments

Cc:

CoraAbuan@ca.slr.com; Chris.Collier@flextronics.com;
clark_mcfadden@deweyballantine.com; julie.aldridge@sanmina-sci.com;
WarrenLigan@ca.slr.com; mark.lustig@sanmina-sci.com; EssieNaddaf@ca.slr.com;
patrick_redmond@jabil.com; pnicolet@celestica.com; peterbar@celestica.com;
acimento@celestica.com; beth_walters@jabil.com; bob.dykes@flextronics.com;
girelva@celestica.com; MitziLekas@CA.SLR.com; KiranPatel@ca.slr.com;
phil.alarid@sanmina.com; tim.stewart@flextronics.com

Subject:

Comments regarding PCAOB Rulemaking Docket Matter No. 008

Importance: High
Thursday, November 21, 2003
Office of the Secretary
Public Company Accounting Oversight Board
1666 K Street, N.W.
Washington, D.C. 20006-2803
Re: PCAOB Rulemaking Docket Matter No. 008
On behalf of four leading EMS companies (Solectron, Flextronics, Celestica and Sanmina-SCI) thank you for
the opportunity to express our views on the proposed Auditing Standard , An Audit of Internal Control Over
Financial Reporting Performed in Conjunction with an Audit of Financial Statements. We commend the Board
for clarifying and providing specific guidelines regarding the work of external auditors in relation to Section
404 of the Sarbanes Oxley Act. We respectfully offer, and appreciate your consideration of, the following
comments.
Evaluating Effectiveness of the Audit Committee
We support the PCAOB’s notion to evaluate audit committee effectiveness. However, we offer the following
comments:
1-

We believe that it is the responsibility of the board of directors to evaluate the effectiveness of the audit
committee, not the responsibility of the external auditor. We believe the evaluation of the audit committee
by the external auditor presents a conflict of interest as the Sarbanes-Oxley Act makes the audit
committee directly responsible for the appointment, compensation and oversight of the work of the
external auditor. Therefore, we believe this standard needs to be removed.

2-

If the final standard includes evaluation of the audit committee by the external auditors, we believe that
the evaluation must be based on explicit measurable criteria to determine whether effectiveness
requirements have been met. Therefore, we recommend developing an assessment checklist that
indicates the level of a company’s compliance with SEC and listing requirements.

Significant Deficiency & Material Weakness
The proposed standard has clarified and answered a number of our questions. However, we believe further
clarification on the following items is needed:
-

Definition of “Senior Management” In paragraph 126, which describes the circumstances
regarded as significant deficiency there is an item referring to identification of fraud on the part of
“senior management.” We believe the term "senior management " needs to be specifically defined.
Evaluating Effectiveness of the Internal Audit Function. We believe standards should include
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specific criteria for such evaluation by external auditors. Criteria may include reporting structure,
adequacy of audit group size, work experience and professional designation of audit staff.
Definitions. We have some concerns regarding the clarity of the definitions of " significant
deficiency " and the resulting consistent application by auditors. The proposed standard alters the
definition of a " significant deficiency" and "material weakness" by substituting the term “more than a
remote likelihood” for “relatively low level.” These changes to definitions currently in practice may
unnecessarily create confusion and inconsistency in application; therefore, we recommend that the
board reconsider the definition of these terms.

Testing & Reliance on Work of Others
COSO Fundamentals Not Fully Considered. The SEC final rule on 404 requirements clearly refers to
COSO as an acceptable framework. PCAOB has expressed the same position. However, in defining the level
of retesting that external auditors are required to perform, and guiding auditors on the level of reliance placed
on the work of internal auditors, the dynamics of COSO and its fundamentals have not fully been considered.
In general, if the COSO concept of “ongoing monitoring” is performed adequately by management, then
external auditors should be allowed to increase their reliance on the work done by management and the
company’s internal audit function.
For companies with strong COSO practices, the level of retesting recommended in the proposed rule appears
excessive and the reliance on the work of internal auditors is inadequate. We believe this has opened the
door to excessive audit fees and unnecessary audit procedures without a requisite benefit. A company with
strong COSO framework should benefit from new standards, rather than be subject to the level of retesting
proposed.
Work of Internal Auditors on Testing of Pervasive Controls is Valuable and Reliance is Warranted. We
support the position of having external auditors perform certain tests without relying on others to perform a
portion of their attestation work. However, we believe the notion that there could be no reliance on the work of
others regarding pervasive controls and antifraud programs is ineffective and unnecessarily expensive without
adding the expected value. We strongly believe that today’s internal auditors possess more detailed
knowledge and expertise with respect to internal controls than do external auditors. This in-depth knowledge
of complex internal controls suggests that internal auditors are better prepared to test internal controls; and
therefore the external auditor should be permitted to place a significant amount of reliance on the internal
auditors’ work. We believe that the proposed "no reliance in case of pervasive controls " creates a duplication
of effort that increases costs without adding value.
Each Audit Should Build Upon the Work Performed in Prior Audits. We agree that external auditors
must perform annual tests and procedures, which they believe are necessary to ensure a thorough
understanding of controls and provide for the necessary assessment as to the effectiveness of those controls.
However, the external auditors must be allowed the ability to exert judgment about whether the process under
review is routine or does not entail a high-degree of subjectivity or judgment versus one that is either
influenced by management judgment or out of the ordinary. Based on that determination, the external auditor
should be allowed to determine whether the work performed in the prior year could be relied upon.
We believe the audit tests related to routine processes should involve updating procedures rather than
performing complete retests without reliance on prior audit work. We strongly agree that retesting processes
and controls over significant non-routine transactions, or those with a high degree of subjectivity or judgment,
is warranted.
Sincerely,
Warren Ligan
Corporate VP and Corporate Controller, Solectron Corporation
Chris Collier
Corporate Controller, Flextronics International Ltd
Peter J. Bar
VP and Corporate Controller, Celestica Corporation
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Mark Lustig
VP and Corporate Controller, Sanmina-SCI
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Re:
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We are pleased to provide comments on PCAOB Release No. 2003-017 Proposed Auditing StandardAn Audit of Internal Control over Financial Reporting Performed in Conjunction with an Audit of Financial
Statements.
EnCana is one of the world's leading independent oil and natural gas production companies with an
enterprise value of approximately US$21 billion. EnCana explores for, produces and markets natural
gas, crude oil and natural gas liquids in Canada, the United States, the U.K. North Sea and Ecuador.
EnCana is listed on the New York Stock Exchange and the Toronto Stock Exchange.
As a foreign private issuer, EnCana's auditors will be subject to the PCAOB rules when they issue their
opinion on EnCana's assessment of the effectiveness of its internal controls. In preparing for compliance
with section 404 of the Sarbanes Oxley Act, EnCana has taken an overall approach to assessing internal
controls that is similar to the approach proposed by the PCAOB. However, we would like to express our
concerns and provide our comments on the following three matters with respect to the proposed
standard.
1. Definitions
Internal

Controls

Deficiency

The proposed definition of internal control deficiency does not adequately recognize the inherent
limitations of internal controls, The proposed rules state that even when a control operates as
designed, if the control objective is not always met, an internal control deficiency exists. This
definition is inconsistent with paragraphs 11 and 15 of the proposed standard which recognize
that internal controls have inherent limitations and can not provide absolute assurance, only
reasonable assurance.
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Significant

Deficiency

& Material

Weakness

The proposed definitions are expressed in terms of likelihood and magnitude. This is a logical
way to express these definitions. However, the proposed definitions use a level of likelihood that
is too low, and a new term -"inconsequential"
that is not clearly defined.
The draft rules propose that companies must design and implement internal controls to provide a
level of assurance that is not practical and in some instances not possible. The following
example illustrates this point.
When credit is granted to customers, controls such as credit applications, credit checks, and
approvals are put in place to prevent losses due to customers not making payments. However,
these controls, even when functioning as designed will not always prevent losses due to
customers not making payment. Also, the likelihood that a customer will not make a payment is
greater than remote. Assuming that the amounts of the losses are more than inconsequential,
this would be a significant deficiency,
Processes that involve estimates become even more problematic. Continuing with the example
of credit and assessing the controls that ensure the accuracy of the allowance for doubtful
accounts related to those receivables, even if the controls operate as designed, there will be a
more than remote likelihood that the allowance for doubtful accounts is incorrect because it is an
estimate. The estimate could be incorrect by more than an inconsequential amount, and this
would be a significant deficiency.
We strongly urge the PCAOB to reconsider the definitions of "significant deficiency" and "material
weakness" in terms of the likelihood applied to these definitions.
With respect to the impact component of the definition, we suggest that the PCAOB provide
further quantitative and qualitative definitions and examples as to what constitutes
"inconsequential". Without further clarification, the application of this definition will be subjective.
As stated in the definitions, the primary difference between the definition of significant deficiency
and material weakness relates to the impact, Based on the examples and other parts of the
proposed standard, it appears that a significant deficiency can become a material error if it is
uncorrected over a period of time. This presumption does not take into consideration the cost
benefit factor associated with internal controls, nor does it take in to consideration the uncertain
nature of estimates. Organizations may choose to accept a more than remote likelihood of an
inconsequential error if the cost of implementing such a control significantly exceeds the cost of
the error.

2. Audit

Committee

Evaluation

We believe that it is not appropriate to have external auditors evaluate the effectiveness of the
Audit Committee's Oversight of the Company's External Financial Reporting and Internal Control
Over Financial Reporting. Given the recent rules and increased disclosures that are required with
respect to audit committee mandates and the independence of audit committees, all work of
external auditors is approved by the audit committee. Requiring external auditors to evaluate the
committee that is responsible for approving their work is a conflict of interest. Assessing the
effectiveness of the audit committee is a responsibility of the board of directors. In addition,
shareholders have a new level of information with respect to audit committees that provide them
access to information that would allow the informed investor to form their own opinions on the
effectiveness of audit committees.
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3. Scope of Evaluation
We believe that further guidance should be provided on the scope of the evaluation with respect
to investments and subsidiaries. With the recent accounting pronouncements such as FIN 46,
this area needs to be further clarified. In the oil and gas industry the use of joint ventures also
creates another complexity which is not directly addressed in the proposed standard. The
proposed standard discusses the scope of the audit of internal control over financial reporting in
terms of significant accounts. When applying FIN 46 or proportionate consolidation, companies
may find themselves with accounts that have material balances that are aggregated from many
third parties. Many of these third parties may be private companies that are not subject to the
requirements of Sarbanes Oxley. For these entities, management may not have access to
assessing the effectiveness of internal controls, and the cost of such assessments will be
significant. We ask that the PCAOBreview this area further taking these factors into
consideration.

Yours truly,
ENCANA CORPORATION

Ron H. Westcott
Vice-President and Comptroller

©
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PCAOB Community Input
Questions regarding an integrated audit of the financial statements and internal control
over financial reporting:
1. Is it appropriate to refer to the auditor's attestation of management's assessment of the
effectiveness of internal control over financial reporting as the audit of internal control
over financial reporting?
Footnote 3 provides a quality explanation of the term “audit of internal controls” as used in this
standard. We have found it useful to use the term “certification” as a way to differentiate the
auditor attestation of management’s assessment of internal controls over financial reporting
from a financial statement audit. This allows us to talk about the process without creating
confusion and provides a distinct terminology for the internal control assessment and
attestation. In addition we have started using the term “Certifying Authority” to describe any
registered public accounting firm that can perform an attestation of internal controls over
financial reporting. Again, this allows us to provide a clear discussion of the whole process,
even though this may be the same team that performs the financial statement audit. It also,
helps everyone in understanding the process if the Auditor of the financial statements is not the
same as the Auditor that will perform the attestation of internal controls over financial
reporting.
2. Should the auditor be prohibited from performing an audit of internal control over
financial reporting without also performing an audit of the financial statements?
While a high level of understanding is required to provide an attestation, the standard still
requires the auditor to base their attestation on the auditor’s own work. (In Paragraph 109- “In
addition to following the directions in paragraphs 103-108, the auditor must perform enough of
the testing himself or herself so that the auditor's own work provides the principal evidence for
the auditor's opinion.”) It would be better for the firm that performed the audit to provide the
attestation, but this service could be provided by another firm using the same standards. The
standard should allow the audit committee the ability to select the auditor for the attestation, but
logic would recommend that the same auditor perform both services.
It seems that the Audit committee should be allowed to make this choice in any case where
they see a need to provide the additional oversight. If the independence of the auditor is
questioned as it relates to Internal Controls, then the Audit committee should be allowed the
option of retaining the services of a second registered auditor to act as the Certifying Authority
for Internal Controls over Financial Reporting. By providing the guidance and flexibility the
Board allows the Audit Committee to act on conditions that exist due to outside influences.
The IT services firm of choice among partner companies and technical people.
www.enpria.com
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The Audit Committee might, also, choose to use a second auditor for the attestation in years
when they are changing to a new auditor as a way to begin the transition process.
3. Rather than requiring the auditor to also complete an audit of the financial statements,
would an appropriate alternative be to require the auditor to perform work with regard
to the financial statements comparable to that required to complete the financial
statement audit?
It seems that paragraph 109 would require the auditor to perform an appropriate level of work.
In this case the PCAOB might want to provide additional guidance to issuers and auditors.
Question regarding the costs and benefits of internal control:
4. Does the Board's proposed standard give appropriate consideration to how internal
control is implemented in, and how the audit of internal control over financial reporting
should be conducted at, small and medium-sized issuers?
Yes, it is the responsibility of Management to control costs and to ensure that the correct depth
is achieved. See APPENDIX E
Question regarding the audit of internal control over financial reporting:
5. Should the Board, generally or in this proposed standard, specify the level of
competence and training of the audit personnel that is necessary to perform specified
auditing procedures effectively? For example, it would be inappropriate for a new,
inexperienced auditor to have primary responsibility for conducting interviews of a
company's senior management about possible fraud.
This should be part of the responsibility of the audit company in gaining status as a certifying
authority. It should not be part of this standard, but should be part of the standards for
registration of public accounting firms as certifying authorities. The Board should provide
guidance to registered firms and hold them accountable for the work of their auditors.
Questions regarding evaluation of management's assessment:
6. Is the scope of the audit appropriate in that it requires the auditor to both evaluate
management's assessment and obtain, directly, evidence about whether internal control
over financial reporting is effective?
Yes, but it should be extended in the future to include all internal controls which directly affect
the internal controls over financial systems (i.e. data security, storage media).
7. Is it appropriate that the Board has provided criteria that auditors should use to
evaluate the adequacy of management's documentation?
Yes, documentation is a major part of being able to communicate and perform internal controls.
If documentation is not in place, then management cannot provide any real assurance that they
have provided employees or the Board of Directors/Audit Committee with an understanding of
The IT services firm of choice among partner companies and technical people.
www.enpria.com
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internal control structures. Many issues related to ensuring that financial reporting is properly
performed and that management is informed of the results in a timely fashion are related to a
lack of documentation. Documentation is a cornerstone of building a long-term risk
management structure (ref. COSO). Management and the Audit Committee should use
documentation to drive expectation and provide employees with direction and understanding of
internal control standards and performance.
8. Is it appropriate to state that inadequate documentation is an internal control
deficiency, the severity of which the auditor should evaluate? Or should inadequate
documentation automatically rise to the level of significant deficiency or material
weakness in internal control?
This should be a material weakness, since without documentation you have no solid structure
that employees can refer to when needed. This is the backbone of internal controls, ethics, and
general risk management.
Questions regarding obtaining an understanding of internal control over financial
reporting:
9. Are the objectives to be achieved by performing walkthroughs sufficient to require the
performance of walkthroughs?
Yes, but it would help reduce the cost to small and mid-sized companies if the auditor could
use documented walkthroughs by others for some of this work. This is just another type of
testing and is one of the best ways to understand how an internal control works. Management
should be doing this type of testing as part of the evaluation and design process, so
documentation of results of walkthroughs should exist and could be used as part of the
auditor’s evaluation. By allowing the auditor to use this work product the Board could help
reduce the cost of Sarbanes-Oxley compliance.
10. Is it appropriate to require that the walkthrough be performed by the auditor himself
or herself, rather than allowing the auditor to use walkthrough procedures performed by
management, internal auditors, or others?
See answer to question 9.
Question regarding testing operating effectiveness:
11. Is it appropriate to require the auditor to obtain evidence of the effectiveness of
controls for all relevant assertions for all significant accounts and disclosures every year
or may the auditor use some of the audit evidence obtained in previous years to support
his or her current opinion on management's assessment?
This appears to be another area where it makes sense for the Board to start with the lesser
requirement now and move to a more stringent requirement in the future. This will allow
issuers the ability to gain basic compliance now and build structures that can meet tougher
requirements in the future. The Board might want to include some guidance about building
systems that reach for a higher level than is currently required. Management needs to
The IT services firm of choice among partner companies and technical people.
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understand that meeting the minimums is not the goal of Sarbanes-Oxley and that the Board is
willing to increase the requirements for certification if the goal of providing investors with
quality financial reports is not being met.
Questions regarding using the work of management and others:
12. To what extent should the auditor be permitted or required to use the work of
management and others?
This is a very tough question, but it seems that the auditor should use the work of management
and others in an effort to keep the cost of compliance down. However, the auditor needs to
have the ability to choose that level to preserve their independence. As the auditor works for
the Audit Committee, then the Board should allow the Audit Committee oversight on this issue.
This is another area that the Board should take the opportunity to provide guidance on this
issue. The Audit Committee should be reminded that while they have a responsibility to
protect the independence of the auditor, they also have a responsibility to shareholders for the
cost of compliance. The Audit Committee should work with the auditor to ensure that the
auditor uses the work of management and others to help keep these costs in check. In addition,
the Board should look at how an Audit firm approaches using the work of others during reviews
for future registration.
13. Are the three categories of controls and the extent to which the auditor may rely on
the work of others appropriately defined?
No, this is not really well defined, and difficult to locate within the standard. I had to look for
the area that I believe you are talking about in this question. I think you are referring to
paragraphs 103 to 110. I really did not get three distinct categories from this discussion. It
might help to clarify these categories.
14. Does the proposed standard give appropriate recognition to the work of internal
auditors? If not, does the proposed standard place too much emphasis and preference on
the work of internal auditors or not enough?
It is very hard to determine what the “proper level” of using the work of others is. The auditor
should be able to use the work of others if the reported results have appropriate validations.
This is especially true when we are talking about automated controls and general computer
controls. In addition with proper test processes, the auditor should be able to use nonsubjective testing. Again, it would be proper for the auditor to re-perform random samples of
the testing to validate the reported results. This would allow the auditor to use a greater body
of work and help reduce the cost of compliance. This would, also, provide the auditor, those
doing work for management, and management with additional assurances that work done for
the attestation was being performed properly.
15. Is the flexibility in determining the extent of reperformance of the work of others
appropriate, or should the auditor be specifically required to reperform a certain level of
work (for example, reperform tests of all significant accounts or reperform every test
performed by others that the auditor intends to use)?
The IT services firm of choice among partner companies and technical people.
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Reperformance level should be set by the Audit Committee in conjunction with the auditor.
The level of reperformance should not be so high as to require the auditor to repeat a large
portion of the work done by management, internal auditors, management consulting firms, or
others working to provide support for Sarbanes-Oxley compliance. We do not think that the
Board would serve the investing public by attempting to set a standard level of reperformance.
This could be taken as a minimum level that should be done. It seems that a better way to
approach this is to provide guidance and examples of when the Audit Committee should expect
to increase or decrease the level of reperformance by the auditor. Statutory reperformance
levels should not be available as a means for the auditor to increase billable hours, nor should it
be an excuse by the Audit Committee to limit reperformance by the auditor.
16. Is the requirement for the auditor to obtain the principle evidence, on an overall basis,
through his or her own work the appropriate benchmark for the amount of work that is
required to be performed by the auditor?
This may not be the best answer for this area. What if the auditor is using the work of another
independent source that has provided a large body of work on internal controls? In this case
the auditor could be required to increase the amount of reperformance to a level that would not
provide additional assurance on the state of internal controls, but would meet the requirement
to obtain the evidence on his or her own work. In a case like this the public investor does not
gain addition assurances and the auditor is not provided with additional evidence. It might be
better to allow the auditor to support their evidence with the work of others as long as the
auditor has reperformed a set of random test cases to prove the validity of the results being
provided. In addition, it will help small and mid-sized public companies if they are able to use
the work of others to help reduce the costs of compliance.
Questions regarding evaluating results:
17. Will the definitions in the proposed standard of significant deficiency and material
weakness provide for increased consistency in the evaluation of deficiencies? How can the
definitions be improved?
In talking with a number of CXOs and management consultants, it appears that an improved
understanding of the term “material” is needed. Without a good understanding of what is
meant by “material,” management and employees will have trouble understanding when a
significant deficiency or a number of significant deficiencies reach the level of a material
weakness. The examples help, but it would be useful to have “material” clearly defined in this
standard.
18. Do the examples in Appendix D of how to apply these definitions in various scenarios
provide helpful guidance? Are there other specific examples that commenters could
suggest that would provide further interpretive help?
The cited examples are good; however, we think that some additional scenarios need to be
added.
19. Is it necessary for the auditor to evaluate the severity of all identified internal control
deficiencies?
The IT services firm of choice among partner companies and technical people.
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No, if the deficiencies are not in controls over financial reporting. Issuers should be
encouraged to test and report on all internal controls. In addition, they should be encouraged to
have management evaluate, assess and plan remediation for these deficiencies in all internal
controls. In the future the Board should ramp this up to include all internal controls over
financial systems as this will provide additional assurances to the investing public.
20. Is it appropriate to require the auditor to communicate all internal control
deficiencies (not just material weaknesses and significant deficiencies) to management in
writing?
Yes. Management should always be provided with a report on issues that have been found in
any internal control, even if those deficiencies are not part of current compliance requirements.
By reporting these conditions the auditor would be meeting the spirit of Sarbanes-Oxley by
supporting improved internal controls in all areas. We must remember that it is in the best
interest of all parties to improve and maintain internal controls.
21. Are the matters that the Board has classified as strong indicators that a material
weakness in internal control exists appropriately classified as such?
Paragraph 126 seems clear and appropriate.
22. Is it appropriate to require the auditors to evaluate the effectiveness of the audit
committee's oversight of the company's external financial reporting and internal control
over financial reporting?
Yes and no (see our answer to question 23, and paragraphs 56 to59).
23. Will auditors be able to effectively carry out their responsibility to evaluate the
effectiveness of the audit committee's oversight?
This question has many components, with the evolution of responsibilities between
management and the Audit Committee this question needs to be revisited after we have an
operational understanding of the compliance process.
24. If the auditor concludes that ineffective audit committee oversight is a material
weakness, rather than require the auditor to issue an adverse opinion with regard to the
effectiveness of the internal control over financial reporting, should the standard require
the auditor to withdraw from the audit engagement?
No, withdrawal is not necessary. The auditor must report the lack of audit committee oversight.
As the Act has created a separation of powers, so should the Board. Management and the
Audit Committee have separate responsibilities and therefore must have separate reports for
failing to meet those responsibilities. This is going to be an evolutionary process and should be
revisited next year.
Questions regarding forming an opinion and reporting:
25. Is it appropriate that the existence of a material weakness would require the auditor
to express an adverse conclusion about the effectiveness of the company's internal control
over financial reporting, consistent with the required reporting model for management?
The IT services firm of choice among partner companies and technical people.
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Not if management has recognized the material weakness and provided the auditor with a plan
for remediation of the issue. In this case the auditor should be able to provide an opinion that
would be adverse only if the issuer did not follow through with the plan, or another form of
conditional opinion that does not punish management for providing a truthful report on the
condition of internal controls over financial reporting. While it is true that the existence of a
material weakness has damaged the ability of the public investor to trust the financial report in
some way, it does not mean that the report was incorrect. If management found and corrected
the weakness before it created an issue with financial reporting they should not be punished or
penalized for reporting the issue. It is not the goal of Sarbanes-Oxley to punish; the true goal is
improved financial reporting. That goal is not enhanced by negative results for positive
actions.
26. Are there circumstances where a qualified "except for" conclusion would be
appropriate?
Yes, see our answer to question 25.
27. Do you agree with the position that when the auditor issues a non-standard opinion,
such as an adverse opinion, that the auditor's opinion should speak directly to the
effectiveness of the internal control over financial reporting rather than to whether
management's assessment is fairly stated?
No, it should address both. If management fairly states an adverse condition, then the Board
should not punish management by causing an adverse opinion. See our answer to question 25.
Questions regarding auditor independence:
28. Should the Board provide specific guidance on independence and internal controlrelated non-audit services in the context of this proposed standard?
Yes, we need to have a better understanding of how to determine if independence of the auditor
has been broken and what action will be required of the issuer when that happens. This should
include a discussion of how to limit the cost to the issuer if they have no fault in the loss of
independence. This is another instance where the issuer could be forced to incur costs due to
circumstances beyond their control. The Board needs to address this type of issue and provide
some way to mitigate the costs that will be incurred.
29. Are there any specific internal control-related non-audit services the auditor should
be prohibited from providing to an audit client?
Restate the three rules from the SEC, and specifically state that a solid line should be drawn by
the Board on non-audit services related to internal controls. By looking at the literature that is
available, many auditors still feel that it is appropriate to provide management with services
that could become part of an audit of internal controls. This shows a lack of understanding.
The Board should try to find some specific examples of these issues. We note the position of
Grant Thorton as an example of an audit company that is going the other direction. This shows
that even the large audit firms do not have consensus on this issue. Many of the problems that
The IT services firm of choice among partner companies and technical people.
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this legislation is attempting to address are due to the lack of distance or objectivity many
accounting firms have in relation to their own work product.
Questions regarding auditor's responsibilities with regard to management's certifications:
30. Are the auditor's differing levels of responsibility as they relate to management's
quarterly certifications versus the annual (fourth quarter) certification, appropriate?
Yes, this really helps to limit the costs of compliance and reduces the requirements on smaller
companies. This should not create any problems with reporting as real time reporting
requirements should ensure that any material issues are reported. (See Paragraph 185 to 190)
31. Is the scope of the auditor's responsibility for quarterly disclosures about the internal
control over financial reporting appropriate?
Currently the auditor’s responsibility is appropriate; in the future this is another example where
management should also be part of the disclosure process in the future.
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Mr. J. Gordon Seymour
Acting Secretary
Public Company Accounting Oversight Board
1666 K Street, NW
Washington, D.C. 20006-2803
PCAOB Rulemaking Docket Matter No. 008
Proposed Auditing Standard—An Audit of Internal Control Over Financial Reporting
Performed in Conjunction With an Audit of Financial Statements
Dear Mr. Seymour:
We are pleased to comment on the PCAOB’s proposed auditing standard (the “Proposed
Standard”) related to an audit of internal control over financial reporting in conjunction with
an audit of financial statements (an “audit of internal control over financial reporting”).
Overall, we support the Proposed Standard because we believe it would provide improved
guidance for auditors in the execution of audits of internal control over financial reporting.
The performance and reporting guidance in the Proposed Standard is consistent with the level
of assurance an audit of internal control over financial reporting is expected to provide, and
the PCAOB has appropriately recognized the responsibilities of management to assess and
report on internal control over financial reporting, as described in the final rule issued by the
Securities and Exchange Commission (the “SEC Final Rule”).
While we commend the Board for its thorough Proposed Standard, we believe the Board
should modify some aspects of the Proposed Standard to address a number of key matters,
including the following:
Use of the Work of Management and Others (Paragraphs 103-110)
Provide the auditor more flexibility in using the work of internal auditors, especially
where “the importance of the internal audit function results in a high degree of
competence and objectivity.” We believe paragraph 104 unnecessarily prohibits the
use of the work of management and others, particularly internal audit, in three
areas—walkthroughs, controls over the period-end financial reporting process, and
controls that have a pervasive effect on the financial statements, such as certain
information technology general controls. We believe the auditor should be permitted
to use, on a “limited basis,” the work of internal audit in these areas based on the
auditor’s assessment of the competence and objectivity of those performing the work.
Evaluating the Effectiveness of the Audit Committee’s Oversight (Paragraphs
56-59)
Clarify that the auditor’s responsibility to evaluate the effectiveness of the audit
committee’s oversight of the company’s external financial reporting and internal
control over financial reporting is not a separate and distinct evaluation. Rather, it is
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one element of the auditor’s overall understanding and assessment of the company’s
control environment and monitoring components.
Evaluating the Results (Paragraphs 8 and 21 and Appendix D)
Reconsider whether “more than inconsequential” is the appropriate threshold for
identifying significant deficiencies, and the effect of this threshold on other aspects of
the Proposed Standard dealing with materiality and evaluating the results of the audit
of internal control over financial reporting.
Auditor's Responsibility Relating to Management's Quarterly Certifications
(Paragraphs 185-189)
We believe it is inappropriate to include additional responsibilities with regard to
management's quarterly certifications in this Proposed Standard, which addresses "an
audit of internal control over financial reporting performed in conjunction with an
audit of financial statements." We do not believe the auditor's responsibility for
management's quarterly certifications and related disclosures extends beyond the
responsibility to inform the audit committee of matters coming to his or her attention.
Considerations for Small and Medium-Sized Companies (Appendix E)
Further clarify how an audit of internal control over financial reporting should be
conducted for small and medium-sized issuers. We believe the COSO framework
currently provides management and the auditor with sufficient guidance and flexibility
with regard to small and medium-sized companies. We suggest the Board modify
Appendix E to refer to the COSO guidance or provide more specific examples based on
the COSO guidance.
Effect of Material Weaknesses on Reporting (Paragraphs 162-164)
Permit a qualified (e.g., “except for”) management assessment and audit opinion in
certain cases based on an evaluation of the significance of a material weakness. As
further described in our response to question 25 in a later section, we believe this
reporting alternative would more clearly communicate to users of the reports the
effect of a material weakness and would be consistent with the SEC Final Rule.
We also urge the Board to clearly identify the changes being made to the Board’s interim
professional standards as a result of the Proposed Standard, including the substantive
procedures with respect to audits of financial statements described in paragraphs 138-142.
We have organized our comment letter to first respond to the 31 questions on which the
Board seeks public comment and then to provide additional comments that do not relate to a
particular question. Our responses and additional comments include specific observations on
those matters we have highlighted above.
We believe our comments and suggestions are in the spirit of the Board’s broad objectives of
promoting strong corporate governance and the communication of appropriate information on
internal control over financial reporting.
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An Integrated Audit of the Financial Statements and Internal Control Over Financial
Reporting
1.

Is it appropriate to refer to the auditor's attestation of management's assessment of the
effectiveness of internal control over financial reporting as the audit of internal control
over financial reporting?

Yes. The term “audit” appropriately denotes the level of assurance that the auditor’s
attestation report provides.
2.

Should the auditor be prohibited from performing an audit of internal control over
financial reporting without also performing an audit of the financial statements?

For purposes of reporting on internal control over financial reporting under Section 404 as
described in the Proposed Standard, we believe the accounting firm should be prohibited
from performing an audit of internal control over financial reporting without also performing
an audit of the company’s financial statements as of the same date. We recognize this
requirement would mean (1) the same accounting firm would have to perform both audits, (2)
the audit of internal control would necessarily coincide with the entity’s fiscal year end, and
(3) the auditor’s report on the effectiveness of internal control over financial reporting, under
these circumstances, would be as of a point in time. We agree with the Board’s view that the
audits are closely interrelated and the auditor needs to consider the potential significance of
the information that might be obtained during the audit of the financial statements to his or
her conclusions about the effectiveness of internal control over financial reporting.
However, we believe there may be other situations that require an audit of internal control
over financial reporting of a public company, but do not also require an audit of financial
statements. For example, a regulatory agency or a potential buyer might require an audit of
internal control over financial reporting of a public company or one or more of its
subsidiaries as of a point in time that does not coincide with the entity’s fiscal year end.
Under these circumstances, the audit of internal control over financial reporting need not be
performed in conjunction with an audit of the financial statements. To address these
circumstances, we suggest the Board not supersede Chapter 5, “Reporting on an Entity’s
Internal Control Over Financial Reporting” of Statement on Standards for Attestation
Engagements No. 10 Attestation Standards: Revision and Recodification (AICPA,
Professional Standards, Vol. 1, AT sec 501). We recommend this chapter be updated or
otherwise amended as necessary for use in situations other than an audit of internal control
over financial reporting in conjunction with an audit of financial statements.
3.

Rather than requiring the auditor to also complete an audit of the financial statements,
would an appropriate alternative be to require the auditor to perform work with regard
to the financial statements comparable to that required to complete the financial
statement audit?

No. For purposes of reporting on internal control over financial reporting under Section 404
as described in the Proposed Standard, we believe the audit of the financial statements
necessarily must be completed at the same time as the audit of internal control over financial
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reporting. We agree with the Board’s view that the audits are closely interrelated and that the
two audit reports should be dated the same (paragraph 157).
The Costs and Benefits of Internal Control
4.

Does the Board's proposed standard give appropriate consideration to how internal
control is implemented in, and how the audit of internal control over financial reporting
should be conducted at, small and medium-sized issuers?

We believe the COSO framework currently provides management and the auditor with
sufficient guidance and flexibility with regard to how the internal control components relate
to small and medium-sized companies.
While we understand the Board is sensitive to the possible effects of the Proposed Standard
on small and medium-sized companies, we believe Appendix E implies that, due to the
involvement and interaction of senior management, there is a lower threshold for the design
of effective internal control over financial reporting and a lower threshold for evidence of
operating effectiveness for small and medium-sized companies. We agree the behavior and
interaction of senior management is critical to an effective control environment. However,
we do not agree that it is necessarily more so for smaller or medium-sized companies and, in
any event, the owner-manager should not be viewed as a replacement for necessary controls
that address the relevant assertions related to significant accounts and disclosures.
While it has been our experience with audits of smaller or medium-sized companies that
systems and processes often are less complex and thus generally require fewer, less formal
controls, the true measure of the overall effectiveness of internal control is the consistent
execution of these controls and their sensitivity to identifying potential misstatements,
whether caused by error or fraud.
The Audit of Internal Control Over Financial Reporting
5.

Should the Board, generally or in this proposed standard, specify the level of
competence and training of the audit personnel that is necessary to perform specified
auditing procedures effectively? For example, it would be inappropriate for a new,
inexperienced auditor to have primary responsibility for conducting interviews of a
company's senior management about possible fraud.

No. We believe interim professional standards adopted by the Board provide sufficient
guidance regarding the level of competence, training and professional skepticism of audit
personnel, and it is not necessary to reiterate the information from these standards as has been
done in paragraphs 30-38 and paragraph 111 of the Proposed Standard. We believe it would
be redundant to specify in the Proposed Standard the level of competence, training, and
professional skepticism of audit personnel performing specific procedures for audits of
internal control over financial reporting, while similar guidance on training, professional
skepticism, and supervision relating to audits of financial statements is already included in
the interim general and field work standards.
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Evaluating Management's Assessment
6.

Is the scope of the audit appropriate in that it requires the auditor to both evaluate
management's assessment and obtain, directly, evidence about whether internal control
over financial reporting is effective?

Yes. We agree with the Board that “an auditing process restricted to evaluating what
management has done would not provide the auditor with a sufficiently high level of
assurance that management’s conclusion is correct.” To conclude that internal control over
financial reporting is effective, the auditor necessarily will need to perform sufficient
procedures to determine whether he or she agrees with management that internal control is
effective.
7.

Is it appropriate that the Board has provided criteria auditors should use to evaluate the
adequacy of management's documentation?

Yes. We believe providing criteria auditors should use to evaluate the adequacy of
management’s documentation will more clearly define the documentation requirements under
management’s responsibilities, align the approaches used by management and the auditor to
evaluate internal control over financial reporting, and drive consistency in practice. For
example, requiring documentation about how significant transactions are initiated, recorded,
processed, and reported helps to clarify that, as part of its assessment, management is
expected to identify and evaluate controls over processes or activities at the transaction level.
In the absence of this requirement, management might conclude that they need only identify
higher-level management controls. Such higher-level controls might not be sufficiently
sensitive to prevent or detect errors relating to one or more relevant assertions.
We also agree with the Board’s statement in paragraph 45 that “documentation . . . is
evidence that controls related to management’s assessment . . . have been identified, are
capable of being communicated to those responsible for their performance, and are capable of
being monitored by the company.”
8.

Is it appropriate to state that inadequate documentation is an internal control deficiency,
the severity of which the auditor should evaluate? Or should inadequate documentation
automatically rise to the level of significant deficiency or material weakness in internal
control?

If documentation is indeed inadequate, we agree it would be an internal control deficiency,
the severity of which the auditor should evaluate. Documentation affects both the
information and communication and monitoring components of internal control, providing
the foundation for appropriate communication of responsibilities for performing controls and
the entity’s evaluation and monitoring of the effective operation of controls. Because the
auditor should consider the facts and circumstances of any documentation deficiency, we
believe the effect of inadequate documentation should be evaluated similar to other
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deficiencies in internal control and not automatically rise to the level of a significant
deficiency or material weakness.
Obtaining and Understanding of Internal Control Over Financial Reporting
9.

Are the objectives to be achieved by performing walkthroughs sufficient to require the
performance of walkthroughs?

Yes. However, we believe the requirement to “trace all types of transactions and events, both
recurring and unusual” is too broad.
We believe the word “all” would require the auditor to perform extensive procedures to
search for, and walk through, an extensive number of transactions regardless of their risk.
Additionally, notwithstanding that tracing “all types of transactions and events, both
recurring and unusual” is not feasible, we do not believe the additional procedures will aid
the auditor in further understanding how a process functions and the design of the related
controls. We recommend the Board include qualifying language to denote that the auditor
should walk through significant classes of transactions and related controls within significant
processes, and possibly offer an example to clearly demonstrate the Board’s intent with this
requirement.
We also suggest the Board alter the second phrase in the first sentence of paragraph 80, i.e.,
“controls for all five internal control components and fraud.” While we agree the auditor
should perform procedures to confirm his or her understanding of the design of controls and
that the controls have been placed in operation, we do not believe it feasible to “walk
through” controls for all five internal control components or controls intended to address the
risks of fraud.
We also suggest the Board revise paragraph 82 to make it clear that, for an audit of internal
control over financial reporting as of the end of the year, the auditor should, when applicable,
walk through transactions that were processed after there have been significant changes in the
related processes and controls during the year.
10. Is it appropriate to require that the walkthrough be performed by the auditor himself or
herself, rather than allowing the auditor to use walkthrough procedures performed by
management, internal auditors, or others?
No. We believe there will be many situations where internal audit will perform walkthroughs
as part of management’s assessment process. The auditor should consider the nature and
extent of those walkthroughs in determining his or her own walkthrough procedures. For
example, the auditor should be able to use walkthrough procedures related to routine
processes when internal auditors who possess a high degree of competence and objectivity
perform those procedures.
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Testing Operating Effectiveness
11. Is it appropriate to require the auditor to obtain evidence of the effectiveness of controls
for all relevant assertions for all significant accounts and disclosures every year or may
the auditor use some of the audit evidence obtained in previous years to support his or
her current opinion on management's assessment?
We believe it is appropriate to require the auditor to obtain such evidence every year, because
each annual audit of internal control over financial reporting needs to stand on its own.
Using the Work of Management and Others
12. To what extent should the auditor be permitted or required to use the work of
management and others?
We agree with the statement in paragraph 103, “The auditor should evaluate whether to use
the work performed by management or others.”
We believe the auditor should be permitted, but never required, to use the work of
management or others based on the auditor’s assessment of the competence and objectivity of
those performing the work, and the relative importance of that work to the overall audit of
internal control over financial reporting. However, as further discussed in our responses to
questions 13 through 15 and elsewhere in this letter, when the auditor’s evaluation indicates
that the individuals performing the work have a high degree of competence and objectivity
(e.g., internal audit), we believe the auditor should be permitted to use this work more
extensively. Similarly, the auditor should be permitted to use the work of “others” more
extensively, but only when such individuals perform roles similar to internal auditors and
have a high degree of competence and objectivity (e.g., a loan review function in a financial
institution). This also is conditioned on the auditor re-performing a sufficient amount of the
work to be satisfied as to the sufficiency of the procedures performed and accuracy of the
results.
13. Are the three categories of controls and the extent to which the auditor may rely on the
work of others appropriately defined?
No. In the first category of controls, we believe paragraph 104 unnecessarily prohibits the
use of the work of management and others in three areas—walkthroughs, controls over the
period-end financial reporting process, and controls that have a pervasive effect on the
financial statements, such as certain information technology general controls. We believe
these three areas should be moved to paragraph 105, which describes procedures performed
by management and others where the auditor’s use of such work “should be limited.” Our
rationale for walkthroughs is described in our response to question 10 in this section.
We agree that certain IT general controls have a pervasive effect on other controls, and
further agree that controls over the period-end financial reporting process are important to the
auditor’s assessment of the effectiveness of internal control over financial reporting and the
detection of fraud. However, we are not convinced that the criteria in paragraph 103 should
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preclude the auditor from using the work of competent and objective internal auditors in these
areas. The internal audit departments of public companies often include professionals with
specialized skills (e.g., information technology), and who appropriately follow established
professional standards in the conduct of their work. We believe the auditor’s inability to use
the work of these professionals potentially would detract from, rather than enhance, the
quality of audits of internal control over financial reporting and, at a minimum, would
unnecessarily add to the cost borne by public companies.
In the second category of controls, where the use of the results of procedures performed by
management and others should be “limited,” we suggest the Board clarify the extent of the
use of the work of management and others it considers acceptable in these situations. In our
view, it is inconsistent to conclude that internal audit is competent and objective, but then
discount their training and experience when planning to use their work. While we agree that
certain accounts involve significant judgments and estimates that affect the account balance
or disclosure as noted in the fifth bullet in paragraph 103, it does not necessarily follow that
the evaluation of all of the related processes and controls also is subjective.
In the third category of controls, the description in paragraph 106 (“other areas, such as
controls over routine processing of significant accounts and disclosures”) indicates the
auditor might decide to use the work of “management and others within the company”
(emphasis added). This differs from the reference to “management and others” used
elsewhere in the Proposed Standard. The term “others” is defined in paragraph 42 to “include
internal audit and third parties working under the direction of management, including other
auditors and accounting professionals engaged to perform procedures as a basis for
management’s assessment.” We recommend the words “within the company” be deleted.
14. Does the proposed standard give appropriate recognition to the work of internal
auditors? If not, does the proposed standard place too much emphasis and preference on
the work of internal auditors or not enough?
Paragraph 108 appears to give appropriate recognition to the work of internal auditors.
However, we do not believe this recognition has been reflected in paragraphs 103-107.
Where the auditor’s evaluation indicates that the internal audit function has a high degree of
competence and objectivity, we suggest the auditor be permitted to use the work of internal
audit more extensively, including some areas of the audit of internal control over financial
reporting where the auditor is otherwise prohibited from using the work of management (see
response to question 13 above). Similarly, the auditor should be permitted to use the work of
“others” more extensively, but only when such individuals perform roles similar to internal
auditors and have a high degree of competence and objectivity (e.g., a loan review function in
a financial institution).
15. Is the flexibility in determining the extent of re-performance of the work of others
appropriate, or should the auditor be specifically required to re-perform a certain level
of work (for example, re-perform tests of all significant accounts or re-perform every
test performed by others that the auditor intends to use)?
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We believe the flexibility in determining the extent of re-performance of the work of others is
appropriate. The auditor should use professional judgment in determining the extent of reperformance based on the type of control and the assessment of the competence and
objectivity of those performing the tests.
16. Is the requirement for the auditor to obtain the principal evidence, on an overall basis,
through his or her own work the appropriate benchmark for the amount of work that is
required to be performed by the auditor?
We agree that a benchmark is appropriate; however, we suggest the Proposed Standard be
revised to explicitly state that meeting the “principal evidence” requirement is based on
qualitative, not just quantitative, factors.
Evaluating the Results
17. Will the definitions in the proposed standard of significant deficiency and material
weakness provide for increased consistency in the evaluation of deficiencies? How can
the definitions be improved?
We acknowledge the Board’s effort to improve the definition of a significant deficiency and
material weakness. We believe the focus in the definitions on the magnitude of the potential
misstatement and the likelihood of their occurrence, along with the examples provided in
Appendix D, have the potential for increasing consistency in the evaluation of internal control
deficiencies. While we believe the auditor’s consideration of the likelihood of occurrence is
clear, we believe the auditor’s consideration of magnitude requires further clarification.
We believe the examples in Appendix D generally are consistent with the definition of a
significant deficiency in paragraph 8—that is, “a misstatement of the annual or interim
financial statements that is more than inconsequential.” However, the definition in paragraph
8 appears to conflict with the materiality discussion in paragraph 21, which indicates that
materiality at the individual account-balance level is relevant to deciding whether a
deficiency represents a significant deficiency. While the term “inconsequential” in paragraph
8 is not defined, we believe it implies a lower threshold than individual account-balance
materiality. We suggest the Board define the term “inconsequential” in paragraph 8 and
otherwise provide clarification on the interrelationship of these two materiality concepts. We
believe auditors will continue to need to use significant professional judgment in determining
whether a deficiency represents a significant deficiency and suggest that the Proposed
Standard acknowledge this.
We believe the inclusion of the phrase “annual or interim” in paragraphs 8 and 9 causes
confusion as to the intended scope of an audit of internal control over financial reporting.
The phrase is not defined elsewhere in the Proposed Standard, and it is unclear how the
phrase “period-end financial reporting process” as used in paragraphs 41 and 43 relates to
“annual or interim financial statements” in paragraphs 8 and 9.
If it is the Board’s intention that the scope of management’s assessment process and the
auditor’s audit procedures address controls over both the preparation of interim financial
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statements and year-end financial statements, we suggest that it be made clear in paragraph
41 describing the scope of controls that are to be evaluated. We also recommend the Board
clarify the relationship of the auditor’s responsibilities for evaluating internal control over
interim financial statements with the auditor’s responsibilities with respect to interim
financial statements described in SAS No. 100, Interim Financial Statements.
Further, we believe the Proposed Standard is not clear regarding whether the phrase “annual
or interim” is intended to change the concept of materiality, because this phrase suggests that
materiality needs to be determined based on quarterly as well as annual financial results.
Materiality in an annual audit of financial statements generally is based upon the annual
financial results. In an integrated audit, we believe it is both inappropriate and inconsistent to
require materiality at a much lower level (i.e., interim financial results) for purposes of the
audit of internal control.
18. Do the examples in Appendix D of how to apply these definitions in various scenarios
provide helpful guidance? Are there other specific examples that commenters could
suggest that would provide further interpretive help?
Yes. The examples demonstrate a consistent thought process the auditor should employ in
determining whether control deficiencies are either a significant deficiency or material
weakness.
We suggest the Board consider also providing one or more examples where the likelihood of
material misstatement is remote, resulting in the conclusion that a significant deficiency does
not represent a material weakness even when the magnitude of potential misstatement is
material. We believe these additional examples would help auditors better understand how to
apply the concepts of likelihood and magnitude together when evaluating deficiencies in
internal control.
19. Is it necessary for the auditor to evaluate the severity of all identified internal control
deficiencies?
Yes.
20. Is it appropriate to require the auditor to communicate all internal control deficiencies
(not just material weaknesses and significant deficiencies) to management in writing?
We do not believe the auditor should be required to communicate all internal control
deficiencies to management in writing, and therefore suggest this requirement be eliminated.
We believe it is appropriate that all internal control deficiencies that are identified by the
auditor and of which management is unaware should be communicated to management. In
our view, however, requiring the auditor to communicate deficiencies regardless of who first
identified them would create confusion when the deficiencies already have been reported to
management internally (e.g., by internal audit). Management has the primary responsibility
for implementing an effective system of internal control over financial reporting and for
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assessing its effectiveness at the end of the most recent year. Accordingly, we believe the
auditor should first determine whether the company has implemented a process that provides
for the communication of internal control deficiencies to appropriate levels of management
on a timely basis.
Under the COSO framework, internal control should be self-monitoring and self-correcting.
There should be an expectation that internal control deficiencies identified through ongoing
monitoring activities (as well as the annual assessment of internal control over financial
reporting required by the Act) are raised to appropriate levels of management. We believe it
would be more appropriate for the auditor, as part of his or her evaluation of internal control
over financial reporting, to determine that internal control deficiencies identified by the
company through its monitoring activities and annual assessment are reported to appropriate
levels of management in a timely manner. We also suggest the Board acknowledge that the
lack of an internal process to report deficiencies in internal control to management on a
timely basis represents an internal control deficiency that should be evaluated for severity by
the auditor.
Requiring the auditor to report all deficiencies to management in an environment where
control deficiencies are already routinely raised to management potentially detracts from the
relevance of the auditor’s work and management’s monitoring activities and undermines the
Board’s promotion of strong corporate governance through effective systems of internal
control.
21. Are the matters that the Board has classified as strong indicators that a material
weakness in internal control exists appropriately classified as such?
We do not agree that all the matters listed are necessarily strong indicators that a material
weakness in internal control exists. We believe the auditor needs to first gain an
understanding of the facts and circumstances of the matter. In this regard, we suggest that the
Board clarify whether the evaluation would be different if the matters discussed in paragraph
126 were detected by the company’s system of internal control or by the auditors in the
performance of their procedures. For example, the identification of fraud on the part of
senior management by the company’s system of internal control might indicate that internal
control is operating effectively rather than indicating a significant deficiency or material
weakness. Moreover, a presumption that the identification of fraud of any magnitude on the
part of senior management is at least a significant deficiency fails to adequately consider the
inherent limitations of internal control.
We suggest the Board clarify or provide examples of the instances when restatement of
previously issued financial statements to reflect the correction of a misstatement should be
regarded as at least a significant deficiency in internal control over financial reporting. For
example, we believe a restatement to reflect the SEC’s subsequent view of an accounting
matter when the auditor concluded that management has reasonable support for its original
position would not necessarily be a significant deficiency in internal control over financial
reporting. Also, we believe a restatement relating to a nonrecurring transaction in a prior
year would not necessarily reflect a material weakness in internal control over financial
reporting in the current year.
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We also suggest the Board clarify that identification by an auditor of a material misstatement
in the current period before all of management’s controls had an opportunity to function
would not necessarily result in a conclusion that a significant deficiency exists in internal
control over financial reporting. For example, it is normal for the auditor to perform his or
her review and other procedures relating to year-end financial statement information at about
the same time that management performs its review and other procedures. In this situation,
the auditor might identify a material misstatement in draft financial statements while the
corporate controller, chief financial officer, and other members of executive management are
still completing their respective reviews and other procedures. Therefore, we believe the
second bullet in paragraph 126 is impractical as stated, in that it would require the auditor to
consider whether the reviews and other procedures performed by the company’s executives
(i.e., a higher-level detect control) would have identified the material misstatement. In effect
this would require the auditor to predict the future functioning of the company’s controls.
While some controls that focus primarily on compliance with laws and regulations also might
have a material effect on the reliability of financial reporting, we do not believe assessing the
effectiveness of a company’s regulatory compliance function is within the scope of an audit
of internal control over financial reporting. As noted in the SEC Final Rule, the definition of
internal control “does not encompass the elements of the COSO Report definition that relate
to . . . a company’s compliance with applicable laws and regulations, with the exception of
compliance with the applicable laws and regulations directly related to the preparation of
financial statements, such as the Commission’s financial reporting requirements.”
We suggest the auditor’s consideration of the effectiveness of the internal audit function for
larger, more complex entities also consider the focus of the internal audit function. We
observe that some internal audit functions, while effective, primarily focus on internal control
objectives other than financial reporting and thus do not necessarily contribute as much to
effective internal control over financial reporting.
22. Is it appropriate to require the auditors to evaluate the effectiveness of the audit
committee's oversight of the company's external financial reporting and internal control
over financial reporting?
We believe the audit committee plays a critical role. Like the independent auditor, the audit
committee is independent of management. However, the audit committee is not a separate
component of the company’s system internal control. The system of internal control should
function without the direct involvement of the audit committee. The audit committee’s role,
like the independent auditor’s, is an evaluative one.
We agree that the auditor’s assessment of the control environment and monitoring
components should consider the effectiveness of the audit committee's oversight role, but
only as it relates to the audit committee’s assessment of management’s approach to
designing, implementing and monitoring internal control over financial reporting. For
example, as part of the assessment of the control environment, the auditor generally would
consider whether the audit committee appropriately reacts when management fails to respond
appropriately to control deficiencies or other matters.

File No. PCAOB-2004-03 Page No. 962

Mr. J. Gordon Seymour

Page 13
November 21, 2003

23. Will auditors be able to effectively carry out their responsibility to evaluate the
effectiveness of the audit committee's oversight?
We believe the auditor can evaluate aspects of the audit committee’s oversight role as part of
the company’s control environment and monitoring components of the system of internal
control over financial reporting. However, the Proposed Standard would require the auditor
to evaluate certain aspects of the audit committee’s oversight for which objective and
measurable criteria are not provided in the Proposed Standard (e.g., clarity with which the
audit committee’s responsibilities are articulated and how well the audit committee and
management understand those responsibilities). In addition, when assessing the effectiveness
of the audit committee’s oversight, the quality of the time and effort put forth by the
committee members, and the way they react to and interact with management and the
independent auditors in dealing with critical issues, is arguably more important than the
amount of time spent on various activities. Finally, there are other aspects of the audit
committee’s oversight that involve legal determination (e.g., independence of audit
committee members from management, compliance with applicable listing standards).
24. If the auditor concludes that ineffective audit committee oversight is a material
weakness, rather than require the auditor to issue an adverse opinion with regard to the
effectiveness of the internal control over financial reporting, should the standard require
the auditor to withdraw from the audit engagement?
No. While the auditor always has the option to withdraw from an engagement, we do not
believe it would be appropriate for the standard to require the auditor to withdraw in this
situation. Requiring the auditor to withdraw without first providing the company’s board of
directors the opportunity to react to the matter could cause irreparable harm to the company
and its shareholders.
Forming an Opinion and Reporting
25. Is it appropriate that the existence of a material weakness would require the auditor to
express an adverse conclusion about the effectiveness of the company's internal control
over financial reporting, consistent with the required reporting model for management?
We believe it would be consistent with the SEC Final Rule for management and the auditor,
in certain circumstances, to issue a qualified assessment and opinion about the effectiveness
of the company's internal control over financial reporting (i.e., internal control is effective
“except for” an identified material weakness).
Section II.B.3.c of the SEC Final Rule and related footnote no. 72 states,
“The final rules therefore preclude management from determining that a company’s
internal control over financial reporting is effective if it identifies one or more
material weaknesses in the company’s internal control over financial reporting. This
is consistent with interim attestation standards. See AT sec. 501.”
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We believe this reference to the interim attestation standard in the SEC Final Rule is referring
to AT sec. 501, par. 37, which states in part,
“Therefore, the presence of a material weakness will preclude the practitioner from
concluding that the entity has effective internal control. However, depending on the
significance of the material weakness and its effect on the achievement of the
objectives of the control criteria, the practitioner may qualify his or her opinion (that
is, express an opinion that internal control is effective "except for" the material
weakness noted) or may express an adverse opinion.”
Our reading of the SEC Final Rule and the interim attestation standard leads us to conclude
that it would be appropriate for the auditor to express either an adverse opinion or a qualified
“except for” opinion about the effectiveness of the company's internal control over financial
reporting depending on the circumstances. See our response to question 26 for an example of
where a qualified opinion might be appropriate.
26. Are there circumstances where a qualified "except for" conclusion would be
appropriate?
Yes. We believe that management and auditors might encounter situations in practice where
a qualified “except for” conclusion would be appropriate, as it would provide more
meaningful information to investors. For example, a company may have adopted a new
accounting principle in the current year, which required a material audit adjustment. The
auditor concluded that this adjustment resulted from a material weakness, but the material
weakness was confined to one significant account. The company otherwise has effective
internal control over financial reporting. We believe an auditor’s report with a qualification
explaining the material weakness, rather than an adverse opinion on the effectiveness of
internal control over financial reporting as a whole, would provide more meaningful
information to investors.
27. Do you agree with the position that when the auditor issues a nonstandard opinion, such
as an adverse opinion, that the auditor's opinion should speak directly to the
effectiveness of the internal control over financial reporting rather than to whether
management's assessment is fairly stated?
Yes. We also suggest the Board require in all cases that the auditor’s opinion speak directly
to the effectiveness of the internal control over financial reporting. We believe such a
requirement would help to address potential misconceptions as to the scope and objective of
an audit of internal control over financial reporting.
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Auditor Independence
28. Should the Board provide specific guidance on independence and internal controlrelated non-audit services in the context of this proposed standard?
29. Are there any specific internal control-related non-audit services the auditor should be
prohibited from providing to an audit client?
No. We do not believe it is appropriate to include specific independence guidance in the
Proposed Standard. We believe all independence guidance should be located in a discrete
section of the professional standards and it would be helpful to refer to this guidance where
appropriate in the Proposed Standard. We also believe current SEC independence rules and
related SEC interpretations (e.g., Frequently Asked Questions) are sufficient in the context of
this Proposed Standard, and potential changes to or further interpretation of such rules and
interpretations should be subject to separate notice and comment rulemaking.
Auditor's Responsibilities With Regard to Management's Certifications
30.
Are the auditor's differing levels of responsibility as they relate to management's
quarterly certifications versus the annual (fourth quarter) certification, appropriate?
31. Is the scope of the auditor's responsibility for quarterly disclosures about the internal
control over financial reporting appropriate?
We believe it is inappropriate to include additional responsibilities with regard to
management’s quarterly certifications in this Proposed Standard, which addresses “an audit
of internal control over financial reporting performed in conjunction with an audit of
financial statements.” Additional requirements relating to the auditor’s quarterly review
responsibilities should be separately proposed and exposed for public comment.
We do not believe the auditor's responsibility for management's quarterly certifications and
related disclosures extends beyond the responsibility to inform the audit committee of matters
coming to his or her attention. We believe a requirement for the auditor to describe in his or
her report the reasons the auditor believes management's certification should be modified
would create an inappropriate dual-reporting responsibility and imply the auditor's
responsibility extends beyond the scope of his or her audit report on internal control over
financial reporting.
Additional Comments
Our additional comments are organized by corresponding paragraph number of the Proposed
Standard.
Par. 10—The definitions of preventive and detective controls state these controls have the
objective of either preventing or detecting a misstatement. We suggest that preventive and
detective controls have the objective of preventing or detecting errors or fraud that could
result in a misstatement of the financial statements. We believe there are many types of
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controls that are relevant to the overall effectiveness of internal control over financial
reporting for which it may be difficult to identify a direct relationship to potential
misstatements in the financial statements. For example, edit or range checks over the input of
transaction data that help assure that transaction files are accurate are fundamental controls in
an effective system of internal control over financial reporting, but do not have a direct
bearing on preventing misstatements in the financial statements. The definitions of
preventive and detective controls in the Proposed Standard may cause management or the
auditor to exclude controls important to assessing the overall effectiveness of internal control
over financial reporting.
Par. 14—We suggest clarifying the wording of this paragraph to state: (1) the COSO
framework identifies three primary objectives of internal control (i.e., efficiency and
effectiveness of operations, financial reporting, and compliance with laws and regulations)
and an audit of internal control over financial reporting is concerned with only the financial
reporting objective, and (2) the controls that management designs and implements may
achieve more than one objective.
Par. 16—We suggest practitioners and other parties might find the correlation of reasonable
assurance to “a high level of assurance” confusing and it may be appropriate to further clarify
this concept in the Proposed Standard. We suggest the Board analogize the audit of internal
control to the audit of financial statements where traditionally an “audit” of financial
statements provides a high level of assurance while a “review” of financial statements
provides a moderate level of assurance.
Par. 24—This paragraph states “the auditor should review all controls specifically intended to
address the risks of fraud that are reasonably likely to have a material effect on the
company’s financial statements.” We believe the word “all” is too broad and potentially
would require the auditor to review controls that are not relevant to the audit of internal
control over financial reporting. Further, the requirement to review “all” controls potentially
conflicts with the requirement to place “special emphasis on the evaluation of such controls
in the control environment,” which implies that some of the controls management may have
implemented to specifically address the risks of fraud are more relevant than other controls.
We suggest the Board remove the second bullet, “Company’s risk assessment processes,” as
it is not part of the control environment. We also suggest changing the wording in the fourth
bullet point to change the focus from functional reporting, which is not defined, to a focus on
direct reporting to the audit committee and the audit committee’s involvement and interaction
with internal audit. We believe the wording in this bullet point should be consistent with the
description in the fourth bullet point in paragraph 57 relating to audit committee oversight of
the internal audit function. Finally, we suggest the Board clarify the terminology in the first
bullet point, “controls restraining the inappropriate use of company assets.”
Par. 41—We believe the examples of procedures management may use to evaluate the
operating effectiveness of controls in the fifth bullet point of this paragraph do not reflect the
full range of procedures management may employ. For example, the COSO framework
indicates management might be able to determine that controls operate effectively through
direct and ongoing monitoring of the functioning of controls. This might be accomplished
through regular management and supervisory activities, monitoring adherence to policies and
procedures, and other routine actions. While we agree with the Board’s statement in

File No. PCAOB-2004-03 Page No. 966

Mr. J. Gordon Seymour

Page 17
November 21, 2003

paragraph 18 that “users of the reports from management and the auditor are entitled to
receive the same level of assurance from management and the auditor,” we believe
management’s daily interaction with the system of internal control provides it with a broader
array of procedures to achieve that level of assurance.
Par. 50—The word “should” in the last sentence of the bullet point discussing the control
environment creates a presumptively mandatory obligation (based on the terminology in the
Board’s Proposed Rule 3101, Certain Terms Used in Auditing and Related Professional
Practice Standards) on the part of the auditor to alter the nature, timing, or extent of tests of
operating effectiveness without first considering the effects, if any, of the weakness noted in
the control environment on the effectiveness of other controls. This presumptively
mandatory obligation to alter the nature, timing, and extent of tests of controls also may be
inappropriate if the auditor already had designed tests sufficient to detect such effects, if any.
Par. 51-52—We agree that the objective of an audit of internal control over financial
reporting is to evaluate the overall effectiveness of internal control over financial reporting
and not to evaluate individual controls in isolation. Accordingly, the auditor also has to
consider that certain internal controls (e.g., higher-level monitoring controls) often are
dependent on the functioning of other controls or work in combination to achieve the
objectives of effective internal control. However, it is not clear how the concepts discussed
in paragraphs 51 and 52 are consistent with the requirement stated in paragraph 27, and other
places throughout the Proposed Standard, that the auditor “must obtain sufficient competent
evidence about the design and operating effectiveness of controls related to all relevant
financial statement assertions for all significant accounts and disclosures in the financial
statements.”
We suggest the Board clarify how the auditor should apply the concepts in paragraphs 51 and
52 in light of the focus on assertions in paragraph 27.
Par. 53-54—We suggest the Board reverse the order of these paragraphs to better set up the
discussion of company-level controls.
Par. 62-63—We suggest the Board clarify the use of the term “component” in these two
paragraphs. Paragraph 62 refers to a component as a portion of an account balance (for
example, the allowance for doubtful accounts and trade receivables are components of the net
trade receivables account balance). Paragraph 63 refers to a component as the corresponding
account balance of a business unit. We suggest the Board not refer to corresponding account
balances of individual business units as significant accounts as this implies that the
determination of significant accounts should be based on individual locations or business
units, rather than at the financial-statement level.
Par. 72—We suggest the Board clarify in the last bullet point under this paragraph, or
elsewhere in the Proposed Standard, the contemplated nature and extent of involvement of
the audit committee in the period-end financial reporting process. Is the Board suggesting
that the audit committee’s involvement extend beyond its oversight role for the external
financial reporting process to include some level of involvement or oversight in the aspects of
the financial reporting process discussed in paragraph 51 of AU319?
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Par. 91—We recommend the Board provide additional examples of information that inquiries
might provide, including 1) the skill and competency of those performing the control, 2) the
relative sensitivity of the control to prevent or detect errors, and 3) the frequency with which
the control operates to prevent and detect errors.
Par. 92—We suggest the Board incorporate a similar discussion in paragraph 41 to indicate
that in performing its assessment, management also should not rely solely on inquiry and
should obtain sufficient evidence through other procedures, including inspection and reperformance.
Par. 97—We do not find this paragraph helpful and suggest the Board consider combining it
with another paragraph.
Par. 102—See comment on paragraph 16 in this section. We suggest the phrase “high level
of assurance” may be confusing to practitioners in that the concept is being used in a different
context in this paragraph than used elsewhere in the Proposed Standard. The phrase “high
level of assurance” applies to the auditor’s overall opinion on internal control in paragraph 16
and we do not believe the concept is relevant to the individual tests of operating effectiveness
of controls.
Par. 103, 107-108—We suggest the Board move the discussion of the competence and
objectivity of “individuals performing tests of controls” in paragraph 107 and “internal
auditors who follow the International Standards for the Professional Practice of Internal
Auditing issued by the Institute of Internal Auditors” in paragraph 108 so that it follows the
general discussion of evaluating whether to use the work of management and others in
paragraph 103, and precedes the discussion of the three categories for using the work of
management and others discussed in paragraphs 104-106. We believe this positioning will
better demonstrate that the auditor should consider, regardless of the category of controls,
both the subject matter of the work of management and others and the competence and
objectivity of those performing the work in evaluating whether to use the results of
procedures performed by others.
Please see our other comments related to these paragraphs in our responses to questions 1214 in the previous section.
Par. 113—We suggest the Board change the second bullet point to denote that only negative
results derived from substantive procedures (for example, recorded and unrecorded
adjustments resulting from performing these procedures) provides evidence relevant to the
audit of internal control over financial reporting. This change would be consistent with
paragraph 144 that states, “The absence of misstatements detected by substantive procedures
does not provide evidence that controls related to the assertion being tested are effective.”
Par. 124—We believe the requirement that auditors, when evaluating the significance of a
deficiency in internal control over financial reporting, “also should determine the level of
detail and degree of assurance that would satisfy prudent officials in the conduct of their own
affairs,” applies a different definition of a significant deficiency than provided in paragraph 8.
Paragraph 8 sets the threshold as a matter “that adversely affects the company’s ability to
initiate, record, process, or report external financial data.” We believe the difference in the
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definitions in paragraphs 8 and 124 is more than subtle and recommend the Board address
this difference in the final standard.
Par. 136-137—We do not believe it is likely that the auditor would perform further tests of
controls in the audit of the financial statements in response to identified control deficiencies
as a result of tests performed in the audit of internal control. Additionally, we question the
necessity of these two paragraphs.
Par. 138-142—We believe the discussion in these paragraphs regarding substantive
procedures performed in the conduct of an audit of financial statements is not relevant to an
audit of internal control over financial reporting. We also believe certain elements of the
discussion in these paragraphs suggest requirements for the audit of financial statements that
exceed current requirements under interim auditing standards, and should not be introduced
in a standard devoted to auditing internal control over financial reporting. For example, in
paragraph 138, the Board states, “the auditor should perform substantive procedures for all
relevant assertions for all significant accounts and disclosures.” Under existing interim
auditing standards (AU 319.107), the auditor should perform substantive procedures for
“significant account balances and transaction classes” (but not necessarily for all relevant
assertions).
We suggest the Board revise paragraph 141 to indicate that the auditor's substantive
procedures should include testing management's process for reconciling the financial
statements to the accounting records. In addition, paragraph 139 refers to the term
“significant risks” but does not define it.
We urge the Board to clearly identify all the changes being made to the Board’s interim
professional standards as a result of the Proposed Standard. Inclusion in the Proposed
Standard of important performance requirements for auditors that relate to, or differ from,
interim professional standards without clearly identifying such changes and their applicability
increases the risk that such changes might not be fully understood. We also urge the Board to
consider whether certain of these matters should be exposed for public comment separately
rather than making “conforming” changes to interim professional standards that have not
been previously identified in the Proposed Standard.
Par. 145—We suggest the Board include a discussion in the Proposed Standard as to the
types of documentation of the entity’s systems and controls the auditor should retain in the
working papers to support his or her assessment of the design and operating effectiveness of
internal control over financial reporting. We believe this is particularly important in light of
the extensive documentation that management will prepare to support its assessment of the
design and operating effectiveness of internal control over financial reporting. For example,
will it be appropriate for the auditor to refer to management’s documentation or should the
auditor include copies of all items of management documentation relevant to his or her
evaluation of internal control over financial reporting? If the auditor can refer in his or her
working papers to management’s documentation, should the auditor obtain management’s
agreement that it will retain such documentation in its current form for a period of no less
than seven years? If the auditor intends to use the results of testing performed by
management and others, does he or she need to retain copies of the original working papers
documenting the performance of and conclusions from these tests?
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Par. 168—We believe the premise for this paragraph is incorrect, because an audit of internal
control over financial reporting performed under this Proposed Standard will be in
conjunction with an audit of the financial statements. The decision as to principal auditor
would be made based on an analysis of the facts and circumstances relating to the audit of the
financial statements.
We also suggest this paragraph discuss the situation where the decision whether to make
reference to another auditor in the report on the audit of internal control over financial
reporting might differ from the corresponding decision as it relates to the audit of the
financial statements. For example, the audit report on the financial statements may make
reference to the audit of a significant equity investment, but the report on internal control
over financial reporting would not make a similar reference because management’s
evaluation ordinarily would not extend to controls at the equity method investee.
Par. 181-182—We suggest the Board provide additional guidance on the specific procedures
to perform when the auditor is consenting to the inclusion of his or her report on internal
control over financial reporting in a securities filing.
Par. 186—We suggest the Board state in paragraph 186 that foreign private issuers filing
Forms 20-F and 40-F are not subject to quarterly reporting requirements and therefore the
auditor’s responsibilities would only extend to the certifications in the annual report.
Par. 194—The discussion of the effective date of the Proposed Standard does not make clear
when the responsibilities for evaluating management’s certification disclosures described in
paragraphs 183-189 are first applicable. For instance, for a calendar-year issuer that is
required to include its first report on internal control in its annual report for the year ended
December 31, 2004, would these responsibilities commence in the first quarter of fiscal 2004
or the first quarter of fiscal 2005?
Appendix B—We suggest the Board clarify that the performance requirements and guidance
in Appendix B only apply to an audit of internal control over financial reporting and do not
apply to an audit of financial statements.
Appendix B, Par. B11—We understand this paragraph is meant to require that the auditor
first identify, evaluate, and test controls at individually important locations and business
units, including those business units or locations where there are specific risks. However, the
paragraph states if this approach does not result in the auditor testing a large portion of the
company’s operations and financial position, he or she should expand the number of business
units and locations evaluated in this manner. We suggest the Board clarify the term “a large
portion” in this paragraph to better define what is considered an appropriate threshold.
Appendix B, Par. B13—We recommend the Board clarify whether “company-level” controls
in the table refer to the same controls described in paragraph 53, or a narrower subset of those
controls. If they are a subset, we recommend changing the terminology in the table to reflect
the difference.
Appendix B, Par. B14-16—We suggest the Board provide guidance indicating that certain
entities that are not service organizations as defined in AU324 but which provide information
affecting the financial statements of the issuer (e.g., amounts covered by reinsurance
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contracts, information provided by actuaries) are not within the scope of the company’s
assessment of internal control over financial reporting.
Appendix B, Par. B15—We suggest the Board clarify in the last sentence of this paragraph
those situations where management’s evaluation of internal control over financial reporting
would extend to controls at an equity method investee. Otherwise, we suggest the Board
delete the word “ordinarily.”
Appendix B, Par. B18—We believe the example is inappropriate. If an account is material to
the financial statements, the account should be significant to both the audit of the financial
statements and the audit of internal control over financial reporting.
Appendix B, Par. B24-39—We have the following observations and recommendations
regarding the section titled Use of Service Auditor’s Report.
The title of this section should be changed from Use of Service Auditor’s Report to something
such as Use of Service Organizations. The use of a service auditor’s report is only one way
of obtaining the required information when the company uses a service organization. This
section should address (1) when a service organization is important to the audit of internal
control over financial reporting and (2) what management and the auditor should do for
purposes of the audit of internal control over financial reporting when a service organization
is used.
It is not clear how this section relates to the existing guidance in AU324. For example, these
paragraphs summarize certain (but not all) material in AU324 and, in doing so they alter the
current content of AU324. For example, paragraph B27 states:
“Paragraph .07 of AU324, Service Organizations, describes the procedures that management
and the auditor should perform with respect to the activities performed by the service
organization, which include:
• Obtaining an understanding of the controls at the service organization that are relevant
to the company’s internal control over financial reporting, and
• Obtaining evidence that the controls that are relevant to management’s assessment
and the auditor’s opinion are operating effectively.”
However, AU324.07 does not contain this guidance, but instead includes guidance on how a
service organization affects the understanding needed by the auditor in planning the audit. In
the context of AU324, this clearly means the procedures to obtain evidence to support the
opinion on the financial statements, not to express an opinion on internal control, because
AU324 was never intended to address the “audit of internal control.” Further, there are
several references to the “audit” in this section (e.g., paragraphs B29, B31, B32, B33),
without clarifying whether this guidance replaces or merely changes the existing (and more
complete) guidance in AU324 regarding the procedures to obtain evidence to support the
opinion on the financial statements. Finally, this section appears to modify the opening
paragraphs of AU324 that define when a service organization is part of the company’s
information system (e.g., B26 and AU324.03).
We believe the proposed rules should (1) refer to AU324 for definitions of terms and
guidance on the procedures the auditor should perform in obtaining evidence to support the
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opinion on the financial statements, and (2) include only additional considerations and
additional (or changed) procedures required to support an opinion on internal control.
Additional specific comments on this section are:
1. Paragraph B26—Should the word “reported” in the second bullet be “recorded?”
2. Paragraph B27—In addition to misstating the material in AU324.07 as described above,
the phrase “nature, timing and extent of evidence” is unclear. We believe this should be
changed to something such as “nature, timing and extent of procedures to obtain
evidence.”
3. Paragraph B28—This paragraph does not recognize the fact that the service organization
has a relationship with the “user organization,” not the “user auditor” (which are defined
terms in AU324.02.) We believe one of the fundamental changes in the relationship
between the service organization, its users, and auditors resulting from Section 404
reporting is that the user organization—that is, the company making the assessment on
internal control—now has a vital interest and need to obtain information about the
controls at a service organization to support its assessment. We believe this paragraph
misses this point. The service organization may do things to assist both its user—the
company—and the auditor.
4. Paragraph B30—The summary of the SAS 70 opinion is incomplete. It omits the very
important portion of the opinion that the controls described have been placed in operation.
5. Paragraph B31—The statement, “this report does not provide any evidence of the
operating effectiveness of controls,” changes the guidance in AU324.12 that states, “Such
a report is not intended to provide any evidence of the operating effectiveness of the
relevant controls.” This is an example of the difficulty of paraphrasing or summarizing
the material in existing standards. We believe it would be better to simply refer to
existing AU324 than to restate it in different words that will inevitably have different
meanings. However, if this standard does summarize or restate existing guidance in the
interim standards, we believe it is imperative that those standards be amended to reflect
the conforming changes being made through the new standard being adopted by the
Board.
6. Paragraph B32—The first half of this paragraph summarizes the existing guidance in
AU324.18-19; however, it does not contain all of the guidance. Again, we believe the
Proposed Standard should clearly indicate how existing guidance is being changed.
Further, this paragraph does not refer to management. As noted above, we believe one of
the fundamental changes resulting from Section 404 reporting is that management also
has a need for information about the service organization’s controls to support its
assessment. The last half of B32 is flawed in that it refers only to the auditor’s needs.
7. Appendix B, Paragraph B33—We suggest the list of sources of information for the
auditor described in this paragraph include the documentation and evaluation of controls
at the service organization that management obtains as part of its required assessment of
internal control over financial reporting as described in paragraph B25.
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Appendix C—We believe the material in Appendix C raises many questions as to the scope
of controls over the safeguarding of assets that are to be included in the assessment of
internal control over financial reporting. We recommend the Board clarify that material
weaknesses relating to controls over the safeguarding of assets would exist only when the
company does not have effective controls (considering both safeguarding and other controls)
to prevent or detect a material misstatement of the financial statements.
******************
We would be pleased to discuss our comments with members of the Public Company
Accounting Oversight Board or its staff.
Very truly yours,
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Dear Sirs,

Re: PCAOB Rulemaking Docket Matter No. 008 – “Proposed Auditing Standard – An Audit of
Internal Control over Financial Reporting Performed in Conjunction with an Audit of Financial
Statements”
FEE (Fédération des Experts Comptables Européens – European Federation of Accountants) is
pleased, as the representative organisation of the European accountancy profession, to comment on
the exposure draft released by the PCAOB on 7 October 2003 on “Proposed Auditing Standard – An
Audit of Internal Control over Financial Reporting Performed in Conjunction with an Audit of Financial
Statements” (referred to as “the proposed standard”).
Because of the importance of the issues raised by the proposed standard we are sending a copy of our
response to the International Auditing and Assurance Standards Board (IAASB) and the European
Commission. In summary, we believe that the PCAOB’s rulemaking on the subject of internal control
over financial reporting would be enhanced by:
•
•
•
•
•
•

taking account of global developments in auditing standards designed to serve the interests of
investors;
considering whether the practical application of the proposed standard will encourage
management to identify and resolve financial reporting issues in a timely and appropriate
manner;
ensuring that the work performed by auditors to report on financial statements is not duplicated
or made less effective;
reflecting and encouraging the adoption by management of best practices in internal control
that are cost-effective and widely accepted;
emphasising the need for auditors to take responsibility for exercising professional judgement;
and
explaining how auditors’ reports on internal control over financial reporting (and adverse
opinions in particular) are expected to restore confidence in capital markets.

In addition to our response to the questions set out in the request for comments to the proposed
standard, this letter includes our overall comments on matters of principle. Some of our overall
comments are reflected on a stand-alone basis in the next section. Other areas of significant concern
have been addressed in our responses to the questions. They have been referenced separately
hereafter and are all of equal importance.

www.fee.be

Association Internationale reconnue par Arrêté Royal en date du 30 décembre 1986

File No. PCAOB-2004-03 Page No. 974

Overall comments
(a)

Worldwide repercussions of proposed standard

The proposed standard will have a very wide impact not only on US-based auditors, but also on
auditors throughout the world serving:
(1)
SEC foreign registrant companies who choose to be listed in the US; and
(2)
the relevant subsidiaries of US domestic SEC registrants which fall under the same
requirements as the US domestic portion of the entity.
Both types of registrants will require management and auditors to obtain the required coverage for
management’s assessment of and the auditor’s attestation of the effectiveness of internal control over
financial reporting.
The pervasive impact of the proposed standard on global audit practice and, potentially, on the platform
used by global audit firms for their audit methodologies places a significant responsibility on the
PCAOB in finalising the proposed standard. We believe there are significant potential shortcomings in
the process.
We respectfully suggest that, with a 45 day consultation period for such an important and far reaching
standard, the PCAOB is operating to inappropriate deadlines for due process and consultation that are
inferior to those followed by the IAASB.
When discharging its onerous responsibility for this standard, we request the PCAOB to give due
consideration to the impact its proposals will have on the IAASB’s global audit standards. In particular,
we strongly encourage the PCAOB to consider how the proposed standard fits in with International
Standards on Auditing (ISAs). For example, there appear to be inconsistencies with the new risk ISAs
which have recently been issued and agreed by the IAASB after an extensive joint project with the
American Institute of Certified Public Accountants (AICPA). These ISAs should be carefully taken into
account and integrated in the proposed standard.
(b)

Conflict over who finds the adjustments

The proposed standard requires the auditor to issue an adverse opinion regarding the effectiveness of
internal control over financial reporting should one or more material weaknesses arise.
Circumstances presumed to be at least a significant deficiency and a “strong indicator” of a material
weakness include identification by the auditor of a material misstatement in the year-end financial
statements that was not identified by the company’s internal controls, even if management
subsequently corrects the misstatement prior to issuance of the financial statements.
As a consequence, we would hope that management raises and discusses any likely issues at an early
stage with its auditors to reach an agreement on the most suitable resolution for any issues.
Unfortunately, in practice, we are afraid that this increased likelihood for an adverse auditor’s opinion
might lead to quite the opposite result. Typically, the auditor commences his audit long before
management has approved the financial statements and management will provide the auditor with a
draft. While the auditor performs his audit work on this draft, management continues their checks and
controls of processes and systems to ensure the draft financial statements are fairly presented. During
this time of progressing the preparation and the audit of the financial statements simultaneously, either
management or the auditor might uncover material adjustments.
Where there is the need for an adjustment there will be a strong incentive for management to claim that
they “found it first” or would have done, had they had time to complete there own checks. The
proposed standard is also likely to increase management resistance to auditor proposed adjustments
because under the proposed standard, each such adjustment recorded by management would result in
an adverse auditor’s opinion regarding the effectiveness of internal control over financial reporting.
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It even may make it impossible for the auditor to perform his work as management may try to defer the
audit as long as possible until management is fully ready with the preparation of the financial
statements in order to ensure that the auditor is not the first in identifying adjustments. We do not
believe that this will contribute to restoring confidence in the capital markets.
(c)

Two audits

The guidance provided in the new risk ISAs whereby significant risks are identified to determine which
internal controls should be the subject of further audit work is not reflected in the proposed standard
which requires auditors to perform audit work on all internal controls regardless of their risk profile.
The guidance in paragraphs 133 to 144 is meant to interrelate the two audits, i.e. the attestation on
management’s assessment of the effectiveness of internal control over financial reporting and the audit
of the financial statements. However, the integration of both audits and their purpose should be
enhanced. The objective of an audit of internal controls should be to form a judgement on the control
risks which are part of the financial statement audit. The concepts of materiality and complexity should
be introduced whereby the testing of internal control systems should only be performed for material and
complex assertions, transactions, account balances and disclosures. Substantive procedures may
suffice for other transactions and balances. The proposed standard currently appears to require both
tests of controls and substantive procedures for all assertions, accounts and disclosures.
(d)

Reasonable assurance is not high assurance

Paragraph 16 implies that “reasonable assurance” is a high level of assurance. We disagree with the
PCAOB’s point of view which is also at odds with the IAASB’s latest thinking. There is a range of levels
of assurance in relation to different aspects of financial reporting, each of which is “reasonable” when
considered in context, as certain aspects are inherently more risky than others.
The level of assurance that the auditor can obtain depends on the circumstances. For example, the
assurance that can be obtained by the auditor in relation to the absence of material misstatements
caused by management fraud involving collusion with external parties will be considerably less than if
the misstatement results from human error in routine processes.
FEE has considered these matters in detail in its April 2003 Issues Paper “Principles of Assurance:
Fundamental Theoretical Issues with Respect to Assurance in Assurance Engagements”.
(e)

Assertions too prominent

Financial statements are meant to report on the status and progress of the business of an entity for the
benefit of stakeholders including investors and are not an end in themselves. An audit of internal
control over financial reporting should not be based on a bottom-up approach starting with financial
statement assertions, but should rather commence by determining risks of material misstatements,
followed by considering systems and controls to finally result in the accounts and disclosures included
in the financial statements of the entity.
In more general terms, the proposed standard should make it clear that careful consideration of the
control environment is essential in developing an audit approach. More emphasis should be put on the
behavioural types of controls, such as integrity of management, rather than on detailed processes and
systems.
The references to financial statement assertions on page 4 in the second paragraph under the section
‘Internal Control Over Financial Reporting’, in paragraphs 66 to 70 and in Appendix A, Example A-1 in
the second part of the scope paragraph on page A-66 are too prominent and misconceived. The
guidance related to financial statement assertions in the paragraphs indicated above is also
inconsistent with the guidance provided in the first paragraph on page 12 which commences with the
design and operating effectiveness of controls.

3

File No. PCAOB-2004-03 Page No. 976

Moreover, the prominence given to detailed financial statement assertions in the proposed standard
and the assertions themselves are not in line with the ISAs which large and medium size audit firms in
Europe are committed to follow. Such inconsistency has considerable practical consequences for the
adoption of global standards. It also has a profound effect on the audit methodology to be developed
by audit firms which will become extremely complex and require considerable investment to redevelop
software and retrain staff. Therefore, we urge the Board to revisit the guidance provided in the
proposed standard in respect of the prominence given to detailed financial statement assertions.
(f)

Controls which do not naturally give rise to documentary evidence

Many important controls over financial reporting do not routinely give rise to documentary evidence.
For instance, day to day supervision, coaching and reviewing of staff and their work in the accounting
department are sound preventive controls but are ordinarily not documented on a continuing basis.
We fully agree that management should prepare documentary evidence for all significant processes
and controls on which the auditor should be able to rely to perform his work in relation to his attestation
of management’s assessment of the effectiveness of internal control over financial reporting. However,
auditors can also, by a process of enquiry and proper evidential corroboration, gain reasonable
assurance that other controls exist and work effectively.
Management’s responsibilities related to documentation in paragraph 19 are minimal as compared to
the detailed requirements for documentation by the auditor in paragraphs 145 to 147. These
requirements should be comparable and equally enforceable, as further discussed in our overall
comment under (g) below.
The proposed standard indirectly plays down the importance of controls which do not naturally give rise
to documentary evidence and incentivises companies to prepare documentation that may not
previously have been necessary from a commercial point of view. In contrast, the Sarbanes-Oxley Act
does not necessarily require documentation of the effectiveness and operation of controls. We
question whether these additional documentation requirements of the proposed standard will provide
an increased level of protection for investors commensurate with the increased cost of compliance.
(g)

Management acceptance of the PCAOB rules

The Board should not lose sight of the fact that the proposed standard is an auditing standard,
compliance with which cannot necessarily be forced upon management of an entity.
Especially where the proposed standard goes further than the Sarbanes-Oxley Act, as highlighted in
our response to question 6 and in our overall comment under (f) above, management adherence might
be extremely difficult to enforce. In our view the Board has a duty to investors to ensure that its
proposed standards for auditors are not made less effective by a lack of corresponding obligations for
management.
(h)

Divided responsibility

Example A-5 on page A-75 implies that the proposed standard allows for divided responsibility (as
distinct from joint responsibility) for auditors in the case of a group audit of consolidated financial
statements. While FEE recognises that there are often good reasons to appoint different audit firms to
perform the audits of a group of entities, FEE believes that this should not result in divided responsibility
for the group auditor. FEE is a long standing opponent of divided responsibility for financial statement
audits and strongly favours the auditor of the consolidated financial statements having sole
responsibility for his report. The public has to understand who is ultimately responsible for the audit of
group financial statements. The same logic applies to opinions on internal control over financial
reporting.

4
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(i)

Need to reflect IT reality and service organisation auditor guidance

Internal control systems are largely IT driven and are developed not only in-house but also by third
parties including service providers.
The guidance in the proposed standard frequently fails to take this IT reality into account and instead
provides guidance which appears to be geared toward manual internal control systems. The proposed
standard should acknowledge and provide additional guidance reflecting present day reality.
Where an IT driven internal control system is developed by a service provider, this may result in
situations where the auditor will not be able to obtain sufficient comfort for his attestation on
management’s assessment of the effectiveness of internal control over financial reporting because the
extensive US guidance on this issue cannot be forced on non US service providers and their auditors.
The Board should address such practicalities.
(j)

Major concerns about missing guidance for small and medium-sized issuers

The proposed standard indicates that inadequate management documentation of the design of controls
and the absence of sufficient documented evidence to support management’s assessment of the
operating effectiveness of internal control may be a significant deficiency or material weakness or could
lead to a scope limitation. This results in additional risks for management and the auditor.
Larger entities might be able to bear and absorb the bureaucratic cost of having documentary evidence
for all controls and their effective operation in order for management and the auditor to manage such
risks.
Smaller entities typically have a high degree of hands-on, direct management controls which cannot
easily be documented. They will also have considerable difficulties to absorb costs of documentation
which does not serve a commercial purpose. In these circumstances, management and in particular
the auditor will be exposed to greater risk related to the attestation of management’s assessment of the
effectiveness of internal control over financial reporting.
Therefore, we are in favour of principle-based standards which allow the auditor to use professional
judgement. The proposed standard should in this respect include express acknowledgement of small
and medium-sized entities by incorporation of the guidance provided in Appendix E within the main text
of the proposed standard.

Other overall areas of concern arising from our responses to questions in the PCAOB’s Request
for Comments
Limited reliance on management and internal control testing: see our response to question 6.
Prohibition on use of periodical testing: see our response to question 11.
Under-emphasis on materiality: see our response to questions 11 and 19.
Problems with definitions: see our response to question 17.
Direct reporting by auditors: see our response to question 26.
Independence issues: see our response to question 29.
Impact of quarterly reporting requirements: see our response to question 30.
Use of professional judgement: see our response to questions 4, 7, 8, 10, 11, 12, 14, 15, 16, 19, 25
and 26.

5
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Response to the questions in the PCAOB’s Request for Comments
1. Is it appropriate to refer to the auditor’s attestation of management’s assessment of the
effectiveness of internal control over financial reporting as the audit of internal control over
financial reporting?
No. It is not appropriate as it is inconsistent with the practice of the IAASB which uses the term
‘audit’ to refer to the audit of financial statements only. The auditor’s attestation of management’s
assessment of the effectiveness of internal control over financial reporting is an assurance
engagement leading to reasonable assurance and not an audit.
2. Should the auditor be prohibited from performing an audit of internal control over financial
reporting without also performing an audit of the financial statements?
No. Although it is more efficient for the auditor of the financial statements to perform the attestation
of internal control over financial reporting, we favour principle-based standards which require the
use of professional judgement and do not include unnecessary prohibitions.
3. Rather than requiring the auditor to also complete an audit of the financial statements,
would an appropriate alternative be to require the auditor to perform work with regard to the
financial statements comparable to that required to complete the financial statement audit?
Not applicable in view of our response to Question 2.
4. Does the Board’s proposed standard give appropriate consideration to how internal control
is implemented in, and how the audit of internal control over financial reporting should be
conducted at, small and medium-sized issuers?
Yes, provided that the guidance provided in Appendix E is incorporated within the main text.
As already noted, we are in favour of principle-based standards which allow the auditor to use
professional judgement. Therefore, we believe that the guidance provided in Appendix E is also
useful in relation to the work to be performed in a larger entity when it is managed in a similar way
to that described in Appendix E.
5. Should the Board, generally or in this proposed standard, specify the level of competence
and training of the audit personnel that is necessary to perform specified auditing
procedures effectively? For example, it would be inappropriate for a new, inexperienced
auditor to have primary responsibility for conducting interviews of a company’s senior
management about possible fraud.
No. Auditing standards should not specify levels of competence and training for specified
procedures.
6. Is the scope of the audit appropriate in that it requires the auditor to both evaluate
management’s assessment and obtain, directly, evidence about whether internal control
over financial reporting is effective?
Qualified yes. We do not disagree with the proposition that the auditor needs to obtain evidence
directly. However, we believe that the proposed requirements for the performance of such
procedures by the auditor are excessive.
Restricting the reliance on management assertions is not acceptable under a principle-based
approach. We also believe that some requirements in paragraphs 104 and 105 of the proposed
standard are too restrictive and diverge from the requirements of the Sarbanes-Oxley Act.
More generally, the proposed standard requires the auditor both to evaluate management’s
assessment and obtain direct evidence about whether the internal control over financial reporting is
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effective. This goes further than the Sarbanes-Oxley Act, which requires the auditor to report on
the assessment made by management.
The proposed standard addresses at length how the auditor should obtain direct evidence of control
effectiveness. In contrast, the guidance on evaluating management’s assessment process is
covered in just seven paragraphs.
We are not convinced that the requirement to obtain direct evidence of effectiveness in all areas of
internal controls over financial reporting represents a reasonable use of resources from the point of
view of investors, particularly in respect of the testing of control activities. The issuer is already
required to carry out its own testing in this regard and those tests should yield the same results as
external audit testing.

7. Is it appropriate that the Board has provided criteria that auditors should use to evaluate the
adequacy of management’s documentation?
No. Although the suggestions included in paragraphs 43 to 47 might be helpful, the auditor should
be allowed to apply professional judgement. It would be helpful to introduce the terms ‘might’, ‘may’
and ‘could’ in the first sentence of paragraph 43.
We also recommend that additional guidance is included to address documentation requirements in
the context of the size of the entity and its management structure.
8. (a) Is it appropriate to state that inadequate documentation is an internal control deficiency,
the severity of which the auditor should evaluate? (b) Or should inadequate documentation
automatically rise to the level of significant deficiency or material weakness in internal
control?
(a): Yes as it allows for the use of professional judgement by the auditor.
(b): No.
9. Are the objectives to be achieved by performing walkthroughs sufficient to require the
performance of walkthroughs?
Qualified yes. Walkthroughs are useful to document an understanding of processes and systems,
but are not a comprehensive way of testing the effectiveness of controls. We strongly recommend
application of the concept of materiality in the context of deciding which systems and processes
should be subject to walkthroughs.
10. Is it appropriate to require that the walkthrough be performed by the auditor himself or
herself, rather than allowing the auditor to use walkthrough procedures performed by
management, internal auditors, or others?
No. In the light of using his professional judgement in a principle-based approach, the auditor
should be allowed to rely on walkthroughs performed by internal auditors and others, as long as
they have been performed using the same high standard as when the auditor would have
performed them. We would advise caution before using walkthroughs performed by management,
but would not support a prohibition on their use.
11. (a) Is it appropriate to require the auditor to obtain evidence of the effectiveness of controls
for all relevant assertions for all significant accounts and disclosures (b) every year or (c)
may the auditor use some of the audit evidence obtained in previous years to support his or
her current opinion on management’s assessment?
(a): Qualified yes, see detailed comments hereafter.
(b): Qualified yes, see detailed comments hereafter.
(c): Yes.
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The basic principle that the auditor should rely on prior knowledge and experience is applicable for
every audit and should also be adopted for this type of engagement, under the condition that the
auditor only relies on past experience having first satisfactorily updated his prior experience and
knowledge by corroborating evidence on the current design and current operation of the controls.
In this manner, the auditor can identify where changes have occurred on which he needs to focus.
A requirement to obtain evidence on the effectiveness of controls for every control assertion, for
every significant account balance and disclosure, every year is impractical for the auditor and
represents a disproportionate use of resources from the point of view of investors as well as
disproportionate costs in comparison to the limited benefit for stakeholders.
Again, the auditor should be allowed to use his professional judgement and make materiality
judgements.
12. To what extent should the auditor be permitted or required to use the work of management
and others?
The auditor should never be required to use the work of management and others, but should be
permitted to do so using his good professional judgement. The extent to which the auditor should
be allowed to do so is further detailed in the response to Question 13 below.
13. Are the three categories of controls and the extent to which the auditor may rely on the work
of others appropriately defined?
No. We are sceptical about the practical application of such a rule-based approach to
categorisation of controls. We prefer a principle based approach whereby a range from high level,
management driven controls to low level routine controls is used to determine the acceptable level
of reliance for the auditor. Control categorisation is not required as the determining factor is the
integrity and good faith of management, internal audit and others upon whom the auditors may rely.
14. Does the proposed standard give appropriate recognition to the work of the internal
auditors? If not, does the proposed standard place too much emphasis and preference on
the work of internal auditors or not enough?
Qualified yes. The guidance provided in paragraph 108 is acceptable if the categorisation as
described in Question 13 is abolished. Internal auditors should be able to perform work classified
as (1) in the categories referred to in Question 13 and external auditors should be able to rely on
such work based on their professional judgement.
15. (a) Is the flexibility in determining the extent of reperformance of the work of others
appropriate, or (b) should the auditor be specifically required to reperform a certain level of
work (for example, reperform tests of all significant accounts or reperform every test
performed by others that the auditor intends to use)?
(a): Yes.
(b): No.
The auditor should use his professional judgement to determine whether it is appropriate to rely on
the work of others.
We refer to our response to Question 6 for further details.
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16. Is the require ment for the auditor to obtain the principal evidence, on an overall basis,
through his or her own work the appropriate benchmark for the amount of work that is
required to be performed by the auditor?
No. Again, the auditor should have the overall responsibility to decide which sources of evidence to
rely on by using his professional judgement to determine whether it is appropriate to rely on the
work of others or whether there is a need to obtain evidence through his or her own work.
17. Will the definitions in the proposed standard of significant deficiency and material weakness
provide for increased consistency in the evaluation of deficiencies? How can the definitions
be improved?
The answer is ‘no’, although it is not clear what the basis for comparison is supposed to be. The
definitions of ‘material’, ‘significant’, ‘remote’ and ‘inconsequential’ are not in line with the definitions
included in the ISAs or are not included in the ISAs which will be adopted in the European Union
from 2005. Additionally, the meaning of the term ‘remote likelihood’ as used in the definitions of
‘significant deficiency’ and ‘material weakness” will mean that very little will not need to be reported
as a finding in the auditor’ attestation of management’s assessment of the effectiveness of internal
control over financial reporting. Therefore, we prefer the continued use of the definitions included in
Statement on Auditing Standards (‘SAS’) No. 60.
18. (a) Do the examples in Appendix D of how to apply these definitions in various scenarios
provide helpful guidance? (b) Are there other specific examples that commenters could
suggest that would provide further interpretive help?
(a): No, taking into account our response to Question 17;
(b): No.
19. Is it necessary for the auditor to evaluate the severity of all identified internal control
deficiencies?
Yes. However, it would be helpful to define the term ‘evaluate’; we understand it to mean that the
auditor is allowed to use his professional judgement and make materiality judgements, including
judgments on the documentation of the ‘evaluation’.
20. Is it appropriate to require the auditor to communicate all internal control deficiencies (not
just material weaknesses and significant deficiencies) to management in writing?
Yes. However, one would expect that, as a result of the audit of the financial statements, all
internal control deficiencies would already have been communicated to management in writing
under the form of a ‘management letter’ in accordance with existing professional standards. Such a
process should not be duplicated and there is no need for a new standard on this topic.
We also refer to our overall comment on ‘two audits’ detailed under item (c).
21. Are the matters that the Board has classified as strong indicators that a material weakness
in internal control exists appropriately classified as such?
Yes, they are acceptable as risk indicators.
22. Is it appropriate to require the auditors to evaluate the effectiveness of the audit committee’s
oversight of the company’s external financial reporting and internal control over financial
reporting?
Yes, but some issues resulting from the inherent “conflict of interest” between the audit committee
and the auditor need to be addressed as the audit committee is expected to supervise the work
performed by the external auditor. In accordance with the principle-based “threats and safeguards”
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approach reflected in the IFAC Ethics Code, the auditor could for example request an independent
colleague (“review partner”) to assist him.
23. Will auditors be able to effectively carry out their responsibility to evaluate the effectiveness
of the audit committee’s oversight?
Yes, taking into account the considerations indicated in our response to question 22.
24. If the auditor concludes that ineffective audit committee oversight is a material weakness,
rather than require the auditor to issue an adverse opinion with regard to the effectiveness
of the internal control over financial reporting, should the standard require the auditor to
withdraw from the audit engagement?
No the auditor should be allowed to use his professional judgment. Also, this would not be possible
in certain European countries where a statutory auditor is appointed for a certain period of time.
25. Is it appropriate that the existence of a material weakness would require the auditor to
express an adverse conclusion about the effectiveness of the company’s internal control
over financial reporting, consistent with the required reporting model for management?
No. We do not believe that a material weakness should automatically result in an adverse opinion
from the auditor. The auditor should be allowed to use his professional judgement to determine
whether a material weakness merits a qualified rather than an adverse opinion.
26. Are there circumstances where a qualified “except for” conclusion would be appropriate?
Yes. Consistent with the possibility for the auditor to decide to issue a qualified rather than an
adverse audit opinion on financial statements, the auditor should be able to use his or her
professional judgement to determine the type of opinion to issue in respect of the auditor’s
attestation of management’s assessment of the effectiveness of internal control over financial
reporting.
More generally, we note that the proposed unqualified opinion refers to management’s assessment
process, and offers no view on the effectiveness of internal controls. However, an adverse opinion
requires the auditor to opine on the (in)effectiveness of internal control without mention of
management’s assessment process. We would have expected these two opposite types of
auditor’s opinion to be a mirror image of each other. Unfortunately this is not the case. Direct
reporting by the auditor in respect of ineffective internal controls will not assist the reader in
understanding the auditor’s attestation.
Further confusion arises in Example A-6 where the auditor issues an unqualified opinion that refers
to the report of other auditors. There the example opinion provides a view on the effectiveness of
controls, but not on management’s assessment process.
27. Do you agree with the position that when the auditor issues a non-standard opinion, such as
an adverse opinion, that the auditor’s opinion should speak directly to the effectiveness of
internal control over financial reporting rather than to whether management’s assessment is
fairly stated?
No. We refer to our response to Question 26.
28. Should the Board provide specific guidance on independence and internal control-related
non-audit services in the context of this proposed standard?
No, other existing standards address such issues at length. See our response to Question 29
below.
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29. Are there any specific internal control-related non-audit services the auditor should be
prohibited from providing to an audit client?
Yes. Although we favour principle-based standards which rarely include prohibitions, we believe
that it is appropriate to limit the performance of certain internal control-related non-audit services by
the auditor of the financial statements. No additional guidance is required in this respect as the
SEC independence rules deal with this topic in sufficient detail.
30. Are the auditor’s differing levels of responsibility as they relate to management’s quarterly
certifications versus the annual (fourth quarter) certification, appropriate?
Yes, but not applicable in the European Union. There is no SEC requirement for foreign registrants
to have the auditor perform and report on quarterly work, whether related to the financial statement
audit or to the attestation of management’s assessment of the effectiveness of internal control over
financial reporting. The Sarbanes-Oxley Act (Section 302) requires management to report quarterly
on internal control. However, no auditor’s attestation is required on a quarterly basis.
Where quarterly work is performed by the auditor, the auditor should have a different level of
responsibility for management’s quarterly interim certifications.
31. Is the scope of the auditor’s responsibility for quarterly disclosures about the internal
control over financial reporting appropriate?
Yes, but not applicable for foreign registrants in the European Union. We refer to our response to
Question 30 above.

If you have any further questions about our views on these matters, do not hesitate to contact us.
Yours sincerely,

David Devlin
President
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November 20, 2003

Office of the Secretary
Public Company Accounting Oversight Board
1666 K Street, N.W.
Washington, D.C. 20006-2803
Re: PCAOB Rulemaking Docket Matter No. 008
Ladies and Gentlemen:
The Committee on Corporate Reporting (“CCR”) of Financial Executives International
(“FEI”) would like to thank you for this opportunity to comment on the Public Company
Accounting Oversight Board’s (“the Board”) proposed auditing standard, An Audit of
Internal Control Over Financial Reporting Performed in Conjunction with an Audit of
Financial Statements (“the proposed standard”). FEI is a leading international
organization of 15,000 members, including Chief Financial Officers, Controllers,
Treasurers, Tax Executives and other senior financial executives. CCR is a technical
committee of FEI, which reviews and responds to research studies, statements,
pronouncements, pending legislation, proposals and other documents issued by domestic
and international agencies and organizations. This document represents the views of
CCR and not necessarily those of FEI.
CCR would like to recognize the Board members and staff for their diligent work in
preparing this proposal. FEI has long been a supporter of management’s responsibility
for creating and maintaining an effective control environment. We take this
responsibility seriously and believe that the management certification process alone will
significantly improve the strength of internal control. While we acknowledge that an
external review of management’s assessment will provide additional assurances, we
believe the proposed standard requires the auditor to perform attestation procedures that
are not only beyond the scope of Sections 103 and 404 of the Sarbanes-Oxley Act (“the
Act”), but will provide questionable additional benefit to financial statement users at a
high financial and time-consuming cost.
In summary, we are pleased that the proposed standard appears to have incorporated
some of the views previously expressed by CCR. Additionally, we would agree that from
a high level, the proposed standard seems to represent a balanced approach. However,
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we have significant concerns on several sections of the proposed standard and we believe
that if it is implemented in its current state, the level of duplicative testing and the
resulting impact on business operations will result in unnecessary costs to investors in
public companies that are far beyond the benefits expected.
Specific responses to the Board’s questions on the proposed standard are included in
Attachment A. In addition to these responses, we respectfully submit the following
general observations for the Board’s consideration:
•

We believe that the standard as currently drafted creates a situation where the costs
far outweigh the benefits of implementation. Given the limited level of reliance that
the external auditor can place on the work of others (as discussed further below), the
resultant level of duplicative testing will cause numerous interruptions to the
operations of our businesses. These interruptions alone are very costly; however,
when coupled with the cost of internal and external resources to support
management’s assertion and the fees associated with the increased work to be
performed by the external auditor, the costs are far beyond the benefits attained.
Most CCR companies estimate an increase of approximately 30% to 50% in audit
fees as a direct result of the required audit of internal control over financial reporting.
Most would not mind the cost if we believed that the work being done would really
improve controls or prevent future corporate scandals similar to those experienced
over the past few years. We believe the work required by the final standard should be
focused on the significant issues such as business risk and fraud prevention and
detection.

•

We believe that management’s assertion of internal control effectiveness must be
thoroughly supported by annual testing. However, we do not agree that the auditor’s
review must be equally thorough, annually. Given that the Act requires the auditor to
evaluate management’s process and assertion, we do not believe the auditor must
independently evaluate all controls annually, but rather should rotate its efforts in
assessing management’s process. This rotation will prove cost efficient and support
user’s interests.

•

We also believe that the proposed standard does not allow the auditor to exercise
sufficient judgment and in particular, use as a basis, prior audit experience with their
clients. The proposed standard is prescriptive, causing auditors to perform the same
level of testing at companies with strong control structures as would be performed at
those with weak control structures. For example, in the area of appropriate levels of
testing, we believe that the proposed standard should grant the auditor more latitude
on testing strategies and rotating tests of controls, dependent upon the auditor’s
evaluation of the overall control environment of the organization. Specifically, in
situations where the control environment is very strong, the level of detail testing of
the controls over routine data processing should be permitted to be minimal, or in
such situations where processes remain unchanged, the auditor should be able to use
his or her judgment in determining what level of testing would be appropriate (e.g.,
rotation or obtain an update of their understanding followed by a walkthrough of the
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process). Further, we are concerned that the proposed standard has been too
prescriptive in requiring the auditor to evaluate all controls addressing the risk of
fraud. The auditor should be able to exercise judgment in this area as well.
•

The Board’s three-tiered approach to reliance on the work of others, while intending
to be helpful, has the effect of allowing very little reliance on the work of others or
restricting such reliance to only routine transaction processing. Specifically, we do
not believe the Board has adequately supported its proposed requirements with
respect to the auditor’s required evaluation of IT general controls and the financial
statement closing process with no reliance upon internal audit or management’s
procedures. These are pervasive areas that will lead to significant levels of repetitive,
detailed testing by numerous parties if the proposed standard is adopted.

•

As stated above, we believe that the proposed standard places very little value on the
work of a company’s management and its internal auditors. In doing so, the standard
requires that the external auditors reperform a significant level of testing for which
the results of identical testing are easily obtainable from management. We would
like the Board to recognize that many management groups have significant financial
reporting controls expertise and operate within strong internal control structures.
High quality management work should limit the scope of required testing by both
internal and external audit. Further, we would like the Board to be more flexible in
terms of how much reliance the external auditor can place on the work of both
management and the internal audit function. As drafted, the proposed standard seems
to equate management testing with that of internal auditors. A properly functioning
internal audit function is competent, objective and independent from management.
As such, the proposed standard should allow for a significant amount of reliance on
the work performed by internal auditors, especially in areas beyond routine
transaction processing. Moreover, the work of an internal audit function adds
accountability to a company’s control structure, which in turns causes the control
execution to be more consistent.
The relationship of the internal audit function to the external audit of financial
statements is already addressed in detail within the Statement of Auditing Standards.
No. 65, The Auditor’s Consideration of the Internal Audit Function in an Audit of
Financial Statements (“SAS 65”). CCR believes that the relationship defined in SAS
65 is appropriate and does not need to be redefined. Rather, the Board’s standard
should utilize the provisions of SAS 65 to determine the minimal additional audit
steps to evaluate internal control over financial reporting. Further, CCR is concerned
that if unchanged, the apparent diminished recognition of internal audit’s vital role
could eventually lead to decreased reliance on the internal audit function as it relates
to the audit of the financial statements. We believe this diminished recognition of the
internal audit function is not intended by, and is contrary to, the SEC’s ruling under
Section 404 of the Act.
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•

We believe that the proposed standard should expand on the requirements for the
auditor to execute a walkthrough. In doing so, the standard should explicitly state
when and where a walkthrough is needed. We believe walkthroughs are only one
method in which to achieve audit evidence and, therefore, should not be mandated for
every significant process. Further, most routine processes lend themselves easily to
walkthroughs, whereas other processes that are non-routine and involve a significant
amount of judgment do not. To that end, a more detailed explanation of what
constitutes a walkthrough in such circumstances would be helpful. Again, this is an
area where the auditor should be able to exercise significant judgment.

•

We agree philosophically that effective oversight by the audit committee is an
important component of the control environment. However, we do not believe that
the auditor is in an objective position to evaluate the audit committee. Considering
that the audit committee makes the decisions regarding hiring and firing of the
external auditors, such an evaluation would put the auditor in an awkward position.
This position could cause the auditor to be unwilling to conclude that the committee
is ineffective. Further, and perhaps more importantly, we believe that a properly
functioning audit committee is comprised of individuals with a much broader
expertise than that held by the professional auditor. Accordingly, we do not
respectfully believe that most external auditors carry the level of expertise necessary
to effectively evaluate an audit committee.

•

We would like to commend the Board for their conclusions that only material
weaknesses be reported publicly. However, the proposed standard should be more
explicit in defining how a deficiency elevates to a significant deficiency and a
significant deficiency to a material weakness. We believe the Board should further
define or clarify what the term “inconsequential” means as it relates to the definition
of a significant deficiency. Further, we believe that internal control over financial
reporting is a network of controls with multiple levels. To this point, the standard
should require the auditor to evaluate the presence of other compensating controls
that would prevent a misstatement of the financial information. We are concerned
that the examples outlined in Appendix D of the proposed standard are too narrow
and do not appropriately consider materiality. These examples only focus on the first
layer of controls, rather than considering the entire structure as a whole. We believe
that in most organizations, there would likely be other mitigating or compensating
controls in place to detect material misstatements. We believe that examples of
compensating controls that keep a deficiency from elevating would be helpful.

We truly appreciate the opportunity to comment on the Board’s proposed standard and
the Board’s consideration of our concerns. Moreover, we welcome the opportunity to
discuss these issues at your convenience. Finally, we would like to encourage the Board
to issue the final standard as expeditiously as possible, especially considering the
significant time constraints for our June 30, 2004 filers. If you have questions regarding
this letter, please feel free to contact Frank Brod at (989) 636-1541 or Kate Asbeck at
(607) 974-8242.
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Sincerely,

Frank Brod
Chair, Committee on Corporate Reporting
Financial Executives International

Kate Asbeck
Chair, PCAOB Subcommittee
Committee on Corporate Reporting
Financial Executives International
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Attachment A
Responses to Specific Questions

Questions regarding an integrated audit of the financial statements and internal control
over financial reporting:
1. Is it appropriate to refer to the auditor’s attestation of management’s assessment of
the effectiveness of internal control over financial reporting as the audit of internal
control over financial reporting?
Yes, we believe it is appropriate to refer to the auditor’s attestation as the audit of
internal control over financial reporting.
2. Should the auditor be prohibited from performing an audit of internal control over
financial reporting without also performing an audit of the financial statements?
Yes, we believe an audit of internal control over financial reporting should be
integrated with an audit of the financial statements and therefore, the same auditor
should perform both audits.
3. Rather than requiring the auditor to also complete an audit of the financial
statements, would an appropriate alternative be to require the auditor to perform
work with regard to the financial statements comparable to that required to complete
the financial statement audit?
As stated in the response to question two above, we believe that the same auditor
should perform both the audit of the financial statements as well as the audit of
internal control over financial reporting.
Question regarding the costs and benefits of internal control:
4. Does the Board’s proposed standard give appropriate consideration to how internal
control is implemented in, and how the audit of internal control over financial
reporting should be conducted at, small and medium-sized issuers?
We believe the standard should further explain the importance of the control
environment (i.e., financial leadership with a high level of integrity, etc.) as it
relates to the impact of the testing and documentation requirements of the
proposed standard. In small to medium sized companies, the senior financial
leadership is much closer to the operations of the entity and, as such, various
levels of control are not as necessary.
Question regarding the audit of internal control over financial reporting:
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5. Should the Board, generally or in this proposed standard, specify the level of
competence and training of the audit personnel that is necessary to perform specified
auditing procedures effectively? For example, it would be inappropriate for a new,
inexperienced auditor to have primary responsibility for conducting interviews of a
company’s senior management about possible fraud.
No, we believe the Board should leave it to the audit firm to determine the
professional competencies and training necessary to execute the attestation in
accordance with the Standard’s framework. The Board, however, should
encourage audit firms to include COSO and other internal controls training in
their curriculums. Similar to an audit of financial statements, it is important for
the auditors to have the business context and industry perspective for that
particular engagement in order to perform an internal controls evaluation
effectively.
Questions regarding evaluation of management’s assessment:
6. Is the scope of the audit appropriate in that it requires the auditor to both evaluate
management’s assessment and obtain, directly, evidence about whether internal
control over financial reporting is effective?
CCR would like to reiterate its position that the auditor should be evaluating
management’s process in arriving at management’s assertion, rather than
performing a duplicative level of testing to support the auditor’s own conclusions.
We respectfully disagree with the Board’s interpretation of Section 103 (a) (2) (A)
(iii) of the Act, that the auditor must be able to agree that internal controls are
operating effectively, rather that they are designed effectively. Therefore, we do
not believe the scope of the audit of internal control over financial reporting is
appropriate.
7. Is it appropriate that the Board has provided criteria that auditors should use to
evaluate the adequacy of management’s documentation?
We believe that guidance for the auditor is appropriate; however, we also believe
that the standard should leave room for the auditor’s professional judgment in
evaluating the adequacy of the documentation.
8. Is it appropriate to state that inadequate documentation is an internal control
deficiency, the severity of which the auditor should evaluate? Or should inadequate
documentation automatically rise to the level of significant deficiency or material
weakness in internal control?
We believe that the standard should allow for the auditor to exercise judgment
around the appropriate level of documentation of internal control over financial
reporting. We do not believe that a “one size fits all” approach is appropriate in
this case. Many different factors, such as size and complexity of the organization,
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compensating controls and senior management tone over the control environment
should influence the level of documentation necessary. Furthermore, we believe
that inadequate documentation is at most a deficiency, as a lack of documentation
alone will not lead to any misstatement of financial information. It is the lack of
actual controls, not the documentation of the controls, which may lead to
misstatements.
Questions regarding obtaining an understanding of internal control over financial
reporting:
9. Are the objectives to be achieved by performing walkthroughs sufficient to require the
performance of walkthroughs?
We believe that, for routine processes with high transaction volumes, a
walkthrough of the process is an important procedure. However, as mentioned in
the body of our letter, there are numerous processes that will not lend themselves
easily to walkthroughs. Accordingly, a blanket requirement for walkthroughs of
all significant processes may not achieve the desired objectives. Again, we
believe the auditor should have the flexibility to exercise judgment about the
appropriate procedures to be performed for specific accounts and assertions.
Review of management’s policies and procedures, interviews with personnel and
transaction reviews are other methods that can be used to meet this same objective.
10. Is it appropriate to require that the walkthrough be performed by the auditor himself
or herself, rather than allowing the auditor to use walkthrough procedures performed
by management, internal auditors or others?
We believe the Proposed Standard should allow for more auditor judgment in
determining what types of work the auditor can rely upon to support their
attestation report. It is not clear why the Board believes such procedures can only
be performed by the auditors in all cases and challenge whether work performed
(and documented) by others would not meet the same objective.
Question regarding testing operating effectiveness:
11. Is it appropriate to require the auditor to obtain evidence of the effectiveness of
controls for all relevant assertions for all significant accounts and disclosures every
year or may the auditor use some of the audit evidence obtained in previous years to
support his or her current opinion on management’s assessment?
We believe that in many organizations, the controls are substantially unchanged
from year to year. In such circumstances, the auditor should be able to utilize his
or her cumulative audit knowledge and judgment in determining the appropriate
level of testing. In a well-controlled environment, an update of the auditor’s
understanding along with minimal testing should be appropriate.
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Questions regarding using the work of management and others:
12. To what extent should the auditor be permitted or required to use the work of
management and others?
As outlined in the body of our letter and in response to question 10 above, we
believe that the Board has not fully recognized the competence and objectivity of
most internal audit functions. The practice of utilizing the work of the internal
auditor should be permitted to a much greater extent than currently considered in
the proposed standard. Furthermore, in certain routine processing, the auditor
should be able to use the work of management, obviously to a lesser degree than
that of an internal auditor, but still to a substantial degree.
13. Are the three categories of controls and the extent to which the auditor may rely on
the work of others appropriately defined?
We believe that the categories of controls are appropriate. However, we would
argue that the examples of what is categorized into each section are too restrictive.
For instance, the auditor should be able to rely heavily on the walkthroughs
performed by others, the work of an internal audit specialist and, in some cases,
management, on IT general controls, and the work of others on the routine
portions of the financial statement close process.
14. Does the proposed standard give appropriate recognition to the work of internal
auditors? If not, does the proposed standard place too much emphasis and
preference on the work of internal auditors or not enough?
As previously stated in the body of the letter and in response to question numbers
10 and 12 above, the standard does not give appropriate recognition to the work
of the internal auditors. Further, the Board has seemed to equate the work of
management and the work of the internal auditor. As stated before, in a properly
functioning internal audit system, the internal audit function is both independent
and objective. The determination as to what level of reliance the auditor can
place on the work of the internal auditor is already addressed in SAS 65 for audits
of financial statements and should be no different in the audit of internal control
over financial reporting. To reiterate, this standard does not place enough
emphasis on relying on the work of the internal auditor.
15. Is the flexibility in determining the extent of reperformance of the work of others
appropriate, or should the auditor be specifically required to reperform a certain
level of work (for example, reperform tests of all significant accounts or reperform
every test performed by others that the auditor intends to use)?
We believe that the standard should allow for auditor judgment in determining the
extent of reperformance necessary.
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16. Is the requirement for the auditor to obtain the principle evidence, on an overall basis,
through his or her own work the appropriate benchmark for the amount of work that
is required to be performed by the auditor?
We do not believe this requirement is appropriate. We caveat this response by
reiterating our previous point that we believe the auditor’s responsibility under
Section 404 of the Act is to evaluate management’s process in arriving at their
conclusions as to the effectiveness of internal control over financial reporting. If
this requirement remains in the final standard, we encourage the Board to provide
a more robust explanation of what is meant by “principal evidence”.
Questions regarding evaluating results:
17. Will the definitions in the proposed standard of significant deficiency and material
weakness provide for increased consistency in the evaluation of deficiencies? How
can the definitions be improved?
We believe that the definitions in the proposed standard are appropriate.
However, we also believe that the standard should outline the considerations of
other controls within the control structure that could prevent a deficiency from
becoming a significant deficiency, and a significant deficiency from becoming a
material weakness. Additionally, we believe the introduction of the new term
“inconsequential” in the description of a significant deficiency has created
unnecessary ambiguity. Instead, the auditor should have the responsibility to
exercise his or her professional judgment in determining those deficiencies to be
reported to the audit committee.
18. Do the examples in Appendix D of how to apply these definitions in various scenarios
provide helpful guidance? Are there other specific examples that commenters could
suggest that would provide further interpretive help?
As discussed in the body of our letter, we believe that the examples in Appendix
D should be expanded to further explain situations where controls in place would
keep a deficiency from elevating to the next level. Furthermore, the examples of
significant deficiencies include an ineffective risk assessment and regulatory
compliance functions. These appear to extend beyond the scope of financial
reporting.
19. Is it necessary for the auditor to evaluate the severity of all identified internal control
deficiencies?
We agree that it is important for the auditor to evaluate all identified deficiencies.
20. Is it appropriate to require the auditor to communicate all internal control
deficiencies (not just material weaknesses and significant deficiencies) to
management in writing?
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We believe that the standard should allow for auditor judgment in determining
which deficiencies should be reported to management. The auditor does not
report all findings in a financial statement audit, especially findings of
insignificant value. Accordingly, using the same logic, the auditor should not be
required to report all deficiencies to management. Such required reporting would
likely carry a cost that is beyond the benefits gained.
21. Are the matters that the Board has classified as strong indicators that a material
weakness in internal control exists appropriately classified as such?
We do not disagree with most of the indicators mentioned in the proposed
standard. However, considering that both Section 404 of the Act and the
proposed standard focus on the internal control over financial reporting and not on
the controls related to compliance with laws and regulations and controls related
to efficiency of operations, the indicator related to ineffective regulatory
compliance seems out of scope with the Act.
22. Is it appropriate to require the auditors to evaluate the effectiveness of the audit
committee’s oversight of the company’s external financial reporting and internal
control over financial reporting?
We do not disagree philosophically with the notion that effective oversight by the
audit committee is an important component of the control environment. However,
we do not believe that the auditor is in an objective position to evaluate the audit
committee. This is primarily due to the fact that the audit committee has the
responsibility for hiring and firing the external auditor.
23. Will auditors be able to effectively carry out their responsibility to evaluate the
effectiveness of the audit committee’s oversight?
As discussed in our response to question number 22, we do not believe that the
auditor is in an objective position to evaluate the audit committee as a result of the
fact that the audit committee has the responsibility for hiring and firing the
external auditor.
24. If the auditor concludes that ineffective audit committee oversight is a material
weakness, rather than require the auditor to issue an adverse opinion with regard to
the effectiveness of the internal control over financial reporting, should the standard
require the auditor to withdraw from the audit engagement?
We do not believe that this would be an appropriate response.
Questions regarding forming an opinion and reporting:
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25. Is it appropriate that the existence of a material weakness would require the auditor
to express an adverse conclusion about the effectiveness of the company’s internal
control over financial reporting, consistent with the required reporting model for
management?
We believe that this requirement is appropriate only if the material weakness has
not been corrected prior to the “as of” date in management’s assessment.
26. Are there circumstances where a qualified “except for” conclusion would be
appropriate?
We believe that, in certain circumstances, an “except for” conclusion may be
appropriate. Such circumstances may include an acquisition completed within a
short timeframe of a fiscal year end.
27. Do you agree with the position that when the auditor issues a non-standard opinion,
such as an adverse opinion, that the auditor’s opinion should speak directly to the
effectiveness of the internal control over financial reporting rather than to whether
management’s assessment is fairly stated?
We believe that the standard should require the reports to be consistently directed
either at management’s assessment of internal control over financial reporting or
the internal control over financial reporting itself.
Questions regarding auditor independence:
28. Should the Board provide specific guidance on independence and internal controlrelated non-audit services in the context of this proposed standard?
We believe that all parties would benefit from additional guidance in this area.
29. Are there any specific internal control-related non-audit services the auditor should
be prohibited from providing to an audit client?
We believe that the external auditor should be prohibited from performing any
significant work that assists management in arriving at its assessment of the
internal control over financial reporting.
Questions regarding auditor’s responsibilities with regard to management’s
certifications:
30. Are the auditor’s differing levels of responsibility as they relate to management’s
quarterly certifications versus the annual (fourth quarter) certification, appropriate?
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We believe that the differing levels of responsibility are appropriate in this case.
The auditor’s quarterly requirements should be limited to inquiry only and
focused very heavily on negative assurance.
31. Is the scope of the auditor’s responsibility for quarterly disclosures about the internal
control over financial reporting appropriate?
We agree with the scope of the auditor’s responsibility for quarterly disclosures
about the internal control over financial reporting.
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November 21, 2003

VIA E-MAIL – comments@pcaobus.org
Office of the Secretary
Public Company Accounting Oversight Board
1666 K Street, N.W.
Washington, D.C. 20006-2803

Re:

PCAOB Rulemaking Docket Matter No. 008—Audit of Internal Control Over
Financial Reporting

Ladies and Gentlemen:
The Financial Management Division of the Securities Industry Association1 appreciates the
opportunity to comment on the Public Company Accounting Oversight Board’s (the “Board’s”)
1

The Securities Industry Association, established in 1972 through the merger of the
Association of Stock Exchange Firms and the Investment Banker’s Association, brings
together the shared interests of more than 600 securities firms to accomplish common
goals. SIA member-firms (including investment banks, broker-dealers, and mutual fund
companies) are active in all U.S. and foreign markets and in all phases of corporate and
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Proposed Auditing Standard, “An Audit of Internal Control Over Financial Reporting Performed in
Conjunction With an Audit of Financial Statements” (the “Proposed Standard”).2
We support the Proposed Standard, and share the Board’s view that effective internal control over
financial reporting is necessary to ensure that investors and others may rely on a company’s
financial reporting. We do have comments on specific areas covered by the Proposed Standard.
We are concerned that in most of these areas, the Proposed Standard, without revision, will require
significant work and resources to be expended by auditors and companies without producing a
commensurate benefit for investors and others relying upon the integrity of a company’s financial
statements.
Our comments and requests for clarification relate to the following aspects of the Proposed
Standard:
•

The Board should clarify that regulatory compliance unrelated to financial reporting is outside
the scope of the proposal (Board Question 21);

•

The Board should clarify the requirements with respect to evaluations of service
organizations;

•

Outside auditors should be permitted to use the work of others to a greater degree when
appropriate (Board Question 12);

•

Discretion should be permitted as to the extent of control testing (Board Questions 10 and 11);

•

The definitions of significant deficiency and material weakness should be consistent with the
definitions of reportable condition and material weakness set forth in current generally
accepted auditing standards (Board Questions 17 and 18);

•

The Board should consider whether outside auditors are in the best position to evaluate the
effectiveness of audit committees given the inherent conflict of interest in such an evaluation
(Board Questions 22 and 23); and

public finance. According to the Bureau of Labor Statistics, the U.S. securities industry
employs nearly 800,000 individuals. Industry personnel manage the accounts of nearly 93
million investors directly and indirectly through corporate, thrift, and pension plans. In
2002, the industry generated $222 billion in domestic revenue and $356 billion in global
revenues. (More information about SIA is available on its home page: www.sia.com.)
2

This letter does not necessarily represent the views of each member of the Securities
Industry Association or its Financial Management Division.
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•

We support the Board’s proposed integration of the audit of financial statements with the
audit of internal control over financial reporting and the Board’s proposal that directs auditors
to use their professional judgment to determine whether inadequate documentation constitutes
a significant deficiency (Board Questions 2 and 8).

1.

The Board Should Clarify that Regulatory Compliance Unrelated to Financial Reporting is
Outside the Scope of the Proposal.

Paragraph 126 of the Proposed Standard would provide that for complex entities in highly
regulated industries, an ineffective regulatory compliance function should be regarded as at least a
significant deficiency and is a strong indicator of a material weakness in internal control over
financial reporting. In paragraph 14 of the Proposed Standard, the Board indicates that compliance
with laws and regulations directly related to the presentation of and required disclosures in
financial statements are encompassed in internal control over financial reporting.
As the Board is aware, the securities industry is highly regulated. Although certain areas in which
the industry is regulated, such as trade authorizations, regulatory capital requirements, margin
requirements and codes of conduct, may relate to financial reporting, many other areas, such as
sales practices, continuing education requirements, trading surveillance and certain recordkeeping
requirements, do not directly relate to the financial statements. Requiring independent auditors to
assess compliance in all of these areas would not only result in a great deal of effort on the part of
auditors due to the wide range of regulations covered, but would also yield little benefit to
investors given the lack of relationship between many of these regulations and the financial
statements. In that regard, we suggest that the Board clarify that only regulatory compliance
directly related to the presentation of and required disclosures in financial statements would be
covered by this aspect of the auditing standard. We believe that this approach is consistent with
the provisions of the Sarbanes-Oxley Act of 2002 and related rules relating to management’s
assessment of the effectiveness of internal control over financial reporting. We note that in the
adopting release relating to the Securities and Exchange Commission’s rules in this area, the SEC
states that the definition of internal control over financial reporting does not encompass the
elements of the definition set forth in the “Internal Control—Integrated Framework” Report of the
Committee of Sponsoring Organizations of the Treadway Commission that relate to regulatory
compliance, except where applicable laws and regulations directly relate to the preparation of
financial statements.3

3

The SEC also notes that its definition of internal control over financial reporting is
consistent with the definition of internal accounting controls set forth in Section
13(b)(2)(B) of the Securities Exchange Act of 1934.
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2.

The Board Should Clarify the Requirements with Respect to Evaluations of Service
Organizations.

Paragraph 41 of the Proposed Standard would direct an auditor to determine whether management
has evaluated the operating effectiveness of controls based on procedures sufficient to assess their
operating effectiveness. Examples of such procedures include using a service auditor’s report.
Paragraph B29 of the Proposed Standard would provide that whenever the company uses a service
organization to provide services that are part of the company’s information system, the auditor
should inquire whether management has received a service auditor’s report. According to
paragraph B33 of the Proposed Standard, if a service auditor’s report on controls placed in
operation is unavailable, the auditor might obtain information about the service organization’s
controls needed to plan the audit from a variety of sources such as user manuals, system
overviews, technical manuals and inquiries or observations of personnel at the company or at the
service organization, among others. As discussed below, we respectfully request that the Board
clarify these requirements.
In particular, we believe the Board should clarify the extent to which service auditors’ reports are
required and how often the reports must be obtained. Statement on Auditing Standards No. 70,
Service Organizations (“SAS 70”), provides some guidance as to the level of review and the types
of service organizations that should be reviewed during an audit of financial statements. In
addition, SAS 70 states that the significance of the controls of the service organization to those of
the user organization depends on the nature of the services provided by the service organization,
the nature and materiality of the transactions it processes for the user organization and the degree
of interaction between the service organization’s activities and those of the user organization. We
encourage the Board to provide guidance similar to that set forth in SAS 70, as we believe that
concepts of materiality of controls of service organizations and “facts and circumstances”
determinations are appropriate in order to foster efficient and effective audits of internal control
over financial reporting. In particular, we believe that auditors should be permitted to limit their
review to those service organizations providing services most likely to have a material impact on
the financial statements and similarly should be able to apply a materiality standard in determining
the level of testing for a particular service organization.
We also recommend that the Board clarify the procedures to be performed by an auditor once a
service auditor’s report is obtained. In particular, we suggest that the Board clarify that once the
auditor has evaluated the service auditor’s reputation, competence and independence and once the
auditor has reviewed the report and made the appropriate inquiries of management, if the report
provides the information that the auditor needs about the operation of a particular control and if the
auditor has tested the user organization’s input and output controls relating to the particular
organization, no further testing of the control may be necessary.
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Finally, we recommend that the Board clarify the procedures to be performed when a service
auditor’s report is unavailable. For example, in the case of service organizations in non-U.S.
jurisdictions, where the SAS 70 standard would not apply and SAS 70 reports are therefore not
available, we believe the Board should permit the use of comparable reports under non-U.S.
generally accepted auditing standards. In other situations in which reports are unavailable
altogether, but only in appropriate circumstances as determined by the auditor, we believe that it
should be sufficient that the auditor review the user organization controls over information that is
“input” to and “output” from service organizations. In addition, in instances in which management
has conducted due diligence to determine whether to use a particular vendor, management has
performed ongoing monitoring of that vendor to ensure a high quality of service and an outside
auditor has difficulty obtaining technical manuals or directly observing personnel at the service
organization, the outside auditor should be permitted to use the information obtained by
management in the course of its due diligence and monitoring.
3.

Outside Auditors Should Be Permitted to Use the Work of Others to a Greater Degree When
Appropriate.

Paragraph 103 of the Proposed Standard would direct auditors to evaluate a number of factors in
determining whether to use the results of procedures performed by others. These factors include
the materiality or the risk of misstatement of the accounts and disclosures that the controls address
and the degree of judgment required to evaluate the operating effectiveness of the controls. We
agree with the Board’s approach of permitting outside auditors to use the work of others while also
cautioning against inappropriate over-reliance on that work. However, as discussed below, we
question the appropriateness of the Board’s proposal for a blanket prohibition on the use of the
work of others in certain areas, including controls that have a pervasive effect on the financial
statements, such as certain information technology general controls on which the operating
effectiveness of other controls depend.
We understand the Board’s concern that there are certain areas in which use of the work of others
may be inappropriate. However, taking into account (1) the guidelines already set forth in
paragraphs 103 through 110 and Appendix B of the Proposed Standard regarding use of the work
of others (including directing outside auditors to evaluate the independence of the internal audit
function from management and requiring auditors to perform enough of the testing themselves so
that the auditors’ own work provides the principal evidence for the audit opinion), (2) the increased
focus (through listing standards, among others) on having an internal audit function that reports to
the audit committee and (3) the fact that in instances in which an issuer has an internal audit
function, the requirements of the Sarbanes-Oxley Act and related rules could result in three levels
of review of controls (outside auditors, management and internal auditors), we believe that
absolute prohibitions on using the work of others, especially internal auditors, are not necessary to
protect investors and are inefficient.
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As discussed above, we believe that in keeping with the spirit of the Sarbanes-Oxley Act, the
auditing standards under that Act should focus on adding value, in an efficient manner, to investors
and other users of financial statements. Investors are harmed not only by ineffective internal
controls and misleading financial statements, but also by inefficient use of resources and
unnecessary increases in fees paid to service providers resulting from redundant efforts. Therefore,
we urge the Board to impose only those requirements that are necessary to protect investors and
the integrity of financial reporting.
We encourage the Board to follow the approach set forth in Statement on Auditing Standards No.
65, The Auditor’s Consideration of the Internal Audit Function in an Audit of Financial Statements
(“SAS 65”). SAS 65 provides that if the auditor decides that it would be efficient to consider how
the internal auditors’ work might affect the nature, timing and extent of audit procedures, the
auditor should assess the competence and objectivity of the internal audit function in light of the
intended effect of the internal auditors’ work on the audit. SAS 65 notes that in making judgments
about the extent of the effect of the internal auditors’ work on the auditor’s procedures, the auditor
must consider the materiality of the financial statement amounts, the risk of material misstatement
of the assertions related to these financial statement amounts and the degree of subjectivity
involved in the evaluation of the audit evidence gathered in support of the assertions. SAS 65 also
notes that the degree of reliance on the work of others should be on a sliding scale — as the
materiality of the financial statement amounts increases and either the risk of material
misstatement or the degree of subjectivity increases, the need for the auditor to perform his or her
own tests of the assertions increases; the converse of this statement would also be true. Rather
than setting forth blanket prohibitions on the use of the work of internal auditors, SAS 65 allows
the auditors to use their professional judgment in determining when and how much reliance should
be given to the use of the internal audit function.
We encourage the Board to adopt a similar standard and to permit outside auditors, in appropriate
circumstances and as outlined in paragraph 103 of the Proposed Standard, to use the work of others
in forming their opinion on the effectiveness of all controls, including information technology
general controls.
4.

Discretion Should Be Permitted as to the Extent of Control Testing.

Paragraph 27 of the Proposed Standard would require auditors to obtain sufficient competent
evidence about the design and operating effectiveness of controls related to all relevant financial
statement assertions for all significant accounts and disclosures in the financial statements. The
Board’s proposing release setting forth the Proposed Standard (the “Proposing Release”) notes that
although auditors should vary testing from year to year, each year’s audit must stand on its own
and therefore, auditors must obtain evidence of the effectiveness of controls for all relevant
assertions for all significant accounts and disclosures every year.
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Rather than mandating that evidence be gathered each year for all assertions for all significant
accounts and disclosures, auditors should be directed to use their professional judgment to
determine not only what accounts and disclosures are “significant” (paragraphs 60-65 of the
Proposed Standard) but also to determine when it is appropriate to gather new evidence and when
it is appropriate to leverage prior years’ evidence. We recommend that the Proposed Standard set
forth guidelines in this area. For example, the Proposed Standard could direct auditors to inquire
of management as to whether there has been a significant change from the prior year in a control
related to a particular financial statement assertion for a particular account. If after performing
testing procedures, the extent of which would be determined by the auditor’s professional
judgment, to validate management’s determination, the auditor is satisfied that there has been no
such change, and if the auditor otherwise deems it appropriate, the auditor could reasonably rely on
prior years’ evidence for that particular assertion. We believe that in appropriate circumstances,
comprehensive testing of controls can be accomplished without re-testing each particular control
on an annual basis; auditors should be permitted to use their professional judgment to determine
when re-testing is and is not necessary.
Paragraph 79 of the Proposed Standard would require an auditor to perform a walkthrough for all
of the company’s significant processes. The Proposed Standard appears to require these
walkthroughs to be performed each year. We believe that it is neither efficient nor beneficial to
investors to require walkthroughs of all significant processes each year. Rather, we believe that
the Proposed Standard should permit auditors to use their professional judgment to determine, on
an annual basis, the significant processes for which walkthroughs should be performed. We
anticipate that by using their professional judgment, auditors will still perform walkthroughs for a
substantial portion of a company’s significant processes, but that in certain instances, auditors may
be able to rotate those significant processes for which walkthroughs are performed. This approach
is consistent with the goal of having auditing standards that protect investors while at the same
time being efficient and cost-effective. We do not believe that the benefit, if any, to investors of
having auditors test all financial statement assertions warrants the added costs to companies and
investors. Instead, we believe that investors will be benefited most by testing of controls that the
auditor determines is sufficient to permit the auditor to reach an opinion on the effectiveness of a
company’s internal control over financial reporting.
5.

The Definitions of Significant Deficiency and Material Weakness Should Be Consistent with
the Definitions of Reportable Condition and Material Weakness Set Forth in Current
Generally Accepted Auditing Standards.

We believe that the changes made by the Proposed Standard to the definitions of “significant
deficiency” and “material weakness” are inadvisable, for the reasons discussed below. Instead, the
existing definitions in generally accepted auditing standards should be retained.
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The proposed definitions of material weakness and significant deficiency would depart from the
definitions set forth in generally accepted auditing standards – AU Section 325, Communication of
Internal Control Related Matters Noted in an Audit (“AU 325”), and AT Section 501, Reporting
on an Entity’s Internal Control Over Financial Reporting (“AT 501”) (incorporating the AU 325
definitions) – and appear generally to lower the threshold for identifying significant deficiencies
and material weaknesses.
A significant deficiency under the Proposed Standard would be triggered by any deficiency that
results in more than a remote likelihood of misstatements of inconsequential amounts,4 whereas
under AU 325 it is triggered by any significant deficiency that could adversely affect reported
financial data.5 Furthermore, the proposed definition would change the threshold for a material
weakness to more than a remote likelihood, rather than a relatively low level of risk.
We have a number of concerns regarding the proposed changes to these definitions. First, the
SEC’s rules issued in June 2003 relating to management’s assessment of internal controls, and
conforming changes to management’s certifications, appear to incorporate the definitions included
in AU 325 and AT 501.6 If this is the case, we believe that there will be many instances in which
4

Paragraph 9 of the Proposed Standard would define “material weakness” to be a significant
deficiency that, by itself, or in combination with other significant deficiencies, results in more
than a remote likelihood that a material misstatement of the annual or interim financial
statements will not be prevented or detected. “Significant deficiency” would be defined to be
an internal control deficiency that adversely affects the company’s ability to initiate, record,
process or report external financial data reliably in accordance with generally accepted
accounting principles. Under the Proposed Standard, a significant deficiency could be a
single deficiency, or a combination of deficiencies, that results in more than a remote
likelihood that a misstatement of the annual or interim financial statements that is more than
inconsequential in amount will not be prevented or detected.

5

AU 325 currently defines “material weakness” to be a reportable condition in which the
design or operation of one or more of the internal control components does not reduce to a
relatively low level the risk that misstatements caused by error or fraud in amounts that
would be material in relation to the financial statements being audited may occur and not be
detected within a timely period by employees in the normal course of performing their
assigned functions. A “reportable condition” (significant deficiency) under AU 325 is
triggered by significant deficiencies that could adversely affect the entity’s ability to initiate,
record, process and report financial data consistent with the assertions of management in the
financial statements.

6

Although the SEC’s June 2003 adopting release (No. 33-8238) provides that the definitions of
material weakness and significant deficiency would have the same meanings as under
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management’s assessment may not identify a material weakness under the SEC’s rules but where
the auditors would identify a material weakness under the auditing standards applicable to the
auditor’s assessment. In this instance, auditors would be required to issue a qualified opinion even
though management’s assessment complied with the SEC’s rules.
Second, even if the SEC were to clarify that its rules incorporate any new definitions of material
weakness and significant deficiency, we are more generally concerned with the change in the
threshold for identifying material weaknesses and significant deficiencies. We believe that the
lower threshold set forth in the Proposed Standard would result in nearly every company having
significant deficiencies even though their reporting processes may be functioning in such a manner
as would protect investors. We are particularly concerned about the lack of a difference between
an internal control deficiency and a significant deficiency and believe that given the low threshold
presented by the Proposed Standard, there will be few internal control deficiencies as to which
auditors feel confident do not rise to the level of a significant deficiency. Our concern is
compounded by the fact that under paragraph 126 of the Proposed Standard, significant
deficiencies that have been communicated to management and the audit committee and that remain
uncorrected after some reasonable period of time would be regarded as at least a significant
deficiency and would be a strong indicator of a material weakness. In addition, under the Proposed
Standard, if auditors identify multiple significant deficiencies, none of which are significantly
above the threshold, they may believe that they are required to report material weaknesses, even
though the probability of one or more of any of these significant deficiencies actually resulting in a
material misstatement is very low. We believe that the change in the threshold could have the
unintended effect of harming the quality of financial reporting by distracting outside auditors,
internal auditors, management and the audit committee into focusing on the deficiencies that have
only slightly more than a remote likelihood of failing to detect non-material (but more than
“inconsequential” of amount) misstatements of financial statements rather than focusing on more
serious deficiencies that, if not corrected, would have a harmful effect on the quality of financial
reporting.
Although we recommend that the Board retain the language used in AU 325 and AT 501, if the
Board decides to adopt different definitions than those set forth in AU 325 and AT 501, we
respectfully request that the Board adopt a “reasonably possible” standard rather than a “more than
remote likelihood” standard for both the material weakness and significant deficiency definitions,
as those terms are used in Financial Accounting Standards Board Statement No. 5, Accounting for
Contingencies, or at least clarify that the two phrases establish the same threshold for disclosure to
management and the audit committee. We also request that the “inconsequential amount”
generally accepted auditing standards, the release specifically references AU 325 and AT 501,
which may indicate that the SEC intended to incorporate the definitions as in effect at the time
of the release.
PALOALTO:22713.13
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threshold in the proposed definition of significant deficiency be replaced with a threshold requiring
a “significant” misstatement. We believe that an “inconsequential amount” threshold will in
practice eliminate the difference between any internal control deficiency and a significant
deficiency. By setting forth a significance test, the standard would clarify the difference between a
significant deficiency and an internal control deficiency, while at the same time retaining the
distinction between the concepts of material weakness and significant deficiency. Finally, we
suggest that the Board clarify that the companies in the examples set forth in Appendix D of the
Proposed Standard have no mitigating controls to correct the effect of the identified internal
control deficiency, and that that is why the situations lead to conclusions of significant deficiency
and material weakness. We believe that in appropriate circumstances, other effective internal
controls over financial reporting should be able to compensate for an internal control that is
identified to be deficient.
6.

The Board Should Consider Whether Outside Auditors Are in the Best Position to Evaluate
the Effectiveness of Audit Committees Given the Inherent Conflict of Interest in Such an
Evaluation.

Under paragraph 57 of the Proposed Standard, an auditor would be required to evaluate factors
relating to the effectiveness of the audit committee’s oversight of the company’s external financial
reporting and internal control over financial reporting. The factors that an auditor would be
directed to evaluate would include the independence of the audit committee members from
management, the level of involvement and interaction with the independent auditor (including the
audit committee’s role in the appointment, retention and compensation of the auditor), the audit
committee’s compliance with applicable listing standards and whether the audit committee
includes one or more “audit committee financial experts” as defined by SEC rules under the
Sarbanes-Oxley Act. The auditor would also be directed to evaluate how audit committee
members are nominated and selected and whether they are selected based upon “desired skill sets”.
As provided in the Sarbanes-Oxley Act and as noted in the Proposing Release, that Act makes the
audit committee directly responsible for the appointment, compensation and oversight of the work
of the auditor. By directing outside auditors to evaluate the committee that has the power to hire
and fire the audit firm and the responsibility to oversee and direct their work, the Proposed
Standard would create an inherent irreconcilable conflict for the outside auditors which is likely to
affect their ability to conduct effectively such a review.
Although we understand the Board’s concern about the relationship of the audit committee to the
internal control structure, given the inherent conflict discussed above and considering the
numerous regulatory requirements imposed on audit committees (e.g., rules promulgated by the
SEC, disclosure requirements, applicable listing standards and state law concepts of fiduciary
duty), as well as pressure from investors, we believe that mandating auditor review of the audit
committee in this manner is neither necessary nor appropriate.
PALOALTO:22713.13
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In addition to creating an inherent conflict, many of the determinations that the auditors would be
required to make under the Proposed Standard (e.g., whether an audit committee member qualifies
as an “audit committee financial expert” and whether the audit committee and its members are in
compliance with applicable listing standards) are determinations more appropriately made by the
company, usually with the advice of counsel.
We believe that as a matter of general corporate governance, it is the board of directors that is
responsible for establishing and maintaining an audit committee that is effective and complies with
the relevant rules, including Section 301 of the Sarbanes-Oxley Act. We believe that a separate
requirement for evaluation of the audit committee should not be established or implied in the
context of Section 404 of the Sarbanes-Oxley Act or the rules and auditing standards related to that
part of the Act.
If the Board does retain this concept of auditor evaluation of the audit committee in the final
standard, we respectfully request that the Board clarify the qualifications necessary for an auditor
to perform this evaluation, including the extent to which the auditor should be familiar with the
Sarbanes-Oxley Act and applicable SEC rules and stock exchange listing standards related to audit
committees, as well as the manner in which the auditor should gather information required for this
evaluation. We also urge that the Board clarify the procedures to be followed in the event that the
auditors disagree with a board of directors as to whether a particular audit committee member, or
the entire committee, is in compliance with the applicable requirements.
Finally, we recommend that the Board clarify that the required evaluation would apply only to the
auditor’s evaluation of the audit committee and would not result in management having to conduct
a similar evaluation. We believe that, absent clarification, confusion may arise based on the
current wording of the Proposed Standard due to the fact that ineffective oversight of external
financial reporting and internal control over financial reporting by the audit committee would be
considered at least a significant deficiency and would be a strong indicator that a material
weakness in internal control over financial reporting exists. If, in light of this provision, auditors
take the position that any factor that could lead to a significant deficiency should be evaluated by
management in order for management’s assessment to be adequate, the Proposed Standard could
result in auditors expecting management to evaluate the effectiveness of the audit committee in
order to receive a “clean” opinion from the auditors. We believe the Proposed Standard should
state that such a management evaluation is not required.

PALOALTO:22713.13
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7.

We Support the Board’s Proposed Integration of the Audit of Financial Statements with the
Audit of Internal Control Over Financial Reporting and the Board’s Proposal that Directs
Auditors to Use Their Professional Judgment to Determine Whether Inadequate
Documentation Constitutes a Significant Deficiency.

As discussed in the Proposing Release, the Proposed Standard integrates the audit of internal
control over financial reporting with the audit of the financial statements. In particular, paragraph
27 of the Proposed Standard states that in order to perform an audit of internal control over
financial reporting, the auditor must also audit the financial statements. We agree with the Board
that information gathered in the audit of financial statements may be significant to an assessment
of internal control. In addition, having the same outside auditors perform both audits will create
efficiencies as the auditors will already be knowledgeable about the company’s internal control
structure through their work on the audit of the financial statements. We support the Board’s
integrated approach and efforts to create auditing standards that seek to provide guidance to
auditors in determining how to use information gathered in an audit of financial statements in an
audit of internal control over financial reporting.
We also support the Board’s proposal that inadequate documentation of internal control over
financial reporting by management should be evaluated to determine whether it rises to the level of
a significant deficiency. We believe that auditors are in a position to determine whether
inadequate documentation of the design of internal control over financial reporting is so severe as
to constitute a significant deficiency. In many instances, inadequate documentation of the design
of internal control, by itself, will not rise to the level of a significant deficiency. Rather than
setting forth a firm standard, we believe that this determination is better made by auditors who can
consider the significance of this deficiency in light of other aspects of a company’s internal control
over financial reporting.
We would be glad to discuss this letter with representatives of the Board’s staff. If you have any
questions or require additional information, please call me at 212-272-2000.
Yours truly,

/s/ Marshall J Levinson

Marshall J Levinson
President
Financial Management Division
Securities Industry Association
PALOALTO:22713.13
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November 21, 2003

Office of the Secretary
Public Company Accounting Oversight Board
1666 K Street, NW
Washington, DC 20006-2803
Re: PCAOB Rulemaking Docket Matter No. 008
Dear Board Members:
We appreciate the opportunity to comment on the Proposed Auditing Standard: An Audit
of Internal Control Over Financial Reporting Performed in Conjunction With an Audit of
Financial Statements, issued on October 7, 2003 (“Proposal”). First Commonwealth
Financial Corporation is a $5 billion NYSE listed financial institution headquartered in
Indiana, Pennsylvania. First Commonwealth is particularly interested in this proposal
since, not only are we an issuer of financial statements, but as a financial institution we
are members of one of the largest users of financial statements, being creditors.
The Proposal indicates, “an attestation, in a general sense, is an expert’s communication
of a conclusion about the reliability of someone else’s assertion.” This acknowledges
that someone else has the primary responsibility for the assertion, in this case, for the
adequacy of the internal controls over financial reporting. We believe that the Proposal
places an undue burden on the certifying auditor. The auditor has little ability to rely on
the competency and thoroughness of the organization’s management and internal audit
process. Specifically, the burden for independent auditors to directly test the items listed
in paragraph 104, such as the controls that are part of the control environment,
controls over the period-end financial reporting process, information technology
controls and walkthroughs, appears to infer that there is no reliability to any work
performed by management or its internal auditors. We believe that in order to achieve a
reasonable assurance on the existence and effectiveness of the controls, walkthroughs and
testing performed by others utilizing the International Standards for the Professional
Practice of Internal Auditing issued by the Institute of Internal Auditors, or similar
standards, could be relied upon. This is especially true for the companies where its
internal audit department reports directly to the Audit Committee that is comprised
entirely of independent directors, as defined by the respective listing standards.
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The Proposal also requires a high level of documentation of the controls in itself to be a
control of such importance that, if not adequate, could be a significant deficiency or
material weakness. We feel, that while the lack of documentation could indicate that
controls are not present, in reality controls could exist. Therefore, if alternative audit
procedures are performed, the existence of the controls could be substantiated and the
lack of documentation should not be classified as a significant deficiency.
In conclusion, we feel that the Proposal attempts increase the level of assurance to
“absolute”. Indications are that our external auditor costs to comply with this Proposal
will increase significantly. Internal costs will also increase. We feel that the additional
cost to provide a greater level of assurance is higher than the expected benefits.
Again, we appreciate the opportunity to comment on this proposal. Thank you for
considering our views. For further discussion of this matter, you may contact John Dolan
at (724) 464-1106 or Leonard Lombardi at (724) 463- 4703, or at the address above.

Sincerely,

/s/ John J. Dolan
John J. Dolan
Executive Vice President and Chief Financial Officer

/s/ Leonard V. Lombardi
Leonard V. Lombardi
Sr. Vice President, Internal Audit
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Office of the Secretary,
PCAOB
1666 K Street, N.W.
Washington, D.C. 20006-2803
comments@pcaobus.org
Re:

PCAOB RULEMARKING DOCKET MATTER NO. 008
Proposed Auditing Standard--An Audit of Internal Control Over Financial Reporting
Performed in Conjunction with an Audit of Financial Statements

The Accounting Principles and Auditing Standards Committee of the Florida Institute of Certified
Public Accountants (the Committee) has reviewed and discussed the above referenced proposed
auditing standard. As requested in the proposal, the Committee is responding to the thirty-one
questions contained therein.
Question 1:

The Committee had no issue with this language.

Question 2:

The Committee felt that the auditor should be prohibited from performing an audit of
internal control without also performing an audit of the financial statements. The
Committee felt that the auditor should do both; that the functions are integrated.

Question 3:

Requiring the auditor to perform comparable work would not be appropriate. This
would be confusing to the reader of the statements. A complete audit should be
performed.

Question 4:

The Committee believes that the needs of small and medium-sized issuers have been
adequately considered. The Committee noted that given the wide diversity of small and
medium-sized issuers more specific direction would be difficult to disseminate and the
Board is correct to rely on the auditor’s professional judgment.

Question 5:

The existing professional literature clearly specifies that audits are to be performed by
persons having adequate training and proficiency and those assistants are to be properly
supervised. Therefore, the Board does not need to specify the level of competency and
training of audit personnel.
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Question 6:

Yes, the scope seems appropriate. The auditor cannot evaluate management’s
assessment without obtaining supporting evidence.

Question 7:

The Committee was divided on this issue. Approximately six of the members felt
that the Board should be providing guidance and a framework to the auditor so that
the auditor would be able to exercise professional judgment in assessing whether
management’s documentation provided reasonable support for it’s assessment.
The remaining six members thought that criteria was appropriate but did not agree
with listing specific items that met the requirement of adequate documentation
paragraph 43 of the proposed standard. Instead the standard may address the issue
of determining whether management’s documentation provides reasonable support
for its assessment by stating something like:
“When determining whether
management’s documentation provides reasonable support for its assessment, the
auditor should evaluate whether such documentation exists to support the auditor’s
opinion on internal controls over financial reporting”.
The entire Committee felt that the “checklist” approach was not appropriate
because it encourages preparers to focus only on the listed items. The bullet points
following paragraph 43 might be better presented in an appendix as an example of
points that management should include in its documentation of its assessment of
internal controls

Question 8:

The Committee agreed that the auditor should be the one to evaluate the severity of
inadequate documentation and further, that the inadequacy should not automatically
rise to some arbitrary level; the auditor should use professional judgment to
determine whether the deficiency gives rise to a significant deficiency or a material
weakness in internal control.

Question 9:

The Committee agrees that walkthroughs should be performed. However, the
Committee is concerned about the language in paragraph 79, which states that “the
auditor should trace ALL types of transactions...both recurring and UNUSUAL”.
The Board should provide guidance on what they mean by “ALL” and
“UNUSUAL”. The Committee believes it is not reasonable to require auditors to
trace ALL types of transactions, rather to focus on significant areas. The Committee
noted that one might be dealing with an insignificant unusual transaction within a
significant process that actually did not need a walkthrough.

Question 10:

The Committee agreed that the auditor should do the walkthrough so that a
thorough understanding of the internal control process is obtained.

Question 11:

The Committee believes that it is appropriate for the auditor to use some of the audit
evidence obtained in previous years to support his or her current opinion on
management’s assessment.

Question 12:

The Committee believes that the auditor should be permitted (not required) to use
the work of others. The auditor should rely on professional judgment.
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Question 13:

The Committee feels that the definition of the three categories of controls and the
extent to which the auditor may rely on the work of others is appropriate and is
consistent with existing professional literature.

Question 14:

The proposed standard acknowledges the professional status and work of the
internal auditor. The auditor’s reliance on their work is a matter of professional
judgment depending on whom the internal audit function reports to and what level
of standards they enforce.

Question 15:

The Committee believes that the flexibility allowed in the proposed standard is
appropriate which is that the auditor should use professional judgment to determine
the extent of any re-performance.

Question 16:

The Committee agrees that the auditor should obtain the principal evidence through
his or her own work.

Question 17:

The Committee felt that the Board should provide definitions of “inconsequential in
amount” and “material misstatement” used in the summary paragraph at the end of
page 15 and the top of page 16. There seems to be a great deal of latitude between
those concepts.

Question 18:

The Committee agrees that the scenarios in Appendix D are helpful. They would
like to see more examples of internal control deficiencies.

Question 19:

The Committee believes that the auditor should evaluate the severity of all identified
internal control deficiencies.

Question 20:

The Committee was somewhat divided on this issue. Many felt that some internal
control deficiencies are so minor that they can be handled in verbal communication;
however, the entire Committee agreed that documentation of the communication, at
least in the workpapers, should be required.

Question 21,
22, & 23: The Committee felt very strongly that the auditor could not evaluate the audit
committee’s effectiveness. Effectiveness cannot be measured. Thus, the Committee
feels that the proposed standard would be more appropriate if it required the auditor
to “consider” whether the audit committee is appropriately addressing and
monitoring relevant issues in a timely fashion and on a consistent basis.
The Committee agreed that the indicators of material weakness were appropriately
classified but would eliminate the term “ineffective” from the third bullet point in
paragraph 126.
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Question 24:

No, the standard should not require the auditor to withdraw from the engagement.
First, ineffective audit committee oversight does not necessarily result in financial
statements that are unfairly presented or not in accordance with GAAP. Second,
withdrawal will not solve the company problem; working with the audit committee to
improve their performance would better serve the interests of shareholders.

Question 25:

The Committee agreed with the proposed standard that the existence of a material
weakness that requires the auditors to express an adverse conclusion is consistent with
the reporting model for management.

Question 26:

The Committee believes that there are circumstances where a qualified “except for”
conclusion would be appropriate. For example, suppose that management asserts that
their internal controls are operating correctly and the auditor finds some small deviation
which could be minor and it is effectively mitigated by other controls. The auditor
should be able to mention the exception without having to give an adverse opinion.

Question 27:

The Committee strongly agrees with the proposed standard’s position.

Question 28:

The Committee believes that specific guidance should be provided. It would be helpful
to include examples of such actions in the standard.

Question 29:

All internal control-related non-audit services should be prohibited; otherwise, the
auditor is monitoring his own work.

Question 30 & 31:

The Committee agrees with the proposed standard.

ADDITIONAL ITEMS FOR CONSIDERATION:
The Committee also wanted clarification regarding the reference to “COSO” in the introductory
paragraph in the example Auditor’s Report in Appendix A. What other criteria would be
appropriate? What criteria would be appropriate for small and medium-sized firms?
The Committee appreciates the opportunity to share our views and concerns. Members
of the Committee are available to discuss any questions you may have regarding this
communication.
Very truly yours,
Lizette Pena, CPA, Chair

Committee members coordinating this response:
Kathryn M. Means, CPA, Vice-Chair
Joel S. Baum, CPA
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James C. Gouin
Vice President and
Controller

One American Road
Dearborn, Michigan 48126

November 21, 2003

Office of the Secretary
Public Company Accounting Oversight Board
1666 K Street, N.W.
Washington, D.C. 20006-2803
Re: PCAOB Rulemaking Docket Matter No. 008
Ladies and Gentlemen:
Ford Motor Company ("Ford") is pleased to respond to PCAOB Release No. 2003-017 (the "proposing
release") concerning proposed auditing standards for audits of issuers' internal control over financial reporting.
We have comments in regard to three specific aspects of the proposing release: the definition of significant
deficiency, reliance on the work of internal auditors and other control related activities, and the auditor's
assessment of the issuer's audit committee.
Definition of Significant Deficiency
In regard to the proposed changes in the criteria that would be used in determining if an internal
control deficiency is a "significant deficiency", addressed in paragraph 8, we believe that the present guidance
set forth in Statement of Accounting Standards No. 78 for determining a significant deficiency is appropriate
and should be retained for the proposed auditing standards. We note that the Securities and Exchange
Commission (the "Commission"), in promulgating its rules under Section 404 of the Sarbanes-Oxley Act of
2002, did not change the SAS No. 78 standards.
The proposed criteria of "more than an inconsequential amount" for determining a significant
deficiency could result in the auditor and company management focusing on issues of relatively small value
that are not important to the overall effectiveness of a company's internal controls over financial reporting.
This could result in inefficient use of the time and resources of the auditor, company management and its audit
committee. It also could result in misleading or incorrect views of a company's internal controls over financial
reporting by external parties. We do not believe that "more than inconsequential" is an appropriate threshold
for determination of a significant deficiency.
As stated above, we believe the present guidance in SAS No. 78 for determining a significant
deficiency is appropriate and should be retained.
Reliance on Work of Internal Auditors and Other Control Related Activities
We believe the proposing release unduly limits the reliance that external auditors can place on the
work of a company's internal audit and other control related activities. We believe there is more "duplicative"
audit work by the external auditors than is necessary as a result of "walkthrough", control environment, and IT
testing requirements, as well as the requirement that on an overall basis the external auditor's own work must
provide the principal evidence of effectiveness. The external auditors should be able to balance external
objectivity with internal expertise in an effort to maximize the quality and minimize the cost of the audit
requirements. This could be accomplished by allowing a more risk-based audit approach in conjunction with
the flexibility to rely more on the internal audit/control work performed by a company.
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Qualifications of Audit Committee Members in the Context of a Public Subsidiary
We note that paragraphs 56 through 59 address the auditor's assessment of the effectiveness of an
issuer's audit committee in overseeing the issuer's external financial reporting process and internal control
over financial reporting. In particular, we note that the independence of the audit committee members is one of
the seven factors listed that an auditor should evaluate in assessing the audit committee's effectiveness.
Although it is not clear in the proposing release, we assume that, with respect to a public entity that is
a subsidiary of a parent that itself is a public company, the standards set forth in the proposing release for
assessing audit committee effectiveness are intended to relate to the parent company's audit committee and
not the subsidiary's audit committee.
Included in Ford's consolidated financial statements are the financial results and condition of Ford
Motor Credit Company (“Ford Credit”) and The Hertz Corporation (“Hertz”), both of which are indirect, whollyowned subsidiaries of Ford. Each of Ford Credit and Hertz is subject to the periodic reporting requirements of
the Securities Exchange Act of 1934, as amended, by virtue of having outstanding debt securities, the
issuance of which has been registered under the Securities Act of 1933, as amended. Neither Ford Credit nor
Hertz has an audit committee comprised solely of members that are independent of Ford or itself.
In adopting rules under Section 301 of the Sarbanes-Oxley Act of 2002 concerning listed company
audit committee standards, the Commission addressed the issue of audit committee independence in the
context of public subsidiaries of public parents by specifically exempting direct or indirect consolidated
subsidiaries that have listed securities from the requirements (including the independence requirements) of the
rules if their listed parent companies were subject to the rules. In the adopting release (SEC Release Nos. 338220 and 34-47654), the Commission stated:
Requiring these subsidiaries, which often have no purpose other than to issue or guarantee the securities, to be
subject to the audit committee requirements would add little additional benefit if the subsidiary is closely
controlled or consolidated by a parent issuer that is subject to the requirements. Instead, imposing the
requirements on these subsidiaries could create an onerous burden on the parent to recruit and maintain an audit
committee meeting the requirements for each specific subsidiary.
We assume the PCAOB did not intend in the proposing release to vitiate the exemption for listed or
public subsidiaries provided in the Section 301 rules. We, therefore, urge the PCAOB to make it clear in
paragraphs 56 through 59 that in the context of a public subsidiary whose parent is also a public company, the
standards for assessing the effectiveness of an audit committee are to be applied to the parent company's
audit committee.
Should you have any questions or comments, please feel free to contact me by telephone at
313-323-6901.
Sincerely,
/s/ James C. Gouin
James C. Gouin
Vice President and
Controller
cc:

Mr. Alan L. Beller, Director
Division of Corporation Finance
U.S. Securities and Exchange Commission
450 5th Street, N.W.
Washington, D.C. 20549
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To:
Subject:

seetheforrestnotthetrees@rcn.com
Friday, November 21, 2003 4:54 PM
Comments
PCAOB Rulemaking Docket Matter No. 008

Distinguished Board Members,
When Chairman McDonough kicked-off the July 29th roundtable
discussion on the reporting of internal control that preceded
the proposed audit standard he said “In my view, good
internal controls are cost effective, and once put in place
more than justify the expense involved” – a statement with
which I strongly concur.
However, I do not agree with the proposed standard since it
requires the external auditor to perform significant audit
work without adequate consideration of the additional costs
and benefits involved. The roundtable discussion lacked
sufficient debate on this point.
In fact there was even a suggestion to the board that “the
cost benefit analysis really isn't the right way to look at
things”. Since I do not see an analysis of the relevant
costs and benefits of the proposed audit standard (versus the
cost and benefit of internal controls themselves which was
discussed), the Board appears to have taken this suggestion
to heart. In my opinion, the failure to acknowledge the
basic fact that resources always have constraints has
resulted in an unbalanced standard, despite the clear
intention of the Board to contrary.
I respectively suggest that the Board analyze and give
serious consideration to the expected costs and benefits of
implementing any final standard. Without this type of
analysis, there is a high risk that the standard could have
unintended consequences.
For example, rather than being seen as an effective tool of
management, internal control could be seen “as a necessary
burden, imposed by regulators or by the dictates of
overzealous bureaucrats” (COSO report page 14).
Another unintended consequence of setting the attestation bar
too high could be the addition of controls based on the
suggestion of conservative or inexperienced external
auditors. A recent article describes how a big 4 accounting
firm was looking to borrow twenty auditors from its sister
operation in South Africa to deal with the increased
workload. This is a natural response to a proposed standard
that self proclaims that the audit of internal control over
financial reporting “is an extensive process”. The second
Generally Accepted Auditing Standard related to field work
already requires the auditor to obtain a sufficient
understanding of internal controls. This standard clearly
takes into account the cost benefit aspect and is used by the
auditor to determine how much substantive work is to be
performed. Were recent audit failures caused by deficient
audit standards, or deficient audits?
1
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A final unintended consequence to consider is a widening of
the expectation gap. In your Release No. 2003-017 you state
that “regardless of how well any system of internal control
over financial reporting is designed and operating, it cannot
provide absolute assurance of achieving financial reporting
objectives because of inherent limitations. These inherent
limitations exist because internal control over financial
reporting is a process that involves human diligence and
compliance and, consequently, can be intentionally
circumvented.” Likewise, COSO points out that “internal
control sometimes is looked upon as a cure-all for all real
and potential business ills. This view is misguided.
Internal Control is not a panacea."
In response to specific questions, I offer the following
comments:
Question 1: Is it appropriate to refer to the auditor's
attestation of management’s assessment of the effectiveness
of internal control over financial reporting as the audit of
internal control over financial reporting?
No. As discussed above, I believe you would be giving people
a false sense of security and not properly acknowledging the
significant inherent limitations of internal controls.
Question 6: Is the scope of the audit appropriate in that it
requires the auditor to both evaluate management's assessment
and obtain, directly, evidence about whether internal control
over financial reporting is effective?
No. Not as the standard is written. I believe you have set
the bar too high and that the demonstrated incremental
benefits of the audit do not warrant the incremental costs.
The result of the bar being set too high is that the auditor
will need to redo significant work already required to be
performed by management under Section 404(a) without
demonstrating value of the redundancy.
When the concept of redundancies was discussed at the July
29th roundtable, an analogy was drawn between the extra audit
work required and the fact that there are two engines on a
plane.
To understand the failure of this analogy, one needs to
consider the reason why the law was passed so quickly. The
specific context included high profile cases like Enron,
WorldCom and Tyco. In this context the correct analogy to
use would be that four engines are now going to be required
on every plane because it was discovered that in recent cases
pilots (CEOs) were shutting off the engines (bypassing the
internal controls) while they each wore a parachute (lack of
personal responsibility). I believe the law passed the House
and Senate on a combined vote of 523-3 because the lawmakers
saw the need to hold corporate leaders personally responsible
for their companies’ financial statements and their internal
controls, and not to add punitive costs to a process without
corresponding benefit. As President Bush mentioned when he
signed the Act, the purpose was to “punish wrongdoers”. The
audit standards should not punish everyone with overarching
unjustified requirements.
2
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In retrospect, if the allegations against Mr. Scrushy of
HealthSouth are true, would the “internal control audit” as
proposed been an effective deterrent to his alleged behavior?
Or would a more effective deterrent to him been the fact that
he is facing a possible maximum sentence of 650 years in
prison and $315 million in forfeitures and fines?
While I am the program manager for a Fortune 500 company’s
404 effort, the views expressed above are my personal
opinions.
Respectfully submitted,
Steven A. Forrest
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November 20, 2003
Office of the Secretary
Public Company Accounting Oversight Board
1666 K Street NW
Washington, D.C. 20006-2803
Re: PCAOB Rulemaking Docket Matter No. 008
Ladies and Gentlemen:
We are pleased to submit this comment letter regarding the above-referenced Board
Rulemaking Docket matter. Overall, General Mills supports the intent of the proposed
auditing standard. However, we believe the Board should give further consideration to
the following areas (1) issue significance and (2) extent of testing and use of the work of
others.

Issue Significance:
“More than an inconsequential amount” is not clear:
When determining whether a control deficiency rises to the level of significant
deficiency, the draft standard’s use of “more than an inconsequential amount” introduces
new and unclear terminology. We acknowledge that “significant” is felt by many to be
imprecise, but “more than inconsequential” only introduces another imprecise term that
in practice is likely to have a different meaning than “significant”. We believe that the
dollar threshold to be considered “more than inconsequential” is much smaller than if
“significant” were applied.
The examples in appendix D provide support for our belief. While careful consideration
is given to whether the quantitative dollar amounts are material, both significant
deficiency examples (D-1, scenario A and D-2, scenario A) easily pass the test of being
“more than inconsequential”. Both examples state that the dollar magnitude cannot be
material and that compensating controls to prevent material misstatement are operating
effectively. However, both are considered significant deficiencies because there is more
than a remote likelihood that a misstatement that is more than inconsequential but less
than material could occur. No guidance is given as to what “more than inconsequential”
means, but the implication is a lower threshold than “significant”.
We believe than an excessively low threshold is established by using “more than
inconsequential”. The implication of a lower threshold is issues that are “more than
inconsequential” but less than “significant” will be labeled significant deficiencies,
forcing the attention of the audit committee on issues that may not merit their attention.
Additionally, since a combination of significant deficiencies and/or uncorrected
significant deficiencies can give rise to a material weakness, inappropriate designation of
minor deficiencies as significant deficiencies can have serious consequences.
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We propose that the Board remove “inconsequential” and simply use “significant”.
Appendix B uses “significant” several times when providing auditors direction on which
locations or business units are important to test. This usage is well laid out and should be
used as the model for determining what constitutes a significant deficiency, from a
magnitude perspective.
Inadequate documentation should not automatically be a significant deficiency:
Inadequate documentation should not automatically rise to the level of significant
deficiency. Judgment should not be taken out of the process. It is only after a thorough
analysis of all quantitative and qualitative factors that an issue should be labeled a
significant deficiency.

Extent of Testing and Use of Work by Others:
Mandatory walkthroughs add unnecessary cost:
A walkthrough is a useful device for training someone on how a business process
functions, but assumes a certain level of unfamiliarity with a process. Once an auditor is
familiar with a process and has been able to determine that the controls in that process are
operating effectively, they do not need to re-perform a walkthrough the next time they are
asked to evaluate the same controls.
A walkthrough performed by management should be sufficient, as long as the testing
work performed by the auditor does not call management’s walkthrough into question. If
the walkthrough is suspect, the auditor can use their professional skepticism as to whether
re-performance of the walkthrough is necessary.
The extent of auditor test re-performance makes cost of compliance unnecessarily high:
We appreciate the Board’s concern regarding the importance of an auditor coming to an
independent, fact-based opinion. However, the Board goes too far in requiring the
auditor to re-perform significant amounts of tests.
In a well-controlled company, which is fully complying with the letter and spirit of the
law, one could reasonably expect to find substantial amounts of management and internal
audit testing available for the external auditor to use. Such a testing program is costly. If
management is forced to pay the auditor to re-test areas that in the auditor’s professional
judgment do not warrant re-testing, shareholders are being asked to pay twice while
receiving no added benefit from the second review.
As long as the auditor has full and unrestricted access to audit every aspect of the internal
control environment and management is able to provide them with credible evidence of
effective internal controls wherever they happen to go, the auditor should be able to
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exercise professional judgment on how much re-performance to do to accomplish a
thoroughly supported attestation.
Requirement to obtain principal evidence of effectiveness for all significant accounts and
disclosures each year:
Requiring the auditor to obtain evidence for all relevant assertions for all significant
accounts and disclosures every year is unnecessarily costly. While a census always
provides more certainty than a sample, rarely does it justify the additional cost. In a
Fortune 500 company, one could easily expect to find well over 1,000 key internal
controls over financial reporting. Many of these controls will remain the same from yearto-year. It is not necessary for the auditor to obtain principal evidence every year to
provide reasonable assurance. This is another area where we believe that the auditor
should be entrusted to determine which areas are necessary to obtain evidence every year
and which only need to be reviewed on a rotational basis (with the rotation to be
determined by the auditor).
Direct auditor re-performance of IT controls problematic:
In the walkthrough example B-4, the auditor performs and documents controls through
direct interaction with the computer system. The example implies that the auditor is
personally entering transactions into the system. While we are entirely supportive of the
auditor’s testing objectives, we do not support issuing transaction processing
authorization to auditors. In fact, giving such authorization to individuals who don’t
require it would be in direct conflict with the logical access controls of a well-controlled
company’s general computer controls policy. We recommend that the Board clarify that
this type of testing be performed without requiring a company to give the auditors
authorization to process transactions directly.
We appreciate your consideration of our comments on the proposed standard and would
be happy to follow up with you regarding any questions you may have.
Sincerely,

Kenneth L. Thome
Senior Vice President, Financial Operations
General Mills, Inc.
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December 1, 2003

Office of the Secretary
PublicCompany Accounting Oversight Board
1666 K 8tree,, NW
Washington, D.C. 20006-2803
Re: PCAOB RulemakingDocket Matter No. 008
Dear Sirs:
The Public CompanyAccountingOversightBoard (P(".ACJB)
is to be commended for its
efforts in preparing its Standard for Audits of Intemal Control over FinancialReporting
Performedin Conjunctionwith an Audit of FinancialStatements. The new standard
provides a more rigorous auditing practiceas proscribedby Section 404(b) and Section
103 (a)(2)(A) of the Sarbanes-OxleyAct. These new practices are essential in restoring
Investorconfidencein both the quality of financial informationand the trust placed in the
auditing profession.
Glass, Lewis& Co., LLC is an independent proxyand financial researchfirm that
providesresearchto institutional investors. In that regard, we rely on audited financial
statementsand disclosuresthat public companiespruvidu [o investors and the capital
markets. Our staff has many years of experienceas financialanalysts,auditors and as
chieffinancialand accountingofficersand preparersoffinancial statements. From our
perspectiveit is vitally important to restorethe confidenceof the investorsin the financial
statementsand disclosuresthat they receive,and that the numberstherein be accurate.
Giventhe audit failuresat now infamouscompaniessuch as Enron,WorldCom, Rite Aid,
and Xerox in which investorslost billions of dollars, _ignific_=nt
reforms in auditing
standardsare necessary. The PCAOB must rememberthese sweepingreforms are
essentialin preventingfuture failures and, that '_Nateringdown" the proposalsresulting in
a continuationof audit standards asthey are currently practicedwill not satisfyinvestors'
needs.
Genera!Commen_
Our generalcommentson the proposedstandardare as follows:
1.

¢7.,1.,',S,_,LE_I$

& CO,

We believethe standardshouldsetforth the objectivesit Istryingto achieve
at the beginningof the standard. These objectivesshould assist auditors and
companies in implementingthe standard. We believethe basic objectives
shouldstate that (a) internal controlsover financial reportingare necessaryto
provideinvestorswith confidencethe numbers they receiveare correctin all
material respects,(b) that management'sresponsibilityis to ensurethat such
controlsare properly designedand working effectivelyto achievethis goal,
and that
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(c) the auditor'sobligation is to perform sufficienttesting of the internal
controlsto provide a basisfor expressingan opinion to investorsas to
whether the internalcontrols are effective,as reported on by management.
2.

We stronglyagree with the PCAOBthat the auditor must perform sufficient
tectin0 nf the.internal controls to meetthe objectiveset forth in (1) above, and
that merelytesting the processused by managementto asses the internal
controls is insufficientto provide an independentauditor a basisfor reporting
on internal controlsto investors.

3.

We boliovethe independentauditorshould performthe tests of control_,and
not delegate it to another party other than is permitted under existing auditing
standards,such as to an internal auditor reporting directly to the audit
committee, if the report of the auditorstatesthe auditor, and not the auditor
"and others"are renderingthe opinion on internalcontrolsto investors. We
applaudthe provisionsin the standardrequiringthe auditorto performa w_lk
through(paragraphs79-83), thatdescribethe natureof tests proposed
(paragraphs88-93) andthatthe auditorshould"designthe proceduresto
providea high levelof assurancethatthe controlbeingtestedis operating
effectively."(Paragraph102)

4.

The illustrativereport setforth in ExampleA-1 statesit is the independent
auditorwhoh_ auditedmanagement'sa_s_sm_nf Accordingly,we believe
it is misleadingto investorsif the auditoruses the workof managementand
otherswithoutclearlystatingthatinthe reportto investors.We believeas the
proposedstandardnotes,thatthe auditorshoulddirectlyperformalltestsof
internalcontrolsdesignedto preventfraud. We disagreewith the proposed
standardthat the auditor=houldbe permittedto relyon the workof other_in
testingcontrolsoversubjectiveandjudgmentaccountsincludingloss
accrualsand assetvaluationaccounts.Studies of restatementshave clearly
shownthisis an area of financial reportingthathas resultedin a highnumber
of errorsand restatements.Accordingly,we believeit is highlyquestionable
as to why a prudentauditorwouldrely on the workof the veryindividualswho
have time and timeagainbeen involvedwith and overriddencontrolson
thecesignificant_r,.counts.Furthermore,we believethe standardfailsto
emphasizesufficientlythe needfor the workof "others"such as internal
auditors,to be independentand reportdirectlyto the auditcommittee.We do
believeit wouldbe appropriatefor an auditorto relyon the workof an
independentauditorwho reportsdirectlyto the auditcommittee,providedthe
auditorcomplieswith oxietingauditing¢,t_ndard¢,
regardingusing the work of
internalauditors.

5.

We believe the audit committeeplaysa criticalrole in overseeing
management,financialreporting,and the internalcontrolsof a public
company. Accordingly,despitethe conflictsit mightpresent,we do believe
the independentauditormustassessthe effectivenessof the auditcommittee
orthe auditorwillnot haveperformedtestsof the entireinternalcontrol
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environmentandstructure. It wouldbe wrongand misleadingto investors
when an auditorhas notassessedthe effectivenessof oversightbythe audit
committee,for an auditorto reportto investorsthatall the internalcontrols
have been adequatelylulled.
6.

We whnl_.h_artedlysupportthe proposedrequirementthatall significant
deficienciesand materialweaknessesin internalcontrolsbe BOTH
documentedAND reportedto the auditcommitteein a timelyfashion. If an
auditoridentifiessuch controlweaknessesat an interimdate, we believethey
shouldbe reportedto the auditcommitteeat that interimdate and not ona
delayed ba_i_,

7.

The proposedstandardfails to provideadequateguidanceand emphasison
testingof internalcontrolsoverthosesignificantaccountbalances,which
haveprovento be a sourceof constanterrorsin financialstatementssuchas
revenue,toss a_.:_uals,andassetvaluations. Giventhat this has beena
weaknessin auditingstandardsfor sometime,and hasclearlyresultedin a
risktn hnthauditorsand investors,we urgethe PCAOBto provideadditional
guidanceon suchhigh-riskareas. We also believeit isimportantan auditor
notrelyonthe workof managementor othersfor suchhigh-riskaccounts.

8.

Managementoverrideof internalcontrolshas been a recurringtheme for
m_ny year_. Thi¢,pre_entsa ri=kto bothinve_tor_andaudrLors
alike. The
Committeeof SponsoringOrganizationsof theTreadwayCommission
(COSO) reporton FraudulentFinancialReporting1,was undertakento
examinewhat circumstances
surroundedcasesof allegedfraudulentfinancial
reportingby registrantsof the U.S. SecuritiesandExchangeCommission
(SEC). In its findings,83% offraudswere porpotratodby eitherthe CEO or
the CFO ofthe organizationbyoverridingexistinginternalcontrols.Mos_.___t
of
the instancesoccurredat small companiesin whichtotalassetsof the
companywere below$100 millionand whoseauditcommitteemet onlyonce
per yearor was nonexistent,Thesefrauds were notisolatedto a singlefiscal
periodand typicallyInvolvedInflatingrevenuesand asset_. Th_se are all
areasin whichmorestringenttestsof internalcontrolscouldhaveuncovered
orpossiblyeven preventedth_ fraud beforeinvestorslost,in manycases,
theirlifetimesavings. Accordingly,we believethe final standardshould
providegreater emphasisand guidanceto auditorsin howthey mightdetect
weaknessesin internalcontrols,whichwouldallowsuchan overrideto occur.
Sincethe auditcommitteeplaysan integralpartin preventingsuchoverrides,
we once again believe the propo,_od otandard i,_ absolutely correct to require

the independentauditorto assessthe oversightof the auditcommittee.

t Fraudulent Financial Reporting; 1987-97 An Analysis ofU.S. Pr,_blicCompanies, Page 3, Committee of
Sponsoring Ors_ni_,.Rtinn_nf the Treadway Commissioa, 1999-
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9.

'

We do not believe exceptions should be granted from the standard, or any
provisions thereof, for small businesses. When companies chose to access
the capital markets and take money from investors,they also take on an
obligation,regardlessofsize, to on_uretheir financialdi¢¢losure¢are
transparent,accurateand completeon a timelybasis. Unfortunately,as
mentionedabove,manysmallercompanieshavefailedin their obligationto
investorsin thisrespect.Previousstudiesof restatementshave identifiedthe
significantnumberof restatementsby smaller companies.For example,
companieswith under $100 millionin reverluc_did 48% of all restatements
for the five-yearperiodendingDecember2002.2 Accordingly,it wouldbe
improperto make anye×empfinnfor _mail businesses.However,we do
believethe proposedstandardshouldbe more articulatein notingthat the
internalcontrolstructurefor a smallbusinessmaybe significantlydifferent
than for a large international
conglomerate.It wouldbe usefulfor auditors,
we believe,if this is morefullydiscussedinthe standard,as well as how
those differenoeetran,_latointothe differenceein testingof internal control_in
differentenvironments.

10.

We do not believe it is appropriatefor an independentauditor to reporton
internalcontrolsto investors,if thatauditorhas not adequatelytested internal
controlsover each _ignifi_antaccountand typeoftransactionseach year. In
recentyears auditorshave"rotated"testsof controls,testingsome controls
suchas overthe r_venuecycte,whiletestingothercontrolssuchas those
overthe productioncycleinother years. We believe_twouldbe misleading
to investorsfor an auditorto performtestson a rotatingbasiswhileat the
sametime issuinga reportthat leadsinvestorsto believeall significant
internalcontrolshavebeentested. Accordingly,we believethe standard
shouldbo explicitin prohibitingto=ringof control¢on a rotatingbasis,or
revisethe standardreportto clarifyfor investorsin a transparentbasis,that
rotatingtestingwas performed.

11.

Our experiencealso tells us that an auditorwill likelyfail to recognize
significantinternalcontrolsandcontrolweakne3_esunleo._they havea good
fundamentalunderstandingof the business.We are concernedthat in many
situations,we have seen juniorauditorsperformingcontroltestingwithout
adequatesupervision.Accordingly,we believethe PCAOBshould
strengthenthe guidanceinthe standardand morefullydiscussthe needfor
the auditorto gaina completeunderstandingof the business,what are the
criticalfactorsthat influencethe successof the business,and howthey
influence,includingfroma rigkmanagementp#..r_pe.ctive,
the internalcontrols
overfinancialreporting.We alsobelievethe PCAOBshouldinclude
inspectionofthe requiredbusinessandtechnicalaccountingand auditing
trainingas partof its ongoinginspectionefforts.

_"
AnAnalysis
of Restatement
Matters:R.ules,
Errors,
F.,thjcs,
FortheFiveYearsEnded.December
31,
2002.Huror)
ConsuIting
Group,January.,
2003.
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12.

The proposed standard provides littleguidance on howcontrols over
compliancewith laws and regulations interfacewith internalcontrols over
financial reporting. As we have seen in some of the frauds committed in
recentyears, thef_ were violationsof laws and/or regulationsthat did
ultimatelyhave a significant effect on the financial statements. Accordingly,
we believe,the proposed standard could be significantly improvedfrom an
investor'sperspective if the standard discussesand mandatestesting of
controlsover compliance with laws and regulations that could have a material
affect on a business and its financial statements, Includingdisclosures.

13.

We arc concerned that in some instances,the "tone" of the document r_._ri._
more like the auditors should be concerned about over testing ratherthan
undertesting of controls. We also have watched as auditors have had undue
pressure placed on them to reduce fees, and with that, they have reduced
audit testing by undertaking such actions as rotating of testing of internal
controls. Some have argued that the cost of internal control to,_tinggreatly
exceedsthe benefits to be derivedthere from. Some have arguedthat this
ex_rr.i._,is nothing morethan auditorstrying to ".qouge"companies for
excessivefees. We could not disagree more with those arguments. Audit
fees for the S&P 500 were approximately$1.2 billion in 2001. Investors on
Enron alone watched as the value of thei_slock investmentsplummetedby
over $60 billion. We believe that the costs incurred to comply with the
proposedetandard would be but a "drop in the bucket"when comparedto the
benefit investorswould gain from increasedaccuracy in the financial
statements they receive.
We believe the confidence investomwill ultimately place, or not place,in the
PCAOBwill be determincd by whether in the future there are significantly
fewer financialstatements investorsreceivewith errors in them. A good start
to gaining that confidencewill be for the PCAOB to adopt a standard that
ensures an independent set of eyes has thoroughly testedthe internal
controls that provide reasonableassurancethe financial statementsare
correct in all materialrespects, including the appropriatedisclosures.

14.

Somehmvealsoar0u_.dthat the "intent"of Sarbanes-Oxleywas that Section
404 wouldnothave any impacton auditfees, giventhe languagethat refers
to the auditof the financialstatementsand internalcontrolsbeingone
engagement.Earlierdraftsof the legislationdid notdiscussthe one
engagementnotion. However,in discussionsI had withthe Staffof the
GenateDankingCommitto_duringthe draftingof the legiglation,theystateda
desireto replicatewhathadbeen donein the early 1990's inthe legislation
requidn.qauditsof internalcontrolsof financialinstitutions.That providedthe
foundationfor the draftingof Section404. However,the FinancialExecutives
Internationalpushedfor languagethatwouldresultin the auditofthe financial
statementsandthe auditof internal_ontrolsbeingperformedas one
engagement.I alsorecalldiscussingthiswiththe SenateBankingStaffand
recallthatsn longas an appropriateauditof BOTHthe financialstatements

1218112883

1B:26

3834188778

GLASS LEWIS

PAGE
File No. PCAOB-2004-03
Page87115
No. 1028

Officeof the Secretary
PublicCompanyAccountingOversight Board
December 1,2003
Page 6 of 14

and internal controls was done, whether it is one or two engagements was
not significant. However, it was very clear to me at the time that the intent of
the legislationwas to result in a mandate similar to that in the legislationfor
financial

institutions.

As a result, I believe the intent of the Iogi,_lation wa,_ to

ensure that an audit was performedof internal controlsof sufficientscopeto
ensurethe internal controlswere in fact operating effectively,not just an audit
of the processmanagement used in makingtheir assessment.
We appreciatethis opportunity to commenton the PCAOB's propu_uduuditing_turldard
and its efforts to improve the quality of audits and financial statements. Our comments
regardingthe proposed standard as a whole follow b_lnw
SpecificComments
I. Is it appropriateto refer to the auditor'sattestationof management'sassessmentof
the ul're_:tiveness
of internal control over financial reporting as the audit of internal control
overfinancialreporting?
Yes- For an auditor to be able to attest to any assertion, an audit of management's
assertion has to be made; therefore, the terms "audit"and "attestation"essentially
become interchangeable.However; i{ iu #7_pe/ative the auditor te_ts the infernal control_
and notjust the process managementuses in assessingthe design and effectivenessof
the controls.

2. Shouldthe auditorbe prohibitedfromperformingan audit of internal controlover
financial reportingwithout also performcngan audit of the financialstatements?
Yes - Given the enormous

financial lo_se4_ of past audit failures, continuing

to allow

piece-meataudits does not give a complete view into the entire happenings at a
company. Instances where we now know that there were mateflal weaknessesin
intemat controls, including Rite Aid, Xerox, and WorldCom,to name a few, cost investors
billions when a lack of effective internal controls contributed to false and misleading
financialstatement_ bu#_y provided to investors and regulator& Neither the audit of
internal controls nor the audit of the financial statements should be performed in
isolation. Withnl# the additionalfinancial statement audit, the true effectivenessof the
internal controls (e.g., the accuracy of reportedamounts) is not known. Discrepancies
identified during the financial statement audit are an indication of the quality and
efficiency of the intemal controls.
3. Ratherthenrequiringthe auditorto alsocompletean auditof thefinnn.P.ial
_t_t_.m__nf.q,
wouldan appropriatealternativebe to requirethe auditorto performworkwith regardto
the financialstatementscomparable to that requiredto completethe financialstatement
audit?
3ee answer lu quuslion

2 above.

If an auditor would be required

to perform essentially

the same procedures on the financialstatements for an audit of internal controls as for
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an audit of the financial statements, the company would be duplicatingefforts- an
impracticable and costly alternative no company would likely choose.
Question regardingthe costs and benefitsof internal control:
4. Doesthe 8o_rd'_ proposed standardgiveappropriateconsiderationto how internal
control is implementedin, and how the audit of internalcontrol over financial reporting
shouldbe conducted at. small and medium-sizedissuers?
We believe "beefingup" the discussion of how differences in business enterprises,
including

difference_

in ,_ize, affect the internal controls, internal control environment,

the

assessmentprocess used by management, etc could enhancethe standard. Since the
proposed standard allows a large degree of audfor judgment in determining what
evidenceis sufficient, significant variationsare still possible and can be subject to
interpretationfor individual companies. As previously mentioned, a significantnumber of
frauds involving financial repor{h_goccur at _mafl and medium-sizedcompanies.
case's study of Fraudulent Financial Reporting concluded, "The relatively smallsize of
fraudcompanies sugg_._f._
fhaf the inability or even unwillingnessto implement costeffectiveinternal controls may be a factor affecting the likelihood of financial statement
fraud (e.g.,override of controlsis easier)." in other words, since fraud often happens at
small and medlum-sizeclcompanies, controls at small and mediur_t-_ized compatfie_are
just as (if not more) important and should be given the same scrutiny as larger
compenics althoughdifferent methods may be needed to do so.
Questionregarding the audit of internal control over financial reporting:
5, Should the Board,generally or in thisproposedstandard,specifythe level of
Uonlpetenc, e and training of the audit personnel that is necessary to perform _pecified

auditing procedureseffectively?For example,it wouldbe inappropriatefor a new,
inexperiencedauditorto haveprimary responsibilityfor conductinginterviewsof a
company'sseniormanagementaboutpossiblefraud.
Yes- Each audit firm should Individually clel_rmittethe c,ompetence, training_ and
supervisionof its own audit personnel in accordance with its risk assessmentof the
engagementand standardpractices according to AU 150. However. the standard on
auditing internal controls should be expandedto ensure that the auditors at all levels
(and especiallythe ones actually performing the work) understandthe industry, business
transactionsof the company under audit, its business risks, and how internal controls
should work in that business. Thissi_ouldinclude training, work review, and supervision
of audit procedure_. An e×amplc of how imperative adequate businessrisk trainingcan
be found in the SEC's Litigation Release48372 in whichthe lead audit partner was
implicatedin an audit failure for "recklesslyfailing to p/an and supervise...audits",s in
that case,the entire audit team was new to the engagementexcept for the partner. Due
to their inexperienceand lack of supervision, certainnecessary audit procedures were
,_http_,.//Www.sec._ov/ljfi_,,qti
nn/npininn,_/,34.4_3"/2
.htrn
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misapplied and the staff did not have the knowledge to exerciseprofessional skepticism.
Theresult: a material misctassificationand material misstatementin the financial
statements that was undetected.
Questions regarding evaluation of management'sassessment'.
6. Isthe scopeof the auditappropriatein thatit requiresthe auditorto bothevaluate
management'sassessmentandobtain,directly,evidenceaboutwhetherinternalcontrol
overfinancialreportingiseffective?
Ye_- Evaluatingmanagement'_assessmentalone is not ._uffi_i_.nt.By requiring both
evaluations,the auditor obtains evidenceabout whether managementis competent, has
integrfy and that internal controls over financialreporting are effective.
7. Is it appropriatethat the Board has providedcriteriathat auditors should use to
evaluatethe adequacyof rnanagement'sdocumentation?
Yes- Them.quirementsreinforce for auditorsand managementhow critical weltdesigned internal controls are to quality financialreporting.
8. Is it appropnateto state tlqatInadequateduuumentationis an internal control
deficiency,the sevedty of which the auditor should evaluate? Or shouldinadequate
dooumentetionautomaticallyri_e to the levelof _ignific._nfdeficiencyor material
weaknessin internal control?
Yes- Inadequatedocumentationis consistentwith the definitionof an internal control
deficiency. Our experiencehas shown, especially in businesses with international
upe/aEons,

that a tack of consistent

documentation

for employees,

and/or a lack of

training, resultsin deficienciesin the effectivenessof internal controls. If there is a lack
of documentationof internal controls, we believe it is likely that at least some employees
will not fully understandand perform the functionsnecessaryfor controls to work
properly. In those instances, a lack of documentationof controls also results in a lack of
accountabilitywitl_inthe organizaUur_,h_fact, we believe much of the uproar among
companieshaving to undergo testing of intemal control& is causedby a failure of
companie_to adequately document and/or update their documentationof internal
controls,thereby resulting in a lack of reasonablecontrols in some instances,and the
need to incur costs that should have been incurred aftalong to provide for reasonable
controls overfinancial reporting.
Questions regarding obtaining an unden;tandingof internal control over financial
reporting:
9. Are the objectivesto be achievedby performingwalkthroughs
sufficientto requirethe
performanceof waikthroughs?
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Yes- Independentlyperforming walkthroughsof controlactivities is one of the strongest
forms of audit evidencethat cannot be obtainedthrough documentationor reliance on
the work of others. We strongly applaud the PCAOB for adopting this requirement.
10. Is it appropriateto require that the walkthrough be performedby the auditor himself
or herself, rather than allowing the auditor to use walkthrough proceduresperformed by
management,internal auditors, or others?
Unequivocallyyes- see ubuvu.
Question regardingtesting operation effectiveness:
1I. Is it appropriateto require the auditor to obtain evidence of the effectiveness of
controlsfor all relevantassertionsforall significantaccountsand disclosuresevery year
or may the auditor use some of the audit evidenceobtained in previousyears to support
hisor her ¢urrentopinionon management'_assessment?
.

Theauditor will be required to report on the effectivenessof internalcontrols as of a date
in a year. Accordingly,the auditor should perform sufficient testingduring the relevant
period to ensure the controls are effectiveat the specifiedpoint in time. It would be
extremely

misleading

to inve_tors

_o report on the effcctivono_

of controla as of a date,

if in fact those controls had not been tested during the year. As a result, "rotating
testing"of confr_l._,whereby only a portion of the internal controls are tested each year
should be explicitlyprohibited in the final standard. If testing of internal controls is
permitted and performed on a rotating basis in the final standard, that should also be
required to be communicatedIn the auditor's[epurL
Question8 regarding using the work of managementand others:
12.To what extentshouldthe auditor be permittedor requiredto use the work of
managementand others?
U_hTgthe work of otherashould only be pormittod to the extent theseprocedure,gwould
bepermitted in a financialstatement audit. Thecrux of the audit is to have an
independent externalopinion formed by examiningthe controls themselves. When
reliance on management'swork is allowed, managementis effectivelyproviding the
opinionon that portion of the audit, investors would hardly consider this to be an
independent audit or report.
13. Arethe three categoriesof contrnl.q_nd the extenttowhichthe auditormay relyon
theworkofothers
appropriately
defined?
Thecategories are appropriately detzned. However, as previously noted, we believe the
proposed standard provides for too much reliance on the use of managementor others,
except with respectto an interne/audit function that is technically competentand that
reports directly to the audit committee.
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14, Doesthe proposed standard give appropriate recognition to the work of internal
auditors? If not, does the proposed standard place too much emphasisand preference
on the work of internal auditors or not enough?
See below #15.
15. Is the flexibility in determining the extent of reperformanceof the work of others
appropriate, or shouldthe auditor be specificallyrequired to reperform a certain level of
work (for example,reperl'ormtests of all :_iynil'icantaccountsor reperformevery test
performedby othersthat the auditor intendsto use)?
If an auditor plans to rely completely on a test for the opinion, the auditor should be
required to have performed or at least adequatelyre-performed the test to an
appropriate extent. Existing audit standardsprovide appropriateguidance with respeu[
to the reliance on the work of internal auditors. We do not believe any reliance should be
pieced on the testing performed

by individu_l_

who are not independent

within e_(i,_.ting

auditing literature if the report states it is the report of an independent auditor.
16. is the requirementfor the auditor to obtain the principleevidence, on an overall
basis, through his or her own work the appropriate benchmarkfor the amount of work
that is requiredto be performed by the auditor?
Yes - see above_15.
Questions regarding evaluating results:
17.Will the definitionsin the proposedstandardof significantdeficiencyand material
weaknessprovidefor inoreacedconsistencyin the evaluation nf d_.fic:.ien_ie._9
How can
the definitionsbe improved?
Yes- Providing three levels of deficiencydefinition is an improvement on reportable
conditionand material weakness as used in the existingAuditing StandardsBoard
guidun(;u. However, one of the problems in the past has been that auditorshave failed
to report even material weaknesses until shortly before or after they were terminated.
A._._ remJit,the PCOAB should consider and assess whetherthe new standard will, in
fact, improvethe likelihood that once deficienciesare identified, they wilt actuallybe
reportedto the audit committee on a timely basis.
18, Do the examples in Appendix D of howto apply these definitionsin various
socnario¢providehelpfulguidance?Are there oth_.r,_pecificexamplesthat commenters
could suggestthat would providefurther interpretivehelp?
Yes- For example, in the WorldComcase, a lack ot timely and periodic reconciliationof
lntercompanyacoounts did contribute to errors in the financial statements.
19. Is it necessaryfor the auditor to evaluatethe severity of all identifiedinternalcontrol
deficiencies?
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Yes- In order to determinethat an identified internalcontrol deficiencyis neither a
significantdeficiencynor a material weakness,its severity must be determined.
Appropriate classificatior_wuuld not otherwisebe possible.
20. Is it appropriate_nrequire the auditorto communicate aqlinternal control deficiencies
(notjust materialweaknessesand significant deficiencies)to managementin writing?
Yes- Both from an auditor's liability standpoint and for management'sown continuous
improvement, atl deficienciesshould be communicated to managementin writing. The
deficiencie_

should a/_o be required fo be communicated

to the audit commift_,e,

members as representativesof investors. All deficienciesneed not be listed in the
opinion, but those findingscould be helpful to managementand the audit committee in
determining areas that need strengtheningor may become a signiticantdeficiencyin
subsequent periods.
21. Are the matters that the Board has classifiedas strongindicatorsthata material
weaknessin internalcontrol exists appropriatelyclassified as such?
Yes
22. Is it appropriateto require the auditorsto evaluate the effectivenessof the audit
¢omrnittoo',_oversightof the company'_external financialreporting and internalcontrol
over financialreporting?
Yes- As mentionedin the opening remarks, the ineffectivenessof audit committees
appeared to weigh heavily on the ability of fraud perpetrations and the reliability of the
financ,iel statements as a whole, The audffcommittee plays a large role in establishing
the "Toneat the Top" in an organization. This tone is imperative for a reliable control
environmentto be establishedand should be communicatedto interestedparties by
auditors. Auditorsshould alreadybe consideringthis as part of overaflengagementrisk
and client acceptancepolicies.
23. Will auditors be able to effectivelycarry out their responsibilityto evaluate the
effectivenes¢

of the audit cc_rnmittee's oversight?

Yes- Although some have raised the potential for conflict as the audit committeehires
the auditor, that conflict is less significantin our opinion than an auditor not test/ng a very
materialand significantpart of the controlenvironment- the oversightfunction. /t is
inconceivablethat one could roport on internalcontrol=effectivenessknowing7that in
83% of financial frauds managementhas overriddenthe controls and, perhaps the most
significantcontroladdressing such overrides,is the oversightby the audit committee.
An audit committee,including its financialexpert plays an important role in selectingand
overseeingthe Chief Financial Officer. As a result, the auditors shouldtest the
effectivenessof the audit cummitlee. This te,_ting _hould include tho audff committee'8
process and involvement in handling reports of fraud, the review of the scope of the
, audit,the responsiwne._sto issues raised by auditors, and the/eve/of review of related
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party and complex transactions. Thereview shouldalso consider the rote and
involvementof the financial expert. Congress and the SEC would not have mandated
the need for and disclosure of a financial expert on the audit committee if that were not a
critical role.
24. If the auditor connhJde.sthat ineffectiveauditcommitteeoversightis a material
weakness,rather than require the auditor to issue an adverseopinion with regard to the
effectivenessof the internal control over financialreporting,shouldthe standardrequire
the auditor to withdraw from the audit engagement?
No-Eithcr option may be appropriate; however, other extenuating cirr:.um._tance.q
could
make one morepreferable than the other on a case.by-casesituation.
Questionsregarding forming an opinion and reporting:
25. Is it approlJri_tuthatthe cxistenoeof a materialweeknesswouldrcquirothe ouditor
to expressan adverse conclusionabout the effectivenessof the company's internal
control overfinancial reporting, consistentwith the requiredreportingmodelfor
management?
Yes- By its very definition, a material weakne_ irrspliuatidala signifiaantoontrol is not
operating effectivelyand should result in an adverse opinion on the company'sinternal
control.

Material weaknesses

should be disclosed

in order to provide more fran._parency

in financial information. Subsequent to changing auditors, Rite Aid and Xerox disclosed
in 8K's filed wfh the SEC4 that material weaknesseshad been noted in their internal
control. Had investors known of the weaknesseson a timely basis, their decisions may
have been different and they may not have lost over $3 billion as a result of subsequent
restatement:_

and decreased

stock valu_tione.

26. Are there circumstanceswhere a qualified"exceptfor" conclusionwould be
appropriate?
No- A meter/el weaknessis indk;a_ivulhal a pervasiverisk is present that due to its
very naturewould be difficult, ff not impossible,to mitigate with other controls or
additionalprocgdum.._
27. Doyou agreewith the positionthat when the auditor issuesa nonstandardopinion,
such as an adverseopinion,that the auditor'sopinionshouldspeakdirectlyto the
effectivenessof the internal control over financial reportingrather than to whether
management's

assessment

io fairly crated?

Yes- Existing confusion would be greatly reduced by this changein language.
Questionsregarding auditor independence:

Rite A_dCorpForm 8-K, November19,1999andX¢roxCo rpForm B-k,
October5, 2001.
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28. Shouldthe Board provide specific guidance on independenceand internal controlrelated non-audit services in the context of this proposed standard?
Yes -- Guidotine_ need to be esteblished

float define how much a._s;isfance audit'or._,can

provide in management's documentationof internal controls without having to opine on
their own work. Wedo not believe an auditor should perform the documentationof
internal controls, even if managementtakes responsibility tor that documentation. We
commendthose accountingfirms, such as Grant Thornton,that have publicly expressed
_hnilarview.
2g Are there any specific internal control-relatednon-audit services the auditor should
be prohibitedfrom providing to an audit client?
Yes- An auditor should be prohibited from aclin_ #J_ _;u:J_ultantroteh_designing and
implementinginternal controls over financial reporting and documentingexisting
procedurg_for managemenf. These are services that wnHldimpair independencewith
respect to the audit of internal controls over financial reporting.
Questionsregarding auditor's responsibilitieswith regardto management's
certifications:
30. Arethe auditor'sdifferinglevelsof responsibility
as theyrelateto management's
quartedycertifications
versusthe annual(fourthquarter)certification,appropriate?
Yes- Just as the requirementsdiffer at quarterly periods versus annual ones for audits
of the financial staternenl_,a differing Ie_pon_ibility
would be expectedat quarterly
periods for audfs of internal controls. The required responsibilityshould be lessened
since no g_Jditi._beingperformed as of these interimperiods. Requiring the auditor to
issue a quarterly audit opinion on internal controls would also require a quarterly audit of
the financial statements. Theproposed standard's requirements as they relate to
manegement'squarterly certification are consistent with the requirementsfor reviewing
quarterly financialinformation.
31. Is the scopeof the auditor's responsibilityfor quarterly disclosuresabout the internal
control overfinancial reporting appropriate?
Yes- Thescope proscnbed is essentiallythe same level of review that is performed on
the financial statement_for lhe uur_espondingperiod_.
SiJmmary

The proposedstandardrnakesgreat _tridesin improvingthe reliabilityof financial
informationand makingmanagement moreaccountablefor Itsprocessesand
procedures. As an advocate of investors,we hopethe final rules will not be swayedby
thc ouLcryof affected parties that the proposalwill be too ¢o=tlyandtime intengiveto
implement.
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The PCAOB'sconsideration of these comments is greatly appreciated. If further
clarificationof these points is desired, pleasecontact us,
Reg/_ls,

Lyn_ E Turner '
ManagingL)trectorof Research
Glass,Lewis & Co,, LLC

cc:

Mr, Donald Nicholiasen,ChiefAccountant,Securities and ExchangeCommission
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Paul Blackburn
Corporate Finance
GlaxoSmithKline Services Unlimited
980 Great West Road
Brentford
Middlesex
TW8 9GS
Tel: +44(0)20 8047 5419
www.gsk.com

Office of the Secretary
PCAOB
1666 K Street
N.W., Washington,
D.C. 20006-2803

[hard copy to follow by mail]

21st November 2003

Dear Sir,
PCAOB Rulemaking Docket Matter No. 008
We are writing in response to your invitation for comment on the Proposed Auditing Standard: An Audit of
Internal Control over Financial Reporting performed in conjunction with an audit of Financial Statements
(‘the Proposed Standard’). As our shares are listed on the New York Stock Exchange we are required to
comply with the Sarbanes-Oxley Act of 2002 (‘the Act’) and, accordingly, have a vested interest in the
Proposed Standard. We would like to make the following observations:
(1) Direct evaluation by an auditor of a company’s internal control over financial reporting
Section 404 (a) of the Act and the SEC’s related implementing rules require the management of a public
company to assess the effectiveness of the company’s internal control over financial reporting as of the
end of the company’s most recent fiscal year and to record its conclusions in the Annual Report. Section
404 (b) requires the company’s auditor to attest to, and report on, management’s assessment. Paragraph
4 of the Proposed Standard states that the auditor’s objective is to ‘express an opinion on management’s
assessment of the effectiveness of the company’s internal control over financial reporting.’
The Proposed Standard goes beyond this requirement though and requires the auditor to both evaluate
management’s assessment and obtain, directly, evidence about whether internal control over financial
reporting is effective. We question whether the direct audit of internal control over financial reporting on top
of the required evaluation of management’s assessment is necessary or appropriate for the following
reasons:
(i)

If it had been Congress’s intention that internal control over financial reporting be audited directly
why does Section 404 not explicitly require this?

(ii)

The Act / Proposed Standard require a company’s management to perform a thorough evaluation
of its internal control over financial reporting, as set out in paragraphs 41 to 44. We believe the
desire to obtain a clean audit report will provide the necessary pressure for most companies to
GlaxoSmithKline Services
Unlimited
Registered in England & Wales
No. 1047315
Registered Office
980 Great West Road
Brentford
Middlesex
TW8 9GS
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ensure thorough evaluations are performed in line with the requirements. In some instances
management’s assessment of its internal controls will utilise more specialised / experienced staff
which will result in better comfort / information compared to the direct testing of controls by the
auditor. Management’s assessment has much value but since paragraph 104 restricts the use by
the auditor of management’s work in a number of areas and paragraph 109 requires the auditor to
‘perform enough of the testing himself or herself so that the auditor’s own work provides the
principal evidence for the auditor’s opinion’ much of management’s work will need to be
reperformed. This is clearly duplicative. We believe that auditors should be able to rely on
controls testing performed by internal staff where they have satisfied themselves, using their
professional judgement, of the competence and objectivity of the staff performing the work.

We recognise that Section 103 of the Act requires certain specific evaluations to be reported by the
auditors, including whether internal controls facilitate the maintenance of accurate records, provide
reasonable assurance that transactions are recorded and reported in accordance with GAAP and whether
transactions have been appropriately authorised. These areas should be required to be included within
the scope of the work performed by management and we believe that auditors should be able to rely on
the work of management where, in their professional judgement, it is reasonable to do so.
The additional work required by the auditor to directly evaluate internal control over financial reporting,
rather than focusing on the sufficiency of work performed by management and assessing whether this
provides a reasonable basis on which to form a conclusion, will result in significant additional costs and we
are not convinced this will yield a proportionate level of shareholder benefit.
(2)

Assessment of the effectiveness of Audit Committee by the auditor

The Act makes the audit committee directly responsible for the appointment, compensation and oversight
of the work of the auditor. Paragraph 57 of the Proposed Standard requires the auditor to specifically
evaluate the effectiveness of the audit committee’s oversight of the company’s external financial reporting
and internal control over financial reporting. We believe that it is not appropriate for the auditor to have a
specific responsibility for evaluating the body that supervises its work. In our opinion the effectiveness of
the audit committee should be assessed by the Board of Directors as a whole.
We agree that it is important for the effectiveness of the audit committee to be assessed but feel that some
of the factors listed in paragraph 57 are too subjective. In addition, paragraph 57 lists the ‘amount of time
that the audit committee devotes to control issues’ as a consideration in evaluating its effectiveness. We
believe that it is the quality of time devoted to control issues rather than the amount of time that is relevant.
(3)

Compensating controls

The Proposed Standard does not appear to take account of the complex interaction of controls that exists
in practice. A low level control may fail but material differences may still be picked up by higher level
controls performed later in a process. We believe that the initial failure of one control coupled with the
successful operation of a compensating control should not lead to an adverse opinion.
(4)

Acquisitions

The issue of material acquisitions not previously subject to regulation by the Act, which are completed
towards the end of a company’s financial year, needs some consideration by the Board. Such transactions
may not allow sufficient time for management to properly evaluate the internal controls over financial
reporting within the acquired entity and some guidance as to how this should be treated / disclosed is
requested.

2
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(5)

Definitions / examples

It would be helpful to provide greater clarity around the definitions of a ‘significant deficiency’ and ‘material
weakness’, as these terms are still hard to interpret.
We appreciate your consideration of our comments on the Proposed Standard.

Yours faithfully,

Paul F Blackburn
SVP, Corporate Accounting

3
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November 21, 2003
Office of the Secretary
Public Company Accounting Oversight Board
1666 K Street, N.W.
Washington, DC 20006-2803

Re: PCAOB Rulemaking Docket Matter No. 008
Proposed Auditing Standard – An Audit of Internal Control Over Financial Reporting Performed
in Conjunction with an Audit of Financial Statements
Goldman, Sachs & Co. strongly supports the Public Company Accounting Oversight Board (“the
Board”) in its mission to oversee the auditing of public companies and to protect the interests of
investors, specifically in the preparation of informative, accurate, and independent audit reports.
Therefore, we appreciate the opportunity to comment on the above-referenced standard.
In general, we support the Board’s proposal and believe that it will significantly enhance the
value of an auditor’s opinion on financial statements. And, while we are concerned about the
additional costs and burden of work that will be placed on issuers, we acknowledge the need for
a more meaningful and effective process for overseeing internal controls and we recognize that
this cannot be achieved without additional expense. We do, however, have some comments and
concerns that we hope will be helpful to the Board; they are noted in the attachment to this letter.
Once again, we appreciate the opportunity to offer our views and we would be happy to meet
with you to discuss them.

Sincerely,

/s/ Sarah E. Smith

Sarah E. Smith
Chief Accounting Officer
(212) 902-5675
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ATTACHMENT: Comments and Concerns
Creation of an Appropriate Environment
Paragraph 150 precludes management from concluding that a company’s internal controls over
financial reporting are effective if a single instance of a material weakness is identified, material
weakness defined as more than remote likelihood that a material misstatement will not be
prevented. Our concern is that the proposal sets too low a trigger event for an outcome that
could have very serious financial and reputational consequences for an issuer. And, when the
“sufficiently in advance of the as of date” remediation requirement is considered, we believe
there is substantial risk that an open and communicative environment for the purposes of
identifying and deliberating internal control issues may not be fully realized.
Further, the auditor is required to report in writing all “significant deficiencies” to the audit
committee. A “significant deficiency” is defined as a single deficiency or a combination of
deficiencies, that results in a more than remote likelihood that a misstatement of the annual or
interim financial statements that is more than inconsequential in amount would not be prevented
or detected. We believe that for a large, complex, global organization, to set the levels at “more
than remote” and “more than inconsequential” is likely to generate a multitude of marginal
items, diluting the audit committee’s ability to focus on issues material to the financial
statements.
Accordingly, we would offer the following comments and suggestions:
Definition of “Significant Deficiency” and “Material Weakness”
A significant deficiency should be defined as a deficiency that results in a
reasonable possibility that a material misstatement in the financial statements
would not be prevented. Under this definition, the audit committee would be
alerted to critical control issues requiring their immediate focus and attention.
Material weakness should be re-defined as a deficiency that results in a probable
likelihood that a material misstatement in the financial statements would not be
prevented. We believe this would ensure that both management and the auditor
would properly and quickly focus on those issues that could lead to a material
misstatement of the financial statements.
Remediation Period
Paragraph 151 would prohibit management from concluding that controls were
free of material weakness if a material weakness was identified in the fourth
quarter and yet was not remediated “sufficiently in advance of the as of date.”
Further, this situation would trigger an adverse (or scope limitation) opinion by
the auditor. We believe this requirement does not credit management with best
efforts where a material weakness is discovered and acted upon immediately,
including execution of an appropriate remediation plan. Under the proposal, in
that situation the opinion would still be adverse, simply because remediation
wasn’t completed “sufficiently in advance of the as of date.” We have similar
concerns over the subsequent event period. Management during the period-end
close may detect an issue, adjust the financial statements accordingly, implement
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and complete a remediation plan, all prior to the release of the year-end financial
statements, yet still receive an adverse opinion because of the “sufficiently in
advance of the as of date” requirement.
At the same time, the Board refers to the audit of internal controls and the audit of
the financial statements as an integrated audit resulting in two opinions. During a
financial statement audit, the auditor may propose adjustments to the financial
statements, and management is accorded the opportunity to adjust the financial
statements, and receive an unqualified opinion. If the audit of internal controls
over financial reporting performed in conjunction with an audit of financial
statements is structured as a single engagement, and we agree with the Board that
it should be, we would propose that management have the same opportunity to
correct any internal control weaknesses, and still receive an unqualified opinion.
In paragraph 95, the Board acknowledges that certain controls are performed after
the “as of date,” and it requires the auditor to test those controls and include them
in the “as of date” opinion. We propose that actions taken by management during
this period should be treated identically, with the ability to remediate any
weaknesses discovered during the period-end close, up to and including the date
on which the audit opinion is rendered. We believe this will foster an open and
communicative environment in which management and the auditor are eager to
both identify problems and remediate them whenever they are identified.
Material Misstatements Identified by Auditors
Paragraph 126 lists examples that would be regarded as significant deficiencies
and strong indicators of material weaknesses. One such example is a material
misstatement in the financial statements in the current period identified by the
auditor prior to the company’s internal control structure identifying the issue. We
believe there are situations where a breakdown in an internal control that could
lead to a potential misstatement in the financial statements would be effectively
detected and resolved by management’s period-end control procedures. Yet,
under the proposal, if the auditor were to identify the issue first1, it would trigger
a strong indicator that a material weakness exists. In this situation, it seems to us
unduly harsh that management not receive credit for the full range of controls in
place that would have identified the error, simply because the auditor identified
the issue prior to management. Accordingly, we would suggest that when a
material misstatement is found by the auditor, the auditor should conduct an
immediate assessment of the downstream controls, and only in the event that the
auditor were to determine these to be ineffective would a material weakness be
deemed to exist.
In summary, we believe the suggestions outlined above would significantly improve the
likelihood that an appropriate environment would be created by which the Board would achieve

1

Typically the auditor would begin their fieldwork simultaneously with the period-end close.
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its objective of enhancing the quality of audits and of ensuring the swift identification and
remediation of control issues.
Reliance on the Work of Others
Paragraphs 103 through 110 limit the extent to which the auditor can rely on work performed by
others. The proposal states that (i) an auditor cannot place any reliance on work performed by
others in the areas of fraud controls, period-end financial reporting controls, certain general
information technology controls, or walkthroughs; (ii) limited reliance can be placed in the area
of non-routine, judgmental transactions or areas where the risk of failure of the control to operate
effectively is deemed to be high; and (iii) wider reliance may be placed by the auditor on work
performed by others involving routine transactions.
While we fully agree that the auditor must gather the “principal evidence” to support the audit
opinion, and that reliance by the auditor on the company for the review of required period-end
financial reporting controls or for performing walkthroughs should be prohibited, we think that
giving prescriptive rules to the auditor in the other areas referenced would not be optimal. In
these other areas, an auditor should be allowed to exercise judgment as to the level of reliance
that can be placed on management and its control structure for the purposes of testing operational
effectiveness of internal controls, as we believe this will provide incentive to companies to
establish and maintain a robust system of internal controls.
Accordingly, we would propose that the auditor perform a full assessment of the control
environment and “tone at the top” before determining the scope of the audit work. This
assessment would include the audit committee, internal audit and other control areas such as
controllers, which compose the organization’s financial reporting oversight. If such an
assessment revealed a relatively weak control environment, we would expect auditors to question
even the extent to which they could rely on the company’s work involving routine transactions.
Conversely, a strong control environment would indicate that more reliance could be placed on
work performed by others.
Assessment of the Audit Committee
Paragraphs 56 through 59 and Paragraph 126 discuss the inclusion of the audit committee in the
scope of the audit opinion. While we agree that an ineffective audit committee represents a
deficiency in the control environment, we are troubled by the inherent conflict of interest present
in requiring the auditor to give an opinion on the committee that is directly responsible for his or
her appointment, retention and compensation. Further, if such a review is included in the audit
opinion, management would be required formally to evaluate the audit committee,
notwithstanding its own reporting relationship to the committee. Alternatively, we would
propose that the auditor perform a review of the effectiveness of the audit committee, not as part
of the audit opinion, but rather as an integral part of the overall assessment of the company’s
financial reporting oversight when determining the scope of the audit work to be performed and
the extent to which the auditor may rely on the work of others. Accordingly, we believe that this
assessment should replace the specific inclusion of the audit committee in the scope of the audit
opinion.
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Assessment of the Compliance Department
Paragraph 126 of the proposal states an ineffective compliance department in a highly regulated
industry would be considered a significant deficiency, which implies that the compliance
department would be included within the scope of the audit opinion. While we agree that such
ineffectiveness would be at least a significant deficiency, the specific inclusion of compliance
seems to us inconsistent with the direction provided by Final Rule: Management’s Reports on
Internal Control Over Financial Reporting and Certification of Disclosure in Exchange Act
Periodic Reports, which specifically limited scope to internal controls over financial reporting
(and not to regulatory or compliance issues)2. Furthermore, the expanded scope appears to
establish a higher standard for particular industries, and we do not believe industry specific
requirements were intended by the proposal.
In contrast, we would again propose that the compliance department, and other areas within a
company that are an integral part of the control infrastructure, should be considered in a broad
assessment of the control environment. Ineffectiveness of such areas should be considered by the
auditor in determining the scope of work and the extent to which reliance can be placed on the
work of others. Accordingly, we believe that this assessment should replace the specific
inclusion of the compliance department in the scope of the audit opinion.
Walkthroughs
Paragraphs 79 through 83 require the auditor to perform “walkthroughs.” In a walkthrough of
significant business processes, the auditor traces all types of transactions and events, both
recurring and unusual, from origination through the company’s information systems until they
are reflected in the company’s financial reports. We believe this is an excellent proposal, and that
walkthroughs confirm an auditor’s understanding of the flow of transactions, the nature of the
business, the design of internal controls, and the interrelationship of controls to processes. We
believe this is a welcome return to basic audit techniques and that the auditor should be required
to perform the walkthrough directly rather than rely on the work of others.

*

2

*

*

*

Section 404 scope has been consistently bounded with a focus on financial reporting; e.g., the proposal defines
safeguarding of assets in Appendix C within the context of financial reporting.
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Office of the Secretary
Public Company Accounting Oversight Board
1666 K Street, N.W.
Washington, DC 20006-2803
Via e-mail: comments@pcaobus.org
Re: PCAOB Rulemaking Docket Matter No. 008, Proposed Auditing Standard – An Audit of Internal
Control Over Financial Reporting Performed in Conjunction with an Audit of Financial Statements
Dear Board Members and Staff,
We appreciate the opportunity to comment and commend the Public Company Accounting
Oversight Board’s (“Board” or “PCAOB”) efforts on the proposed auditing standard, An Audit
of Internal Control Over Financial Reporting Performed in Conjunction with an Audit of Financial Statements.
Our concerns with respect to the proposal are expressed below and in Appendix A, which
contains our responses to the questions put forward by the Board. Additional paragraph-level
comments are presented in Appendix B. Other recommendations are included in Appendix C.

Management’s Assessment of Effectiveness
Management is required to present a written assessment of the effectiveness of internal control over
financial reporting. The auditor’s attestation of management’s assessment is referred to as the audit
of internal control over financial reporting (“audit of internal control”). There is a clear distinction,
however, between management’s assessment and their assertion and the auditor’s responsibilities
with respect to such. We believe that an audit of internal control is an attestation of management’s
assertion, rather than their assessment, of internal control effectiveness.
Management makes an assertion as to whether internal control is effective, just as management makes
assertions that are embodied in the financial statements. Management’s assessment is their process
of determining whether internal control over financial reporting is effective. Accordingly,
management’s assessment process supports their assertion. When performing an audit of internal
control over financial reporting, the auditor evaluates management’s assessment process and
management’s assertion of effectiveness. Further, the auditor is not prohibited from opining directly
on internal control over financial reporting. It is more evident that when opining directly, the auditor
is opining on management’s assertions regarding internal control effectiveness and not management’s
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assessment. Accordingly, we object to the use of the term assessment to describe the auditor’s
attestation. Management’s report should also contain their assertion regarding the effectiveness of
internal control over financial reporting and not their assessment or evaluation of such effectiveness.
Safeguarding of Assets
We suggest that the Board enhance Appendix C to provide additional guidance on safeguarding
controls that fall within the scope of internal control over financial reporting. In addition, as
indicated in our response to question number 18, it would be very useful to provide examples that
illustrate internal control deficiencies relating to safeguarding of assets that are financial reporting in
nature, deficiencies that relate to the assertions about safeguarding that management is required to
make under Section 404 of the Sarbanes-Oxley Act of 2002, and deficiencies in safeguarding that are
not within the scope of financial reporting and Section 404 assertions.
Revisions to Existing Interim Standards
The Board appears to be using this proposed standard to revise, summarize, and/or supplement
existing interim standards, including independence, fraud, the work of internal audit, the work of
other auditors, analytical procedures, interim reviews, and filings under federal securities statutes.
The Board has also revised the requirement related to the performance of substantive
procedures on material account balances and has provided significant guidance with respect to
the company’s use of a service organization.
With respect to service organizations, we do not clearly understand how this relates or may even
supersede existing interim standards (AU Section 324, Service Organizations). While summarizing
some of the content in the existing standards, the proposed standard changes the content of the
interim standards. For example, the proposed standard, among other things, appears to change
the requirements for when a service organization is part of the company’s information system
(paragraph B26) and omits the fact that an auditor’s report on controls placed in operation also
provides evidence as to whether the controls have been placed in operation (paragraph B30).
We urge the Board not to use this proposed standard as a vehicle for revising, summarizing, and/or
supplementing the interim standards. When summarizing existing literature or restating it using
different words, the intent, meaning, and requirements may be inadvertently altered. Further,
when revising, summarizing, and/or supplementing the interim standards, the requirements for
an audit of internal control versus an audit of the financial statements may be undistinguishable.
Accordingly, we suggest that the Board amend existing interim standards to reflect newly adopted
requirements. We prefer that requirements and guidance relating to the same subject matter be
kept intact to promote compliance with the standards, rules and regulations. The Board may
choose to only include additional considerations or requirements necessary for the opinion on
internal control over financial reporting in the proposed standard, while referencing the existing
interim standard for the fundamental definitions, requirements, and guidance. The Board should,
at a minimum, delete the requirements and guidance from the interim standards that are no
longer applicable.
Authoritative Status of Appendices
The Board has indicated that the appendices carry the “same authoritative weight” as the standards.
We recommend that the Board clarify whether the examples are being used to establish requirements,
including whether they are setting a standard for documentation. In addition, we suggest clarifying
whether the Board’s statement also applies to the interim standards. The Board should perform a
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standard-by-standard review of the interim standards prior to adopting the “same authoritative
weight” requirement for such standards.
We would be pleased to discuss any of our comments with you. If you have any questions, please
contact Mr.. John L. Archambault, Managing Partner of Professional Standards, at (312) 602-8701.
Very truly yours,

Grant Thornton LLP
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Appendix A – Responses to Questions
Questions Regarding an Integrated Audit of the Financial Statements and Internal Control
Over Financial Reporting
1. Is it appropriate to refer to the auditor’s attestation of management’s assessment of the
effectiveness of internal control over financial reporting as the audit of internal control over
financial reporting?
As discussed in our cover letter, we object to the use of the term “assessment” to describe the
auditor’s attestation. Accordingly, it is not appropriate to refer to the auditor’s attestation of
management’s “assessment” of the effectiveness of internal control over financial reporting as an
audit of internal control over financial reporting (“an audit of internal control”), but it is
appropriate to refer to the auditor’s attestation of management’s “assertion” as to effectiveness as
an audit of internal control. An “audit” is an attest engagement that is designed to provide a
high level of assurance. In an audit of internal control, a high level of assurance is obtained to
provide a basis for expressing an opinion on management’s assertion.
In the past, the American Institute of Certified Public Accountants used the terms “audit” and
“examination” synonymously. The term audit was restricted to the audit of the financial
statements, while the term examination referred to the same level of assurance given on other
management assertions. Whether the auditor’s attestation of management’s assertion is referred
to as an audit or an examination is not very important, as very few people ever grasped the
distinction.
2. Should the auditor be prohibited from performing an audit of internal control over financial
reporting without also performing an audit of the financial statements?
An audit of internal control over financial reporting and an audit of the financial statements are
two types of attest engagements that provide a high level of assurance on different subject
matter. Although the auditor may gain efficiencies by performing both the audit of internal
control and the audit of the financial statements, the auditor’s procedures for each engagement
should be sufficient to reduce attestation risk to an appropriately low level. We believe that each
engagement can be performed without the performance of the other, and that it is important to
preserve attestation standards that support audits of internal control as a separate service.
An audit of internal control provides reasonable assurance about whether the company
maintained, in all material respects, effective internal control over financial reporting. The
identification of a material weakness or a significant deficiency, however, does not necessarily
imply that a material misstatement in the financial statements exists. Nor does the lack of the
identification of a material misstatement in a financial statement audit imply that internal control
is effective. Accordingly, an audit of the financial statements is not necessary to opine on the
effectiveness of internal control over financial reporting. Further, due to the performance of
substantive procedures, an audit of internal control is not necessary to perform a financial
statement audit.
In addition, there may be situations where a separate attestation standard that supports audits of
internal control, without the performance of a financial statement audit, may be necessary. For
example, an auditor may be asked to opine on the effectiveness of an entity’s internal control as
of an interim date where an audit of the financial statements has not been performed. The
auditor may also be involved in a re-audit situation, where the auditor that performed the audit
of internal control is not the auditor that re-audited the financial statements. An auditor may
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also be asked to perform an audit of internal control for registered investment companies or
issuers of asset-back securities that are not subject to the Section 404 requirements but may be
subject to the PCAOB’s Auditing and Related Professional Practice Standards.
Therefore, while we believe the auditor can perform an audit of internal control over financial
reporting without also performing an audit of the financial statements (and vice versa), we
cannot offer a specific situation where such a request would arise for companies required to
include in their annual report a management report on internal control over financial reporting.
For such companies, it is appropriate to require that the same auditor perform both the financial
statement audit and the audit of internal control over financial reporting, as we believe this is the
intent of the Act and in the public interest.
Our response to question three discusses the auditor’s procedures in an audit of internal control
over financial reporting when an audit of the financial statements has not been performed.
3. Rather than requiring the auditor to also complete an audit of the financial statements, would an
appropriate alternative be to require the auditor to perform work with regard to the financial
statements comparable to that required to complete the financial statement audit?
It is not an appropriate alternative to require the auditor to perform work with regard to the
financial statements comparable to that required to complete the financial statement audit. As
described in our response to question number two, an audit of the financial statements need not
be performed in order to execute an audit of internal control. However, it is appropriate to
consider the evidence obtained in a financial statement audit in light of the auditor’s conclusions
regarding the effectiveness of an entity’s internal control over financial reporting.
Where a financial statement audit is not performed, however, certain procedures with respect to
obtaining an understanding of the entity and its environment and communicating with the
auditor of the financial statements may need to be more extensive. For instance, the auditor
should perform sufficient procedures to ensure that they appropriately identify controls related
to relevant financial statement assertions for significant accounts and disclosures in the financial
statements. Where the auditor has not performed the financial statement audit, the auditor may
need to perform additional inquiries and/or other procedures to enhance their understanding of
such processes and controls. The auditor may also need to communicate with the current
auditor as to their internal control findings, any material misstatements noted, and any
disagreements with respect to such matters. Such information, however, may be obtained
through discussions with management and/or those charged with governance.
Conversely, the performance of substantive procedures is not necessary for an audit of internal
control over financial reporting. However, while performing an audit of internal control, the
auditor may review source documents (such as sales invoices) through tests of controls.

Question Regarding the Costs and Benefits of Internal Control
4. Does the Board’s proposed standard give appropriate consideration to how internal control is
implemented in, and how the audit of internal control over financial reporting should be
conducted at, small and medium-sized issuers?
As stated by the board in the introductory discussion to the proposed standard, “Internal control
is not a “one-size-fits-all,” and the nature and extent of controls that are necessary depend, to a
great extent, on the size and complexity of the company.” Although we concur that internal
control may be implemented differently at smaller, mid-sized entities and are pleased that the
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proposed standard allows professional judgment in evaluating effectiveness, we have concerns
with respect to the guidance provided by the Board on how internal control is implemented and
on how the audit of internal control over financial reporting should be conducted at such
entities.
The Board states (on page 6 of the introductory discussion to the proposed standard), “For a
smaller, less complex company, the Board expects that the auditor will exercise reasonable
professional judgment in determining the extent of the audit of internal control and perform
only those tests that are necessary to ascertain the effectiveness of the company's internal
control.” We concur that an auditor should exercise professional judgment to perform only
those procedures necessary. However, we believe that such judgment must be exercised on each
engagement to audit internal control over financial reporting, regardless of the size and
complexity of the entity. Small and medium-sized companies may have complex operations,
while large, complex, multi-national companies may also have some simple operations.
Accordingly, each company must establish and maintain necessary internal controls to prevent
and detect misstatements on a timely basis, and the proposed standard imposes the minimum
procedures that must be performed on all audits to evaluate the effectiveness of such controls.
The statement made above in conjunction with the guidance in Appendix E may be interpreted
to infer that smaller, mid-sized companies can take a casual approach in implementing the
necessary controls and in evaluating their effectiveness. Further, the auditor’s standards for
performance and evaluation appear to be lowered for such entities. The proposed standard
requires the auditor to obtain sufficient competent evidence about the design and operating
effectiveness of controls related to all relevant financial statement assertions for all significant
accounts and disclosures in the financial statements. However, Appendix E discusses matters
such as informal processes, monitoring controls performed by senior management, and the lack
of documentation. This indirectly implies that there are certain internal control matters that the
auditor can overlook when evaluating effectiveness for small and mid-sized companies.
In addition, Appendix E is currently being used as a supplement to the framework used by
management to conduct its assessment, rather than as a guide on how the audit of internal
control should be conducted for small and mid-sized companies. As the Committee of
Sponsoring Organizations of the Treadway Commission’s Internal Control – Integrated Framework
already provides guidance on the application of the five internal control components to small
and midsized entities, the proposed standard should not be used to modify or supplement such
framework.
We recognize the PCAOB’s well-intended efforts to provide guidance specifically related to
smaller, mid-sized entities and to allow for professional judgment. However, due to the concerns
expressed above, we believe that Appendix E should be deleted. Auditors of such entities would
be able to apply the proposed standard in the absence of such guidance.

Question Regarding the Audit of Internal Control Over Financial Reporting
5. Should the Board, generally or in this proposed standard, specify the level of competence and
training of the audit personnel that is necessary to perform specified auditing procedures
effectively? For example, it would be inappropriate for a new, inexperienced auditor to have
primary responsibility for conducting interviews of a company’s senior management about
possible fraud.
It is not necessary to specify the level of competence and training needed to perform a specific
audit procedure, generally or in the proposed standard. The interim standards (see AU Section
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210, Technical Training and Proficiency of the Independent Auditor) appropriately describe the auditor’s
training, education, experience, supervision, review, and judgment with respect to performing an
audit. As discussed in the interim standards, “The auditor charged with final responsibility for
the engagement must exercise a seasoned judgment in the varying degrees of his supervision and
review of the work done and judgment exercised by his subordinates, who in turn must meet the
responsibility attaching to the varying gradations and functions of their work.”
The proposed standard requires (in paragraph 31) the auditor to have competence in the subject
matter of internal control over financial reporting in order to perform an audit of such. We
believe this guidance is sufficient and appropriate. However, we suggest providing a reference to
AU Section 210, which governs the technical training and proficiency of the auditor.

Questions Regarding Evaluation of Management’s Assessment
6. Is the scope of the audit appropriate in that it requires the auditor to both evaluate
management’s assessment and obtain, directly, evidence about whether internal control over
financial reporting is effective?
It is appropriate to require the auditor to evaluate the process management used to support its
certifications and assertion to the auditor about the effectiveness of internal control over
financial reporting. Although this arrangement places the auditor in the difficult position of
having to make a judgment about the adequacy of management’s efforts, we believe this is
appropriate. We also believe it is important for the auditor to obtain his or her own evidence in
order to provide an independent and objective opinion on management’s assertion.
On the other hand, it may not be appropriate to require the auditor to disclaim an opinion where
management has not fulfilled their responsibilities, as described in paragraphs 19 and 20. As
previously discussed, the auditor’s attestation is on management’s assertion of the effectiveness
of internal control over financial reporting. Even though management may not have performed
adequate procedures to support their assertion, the auditor may be able to perform procedures to
determine whether internal control over financial reporting is effective.
7. Is it appropriate that the Board has provided criteria that auditors should use to evaluate the
adequacy of management’s documentation?
It is appropriate that the Board has provided criteria against which auditors can evaluate the
adequacy of management’s documentation to determine whether such documentation provides
reasonable support for management’s assessment. Not only does this criteria assist the auditor in
determining whether management’s documentation is adequate, it also assists management in
determining the nature and extent of documentation that is necessary to support their
assessment. Without such guidance, the auditor has no basis in evaluating the significance of the
deficiency or the nature of the potential scope limitation.
When evaluating the adequacy of management’s documentation, however, we believe that the
auditor should also evaluate whether such documentation includes (a) the identification of where
misstatements due to fraud or error could occur, (b) the specific controls that have been
implemented to prevent or detect such misstatements, (c) the nature, timing and extent of the
testing performed, and (d) the identification of the specific controls that were tested for
operating effectiveness.
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8. Is it appropriate to state that inadequate documentation is an internal control deficiency, the
severity of which the auditor should evaluate? Or should inadequate documentation
automatically rise to the level of significant deficiency or material weakness in internal control?
It is appropriate to allow auditor judgment in evaluating whether management’s inadequate
documentation represents an internal control deficiency, a significant deficiency, or a material
weakness in internal control. Because documentation may take many forms, can include a variety
of information, and can vary depending on the size, nature, and complexity of the company, the
severity of the deficiency is a matter of professional judgment, as is the evaluation of the
adequacy of management’s documentation.
We recommend, however, that the Board clarify and revise the last sentence in paragraph 46,
which states, “In evaluating the deficiency as to its significance, the auditor should determine
whether management can demonstrate the monitoring component of internal control over
financial reporting in the absence of documentation.” This statement may have unintended
consequences and could lead to arguments between management and the auditor as to the
adequacy of management’s efforts. It provides management a reason not to support their
assessment through adequate documentation.
We further recommend a cross-reference to paragraph 20, which discusses the issuance of a
disclaimer when management has not fulfilled its responsibilities.

Questions Regarding Obtaining an Understanding of Internal Control Over Financial
Reporting
9. Are the objectives to be achieved by performing walkthroughs sufficient to require the
performance of walkthroughs?
As stated in paragraph 79, the objectives of a walkthrough are to:
1. Confirm the auditor’s understanding of the process flow of transactions.
2. Confirm the auditor’s understanding of the design of controls identified for all five
components of internal control over financial reporting, including those related to the
prevention or detection of fraud.
3. Confirm that the auditor’s understanding of the process is complete by determining
whether all points in the process where misstatements related to each relevant financial
statement assertion that could occur have been identified.
4. Evaluate the effectiveness of the design of controls.
5. Confirm whether controls have been placed in operation.
We believe that all of the items listed above constitute what can be achieved through the
performance of a walkthrough and other audit procedures, but does not necessarily represent the
objectives of a walkthrough itself. We further believe that numbers 1 and 5 above constitute the
objectives of a walkthrough, but numbers 2, 3 and 4 do not.
Walkthroughs are performed to confirm or obtain an understanding of the process flow of
transactions and the related controls and whether the documentation is accurate. While
performing a walkthrough, the auditor can also determine whether such controls are placed in
operation. Walkthroughs are not performed to evaluate the design of such controls. The auditor
uses his or her professional judgment to evaluate design effectiveness based on all of the
evidence obtained. Although a walkthrough may assist with obtaining information to perform
such evaluation, it would rarely in itself be sufficient to conclude on design effectiveness.
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Further, walkthroughs do not assist the auditor to confirm or obtain an understanding of the
design of controls identified for all five internal control components. For example, the control
environment does not relate to a specific transaction or event that can be traced through the
information system. Finally, a walkthrough does not determine whether all points in the process
where misstatements related to each relevant financial statement assertion that could occur have
been identified.
Accordingly, we do not believe that it is necessary for the auditor to perform a walkthrough for
all of the company’s significant processes, including all types of transactions and events, whether
they are recurring or unusual, on each audit of internal control over financial reporting.
However, we do believe that there are certain circumstances where a walkthrough should be
required to be performed by the auditor, as discussed in our response to question number 10.
We advise the Board not to overstate the benefits of a walkthrough. The “objectives” identified
in the proposed standard can be achieved through the performance of other procedures,
including inquiry, observation, and other tests of controls where the auditor reviews and
compares supporting documents to the accounting records. We suspect such procedures are
equally applicable to other processes also. So, while we agree that walkthroughs provide valuable
evidence to the auditor, other procedures are sometimes available, which is why we urge that
some judgment be afforded the auditor to choose the appropriate procedure to apply in the
circumstances. For example, where the auditor performs tests of controls directly, he or she may
not need to perform a walkthrough. However, where the auditor plans to rely on tests
performed by others, the auditor may need to perform a walkthrough to obtain and/or confirm
his or her understanding of the process flow of transactions.
Additionally, walkthrough procedures may differ for each audit. For example, in an initial audit,
the auditor may need to perform more walkthrough procedures than in a continuing
engagement. In a continuing engagement, the auditor may perform other procedures to achieve
the objectives of the walkthrough and to update his or her understanding of the entity’s
processes and controls. In continuing engagements, the auditor may also alter the nature, timing,
and extent of walkthrough procedures performed directly (or the use of walkthrough procedures
performed by management and others) to introduce an element of unpredictability.
Finally, we recommend that the Board adequately define the term “significant process.” We note
that it always includes the period-end financial reporting process, which we agree with.
10. Is it appropriate to require that the walkthrough be performed by the auditor himself or herself,
rather than allowing the auditor to use walkthrough procedures performed by management,
internal auditors, or others?
Hopefully, the Board will agree with our response to question number 9. If so, we believe that it
is appropriate to require the auditor to perform the walkthrough.
However, to achieve the objectives, as stated in the proposed standard, we believe the guidance
provided by paragraphs 103 through 110 regarding the use of the work performed by
management and others applies equally to walkthrough procedures and any other procedures
performed by management and others. Accordingly, the auditor should be allowed to use his or
her professional judgment in determining whether to use walkthrough procedures performed by
management and others to alter the nature, timing, and extent of the tests of controls performed
directly by the auditor to achieve the objectives of the walkthrough procedures. That said,
however, the restrictions and limitations on the work performed by management and others
should also be adhered to.
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Question Regarding Testing Operating Effectiveness
11. Is it appropriate to require the auditor to obtain evidence of the effectiveness of controls for all
relevant assertions for all significant accounts and disclosures every year or may the auditor
use some of the audit evidence obtained in previous years to support his or her current opinion
on management’s assessment?
It is appropriate to require the auditor to obtain sufficient competent evidence about the design
and operating effectiveness of controls related to all relevant financial statement assertions for all
significant accounts and disclosures in the financial statements. The auditor should obtain such
evidence each year to support his or her opinion on management’s assertion of the effectiveness
of internal control over financial reporting. However, the sufficiency of the evidence obtained is
a matter of professional judgment. Additionally, such evidence may differ from year to year, as
the auditor alters the nature, timing, and extent of his or her procedures.
As stated in paragraph 101, “The auditor also should vary from year to year the nature, timing,
and extent of testing of controls to introduce unpredictability into the testing and respond to
changes in circumstances. For example, each year the auditor might test the controls at a
different interim period; increase or reduce the number and types of tests performed; or change
the combination of procedures used.” A particular area where testing may vary significantly is
over information technology systems. As technology operates in a systematic manner, the
auditor may evaluate and test general computer controls, including program changes and security
access, while performing only limited procedures over the specific program controls.
We acknowledge, however, that auditing is a continuous process. While the auditor uses his or
her experience and knowledge of effectiveness from previous years to alter the nature, timing
and extent of test of controls, he or she does not necessarily rely on the audit evidence obtained
from such prior periods as the sole evidence for the current year’s opinion. Further, the auditor
may be placed in a unique situation where the period between opinions is less than a year. For
example, the auditor may be asked to provide an opinion on the effectiveness of internal control
over financial reporting as of an interim date or the company may decide to change its year-end
for reporting purposes. We view such circumstances as tests performed at an interim date, where
the opinion on the previous period constitutes the interim testing date. Accordingly, the auditor
determines what additional evidence to obtain concerning the design and operation of the
controls for the remaining period and considers significant changes in controls from the
“interim” date to the “as-of ” date. The auditor also considers controls that may only operate
during or apply to the interim or annual periods. Where a change in the company’s year-end
occurs, the auditor should only be required to perform an audit of internal control when audited
financial statements are required to be presented.

Questions Regarding Using the Work of Management and Others
12. To what extent should the auditor be permitted or required to use the work of management and
others?
As the auditor is ultimately responsible for his or her opinion, he or she should be allowed to
apply professional judgment in determining whether to use the work of management and others
to alter the nature, timing and extent of his or her procedures to obtain sufficient competent
evidence to render the report. The auditor should never be “required” to use the work of
management and others, as the independence and objectivity of the individuals that performed
such work may have been impaired. Additionally, such individuals may not be deemed
competent with respect to internal control.
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Our responses to questions 13 through 16 provide additional comments on the extent the
auditor should be permitted to use the work of management and others.
13. Are the three categories of controls and the extent to which the auditor may rely on the work of
others appropriately defined?
The three categories of controls and the extent to which the auditor may rely on the work
performed by management and others need some clarification. We believe that it is appropriate
to prohibit the use of the work performed by management and others when evaluating controls
that are part of the control environment, controls over the period-end financial reporting
process, and controls that have a pervasive effect on the financial statements, due to the extensive
judgment involved with such evaluation and the impact on the nature, timing and extent of the
auditor’s procedures. It also is appropriate to limit the use of the work of management and
others in the areas addressed by paragraph 105. Such matters also involve a significant amount
of judgment, but do not ordinarily have a pervasive effect on the auditor’s procedures.
With respect to the third category, controls over routine processing of significant accounts and
disclosures, we suggest that the Board clarify the phrase “without specific limitation.” As written,
it may be misinterpreted to mean that the auditor does not have any responsibilities and can rely
on the work of others without performing any additional procedures. Although the auditor can
use the results of tests performed by management and others, we believe that the auditor must
still reperform some of the tests performed by others and use such tests to alter the nature,
timing and extent of procedures he or she performs directly. However, reperforming more of
the procedures performed by management and others may significantly reduce such direct
procedures.
In regards to the first category where the use of the work performed by management and others
is prohibited, we recommend that the Board view information technology general controls as
those where the auditor’s use of the work of management and others is limited. Such controls
do not ordinarily involve extensive judgment.
14. Does the proposed standard give appropriate recognition to the work of internal auditors? If
not, does the proposed standard place too much emphasis and preference on the work of
internal auditors or not enough?
The proposed standard gives appropriate and adequate recognition to the work of internal
auditors. It is also consistent with existing interim standards (AU Section 322, The Auditor’s
Consideration of the Internal Audit Function in an Audit of Financial Statements) with respect to
evaluating internal audit’s competence and objectivity in determining how internal audit’s work
may affect the audit of internal control over financial reporting. Such existing literature provides
guidance to the auditor on evaluating internal audit’s competence and objectivity and in
evaluating the relevancy of their work. As such, we believe that it would be appropriate and
necessary to include a reference to AU Section 322 within paragraph 108, even though the
proposed standard provides a reference to such existing literature in Appendix B.
The proposed standard should not, however, add additional emphasis on the use of internal
audit’s work. Although the auditor may be able to use their work to a greater extent than the
work performed by other personnel, internal audit is a part of the company’s monitoring
component of internal control. Accordingly, to place more emphasis on the use of internal
audit’s work may inappropriately reduce the work directly performed by the auditor.
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15. Is the flexibility in determining the extent of reperformance of the work of others appropriate, or
should the auditor be specifically required to reperform a certain level of work (for example,
reperform tests of all significant accounts or reperform every test performed by others that the
auditor intends to use)?
The auditor uses the work performed by management and others to alter the nature, timing and
extent of his or her procedures. When using the work of management and others, the auditor
should perform tests to evaluate the quality and effectiveness of the work performed. The tests
performed by the auditor to make this evaluation depend on the extent of the effect of the work
of management and others on the procedures performed directly by the auditor. When
performing such tests, the auditor may either (a) reperform some of the work performed by
management or others, or (b) examine the work performed, perform similar tests, and compare
such tests to the results of the work performed by management and others.
The combination of the procedures performed to test the work performed by management and
others and the tests performed directly by the auditor are a matter of professional judgment and
together should provide sufficient competent evidence to support the auditor’s opinion.
Accordingly, it is appropriate to allow flexibility in determining both the extent of reperformance
of the work of management and others and the nature, timing and extent of procedures
performed directly by the auditor. The proposed standard should not mandate that the auditor
reperform a certain level of work, including reperforming tests of all significant accounts or
reperforming every test performed by others that the auditor intends to use.
16. Is the requirement for the auditor to obtain the principle evidence, on an overall basis, through
his or her own work the appropriate benchmark for the amount of work that is required to be
performed by the auditor?
As stated previously, the auditor is ultimately responsible for the opinion expressed. As such, it
would be inappropriate for the auditor to obtain most of his or her evidence by using the work
performed by management and others. On an overall basis, the auditor should perform enough
procedures directly to be able to make his or her own conclusions. That said, however, the
benchmark for the amount of work that is required to be performed directly by the auditor is a
matter of professional judgment.
We believe that the Board intends the principal evidence requirement to apply on an overall basis,
rather than on a relevant assertion or significant account basis. Accordingly, we suggest that the
Board clarify its intents in the proposed standard.

Questions Regarding Evaluating Results
17. Will the definitions in the proposed standard of significant deficiency and material weakness
provide for increased consistency in the evaluation of deficiencies? How can the definitions be
improved?
We acknowledge the Board’s efforts to clarify and narrow the definitions of a significant
deficiency and a material weakness, to provide detailed examples on the application of such
definitions, and to list the matters that are strong indicators that a material weakness exists.
Altogether, this guidance should promote consistency in evaluating whether an internal control
deficiency is a significant deficiency or a material weakness. Nevertheless, such evaluations
involve extensive judgment, and each individual may conclude differently as to the severity of a
deficiency.
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With respect to the definitions of a significant deficiency and a material weakness, however, the
discussion of “likelihood” should be enhanced and clarified. The proposed discussion of
likelihood could be read to allow a conclusion that a deficiency is not a material weakness
because it has never been a problem in the past. For instance, management can argue that there
is a “remote likelihood” that a material misstatement will not be prevented or detected in the
future because a material misstatement as it relates to a particular deficiency has never occurred.
As such, language should be added to state that the absence of a past material error in financial
reporting due to a deficiency does not mean that likelihood is low enough to keep a deficiency
from being a material weakness. The definition of material weakness is focused on what could
happen and is not limited to what has happened.
18. Do the examples in Appendix D of how to apply these definitions in various scenarios provide
helpful guidance? Are there other specific examples that commenters could suggest that would
provide further interpretive help?
As stated in our response to question number 17 above, the examples in Appendix D are useful
and should assist in promoting the consistency with which internal control deficiencies are
evaluated. It would be helpful, however, if one or more examples were added dealing with
deficiencies relating to information technology systems or deficiencies dealing with controls over
operations or compliance with laws and regulations that could materially affect financial
reporting. Also, with respect to the safeguarding of assets, it would be very useful to have
examples that illustrate deficiencies that are financial reporting in nature, deficiencies that relate
to the assertions about safeguarding that management is required to make under Section 404, and
deficiencies in safeguarding that are not within the scope of financial reporting and Section 404
assertions.
19. Is it necessary for the auditor to evaluate the severity of all identified internal control
deficiencies?
The auditor’s objective in an audit of internal control over financial reporting is to express an
opinion on management’s “assessment” of effectiveness. Where significant deficiencies, either
individually or in the aggregate, constitute a material weakness in internal control, management is
precluded from concluding that internal control over financial reporting is effective and the
auditor must express an adverse opinion. Consequently, in order for the auditor to achieve his or
her objectives, he or she should be required to evaluate the severity of all identified internal
control deficiencies. Otherwise, the auditor may inappropriately conclude that internal control
over financial reporting is effective.
20. Is it appropriate to require the auditor to communicate all internal control deficiencies (not just
material weaknesses and significant deficiencies) to management in writing?
We believe that the auditor should communicate all identified significant deficiencies and material
weakness in writing. We do not believe it is appropriate to require the auditor to communicate in
writing internal control deficiencies that are below the level of a significant deficiency. Any oral
or written communications of such matters should be made at the discretion of the auditor. For
example, the auditor may choose to communicate deficiencies that management may not be
aware of. As with the reporting of misstatements that come to the auditor’s attention during an
audit of financial statement, there is no need to require the reporting of every minor internal
control deficiency that comes to the auditor’s attention. However, the auditor may report all
deficiencies noted if requested to do so by management or the audit committee.
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21. Are the matters that the Board has classified as strong indicators that a material weakness in
internal control exists appropriately classified as such?
The matters that the Board has classified as strong indicators that a material weakness exists are
appropriately classified as such. These matters clearly fall within the definition of a significant
deficiency, where there is more than a remote likelihood that a misstatement that is more than
inconsequential in amount will not be prevented or detected. Such misstatements may be
material to the financial statements and therefore, these matters could also constitute a material
weakness.
There may be circumstances where the auditor identifies a material weakness in internal control
over financial reporting in the current period that was not initially identified by the company's
internal control evaluation and testing process. We believe that this is, at a minimum, a
significant deficiency and also a strong indicator that a material weakness exists, even if
management subsequently corrects the weakness. As such, we suggest that the Board add this
matter to paragraph 126 as a strong indicator of a material weakness.
22. Is it appropriate to require the auditors to evaluate the effectiveness of the audit committee’s
oversight of the company’s external financial reporting and internal control over financial
reporting?
The proposed standard states, “The company’s audit committee plays an important role within
the control environment and monitoring components of internal control over financial
reporting.” We agree with this statement. Thus, the audit committee falls within the bounds of
internal control over financial reporting, and the auditor has a responsibility to evaluate the
effectiveness of the audit committee’s oversight. Therefore, it is appropriate to require the
auditor to evaluate the effectiveness of the audit committee's oversight of the company's external
financial reporting and internal control over financial reporting as a component of internal
control, but not separate from its effectiveness as it relates to the overall internal control. There
are certain factors that the Board proposes to require the auditor to evaluate for which the
auditor does not possess the appropriate qualifications. Such factors may not be necessary for
the auditor’s evaluation of the company’s internal control over financial reporting.
For example, we believe that the auditor’s training and experience provide a basis for evaluating
the clarity with which the audit committee’s responsibilities are articulated and understood by the
audit committee and management and the audit committee’s involvement and interaction with
the external and internal auditor. However, such training and experience is insufficient to
evaluate the audit committee’s independence and their compliance with applicable listing
standards. We believe such matters involve legal determinations that are beyond the auditor’s
professional competence and are not necessary to evaluate the company’s internal control over
financial reporting.
In the context of an audit of internal control over financial reporting, we also question the
emphasis placed on the evaluation of the effectiveness of the audit committee’s oversight.
Effective oversight does not necessarily imply that internal control over financial reporting is
effective. We believe that the audit committee’s oversight is one element of the control
environment (a very important one) and monitoring components of the company’s internal
control. Accordingly, the standard should indicate that as with any other control where a
deficiency exists, the auditor evaluates the severity of the deficiency and the impact on the
conclusions reached.
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23. Will auditors be able to effectively carry out their responsibility to evaluate the effectiveness of
the audit committee’s oversight?
As auditors, we generally are not privy to the entire conduct of the audit committee. Further, the
evaluation of the effectiveness of the audit committee’s capabilities, competence, and oversight
processes requires extensive judgment on the part of the auditor and, as described in our
response to question number 22, certain matters related to those considerations are beyond the
realm of the auditor’s expertise and also may not be relevant to the auditor’s consideration of the
effectiveness of the company’s internal control over financial reporting.
The auditor should, however, be able to effectively carry out his or her responsibility to evaluate
the effectiveness of the audit committee’s oversight as it relates to the evaluation of the
company’s internal control over financial reporting, even though the auditor may not be able to
separately evaluate the effectiveness of their oversight as a whole. The auditor evaluates the
effectiveness of the audit committee’s oversight primarily through the appropriate use of inquiry
and observation techniques focused on the audit committee’s involvement with financial
reporting matters. For example, the auditor focuses on metrics such as how often the audit
committee meets, the audit committee’s expectations, and their involvement with the risk
management process, rather than evaluating their independence and compliance with external
requirements.
24. If the auditor concludes that ineffective audit committee oversight is a material weakness, rather
than require the auditor to issue an adverse opinion with regard to the effectiveness of the
internal control over financial reporting, should the standard require the auditor to withdraw
from the audit engagement?
The auditor should not be required to withdraw from the audit engagement in response to any
identified material weakness. The presence of a material weakness, including a material weakness
where the audit committee’s oversight is ineffective, does not necessarily impose a limitation on
the scope of the engagement. Accordingly, whether to withdraw should remain a judgment made
by the auditor. Further, it would not be in the public interest to require the auditor to withdraw
from the engagement due to ineffective audit committee oversight.

Questions Regarding Forming an Opinion and Reporting
25. Is it appropriate that the existence of a material weakness would require the auditor to express
an adverse conclusion about the effectiveness of the company’s internal control over financial
reporting, consistent with the required reporting model for management?
When one or more material weaknesses in internal control over financial reporting exist,
management is not permitted to conclude that internal control over financial reporting is
effective. In such circumstances, we concur with the Board’s conclusions that (a) management
must report that internal control is not effective, (b) the auditor’s reporting model must be
consistent with managements reporting model, and (c) the issuance of a qualified “except for”
conclusion by management or the auditor is not acceptable. As such, it is appropriate that the
existence of a material weakness would require the auditor to express an adverse opinion about
the effectiveness of the company’s internal control over financial reporting.
26. Are there circumstances where a qualified “except for” conclusion would be appropriate?
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We do not believe there are any circumstances where a qualified “except for” opinion would be
appropriate. This would require the auditor to evaluate the severity of a material weakness, in
essence creating another category of deficiencies.
27. Do you agree with the position that when the auditor issues a non-standard opinion, such as an
adverse opinion, that the auditor’s opinion should speak directly to the effectiveness of the
internal control over financial reporting rather than to whether management’s assessment is
fairly stated?
With the public interest in mind, we agree with the Board’s position to require the auditor to
opine directly on internal control effectiveness when a non-standard report is to be issued.
Although both opinions would be appropriate, we believe that this approach will eliminate
potential confusion relating to the auditor’s opinion on the effectiveness of internal control over
financial reporting.
We have concerns, however, with respect to the overall reporting model, specifically relating to
the identification of the financial statements to which the opinion applies. The introductory
paragraph of the independent auditor’s report states the following:
“We have audited management’s assessment, included in the accompanying [title of
management’s report], that W Company maintained effective internal control over financial
reporting as of December 31, 20X3, based on [Identify criteria, for example “criteria established in
Internal Control – Integrated Framework issued by the Committee of Sponsoring Organization of the
Treadway Commission (COSO).”]. W company’s management is responsible for its assessment
about the effectiveness of internal control over financial reporting. Our responsibility is to
express an opinion on management’s assessment based on our audit.”
From a user perspective, we suggest that the scope of the term “financial reporting” be clearly
delineated in management’s assertion and the auditor’s report. We believe that this generic term
could be interpreted to extend to all financial reporting that occurs on the “as of” date. For
example, management’s assertion on internal control effectiveness over financial reporting of a
consolidated entity could be interpreted by the user community to include: financial statements
issued by each of the subsidiaries in accordance with generally accepted accounting principles or
another comprehensive basis of accounting, and reporting of financial information at a
consolidated and subsidiary level to government agencies, such as the Internal Revenue Service.
Accordingly, we suggest that the Board clearly define the term “internal control over financial
reporting” and limit it to the specific financial statements covered by the report, for example, the
financial statements required to be filed in accordance with generally accepted accounting
principles and SEC rules and regulations under the Securities Exchange Act of 1934. For
example, the introductory paragraph may be worded as follows:
We have audited management’s assertion, included in the accompanying [title of management’s
report], that W Company maintained effective internal control over financial reporting as of
December 31, 20X3 in the Company’s financial statements filed with the Securities and
Exchange Commission, based on [Identify criteria, for example “criteria established in Internal Control
– Integrated Framework issued by the Committee of Sponsoring Organization of the Treadway Commission
(COSO).”].

Questions Regarding Auditor Independence
28. Should the Board provide specific guidance on independence and internal control-related
services in the context of this proposed standard?
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Although we believe the Board should provide specific guidance and adopt certain rules on
independence and internal control-related matters, as indicated in our response to question
number 29, the Board should not provide them within this standard. We suggest that
independence matters not reside directly in the auditing and other attest standards. Such matters
should exist independently, through separate independence standards or the SEC’s rules and
regulations.
An auditor is required to adhere to all requirements imposed by the PCAOB’s Auditing and
Related Professional Practice Standards and those imposed directly by the SEC. Accordingly, it is
not necessary to repeat such requirements in multiple locations (and can even be burdensome for
the regulators to maintain). A reference to the relevant standards, rules and regulations is
sufficient and does not alter the auditor’s responsibilities. Additionally, it promotes compliance
with the standards, rules and regulations, as such information is contained within the related
subject matter.
29. Are there any specific internal control-related non-audit services the auditor should be
prohibited from providing to an audit client?
We believe that the Board should adopt Grant Thornton’s position on independence in regards
to internal control-related services by the external auditor. Our position is expressed in the
following excerpt from a testimony given by Ed Nusbaum, Grant Thornton’s Chief Executive
Officer, on September 23, 2003, before a full committee hearing of the U.S. Senate Committee
on Banking, Housing and Urban Affairs, the subject: “The Implementation of the SarbanesOxley Act and Restoring Investor Confidence.”
“…The degree of an auditor’s independence is driven by the separation between
management (which produces the financial information) and the users of the information
provided by management. The standard for independence is heightened as that separation
increases. We firmly believe that the auditors of publicly held companies must hold
themselves to the highest possible standard of independence.
For this reason, Grant Thornton will not accept engagements to document, evaluate or
design our public audit clients’ internal controls, including engagements to document existing
controls, or to perform evaluations of existing controls that management uses to support
their conclusions regarding the effective design of those controls. To do so, we feel, is a
conflict of interest. Instead, as auditors, we will audit the internal controls as designed,
documented and evaluated by management, in accordance with the provisions of the Act.”

Questions Regarding Auditor’s Responsibilities with Regard to Management’s Certifications
30. Are the auditor’s differing levels of responsibility as they relate to management’s quarterly
certifications versus the annual (fourth quarter) certification, appropriate?
The differing levels of responsibility as they relate to management’s quarterly and annual
certifications are appropriate and are consistent with the current reporting model. For example,
the accountant performs a review of the company’s interim financial information and
management’s quarterly 302 certifications (as it relates to the disclosure of any material change in
internal control over financial reporting during the period), while he or she performs an audit of
the company’s annual financial statements and management’s assertion of the effectiveness of
internal control over financial reporting. However, we do believe that the responsibility for the
accountant to determine whether significant changes in internal control over financial reporting
may introduce significant deficiencies or material weaknesses in the design of internal control
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over financial reporting discussed in paragraph 186 is inconsistent with the objective of a review
of interim financial information.
The objective of a review of interim financial information pursuant to AU Section 722, Interim
Financial Information, is to provide the accountant with a basis for communicating whether he or
she is aware of any material modifications that should be made to the interim financial
information for it to conform with generally accepted accounting principles. A review consists
principally of performing analytical procedures and making inquiries of persons responsible for
financial and accounting matters, and does not contemplate tests of accounting records through
inspection, observation or confirmation. We believe that paragraph 186, as currently written,
creates a responsibility that is inconsistent with the objective of a review of interim financial
information. We suggest the following language as an alternative:
“If there have been significant changes in the design or operation of internal control over
financial reporting, perform procedures to obtain sufficient knowledge to understand the
effect of such changes on internal control as it relates to the preparation of interim financial
information and inquire of management whether such changes may introduce significant
deficiencies or material weaknesses in the design of internal control over financial reporting.”
AU Section 722 addresses the matters discussed in paragraphs 185 through 188. We urge the
Board to consider revising this section in light of AU Section 722, and in lieu of providing such
guidance in the proposed standard, amend AU Section 722 for the requirements of Section 302
and make reference to the guidance in AU Section 722 in the proposed standard. We also urge
the Board to use “accountant” rather than “auditor” when discussing interim reviews in
paragraphs 185 through 188 to be consistent with AU Section 722.
31. Is the scope of the auditor’s responsibility for quarterly disclosures about the internal control
over financial reporting appropriate?
Please see our response to question number 30. The scope of the accountant’s responsibility for
quarterly disclosures should be consistent with the accountant’s responsibility for material
misstatements of interim financial statements under AU Section 722.
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Appendix B – Specific Paragraph-Level Comments
The following describes additional concerns and offers other substantive comments and/or
suggestions relating to specific paragraphs.
•

Footnote 1 – Where the PCAOB believes that there will be any need or request for an audit
of internal control over financial reporting other than those mandated by Section 404 of the
Sarbanes-Oxley Act, they should maintain a standalone standard for such attestation
engagement. Please see our response to question number two.

•

Paragraph 7 - A deficiency in operation is described, among other things, as one where a
person performing the control does not possess the necessary authority or qualifications to
perform the control effectively. This is an element of design, as well as operation. For
example, assigning the appropriate individual to perform a control (e.g., segregation of
duties) relates to design. Whether the assigned individual performed the control and how
well that person performed the control relates to operation. We suggest that the Board
revise the definitions of a design deficiency and an operating deficiency, accordingly.

•

Paragraphs 21 and 22 – We believe that the concepts in these paragraphs need clarification.
These paragraphs should clearly state that materiality, as it is described herein, relates to
evaluating the severity of internal control deficiencies to determine whether they are
significant deficiencies and material weaknesses, rather than used for purposes of performing
the audit of internal control over financial reporting. In addition, the proposed standard
should not suggest that we conduct the audit at a lower level of materiality at the individual
account-balance level. Paragraph 61 describes that an account is significant if there is more
than a remote likelihood that the account could have a material effect on the financial
statements. Accordingly, the audit would be planned in consideration of materiality at the
financial statement level.

•

Paragraph 36 - The last sentence of this paragraph states “Inquiry of management and
employees is the beginning point for obtaining an understanding of internal control over
financial reporting, but inquiry alone is not adequate for reaching a conclusion on any aspect
of internal control over financial reporting effectiveness.” We believe that the word “any”
should be deleted. In many instances, inquiry may be the only procedure that can be
performed to support the effectiveness of a “single” control. Inquiry alone is not sufficient
to support our opinion on management’s assertion, but may be sufficient to support a
conclusion that certain controls are operating effectively.

•

Paragraph 61 - The definition of a significant account would seem to allow the auditor some
latitude in determining which accounts will require testing, for example limiting work to
those where a material misstatement could exist rather than requiring testing for either
quantitative or qualitative materiality. This approach, however, seems to be at odds with the
example in B18. For instance, if the auditor were to conclude that the likelihood of a
misstatement of the property, plant and equipment account is remote in the example
presented, we would argue that we do not need to test controls over that account solely on
the basis of the materiality of the balance to the financial statements.

•

Paragraph 74 – This paragraph lists items that should be evaluated by the auditor when
identifying controls to test. With respect to the third bullet, we recommend replacing the
phrase “whether more than one control achieves a particular objective” with the phrase
“whether more than one control is necessary to achieve a particular objective.” In regards to
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the fourth bullet, the auditor should not consider the nature and extent of tests performed
by management and others when determining which controls to test. The auditor should
make his or her own judgment as to which controls should be tested and then determine the
nature, timing and extent of the tests to be performed directly (or tests to reperform the
work of management and others). With respect to the very last item, we do not believe that
the complexity of the control is a consideration. Processes and systems may be complex;
however, individual controls are quite simple.
•

Paragraph 88 – Please refer to our comments for paragraph7 regarding the definitions of a
design deficiency and an operating deficiency.

•

Paragraph 92 – This paragraph states, “Because inquiry alone does not provide sufficient
evidence to support the operating effectiveness of a control, the auditor should perform
additional tests of controls.” Please see our comments relating to paragraph 36. Inquiry
may be a sufficient procedure for evaluating “a” single control.

•

Paragraph 136 – This paragraph states, “To assess control risk for specific financial
statement assertions at less than maximum, the auditor is required to obtain evidence that the
relevant controls operated effectively during the entire period covered by the company’s
financial statements.” We disagree with this statement. The auditor should test controls over
the period in which the controls are being relied upon, which may not be the entire period
covered by the financial statements. Other substantive procedures can be performed to
cover the “stub-period.” Together, such procedures would be sufficient to reduce audit risk
to an appropriately low level.

•

Paragraph 139 – We suggest defining the term “significant risk,” as it is not currently
defined in the interim standards.

•

Paragraph 140 – We suggest the following revision: “For this reason, substantive analytical
procedures alone are not well suited to detecting fraud.” Perhaps there are situations where
substantive analytical procedures alone may not be effective; however, we disagree that they
are never effective as the statement implies. For example, the performance of disaggregated
analytical procedures over revenue may assist in detecting fraud or potential fraud.

•

Paragraph 143 – This paragraph requires the auditor to evaluate his or her findings from
substantive procedures performed in the audit of the financial statements and their effect on
the effectiveness of internal control over financial reporting. It also lists matters the auditor
should include when performing such an evaluation. We believe the requirement to evaluate
all findings is unnecessary and improperly excludes the auditor’s professional judgment and
consideration of materiality and the significance of the finding. In addition, certain matters
listed do not represent findings from substantive procedures (e.g., risk evaluations), and the
impact on internal control effectiveness is not necessarily apparent from some of the items
presented (e.g., findings with respect to related party transactions). Accordingly, we urge the
Board clarify its intents with respect to this paragraph and eliminate the requirement to
evaluate all findings.

•

Paragraph 145 – The proposed standard requires the auditor to document “the process
used to determine significant accounts, classes of transactions, and disclosures, including the
determination of the locations or business units at which to perform testing.” We suggest
that the Board clarify what is meant by this documentation requirement, including what the
Board expects to be documented. For example, could the process be a firm’s methodology?
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•

Paragraphs 146 & 147 – This paragraph states “The auditor also should document the
effect of a conclusion that control risk is other than low for any relevant assertions for any
significant accounts on his or her opinion on the audit of internal control over financial
reporting.” We suggest that the Board clarify the documentation requirements and the
auditor’s control risk assessments. For example, the matters described in paragraph 146 may
alter the control risk assessment for the audit of the financial statements. By definition,
control risk is the risk that a material misstatement in an assertion will not be prevented or
detected on a timely basis by internal control policies or procedures. Accordingly, with
respect to the audit of internal control, we believe that only a material weakness precludes
the auditor from assessing control risk at low. As such, the items in paragraph 146 would
preclude the issuance of an unqualified opinion on the effectiveness of internal control over
financial reporting.

•

Paragraph 163 – As indicated in our response to question number 21, where the auditor
identified a material weakness that was not identified by management, this in itself may be a
material weakness. Accordingly, clarification of the second bullet point may be necessary.

•

Paragraph B15 – The last sentence of this paragraph states “The evaluation ordinarily
would not extend to controls at the equity method investee.” We suggest that the PCAOB
delete the word “ordinarily,” as it extends beyond the scope of the auditor’s responsibilities.

•

Example B-1 – The extent of the expected information technology testing is a concern; it
would appear that an information technology expert will need to be involved on all audits for
all information technology processes that the auditor relies on to independently verify that
there were no changes made in the system, or that the system was put in operation on the
date the client maintained. Inquiry of the company’s information technology manager will
be insufficient in and of itself to audit the changes to the system. Nor would we be able to
rely on a change log kept by the information technology manager, as it would be subject to
alteration/manipulation.
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Appendix C – Other Recommendations
The following represent other recommendations.
•

Footnote 1 – We suggest that in lieu of stating the “standard does not apply,” stating that
the “standard applies to a limited extent,” when an auditor audits the financial statements but
does not audit a company’s internal control over financial reporting.

•

Paragraph 5 – In the first sentence, we recommend replacing the word “operated” with the
word “operating” or replacing the word “is” with the word “was.”

•

Footnote 9 – The Board may also choose to add a reference to Staff Accounting Bulletin
No. 99, Materiality.

•

Paragraph 18 – We suggest that the Board clarify the level of assurance provided by
management versus that provided by the auditor. Specifically, an explanation as to why the
auditor does not provide the “same assurance” as management would be helpful.

•

Paragraph 24 – With respect to the controls that address the risk of fraud, we agree that the
auditor should pay particular attention to the control environment; however, given this
requirement is presumptively mandatory, we suggest the Board clarify their intent with
respect to the term “special emphasis.”

•

Paragraph 27 – We suggest adding a cross-reference to where the phrases “relevant
financial statement assertions” and “significant accounts and disclosures” are defined.

•

Paragraph 39 – This paragraph describes certain matters the auditor should evaluate when
planning the audit to determine the affect on his or her procedures. We suggest adding a
cross-reference to paragraph 101, which discusses altering the nature, timing and extent of
testing to introduce an element of unpredictability and to respond to changes in
circumstances.

•

Paragraphs 48-50 – We recommend linking the term “specific controls” to the requirement
to evaluate controls over “relevant assertions and significant account balances.”

•

Paragraph 113 – The schedule of passed adjustments and the adjustments recorded by
management are an important element to consider when forming an opinion on internal
control over financial reporting. Accordingly, a specific mention of such is appropriate
within this paragraph.

•

Paragraph 157 – This paragraph discusses that the date of the auditor’s report on the
financial statements and the date of the auditor’s report on the audit of internal control
should be the same. We suggest the Board consider the impact of dual-dating for
subsequent events. We believe that a dual-date for a subsequent event relating to either
opinion should not impact the date of the other report.

•

Paragraph 168 – The SEC staff has provided certain guidance with respect to meeting the
requirements of a principal auditor for a financial statement audit. We suggest the Board
clarify such requirements and their applicability to an audit of internal control over financial
reporting.
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From:
Sent:
To:
Subject:

Grinham, Jim
Wednesday, October 15, 2003 3:33 PM
Comments
PCAOB Rulemaking Docket Matter No. 008

The proposed auditing standard would limit or eliminate the External Auditors ability to rely on the work performed by
management in the area of general (aka. pervasive) IT controls, as described in the briefing paper as well as the
proposed Standard (page A-37, # 103).
Briefing Paper states...."That is, the standard would establish certain categories of work that the auditor must perform,
such as work related to company-wide anti-fraud programs and controls and work related to other controls that have a
pervasive effect on the company, such as controls over the company's electronic data processing".
Proposed Standard states....There are a number of areas in which the auditor should not use the results of testing
performed by management and others, including;...Controls that have a pervasive impact on the financial statements,
such as certain information technology general controls on which the operating effectiveness of other controls depend.
This exclusion of general IT controls from the scope of testing that can be relied upon makes absolutely no sense. Of the
many types of controls that will require testing, general IT controls are in fact more easily substantiated and replicated
than most. General IT controls have been the one area in which many if not most companies have instituted a "controls
framework" for establishing and evaluating controls. The types of controls (access controls, program change controls,
disaster recovery controls, etc.) requiring testing in response to Sarbanes-Oxley Section 404 are the same as those that
we have been testing for years. While our situation may be different than others, the amount and depth of IT general
controls testing performed internally has always far surpassed the degree of testing performed by external auditors. Why
the experience and knowledge we have gained over time regarding IT general controls would be dismissed in formulating
an opinion regarding the adequacy of these controls seems entirely contrary to the intent of Section 404.
In our specific situation, which is comprised of some 50 strategic business units and over 20 different ERP systems, it
would appear in the worst case impractical if not impossible for the external auditors to test general IT controls across the
enterprise and in the best case, potentially prohibitive from a fees standpoint.
I would strongly urge you to reconsider this matter from a practicality standpoint and consider the fact that the auditors'
ability to attest to the adequacy of general IT Controls and their pervasive effect may well be
enhanced by their ability to rely on the work performed by management.
Jim Grinham

1
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November 14, 2003
VIA EMAIL
Office of the Secretary
PCAOB
1666 K Street, N.W.
Washington, DC 20006-2803
Re:

PCAOB Rulemaking Docket Matter No. 8

Dear Sirs or Madams:
These comments are submitted on behalf of Guidance Software, Inc. in response to the Proposed
Auditing Standard, An Audit of Internal Control Over Financial Reporting Performed in
Conjunction With an Audit of Financial Statements (the “Proposed Standard”) contained in
PCAOB Release No. 2003-017 (the “Release”) (PCAOB Rulemaking Docket Matter No. 008).
The Proposed Standard, if adopted, would be the standard on attestation engagements referred to
in Section 404(b) and Section 103(a)(2)(A) of the Sarbanes-Oxley Act of 2002 (“SarbanesOxley”).
Guidance Software applauds the PCAOB as it continues its efforts to re-establish the
independence of the auditing profession and improve the quality of audits, and thus their utility
to investors. The Proposed Standard, however, falls short in addressing the auditor’s role in
preventing, detecting, and responding to fraud. Since a lack of effective internal controls enables
fraud, and the result of fraud is often an improper use or disposition of assets (and is thus
covered by the definition of “internal control over financial reporting”), the audit of internal
control over financial reporting should address a company’s policies and practices aimed at
discouraging and responding to fraud.
Although the Release sets forth thirty-one specific questions, on topics ranging from an
integrated audit to auditor’s independence, the PCAOB has not set forth any question concerning
the issue of fraud. The entirety of the PCAOB’s commentary concerning fraud, in a twenty-fivepage letter, consists of one paragraph, which is set forth below:
Fraud Considerations in an Audit of Internal Control Over Financial
Reporting
Strong internal controls provide better opportunities to detect and deter
fraud. For example, many frauds resulting in financial statement
restatement relied upon the ability of management to exploit weaknesses
in internal control. To the extent that the internal control reporting
required by Section 404 can help restore investor confidence by improving

File No. PCAOB-2004-03 Page No. 1069

PCAOB
November 14, 2003
Page 2 of 6
the effectiveness of internal controls (and reducing the incidence of fraud),
the auditing standard on performing the audit of internal control over
financial reporting should emphasize controls that prevent or detect errors
as well as fraud. For this reason, the proposed standard specifically
addresses and emphasizes the importance of controls over possible fraud
and requires the auditor to test controls specifically intended to prevent or
detect fraud that is reasonably likely to result in material misstatement of
the financial statements.1
The PCAOB has glossed over the central point of Sarbanes-Oxley: that public companies must
engage in effective self-policing to combat internal corporate fraud. Sarbanes-Oxley represented
the Congressional response to “the shenanigans . . .that ha[d] been going on in corporate
America”2 such as the Enron debacle.3 Thus, Sarbanes-Oxley was enacted to protect investors
by combating corporate crime and improving corporate governance.4 One of the central themes
underlying Sarbanes-Oxley is that public companies need to institute and maintain adequate
internal controls, which must include “controls related to the prevention, identification and
detection of fraud.”5 (Emphasis added). As many commentators have noted, Sarbanes-Oxley
requires companies to implement extensive corporate governance policies to prevent and to
respond timely to fraudulent activity within the company.6 For example, Sarbanes-Oxley
expressly requires publicly traded companies to create anonymous hotlines for the reporting of
fraud, it requires executives to certify that their financial statements are accurate, and it provides
additional protections for employees of public companies who report fraud. The inclusion of a
requirement for an internal control audit was an effort to have the auditing profession, instead of
shredding evidence as in the Andersen case, directly involved in the effort to prevent, identify,
and discover fraud. Clearly, the requirement that a financial statement audit encompass controls
that address or mitigate fraud risk, as required by AU sec. 316, Consideration of Fraud in
Financial Statement Audit, proved ineffective prior to Sarbanes-Oxley, at least in the eyes of
Congress. Thus, a new audit requirement was instituted to have auditors conduct a separate audit
of a company’s internal controls.
The Section 404 requirement of effective internal controls encompasses more than mere
accounting practices. In June 2003 the SEC issued its final rules under Section 404 of SarbanesOxley. The SEC noted that “internal control is a broad concept that extends beyond the
accounting functions of a company.”7 Under the SEC’s definition of “internal control over
financial reporting,” a definition which the Release purportedly adopts,8 the internal controls
process must include policies and procedures that:
Provide reasonable assurance regarding prevention or timely
detection of unauthorized acquisition, use or disposition of the
[company’s] assets that could have a material effect on the financial
statements.9
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The definition is crystal clear: internal controls over financial reporting must include those
controls designed to prevent or detect activities such as insider trading and other internal
financial fraud, theft of intellectual property, large-scale misappropriation of customer
information, or other similar losses that “could have” a material effect on the financial
statements. The Proposed Standard, however, narrows the “safeguarding of assets” function of
internal controls to “protection only against losses arising from intentional and unintentional
misstatements in processing transactions and handling the related assets.”10 As noted above,
however, safeguarding of assets is intimately linked to the prevention and detection of fraud; the
occurrence of fraud often leads directly to the misappropriation or destruction of a company’s
assets. Note that the COSO Framework recognizes that one of the “temptations” for employee
fraud is “nonexistent or ineffective controls,” as well as “high decentralization that . . . reduces
the chances of getting caught.”11 Thus, in order to prevent employee fraud, or unauthorized
acquisition, use or disposition of a company’s assets, the company should have in place effective
controls that increase the likelihood of getting caught. In discussing fraud, however, the
Proposed Standard restricts the review of controls “intended to address the risks of fraud that are
reasonably likely to have a material affect on the company’s financial statements.”12 As a
result, a failure of controls against fraud that “could have,” but is not “reasonably likely to have,”
a material affect on the company’s financial statements is written out of the Proposed Standard.
There is no justification for this narrow focus. Rather, the Proposed Standard should focus on
controls to fight fraud (which leads to unauthorized acquisition, use or disposition of the
company’s assets) that could have a material effect on the financial statements.
A pair of hypotheticals highlights the shortcomings of the Proposed Standard:
1)
Assume a company in which a senior executive who has access to
material, nonpublic information is facilitating a friend’s trading in the
company’s stock based on that information, in violation of the company’s
internal policies and the securities laws, by using an instant messaging service.
Assume further that the company has failed to implement available technology
that would allow it to capture the relevant evidence concerning the rogue
employee’s activities, and thereby enforce its policies, and refer the case to law
enforcement.13 Finally, assume that public knowledge of this executive’s
activities would materially harm the company by causing it to defend itself from
regulatory investigations and shareholder suits. In an audit under the Proposed
Standard, the Company’s “nonexistent or ineffective controls,” to use the COSO
language, would be unlikely to be unmasked, since the controls in question
would not govern “intentional and unintentional misstatements in processing
transactions.” Certainly, if the auditors uncovered the executive’s fraud, it
would result in at least a significant deficiency under Section 126 of the
Proposed Standard. However, the auditing profession’s track record in
uncovering executive fraud is not comforting. It would be far better for auditors
to focus on looking for and demanding effective controls that increase the
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likelihood of catching employee malfeasance, thereby helping prevent employee
fraud in the first place.
2)
Assume an entertainment company that has valuable intellectual
property, both in already released films, and in films currently being produced.
Assume further that if one of the pre-released films were to transmitted by a
rogue employee to a file-sharing website prior to the scheduled launch of the
film, that the company would suffer material financial harm. Finally, assume
that the company has failed to install readily available controls to detect the
rogue employee’s unauthorized disposition of this important company asset.
Under the definition of “internal control over financial reporting,” the
hypothetical entertainment company has a problem (whether defined as an
internal control deficiency, a significant deficiency, or a material weakness) –
its internal controls do not “provide reasonable assurance regarding prevention
or timely detection of unauthorized . . . disposition of . . . assets that could have
a material effect on the financial statements.” Under the Proposed Standard,
however, the auditors would have nothing to say about this hypothetical
company’s grievous lack of internal controls, because the controls in question
would not govern “intentional and unintentional misstatements in processing
transactions.”
COSO specifically recognizes the risks of internal wrongdoing: “Former or disgruntled
employees can be more of a threat to a system than hackers.”14 Indeed, “the assessment of risks
not only influences the control activities, but may also highlight a need to reconsider information
and communication needs.”15 The Proposed Standard does nod towards the broader COSO
approach by noting that “[t]he auditor should identify all controls that could materially affect
financial reporting, including controls that focus primarily on the effectiveness and efficiency of
operations or compliance with laws and regulations and which also have a material effect on the
reliability of financial reporting.”16 The Proposed Standard, however, should focus more on
those controls that can safeguard the company’s assets from fraud or other unauthorized use or
disposition. For example, Section 126 of the Proposed Standard sets forth specific circumstances
that “should be regarded as at least a significant deficiency and [are] a strong indicator that a
material weakness in internal control over financial reporting exists.”17 In addition to the items
listed, there should be added:
•
•

Fraud prevention, detection and/or response programs and controls are
ineffective.18
Controls to protect the company’s assets from unauthorized acquisition,
use or disposition are ineffective.

As noted above, Section 126 of the Proposed Standard lists “[i]dentification of fraud of any
magnitude on the part of senior management.” Certainly, if fraud is identified, that is indicative
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of a serious control issue. The more fundamental point, however, is that the lack of effective
controls to prevent, detect, and respond to fraud is a serious control issue, whether or not any
fraud is identified at the time of the audit. Moreover, it is a control issue that ultimately impacts
the accuracy and quality of the company’s financial reporting.
In sum, internal fraud and insider malfeasance in corporate America caused widespread harm to
investors and the overall economy, leading directly to the passage of Sarbanes-Oxley. Because
the lack of adequate controls to deter, prevent, and respond to such fraud creates an unreasonable
risk of such fraud occurring, which very well could impact the financial statements, the standard
ultimately adopted by the PCAOB should, at a minimum, require auditors to address a
company’s internal controls for fighting fraud.
Sincerely,
Guidance Software, Inc. by:
/s/ Victor T. Limongelli
Victor T. Limongelli
General Counsel
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Even before the passage of Sarbanes-Oxley, the SEC’s official position regarding internal investigations was that
effective self-policing and cooperation with law enforcement could reduce or even eliminate a corporation’s liability
for violation of the federal securities laws. For instance, the SEC’s investigation into Seaboard Corporation found
that the controller of one of Seaboard’s divisions had caused Seaboard’s books and records to overstate assets and
understate expenses, and had subsequently actively concealed such misstatements. See In the Matter of Gisela de
Leon-Meredith, Exchange Act Release No. 44970 (October 23, 2001). Although the SEC ordered relief against the
controller, it took no enforcement action against Seaboard, due to the company’s prompt and thorough response to
the incident, as well as its cooperation with the SEC. See Exchange Act Release No. 44969 (October 23, 2001).
The SEC noted that the public at large benefits when “businesses seek out, self-report and rectify illegal conduct.”
Id. The SEC, in deciding “whether, and how much, to credit self-policing, self-reporting, remediation and
cooperation,” (Exchange Act Release No. 44969 (October 23, 2001)) established four broad measures for it to
assess:
•
Self-policing prior to the discovery of the misconduct . . .
•
Self-reporting of misconduct when it is discovered, including conducting a
thorough review of the nature, extent, origins and consequences of the misconduct
...
•
Remediation . . . modifying and improving internal controls . . .
•
Cooperation with law enforcement authorities, including providing the [SEC] staff
with all information relevant to the underlying violations . . .
SEC Release 2001-117 (October 23, 2001). Indeed, in order to cooperate effectively with the SEC and law
enforcement, a company must be able to “identify . . . evidence with sufficient precision to facilitate prompt
enforcement actions against those who violated the law.” Exchange Act Release No. 44969 (October 23, 2001).
14
COSO Framework, at 53.
15
COSO Framework, at 18.
16
Release, § 14.
17
Release § 126.
18
Although Section 123 of the Release mentions “antifraud programs and controls,” it does so in the context of
discussing the interaction of qualitative and quantitative considerations. It would be better addressed in Section 126.
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350 Poplar Church Road
Camp Hill, PA 17011 USA
Mail: P.O. Box 8888
Camp Hill, PA 17001-8888 USA

November 21, 2003

Telephone: 717.763.7064
Fax: 717.763.6424
Web: www.harsco.com

Office of the Secretary
Public Company Accounting Oversight Board
1666 K Street, N.W.
Washington, D.C. 20006-2803
Re:

PCAOB Rulemaking Docket Matter No. 008

Ladies and Gentlemen:
Harsco Corporation appreciates the invitation to comment on the proposed auditing standard.
Harsco is a diversified, $2 billion industrial services and engineered products company with
operations in over 40 countries.
Harsco Corporation supports the Board’s objective to establish a consistent standard for
evaluating management’s assessment of the internal controls over financial reporting and
recognizes the need for such guidance due to the fact that the audit requirements are
substantially different from the traditional financial statement audit. We are, however,
concerned that the compliance costs associated with the proposed standard, both in terms of
external audit fees and internal expenses, will be excessive. Harsco is comprised of a diverse
group of businesses in approximately 400 locations, many of which are not individually
significant but are separate reporting units. The company historically has a strong internal
control culture and framework. The requirements of this standard, specifically the level of detail
testing to be performed by the external auditors, will result in significantly higher external audit
fees.
The following comments more specifically outline our concerns over the proposed Auditing
Standard, An Audit of Internal Control Over Financial Reporting Performed in Conjunction with
an Audit of Financial Statements. Our responses are arranged to correspond with the thirty-one
questions provided in the Summary Section of PCAOB Release No. 2003-017, however, we
have only responded to those questions for which we have a comment.

Question 5: Should the Board, generally or in this proposed standard, specify the level of
competence and training of audit personnel that is necessary to perform specified auditing
procedures effectively?
This proposed standard should not specify the level of competence and training of audit
personnel. An evaluation of the competence of audit personnel should be accomplished
through separate standards applied to the external auditing profession as a whole. Setting
specific guidelines in this standard may result in unnecessary increases in external audit fees.
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Question 6: Is the scope of the audit appropriate in that it requires the auditor to both evaluate
management’s assessment and obtain, directly, evidence about whether internal control over
financial reporting is effective?
The overall scope of the audit standard appears appropriate; however, we have the following
specific concerns relating to definitions provided in the standard. First, the requirement in
paragraph 57 that the auditor evaluate the audit committee’s level of involvement and
interaction with the independent auditor, including the committee’s role in the appointment,
retention, and compensation of the independent auditor is an inherent conflict of interest. The
definition should be modified to be more specific about the auditor’s responsibility and to reduce
the subjective nature of the evaluation. For example, to address whether the committee is
adequately involved in the appointment and retention process, the auditor could determine that
the audit committee formally approved the fees and conducted interviews with the external audit
firm.
Secondly, the definition in paragraph 61 could easily be construed to include every balance in
the financial statements. This current definition is too broad in stating that the misstatements
should be considered significant if they could be material when aggregated with others. It would
be difficult, if not impossible, to exclude any accounts based on this criteria. The standard
should be revised to require a materiality assessment similar to the requirements in a traditional
financial statement audit.

Question 7: Is it appropriate that the Board has provided criteria that auditors should use to
evaluate the adequacy of management’s documentation?
We believe that it is appropriate to include such criteria. However, the standard currently does
not emphasize that the documentation criteria listed in paragraph 43 should be considered in
the context of the overall control environment and management’s understanding of the relevant
business processes. For example, company management may be able to gain comfort over a
relevant cycle through a combination of documentation forms such as control questionnaires,
division policies, desk procedures and job descriptions, because of their general understanding
of the business and related risks. The standard should expand on paragraph 44 to clearly state
that multiple forms of documentation, even over the same relevant business cycle, may be
sufficient. Requiring companies to consolidate all of the relevant items in the criteria into one all
encompassing form of documentation is not justified.

Question 8: Is it appropriate to state that inadequate documentation is an internal control
deficiency, the severity of which the auditor should evaluate? Or should inadequate
documentation automatically rise to the level of significant deficiency or material weakness in
internal control?
Inadequate documentation should be considered an internal control deficiency but should not
automatically rise to the level of significant deficiency or material weakness. In a diverse entity
with many divisions and reportable entities, the significance of inadequate documentation must
be evaluated in combination with many other factors. Examples include the overall control
environment, management’s involvement and understanding of the business, the results of
internal control and financial statement audit testing, etc.
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Question 10: Is it appropriate to require that the walkthrough be performed by the auditor
himself or herself, rather than allowing the auditor to use walkthrough procedures performed by
management, internal auditors, or others?
The performance of walkthroughs are a key step in gaining an understanding of the controls in
place over a relevant business cycle. However, the fact that the auditors may only place
reliance on the walkthroughs they perform themselves is very restrictive. At a minimum,
walkthrough documentation performed by an effective internal audit department and reviewed
by external auditors should provide a level of additional assurance and be considered part of the
overall testing coverage. The benefit of allowing some limited reliance is that in many cases,
internal audit has a better understanding of the company’s systems and can more efficiently and
effectively perform and document walkthroughs. The external auditor should still be expected to
review the walkthrough documentation in the same manner that they would review their own
staff’s work.

Question 11: Is it appropriate to require the auditor to obtain evidence of the effectiveness of
controls for all relevant assertions for all significant accounts and disclosures every year or may
the auditor use some of the audit evidence obtained in previous years to support his or her
current opinion on management’s assessment?
Similar to the approach used in the financial statement audit, the auditor should be expected to
obtain assurance over key account balances and disclosures on an annual basis. The difficulty
in applying this standard to the evaluation of the effectiveness over internal control is that many
entities have very diverse operations with numerous divisions which are not material to the
financial statements as a whole. Requiring the auditor to evaluate each year independent of
previous efforts would exclude the auditor from gaining some level of assurance from periodic
visits to smaller locations. It would also require the auditor to focus only on the most significant
locations each year in an attempt to get to the necessary coverage while not reviewing smaller
entities where the risk of errors or fraud could be higher.
Initial feedback from the external audit firms seems to indicate that their focus will be on
quantitative annual coverage, including management’s testing coverage. We are concerned that
the internal audit plan and other management testing plans may have to be modified to achieve
this quantitative coverage annually at the expense of focusing on locations where, regardless of
size, the perceived or qualitative risk is higher. Allowing for some assurance to be gained from
prior year work should help alleviate this pressure.

Question 12: To what extent should the auditor be permitted or required to use the work of
management and others?
As noted in our response to question 10, the standard should allow additional work performed
by an effective internal audit function to be relied upon to some degree. The level of this
assistance and the evaluation of the internal audit function should closely resemble the
guidelines in AU sec. 322 (The Auditor’s Consideration of the Internal Audit Function in the
Audit of Financial Statements).
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Question 13: Are the three categories of controls and the extent to which the auditor may rely
on the work of others appropriately defined?
The guidance provided in paragraph 104 regarding those controls where the auditor should not
use the results of testing performed by management should be clarified. Specifically, the
description of controls over the period-end financial reporting processes identifies controls to
initiate, record and process journal entries in the general ledger; and to record recurring and
nonrecurring adjustments to the financial statements. This definition is too broad and should be
narrowed to focus on journal entries, report combinations and reclassifications at the Corporate
and/or Business Segment level. The current definition may restrict the auditor from relying on
internal audit work at remote locations and smaller entities which may not receive external audit
attention but where the testing performed by management at these locations could provide
some level of assurance regarding the overall control environment of the company.
Further, the definition of certain information technology general controls should be clarified to
provide specific examples of those types of controls that the standard intends to address.

Question 15: Is the flexibility in determining the extent of reperformance of the work of others
appropriate, or should the auditor be specifically required to reperform a certain level of work?
The external auditor should be required to evaluate the extent of reperformance on a case-bycase basis based on their assessment of the entity performing the test (i.e., management,
internal audit, etc.). The current standards over the external audit profession adequately
address this issue.

Question 17: Will the definitions in the proposed standard of significant deficiency and material
weakness provide for increased consistency in the evaluation of deficiencies? How can the
definitions be improved?
The definition of significant deficiency as proposed is not adequate to increase consistency in
the evaluation process. The definition of the terms more than a remote likelihood and more
than inconsequential in amount are not sufficient and may result in a wide range of
interpretations. The examples provided in Appendix D draw conclusions that items are
significant deficiencies without any quantitative consideration. Similar to our response to
Question 6, the definition of significant deficiency is vague and will make it difficult for any
identified control exception to not be considered a significant deficiency.

Question 19: Is it necessary for the auditor to evaluate the severity of all identified internal
control deficiencies?
Yes, the severity of each deficiency needs to be considered in order to form an opinion on the
overall assessment of the effectiveness of internal control.
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Question 20: Is it appropriate to require the auditor to communicate all internal control
deficiencies (not just material weaknesses and significant deficiencies) to management in
writing?
Yes, all items which are determined to be internal control deficiencies should be reported to the
audit committee in a manner similar to the traditional financial statement audit management
letter. This process will provide key feedback to management in their continuing efforts to
strengthen the internal control environment within the organization.

Additional Comments:
Requirement for Written Representations:
The standard defines certain required written representations from management that the auditor
must obtain in paragraph 128. Part F requires that management must state whether previously
identified internal control deficiencies have been resolved, and specifically identifying those that
have not. This should be modified to require representation only as it pertains to those
deficiencies classified as significant. The internal control environment within any organization is
continually evolving and a requirement to represent to all deficiencies, regardless of significance
is not practical.
Respectfully Submitted,

Layne Kocher, C.P.A.
Director – Internal Audit
Harsco Corporation
Via Electronic Mail
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Office of the Secretary
Public Company Accounting Oversight Board
1666 K Street, N.W.
Washington, D.C. 20006-2803

RobertJ. Price
Sr.VicePresident& Controller

Dear Mr. Secretary:
The Hartford Financial Services Group, Inc. (The Hartford) supports the requirement of the Sarbanes-Oxley Act
of 2002 to have management report annually on its assessment of internal controls over financial reporting and
we appreciate the opportunity to comment on the draft proposed auditing standard: An Audit of Internal Control
over Financial Reporting Performed in Conjunction with an Audit of Financial Statements (the "Draft
Standard").
We have reviewed the draft standard and the 25 page summary provided by the PCAOB in its Release No.
2003-17 dated October 7, 2003 (hereinafter referred to as "the Summary"). While we support the majority of
the concepts in the proposed draft, we believe that a number of the requirements made of the public accountants
may have unintended consequences and do not lead to better audits or stronger controls.
Most of the well-publicized audit failures can be attributed to one or more of three conditions: failure of the
business, senior management overriding the internal controls, or inappropriate application of accounting
principles. Yet the draft audit standard seems to require that public accountants (either directly or by reliance on
others) apply the same level of scrutiny to routine processes as they do to higher risk estimation processes or
management level controls. One example of this is the proposed requirement to have the public accountants
perform walkthroughs of ever 2 financial process of any significance, no matter how routine. Another example
is the requirement that each year the external auditors must test controls over a "large portion" of locations or
business units that are individually not material even when strong company-level monitoring controls are in
place and operating effectively.
The scope of work required by management under Sarbanes-Oxley Section 404 is vast and we question whether
the PCAOB has a true appreciation for the enormity of work that the external auditors would have if they have
to follow the scope of work spelled out in the draft auditing standard. To address the requirements of Sarbanes
Oxley Section 404, management of The Hartford is in the process of documenting its significant process and
sub-processes, including all key risks and controls over financial reporting. The exponential growth in detail
documentation that the Company is developing is significant. While we agree that it is important for the auditor
to evaluate this documentation, on a test basis, to help foster an appreciation and understating of the Company's
internal control, the sheer volume of documentation also poses a potential risk. Requiring certain detailed
procedures or tests presents the risk that the auditors will focus on too many detailed risks without being able to
see the "forest from the trees". This could create an environment where the auditors and management are at
greater risk of missing important financial reporting matters because of limitation of time and resources and
shifting audit or testing focus away from the areas of greatest risk.

HartfordPlaza
690 AsylumAve.
1
Hartford,CT 0611_1/19/2003
Telephone860 5478495
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We have responded to a number of questions raised in the PCAOB briefing letter on the draft auditing standard
and have listed those questions below by number. Some of our greatest concerns regarding this draft standard
are in the area of the nature and scope of testing being required. We have included on comments addressing
these concerns at the end of our comment letter in the "General Comments" section.
We would be happy to respond to any further questions you or your Staff may have. You may call me at 860547-8495.
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Summary
Reliance

of Key Points
on management,

internal

auditors

or others

The proposed standard limits the external auditors' ability to rely on internal auditors or management. In
particular, we do not agree that the external auditor should be prohibited from using management or internal
auditors to perform walkthroughs or test IT general controls.
In the Summary, the PCAOB noted that, "the work that management performs in connection with its assessment
can have a significant effect on the nature, timing, and extent of the work the independent auditor will need to
perform. The proposed auditing standard would allow the auditor to use, to a reasonable degree, the work
performed by others, including management. Thus, the more extensive and reliable management's assessment is,
the less extensive and costly the auditor's work will need to be. "
However, the restriction on the use of the work of management or internal auditors significantly impairs the
ability of auditors to reduce their workload through reliance on others.
Since reliance on the work of management is a new concept, we suggest that the PCAOB consider developing
specific criteria to govern the external auditor's ability to rely on work of management. This guidance should be
relatively similar to the guidance espoused by Statement of Auditing StandardNo. 65, but should define how the
concepts of"objectivity" and "competency" apply to management.
Definition of significant deficiency and material weakness
We disagree with the definition of a significant deficiency as provided in the Draft Standard. The
definition provided is overly broad and does not allow for the level of judgment required in such an
evaluation.
We disagree that a deficiency in the area of non-routine, non-systematic transactions, and antifraud programs
and controls should automatically be considered a significant deficiency. The auditor should evaluate
deficiencies in these areas, as with other deficiencies, for the likelihood and magnitude of potential financial
misstatements.
To limit the auditors' judgment in the area through the use of this "bright line" rule for
significant deficiencies can result in an insignificant flaw being reported as a significant deficiency that would
be misleading to the readers of the financial statements.
The evaluation of internal control deficiencies is an area of significant auditor judgment. Since management
and the auditors are only evaluating significant risks and controls under SOX 404, it would be helpful if the
PCAOB gave examples of deficiencies that do no__!
meet the threshold of a significant deficiency.
Extent of testing needed
- Auditors should perform walkthroughs for a sub-set of significant processes, not every significant process.
Auditors should be able to validate the effectiveness of controls over all financial assertions relating to a sub-set
of processes rather than for every process and sub-process that impacts a significant account. To this point, we
feel that the PCAOB should clarify whether control assertions must be tested at the account level or the process
level since it can mean the difference between testing a sub-set of the key controls or testing virtually all of the
key controls (ie auditing 100%).
- Auditors should not have to perform testing themselves at a "large portion" of field office locations if
company-level controls over those locations are strong or if the controls are tested by management, internal
auditors or others.
Auditors should not have to test every application control every year unless program change controls are weak.
- In some cases, observation and inquiry alone should be sufficient to test the operating effectiveness of controls.
Observation of certain application controls (system edits) is one example.
3
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Responses to Questions Posed by the PCAOB
The Company has considered all of the questions raised by the PCAOB.
questions where we have a comment on the draft wording.

We have only responded to those

9. Are the objectives to be achieved by performing walkthroughs sufficient to require the performance of
walkthroughs?
Yes, we agree that the external auditor should perform some walkthroughs of key processes. The auditors
should perform sufficient testing to be able to draw a conclusion and extrapolate the results of that testing to the
overall population. Further they should expand their scope, as necessary, based on their risk assessment and
test results. We do not believe that the auditor should be required to perform a walkthrough of "all of the
company's significant processes". The theory of auditing is based on the concept of testing samples of data,
giving effect to differential expectations of risk, not 100% re-performance. We recommend that the PCAOB
consider what is meant by "significant" in this context. If the PCAOB intended the auditor to use a different
threshold than management uses for determining which processes are significant, then the PCAOB should make
that clear.
Since the auditors are auditing management's assessment of controls and are not opining directly on the internal
controls, the auditors should examine both processes and controls on a sample basis. As indicated in the
Summary, auditors are not expected to test every single control. Further, paragraph 74 of the Draft Standard
indicates that in determining which controls to test, the auditor should select those controls that are most
important to achieving the control objective and those controls where there is a greater risk that the control is not
operating effectively.
We believe that the auditor should be able to apply similar judgment in determining
which processes to walkthrough.
To perform management's assessment of internal controls over financial reporting under SOX 404, The
Hartford has identified all significant accounts and the processes and sub-processes that generate those account
balances and related disclosures. For each sub-process, we have identified control objectives related to every
relevant assertion. We have then evaluated the specific risks for each control objective and the key controls in
place that mitigate each risk. This is an extremely time consuming and detailed project, with numerous
processes, in many cases with multiple sub-processes, and with each sub-process there are a multiple of key
controls to address the financial reporting assertions. This exponential growth in detail results in volumes of
documentation. While we agree it is important for the auditor to gain an understanding of the Company's
internal controls, requiring the auditor to personally perform every walkthrough leads to an undue burden on the
auditor, while providing virtually no incremental benefit to the overall audit process.
From our own experience in documenting our significant processes, the auditor would be forced to spend an
inappropriately large amount of time performing walkthroughs of all our significant processes. The draft
standard makes it clear that a walkthrough is far more than merely inquiring about the accuracy of a flowchart;
it requires the auditor to confirm their understanding of the process flows by such procedures as observing the
processing of a transaction from start to finish. Although walkthroughs are an important part of any audit, we
believe that if auditors have to perform walkthroughs of every process and sub-process, this may divert the
auditors' attention away from evaluating controls over the higher risk areas of the company.
If the PCAOB ultimately determines that the auditors are required to perform walkthroughs of every significant
process, which we strongly oppose, then given the large volume of significant processes, the auditors must be
able to rely to some degree on walkthroughs performed by management, internal auditors or others.
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10. Is it appropriate to require that the walkthrough
rather than allowing the auditor to use walkthrough
auditors, or others?

be performed by the auditor himself or herself,
procedures performed by management, internal

The requirement that the auditor perform walkthroughs themselves, in all cases, is not necessary and does not
add to the effectiveness of the audit. We noted that the Summary states, "Because of the judgment that a
walkthrough requires and the significance of objectives that walkthroughs allow the auditor to achieve, the
proposed auditing standard would require the auditor to perform the walkthroughs himself or herself." We
disagree with the idea that all walkthroughs, particularly for many of the routine and certain lower risk nonroutine processes, require significant judgment to evaluate. Generally, the objectives of walkthroughs can be
obtained more effectively and efficiently by leveraging the work of management or internal audit in the
compilation of walkthrough documentation.
As stated in the existing audit standard of due professional care, "gathering and objectively evaluating audit
evidence requires the auditor to consider the competency and sufficiency of the evidence." For routine processes
and lower-risk non-routine processes, the external auditor should be able to rely on management or internal
auditors to perform the walkthroughs as long as management or internal auditors keep sufficient documentation
of the process flows and related internal controls.
Further, for the reasons provided in our response to question No. 9, we do not believe it is practical for the
auditor to perform walkthroughs of every single significant process themselves.
Even more simply, if the auditor can rely on management, internal auditors or others under certain conditions to
test the internal controls (as proscribed under the Draft Standard), then they should also be able to rely on them
to perform a portion of the walkthroughs. To exclude the auditor from relying on others to develop the
walkthrough documentation is inconsistent with other concepts within the draft standards.
While we believe management or internal auditors should be able to perform some of the walkthroughs, we
agree that the external auditors should perform walkthroughs themselves of higher risk areas and should
independently validate some of the walkthroughs done by management or internal auditors.

11.
Is it appropriate to require the auditor to obtain evidence of the effectiveness of controls for all
relevant assertions for all significant accounts and disclosures every year or may the auditor use some of
the audit evidence obtained in previous years to support his or her current opinion no management's
assessment?
We agree that the auditor should obtain evidence of the effectiveness of controls for all relevant assertions for all
significant accounts every year, but believe this guidance should be clarified in the case of testing of controls at
multiple locations or business units and testing IT application controls.
As discussed in our General Response section, we believe that the auditor should be able to test a sample of
locations within a group when all locations in the group have the substantially the same processes and controls
and the monitoring level controls are operating effectively. Following this approach, the auditor would be
testing controls over all relevant assertions for all significant accounts, but would be able to rotate which
locations they test each year.
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We also believe that if, through some combination of testing by management, internal and external audit teams,
the external auditor is able to conclude that a company's IT general controls over release management and
access security are operating effectively; neither management nor the external auditor should be required to test
every significant application control in the company every year. Effective general controls over the IT
environment should provide adequate assurance that the programming logic behind the application controls has
not changed, or, even if the logic has changed, that the change had been appropriately tested and that the
changes should function as intended. We would support the concept that application controls should be tested on
some periodic basis (we would suggest every five years) despite the presence of strong IT general controls over
release management and access security since the IT general controls do not specifically address the application
control. As a result, we suggest that the PCAOB adopts guidance that provides benefit for having effective
general IT controls, and provides further criteria for evaluating the frequently of re-testing application controls
within an effective IT general control environment.
12.
To what extent should the auditor be permitted or required to use the work of management and
others?
13.
Are the three categories of controls and the extent to which the auditor may rely on the work of
others appropriately defined?
We suggest that instead of providing specific areas where the external auditor is either limited or prevented from
relying on the work of management or others, the PCAOB should provide additional guidance for reliance on
the work of management. The current Statement of Auditing Standard No. 65 "The Auditor's Consideration of
the lnternal Audit Function in an Audit of Financial Statements" provides a good framework to develop similar
guidance relating to the use of work of management and others.
We agree with the guidance in paragraph no. 103 of the Draft Standard, which an auditor should apply when
evaluating whether they will rely on the work of management, internal audit or others. However, we do not
agree with many of the concepts in paragraphs no. 104 and 105, where the PCAOB has set to prevent or limit
the external auditors' ability to rely on internal audit or management. The Summary states that "the work
management performs in connection with its assessment can have a significant effect on the nature, timing and
extent of the work the independent auditor will need to perform. The proposed auditing standard would allow
the auditor to use, to a reasonable degree, the work performed by others, including management. Thus, the more
extensive and reliable management's assessment is, the less extensive and costly the auditor's work will need to
be. " Preventing or significantly limiting reliance on management and internal auditors is inconsistent with the
intent expressed in the Summary that allows reliance "to a reasonable degree."
Reliance on the work of others does not mean that the external auditor is prohibited from performing additional
procedures. In fact, to the contrary, the current standards require the external auditor to re-perform procedures
to develop a level of assurance that the work performed by internal auditors is sufficient for the external auditor
to place reliance. SAS No. 65 states, "judgments about assessments of inherent and control risks, the materiality
of misstatements, the sufficiency of tests performed, the evaluation of significant accounting estimates, and
other matters affecting the auditor's report should always be those of the auditor." We agree that these concepts
are appropriate and should also be considered when evaluating the reliance on work performed by management
and others.
Specifically, we would like to address certain components of this area of the Draft Standard, including: the
concepts of "objectivity" and "competence", areas where reliance on management is limited, and areas where
reliance on management is limited.
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Requirement of"obiectivity" and "competence"
Without additional guidance on what is meant by "objectivity" and "competence", we believe the external
auditors would be reluctant to rely on the work of management. While there is professional guidance on when
external auditors can rely on internal auditors, the draft standard does not make it clear if those same principles
would apply to management. Under SAS 65, external auditors can rely on the work of internal auditors when
certain conditions are met. For example, internal auditors must have adequate education and experience, work
for individuals who hold professional certifications, receive sufficient training, follow professional auditing
standards and remain independent within the organization, just to name a few of the criteria. If those same
principles apply to management, very few process owners or control owners throughout the company would
meet the standard.
If a different standard for objectivity and competence should apply to management, that
standard should be made clear.
We believe the PCAOB could define "competency" as being a person who is senior in level and experience to
the person who performs the control and who has an adequate understanding of how the process works. We
believe that the concept of "objectivity" should apply to the manner in which the employee performs the test,
but not to the working relationship of the tester to the person who performs the control. Otherwise, it would be
difficult to find people within operations who are competent enough to be a tester of controls but who are
divorced from the process itself.
With regard to the areas where the draft standards have provided limitations or restrictions on the external
auditor reliance on work of management or others, we have the following comments:
Areas where reliance is prohibited
We agree that it is appropriate for the external auditors themselves to review controls that are part of the control
environment and controls over the period-end financial reporting process. However, we do not understand why
the external auditors should not be able to use the work of internal auditors in evaluating IT general controls.
While we agree that application controls depend on the operating effectiveness of IT general controls, the failure
of an IT general control does not typically have the same consequence on the financial statements as a failure in
either the controls over the control environment or the controls over the period-end financial reporting process.
Perhaps at issue is what is meant by the term "certain" IT general controls. We are unclear which IT general
controls the PCAOB is referring to by this term. The Hartford has over 200 application systems in scope under
Sox 404. Even if our external auditor only evaluates controls over a sub-set of that population, it is still a
significant amount of work.
Areas where reliance is "limited"
The PCAOB should issue more guidance on when the external auditor can rely on the work of management or
others to test controls over non-routine and non-systematic transactions and controls over high risk accounts,
processes or disclosures. Based on the wording in the draft standard, we doubt that any external auditor would
risk relying on management or internal auditors to test these controls for fear of running afoul of the standard.
When management, internal auditors or others are relied upon to test controls over non-routine and nonsystematic transactions or controls over high-risk accounts and processes, the auditor would typically perform
substantive audit procedures on the account balances. These substantive procedures help the auditor evaluate
the effectiveness of management's testing of key controls in these areas. Therefore, we do not believe that
reliance on management, internal auditors or others in these areas should be as "limited" as conveyed in the
draft standard.
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14. Does the proposed standard give appropriate recognition to the work of internal auditors? If not,
does the proposed standard place too much emphasis and preference on the work of internal auditors or
not enough?
We do not believe that the proposed standard provides for an appropriate recognition of the work of internal
auditors. We believe that the draft auditing standard inappropriately restricts the auditor's use of internal
auditors far beyond the restrictions already set forth by SAS 65 "The Auditor's Consideration of the Internal
Audit Function in an Audit of Financial Statements".
Under SAS 65, the auditor can rely on internal auditors
provided that internal auditors are found to be objective and competent as defined under the standard. SAS 65
does not prohibit use of internal auditors in any specific area, but says that the auditor should consider the
materiality, risk and subjectivity of an account balance in determining when to do the audit testing themselves.
We do not believe that SOX 404 intended to redefine SAS 65, which has not been the cause of any of the recent
financial reporting problems that have occurred.

16. Is the requirement for the auditor to obtain the principal evidence, on an overall basis, through his or
her own work the appropriate benchmark for the amount of work that is required to be performed by
the auditor?
We agree that the external auditor should validate the work performed by management, internal auditors or
others in order to opine on management's assessment of internal controls. We also believe that it should be the
auditor's judgment as to how much re-performance of testing they need to do in order to obtain "principal
evidence" that the controls are operating effectively, which is consistent with the current draft standard.

17. Will the definitions in the proposed standard of significant deficiency and material weakness provide
for increased consistency in the evaluation of deficiencies? How can the definitions be improved?
The definition of significant deficiency appears unreasonable and inconsistent with previous standards. The
Draft Standard defines a significant deficiency as a control deficiency or combination of deficiencies that results
in a more than remote likelihood of a more than inconsequential misstatement. This definition appears to be
much too all encompassing and does not allow for much latitude when evaluating specific control deficiencies.
We do not believe that control weaknesses over non-routine and nonsystematic transactions should
automatically be considered significant deficiencies.
The same principles of assessing the likelihood and
potential magnitude of a misstatement should be applied when evaluating controls over non-routine and nonsystematic transactions. While the inherent risks of a financial misstatement may often be higher with nonroutine or non-systematic transactions, this is not always so. For example, the issuance or repayment of debt is a
non-routine process, but inherently has very low risk.
We also do not believe that the ineffectiveness of a company's regulatory compliance function should be
considered a strong indicator of a material weakness unless related to compliance over financial reporting.
While we agree that an effective compliance function is important, the ineffectiveness of a company's
regulatory compliance function should not be considered a material weakness except with respect to laws and
regulations which have a material effect on the reliability of financial reporting, such as Regulation S-X.
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18. Do the examples in Appendix D of how to apply these definitions in various scenarios provide helpful
guidance? Are there other specific examples that commenters could suggest that would provide further
interpretive help?
The examples in Appendix D give insight as to when a significant deficiency should be considered a material
weakness, but we believe that more guidance should be given as to when a control deficiency reaches the
threshold of a significant deficiency.
Implicit in the definition provided in the draft standard is the concept that
a control deficiency is not a significant deficiency merely because it relates to a relevant assertion of a
significant account.
There must also be a more than remote likelihood of a more than inconsequential
misstatement. Yet the draft standard also says that the significance of a deficiency depends on the potential for a
misstatement, not on whether a misstatement has actually occurred.
Since SOX 404 only evaluates controls
that reduce the risk of potential misstatement to an acceptable level, it is unclear when a control deficiency
would not be considered significant under the draft standard.
The proposed statement on auditing standard, Communication of Internal Control Related Matters Noted in an
Audit, dated March 18, 2003, defines significant deficiency as an "internal control deficiency that could
adversely affect the entity's ability to initiate, record, process and report financial data consistent with the
assertions of management in the financial statements". The proposed standard goes on to state that the auditor
should consider a number of factors in evaluating whether a deficiency is significant, including the likelihood
the deficiency could result in a misstatement, the magnitude of potential misstatements, the importance of the
control, the nature of the account balance and the frequency of exceptions. This definition is consistent with
earlier definitions of significant deficiency in audit literature, including the definition of reportable conditions
under SAS 60.
The PCOAB has significantly changed the definition of "significant deficiency" in issuing the draft auditing
standard. While the line may be "brighter" under the newly proposed definition, it is hard to conceive of a
deficiency that falls below the threshold of "more than remote" or "more than inconsequential".
If so, that
would mean that all virtually all deficiencies are "significant" and we question whether that was the PCAOB's
intent.

21. Are the matters that the Board has classified as strong indicators that a material weakness in
internal control exists appropriately classified as such?
We do not believe the effectiveness of a company's regulatory compliance function is relevant except to the
extent the company must comply with laws and regulations which have a material effect on the reliability of
financial reporting, such as Regulation S-X. The SOX 404 final rule states that, "our definition (of internal
control over financial reporting) does not encompass the elements of the COSO Report definition that relate to
the effectiveness and efficiency of a company's operations and a company's compliance with applicable laws
and regulations, with the exception of compliance with the applicable laws and regulations directly related to the
preparation of the financial statements".
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The concept identified in SOX 404, is further repeated in the draft standard paragraph that states "internal
control over financial reporting does not ordinarily encompass elements related to the effectiveness and
efficiency of operations or compliance with laws and regulations. However, operations and compliance with
laws and regulations directly related to the presentation of and required disclosures in financial statements are
encompassed in internal control over financial reporting."
The statement that an ineffective regulatory
compliance function is a strong indicator of a material weakness implies that the auditors should be evaluating
the regulatory compliance controls, which were previously scoped out of the standard and by SOX 404. For
insurance companies, there are a vast array of state-by-state regulations that affect how the company must
communicate with policyholders and claimants that have no bearing on the reliability of the financial statements.
The effort to evaluate the controls over regulatory compliance would take as much time as evaluating the
internal controls over financial reporting. While these controls are definitely important, we do not believe that
they are in scope for SOX 404.

General

Comments

The company has comments on other portions of the draft standard that do not relate to the specific questions
asked by the PCAOB.
Control Testing - Scope
The draft auditing standard requires the auditor obtain evidence about the operating effectiveness of controls for
all relevant assertions for all significant accounts and disclosures. However, the draft standard is not clear
whether the auditor needs to evaluate the controls at a process level or at a significant account level. To
illustrate the confusion, we will use premium processing for our property and casualty operations as an example.
We have 19 property and casualty business units that generate written premium. Four of the 19 account for 68%
of the written premium (based on 2002 calendar year data). The other 15 business units range from 1%to 8% of
the total, where each of the 15 is at least 2 to 3 times our materiality threshold of $35 million. Accordingly, all
18 business units are "individually financially significant" to use a term in the draft auditing standard. Each of
the 15 smaller businesses market different products and have unique processes.
If the auditor interprets your draft guidelines to mean that a walkthrough and test of controls is required at the
process level, then all of the premium financial statement assertions need to be tested for all sub-processes
within each of the 19 business units because every sub-process is "significant". If, however, control testing is
required at the significant account level, the auditor could test relevant assertions over written premium for the
four largest business units plus a portion of the remaining 15 business units. We believe the latter approach is
more reasonable. As with a financial statement audit, we do not believe the auditor should have to test 100% of
an account balance to gain audit-level assurance.
We believe it is more appropriate that the auditor test control assertions at the account level than the process
level. If the auditor, like management, is required to test controls over relevant assertions for every significant
process, the auditor would be required to test nearly all of the controls. Management's scope of testing and the
auditor's scope of testing would only differ to the extent that the auditor determines that some of the specific
risks related to a particular financial statement assertion or control objective are not that important. We do not
believe that an audit of management's assertion should require the auditor to test nearly every control, and we
think that the scope difference between management and the auditor needs to be more clearly defined within the
standards.
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Nature of Testing
We also believe that in some cases observation and inquiry alone can be a sufficient test of operating
effectiveness of controls. Paragraph 89 says that because observation is pertinent only at a point in time, the
auditor should supplement the observation with inspection of documentation about the operation of such
controls at other times. However, we believe that there are some instances where observation should be
considered sufficient testing of operating effectiveness, particularly for application controls.
An example is a test of a transaction edit that prevents an employee from processing a payment in excess of a
certain dollar amount. In this case, we believe that it would be sufficient for the auditor to observe the employee
trying to process a payment in excess of the threshold, provided that the auditor also tested program change
controls over the application.
Scope of Testing - Multiple Locations
We are concerned that the discussion in Appendix B on tests to be performed when a company has multiple
locations or business units is unclear on whether the auditor can rely on testing at various locations performed
by management, internal auditors or others. This is an important clarification since frequently field office
locations process a significant portion of a company's routine transactions which is, under the current draft
standards, the one area where the external auditor is generally permitted to use management, internal auditors or
others to do testing.
If it is true that the external auditor has to perform testing for a "large portion" of field locations, we believe the
external auditor should be able to rely on testing done by management or others to fulfill this responsibility.
Under SAS 65, "if the internal auditors' plan includes relevant audit work at various locations, the auditor may
coordinate work with the internal auditors and reduce the number of the entity's locations at which the auditor
would otherwise need to perform auditing procedures".
The Hartford's property and casualty operations have 15 regional offices throughout the country that generate
written premium for our small commercial, middle market and marine businesses. Each of the 15 regional
offices accounts for at least 2% of the total written premium for those businesses and no one regional office
accounts for more than 16% of the total. However, every regional office uses the same systems, has the same
processes and controls and is subject to the same monitoring level or "company level" controls as that term is
used in Appendix B.
Paragraph B11 of Appendix B states that testing company-level controls is not a substitute for the auditor's
testing of controls over a "large portion" of the company's operations or financial position. This guidance fails
to recognize that a process that is performed in different locations can be as tightly controlled as when that same
process is performed at one location. Appendix B does not allow the external auditor to select a relatively small
number of locations or business units even if the "company level" supervisory controls are as strong as they
would be if all of the operations were centralized in one location. We believe the PCAOB should re-consider
this guidance.
Paragraph B4 of the draft standard makes the statement that "generally, a relatively small number of locations or
business units will encompass a large portion of a company's operations and financial position .... " This is not
always the case. Companies in the insurance industry, for example, typically have a significant number of field
locations that underwrite and process claims. Furthermore, we believe that there are many companies in other
industries which have either many locations or many business units that account for a significant share of their
business.
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Furthermore, paragraph B 11 of Appendix B provides guidance which conflicts with the language in paragraph
B2. Paragraph B2 says that when there are a group of locations that aggregate to a material amount, the auditor
should either test company-level controls or perform tests of controls at some of the locations or business units.
We agree with the concept in paragraph B2 which implies that the auditor could test controls at a relatively
small number of locations as long as they found company-level controls to be working effectively. Paragraph
B 11, however, seems to prevent the auditor from relying on company-level controls to reduce the extent of their
testing. That doesn't make sense to us.
We believe that the auditors can test controls for all relevant assertions for all significant accounts without
having to visit a large portion of field offices as long as the field offices have substantially the same processes
and controls and are subject to the same monitoring level or company level controls.
Integration and Coordination of Financial Statement Audit and Audit of Internal Controls
The Draft Standard does not specifically address the efficiencies that can be gained through coordinating the
efforts of the financial statement audit and those of the audit of internal controls over financial reporting.
Without clearly addressing how these two audits are integrally linked, there is a significant risk of excessive cost
and wasted effort, with little if any incremental benefit to the investing public and financial statement users. In
many instances, an auditor would be able to more efficiently test and validate balances on the income statement
or balance sheet without analyzing all of the processes, sub-processes and related internal controls that brought
the Company to reporting that balance. In cases where an auditor can more effectively validate a financial
statement balance, a reasonable person could also infer that the internal controls had functioned appropriately to
support that balance without having to test all of the internal controls. We suggest that the PCAOB specifically
address the integration and coordination of the audits of the financial statements and internal control in the Draft
Standard. Providing additional guidance in this area will help mitigate the costs of this effort, which is good for
the investing public, while providing a consistent level of assurance on a Company's financial reporting
processes.
Utilization of Service Auditors' Reports
In section B36 of the Draft Standard, the PCAOB appears to require what is potentially a significant amount of
audit work to be performed by management and the external auditors of a Company utilizing service providers,
who have SAS 70 reports for periods less than the entire fiscal year covered by management's assertion and the
related audit opinion. We believe that a service provider SAS 70 report that; covers an entire year, and either
ends on the day before the current fiscal year or some partial period of the current fiscal year, management of
the user company should be able to rely on the results of the previous SAS 70 report, as long as management
supplements this understanding with inquiries of the service provider company management. We believe that
the inquiries of service provider company management should be focused on confirming that a SAS 70 is in
process for the current period and asking management to provide negative assurance to the effect that they are
not aware of any significant changes in the control environment or effectiveness of the Company's overall
internal control that would warrant a significant change to the prior SAS 70 report, including the controls
identified and the auditors opinion.
Requiring additional independent testing and evaluation by user
organizations for SAS 70 reports that do not cover the entire current fiscal year does not appropriately consider
the timing delay in issuing SAS 70 reports and results in duplication and wasted audit efforts. These
requirements are inconsistent with the intent of SAS 70 reports, which were meant to eliminate the need for user
organizations to have to perform their own independent evaluation of the service providers internal control.
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We believe that the service providers and audit profession will begin to address the PCAOB's concept of more
"fresh" SAS 70 reports by changing the SAS 70 reporting and testing period and/or providing multiple reports
per year (either quarterly or semi-annually), or even developing guidance for external auditors to provide for
"negative assurance" for interim periods not covered by issued SAS 70 reports. Since these developments have
not yet taken place, we would, at a minimum suggest that the PCAOB provide some transitional guidance for
the use and reliance on SAS 70 reports. We strongly urge the PCAOB to eliminate requirements resulting in
potentially unnecessary work for user organizations ( or by their external auditors) related to delays in timing of
audit report issuance, particularly where such work does NOT provide any substantial increase in assurance on
the effectiveness of internal controls.
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November 20, 2003

Office of the Secretary
Public Company Accounting Oversight Board
1666 K Street, N.W.
Washington, D.C. 20006-2803

Re: PCAOB Rulemaking Docket Matter No. 008 – Proposed Auditing Standard –
An Audit of Internal Control Over Financial Reporting Performed in Conjunction
with an Audit of Financial Statements
Dear Board Members:
As Executive Vice President and Chief Financial Officer of the Health Insurance
Plan of Greater New York (“HIP”), I am pleased to be able to respond to the
request for comments from the Public Company Accounting Oversight Board
regarding Proposed Auditing Standard – An Audit of Internal Control Over
Financial Reporting Performed in Conjunction with an Audit of Financial
Statement (PCAOB Rulemaking Docket Matter No. 008).
HIP is a managed care company with revenues in excess of $3 billion. Even
though HIP is a not a public company, HIP began the process in February 2003
of building the infrastructure necessary to comply with the provisions of Sections
302 and 404 of the Sarbanes Oxley Act of 2002. HIP chose COSO as its
framework for management’s assessment of internal controls over financial
reporting. As of November 2003, it is projected that the cost to complete the
company’s initial assessment, document all policies and procedures and perform
the initial test work of internal controls will approximate $5 million in consulting
hours alone (approximately 30,000 man hours of consulting time). Staffing costs
to ensure ongoing compliance are estimated at $2.0 - 3.0 million annually. The
company also estimates that annual audit costs may triple from current levels by
fiscal 2005 due to the required internal control attestation. As with most
managed care companies, HIP faces significant pressures from employer groups
to hold premium increases to a minimum, in an environment of rapidly rising
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medical costs. These additional audit and operational costs, if not recovered in
additional savings from internal control improvements, will regrettably have to be
passed along to HIP’s subscribers, many of whom are small and medium size
businesses.
The Sarbanes Oxley legislation specifically states that a public accounting firm
that prepares and issues the audit report should attest to, and report on, the
assessment of internal controls made by the issuer of the financial statements.
The proposed auditing standard requires the external auditor not only to report
on and attest to management’s assessment, but also to perform a detailed audit
of internal controls. If management has properly assessed the effectiveness of
the company’s internal controls, why is it necessary for the external auditor to
duplicate this effort? Current auditing standards allow for an auditor to issue an
attestation report on management’s assertion over internal controls as opposed
to auditing internal controls. Consideration must be given to the additional audit
costs incurred and the serious disruptions to the company’s operations caused
by the duplicate testing and evaluation of internal controls required by the
proposed standard.
If the auditor must evaluate and audit the effectiveness of internal controls in
addition to attesting to the assessment made by management, why shouldn’t
they be able to follow current auditing standards related to the use of testing
performed by the company’s internal audit department? Under current auditing
standards if a company has an effective, competent internal audit function that
has performed relevant tests, an auditor may rely on such work. Relief should
be given in the final standard to allow the auditor to place greater reliance, if
appropriate, on management or internal audit’s testing of internal controls.
The proposed standard also indicates that each year’s audit of internal control
must stand alone. If there have been no changes to a particular set of internal
control activities, why shouldn’t the external auditor be allowed to rotate the
activities tested from year to year? The external auditor should be allowed to use
some of the audit evidence obtained in previous years to support the current
opinion on management’s assessment.
We are also concerned that the Board has changed the definition of material
weakness in internal controls from what currently exists in auditing standards.
Current auditing standards define material weakness as a “reportable condition in
which the design or operation of one or more of the internal control components
does not reduce to a relatively low level the risk that misstatement caused by
error or fraud in amounts that would be material in relation to the financial
statements….. may occur and not be detected within a timely period…”. The
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proposed standard defines material weakness as “a significant deficiency that, by
itself, or in combination with other significant deficiencies, results in more than a
remote likelihood that a material misstatement of the annual or interim financial
statements will not be prevented or detected.” We believe that the gap that
exists between “low level of risk” of material misstatement and “more than remote
likelihood” of material misstatement is significant. Based on the proposed
standards, the auditor’s attestation of management’s assessment of internal
control and the effectiveness of those controls is tantamount to a guarantee or
warranty that the company’s internal controls over financial reporting are effective
and result in financial statements that are free of material misstatement. This is
an invitation to the plaintiff’s bar to bring yet more litigation in our already highly
litigious society. The increased risk to auditing firms that will result from such a
warranty can only result in greatly increased costs upon those firms and in due
course upon public companies.
The requirement in the proposed standard that the external auditor evaluate the
effectiveness of the audit committee’s oversight is impracticable and untenable.
A significant conflict of interest exists in having the external auditor assess the
effectiveness of the audit committee, since the audit committee is responsible for
hiring, compensating, and supervising the external auditor. The responsibility for
hiring and managing the relationship with the external auditor has been placed
with the audit committee, as opposed to management, in part to prevent a
conflict of interest between management and the external auditor. Requiring the
external auditor to evaluate the effectiveness of the audit committee merely reestablishes this conflict of interest at the audit committee level. The suggestion
in the proposed standard that the external auditor can provide an honest
evaluation of the effectiveness of the committee that determines its tenure to a
full Board of Directors is fundamentally flawed. We believe that this process will
not result in meaningful evaluations of the effectiveness of audit committees and,
therefore, does not serve the public interest. It places unacceptable political
burden on the external auditor and does not enhance, but rather complicates,
good corporate governance. This aspect of the proposed standard should be
dropped entirely.
HIP asks the Board to establish a set of standards that are reasonable, without
creating unnecessary costs that are essentially impairing the productivity of
public companies. It should be noted that none of the accounting scandals that
gave rise to Sarbanes Oxley resulted from breakdowns of systematic operational
and accounting controls. Instead, they resulted largely from improper, nonsystematic transactions driven by a lack of integrity on the part of management
and the Boards of those companies. The proposed standard requires significant
focus, and therefore significant cost, be devoted to evaluating internal controls
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operating within systematic processes.
While significant focus should
appropriately be directed at material non-systematic transactions, the
requirement to expend significant resources evaluating systematic transactions
does not appear to be cost-justified. There is no amount of money that can be
spent, or control testing that can take place, to prevent unscrupulous, complicit
individuals from committing a fraud if said individuals are determined to do so.
We strongly urge the Board to consider ways to reduce the burden of the
proposed standard, while still achieving the objectives of enhanced financial
reporting and protection of the public interest.

Sincerely,

Michael D. Fullwood
Executive Vice President
Chief Financial Officer
Secretary and General Counsel
Health Insurance Plan of Greater New York
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From:
Sent:
To:
Subject:

ksholder@fuse.net
Monday, November 03, 2003 4:42 PM
Comments
PCAOB Rulemaking Docket Matter No. 008

Public Company Accounting Oversight Board:
RE: PCAOB Rulemaking Docket Matter No. 008
I have read “Proposed Auditing Standard – An Audit of Internal Control Over Financial Reporting Performed in
Conjunction with an Audit of Financial Statements” (the “Standard”). I agree with the spirit of the document and the
purpose of protecting the investing public. In general, I thought that the Standard was well thought out and well written. I
do, however, have two comments relating to the standard as follows.
Page 6 of 12 – second paragraph – requires the external auditor to perform the walkthroughs himself or herself. This will
cost corporate America and our economy as significant amount of money. Prima facie this precludes reliance on internal
auditors to perform the walkthroughs when they are acting on behalf of the external auditor. Many, if not most, companies
use their internal audit staff to supplement the external audit staff and reduce audit fees. For many companies that have
multiple locations, the internal audit staff will be assigned certain locations by the external auditor. The internal auditor
performs the work at these location under the direction of the external auditor and the company achieves financial savings
on its annual audit fees. In some instances, these savings are significant.
If the external auditor is required to visit each location under audit and perform the walkthrough procedures himself or
herself and (s)he cannot rely on the work of the internal auditor when the internal auditor is working under the external
auditor’s direction, this will impose an additional cost of compliance with Sarbanes-Oxley Act section 404 that could be
significant. I recommend that the language of this paragraph be changed to allow the external auditor to rely on the work
of internal auditors in performing walkthroughs when they are working under the direction of the external auditor. This will
provide the appropriate level of security for the investing public and allow companies to achieve significant savings on
their annual audit fees.
Page 8 of 12 – last full paragraph – uses the term “significant deficiencies” rather than “reportable conditions.” As the
term “reportable condition” is already defined and used in the accounting literature, I recommend that “significant
deficiencies” be changed to “reportable conditions.”
I appreciate your efforts in providing assurances to the investing public.
Sincerely,
Kevin S. Holder
Certified Public Accountant
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November 21, 2003
RE: PCAOB Rulemaking Docket Matter No. 008
Office of the Secretary, PCAOB
1666 K Street, N.W.
Washington, D.C. 20006-2803
Dear Sir or Madam:
We have reviewed the guidance issued by the Public Company Accounting Oversight Board, “Proposed
Auditing Standards – An Audit of Internal Control over Financial Reporting Performed in Conjunction with
an Audit of Financial Statements.” The Home Depot would like to comment on a few select areas.
Question 2 – Should the auditor be prohibited from performing an audit of internal control over financial
reporting without also performing an audit of the financial statements?
Comment: The auditor should be prohibited from performing an audit of internal control over financial
reporting without also performing an audit of the financial statements. Auditors obtain significant knowledge
of a company through financial statement audits and such knowledge should be leveraged to assist auditors in
their conclusions regarding effectiveness of internal controls. We believe it would be difficult to adequately
understand a company’s internal controls over financial reporting without understanding the financial
statements and the relationship between the financial statements and the controls that affect them.
The proposed standard does not provide guidance about the interaction of the audit of internal controls and
the financial statement audit. There appears to be a narrowing gap between the internal control related
objectives of these two audits and we recommend the Board provide more specific guidance pertaining to the
interaction between these two audits.
Question 3 – Rather than requiring the auditor to also complete an audit of the financial statements, would an
appropriate alternative be to require the auditor to perform work with regard to the financial statements
comparable to that required to complete the financial statement audit?
Comment: An alternative requiring the auditor to perform work comparable to a financial statement audit to
support an audit of internal controls would not be appropriate. The audit of internal controls should be
included in the audit engagement as specified in the Sarbanes-Oxley Act (“the Act”). The additional cost of
the work performed to obtain the audit of internal control over financial reporting would not provide a
substantial benefit to the shareholders.
Question 7 - Is it appropriate that the Board has provided criteria that auditors should use to evaluate the
adequacy of management’s documentation?
Comment: It is appropriate for the Board to provide criteria that the auditors should use to evaluate the
adequacy of management’s documentation. The extent and type of documentation required should not be left
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solely to the discretion of the auditors. Providing criteria will enhance the consistency of documentation
amongst all companies as well as enhancing the consistency of the auditors’ evaluation of these companies.
Question 9 - Are the objectives to be achieved by performing walkthroughs sufficient to require the
performance of walkthroughs?
Comment: Based on the objectives noted in the proposed standard, we agree that walkthroughs should be
required. We believe that walkthroughs validate the company’s documentation of the process.
We strongly recommend however, that the Board consider adjusting the proposed standard to permit
substituting classes of transactions for individual transactions (e.g. batch transactions). The proposed standard
speaks to individual transactions only.
Question 10 - Is it appropriate to require that the walkthrough be performed by the auditor himself or herself,
rather than allowing the auditor to use walkthrough procedures performed by management, internal auditors,
or others?
Comment: We agree with the Board in its requirement that auditors perform walkthroughs. However, the
proposed standard could provide additional guidance for auditors related to (1) relying on walkthroughs
performed by the company, (2) relying on prior year walkthroughs, and (3) the extent of walkthroughs required
to be performed.
The Home Depot believes the auditor should be allowed to rely on the walkthroughs performed by the
company, including management and/or internal audit. We propose that the auditor re-perform or review a
sample of the walkthroughs documented by the company. This is consistent with the Board’s proposed
standard regarding the Use of the Work of Management and Others. We also suggest that the Board consider
concurrent walkthroughs that are performed by the auditors and the company.
Auditors should be required to perform independent walkthroughs for significant processes and for any
significant new processes after the first year. For all other processes, the Board should consider allowing the
auditors to rely on prior year walkthroughs, as long as they confirm that no significant changes to the process
have occurred.
Question 11 - Is it appropriate to require the auditor to obtain evidence of the effectiveness of controls for all
relevant assertions for all significant accounts and disclosures every year, or may the auditor use some of the
audit evidence obtained in previous years to support his or her current opinion on management’s assessment?
Comment: The auditor should be allowed to use evidence obtained in previous years. We understand there
are instances when prior year evidence is not sufficient and those should be clearly defined in the proposed
standard. Such instances include: (1) instances of significant changes to previous year processes and/or
controls (2) new processes and/or new controls implemented during the year or (3) any time there is a change
in senior financial management. We feel that requiring them to perform the same tests year over year on
processes that do not change is not cost beneficial to the company nor does it provide an increased level of
assurance to management or our shareholders.

Question 12 - To what extent should the auditor be permitted or required to use the work of management and
others?
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Comment: We believe that the extent of the work to be relied upon should be based on the competence and
independence of the individuals of the company performing the work and on the significance of the process.
Allowing additional reliance on the work of others will ensure compliance with the Act is cost effective
without jeopardizing the auditor’s evaluation. Further, the auditor should then selectively use the results of reperformance in addition to the auditor’s own testing to formulate the conclusion on the effectiveness of
internal controls.
Question 13 - Are the three categories of controls and the extent to which the auditor may rely on the work of
others appropriately defined?
Comment: The proposed standard clearly defines three categories of control, including examples, and the
extent to which the auditor may rely upon the work of others for each of these categories. Both general IT
controls and application IT controls are a significant part of the internal controls of the company. The Board
should add specific language to the standard to address when the auditor may rely upon the work of
management and others pertaining to IT control testing. We believe there are instances in which the auditor
could rely on the IT control testing performed by management and others.
Question 14 - Does the proposed standard give appropriate recognition to the work of internal auditors? If
not, does the proposed standard place too much emphasis and preference on the work of internal auditors or
not enough?
Comment: We do not believe there is appropriate recognition of the work of Internal Audit. In today’s
environment and due to recent rulemaking, Internal Audit departments are more independent than ever. In
addition, as part of the company, Internal Audit departments typically have visibility to many areas of the
company, the opportunity to interact with management more frequently, and a significant understanding of
company processes and controls across all functions. It is our belief that due to Internal Audit’s in-depth
knowledge of the business combined with their independence, the work they perform should be considered
reliable and the auditors should be encouraged to rely on their work.
Question 15 - Is the flexibility in determining the extent of re-performance of the work of others appropriate,
or should the auditor be specifically required to re-perform a certain level of work (for example, re-perform
tests of all significant accounts or re-perform every test performed by others that the auditor intends to use)?
Comment: The standard should allow the auditors to exercise judgment and thereby provide guidance rather
than specific rules. The flexibility currently specified in the proposed standard in determining the extent of reperformance of the work of others is appropriate. The amount of reperformance will vary from company to
company and should be determined based on the auditor’s risk assessment of the company and its
management.

Question 17 - Will the definitions in the proposed standard of significant deficiency and material weakness
provide for increased consistency in the evaluation of deficiencies? How can the definitions be improved?
Comment: We find that the definitions in the proposed standard of significant deficiency and material
weakness do not provide for increased consistency in the evaluation of deficiencies. We strongly suggest that
the Board expand the discussion around what constitutes a remote likelihood and a material misstatement.
Moreover, we suggest that the Board provide specific examples as to how to measure potential misstatement.
Such a measurement will prompt additional discussions between management and the auditors in determining
if such a misstatement is “more than slight” in addition to determining if its potential magnitude is “more than
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inconsequential.” These definitions are vague in nature and are largely dependent on professional judgment
and skepticism. Without further clarification, such judgement will lead to widespread interpretation and
inconsistent application.
Question 19 - Is it necessary for the auditor to evaluate the severity of all identified internal control
deficiencies?
Comment: We believe that it is necessary for the auditor to evaluate the severity of all identified internal
control deficiencies when determining their overall conclusion on the effectiveness of internal controls. We
strongly believe that each deficiency should not be measured to carry equal weight in the determination as to
whether a material weakness exists. Rather, the severity of each should be judged individually and then in
conjunction with other deficiencies. We suggest that the Board provide examples further defining when a
significant deficiency results in a material weakness.
Question 21 - Are the matters that the board has classified as strong indicators that a material weakness in
internal control exists appropriately classified as such?
Comment: We suggest that in areas that are highly judgmental and subjective in nature, such as the use of
estimates, the board allow auditors the ability to exercise judgement in determining whether a misstatement
resulted from an audit. We also believe the standard needs greater definition of what constitutes an ineffective
internal audit function.
Finally, valid reasons may exist for not correcting significant deficiencies communicated to management in a
timely manner. As such, the auditor’s focus should not be on if the items have been corrected, but rather how
the company has addressed the issues. There may be valid reasons why certain deficiencies may require
significant amounts of time to correct.

Question 22 – Is it appropriate to require the auditors to evaluate the effectiveness of the audit committee’s
oversight of the company’s external financial reporting and internal control over financial reporting?
Comment: We believe it is not appropriate to require the auditors to evaluate the effectiveness of the audit
committee regarding financial reporting. Such oversight removes independence between the audit committee,
which hires, fires, and compensates the auditor. Generally, if the audit firm were to disagree with the audit
committee’s effectiveness, the auditor would take corrective action.

Question 24 – If the auditor concludes that ineffective audit committee oversight is a material weakness, rather
than require the auditor to issue an adverse opinion with regard to the effectiveness of the internal control
over financial reporting, should the standard require the auditor to withdraw from the engagement?
Comment: We do not believe it would be appropriate to require the auditor to withdraw from the
engagement. The auditor should complete the audit and issue the audit opinion. Staying engaged would
provide greater protection to shareholders. Furthermore, an ineffective audit committee does not prevent the
completion of the audit and evaluation on the internal control over financial reporting.

Question 30 – Are the auditor’s differing levels of responsibility as they relate to management’s quarterly
certifications versus the annual (fourth quarter) certification, appropriate?
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Comment: The differing levels of responsibility between annual and quarterly reporting is appropriate as the
auditor does not have a responsibility to report on their audit of internal controls on a quarterly basis. Parallel
to the auditor’s current quarterly requirements, it is appropriate for the auditor to perform limited procedures
each quarter to determine if there are any material modifications to the disclosures of internal controls.
Further, if during the course of a quarterly review, the auditor becomes aware of misconduct, the auditor
should bring the matter to the attention of management and the audit committee and if necessary consider
withdrawing from the engagement.

Question 31 – Is the scope of the auditor’s responsibility for quarterly disclosures about the internal control
over financial reporting appropriate?
Comment: We believe that the scope is appropriate and that no measurable benefit would arise from increased
responsibility on a quarterly basis.

Very truly yours,
/s/ Carol Tomé
Carol Tomé, Executive Vice President and Chief Financial Officer
The Home Depot
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November 21, 2003
Office of the Secretary
Public Company Accounting Oversight Board
1666 K Street N.W.
Washington, D.C. 20006-2803
RE: Rulemaking Docket Matter No. 008 (PCAOB Release No. 2003-017)
Proposed Auditing Standard – An Audit of Internal Control Over Financial Reporting
Performed in Conjunction with an Audit of Financial Statements
Dear Board Members:
The Audit and Assurance Services Committee of the Illinois CPA Society is a voluntary group of
CPAs from public practice, industry, education, and government. We take an active role in the
standards setting process and have spent considerable time over the past few years responding to
audit-related exposure drafts issued by the AICPA, the GAO, the SEC, and other professional
organizations.
We welcome the opportunity to comment on the proposed auditing standards being considered by
the PCAOB. Our comments represent the collective views of the Committee members and not the
individual views of the members or the organizations with which they are affiliated. Our comments
have been structured to respond to each of the questions asked as part of the exposure process.
The organization and operating procedures of our Committee are outlined in Appendix A to this
letter.

QUESTIONS POSED BY THE PCAOB (in bold) and COMMITTEE RESPONSES
1. Is it appropriate to refer to the auditor's attestation of management's assessment of the
effectiveness of internal control over financial reporting as the audit of internal control
over financial reporting?
Yes.
2. Should the auditor be prohibited from performing an audit of internal control over
financial reporting without also performing an audit of the financial statements?
While a single firm or auditor should be required to perform audits of internal controls and
financial statements as of a balance sheet date, there should not be a prohibition on additional
internal control audits performed at points other than the audited balance sheet date. The
PCAOB may want to give companies the option of having additional audits of internal control
over financial reporting performed at other points during the year. For companies requiring
additional SEC oversight, interim audits of internal controls could become a valuable tool in
preventing or detecting financial reporting problems. The financial statement auditors (or other
audit firms) should not be prohibited from performing additional audits of internal controls.
Page 1 of 8
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3. Rather than requiring the auditor to also complete an audit of the financial statements,
would an appropriate alternative be to require the auditor to perform work with regard to
the financial statements comparable to that required to complete the financial statement
audit?
As noted in #2, we believe flexibility is critical to permit audits of internal controls at points other
than the balance sheet date. In these cases, certain testing would be required to evaluate the
adequacy of control systems and procedures. An internal control audit could determine that
financial information was properly controlled and processed without determining that account
balances were fairly presented for financial reporting purposes.
In addition, the use of the term “complete” in the above question should be clarified. We
assumed that the PCAOB did not mean that the auditor must complete the audit and issue a
report. Auditors must always have the option of disclaiming an opinion or withdrawing from an
engagement.
4. Does the Board's proposed standard give appropriate consideration to how internal
control is implemented in, and how the audit of internal control over financial reporting
should be conducted at, small and medium-sized issuers?
We would agree that for small and mid-sized issuers, auditors should rely on their judgment in
determining the nature, timing, and extent of audit procedures required to test internal controls.
We believe it would be helpful if the PCAOB provided guidance about the minimum appropriate
level of internal control related audit procedures for the smallest of issuers. Similarly, it would
be helpful to specify the minimum acceptable level of controls documentation.
5. Should the Board, generally or in this proposed standard, specify the level of
competence and training of the audit personnel that is necessary to perform specified
auditing procedures effectively? For example, it would be inappropriate for a new,
inexperienced auditor to have primary responsibility for conducting interviews of a
company's senior management about possible fraud.
While presenting guidance on any specialized training needed to ensure auditor competence
might be beneficial, a general requirement that competent well-trained auditors perform all
audit procedures would not seem necessary. Matters pertaining to fraud, material errors,
irregularities, material weaknesses, disagreements with management, and scope limitations
should be the responsibility of the most experienced auditors, generally, managers and
partners.
6. Is the scope of the audit appropriate in that it requires the auditor to both evaluate
management's assessment and obtain, directly, evidence about whether internal control
over financial reporting is effective?
Yes.
7. Is it appropriate that the Board has provided criteria that auditors should use to evaluate
the adequacy of management's documentation?
Yes. The criteria are appropriate in a broad sense, but there needs to be some corresponding
documentation requirements for management to follow. Absent specific management
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documentation criteria, we believe there will be unacceptable disparity in the extent and quality
of controls documentation since it will be based on each auditor’s experience and preference.
In addition, paragraph 43 states that the auditor "should evaluate whether such documentation
includes the following...”. Was this intended to be an all-inclusive listing? Would the phrase
"should include the following..." be more appropriate? In addition, we suggest the PCAOB
consider how certain terms are being used. Some of the subjective wording such as
"significant", "enough", and "material" could be viewed as either helpful if it allows an auditor to
use judgment or vague if it leaves items open to interpretation.
8. Is it appropriate to state that inadequate documentation is an internal control deficiency,
the severity of which the auditor should evaluate? Or should inadequate documentation
automatically rise to the level of significant deficiency or material weakness in internal
control?
Due to vast differences in the size of companies and the lack of guidance for management to
follow in documenting and evaluating internal controls, instances of inadequate documentation
should be considered internal control deficiencies. These deficiencies should be subjected to
further evaluation to determine their significance and whether they should be classified as a
material weakness or significant deficiency. Auditors should be allowed to use judgment in
determining the significance of any weakness or deficiency noted in an audit.
In addition, the language included in the last sentence of paragraph 46 seems inappropriate
and should be reviewed. Allowing management to demonstrate its monitoring of controls in the
absence of documentation appears to contradict the intent and spirit of the proposed audit
standard. It was unclear what PCAOB intended by this sentence. We recommend that this
sentence be eliminated. Otherwise, additional guidance will be needed for auditors to follow
when evaluating controls in the absence of documentation.
9. Are the objectives to be achieved by performing walkthroughs sufficient to require the
performance of walkthroughs?
Yes.
10. Is it appropriate to require that the walkthrough be performed by the auditor himself or
herself, rather than allowing the auditor to use walkthrough procedures performed by
management, internal auditors, or others?
No. While some walkthroughs should be performed by the auditors themselves, all auditors
should also have the flexibility of using work performed by others. Before relying on any of this
work, the financial auditors must satisfy themselves that the internal auditors (or others) were
competent and independent. It is a rebuttable presumption that walkthroughs performed by
management would not be considered independent and should not be relied upon.
11. Is it appropriate to require the auditor to obtain evidence of the effectiveness of controls
for all relevant assertions for all significant accounts and disclosures every year or may
the auditor use some of the audit evidence obtained in previous years to support his or
her current opinion on management's assessment?
In the present day, auditing is often considered to be a continuous process. Where
appropriate, auditors should be able to utilize evidence obtained during prior audits, but not rely
solely on this evidence to draw conclusions. Audit workpapers should indicate how the
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auditors reassessed the quality and reliability of this evidence. We might draw too specific a
distinction if auditors can use evidence on internal controls that is 11 months old, but not
evidence that is 13 months old.
In addition, the PCAOB may want to establish some guidance on the rotation of audit
procedures. While auditors must review all major systems every year, how much of the detail
testing can be rotated on a multi-year audit engagement? Auditing all controls every year could
become cost prohibitive in a large company. More importantly, where there has been no
change in personnel, systems, or procedures, testing all controls annually may not be an
efficient use of limited audit resources. Audit costs could be reduced by effectively using a
rotating approach to controls testing. This rotation often leads to a more thorough examination
of the areas selected for testing.
12. To what extent should the auditor be permitted or required to use the work of
management and others?
The auditor should be required to review reports issued by internal auditors, regulators, and
other third parties to identify any internal control deficiencies that came to their attention.
However, it should be left up to the auditor's discretion as to whether it would be efficient to test
and rely upon this work.
13. Are the three categories of controls and the extent to which the auditor may rely on the
work of others appropriately defined?
No. Auditor judgment should be the prevailing factor in determining the extent to rely on work
performed by others. We do not believe auditors should be limited in their use of work
performed by internal auditors, regulators or other third parties. As part of every audit, the
auditor should be solely responsible for determining whether reviewing and testing such work
would be effective and efficient. However, because of management independence issues,
auditors should not rely on work performed by management without adequate review and
testing.
14. Does the proposed standard give appropriate recognition to the work of internal
auditors? If not, does the proposed standard place too much emphasis and preference
on the work of internal auditors or not enough?
Yes. The proposed standard gives appropriate recognition to the work of internal auditors.
However, the standard does not provide sufficient guidance for determining whether to rely on
internal audit work. The ability to rely on internal control reviews performed by internal auditors
could become one of the major factors in controlling the costs associated with internal control
audits. In many companies, the internal auditors are the entity’s experts on internal controls.
The auditor should use this work to the extent appropriate and based on his or her judgment.
15. Is the flexibility in determining the extent of reperformance of the work of others
appropriate, or should the auditor be specifically required to reperform a certain level of
work (for example, reperform tests of all significant accounts or reperform every test
performed by others that the auditor intends to use)?
Yes, the flexibility is appropriate and necessary. The auditor should determine the extent of
reperformance when they choose to rely upon work performed by others. We believe the
standard should make it clear that some level of reperformance is always necessary.
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16. Is the requirement for the auditor to obtain the principle evidence, on an overall basis,
through his or her own work the appropriate benchmark for the amount of work that is
required to be performed by the auditor?
Yes, the auditor should obtain the principal evidence. It should be clear however, that this
evidence may include the testing and reliance on the work of internal auditors, regulators and
other third parties.
17. Will the definitions in the proposed standard of significant deficiency and material
weakness provide for increased consistency in the evaluation of deficiencies? How can
the definitions be improved?
Yes, we agree that the definitions provide needed clarity. One recommended improvement
would be to define the term “inconsequential” (as used in Paragraph 3 of Example D-1). It was
unclear whether the intent was to differentiate between “immaterial” and “inconsequential”
weaknesses.
18. Do the examples in Appendix D of how to apply these definitions in various scenarios
provide helpful guidance? Are there other specific examples that commenters could
suggest that would provide further interpretive help?
Yes. As noted above, the term “inconsequential” should be defined.
19. Is it necessary for the auditor to evaluate the severity of all identified internal control
deficiencies?
Yes. All deficiencies noted during an audit of internal controls must be accumulated and
evaluated to determine whether a material weakness or significant deficiency exists.
20. Is it appropriate to require the auditor to communicate all internal control deficiencies
(not just material weaknesses and significant deficiencies) to management in writing?
No. The handling of clearly inconsequential deficiencies should be modified to allow for auditor
judgment. During any testing of transactions, many minor deficiencies can be noted. Auditors
must accumulate these deficiencies and perform an analysis to determine whether the
inconsistencies noted were isolated occurrences or indicators of internal control weaknesses.
The value of a management letter may be diminished if the document is required to contain a
large number of inconsequential control deficiencies. However, some audit clients may request
that all deficiencies be reported to management so management can perform its own
assessment of the weaknesses noted. Auditors should be given the option of presenting
inconsequential deficiencies to management orally.
In addition, the PCAOB should clarify whether “management” as included in the above question
includes the Board of Directors. The guidance should clarify whether the reporting of
inconsequential matters must include the Board.
21. Are the matters that the Board has classified as strong indicators that a material
weakness in internal control exists appropriately classified as such?
Yes.
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22. Is it appropriate to require the auditors to evaluate the effectiveness of the audit
committee's oversight of the company's external financial reporting and internal control
over financial reporting?
Our Committee was equally divided on this question. Half of the members agreed that the
auditors should review the effectiveness of the Audit Committee oversight. This work would
become part of the internal control evaluation. The effectiveness of Audit Committee oversight
would be a major factor in determining the nature, timing and extent of testing.
Other Committee members felt strongly that the auditor would not be in a position to evaluate
all aspects of Audit Committee effectiveness, including certain matters of a legal nature. Only
the PCAOB would be able to review the effectiveness of public company Audit Committees.
23. Will auditors be able to effectively carry out their responsibility to evaluate the
effectiveness of the audit committee's oversight?
No. Even those Committee members that support the PCAOB position in question 22
recognize that this would be a difficult task. Requiring that auditors evaluate Audit Committee
effectiveness may sound like a good idea, but may not work in practice. Regardless of the
standards in place, audit firms may be hesitant to criticize an Audit Committee. In addition, it
may be difficult for financial auditors to determine whether the Audit Committee members met
the legal and regulatory requirements for audit committee service in a publicly traded company.
24. If the auditor concludes that ineffective audit committee oversight is a material
weakness, rather than require the auditor to issue an adverse opinion with regard to the
effectiveness of the internal control over financial reporting, should the standard require
the auditor to withdraw from the audit engagement?
No. Withdrawing from engagements where there is an ineffective Audit Committee would only
pass the problem along to another CPA firm. This action would do little to address any
underlying problems. In most cases, issuing an adverse opinion to stockholders and investors
should be more beneficial. However, auditors must be required to evaluate each case and
determine whether to withdraw from the engagement. In situations where the Audit Committee
does not possess the independence or the competence to perform effectively, the auditor may
decide the risks are higher than acceptable and sever the audit relationship.
25. Is it appropriate that the existence of a material weakness would require the auditor to
express an adverse conclusion about the effectiveness of the company's internal
control over financial reporting, consistent with the required reporting model for
management?
Yes, the reporting requirements should be consistent. The auditor should not be permitted to
issue a report that is more favorable than management’s report.
26. Are there circumstances where a qualified "except for" conclusion would be
appropriate?
No.
27. Do you agree with the position that when the auditor issues a non-standard opinion,
such as an adverse opinion, that the auditor's opinion should speak directly to the
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effectiveness of the internal control over financial reporting rather than to whether
management's assessment is fairly stated?
Yes.
28. Should the Board provide specific guidance on independence and internal controlrelated non-audit services in the context of this proposed standard?
Yes. It would be helpful to have specific guidance to clarify permissible services. For example,
guidance would be helpful to distinguish how the auditor can make substantive
recommendations to management for improving the design of internal controls without these
recommendations being classified as “design” work thereby impairing independence.
29. Are there any specific internal control-related non-audit services the auditor should be
prohibited from providing to an audit client?
Yes. Based on the assumption that the PCAOB is not comfortable with the auditor becoming a
participant in the process of designing internal controls over which he/she will issue an audit
report, the standard should prohibit any role in the design, documentation, or implementation of
internal controls. Any internal control related services performed by financial statement
auditors could have independence implications.
30. Are the auditor's differing levels of responsibility as they relate to management's
quarterly certifications versus the annual (fourth quarter) certification, appropriate?
Yes. The PCAOB has made a reasonable distinction between the auditor’s responsibilities for
information in management’s quarterly versus management’s annual certifications.
31. Is the scope of the auditor's responsibility for quarterly disclosures about the internal
control over financial reporting appropriate?
Yes.

The members of the Audit and Assurance Services Committee of the Illinois CPA Society thank
you for the opportunity to respond to this proposal.
Sincerely,

William P. Graf, Chair
Audit & Assurance Services Committee

Scott P. Bailey, Chair
Comment Letter Subcommittee
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APPENDIX A
ILLINOIS CPA SOCIETY
AUDIT AND ASSSURANCE SERVICES COMMITTEE
ORGANIZATION AND OPERATING PROCEDURES
2003 - 2004
The Audit and Assurance Services Committee of the Illinois CPA Society (Committee) is composed of the
following technically qualified, experienced members appointed from industry, education and public accounting.
These members have Committee service ranging from newly appointed to more than 20 years. The Committee
is an appointed senior technical committee of the Society and has been delegated the authority to issue written
positions representing the Society on matters regarding the setting of auditing standards. The Committee’s
comments reflect solely the views of the Committee, and do not purport to represent the views of their
business affiliations.
The Committee usually operates by assigning Subcommittees of its members to study and discuss fully
exposure documents proposing additions to or revisions of auditing and attest standards. The Subcommittee
ordinarily develops a proposed response that is considered, discussed and voted on by the full Committee.
Support by the full Committee then results in the issuance of a formal response, which at times includes a
minority viewpoint. Current members of the Committee and their business affiliations are as follows:

Public Accounting Firms:
Large:
Dolinar, James A. CPA
Gabouer, Kurt CPA
Graf, William P. CPA
Graham, G. W., CPA
McClanahan, James P. CPA
Pierce, Michael J. CPA
Waggoner, Joan, CPA
Medium: (more than 40 employees)
Gregor, Sharon J. CPA
Mills, Gary W., CPA
Panfil, Stephen R. CPA
Small: (less than 40 employees)
Davila, Antonio Jr. CPA
Goltz, Jeffrey M. CPA
Kramer, Loren B. CPA
Krueger, Andrea L., CPA
Lewis, Ludella, CPA
Malito, JoAnne M., CPA
Owens, Robert W. CPA
Spiegel, Richard D., CPA
Industry:
Hunt, Brian J. CPA, JD
Adler, James R. CPA, CFE, PhD
Government:
Bailey, Scott P. CPA
Educators:
Petravick, Simon P. CPA
Whittington, Oliver R., CPA
Staff Representative:
C. Patricia Mellican, CPA

Crowe Chizek & Co. LLP
KPMG LLP
Deloitte & Touche LLP
Grant Thornton LLP
Altschuler, Melvoin & Glasser LLP
American Express Tax & Business Services
Blackman Kallick Bartelstein LLP
Selden, Fox and Associates, Ltd.
KGN Financial Group LLC
Bansley & Kiener LLP
Hill, Taylor LLC
Rosen, Goltz & Associates
Kramer Consulting Services, Inc.
Corbett, Duncan & Hubly P.C.
Ludella Lewis & Company
McGreal, Johnson and McGrane
Wermer, Rogers, Doran & Ruzon
Steinberg Advisors, Ltd.
Williams Montgomery & John, Ltd.
Adler Consulting, Ltd.
Metropolitan Pier & Exposition Authority
Bradley University
DePaul University
Illinois CPA Society
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November 20, 2003
Office of the Secretary
Public Company Accounting Oversight Board
1666 K Street, N.W.
Washington, D.C. 20006-2803
Re: PCAOB Rulemaking Docket No. 008: Proposed Auditing Standard-An Audit
of Internal Control Over Financial Reporting
Dear Sir/Madam:
The Independent Community Bankers of America (ICBA)1 appreciates the
opportunity to offer the following comments on proposed auditing standards by the
Public Company Accounting Oversight Board (PCAOB). If adopted, these standards
will be the required standards that auditors must follow when they attest to the internal
controls of companies subject to the Sarbanes-Oxley Act of 2002 (Sarbanes-Oxley).
While ICBA commends the PCAOB on its attempt to establish standards for
auditors when they are performing audits of internal control, ICBA is concerned that the
proposed standards will be burdensome and costly for community banks and bank
holding companies that are either (1) publicly-held and are subject to Sarbanes-Oxley, or
(2) have assets of $500 million or more and therefore are subject to the internal control
attestation requirements of Section 36 of the FDI Act as implemented by Part 363 of the
FDIC’s regulations. Those regulations require a covered financial institution’s
independent public accountant to examine, attest to, and report separately on
management’s assertion concerning internal controls. The banking agencies have
indicated that the PCAOB’s auditing standards for internal controls under Section 404 of
Sarbanes-Oxley will most likely be the standards that auditors must follow when they
audit the internal controls of financial institutions that have assets of $500 million or
more.

1

ICBA is the nation’s leading voice for community banks and the only national trade association dedicated
exclusively to protecting the interests of the community banking industry. ICBA has 4,600 members with
branches in more than 17,000 locations nationwide. Our members hold more than $526 billion in insured
deposits, $728 billion in assets and more than $405 billion in loans for consumers, small businesses, and
farms. They employ more than 231,000 people in the communities they serve.
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ICBA is concerned that auditing costs will rise substantially if the proposed
standards for internal control audits are adopted by the PCAOB. Several community
banks have already filed notice with the SEC this year that they intend to withdraw
registration of their securities and go private. One of the primary reasons cited by these
banks is the higher auditing costs associated with being a publicly-held company subject
to Sarbanes-Oxley. ICBA offers the following responses to some of the questions raised
in the proposal:
Question 4. Does the Board’s proposed standard give appropriate consideration
to how internal control is implemented in, and how the audit of internal control over
financial reporting should be conducted at, small and medium-sized issuers?
The Board says that it is “sensitive to the possible effects of the proposed standard
on small and medium-sized companies” and that the “nature and extent of controls that
are necessary depend, to a great extent, on the size and complexity of the company.”
However, the Board does not make any specific recommendations for how audits of
internal accounting controls should be conducted by small and medium-sized companies.
Appendix E, which is entitled “Special Internal Control Over Financial Reporting
Considerations for Small and Medium-Sized Companies” offers very little in the way of
concrete suggestions for reducing the auditing required of small and medium-sized
companies. In ICBA’s opinion, the Board should specifically recommend that auditors of
smaller companies rely more on sampling and less on extensive testing. For example,
Appendix E should say that walkthroughs and other kinds of testing should only be
required of a sample of “significant processes” rather than all of them. Such specific
suggestions would reduce the costs of audits for small and medium sized companies.
Question 10. Is it appropriate to require the walkthrough be performed by the
auditor himself or herself, rather than allowing the auditor to use walkthrough procedures
performed by management, internal auditors, or others?
No, it is not appropriate to require that the walkthroughs be performed only by the
outside auditor. If a company has an internal audit staff that follows professional
auditing standards and reports directly to the audit committee, the auditor should be able
to rely on the walkthroughs performed by the internal auditors. It would be very
expensive to require external auditors to duplicate all the tasks that are done by the
internal auditors.
Question 11. Is it appropriate to require the auditor to obtain evidence of the
effectiveness of controls for all relevant assertions for all significant accounts and
disclosures every year or may the auditor use the audit evidence obtained in previous
years to support his or her current opinion on management’s assessment?
While each auditor must obtain whatever evidence is necessary to provide a basis
for an opinion, generally, an auditor should be able to use the audit evidence obtained in
previous years to support his or her current opinion on management’s assessment.
Otherwise, if the auditor has to obtain evidence yearly in every case, audit costs will be
SM
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substantial. Furthermore, public accounting firms should be attesting to the assessment
made by management about internal controls. They should be testing controls and
procedures to the extent necessary to corroborate management’s assessment of the
internal controls and not be performing a detailed audit of internal controls each year.
Questions 22 and 23. Is it appropriate to require the auditors to evaluate the
effectiveness of the audit committee’s oversight of the company’s external financial
reporting and internal control over financial reporting? Will the auditors be able to
effectively evaluate the effectiveness of the audit committee’s oversight?
ICBA believes that it would be costly and impractical to require the outside
auditors to audit the audit committee. Under Sarbanes-Oxley, the audit committee has
the responsibility to hire the outside auditors, approve non-audit services, and resolve
disagreements between the auditors and management regarding financial reporting. It
would pose a conflict to the auditors if they were then required to audit the audit
committee. While auditors should have access to the audit committee members and, in
some cases, to their records, the board of directors should evaluate the effectiveness of
the audit committee, not the outside auditors.
Conclusion
ICBA hopes that the PCAOB will consider the costs of performing audits
particularly for small and medium-sized companies as it establishes standards for auditors
and audits. While we commend the Board for its efforts so far, we hope the Board will
be more cost conscious with its proposals in the future. If you have any questions or need
any additional information, please contact Chris Cole, ICBA’s regulatory counsel at 202659-8111 or Chris.Cole@icba.org.
Sincerely,

C.R. Cloutier
Chairman

SM
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__________________________________________________________________________________________________________________________
3701 ALGONQUIN ROAD, SUITE 1010
TELEPHONE: 847.253.1545
ROLLING MEADOWS, ILLINOI S 60008, USA FACSIMILE 847.253.1443

WEB SITES: www.isaca.org and www.itgi.org

November 21, 2003

Office of the Secretary
Public Company Accounting Oversight Board
1666 K Street, NW
Washington, DC 20006-2803
Via E-mail to comments@pcaobus.org

RE:

PCAOB Rulemaking Docket Matter No. 008
PCAOB Release No. 2003-017, October 7, 2003
(Proposed Auditing Standard – An Audit of Internal Control over Financial Reporting Performed
in Conjunction with an Audit of Financial Statements)

Dear Board Members:
We very much appreciate the opportunity to provide comments to the Public Company
Accounting Oversight Board’s (“Board” or “PCAOB”) proposed auditing standard.
These comments are offered on behalf of the Information Systems Audit and Control
Association (ISACA) and IT Governance Institute (ITGI), in my capacity as the
International President of both of these organizations.
ISACA is an international professional, technical and educational organization dedicated
to being a recognized global leader in IT governance, security, control and assurance.
With members in more than 100 countries, ISACA is uniquely positioned to fulfill the
role of a central, harmonizing source of IT control practice standards the world over. Its
strategic alliances with other organizations in the financial, accounting, auditing and IT
professions ensure an unparalleled level of integration and commitment by business
process owners.
ITGI strives to assist enterprise leaders in their responsibility to make IT successful in
supporting the enterprise’s mission and goals. Its goals are to raise awareness and
understanding among, and provide guidance and tools to, boards of directors, executive
management and chief information officers (CIOs). The ultimate goal is to ensure that IT
meets and exceeds expectations, and its risks are mitigated.
Taken as a whole, we support the draft standard and what it sets out to accomplish. We
list below our comments on some of the areas covered in the draft standard. We have
made comments in 4 areas:
• IT Controls—We suggest clarification of some of the IT control-related terminology
used in the standard.

The recognized global leader in IT governance, security, control and assurance.
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IT Control Framework—We suggest an alternative view of IT controls using the
Control Objectives for Information and related Technology (COBIT) as a formal
guidance framework.
Reliance on IT Internal Audit—We suggest revisiting this area and allowing public
accounting firms to rely on the work of IT internal audit.
Audit Committee Effectiveness—We suggest that additional definition regarding the
role of the audit committee in the IT governance area be provided, and that the IT
Governance Institute be used as a resource for this.

IT Controls
We note that “IT general controls” are referred to throughout the proposed standard.
However, the scope of the IT general controls is not defined. We are concerned that
organizations and auditors may focus on only the control activities component of general
controls defined in COSO, i.e., “General controls commonly include controls over data
center operations, system software acquisition and maintenance, access security, and
application system development and maintenance.” We explain below what we feel is a
more comprehensive view of IT controls.
We also noted an inconsistency and lack of clarity in the references to application
controls within the draft standard. We feel that this should be addressed as well, and
provide below a view on how this could be accomplished.
If the scope of IT general and application controls is not further clarified, then there is an
increased risk that organizations and their auditors will not consider the entire IT
governance framework in their evaluation of the effectiveness of the financial reporting
control framework. We believe that further clarification and definition of the term
“certain information technology general controls” used within the document should be
considered. Once again, we offer the alternative detailed below to cover this concern.
As noted in our recent publication, IT Control Objectives for Sarbanes-Oxley, which we
have attached to this submission, IT controls apply to all COSO components, not just the
control activities component. We believe that the Board may want to consider referencing
COBIT within the final guidance, as a framework for the IT control environment, much as
COSO has been recommended as the internal control framework (see the Framework
section below for further clarification).
COSO identifies five essential components of effective internal control. Below, we
highlight, in each of the five COSO component areas, our rationale for requesting further
clarification be provided within the standard, by referring to COBIT as the IT control
framework. A description of the relationship of IT to all five COSO components follows.
1. Control Environment
The control environment primarily addresses the company level. However, IT
frequently has characteristics that may require additional emphasis on business
alignment, roles and responsibilities, policies and procedures, and technical
competence. The following list describes some considerations related to the control
environment and IT:
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IT is often mistakenly regarded as a separate organization of the business and thus
a separate control environment.
IT is complex, not only with regard to its technical components but also in how
those components integrate into the company’s overall system of internal control.
IT can introduce additional or increased risks that require new or enhanced
control activities to mitigate successfully.
IT requires specialized skills that may be in short supply.
IT may require reliance on third parties where significant processes or IT
components are outsourced.
The ownership of IT controls may be unclear.

2. Risk Assessment
It is likely that internal control risks could be more pervasive in the IT organization
than in other areas of the company. Risk assessment may occur at the company level
(for the overall organization) or at the activity level (for a specific process or business
unit). At the company level, the following may be expected:
• An IT strategy subcommittee of the company’s overall Sarbanes-Oxley steering
committee, with the following responsibilities:
o Oversight of the development of the IT internal control strategic plan, its
effective and timely execution/implementation, and its integration with the
overall Sarbanes-Oxley compliance plan
o Assessment of IT risks, e.g., data integrity, security, confidentiality and
availability
At the activity level, the following may be expected:
• Risk assessments built throughout the systems development methodology
• Risk assessments built into the infrastructure operation and change process
• Risk assessments built into the program change process
3. Control Activities
Control activities primarily address the activity level. Without reliable information
systems and effective IT control activities, public companies would not be able to
generate accurate financial reports. As general and application controls increasingly
replace manual controls, IT general and application controls are becoming more
important.
4. Information and Communication
COSO states that information is needed at all levels of an organization to run the
business and achieve the entity’s control objectives. However, the identification,
management and communication of relevant information represent an ever-increasing
challenge to the IT department. Supporting the other four components of the COSO
framework, are the determination of which information is required to achieve control
objectives and the communication of this information in a form and time frame that
allow people to carry out their duties. The IT organization processes most financial
reporting information. However, its scope is usually much broader. For example, the
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IT department may also assist in implementing mechanisms to identify and
communicate significant information or events, such as regulatory reporting or
accounting disclosures.
5. Monitoring
Monitoring, which covers the oversight of internal control by management through
continuous and point-in-time assessment processes, is becoming increasingly
important to IT management. There are two types of monitoring activities: continuous
monitoring and separate evaluations. IT performance and effectiveness are
increasingly monitored using performance measures that indicate if an underlying
control is operating effectively. Consider the following examples:
• Defect identification and management—Establishing metrics and analyzing the
trends of actual results against metrics can provide a basis for understanding the
underlying reasons for processing failures. Correcting these causes can improve
system accuracy, completeness of processing and system availability.
• Security monitoring—Building an effective IT security infrastructure reduces the
risk of unauthorized access. Improving security can reduce the risk of processing
unauthorized transactions and generating inaccurate reports, and can ensure a
reduction of the availability of key systems if applications and IT infrastructure
components have been compromised.
At the company level, the following may be expected:
• Centralized continuous monitoring of computer operations
• Centralized monitoring of security
• IT internal audit reviews. (While the audit may occur at the activity level, the
reporting of audit results to the audit committee will be at the company level.)
At the activity level, the following may be expected:
• Defect identification and management
• Local monitoring of computer operations or security
• Supervision of local IT personnel

IT Control Framework
We believe that, where IT is significant to the financial reporting of business enterprises,
these enterprises need to use an IT control framework to supplement the overall COSO
framework, as illustrated in the attached publication IT Control Objectives for SarbanesOxley.
COBIT, originally introduced in 1996, is an open, de facto IT governance and control
framework, now in its third edition. The framework, which is entirely compliant with
COSO, is referred to and used globally by assurance and control professionals, and by
business process owners and IT management. Again, we applaud the PCAOB for taking
on the issues, especially as they apply to IT controls.
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We would like to recommend that the Board adopt COBIT as the IT control framework.
While the importance of IT control is embedded in the COSO internal control framework,
IT management requires more examples to help document and evaluate controls. COBIT
is an IT governance model, which provides both company-level and activity-level
objectives and associated controls. Using the COBIT framework, a company can design a
system of IT controls to comply with S404 of the Sarbanes-Oxley Act. The following
depicts the COSO–COBIT relationship within the requirements of Sarbanes-Oxley.
Information Technology controls should consider the
overall governance framework to support the quality and
integrity of information

COBIT Objectives
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Control Activities

Section 404

Risk Assessment

Section 302

COSO Components

Control Environment

Information and Communication

Monitoring
Controls in Information Technology are relevant to both Financial
Reporting and Disclosure requirements of Sarbanes-Oxley
Competency in all five layers of COSO’s framework is necessary to
achieve an integrated control program

Reliance on IT Internal Audit
While we agree that a public accounting firm should independently review IT controls
within the IT control environment, we do have reservations about the inference that the
public accountant cannot use the results of testing performed by management and others
within other COSO components. IT audit professionals normally perform this testing.
Many of those hold the Certified Information Systems Auditor (CISA) certification,
offered by ISACA since 1978 and earned by more than 30,000 professionals worldwide.
We suggest that the public accounting firm could determine the adequacy and
appropriateness of such testing, based on the competence of the internal auditor and the
auditor’s positioning and independence, with additional testing being performed as
necessary in the circumstances. If reliance cannot be placed on IT general controls testing
then no credit can be given to the work that internal audit professionals are carrying out
every day. We recommend that the Board consider revising this rule to provide further
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clarification on the reliance public accounting firms can place on the work of IT internal
auditors.
Audit Committee Effectiveness
Reference paragraph 56:
“Evaluating the Effectiveness of the Audit Committee’s Oversight of the Company’s
External Financial Reporting and Internal Control Over Financial Reporting”
The company’s audit committee plays an important role within the control environment,
including the monitoring components of internal control over financial reporting. Within
the control environment, the existence of an effective audit committee is essential to
setting a positive tone at the top. Within the monitoring component, an effective audit
committee is crucial to challenging the company’s activities in the financial arena.
However we do have the following comments:
• We suggest that the main issue is the effectiveness of the audit committee in overseeing
corporate governance over financial reporting, which includes governance over the IT
function. Additional emphasis on the spirit of the controls over IT governance should be
considered.
• IT governance is such an integral part of corporate governance, including internal
control, which we believe boards and the audit committee need to extend governance to
IT. Doing so will in turn provide the leadership, organizational structures and processes
that ensure that the enterprise’s IT sustains and extends the enterprises strategies and
objectives. The current environment, which encompasses the new standard and other
issues the PCAOB is addressing, calls for increasing emphasis on a broader corporate
governance role for audit committees. The audit committee must deal effectively with IT
governance and its implications if it is to deal effectively with processes to monitor risk
and ensure that the system of internal control is effective in reducing those risks to an
acceptable level.
• The ITGI was created for such reasons, and has been focusing on creating and delivering
seminal research to assist in the provision of solutions to deal with these issues. We feel
that the ITGI can provide some value going forward to the PCAOB, especially as it
deals with the overarching issues of governance and IT. Much of the research and
thought-provoking work the ITGI has created is closely linked back to COBIT—the
framework for IT governance and control.
Again, we appreciate the opportunity to comment on the proposed standard. Thank you
for considering our views. We would be happy to discuss them with you in further detail.
Respectfully submitted,

Marios Damianides, CISA, CISM, CA, CPA
2003-2004 International President
ISACA (info@isaca.org) ITGI (info@itgi.org)
Enc. IT Control Objectives for Sarbanes Oxley
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IT Governance Institute®
The IT Governance Institute (ITGI) strives to assist enterprise leaders in their responsibility to
make IT successful in supporting the enterprise’s mission and goals. Its goals are to raise
awareness and understanding among and provide guidance and tools to boards of directors,
executive management and chief information officers (CIOs) such that they are able to ensure
within their enterprises that IT meets and exceeds expectations, and its risks are mitigated.
Information Systems Audit and Control Association®
The Information Systems Audit and Control Association (ISACA®) is an international
professional, technical and educational organization dedicated to being a recognized global
leader in IT governance, control and assurance. With members in more than 100 countries,
ISACA is uniquely positioned to fulfill the role of a central, harmonizing source of IT control
practice standards the world over. Its strategic alliances with other organizations in the
financial, accounting, auditing and IT professions ensure an unparalleled level of integration
and commitment by business process owners.
Disclaimer
The IT Governance Institute, Information Systems Audit and Control Association and the
authors of IT Control Objectives for Sarbanes-Oxley have designed this publication primarily
as an educational resource for control professionals. The IT Governance Institute, Information
Systems Audit and Control Association, authors and expert reviewers (“the Development
Team”) make no claim that use of this product will assure a successful outcome. This
publication should not be considered inclusive of any proper procedures and tests or exclusive
of other procedures and tests that are reasonably directed to obtaining the same results. In
determining the propriety of any specific procedure or test, the controls professional should
apply his/her own professional judgment to the specific control circumstances presented by
the particular systems or information technology environment.
Readers should note that this document has not received endorsement from the Securities and
Exchange Commission (SEC) or the Public Company Accounting Oversight Board (PCAOB).
Accordingly, the Development Team makes no representation or warranties and provides no
assurances that an organization’s disclosure controls and procedures and the internal controls
and procedures for financial reporting are compliant with the certification requirement and
internal control reporting requirement of Sarbanes-Oxley, nor that an organization’s plans are
sufficient to address and correct any shortcomings that would prohibit the organization from
making the required certification or reporting under Sarbanes-Oxley. Additional
considerations are provided in the Preface of this publication.
Internal controls, no matter how well designed and operated, can provide only reasonable
assurance of achieving an entity’s control objectives. The likelihood of achievement is
affected by limitations inherent to internal control. These include the realities that human
judgment in decision-making can be faulty and that breakdowns in internal control can occur
because of human failures such as simple errors or mistakes. Additionally, controls, whether
manual or automated, can be circumvented by the collusion of two or more people or
inappropriate management override of internal controls.
Disclosure
Copyright© 2003 by the IT Governance Institute. Reproduction of selections of this
publication for academic use is permitted and must include full attribution of the material’s
source. Reproduction or storage in any form for commercial purpose is not permitted without
ITGI’s prior written permission. No other right or permission is granted with respect to this
work.
IT Governance Institute
3701 Algonquin Road, Suite 1010
Rolling Meadows, IL 60008 USA
Phone: +1.847.590.7491
Fax: +1.847.253.1443
E-mail: research@isaca.org
Web site: www.itgi.org and www.isaca.org
ISBN: 1-893209-67-9
Printed in the United States of America
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Preface
Despite all the publicity surrounding the Sarbanes-Oxley Act of 2002,
relatively little attention has focused specifically on the role of information
technology (IT) in the financial reporting process. This is unfortunate, given
that the accuracy and timeliness of financial reporting is, at most companies,
heavily dependent on a well-controlled IT environment.
IT organizations need to become involved in Sarbanes-Oxley attestation
activities quickly. While the US Securities and Exchange Commission (SEC)
has extended the dates for compliance with Section 404 of the Act, this move
was only an acknowledgement that the original time frame was unrealistic
and more time was needed for companies to comply. It was not an invitation
to delay readiness and implementation work.
Accordingly, there is an urgent need for guidance material that specifically
addresses the information technology control environment. This document is
intended to help meet that need.
The Sarbanes-Oxley Act provides the foundation for new corporate
governance rules, regulations and standards issued by the SEC.
On 7 October 2003, the Public Company Accounting Oversight Board
(PCAOB) issued both a briefing paper and a proposed auditing standard,
release no. 2003-17—“An Audit of Internal Control Over Financial
Reporting Performed in Conjunction with an Audit of Financial Statements.”
While this guidance has provided further clarification on the nature and
extent of the work required to provide an audit opinion, there are significant
rules and standards that have yet to be issued. Among others, these might
include detailed guidance on documentation requirements and further
clarification on the requirements for real-time disclosure. The issuance of
rules, standards and guidelines will be an ongoing process that will
continually adapt to the results of regulatory examinations and the changing
business and accounting environments. It is likely that there will never be a
time when the rules for Sarbanes-Oxley will be “black and white”; many
areas will still require professional judgment and interpretation. The
development of industry standards and practices and the public debate over
what could be considered to be good practice should facilitate this process.
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Unlike previous event-driven control activities (e.g., Y2K), Sarbanes-Oxley
activity will continue as a routine part of doing business. This document
focuses on the aspects of Sarbanes-Oxley that will have the greatest impact
on an organization in the short to medium term, that is, compliance with
Section 302 and 404 of the act. The document deliberately does not focus
on operational and efficiency issues, as the first priority should be
demonstrating that strong IT controls over financial reporting are in place.
However, it is inevitable (and desirable) that operational and efficiency issues
will be addressed over time and built into the structures and processes that
are developed. Once the ongoing cost of Sarbanes-Oxley compliance is
assessed, there will be pressure to replace existing manual controls and
processes with automated processes. In addition, there are other aspects of
Sarbanes-Oxley that may have considerable impact on IT, e.g., the potential
impact of real-time disclosure.
Readers may find the material in the appendix—IT Control Objectives for
Sarbanes-Oxley—particularly useful. COSO—Internal Control—Integrated
Framework was used as the overall framework upon which the
supplementary IT guidance was based. Control Objectives for Information
and related Technology (COBIT®), established by the IT Governance Institute,
was used as the initial IT controls baseline to develop a control objective
template. While COBIT addresses control objectives that relate to operational
and compliance issues, only those related to financial reporting have been
used to develop this document.
COBIT is a very rich and robust framework, comprising four domains, 34 IT
processes and 318 detailed control objectives. It is a comprehensive
approach for managing risk and control of information technology. As such,
the control objectives and considerations set forth in this document may
exceed, or be deficient in, what is necessary for organizations seeking to
comply with the requirements of Sarbanes-Oxley. The suggested internal
control framework (COSO) to be used for compliance with Sarbanes-Oxley,
as supported by the Securities and Exchange Commission (SEC), addresses
the topic of IT general controls, but does not dictate requirements for such
control objectives and related control activities. Similarly, the audit standards
issued by the PCAOB on 7 October 2003 highlight the importance of IT
general controls, but do not specify which in particular must be included.
Such decisions remain the responsibility of an organization’s management
and independent auditors for their respective purposes. Accordingly,
companies should assess the nature and extent of information technology
controls necessary to support their internal control program on a case-bycase basis. Additional considerations are provided in the disclaimer section
of this publication.

IT Governance
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In developing this publication, the approach that was taken started with
reviewing the detailed COBIT control objectives, reconciling the objectives
to COSO, determining if the objectives related to financial reporting
objectives, extracting the IT general control objectives and rewriting
objectives, as appropriate, so that they focus on financial reporting
objectives—the requirement of Sarbanes-Oxley. The resulting general
control objectives framework has four domains, 27 IT processes and 136
detailed control objectives.
However, a “one size fits all” approach is not the way to proceed. Each
organization may want to tailor the control objective template to fit its
specific circumstances, e.g., if systems development is considered to be of
low risk, an organization may choose to amend or delete some of the
suggested detailed control objectives. It is further suggested that each
organization consult with its external auditors to ensure that all attestationcritical control objectives are addressed. An organization may then choose to
incorporate additional aspects of COBIT.
Your comments on this document are welcome. Please submit your
suggestions no later than 26 November 2003 to research@isaca.org,
referencing this document by name: IT Control Objectives for
Sarbanes-Oxley. After that date, the ITGI will review all comments
received, finalize and reissue the document.
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A Focus on Internal Control
Recent events have ushered in a new era in the history of business,
characterized by a firm resolve to increase corporate responsibility. The
Sarbanes-Oxley Act of 2002 was created to restore investor confidence in
US public markets, which were devastated by business scandals and lapses in
corporate governance. Although it has literally rewritten the rules for
accountability, disclosure and reporting, the Act’s myriad pages of legalese
support a simple premise: good corporate governance and ethical business
practices are no longer optional niceties—they are the law.
With the future of the capital markets—a pillar of the economy—at stake,
the need to link sound corporate governance with effective internal control
has never been greater. Forward-thinking companies and executives will
seize the opportunity. Those who fail to act may pay a heavy price.

Sarbanes-Oxley—Enhancing Corporate Accountability
Some observers have described Sarbanes-Oxley as the most significant piece
of business legislation in the last half-century. Sarbanes-Oxley fundamentally
changes the business and regulatory environment, and public companies
cannot afford to underestimate the task ahead. The clock is ticking on
compliance, and any delays in dealing with the issue may have serious
consequences. Immediate and decisive action is required.
Sarbanes-Oxley aims to enhance corporate governance through measures
that will strengthen internal checks and balances and, ultimately, strengthen
corporate accountability. However, it is important to emphasize that Section
404 does not merely require companies to establish and maintain an
adequate internal control structure, but also to assess its effectiveness on an
annual basis. This distinction is significant.
For those organizations that have begun the compliance process, it has
quickly become apparent that information technology plays a vital role in
internal control—supporting the systems, data and infrastructure components
that are critical to the financial reporting process. On 7 October 2003, the
PCAOB issued a proposed auditing standard that discusses the importance of
information technology in the context of internal control. In particular
it states:
70. The nature and characteristics of a company’s use of information
technology in its information system affect the company’s internal control
over financial reporting.
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To this end, IT professionals, especially those in executive positions, need to
be well-versed in internal control theory and practice to meet the
requirements of the Act. CIOs must now take on the challenges of (1)
enhancing their knowledge of internal control, (2) understanding their
company’s overall Sarbanes-Oxley compliance plan, (3) developing a
compliance plan to specifically address IT controls, and (4) integrating this
plan into the overall Sarbanes-Oxley compliance plan.
Accordingly, the goal of this publication is to offer guidance to those
responsible for corporate IT systems on the following:
A. Assessing the current state of their IT control environment
B. Designing control improvements necessary to meet the directives of
Sarbanes-Oxley Section 404
C. Closing the gap between A and B

Specific Requirements of Sarbanes-Oxley
Much of the discussion surrounding Sarbanes-Oxley has focused on Sections
302 and 404. A brief primer can be found in figure 1.
Figure 1—Sarbanes-Oxley Requirements Primer
302
Who

When

Corporate management,
executives and financial officer
1. Evaluate effectiveness of
disclosure controls (with
focus on changes since the
most recent evaluation)*
2. Evaluate changes in internal
control over financial
reporting
3. Disclose all known control
deficiencies and weaknesses
4. Disclose acts of fraud
Already in effect as of July 2002

How
often

Quarterly assessment by
management

What

*Annual for foreign private issuers

404
Corporate management,
executives and financial officer
1. Evaluate design and operating
effectiveness of internal
controls over financial
reporting
2. Disclose all known controls,
significant deficiencies
and material weaknesses
3. Disclose acts of fraud

Year-ends beginning on or after
June 2004**
Annual assessment by
management and independent
auditors
**Nonaccelerated filers (<US $75M) can defer to 2005
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Section 302
Under Section 302, the company’s principal executive officer
and financial officer must personally certify—quarterly and
annually—that they:
• Are responsible for disclosure controls and procedures
• Have designed (or supervised the design of) disclosure
controls to ensure that material information is made known
to them
• Have evaluated the effectiveness of disclosure controls and
procedures and material changes in internal control over
financial reporting
• Have presented their conclusions regarding the effectiveness
of disclosure controls
• Have disclosed to their audit committee and the independent
auditors any significant control deficiencies, material
weaknesses and acts of fraud that involve management or
other employees who have a significant role in the company’s
internal control
• Have indicated in the filing any significant changes to
disclosure controls
• Have disclosed in their quarterly reports any change that has
(or is likely to) materially affect internal control over
financial reporting

Auditor Evaluation Responsibilities
The draft audit standard issued by the PCAOB on 7 October
2003 discusses the external auditors responsibilities in regards
to Section 302 in paragraphs 185 through 189. In particular
it states:
185. The auditor’s responsibility as it relates to
management’s quarterly certifications on internal control
over financial reporting is different from the auditor’s
responsibility as it relates to management’s annual
assessment of internal control over financial reporting.
• The auditor should perform limited procedures quarterly to
provide a basis for determining whether he or she has
become aware of any material modifications that, in the
auditor’s judgment, should be made to the disclosures
about changes in internal control over financial reporting
in order for the certifications to be accurate and to comply
with the requirements of Section 302.

Disclosure Controls and
Procedures
Disclosure controls and
procedures refer to the
processes in place designed
to ensure that all material
information is disclosed by an
organization in the reports it
files or submits to the SEC.
These controls also require
that disclosures are complete
and accurate and are
recorded, processed,
summarized and reported
within the time periods
specified in the SEC’s rules
and forms. Deficiencies in
controls, as well as any
significant changes to
controls, must be
communicated to the
organization’s audit
committee and auditors in a
timely manner. An
organization’s principal
executive officer and financial
officer must certify the
existence of these controls on
a quarterly basis.
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Internal Control Over
Financial Reporting
Internal control over financial
reporting is defined by the
SEC as:
“a process designed by, or
under the supervision of, the
registrant’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 with
generally accepted accounting
principles and includes those
policies and procedures that:
(1) 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
of the 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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186. To fulfill this responsibility, the auditor should perform,
on a quarterly basis, the following procedures:
• Inquire of management about significant changes in the
design or operation of internal control over financial
reporting as it relates to the preparation of annual as well
as interim financial information that could have occurred
subsequent to the preceding annual audit or prior review of
interim financial information, and
• Determine, through a combination of observation and
inquiry, whether significant changes in internal control
over financial reporting may introduce significant
deficiencies or material weaknesses in the design of
internal control over financial reporting.

Section 404
The directives of Sarbanes-Oxley Section 404 require that
management provide an annual report on its assessment of
internal control over financial reporting in the annual filing.
This assessment must contain the following elements:
• A statement that company management is responsible for
establishing and maintaining adequate internal control over
financial reporting
• A statement identifying the internal control framework (such
as COSO) used by management to evaluate the effectiveness
of the company’s internal control over financial reporting
• An assessment of the design and effectiveness of the
company’s internal control over financial reporting
• Disclosure of any material weaknesses in the company’s
system of internal control over financial reporting
• The company’s independent auditor’s attestation report on
management’s assessment of internal control over financial
reporting

Auditor Attestation
An added challenge is that Section 404 requires a company’s
independent auditor to attest to management’s assessment of its
internal control over financial reporting. Not only must
organizations ensure that appropriate controls (including IT
controls) are in place, they must also provide their independent
auditors with documentation supporting management’s
assessment. This includes design documentation and the
documented results of testing procedures.
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Under the Sarbanes-Oxley Act, standards for the auditor’s attestation are now
the responsibility of the PCAOB. While the 404 attestation is “as of ” a
specific date the draft PCAOB standard issued on 7 October 2003
specifically addresses financial reporting controls that should be in place for
a period before the attestation date and controls that may operate after the
attestation date. It states:
95. The auditor’s testing of the operating effectiveness of such controls
should occur at the time the controls are operating. Controls “as of” a
specific date encompass controls that are relevant to the company’s
internal control over financial reporting “as of” that specific date, even
though such controls might not operate until after that specific date.
151. Management might be able to accurately represent that internal
control over financial reporting, as of the end of the company’s most
recent fiscal year, is effective even if one or more material weaknesses
existed during the period. To make this representation, management must
have changed the internal control over financial reporting to eliminate the
material weaknesses sufficiently in advance of the “as of” date and have
satisfactorily tested the effectiveness over a period of time that is adequate
for it to determine whether, as of the end of the fiscal year, the design and
operation of internal control over financial reporting is effective.
Management should meet with their external auditors to determine the
period of time a control is required to be operating before the attestation
date.

Audit Committee
The draft audit standard of 7 October 2003 specifically addresses the
external auditor’s evaluation of the audit committee in paragraphs 56 through
59. In particular it states:
56. Evaluating the Effectiveness of the Audit Committee’s Oversight of the
Company’s External Financial Reporting and Internal Control Over
Financial Reporting. The company’s audit committee plays an important
role within the control environment and monitoring components of internal
control over financial reporting. Within the control environment, the
existence of an effective audit committee is essential to setting a positive
tone at the top. Within the monitoring component, an effective audit
committee is crucial to challenging the company’s activities in the
financial arena.
As a result, it would be advisable if the audit committee is aware of any
significant activities impacting the IT environment as it relates to financial
reporting.
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Fraud Considerations in an Audit of Internal Control
Over Financial Reporting
In the introduction to PCAOB draft audit standard of 7 October 2003, the
board makes specific reference to fraud considerations:
Strong internal controls provide better opportunities to detect and deter
fraud. For example, many frauds resulting in financial statement
restatement relied upon the ability of management to exploit weaknesses in
internal control. To the extent that the internal control reporting required
by Section 404 can help restore investor confidence by improving the
effectiveness of internal controls (and reducing the incidence of fraud), the
auditing standard on performing the audit of internal control over
financial reporting should emphasize controls that prevent or detect errors
as well as fraud. For this reason, the proposed standard specifically
addresses and emphasizes the importance of controls over possible fraud
and requires the auditor to test controls specifically intended to prevent or
detect fraud that is reasonably likely to result in material misstatement of
the financial statements.
Paragraphs 24 through 26 of the draft audit standard of 7 October 2003
address fraud considerations. In particular paragraph 25 states:
Part of management’s responsibility when designing a company’s internal
control over financial reporting is to design and implement programs and
controls to prevent, deter, and detect fraud.

The Foundation for Reliable Financial Reporting
Information technology professionals understand the critical role that IT
plays in the operations of a company. Indeed, it is difficult to imagine a
successful company existing in the 21st century without some level of
reliance on IT systems.
In today’s environment, financial reporting processes are driven by IT
systems. Such systems, whether ERP or otherwise, are deeply integrated in
the initiation, recording, processing and reporting of financial transactions.
As such, they are inextricably linked to the overall financial reporting
process and need to be assessed, along with other important processes, for
compliance with Sarbanes-Oxley.
To emphasize this point, the PCAOB draft audit standard of 7 October 2003
discusses the relationship of information technology and its importance in
testing the design and operational effectiveness of internal control. In
particular paragraph 41 states:
…controls should be tested, including controls over relevant assertions
related to all significant accounts and disclosures in the financial
statements. Generally, such controls include [among others]:
• Controls, including information technology general controls, on which
other controls are dependent.
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The draft audit standard continues in paragraph 67 by describing the process
that auditors should follow in determining the appropriate assertions or
objectives to support management’s assessment:
To identify relevant assertions, the auditor should determine the source of
likely potential misstatements in each significant account. In determining
whether a particular assertion is relevant to a significant account balance
or disclosure, the auditor should evaluate[among others]:
• The nature and complexity of the systems, including the use of
information technology by which the company processes and controls
information supporting the assertion.
At least three common elements exist within all organizations—enterprise
management, business process and shared services.
Figure 2—Common Elements of Organizations
CompanyLevel
Controls

Application
Controls

Etc.

Business Process

Logistics

Business Process

Manufacturing

Business Process

Finance

Enterprise
Management
Business Process

Company-level
controls set
the tone for the
organization.
Examples include:
• Systems
planning
• Operating style
• Enterprise
policies
• Governance
• Collaboration
• Information
sharing
• Codes of
conduct
• Fraud
prevention

IT Services
OS/Data/Telecom/Continuity/Networks

Controls embedded in business
process applications, designed
to achieve completeness,
accuracy, validity and
recording assertions, are
commonly referred to as
application controls.
Examples include:
• Authorizations
• Approvals
• Tolerance levels
• Reconciliations
• Input edits

General Controls
Controls embedded in shared
services form general controls.
Examples include:
• Systems maintenance
• Disaster recovery
• Physical and logical security
• Data management
• Incident response

Enterprise Management
Enterprise management is the
manner in which strategy is
established and incorporated
into business activities. At
the company level, business
objectives are set, policies are
established, and decisions are
made on how to deploy and
manage the resources of the
organization. From an IT
perspective, policies and
other enterprisewide
guidelines are set and
communicated throughout
the organization.

Business Process
Business processes are the
organization’s mechanism of
creating and delivering value
to its stakeholders. Inputs,
processing and outputs are
functions of strategic
business processes.
Increasingly, business
processes are being
automated and integrated
with complex and highly
efficient IT systems.

Shared Services
Shared services are those that
are required by more than one
department or process and
are often delivered as a
common service. From an IT
perspective, services such as
security, telecommunications
and storage are necessary
services for any department or
business unit, and are often
managed by a central
IT function.
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Figure 2 demonstrates how IT controls are embedded within each element
of business. For instance, consider the following areas where IT enables the
controls sought for reliable financial reporting:
• Information management and data classification
• Role-based user management (authentication, initiation and authorization
of transactions)
• Real-time reporting
• Transaction thresholds and tolerance levels
• Data processing integrity and validation
More and more, IT systems are automating business process activities and
providing functionality that enables as much or as little control as necessary.
As such, compliance programs need to include system-based controls to
keep up-to-date with contemporary financial systems.

Information Technology Controls—A Unique Challenge
Sarbanes-Oxley makes corporate executives explicitly responsible for
establishing, evaluating and monitoring the effectiveness of internal control
over financial reporting. For most organizations, the role of information
technology will be crucial to achieving this objective. Whether through a
unified enterprise resource planning system or a disparate collection of
operational and financial management software applications, IT is the
foundation of an effective system of internal control over financial reporting.
Yet, this situation creates a unique challenge: many of the IT professionals
being held accountable for the quality and integrity of information generated
by their IT systems are not well versed in the intricacies of internal control.
This is not to suggest that risk is not being managed by IT, but rather that it
may not be formalized or structured in a way required by an organization’s
management or its auditors.
Organizations will need representation from IT on their Sarbanes-Oxley
teams to ensure that IT general controls and application controls exist and
support the objectives of the compliance effort. Some of the key areas of
responsibility for IT will include:
• Understanding the organization’s internal control program and its financial
reporting process
• Mapping the IT systems that support internal control and the financial
reporting process to the financial statements
• Identifying risks related to these IT systems
• Designing and implementing controls designed to mitigate the identified
risks, and monitoring them for continued effectiveness
• Documenting and testing IT controls
• Ensuring that IT controls are updated and changed, as necessary, to
correspond with changes in internal control or financial reporting processes
• Monitoring IT controls for effective operation over time
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The SEC regulations that affect Sarbanes-Oxley are undeniably complicated,
and implementation will be both time-consuming and costly. In proceeding
with an IT control program, there are two important considerations that
should be taken into account:
1. There is no need to reinvent the wheel; virtually all public companies have
some semblance of IT control. While they may be informal and lacking
sufficient documentation, IT controls generally exist in areas such as
security and availability.
2. Many companies will be able to tailor existing IT control processes to
comply with the provisions of Sarbanes-Oxley. Frequently, it is the
consistency and quality of control documentation and evidential matter
that is lacking, but the general process is often in place, only requiring
some modification.
Performing a thorough review of IT control processes and documenting them
as the enterprise moves forward will be a time-consuming task. Without
appropriate knowledge and guidance, organizations will run the risk of doing
too much or too little. This risk is amplified when those responsible are not
experienced in the design and assessment of IT controls or lack the
necessary skill or management structure to identify and focus on the areas of
most significant risk.
While some industries, such as financial services, are familiar with stringent
regulatory and compliance requirements of public market environments,
most are not. To meet the demands of Sarbanes-Oxley, most organizations
will require a change in culture. More likely than not, enhancements to IT
systems and processes will be required, most notably in the design,
documentation and evaluation of IT controls. Because the cost of
noncompliance can be devastating to an organization, it is crucial to adopt a
proactive approach and take on the challenge early.

Turning Compliance into Competitive Advantage
There is no such thing as a risk-free environment, and compliance with
Sarbanes-Oxley does not create such an environment. However, the process
that most organizations will follow to enhance their system of internal
control to conform to the Act will undoubtedly provide lasting benefits. In
particular, IT organizations can seize this opportunity to turn compliance
into competitive advantage.
The work required to meet the requirements of Sarbanes-Oxley should not
be regarded as a compliance process, but rather as an opportunity to
establish strong governance models designed to ensure accountability and
responsiveness to business requirements. Building a strong internal control
program within IT can help to:
• Enhance overall IT governance
• Enhance the understanding of IT among executives
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• Make better business decisions with higher-quality, more timely information
• Align project initiatives with business requirements
• Prevent loss of intellectual assets and the possibility of system breach
• Contribute to the compliance of other regulatory requirements, such
as privacy
• Gain competitive advantage through more efficient and effective operations
• Optimize operations with an integrated approach to security, availability
and processing integrity
• Enhance risk management competencies and prioritization of initiatives

International Considerations
Among the many factors that must be considered in complying with SarbanesOxley, there are some that will uniquely impact international organizations.
Specifically, global organizations, or non-US-based companies that are
required to comply with Sarbanes-Oxley, need to examine their IT operations
and determine if they are significant to the organization as a whole.
Significant business units can include financial business units or IT business
units. The assessment of whether an IT business unit is significant can be
impacted by the materiality of transactions processed by the IT business unit,
the potential impact on financial reporting if an IT business unit fails and
other qualitative risk factors. The issue is that there are financial materiality
and significant risk considerations, quantitative and qualitative, and both
aspects provide focus.
Examples of international IT assessment considerations include:
• Where the financial business units within a country are not significant
individually, but IT processing occurs in a central location, then the IT
business unit may be significant, e.g., a US multinational’s British financial
business units that are not individually significant (although they would be
significant on a consolidated basis) and most financial reporting IT
processing performed by a single IT business unit
• Where the financial business unit is not significant in a particular country,
but the local IT business unit is responsible for regional IT processing, e.g.
an IT business unit in Singapore that is responsible for IT processing
throughout Asia and the Pacific
• Where there is no financial business unit in a particular country, but USbased IT responsibilities have been outsourced to that country, e.g., a US
insurance company that outsources IT processing and maintenance to an IT
business unit based in India
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Setting the Ground Rules
Until recently, assertions on control by an organization were mostly
voluntary and based on a wide variety of internal control frameworks. To
improve consistency and quality, the SEC has mandated the use of a
recognized internal control framework that is established by a body or group
that has followed due-process procedures, including the broad distribution of
the framework for public comment. In its final rules, specific reference is
made to the recommendations of the Committee of Sponsoring
Organizations of the Treadway Commission, otherwise known as COSO.1

COSO Defined
COSO is a voluntary, private sector organization dedicated to improving the
quality of financial reporting through business ethics, effective internal
control and corporate governance. It was originally formed in 1985 to
sponsor the National Commission on Fraudulent Financial Reporting, an
independent private sector organization often referred to as the Treadway
Commission. The sponsoring organizations include the AICPA, American
Accounting Association (AAA), Financial Executives International
(FEI), Institute of Internal Auditors (IIA) and Institute of Management
Accountants (IMA).
The sections that follow provide further insight into COSO as well as its
implications for IT.

Adopting a Control Framework
For years, IT has played an important role in the operation of strategic and
managerial information systems. Today, these systems are inseparable from
an organization’s ability to meet the demands of customers, suppliers and
other important stakeholders. With widespread reliance on IT for financial
and operational management systems, controls have long been recognized as
necessary, particularly for significant information systems.
In the draft audit standard of 7 October 2003, the PCAOB states:
Because of the frequency with which management of public companies is
expected to use COSO as the framework for the assessment, the directions
in the proposed standard are based on the COSO framework. Other
suitable frameworks have been published in other countries and likely will
be published in the future. Although different frameworks may not contain
exactly the same elements as COSO, they should have elements that
encompass all of COSO’s general themes.
It will be important to demonstrate how IT controls support the COSO
integrated framework. An organization should have IT control competency
in all COSO components.
1

www.coso.org
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COSO identifies five essential components of effective internal control.
The following is a description of each component and its relationship to IT.
Detailed IT control objectives have been included at the end of this
document to provide considerations for Sarbanes-Oxley compliance.
1. Control Environment
Control environment creates the foundation for effective internal control,
establishes the “tone at the top,” and represents the apex of the corporate
governance structure. The issues raised in the control environment
component apply throughout an organization.
The control environment primarily addresses the company level.
However, IT frequently has characteristics that may require additional
emphasis on business alignment, roles and responsibilities, policies and
procedures, and technical competence. The following list describes some
considerations related to the control environment and IT:
• IT is often mistakenly regarded as a separate organization of the business
and thus a separate control environment.
• IT is complex, not only with regard to its technical components but also as
to how those components integrate into the company’s overall system of
internal control.
• IT can introduce additional or increased risks that require new or enhanced
control activities to mitigate successfully.
• IT requires specialized skills that may be in short supply.
• IT may require reliance on third parties where significant processes or IT
components are outsourced.
• The ownership of IT controls may be unclear.
2. Risk Assessment
Risk assessment involves the identification and analysis by management of
relevant risks to achieve predetermined objectives, which form the basis for
determining control activities. It is likely that internal control risks could be
more pervasive in the IT organization than in other areas of the company.
Risk assessment may occur at the company level (for the overall
organization) or at the activity level (for a specific process or business unit).
At the company level, the following may be expected:
• An IT planning subcommittee of the company’s overall Sarbanes-Oxley
steering committee. Its responsibilities may include the following:
– Oversight of the development of the IT internal control strategic plan, its
effective and timely execution/implementation, and its integration with
the overall Sarbanes-Oxley compliance plan
– Assessment of IT risks, e.g., data security, availability and performance
analysis
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At the activity level, the following may be expected:
• Formal risk assessments built throughout the systems development
methodology
• Risk assessments built into the infrastructure operation and change process
• Risk assessments built into the program change process
3. Control Activities
Control activities are the policies, procedures and practices that are put into
place to ensure that business objectives are achieved and risk mitigation
strategies are carried out. Control activities are developed to specifically
address each control objective to mitigate the risks identified.
Control activities primarily address the activity level.
Without reliable information systems and effective IT control activities,
public companies would not be able to generate accurate financial reports.
COSO recognizes this relationship and identifies two broad groupings of
information system control activities: general controls and application
controls.
General controls, which are designed to ensure that the financial information
generated from a company’s application systems can be relied upon, include
the following types:
• Data center operation controls—Controls such as job setup and scheduling,
operator actions, backup and recovery procedures, and contingency or
disaster recovery planning
• System software controls—Controls over the effective acquisition,
implementation and maintenance of system software, database
management, telecommunications software, security software and utilities
• Access security controls—Controls that prevent inappropriate and
unauthorized use of the system
• Application system development and maintenance controls—Controls over
the development methodology, which include system design and
implementation, outlining specific phases, documentation requirements,
approvals, and checkpoints to control the development or maintenance of
the project
The draft audit standard of 7 October 2003 from the PCAOB specifically
precludes the external auditor from using the results of certain information
technology general controls testing performed by management and others as
well as any work related to companywide antifraud programs. The previously
mentioned controls are those on which the operating effectiveness of other
controls depend.
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Application controls are embedded within software programs to prevent or
detect unauthorized transactions. When combined with other controls, as
necessary, application controls ensure the completeness, accuracy,
authorization and validity of processing transactions. Some examples of
application controls include:
• Balancing control activities—These controls detect data entry errors by
reconciling amounts captured either manually or automatically to a control
total. For example, a company automatically balances the total number of
transactions processed and passed from its online order entry system to the
number of transactions received in its billing system.
• Check digits—Calculations to validate data. A company’s part numbers
contain a check digit to detect and correct inaccurate ordering from its
suppliers. Universal product codes include a check digit to verify the
product and the vendor.
• Predefined data listings—Provide the user with predefined lists of
acceptable data. For example, a company’s intranet site might include dropdown lists of products available for purchase.
• Data reasonableness tests—Compare data captured to a present or learned
pattern of reasonableness. For example, an order to a supplier by a home
renovation retail store for an unusually large number of board feet of
lumber may trigger a review.
• Logic tests—Include the use of range limits or value/alphanumeric tests.
For example, credit card numbers have a predefined format.
General controls are needed to support the functioning of application
controls, and both are needed to ensure accurate information processing and
the integrity of the resulting information used to manage, govern and report
on the organization. As application controls increasingly replace manual
controls, general controls are becoming more important.
4. Information and Communication
COSO states that information is needed at all levels of an organization to run
the business and achieve the entity’s control objectives. However, the
identification, management and communication of relevant information
represents an ever-increasing challenge to the IT department. The
determination of which information is required to achieve control objectives,
and the communication of this information in a form and time frame that
allows people to carry out their duties, supports the other four components
of the COSO framework.
The IT organization processes most financial reporting information. However,
its scope is usually much broader. For example, the IT department may also
assist in implementing mechanisms to identify and communicate significant
events, such as e-mail systems or executive decision support systems.
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COSO also notes that the quality of information includes ascertaining
whether the information is:
• Appropriate—Is it the right information?
• Timely—Is it available when required and reported in the right period
of time?
• Current—Is it the latest available?
• Accurate—Are the data correct?
• Accessible—Can authorized individuals gain access to it as necessary?
At the company level, the following may be expected:
• Development and communication of corporate policies
• Development and communication of reporting requirements, including
deadlines, reconciliations, and the format and content of monthly, quarterly
and annual management reports
• Consolidation and communication of financial information
At the activity level, the following may be expected:
• Development and communication of standards to achieve corporate
policy objectives
• Identification and timely communication of information to assist in
achieving business objectives
• Identification and timely reporting of security violations
5. Monitoring
Monitoring, which covers the oversight of internal control by management
through continuous and point-in-time assessment processes, is becoming
increasingly important to IT management. There are two types of monitoring
activities: continuous monitoring and separate evaluations.
IT performance and effectiveness are increasingly monitored using
performance measures that indicate if an underlying control is operating
effectively. Consider the following examples:
• Defect identification and management—Establishing metrics and analyzing
the trends of actual results against metrics can provide a basis for
understanding the underlying reasons for processing failures. Correcting
these causes can improve system accuracy, completeness of processing and
system availability.
• Security monitoring—Building an effective IT security infrastructure
reduces the risk of unauthorized access. Improving security can reduce the
risk of processing unauthorized transactions and generating inaccurate
reports, and can ensure a reduction of the availability of key systems if
applications and IT infrastructure components have been compromised.
An IT organization also has many different types of separate
evaluations, including:
• Internal audits
• External audits
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• Regulatory examinations
• Attack and penetration studies
• Independent performance and capacity analyses
• IT effectiveness reviews
• Control self-assessments
• Independent security reviews
• Project implementation reviews
At the company level, the following may be expected:
• Centralized continuous monitoring of computer operations
• Centralized monitoring of security
• IT internal audit reviews (While the audit may occur at the activity level,
the reporting of audit results to the audit committee will be at the company
level.)
At the activity level, the following may be expected:
• Defect identification and management
• Local monitoring of computer operations or security
• Supervision of local IT personnel

Assessing the Readiness of IT
Sarbanes-Oxley now requires all qualifying SEC-registered organizations to
document, evaluate, monitor and report on internal control over financial
reporting and disclosure controls and procedures, which include IT controls.
The first step in this process will be to assess the overall strength of IT
control in the organization by considering the questions illustrated in figure 3.
Figure 3—Sarbanes-Oxley IT Diagnostic Questions
1. Does the Sarbanes-Oxley steering committee understand the risks inherent in IT
systems and their impact on compliance with Section 404?
2. Does IT management understand the financial reporting process and its
supporting systems?
3. Does the CIO have an advanced knowledge of the types of IT controls necessary
to support reliable financial processing?
4. Are policies governing security, availability and processing integrity established,
documented and communicated to all members of the IT organization?
5. Are the IT department’s roles and responsibilities related to Section 404
documented and understood by all members of the department?
6. Do members of the IT department understand their roles, do they possess the
requisite skills to perform their job responsibilities relating to internal control, and
are they supported with appropriate skill development?
7. Is the IT department’s risk assessment process integrated with the company’s
overall risk assessment process for financial reporting?
8. Does the IT department document, evaluate and remediate IT controls related to
financial reporting on an annual basis?
9. Does the IT department have a formal process in place to identify and respond to
IT control deficiencies?
10. Is the effectiveness of IT controls monitored and followed up on a regular basis?
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The responses to these questions will help determine (1) if the IT department
is integrated with the overall Sarbanes-Oxley Section 404 implementation
plan, (2) if the IT department has documented and evaluated IT controls and
(3) if executive management, including the CIO, appreciates the impact that
the IT department has on Sarbanes-Oxley Section 404 compliance.

Establishing IT Control Guidelines for Sarbanes-Oxley
While the importance of IT controls is embedded in the COSO internal
control framework, IT management requires more examples to help identify,
document and evaluate IT controls.
Several IT internal control frameworks exist. However, the IT control
objectives known as COBIT are considered particularly useful, and are an open
framework, which aligns with the spirit of the Sarbanes-Oxley requirement
that any framework used be open and generally acceptable. COBIT is an IT
governance model that provides both company-level and activity-level
objectives along with associated controls. Using the COBIT framework, a
company can design a system of IT controls to comply with Section 404.
Before deciding to use COBIT as the basis for developing the IT control
objectives considered in this research, consideration was also given to other
IT control guidelines—including ISO17799, the Information Technology
Infrastructure Library (ITIL) and the Common Criteria—to ensure that
important general and application controls necessary to satisfy SarbanesOxley were addressed.
In the development of this IT control template, each control objective was
challenged to ensure its relevance and importance to the requirements of
Sarbanes-Oxley. This process of evaluation resulted in some COBIT control
objectives being excluded or combined into a single objective, for simplicity
purposes. Furthermore, each IT control objective has been reconciled to
COSO, to support alignment with an organization’s overall Sarbanes-Oxley
program.
While COSO identifies five components of internal control (as illustrated in
figure 4) that need to be in place and integrated to achieve financial
reporting and disclosure objectives, COBIT provides similar guidance for IT.
The five components of COSO—beginning with identifying the control
environment and culminating in the monitoring of internal controls—can be
visualized as the horizontal layers of a three-dimensional cube with the
COBIT objective domains—from Plan/Organize through Monitor/Evaluate—
applying to each individually and in aggregate.
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Figure 4—Internal Control Components
IT controls should consider the overall governance framework
to support the quality and integrity of information.
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Controls in IT are relevant to both financial reporting
and disclosure requirements of Sarbanes-Oxley.
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necessary to achieve an integrated control program.
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Closing the Gap
The following section provides a compliance road map that is tailored to the
specific objectives and responsibilities of IT departments.

Road Map for Compliance
Understanding how Sarbanes-Oxley applies to a company—based on its
business characteristics—can aid in the development of the internal control
program. Many factors come into play, and larger companies will face
challenges distinct from those of smaller enterprises. Also, the extent to
which a strong internal control framework is already in place will have
significant bearing on activities.
The compliance road map, illustrated in figure 5, provides direction for IT
professionals on meeting the challenges of Sarbanes-Oxley.
Figure 5—Compliance Road Map
8. Document
Results
• Coordination with auditors
• Internal sign-off (302, 404)
• Independent
sign-off (404)

Business Value

2. Perform
Risk
Assessment
1. Plan
and
Scope

• Probability and
impact to
business
• Size/complexity

3. Identify
Significant
Accounts/Controls
• Application controls
over initiating,
recording, processing
and reporting
• IT general controls

9. Build
Sustainability
• Internal evaluation
• External evaluation

5. Evaluate
Control
Design
• Mitigate control
risk to an
acceptable level
• Understood by
users

7. Determine
Material
Weaknesses

• Financial
reporting
process
• Supporting
systems

4. Document Control Design
• Policy manuals
• Procedures
• Narratives
• Flowcharts
• Configurations
• Assessment questionnaires

6. Evaluate
Operational
Effectiveness

• Significant deficiency
• Material weakness
• Remediation

• Internal audit
• Technical testing
• Self assessment
• Inquiry
• All locations and controls
(annual)

Sarbanes-Oxley Compliance

1. Plan and Scope
Scoping the project is, without question, one of the most important activities
in the entire program. While it is true that general controls cut across
geographies and business processes, not all IT processes are relevant.
In this project initiating phase, organizations should form an IT control
subcommittee that is integrated into and reports to the overall SarbanesOxley steering committee. Smaller organizations may be able to redeploy, on
a part-time basis, existing staff; however, larger organizations may need
dedicated full-time personnel.
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As a critical first step, organizations must understand how the financial
reporting process works and identify where technology is critical in the
support of this process. This will identify key systems and subsystems that
need to be included in the scope of the project. Typically, systems will be
considered in scope, if they participate in the initiation, recording, processing
and reporting of financial information.
As defined in paragraph 43 of the draft audit standard of 7 October 2003
from the PCAOB, processes and controls to be included in the scope of the
program generally include:
• Controls over initiating, recording, processing, and reporting significant
accounts and disclosures and related assertions embodied in the financial
statements.
• Controls over the selection and application of accounting policies that are
in conformity with generally accepted accounting principles.
• Antifraud programs and controls.
• Controls, including information technology general controls, on which
other controls are dependent.
• Controls over significant nonroutine and nonsystematic transactions, such
as accounts involving judgments and estimates.
• Controls over the period-end financial reporting process, including
controls over procedures used to enter transaction totals into the general
ledger; to initiate, record, and process journal entries in the general ledger;
and to record recurring and nonrecurring adjustments to the financial
statements (e.g., consolidating adjustments, report combinations, and
reclassifications).
2. Perform Risk Assessment
Risk assessment enables organizations to understand how events can inhibit
the achievement of business objectives. Risk assessment requires two
perspectives: likelihood and impact. Likelihood reflects the potential for
events to occur, while impact reflects the effect of such events.
In the context of the IT compliance program, a risk assessment must be
performed for systems supporting the financial reporting process. Examples
of risks that could undermine financial reporting include failures of:
• The quality and integrity of information managed by IT systems
• Access controls over IT systems and related applications
• Authorizations designed and automated into application systems
• The availability and timeliness of information
• The confidentiality of information disclosure
• Recoverability controls designed to support continued reporting
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Consideration must also be given to the relative financial and operational
significance of various IT processing locations or business units. In some
cases, the outsourcing or centralization of general IT controls may be
significant to the business. In this way, compliance teams should understand
the probability and impact of failures at each significant location and their
potential impact to the overall organization.
Although a location or business unit may not be significant from a financial
standpoint, it may still be an important location. For example, a business unit
could be responsible for critical online processing, and from an IT
perspective, be dependent on local systems for continuous operation. The
nature of these operations could have a material impact on the organization
and potentially expose it to a risk of material misstatement, even though the
relative financial significance is not great. In such an event, consideration of
IT controls at this location would be appropriate.
When determining which locations or business units to include in the scope
of the Sarbanes-Oxley program, organizations should consider the following:
• The extent of dependence on IT at the various locations or business units
• The degree of consistency in process and procedures with other locations
or business units. Where processes and procedures are unique,
organizations may need to consider these locations separately and ensure
that overall control objectives are met.
• The organization’s assessment of risk related to the location or business unit
3. Identify Significant Accounts/Controls
COSO identifies two broad groupings of information system control
activities:
• Application controls, which apply to the business processes they support,
and are designed within the application to prevent/detect unauthorized
transactions. When combined with manual controls, as necessary,
application controls ensure completeness, accuracy, authorization and
validity of processing transactions.
• General controls, which apply to all information systems and support
secure and continuous operation
For application controls, organizations should first identify significant
accounts that could have a material impact on the financial reporting and
disclosure process. Once the significant accounts have been identified,
application controls relevant to such accounts should be identified and
documented.
For information technology general controls, organizations should assess
those controls that support the quality and integrity of information, and that
are designed to mitigate the identified risks.
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The appendix of IT Control Objectives for Sarbanes-Oxley, provides details
on the specific control objectives that should be considered for both general
and application controls. Since company-level controls are primarily related
to the control environment and risk assessment components of COSO, and
their existence sets the tone for the effectiveness of all other controls,
assessing company-level controls is a key objective for this phase. It includes
such elements as:
• Tone from the top
• Integrity, ethical values and competence
• IT management’s philosophy and operating style
• Delegation of authority and responsibility for IT management
• IT policies and procedures
• The quality and skill of people involved with the organization
• The direction provided by senior management
4. Document Control Design
Documentation is a unique aspect to the Sarbanes-Oxley compliance process
that will likely pose a significant challenge for organizations. While most
companies have controls in place, few have documentation to provide
sufficient evidence of their design and operation.
While the PCAOB has not given detailed guidance on documentation
requirements, it states in the draft standard that documentation should be
sufficient for the external auditor to review the design and test the
effectiveness of a control.
The draft standard addresses documentation in paragraphs 43 through 47. In
addition to stating that documentation should include the five components of
internal control over financial reporting, the draft standard states:
44. Documentation might take many forms of presentation and can include
a variety of information, including policy manuals, process models,
flowcharts, job descriptions, documents, and forms. No one form of
documentation is required, and the extent of documentation will vary
depending on the size, nature, and complexity of the company.
45. Documentation of the design of controls over relevant assertions
related to significant accounts and disclosures is evidence that controls
related to management’s assessment about the effectiveness of internal
control over financial reporting, including changes to those controls, have
been identified, are capable of being communicated to those responsible
for their performance, and are capable of being monitored by the
company. Such documentation also provides the foundation for
appropriate communication concerning responsibilities for performing
controls and for the company’s evaluation of and monitoring of the
effective operation of controls.
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46. Inadequate documentation of the design of controls over relevant
assertions related to significant accounts and disclosures is a deficiency in
the company’s internal control over financial reporting.
Management should discuss the proposed extent and detail of their control
documentation with their external auditors early in the process to reduce the
risk that the external auditor will consider their control documentation
deficient.
Understanding control theory and the concepts that define “IT control
design” will be an important competency of IT organizations in the future.
Put simply, IT control design defines the approach an organization follows to
reduce IT risk—the risk that IT prevents the business from achieving
its objectives—to an acceptable level. Once the control is properly designed,
its implementation and continued effectiveness become the focus. The
existence of controls and their effectiveness are discussed in subsequent
phases.
Equally important in this phase is the documentation that supports an
organization’s control program. Documentation should be prepared—both at
the company level as well as the activity level—of the objectives that the
controls are designed to achieve to support the organization’s internal control
over financial reporting and disclosure controls and procedures.
It is advisable that an organization document its approach to IT control,
including the assignment of authority and responsibility for IT controls as
well as their design and operation.
5. Evaluate Control Design
In this phase, an IT organization must step back and evaluate the ability of
its control program to reduce IT risk to an acceptable level and to ensure it is
understood by users. The PCAOB draft audit standard of 7 October 2003
discusses the factors that might contribute to controls not operating
effectively. In particular paragraph 74 states:
Factors that affect whether the control might not be operating effectively
include the following:
• The degree to which the control relies on the effectiveness of other
controls (for example, the control environment or information technology
general controls)
To help in this process, consider the IT control design and effectiveness
model in figure 6. Depending on how the organization measures up, it may
be necessary to spend some time enhancing the design and effectiveness of
the control program.

IT Control Objectives for Sarbanes-Oxley

File No. PCAOB-2004-03 Page No. 1150

Figure 6 demonstrates the stages of control reliability that may exist within
organizations. For the purposes of establishing internal control, some
organizations may be willing to accept IT controls that fall somewhere short
of stage 3. However, given the Act’s requirements for independent attestation
of controls by external audit, controls will more than likely require the
attributes and characteristics of stage 3 or higher for key control activities.
Figure 6—Stages of Control Reliability
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The table presented in figure 7 provides insight into the various
characteristics of each stage as well as the related implications. IT
organizations must realize that there is little definition or guidance regarding
the attributes or characteristics necessary to comply with the Act. The SEC
has indicated that no particular form of documentation is approved or
required, and the extent of documentation may vary, depending upon the size
and complexity of the organization.
6. Evaluate Operational Effectiveness
Once control design has been assessed, as appropriate, its implementation
and continuing effectiveness must be confirmed. During this stage, initial
and ongoing tests—conducted by individuals responsible for the controls and
the internal control program management team—should be performed to
check on the operating effectiveness of the control activities.
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Figure 7—Control Quality
Stage 1—
Initial/Ad Hoc

Stage 2—
Stage 3—
Repeatable but Defined
Intuitive
Process

At this level, there
is a complete lack
of any recognizable
control process or
the existence of
any related
procedures. The
organization has
not even
acknowledged
there is an issue to
be addressed and
therefore no
communication
about the issue is
generated.

There is some
evidence the
organization
recognizes that
controls and
related procedures
are important and
that they need to
be addressed.
However, controls
and related
policies and
procedures are
not in place and
documented.
An event and
disclosure process
does not exist.
Employees are not
aware of their
responsibility for
control activities.
The operating
effectiveness of
control activities is
not evaluated on a
regular basis.

Controls and
related policies
and procedures
are in place but
not always fully
documented.
An event and
disclosure
process is in place
but not
documented.
Employees may
not be aware of
their responsibility
for control
activities.
The operating
effectiveness of
control activities
is not adequately
evaluated on a
regular basis and
the process is not
documented.
Control
deficiencies may
be identified but
are not remedied
in a timely
manner.

Controls and
related policies
and procedures
are in place and
adequately
documented.
An event and
disclosure process
is in place and
adequately
documented.
Employees are
aware of their
responsibility for
control activities.
The operating
effectiveness of
control activities is
evaluated on a
periodic basis
(e.g., quarterly),
however the
process is not
fully documented.
Control
deficiencies are
identified and
remedied in a
timely manner.

Controls and
related policies
and procedures
are in place,
adequately
documented, and
employees are
aware of their
responsibility for
control activities.
An event and
disclosure process
is in place,
adequately
documented and
monitored, but not
always reevaluated to reflect
major process or
organizational
changes.
The operating
effectiveness of
control activities is
evaluated on a
periodic basis
(e.g., weekly) and
the process is
adequately
documented.
There is limited,
primarily tactical,
use of technology
to document
processes, control
objectives and
activities.

Stage 5 meets all
of the
characteristics of
stage 4.
An enterprisewide
control and risk
management
program exists
such that controls
and procedures
are well
documented and
continuously
reevaluated to
reflect major
process or
organizational
changes.
A self-assessment
process is used to
evaluate the design
and effectiveness
of controls.
Technology is
leveraged to its
fullest extent to
document
processes, control
objectives and
activities, identify
gaps, and evaluate
the effectiveness
of controls.

Although controls,
policies and
procedures are in
place, insufficient
documentation
exists to support
management’s
certification and
assertion.
The level of effort
to document, test
and remedy
controls is
significant.

Sufficient
documentation
exists to support
management’s
certification and
assertion.
The level of effort
to document, test
and remedy
controls may be
significant
depending on the
organization’s
circumstances.

Sufficient
documentation
exists to support
management’s
certification and
assertion.
The level of effort
to document, test
and remedy
controls may be
less significant
depending on the
organization’s
circumstances

Implications of
stage 4 remain.
Improved
decision-making is
enabled because of
high-quality, timely
information.
Internal resources
are used effectively
and efficiently.
Information is
timely and reliable.

Characteristics

Stage 0—
Non-existent

Implications

Control
deficiencies are
not identified.

The organization
has a total
inability to be in
compliance at
even the minimum
level.

Insufficient
controls, policies,
procedures and
documentation
exist to even
support
management’s
assertion.
The level of effort
to document, test
and remedy
controls is very
significant.

Stage 4—
Managed and
Measurable

Stage 5—
Optimized
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Ordinarily, organizations should test more extensively and with higher
frequency those controls on which other significant controls depend (for
example, general controls as opposed to application controls). In making a
judgment about the extent of testing that is appropriate, organizations
should consider how the IT control impacts financial and disclosure
reporting processes.
The PCAOB draft audit standard of 7 October 2003 specifically addresses
service auditor’s reports in paragraphs B29 through B34. In particular:
There are a number of areas in which the auditor should not use the
results of testing performed by management and others, including [among
others]:
• Controls that have a pervasive effect on the financial statements, such as
certain information technology general controls on which the operating
effectiveness of other controls depend.
Some organizations use external service organizations to perform outsourced
services. These services are still part of an organization’s overall operations
and responsibility and, consequently, need to be considered in the overall IT
internal control program.
Furthermore, the PCAOB draft audit standard of 7 October 2003 states:
B25. The use of a service organization does not reduce management’s
responsibility to maintain effective internal control over financial
reporting. Rather, management should evaluate controls at the service
organization, as well as related controls at the company, when making its
assessment about internal control over financial reporting.
In such circumstances, organizations should review the activities of the
service organization in arriving at a conclusion on the reliability of its
internal control. Documentation of service organization control activities will
be required for the attestation activities of the independent auditor, so an
assessment is required of the service organization to determine the
sufficiency and appropriateness of evidence supporting these controls.
Traditionally, audit opinions commonly known as SAS70 reports (Section
5900 in Canada) have been performed for service organizations. If these
audit reports do not include tests of controls, results of the tests and the
service auditor’s opinion on operating effectiveness, they may not be deemed
sufficient for purposes of Sarbanes-Oxley compliance. In such cases,
organizations may wish to consult with their external auditors and
understand the specific requirements.
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7. Determine Material Weaknesses
Deficiencies in an entity’s internal control range from
inconsequential shortcomings to material weaknesses
(see sidebar, What Is the Difference Between a
Deficiency and a Weakness?). Determining whether a
deficiency is significant or material requires professional
judgment and the consideration of various factors.

What Is the Difference Between a Deficiency
and a Weakness?

An internal control deficiency may consist
of a design or operating deficiency. A design
deficiency exists when a necessary control is
missing or an existing control is not properly
designed, so that even when the control is
operating as designed the control objective is
not always met. An operating deficiency exists
when a properly designed control either is not
In making the judgment as to which IT control
as designed or the person
deficiencies are significant, independent auditors will operating
performing a control does not possess the
consider various factors such as the size of operations, necessary authority or qualifications to
perform the control effectively. Internal control
complexity and diversity of activities, organizational
deficiencies relevant to internal control over
structure, and the likelihood that the IT control
financial reporting could adversely affect the
deficiency could result in a misstatement of the
entity’s ability to initiate, record, process and
report financial data consistent with the
organization’s financial records.
assertions of management in the financial
statements. Internal control deficiencies
To prepare, IT organizations should engage individuals relevant to financial reporting range from
with experience performing IT control audits to identify inconsequential internal control deficiencies to
material weaknesses in internal control.

the weaknesses in IT internal control programs. Once a
reliable control state has been reached, a sustainability
model should be implemented to ensure its operating
effectiveness over time.

A significant deficiency is an internal control
deficiency in a significant control or an
aggregation of such deficiencies that could
result in a misstatement of the financial
statements that is more than inconsequential.

A material weakness is a significant deficiency
or an aggregation of significant deficiencies
that precludes the entity’s internal control
from providing reasonable assurance that
material misstatements in the financial
statements will be prevented or detected on a
timely basis by employees in the normal
course of performing their assigned functions.
The inability to provide such reasonable
assurance results from one or more significant
deficiencies. The design or operation of one or
more of the internal control components does
not reduce to a relatively low level the risk that
misstatements caused by errors or fraud in
amounts that would be material in relation to
the financial statements may occur and may
not be detected within a timely period by
employees in the normal course of performing
their assigned functions. Therefore, the
9. Build Sustainability
existence of a material weakness precludes
the responsible party from concluding that
The final phase ensures that internal controls are
internal control is effective and the practitioner
sustainable. At this point, IT management should be in from issuing an unqualified opinion that
a position to sign off on the IT internal control program internal control is effective.

8. Document Results
During the evaluation phase, results of tests performed
should be recorded, as they will form the basis for
management assertion and auditor attestation. Again,
there is no prescribed format; the goal is to provide a
comprehensive, easily understood summary of control
effectiveness that is inclusive of all testing activities
performed. This documentation should culminate in a
management report that can be shared with senior
executives and demonstrates the overall reliability,
quality and integrity of IT systems. Doing so will help
facilitate the CEO’s and CFO’s enterprisewide
certifications of control.

effectiveness and the effectiveness may then be
approved through an external evaluation. Control
assessment and management competencies must
become part of the IT department’s organization and
culture, and sustain themselves over the long term.
Control is not an event; it is a process that requires
continuous support and evaluation to stay current.

Note that management is not permitted to
conclude that the company’s internal control
over financial reporting is effective, if there are
one or more material weaknesses in the
company’s internal control over financial
reporting.

28

IT Control Objectives for Sarbanes-Oxley

File No. PCAOB-2004-03 Page No. 1154

How Compliance Should Be Documented
To date, most organizations have struggled with the question of how much
documentation is necessary to support their internal control program, and in
what form it should be retained. In responding to this query, it is important
to consider the communications from the SEC and the PCAOB as well as
those that will likely guide independent auditors in their certification efforts.
Documentation may take various forms, including entity policy manuals, IT
policy and procedures, narratives, flowcharts, decision tables, procedural
write-ups or completed questionnaires. No single particular form of
documentation is mandated by Sarbanes-Oxley, and the extent of
documentation may vary, depending upon the size and complexity of the
organization.
For most organizations, documentation should be, at a minimum, prepared
for the following:
• Company level
– Statement of control and approach to confirming its existence and
continued effectiveness over time
• Activity level
– Description of the processes and related subprocesses (may be in
narrative form; however, it may be more effective to illustrate as
a flowchart)
– Description of the risk associated with the process or subprocess,
including an analysis of its impact and probability of occurrence.
Consideration should be given to the size and complexity of the
process or subprocess and its impact on the organization’s financial
reporting process.
– Statement of the control objective designed to reduce the risk of the
process or subprocess to an acceptable level and a description of its
alignment to the COSO framework
– Description of the control activity(ies) designed and performed to satisfy
the control objective related to the process or subprocess
– Description of the approach followed to confirm (test) the existence and
operational effectiveness of the control activities
– Conclusions reached about the effectiveness of controls, as a result
of testing

Lessons Learned
Parallels can be drawn between the affect of the Sarbanes-Oxley Act of 2002
on public companies and the impact of the Federal Deposit Insurance
Corporation Improvement Act of 1991 (FDICIA) on the banking industry.
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Both statutes introduced regulations to remedy perceived market failures,
and each enacted significant new reporting requirements. There are several
lessons public companies can learn from the FDICIA example:
• Accept that the environment has changed profoundly. Companies must
recognize that they operate in a new environment—one that demands more
effort and accountability.
• Promote understanding of internal control within the organization.
Companies may be tempted to show superficial compliance with SarbanesOxley, but such an approach may backfire if controls fail because form was
stressed over substance.
• Factor into the business model the cost of developing an internal control
program. Good internal control is not a one-time expense; rather, it
fundamentally changes the cost of doing business.
Past events ushered in a new era in the history of business, characterized by
a firm resolve to increase corporate responsibility. Sarbanes-Oxley was
created to restore investor confidence in public markets, which have been
devastated by business scandals and lapses in corporate governance.
Although it has literally rewritten the rules for accountability, disclosure and
reporting, good corporate governance and ethical business practices are no
longer optional niceties—they are the law.
To this end, IT professionals, especially those in executive positions, need to
be well versed in internal control theory and practice to meet the
requirements of the Act. CIOs must now take on the challenges of (1)
enhancing their knowledge of internal control, (2) understanding their
company’s overall Sarbanes-Oxley compliance plan, (3) developing a
compliance plan to specifically address IT controls and (4) integrating this
plan into the overall Sarbanes-Oxley compliance plan. Unlike previous
event-driven control activities (e.g., Y2K), Sarbanes-Oxley activity will
continue as a routine part of doing business. IT is very important to internal
control over financial reporting. Management’s assessment as required by
Section 404 of Sarbanes-Oxley is a complex and time-consuming project.
Organizations need to develop an ongoing process to monitor compliance, as
the full impact of Sarbanes-Oxley will not be known for several years.
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Appendix—IT Control Objectives for Sarbanes-Oxley
Having set the stage for the importance of IT in preparing for SarbanesOxley compliance, the specific control objectives that will form the basis of
the IT control program must be addressed.
The table in figure 8 illustrates the segments of COBIT and maps their
relationship to the appropriate COSO component. In reviewing this material,
readers may notice that not all COBIT control objectives are mapped to the
COSO framework; for instance, “identify automated solutions.” In such
cases, the COBIT objective has not been mapped since it has more to do with
operational efficiencies than financial reporting or disclosure controls. It is
immediately evident that many COBIT segment elements have relationships
with more than one COSO component. This is expected, given the nature of
general IT controls, as they form the basis for achieving reliable information
systems. This multirelationship attribute further demonstrates why IT
controls are the basis for all others and are essential for a reliable internal
control program.
COBIT is a very rich and robust framework, comprising four domains,
34 IT processes and 318 detailed control objectives. It is a comprehensive
approach for managing risk and control of information technology. As such,
the control objectives and considerations set forth in this document may
exceed, or be deficient in, what is necessary for organizations seeking to
comply with the requirements of Sarbanes-Oxley. The suggested internal
control framework (COSO) to be used for compliance with Sarbanes-Oxley,
as supported by the Securities and Exchange Commission (SEC), addresses
the topic of IT general controls, but does not dictate requirements for such
control objectives and related control activities. Similarly, the audit standards
issued by the PCAOB on 7 October 2003 highlight the importance of IT
general controls, but do not specify which in particular must be included.
Such decisions remain the responsibility of an organization’s management
and independent auditors for their respective purposes. Accordingly,
companies should assess the nature and extent of information technology
controls necessary to support their internal control program on a case-bycase basis. Additional considerations are provided in the disclaimer section
of this publication.
The reader may find the following materials particularly useful. Preparing
this guide is not to suggest a “one size fits all” approach; instead it
recommends that each organization tailor the control objective template
to fit its specific circumstances. For example, if systems development is
considered to be of low risk, an organization may choose to amend or delete
some of the suggested detailed control objectives. An organization may also
consult with its external auditors to ensure that all attestation-critical control
objectives are addressed.
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An important objective of this publication is to provide IT professionals with
guidance on the specific control objectives that should be considered for
compliance with COSO and, ultimately, Sarbanes-Oxley. Accordingly, the
following section provides this information as well as a perspective on the
importance of the control segment and how it relates to COSO and financial
and disclosure controls.

Figure 8—COBIT Relationship to COSO

Plan and Organize
Define a strategic IT plan.
Define the information architecture.
Determine technological direction.
Define the IT organization and relationships.
Manage the IT investment.
Communicate management aims and direction.
Manage human resources.
Ensure compliance with external requirements.
Assess risks.
Manage projects.
Manage quality.
Acquire and Implement
Identify automated solutions.
Acquire and maintain application software.
Acquire and maintain technology infrastructure.
Develop and maintain procedures.
Install and accredit systems.
Manage changes.
Deliver and Support
Define and manage service levels.
Manage third-party services.

Manage performance and capacity.
Ensure continuous service.
Ensure systems security.
Identify and allocate costs.
Educate and train users.
Assist and advise customers.
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Manage problems and incidents.
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Manage facilities.
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The control objectives that follow are based on the guidance provided in
COBIT. Those familiar with COBIT will recognize that the control objectives
in this publication are not presented exactly as they are in COBIT. The end
result is a series of IT controls, designed specifically for COSO and
Sarbanes-Oxley.
As always, IT organizations should consider the nature and extent of their
operations in determining which, if not all, of the control objectives need to
be included in their internal control program.

1. General Controls—Plan and Organize
This domain addresses strategy and tactics, and focuses on identifying the
way IT can best contribute to the achievement of the business objectives.
Furthermore, the realization of the strategic vision needs to be planned,
communicated and managed for different perspectives.
COBIT control processes that should be considered for COSO internal
control models include:
• Define a strategic plan.
• Define the information architecture.
• Define the IT organization and relationships.
• Communicate management aims and direction.
• Manage human resources.
• Ensure compliance with external requirements.
• Assess risks.
• Manage quality.
Each of these control processes is outlined in figures 9 through 16.
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Figure 9—Define a Strategic IT Plan
Control Objective

COSO Component

The strategic planning process is a fundamental control for IT because it provides the direction
and mandate for helping the business achieve its objectives. The plan identifies what IT must do
to support the business, the related risks that need to be considered by the business, the
investments required to meet these objectives and sustain them over time, as well as senior
management’s support of the overall IT mandate. Activities performed in this area align with the
risk assessment, information and communication, and monitoring components of COSO.
Without appropriate IT planning, over time, the business will struggle to achieve its objectives
and, the risk of noncompliance with financial reporting and disclosure requirements will increase.

Management prepares strategic plans for IT that align
business objectives with IT strategies. The planning approach
includes mechanisms to solicit input from relevant internal
and external stakeholders impacted by the IT strategic plans.
Management obtains feedback from business process owners
and users regarding the quality and usefulness of its IT plans
for use in the ongoing risk assessment process.
An IT planning or steering committee exists to oversee the IT
function and its activities. Committee membership includes
representatives from senior management, user management
and the IT function.
The IT organization ensures that IT plans are communicated to
business process owners and other relevant parties across
the organization.
IT management communicates its activities, challenges and
risks on a regular basis with the CEO and CFO. This
information is also shared with the board of directors.
The IT organization monitors its progress against the strategic
plan and reacts accordingly to meet established objectives.

Risk assessment

Risk assessment

Risk assessment

Information and
communication
Information and
communication
Monitoring

Figure 10—Define the Information Architecture
Control Objective

COSO Component

Information should be identified, captured and communicated in a form and time frame that
enables the business to carry out its responsibilities effectively and on a timely basis. As
processing deadlines become tighter and availability requirements become more important, an
organization will place increasing reliance on automated, rather than manual, systems and related
controls. Accordingly, the increasing demands on systems require appropriate planning and
design to support these business requirements. Activities performed in this area align with the
control activities and information and communication components of COSO. If information
architecture is not defined or consistently applied, there is increased risk that the information
required to prepare financial statements will not be available in a timely manner.

IT management has defined information capture, processing
and reporting controls—including completeness, accuracy,
validity and authorization—to support the quality and integrity
of information used for financial and disclosure purposes.
IT management has defined information classification
standards in accordance with corporate security and privacy
policies.
IT management has defined, implemented and maintained
security levels for each of the data classifications. These
security levels represent the appropriate (minimum) set of
security and control measures for each of the classifications
and are reevaluated periodically and modified accordingly.

Information and
communication

Control activities

Control activities
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Figure 11—Define the IT Organization and Relationships
Control Objective

COSO Component

The IT organization is responsible for managing all aspects of the system environment. Ensuring
the employment of appropriate people with the necessary skills to meet the mandate of IT, and
ultimately the business, is critical to its overall effectiveness. Furthermore, the definition of roles
and responsibilities is necessary to establish accountability over systems and data. Activities in
this area align to the control environment and information and communication components of
COSO. Without appropriate skills and the definition of roles and responsibilities, there is
increased risk that systems and data will not be reliable and will, thereby, compromise the
business’ ability to comply with legal and regulatory requirements.

IT managers have adequate knowledge and experience to fulfill
their responsibilities.
Key systems and data have been inventoried and their owners
identified.
Roles and responsibilities of the IT organization are defined,
documented and understood.
IT personnel have sufficient authority to exercise the role and
responsibility assigned to them.
The IT organizational structure is sufficient to provide for
necessary information flow to manage its activities.
IT management has implemented a division of roles and
responsibilities (segregation of duties) that reasonably
prevents a single individual from subverting a critical process.
IT management has ensured that personnel are performing
only those duties stipulated in their respective jobs and
position descriptions.
IT staff evaluations are performed regularly (e.g., to ensure
that the IT function has a sufficient number of competent IT
staff necessary to achieve their objectives).
Contracted staff and other contract personnel are subject to
policies and procedures, created to control their activities by
the IT function, to assure the protection of the organization’s
information assets.
IT staff understand and accept their responsibility regarding
internal control.
IT strategies and ongoing operations are formally defined and
communicated to senior management and the board of
directors, e.g., through periodic meetings of an IT steering
committee.
Significant IT events or failures, e.g., security breaches, major
system failures or regulatory failures, are reported to senior
management or the board.

Control environment
Control environment
Control environment
Control environment
Control environment
Control environment

Control environment

Control environment

Control environment

Control environment
Information and
communication

Information and
communication
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Figure 12—Communicate Management Aims and Direction
Control Objective

COSO Component

Establishing a reliable system requires participation from all members of the IT organization. To
accomplish this, members of the IT organization should be informed and committed to the
direction of IT and its ability to meet the objectives outlined in the strategic plan. Activities in this
area align to the control environment and information and communications, and monitoring
components of COSO. Without communicating its direction, IT organizations may be unable to
obtain the commitment of their members and, ultimately, achieve their goals.

IT management has formulated, developed and documented
policies and procedures governing the IT organization’s
activities.
IT management has communicated policies and procedures
governing the IT organization’s activities.
IT management periodically reviews its policies, procedures
and standards to reflect changing business conditions.
IT management has processes in place to investigate
compliance deviations and introduce remedial action.
IT management has a process in place to assess compliance
with its policies, procedures and standards.

Control environment

Information and
communication
Monitoring
Monitoring
Monitoring

Figure 13—Manage Human Resources
Control Objective

COSO Component

Education and training of IT staff address how an organization supports its people to perform
their job responsibilities in a reliable and controlled manner. Actions performed in this area align
with the control environment and information and communication components of COSO. The
ability, or lack thereof, to cross-train, learn and continually enhance skill levels will directly
impact the enterprise’s ability to meet new challenges and demands of the business.

Controls are in place to support appropriate and timely
responses to job changes and job terminations so that
internal controls and security are not impaired by such
occurrences.
The IT organization subscribes to a philosophy of continuous
learning, providing necessary training and skill development
to its members.
The IT organization adopts and promotes the entity’s culture
of integrity management, including ethics, business practices
and human resource evaluations, to ensure compliance.

Control environment

Information and
communication
Control environment
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Figure 14—Ensure Compliance with External Requirements
Control Objective

COSO Component

The organization should establish and maintain procedures to ensure compliance with
Sarbanes-Oxley, the SEC and other external regulatory requirements. The compliance function
should identify and communicate requirements that could potentially impact the IT organization.
The IT organization should establish a framework of control to ensure that external requirements
are understood and managed. If external requirements that could impact financial reporting are
not addressed, then this could jeopardize accurate reporting of financial results. Activities in this
area are aligned with the control activities, information and communication, and monitoring
components of COSO.

The organization monitors changes in external requirements
for legal, regulatory or other external requirements related to
IT practices and controls.
Control activities are in place and followed to ensure
compliance with external requirements, such as regulatory
and legal rules.
Internal events are considered in a timely manner to support
continuous compliance with legal and regulatory requirements.

Monitoring

Control activities

Information and
communication

Figure 15—Assess Risks
Control Objective

COSO Component

Risk assessment is defined as “the identification and analysis of relevant risks to achievement of
the objectives.” Risk assessment is usually pervasive in the IT organization. Activities in this area
align with the risk assessment component of COSO. Without adequate risk assessments, there is
an increased risk that an appropriate framework of internal controls will not be implemented. An
inadequate framework of internal control would jeopardize the Section 302 and 404 management
assertions.

The IT organization has an entity- and activity-level risk
assessment framework, which is used periodically to assess
information risk to achieving business objectives.
Management’s risk assessment framework focuses on the
examination of the essential elements of risk and the cause/
effect relationship among them, including risks related to
achieving business objectives, regulatory compliance, legal
compliance, technology reliability, information integrity and
human resources.
A risk assessment framework exists and considers the
probability and likelihood of threats.
The IT organization’s risk assessment framework measures
the impact of risks according to qualitative and quantitative
criteria, using inputs from different areas including, but not
limited to, management brainstorming, strategic planning,
past audits and other assessments.
The IT organization’s risk assessment framework is designed
to support cost-effective controls to mitigate exposure to risks
on a continuing basis, including risk avoidance, mitigation
or acceptance.
A comprehensive security assessment is performed for critical
systems and locations based on their relative priority and
importance to the organization.

Risk assessment

Risk assessment

Risk assessment
Risk assessment

Risk assessment

Risk assessment
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Figure 15—Assess Risks (cont.)
Control Objective

COSO Component

Where risks are considered acceptable, there are formal
Risk assessment
documentation and acceptance of residual risk with related
offsets, including adequate insurance coverage, contractually
negotiated liabilities and self-insurance.
The IT organization is committed to active and continuous risk Risk assessment
assessment processes as an important tool in providing
information on the design and implementation of internal
controls, in the definition of the IT strategic plan, and in the
monitoring and evaluation mechanisms.

Figure 16—Manage Quality
Control Objective

COSO Component

Quality programs address both general and project-specific quality assurance activities and
should prescribe the type(s) of quality assurance activities (such as reviews, audits, inspections,
etc.) to be performed to achieve the objectives of the general quality plan. Activities in this area
align with all components of the COSO framework. Without quality assurance, the organization
may not be able to rely on its systems of control, and thereby, management’s 302 and 404
assertions may be jeopardized.

Documentation is created and maintained for all significant IT
processes and activities.
A plan exists to maintain the overall quality assurance of IT
activities based on the organizational and IT plans.
Documentation standards are in place, have been
communicated to all IT staff and are supported with training.
A quality plan exists for significant IT functions (e.g., system
development and deployment) and provides a consistent
approach to address both general and project-specific quality
assurance activities.
The quality plan prescribes the type(s) of quality assurance
activities (such as reviews, audits, inspections, etc.) to be
performed to achieve the objectives of the quality plan.
The quality assurance process includes a review of the
adherence to IT policies, procedures and standards.
Data integrity ownership and responsibilities have been
communicated to the appropriate data owners and they
have accepted these responsibilities.

Control environment
Control environment
Control environment
Control environment

Control environment

Control environment
Information and
communication
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2. General Controls—Acquire and Implement
This domain includes changes in and maintenance of existing systems to
make sure that the life cycle is continued for these systems. To realize the IT
strategy, IT solutions need to be identified, developed or acquired, as well as
implemented and integrated into the business process.
COBIT control processes that should be considered for COSO internal
control models include:
• Acquire and maintain application software.
• Acquire and maintain technology infrastructure.
• Develop and maintain procedures.
• Install and accredit systems.
• Manage changes.
Each of these control processes is outlined in figures 17 through 21.
Figure 17—Acquire and Maintain Application Software
Control Objective

COSO Component

Acquiring and maintaining application software include the design, acquisition/building and
deployment of systems that support the achievement of business objectives. Actions performed
in this area align with the control activities component of COSO. This is also where controls are
designed and implemented to support the initiating, recording, processing and reporting of
financial information and disclosure. Deficiencies in this area may have a significant impact on
financial reporting and disclosure. For instance, without sufficient controls over application
interfaces, financial information may not be complete or accurate. Activities in this area align
with the control activities component of COSO.

The organization has a system development life cycle
methodology that considers security, availability and
processing integrity requirements of the organization.
The system development life cycle methodology ensures
that information systems are designed to include application
controls that support complete, accurate, authorized and
valid transaction processing.
The organization has an acquisition and planning process
that aligns with its overall strategic direction.
The organization acquires software in accordance with its
acquisition and planning process.
Procedures exist to ensure that system software is installed
and maintained in accordance with the organization’s
requirements.
Procedures exist to ensure that system software changes
are controlled in line with the organization’s change
management procedures.

Control activities

Control activities

Control activities
Control activities
Control activities

Control activities
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Figure 18—Acquire and Maintain Technology Infrastructure
Control Objective

COSO Component

Acquiring and maintaining technology infrastructure include the design, acquisition/building and
deployment of systems that support applications and communications. Infrastructure
components, including servers, networks and databases, are critical for secure and reliable
information processing. Actions performed in this area align with the control activities
component of COSO. Infrastructure controls support timely processing of financial information
and also help ensure its confidentiality. Deficiencies in this area may have a significant impact on
financial reporting and disclosure. For instance, without sufficient controls over network
communications, financial information could be obtained and publicized without authorization.

IT management ensures that the setup and implementation
Control activities
of system software do not jeopardize the security of the data
and programs being stored on the system.
Procedures exist and are followed to ensure that infrastructure Control activities
systems, including network devices and software, are installed
and maintained in accordance with the acquisition and
maintenance framework.
Procedures exist and are followed to ensure that infrastructure Control activities
system changes are controlled in line with the organization’s
change management procedures.

Figure 19—Develop and Maintain Procedures
Control Objective

COSO Component

Developing and maintaining procedures include the design and implementation of service level
agreements, operational practices and training materials. Actions performed in this area align
with the control activities and information and communication components of COSO. Controls
designed and implemented in this area support an organization’s ability to perform business
process activities in a consistent and objective manner. For instance, without controls to maintain
consistency in how application systems generate reports, the organization may not be able to
reconcile financial information in a reliable manner.

The organization’s system development life cycle methodology Control activities
requires that user reference and support manuals (including
documentation of controls) be prepared as part of every
information system development or modification project.
The IT organization ensures that its systems and applications Information and
are supported with documentation and processes to enable
communication
long-term sustainability and maintainability.
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Figure 20—Install and Accredit Systems
Control Objective

COSO Component

Installation and accreditation relate to the migration of new systems into production. Before such
systems are installed, appropriate testing and validation that systems are operating as designed
must be performed. Activities in this area align with the control activities component of COSO.
Without adequate testing, systems may not function as intended and may provide invalid
information, which could result in unreliable financial information and reports.

There exists a testing strategy for all significant changes in
technology, which ensures that deployed systems operate
as intended.
Testing is performed at the unit, system, integration and user
acceptance level and is included for all significant systems.
Load and stress testing is performed according to a test plan
and established testing standards.
Interfaces with other systems are tested to confirm that data
transmissions are complete, accurate and valid.
The conversion of data is tested between its origin and its
destination to confirm that it is complete, accurate and valid.

Control activities

Control activities
Control activities
Control activities
Control activities

Figure 21—Manage Changes
Control Objective

COSO Component

Managing changes addresses how an organization modifies system functionality to help the
business meet its objectives. Actions performed in this area align with the control activities and
monitoring components of COSO. Deficiencies in this area could significantly impact financial
reporting and disclosure of an entity. For instance, changes to the accounts to which financial
data are allocated require appropriate controls to ensure classification and reporting integrity.

Requests for changes, system maintenance and supplier
maintenance are standardized and are subject to formal
change management procedures.
Policies and procedures to manage emergency changes exist
and are followed.
IT management ensures that users are appropriately involved
in the design of applications, selection of packaged software
and the testing thereof, to ensure a reliable environment.
Changes to systems and applications are performed in a
timely manner and adhere to the organization’s overall change
management standards.
Changes to IT systems and applications are performed as
designed and meet the expectations of users.

Control activities

Control activities
Control activities

Control activities

Monitoring
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3. General Controls—Deliver and Support
This domain deals with the actual delivery of required services, which range
from traditional operations over security and continuity aspects to training.
To deliver services, the necessary support processes must be set up. This
domain includes the actual processing of data by application systems, often
classified under application controls.
COBIT control processes that should be considered for COSO internal
control models include:
• Define and manage service levels.
• Manage third-party service levels.
• Manage performance and capacity.
• Ensure continuous service.
• Ensure systems security.
• Educate and train users.
• Manage the configuration.
• Manage problems and incidents.
• Manage data.
• Manage facilities.
• Manage operations
Each of these control processes is outlined in figures 22 through 32.
Figure 22—Define and Manage Service Levels
Control Objective

COSO Component

Defining and managing service levels address how an organization meets the functional and
operational expectations of its users and, ultimately, the objectives of the business. Roles and
responsibilities are defined and an accountability and measurement model is used to ensure
services are delivered, as required. Actions performed in this area align with the control activities
and control environment components of COSO. Deficiencies in this area could significantly
impact financial reporting and disclosure of an entity. For instance, if systems are poorly
managed or system functionality is not delivered as required, financial information may not be
processed as intended.

Selection of vendors for outsourced services is performed
in accordance with the organization’s vendor management
policy.
A framework is defined to establish key performance
indicators to manage service level agreements, both
internally and externally.

Control activities

Control environment
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Figure 23—Manage Third-party Service Levels
Control Objective

COSO Component

Managing third-party services includes the use of outsourced service providers to support
financial applications and related systems. Actions performed in this area align with the control
environment, monitoring, control activities and risk assessment components of COSO.
Deficiencies in this area could significantly impact financial reporting and disclosure of an entity.
For instance, insufficient controls over processing accuracy by a third-party service provider may
result in inaccurate financial results.

IT management ensures that, before selection, potential third
parties are properly qualified through an assessment of their
capability to deliver the required service and their financial
viability.
Third-party service contracts address the risks, security
controls and procedures for information systems and
networks in the contract between the parties.
Business continuity controls consider business risk related to
third-party service providers in terms of continuity of service,
and escrow contracts exist where appropriate.
Procedures exist and are followed to ensure that a formal
contract is defined and agreed to for all third-party services
before work is initiated, including definition of internal control
requirements and acceptance of the organization’s policies
and procedures.
A designated individual is responsible for regular monitoring
and reporting on the achievement of the third-party service
level performance criteria.
A regular review of security, availability and processing
integrity is performed for service level agreements and
related contracts with third-party service providers.

Control environment

Control activities

Risk assessment

Control activities

Control activities

Monitoring

Figure 24—Manage Performance and Capacity
Control Objective

COSO Component

Performance and capacity support an organization’s efforts to maintain complete and accurate
data. They also allow an organization to trace back transactions to source information to support
their validity. Activities in this area align with the control activities and monitoring components of
COSO. The lack of performance and capacity could result in the financial reporting process not
meeting its reporting deadlines.

IT management monitors the performance and capacity
levels of the systems.
IT management has a process in place to respond to
suboptimal performance and capacity measures in a timely
manner.
Performance and capacity planning is included in system
design and implementation activities.

Monitoring
Control activities

Control activities
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Figure 25—Ensure Continuous Service
Control Objective

COSO Component

Managing continuous service includes the ability to recover from a disaster. Controls need to be
in place to manage various disaster scenarios, from backup and recovery to full business
continuity. Actions performed in this area align with the control activities and monitoring
components of COSO. Deficiencies in this area could significantly impact financial reporting and
disclosure of an entity. For instance, the inability to recover from a disaster after year-end could
prevent the organization from producing financial reports that are supported with source
documentation and details of transactions that make up financial reporting balances.

IT management, in cooperation with business process owners,
has established a business continuity framework that defines
the roles, responsibilities, risk-based approach/methodology
to be adopted, and the approval procedures.
The business continuity plan identifies the critical application
programs, third-party services, operating systems, personnel
and supplies, data files, and time frames needed for recovery.
The IT continuity plan is aligned with the overall business
continuity plan to ensure consistency.
The IT organization’s members responsible for disaster
continuity plans have been trained regarding the procedures
to be followed in case of an incident or disaster.
IT management has ensured that the continuity plan is
adequately tested, at least annually, and that any deficiencies
are addressed within a reasonable period of time.
Where new risks are identified, appropriate changes are
made to the business continuity and disaster recovery plans.
Offsite storage and recovery facilities are periodically
assessed, at least annually, for viability, adequacy and
security mechanisms.
A business impact assessment has been performed that
considers the impact of systems failure on the financial
reporting and disclosure process.
Management has reviewed the impact assessment in
determining the nature and extent of system recovery
procedures necessary to support the timeliness of financial
reporting and disclosure processes.

Control activities

Control activities

Control activities
Control activities

Control activities

Control activities
Monitoring

Control activities
Control activities

Figure 26—Ensure Systems Security
Control Objective

COSO Component

Managing systems security includes both physical and logical controls that prevent unauthorized
access. These controls typically support authorization, authentication, nonrepudiation, data
classification and security monitoring. Actions performed in this area align with the control
activities, information and communication, and monitoring components of COSO. Deficiencies
in this area could significantly impact financial reporting. For instance, insufficient controls over
transaction authorization may result in unreliable financial reporting and disclosure controls.

An IT security plan exists that is aligned with overall IT
strategic plans.
The IT security plan is updated to reflect changes in the IT
environment as well as security requirements of specific
systems.

Control activities
Control activities
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Figure 26—Ensure Systems Security (cont.)
Control Objective
Procedures exist and are followed to ensure that all users are
authenticated to the system to support the validity of
transactions.
Procedures exist and are followed to maintain the
effectiveness of authentication and access mechanisms
(e.g., regular password changes).
Procedures exist and are followed to ensure timely action
relating to requesting, establishing, issuing, suspending and
closing user accounts.
A formal approval process exists for granting access
privileges to systems and data.
A control process exists and is followed to periodically review
and confirm access rights.
Where appropriate, controls exist to ensure that transactions
cannot be denied by either party and that controls are
implemented to provide nonrepudiation of origin or receipt,
proof of submission and receipt of transactions.
Where network connectivity is used, appropriate controls,
including firewalls, intrusion detection and vulnerability
assessments, exist and are used to prevent unauthorized
access.
The IT security plan, and its related activities and priorities,
reflects results of recent security assessments.
The IT security administrator monitors and logs security
activity, and identified security violations are reported to
senior management.

COSO Component
Control activities

Control activities

Control activities

Control activities
Control activities
Control activities

Control activities

Information and
communication
Monitoring

Figure 27—Educate and Train Users
Control Objective

COSO Component

Educating and training users address how an organization supports its people to perform their
job responsibilities in a reliable and controlled manner. Actions performed in this area align with
the control environment component of COSO. Deficiencies in this area could significantly impact
financial reporting and disclosure of an entity. For instance, personnel unfamiliar with financial
reporting policies may share confidential financial information with unauthorized parties, thereby
undermining disclosure controls.

The entity has established procedures for identifying and
documenting the training needs of all personnel using
information services in support of the long-range plan.
IT management provides education and ongoing training
programs that include ethical conduct, system security
practices, confidentiality standards, integrity standards and
security responsibilities of all staff.

Control environment

Control environment
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Figure 28—Manage the Configuration
Control Objective

COSO Component

Configuration management ensures that security, availability and processing integrity controls
are set up in the system and maintained through its life cycle. Activities in this area align with
the control activities and monitoring components of COSO. Insufficient configuration controls
can lead to security and availability exposures that may permit unauthorized access to systems
and data. This would negatively impact an organization’s ability to meet the internal control
provisions of Section 404.

Only authorized software is permitted for use by employees
using company IT assets.
System infrastructure, including firewalls, routers, switches,
network operating systems, servers and other related devices,
is properly configured to prevent unauthorized access.
Application software and data storage systems are properly
configured to provision access based on the individual’s
demonstrated need to view, add, change or delete data.
IT management has established procedures across the
organization to protect information systems and technology
from computer viruses.
Periodic testing and assessment is performed to confirm that
software and network infrastructure is appropriately
configured.

Control activities
Control activities

Control activities

Control activities

Monitoring

Figure 29—Manage Problems and Incidents
Control Objective

COSO Component

Managing problems and incidents addresses how an organization identifies, documents and
responds to events that fall outside of normal operations. Actions performed in this area align
with the control activities and information and communication components of COSO.
Deficiencies in this area could significantly impact financial reporting and disclosure of an
entity. For instance, significant events such as breach of corporate security or unauthorized
access to confidential information may result in a material weakness in disclosure controls.

IT management has defined and implemented a problem
management system to ensure that all operational events
that are not part of the standard operation (incidents,
problems and errors) are recorded, analyzed and resolved in
a timely manner.
Emergency program changes are approved, tested,
documented and monitored.
Problem escalation procedures are defined and implemented
to ensure that problems are resolved in a timely manner.
The problem management system provides for adequate
audit trail facilities, which allow tracing from incident to
underlying cause.
A security incident response process exists to support timely
response and investigation of unauthorized activities.

Control activities

Control activities
Control activities
Information and
communication
Control activities
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Figure 30—Manage Data
Control Objective

COSO Component

Managing data includes the controls and procedures used to support information integrity,
including its completeness, accuracy, authorization and validity. Controls are designed to
support initiating, recording, processing and reporting financial information. These controls
align with the control activities and information and communication components of COSO.
Deficiencies in this area could significantly impact financial reporting and disclosure of an entity.
For instance, without appropriate authorization controls over the initiation of transactions,
resulting financial information may not be reliable.

Data processing controls, including processing totals, are
used to support the completeness and accuracy of
transaction processing, authorization and validity.
Control procedures exist for maintaining the accuracy and
validity of data inputs, including edit checks, validity checks
and bound checks.
Procedures exist and are followed to manage errors in a
consistent and authorized manner.
Policies and procedures exist for the handling, distribution
and retention of data and reporting output.
Management protects sensitive information, both logically
and physically, in storage and during transmission against
unauthorized access or modification.
Procedures are defined and implemented to prevent access
to sensitive information stored on offline physical media, e.g.,
laptop computers and offsite storage.
Retention periods and storage terms are defined for
documents, data, programs, reports and messages (incoming
and outgoing), as well as the data (keys, certificates) used for
their encryption and authentication.
Procedures exist to ensure that the contents of a media
library containing sensitive data are inventoried and that
discrepancies from physical inventory are remedied in a
timely manner.
Management has implemented a strategy for cyclical
backup of data and programs.
Procedures exist and are followed to periodically test the
effectiveness of the restoration process and the quality of
backup media.
Policies and procedures exist and are followed to ensure that
data retention practices meet business, legal and regulatory
requirements.
Policies and procedures exist and are followed to ensure that
personally identifiable information is appropriately
safeguarded and meets regulatory requirements.
Changes to data structures are authorized, made in
accordance with design specifications and are implemented
in a timely manner.
Changes to data structures are assessed for their impact on
financial reporting processes.
Procedures are in place to ensure that source documents are
retained or are reproducible by the organization for an
adequate amount of time to facilitate retrieval or
reconstruction of data, and to satisfy legal requirements.

Control activities

Control activities

Control activities
Control activities
Control activities

Control activities

Control activities

Control activities

Control activities
Control activities

Control activities
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Figure 31—Manage Facilities
Control Objective

COSO Component

Physical security and related controls help IT organizations maintain the security and availability
of their systems. Activities performed in this area align with the control activities component of
COSO. Without controls to protect physical access to systems and infrastructure, there is an
increased risk of manipulation and destruction of data, which would adversely impact an
organization’s ability to accurately report its financial results.

Access to facilities is restricted to authorized personnel and
requires appropriate identification and authentication.
Physical facilities are equipped with adequate environmental
controls to maintain systems and data, including fire
suppression, uninterrupted power service (UPS) power
backup, air conditioning and elevated floors.

Control activities
Control activities

Figure 32—Manage Operations
Control Objective

COSO Component

Managing operations addresses how an organization maintains reliable application systems in
support of the business to initiate, record, process and report financial information. Actions
performed in this area align with the control activities and information and communication
components of COSO. Deficiencies in this area could significantly impact an entity’s financial
reporting. For instance, lapses in the continuity of application systems may prevent an
organization from recording financial transactions and, thereby, undermine its integrity.

Management has established and documented standard
procedures for IT operations, including managing, monitoring
and responding to security, availability and processing
integrity events.
Controls exist to maintain processing continuity during
operator shift changes by providing for the formal handover
of activity, status updates and reports on current operations.
IT management has established appropriate metrics to
effectively manage the day-to-day activities of the IT
department.
System event data are sufficiently retained to provide
chronological information and logs to enable the
reconstruction, review and examination of the time sequences
of processing.

Control activities

Control activities

Control activities

Information and
communication
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4. General Controls—Monitor and Evaluate
This domain addresses management’s oversight of the organization’s control
process and independent assurance provided by internal and external audit or
obtained from alternative sources. All IT processes should be regularly
assessed over time for their quality and compliance with control
requirements.
Most recently, the COSO framework has been identified as meeting the
framework requirements of Section 404 of the Sarbanes-Oxley Act. Under
these rules, management must disclose any material weakness and will be
unable to conclude that the company’s internal control over financial
reporting is effective if there is one or more material weakness in such
control. Furthermore, the framework on which management’s evaluation is
based will have to be a suitable, recognized control framework that is
established by a body or group that has followed due-process procedures,
including the broad distribution of the framework for public comment.
COBIT control processes that should be considered for COSO internal
control models include:
• Monitor the processes.
• Assess internal control adequacy.
• Obtain independent assurance.
Each of these control processes is outlined in figures 33 through 35.
Figure 33—Monitor the Processes
Control Objective

COSO Component

The collection of information aligns with the information and communication and monitoring
components of COSO. If insufficient information is collected, it could impact the effectiveness of
internal control assessment.

Performance indicators (e.g., benchmarks) from both internal
and external sources are defined, and data are collected and
reported regarding achievement of these benchmarks.
IT management monitors its delivery of services to identify
shortfalls and responds with actionable plans to improve.

Information and
communication
Monitoring
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Figure 34—Assess Internal Control Adequacy
Control Objective

COSO Component

The monitoring of internal control relates to the monitoring component of COSO. It is a process
that assesses the quality of the system’s performance over time. This can be accomplished
through regular management and supervisory activities. The Sarbanes-Oxley attestation process
could also be viewed as a separate evaluation of internal control. A deficiency in this area could
significantly impact financial reporting and disclosure controls.

IT management monitors the effectiveness of internal controls Monitoring
in the normal course of operations through management and
supervisory activities, comparisons and benchmarks.
Serious deviations in the operation of internal control,
Monitoring
including major security, availability and processing integrity
events, are reported to senior management.
Internal control assessments are performed periodically, using Monitoring
self-assessment or independent audit, to examine whether
internal controls are operating satisfactorily.

Figure 35—Obtain Independent Assurance
Control Objective

COSO Component

Independent assurance over critical IT services and activities supports management’s ability to
deliver reliable systems. Activities in this area align with the monitoring component of COSO.
Without independent assurance, IT systems may be at risk of unauthorized access or failure.
Where appropriate, IT management should assess the frequency, priority and focus of
independent assurance and promptly engage in a method to prevent unexpected loss of
financial and operational systems.

IT management obtains independent reviews prior to
implementing significant IT systems that are directly linked to
the organization’s financial reporting environment.
IT management obtains independent internal control reviews
of third-party service providers (e.g., by obtaining and
reviewing copies of SAS70, SysTrust or other independent
audit reports).

Monitoring

Monitoring
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5. Application Controls—Business Cycles
Figures 36-41 refer to controls that extend into applications and business
processes that contribute to the completeness, accuracy, validity and
authorization controls. These application controls are provided as examples
of controls that are commonly enabled by financial and related IT systems.
These objectives should not be considered an exhaustive list, but rather an
example of controls that are commonly enabled by application systems.
Organizations will have to consider what additional control objectives are
required based on their particular industry and operating environment.
Figure 36—Application Control Objectives for the Sales Cycle
Application Control Objective

COSO Component

Application controls apply to the business processes they support. They are controls designed
within the application to prevent or detect unauthorized transactions. When combined with
manual controls, as necessary, application controls ensure completeness, accuracy,
authorization and validity of processing transactions.
For the most part, objectives presented in this section can be supported with automated
application controls. They are most effective in integrated ERP environments, such as SAP,
PeopleSoft, Oracle, JD Edwards and others. For nonintegrated environments, these control
objectives may require a combination of manual and automated procedures.

Orders are processed only within approved customer
credit limits.
Orders are approved by management as to prices and terms
of sale.
Orders and cancellations of orders are input accurately.
Order entry data are transferred completely and accurately to
the shipping and invoicing activities.
All orders received from customers are input and processed.
Only valid orders are input and processed.
Invoices are generated using authorized terms and prices.
Invoices are accurately calculated and recorded.
Credit notes and adjustments to accounts receivable are
accurately calculated and recorded.
All goods shipped are invoiced.
Credit notes for all goods returned and adjustments to
accounts receivable are issued in accordance with
organization policy.
Invoices relate to valid shipments.
All credit notes relate to a return of goods or other valid
adjustments.
All invoices issued are recorded.
All credit notes issued are recorded.
Invoices are recorded in the appropriate period.
Credit notes issued are recorded in the appropriate period.
Cash receipts are recorded in the period in which they
are received.
Cash receipts data are entered for processing accurately.
All cash receipts data are entered for processing.

Control activities
Control activities
Control activities
Control activities
Control activities
Control activities
Control activities
Control activities
Control activities
Control activities
Control activities

Control activities
Control activities
Control activities
Control activities
Control activities
Control activities
Control activities
Control activities
Control activities
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Figure 36—Application Control Objectives for the Sales Cycle (cont.)
Application Control Objective
Cash receipts data are valid and are entered for processing
only once.
Cash discounts are accurately calculated and recorded.
Timely collection of accounts receivable is monitored.
The customer master file is maintained.
Only valid changes are made to the customer master file.
All valid changes to the customer master file are input
and processed.
Changes to the customer master file are accurate.
Changes to the customer master file are processed in a
timely manner.
Customer master file data remain up-to-date.

COSO Component
Control activities
Control activities
Control activities
Control activities
Control activities
Control activities
Control activities
Control activities
Control activities

Figure 37—Application Control Objectives for the Purchasing Cycle
Application Control Objective
Purchase orders are placed only for approved requisitions.
Purchase orders are accurately entered.
All purchase orders issued are input and processed.
Amounts posted to accounts payable represent goods received.
Amounts posted to accounts payable represent
services received.
Accounts payable amounts are accurately calculated and
recorded.
All amounts for goods received are input and processed to
accounts payable.
All amounts for services received are input and processed to
accounts payable.
Amounts for goods or services received are recorded in the
appropriate period.
Accounts payable are adjusted only for valid reasons.
Credit notes and other adjustments are accurately calculated
and recorded.
All valid credit notes and other adjustments related to
accounts payable are input and processed.
Credit notes and other adjustments are recorded in the
appropriate period.
Disbursements are only made for goods and services received.
Disbursements are distributed to the appropriate suppliers.
Disbursements are accurately calculated and recorded.
All disbursements are recorded.
Disbursements are recorded in the period in which they
are issued.
Only valid changes are made to the supplier master file.

COSO Component
Control activities
Control activities
Control activities
Control activities
Control activities
Control activities
Control activities
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Figure 37—Application Control Objectives for the Purchasing Cycle (cont.)
Application Control Objective
All valid changes to the supplier master file are input
and processed.
Changes to the supplier master file are accurate.
Changes to the supplier master file are processed in a
timely manner.
Supplier master file data remain up-to-date.

COSO Component
Control activities
Control activities
Control activities
Control activities

Figure 38—Application Control Objectives for the Monetary Cycle
Application Control Objective
Borrowings are accurately recorded as to amounts and terms.
All borrowings are recorded.
Borrowings are recorded in the appropriate period.
All interest is accurately calculated and recorded in the
appropriate period.
Recorded loan repayments are valid.
Loan repayments are accurately recorded.
All loan repayments are recorded.
Loan repayments are recorded in the appropriate period.
Investment purchases, sales and maturities are
accurately recorded.
All investment transactions are recorded.
Investment transactions are recorded in the appropriate period.
All investment income is accurately calculated and recorded
in the appropriate period.
Derivative transactions are accurately recorded.
Derivative transactions are recorded in the appropriate period.

COSO Component
Control activities
Control activities
Control activities
Control activities
Control activities
Control activities
Control activities
Control activities
Control activities
Control activities
Control activities
Control activities
Control activities
Control activities

Figure 39—Application Control Objectives for the Inventory Cycle
Application Control Objective
All adjustments to inventory prices or quantities are recorded.
Adjustments to inventory prices or quantities are recorded
promptly and in the appropriate period.
Adjustments to inventory prices or quantities are
accurately recorded.
All credits to inventory related to billed sales are approved by
management and such approval is documented.
Raw materials are received and accepted only if they have
valid purchase orders.
Raw materials received are accurately recorded.
All raw materials received are recorded.
Receipts of raw materials are recorded promptly and in the
appropriate period.

COSO Component
Control activities
Control activities
Control activities
Control activities
Control activities
Control activities
Control activities
Control activities
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Figure 39—Application Control Objectives for the Inventory Cycle (cont.)
Application Control Objective
Defective raw materials are promptly returned to suppliers.
All transfers of raw materials to production are accurately
recorded and in the appropriate period.
All recorded production costs are consistent with actual direct
and indirect expenses associated with production.
All direct and indirect expenses associated with production
are recorded as production costs.
All direct and indirect expenses associated with production
are recorded accurately and in the appropriate period.
All transfers of completed units of production to finished
goods inventory are recorded completely and accurately in
the appropriate period.
Finished goods returned by customers are recorded
completely and accurately in the appropriate period.
Finished goods received from production are recorded
completely and accurately in the appropriate period.
Goods received from production or returned by customers are
accepted only in accordance with the organization’s policies.
All shipments are recorded.
Shipments are accurately recorded.
Shipments are recorded promptly and in the appropriate period.
Inventory is relieved only when goods are shipped with
approved customer orders.
Costs of shipped inventory are transferred from inventory to
cost of sales.
Costs of shipped inventory are accurately recorded.
Amounts posted to cost of sales represent those associated
with shipped inventory.
Costs of shipped inventory are transferred from inventory to
cost of sales promptly and in the appropriate period.
Only valid changes are made to the inventory management
master file.
All valid changes to the inventory management master file are
input and processed.
Changes to the inventory management master file are accurate.
Changes to the inventory management master file are
promptly processed.
Inventory management master file data remain up-to-date.

COSO Component
Control activities
Control activities
Control activities
Control activities
Control activities
Control activities
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Figure 40—Application Control Objectives for the Asset Management Cycle
Application Control Objective
Fixed asset acquisitions are accurately recorded.
Fixed asset acquisitions are recorded in the appropriate period.
All fixed asset acquisitions are recorded.
Depreciation charges are accurately calculated and recorded.
All depreciation charges are recorded in the appropriate period.
All fixed asset disposals are recorded.
Fixed asset disposals are accurately calculated and recorded.
Fixed asset disposals are recorded in the appropriate period.
Records of fixed asset maintenance activity are accurately
maintained.
Fixed asset maintenance activities records are updated in a
timely manner.
Only valid changes are made to the fixed asset register and/or
master file.
All valid changes to the fixed asset register and/or master file
are input and processed.
Changes to the fixed asset register and/or master file are
accurate.
Changes to the fixed asset register and/or master file are
promptly processed.
Fixed asset register and/or master file data remain up-to-date.

COSO Component
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Figure 41—Application Control Objectives for the Human Resources Cycle
Application Control Objective
Additions to the payroll master files represent valid employees.
All new employees are added to the payroll master files.
Terminated employees are removed from the payroll
master files.
Employees are terminated only within statutory and
union requirements.
Deletions from the payroll master files represent
valid terminations.
Time and attendance data records reflect actual time worked
and are authorized.
All time worked is input.
Time worked is accurately input and processed.
Time worked is processed in a timely manner.
Payroll is recorded in the appropriate period.
Payroll (including compensation and withholdings) is
accurately calculated and recorded.
Payroll disbursements and recorded payroll expenses relate
to actual time worked.
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Figure 41—Application Control Objectives for the
Human Resources Cycle (cont.)
Application Control Objective
Payroll is disbursed to appropriate employees.
Only valid changes are made to the payroll master files.
All valid changes to the payroll master files are input and
processed.
Changes to the payroll master files are accurate.
Changes to the payroll master files are processed in a timely
manner.
Payroll master file data remain up-to-date.
Only valid changes are made to the payroll withholding tables.
All valid changes to the payroll withholding tables are input
and processed.
Changes to the payroll withholding tables are accurate.
Changes to the payroll withholding tables are
promptly processed.
Payroll withholding table data remain up-to-date.
Statutory withholding tables are consistent with statutory
requirements.
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Jorn Rose
Chief Auditor - ING Americas
5780 Powers Ferry Road, NW
Suite P-2
Atlanta, GA 30327-4390
Public Company Accounting Oversight Board
Attention: Office of the Secretary
1666 K Street, NW
Washington, DC 20006-2803

Re: PCAOB Rulemaking Docket Matter No. 008

Members and Staff of the Public Company Accounting Oversight Board:
I would like to thank you for the opportunity to comment on the Proposed Auditing
Standard – An Audit of Internal Control Over Financial Reporting Performed in
Conjunction With an Audit of Financial Statements. My response will address certain
specific questions raised by the PCAOB, as well as some additional
comments/observations regarding the text of the proposed standard.
The PCAOB asked the following question:
Q 6.: Is the scope of the audit appropriate in that it requires the auditor to
both evaluate management’s assessment and obtain, directly, evidence about
whether internal control over financial reporting is effective?
I believe that this is a key question regarding the interpretation of the External Auditor’s
role in the SOX 404 certification process. As you know, section 404, paragraph (b) of
the SOX Act states the following:
(b) INTERNAL CONTROL EVALUATION AND REPORTING.—With respect
to the internal cont rol assessment required by subsection (a), each registered
public accounting firm that prepares or issues the audit report for the issuer shall
attest to, and report on, the assessment made by the management of the
issuer. An attestation made under this subsection shall be made in accordance
with standards for attestation engagements issued or adopted by the Board. Any
such attestation shall not be the subject of a separate engagement.
The law requires the External Auditor to “attest to, and report on, the assessment made
by the management of the issuer”. The law does not explicitly state that the External
Auditor must perform an “audit of internal controls over financial reporting”. I
understand that the External Auditors will still need to obtain sufficient evidence to
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satisfy the requirements of the “attestation engagement” (outlined in AT Section 101,
paragraphs .51 - .58), however, I am of the opinion that the scope of this work might
differ from that of a full scope “audit” of internal controls. In addition, I am of the
opinion that the overall quality of management’s assessment should have a significant
impact on both the nature and extent of testing required by the External Auditors. I was
encouraged by the following statement in the PCAOB Briefing Paper on the proposed
auditing standard:
Nevertheless, the work that management performs in connection with its
assessment can have a significant effect on the nature, timing, and extent of the
work the independent auditor will need to perform. The proposed auditing
standard would allow the auditor to use, to a reasonable degree, the work
performed by others, including management. Thus, the more extensive and
reliable management's assessment is, the less extensive and costly the
auditor's work will need to be.
I agree with this statement, but I do not believe that this concept has been adequately
addressed in the text of the proposed standard. I would like to see some language
addressing the direct relationship between the robustness/quality of manageme nt’s
assessment and the nature, timing and extent of the procedures required by the External
Auditors. I am concerned that the External Auditors will not interpret the guidance in a
manner consistent with the last sentence of the paragraph above. I would go as far as to
say that it is not in their economic interest to interpret the guidance this way.
The strengthened role of the External Auditor, regarding the testing of internal controls,
has created a situation where the External Auditor, with the support of the SOX Act, is in
a much stronger position to determine the amount of “audit” work necessary to comply
with SOX 404, paragraph (b). I believe that there are many ways to interpret the SOX
Act, but many business people are concerned that the ultimate interpretation will be made
by the External Audit firms. I see this as a potential conflict of interest and I am
concerned that the External Audit profession is not equipped or structured to fulfill the
role they have been entrusted with. I believe that if this situation is not resolved it could
lead to serious conflict between business management and the External Audit profession
and that would be counter productive to both the intentions and spirit of the SOX Act.
The PCAOB asked the following two questions:
Q 12.: To what extent should the auditor be permitted or required to use the
work of management and others?
Q 14.: Does the proposed standard give appropriate recognition to the work
of internal auditors? If not, does the proposed standard place too much
emphasis and preference on the work of internal auditors or not enough?
The proposed standard allows the External Auditor to place some reliance on work
performed by others, including management, internal auditors or third parties. To use
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that work, however, the auditor would need to assess the competence and objectivity of
the persons who have performed it. I am pleased that the standard does allow some
reliance to be placed on work performed by others and I also agree that the auditor would
need to assess the competence and objectivity of the persons who have performed the
work. However, I do feel that there is a need for much more guidance in this area
otherwise this will be at the total discretion of the External Auditor.
Many organizatio ns view their internal audit department as a specialized group of
accounting/information systems professionals who are “internal control experts”. Based
on this, I believe that the internal audit function should play a significant role in many
organizatio n’s efforts to comply with SOX 404. This role will take many forms
including: documentation of existing controls, consultation and design of needed
controls, testing of controls for effectiveness, etc. I believe that many of these roles are
appropriate, however we are of the opinion that certain roles could impair the overall
effectiveness and independence of the internal audit function. I would like the PCAOB
to address the internal audit function in more detail in the standard and to include some
specific guidance regarding when the function can be relied upon, to the greatest extent,
by the External Auditors. It might be appropriate to incorporate some of the guidance in
AU Section 322 – The Auditor’s Consideration of the Internal Audit Function in an Audit
of Financial Statements into the standard (rather than just referencing it in Appendix B).
Paragraph 104 of the proposed standard prohibits the External Auditors from placing any
reliance on the work done by others in areas related to company-wide anti fraud
programs. I have some concerns regarding the effectiveness of the External Audit
function when it comes to auditing for fraud. This problem was highlighted once again
by the recent corporate scandals in the U.S. where the External Auditors were not
successful in uncovering fraud, of a material nature, that existed at their clients (even
when, in some instances, they were alerted to it by employees within the organization).
Many of the External Audit procedures that I have observed in this area are based around
inquiries of management and other key personnel. I believe that inquires serve a purpose,
but they are certainly not the most effective way to uncover fraud in an organization.
Many organizations have strengthened their corporate governance structures to address
the issue of fraud prevention and detection. These new governance structures include
some of the following components: fraud telephone “hotlines”, employee code of conduct
manuals, fraud training for employees, fraud investigation units, etc. I would like the
PCAOB to consider that some of the strongest evidence that the External Auditors can
obtain in this area will come from management’s ongoing monitoring of their fraud
prevention programs and from other independent functions within the organization (i.e.
reports from fraud investigation units, internal audit, etc.). To limit the External
Auditor’s ability to rely on the results generated by outside parties is a mistake in my
opinion. I do acknowledge that their reliance sho uld be based on their assessment of the
quality and objectivity of the function generating the evidence in question.
Paragraphs 104 and 79 of the proposed standard address the issue of the External
Auditor’s need to perform independent “walkthroughs” on all of the Company’s
significant processes. I am very concerned about the impact of this guidance, as this is an
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area where the internal audit function has traditionally been able to add considerable
value, not just to the business process owners, but also to the External Auditors (in
support of their financial audits). I see no reason why the External Auditors should not
be allowed to place some reliance on walkthroughs generated by a qualified, objective,
independent internal audit function. Under the current guidance, all of the existing work
would need to be re-performed by the External Auditor and this would come at a
significant cost to the business. In addition, I am of the opinion that a qualified and
objective internal audit function is better positioned to produce a high quality
walkthrough given their knowledge of the business operations. It has been my
observation that this type of “walkthrough” work is typically assigned to the most junior
auditors on an External Audit engagement team.
The internal and external audit functions at ING have always had a very strong working
relationship. In our opinion, both groups play an important role in the overall assessment
of internal controls within an organization and they should leverage off each othe r’s work
to the greatest extent possible. I believe that some of the recent corporate failures have
highlighted the need for a strong, independent internal audit function in Corporate
America, rather than increased reliance on the External Audit professio n. Lets not forget
that it was an internal auditor who exposed the accounting irregularities at WorldCom –
not an External Auditor.
I would like to see the standard better define the way the two groups can work together to
meet the testing requirements of SOX 404, paragraph (b) in the most rational and
efficient manner possible.
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Düsseldorf, November 21, 2003

Public Company Accounting Oversight Board
(PCAOB)
Office of the Secretary
1666 K Street, N.W.,
Washington, D.C.
20006-2803
USA
By E-Mail: comments@pcaobus.org

Dear Sir(s):
Re:

PCAOB Rulemaking Docket Matter No. 008
IDW Comments on the PCAOB Proposed Auditing Standard – An Audit
of Internal Control Over Financial Reporting Performed in Conjunction
with an Audit of Financial Statements

We would like to thank you for the opportunity to comment on the PCAOB Proposed
Auditing Sta ndard – An Audit of Internal Control Over Financial Reporting Performed
in Conjunction with an Audit of Financial Statements. The lnstitut der Wirtschaftsprüfer (IDW) represents approximately 85 % of the German Wirtschaftsprüfer (German
Public Auditor) profession. The IDW seeks to comment on the proposals by the
PCAOB noted above because we believe that this Proposed Rule will affect not only
the development of auditing standards in the United States, but also influence
auditing standards on inte rnal control on a worldwide basis. Furthermore, a
significant number of German Wirtschaftsprüfer are or will be subject to the
requirements of the Sarbanes-Oxley Act.
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of such length and importance in an international environment, since many organizations would like to have the opportunity to consult with their stakeholders. We would
suggest that 90 days might be more appropriate for longer proposed standards of
greater complexity, such as this one.
We are convinced that, if we had had the opportunity to consult our stakeholders and
analyze this standard with greater diligence, we would have found additional significant issues that might require your attention.

Comments on Particular Technical Matters
The Audit Opinions Required
Section 404 of the Sarbanes-Oxley Act (SOX) requires the annual report “ …to contain an internal control report, which shall … contain an assessment, as of the end of
the most recent fiscal year of the issuer, of the effectiveness of the internal control
structure and procedures of the issuer for financial reporting.” Furthermore, …”each
registered public accounting firm that prepares or issues the audit report for the issuer shall attest to, and report on, the assessment made by the management of the
issuer”. Section 103 states that the Board “…shall include in the auditing standards
that it adopts, requirements that each registered public accounting firm shall … describe in each audit report the scope of the auditor’s testing of the internal control
structure and procedures of the issuer required by Section 404 (b), and [italics
added] present (in such report or in a separate report) (I) the findings of the auditor
from such testing; (II) an evaluation of whether such internal control structures and
procedures … .” Based on the wording in Section 103(2)(A)(iii), it appears to us that
two opinions are being required of the auditor in relation to internal control: one on
management’s assessment and one on internal control directly.
We would like to point out that, contrary to the view expressed in footnote 3 of the
proposed standard, an “audit of internal control over financial reporting” is not the
same as “attestation of management’s assessment of the effectiveness of internal
control over financial reporting”, nor does the former just refer to the process and the
latter to the result of that process. We will provide our reasons for this assertion in the
following paragraphs.
Presumably, management’s assessment of the effectiveness of internal control would
have to have the same scope (and cover the same period) as an audit of internal
control performed by an independent third party so that management’s assessment
can be expressed at the level of reasonable assurance as described in paragraph 16
of the standard (this appears to be consistent with our reading of the requirements for
management’s assessment under the SEC’s Release No. 33-8238 on Management’s
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Reports on Internal Control Over Financial Reporting and Certification of Disclosure
in Exchange Act Periodic Reports). This means that there is some residual risk that
management’s assessment had been appropriately performed but concludes that the
internal control system is effective, even though it is not (the risk of incorrect acceptance). Hence, an independent auditor’s attestation of management’s assessment
may conclude that management’s assessment was appropriately performed, even
though the internal control system is not effective.
This is different from the situation in which the independent auditor reaches an independent conclusion as to whether the internal control system is effective because,
even thought the scope of the audit performed by the auditor may be the same as the
assessment conducted by management, the auditor may, for example, choose different sample items on a random basis and thereby come to different conclusion than
management.
In other words, we believe that SOX actually requires three separate opinions by the
auditor: 1. on the fairness of the financial statements, 2. on the assessment of the
effectiveness of internal control made by management and 3. on the effectiveness of
the internal control. While these opinions may be closely related, they need not, by
any means, lead to the same conclusion in all circumstances. For example, because
internal controls only provide reasonable assurance that material misstatements will
be prevented or detected on a timely basis, both management and the auditor may
conclude that internal control is functioning effectively even though management or
the auditor detect a material error in the financial statements by means other than the
functioning of the internal control system. Likewise, in situations where the internal
control system is not operating effectively and the audit of the internal control system
by the auditor detects this, management may have appropriately conducted its assessment of the internal control system and concluded that the internal control system is operating effectively. Other combinations of opinions are conceivable. Ho wever, we suspect that some combinations will not be as relevant as others. For e xample, if management’s assessment came to the conclusion that internal control is
not effective, the auditor will examine the basis for that conclusion and it is very
unlikely that he or she will reach a conclusion that is at variance with that of management in this case.
While the SEC’s Release No. 33-8238 only addresses the auditor’s opinion on management’s assessment of the effectiveness of internal control, we believe that this
does not preclude the PCAOB from requiring an opinion on internal control by the
auditor beyond an opinion on management’s assessment. The current draft standard
is based on merging the opinion by the auditor on management’s assessment of i nternal control with the opinion by the auditor on the effectiveness of internal control.
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In our view, this approach is fundamentally flawed for the reasons given above. We
therefore recommend that the standard be amended to provide for the auditor e xpressing three separate opinions, as noted in the previous paragraph. Furthermore,
the standard should make clear that management’s assessment should have the
same scope (and cover the same time period) as an audit of internal control performed by an independent third party.

Reasonable Assurance
Paragraph 16 of the proposed standard states
“Management’s assessment of the effectiveness of internal control over fina ncial reporting is expressed at the level of reasonable assurance. The concept
of reasonable assurance is built into the definition of internal control over financial reporting and also is integral to the auditor’s opinion. Reasonable assurance includes the understanding that there is a relatively low risk that material misstatements will not be prevented or detected on a timely basis. A lthough not absolute assurance, reasonable assurance is, nevertheless, a high
level of assurance.”
We are disappointed that the PCAOB is attempting to address a concept as fundamental, complex and important as the meaning of “reasonable assurance” as an “afterthought” within the confines of a proposed operational standard without ha ving
properly analyzed the issues surrounding the use of the term or exposed a separate
issues or discussion paper to allow stakeholders adequate input before standards or
rules dealing with fundamental auditing issues are proposed in this regard. We are
particularly disappointed in this respect because we are aware that the AICPA had
requested the PCAOB on more than one occasion in writing to commence a project
on the meaning of “reasonable assurance”.
With respect to the meaning of reasonable assurance, footnote 7 in the proposed
standard refers to the “Final Rule: Management’s Reports on Internal Control Over
Financial Reporting and Certification of Disclosure in Exchange Act Periodic Reports,
Securities and Exchange Commission Release No. 33-8238 (June 5, 2003)” for further discussion of reasonable assurance. Our review of this Rule indicates that the
term “reasonable assurance” is addressed primarily in “II. Discussion of Amendments
Implementing Section 404”, “F. Periodic Disclosure about the Certifying Officer’s
Evaluation of the Company’s Disclosure Controls and Procedures and Disclosure
about Changes to its Internal Control over Financial Reporting”, “4. Conclusions Regarding Effectiveness of Disclosure Controls and Procedures”. In this Rule reasonable assurance is not defined: rather, footnotes 101 and 102 make reference to Sec-
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tion 13(b)(2) of the Exchange Act (15 U.S.C. 78m(b)(2)) and the Codification of
Statement on Auditing Sta ndards AU §319.18, respectively.
We believe that the reference to AU §319.18 is erroneous: the concept of reasonable
assurance in relation to internal control is actually discussed in AU§ 319.21 to .24. In
any case, the discussion of reasonable assurance in relation to internal control in AU
§319 does not speak of “relatively low risk that material misstatements will not be
prevented or detected”, nor suggest that reasonable assurance represents a “high
level of assurance”. Rather this part of the AU §319 actually discusses the limitations
of an entity’s internal controls and cost-benefit relationships, etc. We also note that
the AICPA standard on performing attest engagements on internal control (AT §501)
refers to neither reasonable assurance nor high assurance, but does discuss the inherent limitations of interna l control.
Based on our reading, 15 U.S.C. 78m(b)(2) actually only refers to the provision of
reasonable assurance by the internal control system without defining it. We note that
14 U.S.C. 78m(b)(7) defines reasonable assurance as “…the degree of assurance as
would satisfy prudent officials in the conduct of their own affairs”. There is no mention
of “relatively low risk” or “high assurance”.
We would like to point out that the issues surrounding the meaning of “reasonable
assurance” are both politically and technically very complex and a treatise on the
subject could fill volumes. In this respect we would like to refer to the discussion on
the meaning of assurance and levels of assurance in the FEE Issues Paper “Principles of Assurance: Fundamental Theoretical Issues With Respect to Assurance in
Assurance Engagements”. Nevertheless there is one issue that deserves mention to
help focus on the practical problems involved.
Because audit or assessment risk is not separable from the uncertainties associated
with the application of criteria to the subject matter, high inherent risks often cannot
be alleviated through controls or an assessment or audit. This problem is often
termed “consilience” by academics.
For example, a complex sales contract may be the basis for the determination of
revenue recognition. Even after having obtained a legal opinion on the legal rights
and obligations currently extant under the contract at year-end, both the preparer of
the financial statements and the auditor may find that, i n their view, the weight of evidence supporting recognition under applicable accounting standards is only slightly
greater than that not supporting recognition: the situation is grey rather than black
and white. Yet, both the preparer and auditor must reach a decision on the matter. In
these circumstances, for example, neither can claim to have achieved a high level of
assurance that, on balance, at least a slight majority of preparers and auditors would
have agreed with their decision or that they had reduced the converse to a relative
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low level of risk (in measurement theory, this is known as the “equivalence” aspect of
reliability).
Hence, relating reasonable assurance to high or to just below absolute assurance or
to relatively low risk is fundamentally misleading because both preparers and auditors face many decisions that can only be made on the basis of what the legal profession terms “the preponderance of the evidence”. This thought ties in to the concept that audit evidence is persuasive rather than conclusive or convincing.
The other main problem with the application of the reasonable assurance concept as
currently suggested by the draft standard is the tendency for third parties to apply 2020 hindsight to the concept of reasonableness. In other words, third parties (neither
management nor the auditors) will tend to take the view that if a catastrophe occurs,
then the controls that were designed and implemented to prevent that catastrophe
could not have been reasonable or reasonably effective. This stance, which is in itself
unreasonable, can only be countered by a technically and politically sound treatment
of the meaning of reasonable assurance.
The definition of reasonable assurance also ties into the definition of a “significant
deficiency”, which we will address in the following section.

The definition of significant deficiency
Paragraph 8 defines significant deficiency as follows:
“A significant deficiency is an internal control deficiency that adversely affects
the company’s ability to initiate, record, process or report external financial
data reliably in accordance with generally accepted accounting principles. A
significant deficiency could be a single deficiency, or a combination of deficiencies, that results in a more than remote likeli hood that a misstatement of
the annual or interim financial statements that is more than inconsequential in
amount will not be prevented or detected.”
The use of the term “remote likelihood” is referred by footnote 5 to paragraph 3 of
FASB Statement No. 5 Accounting for Contingencies (FAS No. 5), which defines the
terms probable, reasonably probable and remote for events in relation to contingencies.
As we have pointed out in our discussion on reasonable assurance, the consilience
between audit risk and the uncertainties associated with the application of criteria
(accounting standards) to subject matter (events and circumstances) often reduces
preparers and auditors to obtaining only a preponderance of the evidence to support
decisions they have made with respect to the application of accounting principles in
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particular circumstances. In these circumstances, the application of controls, assessments or audits will not necessarily enable an increase in assurance nor a concomitant decrease in the risk that a material misstatement occurs. Consequently, we
question whether it is appropriate to apply the standard of “more than a remote likelihood” that controls should be able to prevent or detect a material misstatement in all
circumstances.
In this matter, it should be noted that the application of the probability concepts
(probable, reasonably probable and remote) to evaluate events leading to loss contingencies is an entirely different matter than using these probability concepts in determining the likelihood (what level of assurance has been obtained) that the appropriate probability concept was chosen, which is what is being asked of the internal
control system, and hence of management’s assessment and the auditors. Consequently, the application of the concept “remote” can only lead to situations where
management or the auditors (or both) are blamed for situations beyond their control.
In this connection, we would like to point out that the term “remote” also has legal
meaning that suggests its application for identifying significant deficiencies in internal
controls is inappropriate (e.g., “remote possibility”, which refers to a limitation dependent upon two or more facts or events that are contingent and uncertain, or a
double possibility). Another legal meaning relates possibilities to the burden of persuasion required in criminal courts of law: beyond any reasonable doubt, which is
defined as “ … not a mere possible doubt; because every thing relating to human
affairs, and depending upon moral evidence, is open to some possible or imaginary
doubt” (Commonwealth v. Webster, 59 Mass. (5 Cush.) 295, 320 (1850)). On this
basis a remote possibility represents a standard either higher than or equivalent to
beyond any reasonable doubt, which, in turn, is a standard usually higher than that
expected either of internal control, management assessments, or audits.
Consequently, we suggest that a significant deficiency be defined as “an internal
control deficiency, that either singly or in combination with other deficiencies, adversely affects a company’s ability to initiate, record, process or report external financial data reliably in accordance with generally accepted accounting principles and
thereby hinders management from obtaining reasonable assurance that a missta tement that is more than inconsequential in terms of the annual or interim financial
statements will not be prevented or detected”.
Of course, such a change in the definition of a significant deficiency means that the
definition of a material weakness oug ht to be amended accordingly.
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Effectiveness
Both management’s assessment and the auditor’s opinion (on the assessment and
on the internal control system) are in relation to the effectiveness of the internal control over financial reporting. While the concept of reasonable assurance that material
misstatements will be prevented or detected on a timely basis is a useful standard, in
practice, both management and auditors will require concrete effectiveness criteria.
We would like to point out that it is a basic tenant of both assurance engagements
(see ISA 100) and attest engagements (see AT §101) that criteria must be suitable
before an assurance or attest engagement can be performed. In our view, the lack of
suitable effectiveness criteria in this standard for internal control precludes the performance of a meaningful assessment by management and hence audit of effectiveness of internal control.

The Use of Work of Management and Others
While we agree, to the extent the auditor must form his or her own opinion, that tests
performed by the auditor cannot be replaced by tests performed by management and
others, we consider it to be dysfunctional to not allow the auditor to use information
obtained from the work of management and others in designing and performing the
auditor’s work. For example, management may have detected a weakness in internal
control. It would be dysfunctional for the auditor not to be in a position to apply a riskbased approach and use the information, obtained by management or others, that
there may be greater risks in some areas, to the extent that the auditor has evidence
to support the view that the work can be relied upon. In any case, because the auditor is expressing an opinion on management’s assessment of internal control, the
auditor is in a position to obtain evidence to support whether management’s work in
this regard is reliable.

IT-related controls
In our view, the proposed standard does not provide enough guidance with respect to
IT-related controls. For example, in Example B1 of Appendix B (Daily Programmed
Application control and Daily Information Technology-Dependent Manual Control), it
is suggested that the auditor is in a position to conclude that computer controls operate in a systematic manner. In our view, the procedures performed by the auditor
prior to the walk-through do not support such a conclusion. For example, in addition
to the procedures mentioned, the auditor should have obtained some evidence to
support conclusions with respect to relevant IT security controls (e.g., how does the
system ensure that during the filing of information by the bank to the company others
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do not obtain information that they are not authorized to have, authorization checks
to ensure that the bank rather than some other person or entity communicated that
information, and other procedures to address privacy risks, etc.). Beside the risks
arising in an e-business environment, in principle, computer aided commercial activities that are automatically interfaced with the entities accounting system affect assets
or liabilities, results or expenses or income or lead to events requiring disclosures in
the financial statements. Therefore, the reliability of accounting information depends
on the reliability of the IT-aided transactions. The auditor has to assess the reliability
and security of IT-aided transactions processing based on principles for appropriate
accounting information processing (further guidelines with respect to this issue are
provided by IFAC in; “E-Business and the Accountant: Risk Management to Accounting Systems in an E-publication Environment”).
We hope you find our comments helpful and would be pleased to be of assistance to
you if you have any questions about these comments.
Yours very truly,

Klaus Peter Naumann
Chief Executive Officer
495/532

Horst Kreisel
Technical Manager
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21 November 2003

Office of the Secretary
Public Company Accounting Oversight Board
1666 K Street NW
Washington DC 20006-2083
USA

Dear Sirs

PCAOB Rulemaking Docket Matter No. 008
Proposed Auditing Standard – An Audit of Internal Control over Financial Reporting
Performed in Conjunction with an Audit of Financial Statements
The Institute of Chartered Accountants in England & Wales is pleased to provide a letter of
comment in response to the PCAOB’s proposed standard entitled “An Audit of Internal
Control over Financial Reporting Performed in Conjunction with an Audit of Financial
Statements”.
The Institute is the largest individual body of professionally qualified accountants in Europe
with over 125,000 members. Individual members work in many sectors in business, the
public sector as well as practising accountants and auditors. We operate under a Royal
Charter that reflects our commitment to the public interest.
The proposed standard will have a significant impact on the work not only of US-based
auditors and registrants, but also on the UK profession and those individuals throughout the
world serving:
• foreign private issuers listed in the US; and
• foreign subsidiaries of US domestic SEC registrants which are bound by the same
requirements as the US domestic entity as well as joint ventures with SEC registrant
companies.
Consequently, we are sending a copy of this letter to the UK Auditing Practices Board and
the International Auditing and Assurances Standards Board.

Introductory remarks
We are aware of the challenges faced by the PCAOB in preparing this exposure draft.
Internal control is not a straightforward concept and the measurement of its effectiveness is
not easy. Balancing the requirements of the Sarbanes-Oxley Act and the needs and views of
investors, regulators, auditors and cost benefit considerations for businesses requires very
careful consideration. Upon the Board’s decisions on the future of the proposed standard
appears to hang issues of expectations, the costs of implementation and future interpretation
in the US courts. The pervasive impact of the proposed standard on global audit practice and,
potentially, on the platforms used by global audit firms for their audit methodologies,
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imposes additional significant responsibilities on the PCAOB in finalising the proposed
standard.
We are also aware of the debate in the US as to whether or not the Board’s proposed standard
extends the boundaries of Section 404(b) of the Sarbanes-Oxley Act from ‘attestation’ to
‘audit’. Not all ‘attestations’ are ‘audits’. Whatever the technical arguments for or against
this proposed extension, it is a fundamental issue upon which there is a need for clarity from
all those involved. We strongly urge the Board to be certain that the many outcomes that are
likely to result from the proposed standard, including the costs and benefits to both investors
and companies, as well as the liability to external auditors, the level of regulation, the
consequent impact on external auditor judgement and the extensive additional work that is
required for all SEC registrants, is what was intended by Congress when it passed the
Sarbanes-Oxley Act and is also their current view (taking into account the other requirements
and sanctions in the Act).
Finally, we hope that the PCAOB will give due consideration to the impact of its proposals
on the IAASB’s global audit standards and recognise the significance of those standards in
discharging its responsibilities.

Key Comments
In addition to our introductory remarks, this letter contains key comments on adverse audit
opinions, external auditor reliance on the work of management and others, reporting of
control weaknesses and audit committee evaluations. Other general comments are also
provided on significant issues. Our answers to the PCAOB’s thirty one questions are
included in the Appendix to this letter.
1

Adverse audit opinions and definitions

The proposed standard indicates that (under defined circumstances) a material weakness
automatically gives rise to an adverse opinion. The proposed standard gives no apparent
scope for an ‘except for’ opinion. Automatic adverse, rather than qualified, audit opinions
leave external auditors with nothing left in their armoury as a last resort for situations in
which things have gone very seriously wrong in many respects. An adverse opinion is almost
universally understood by standard setters to mean that a pervasive, fundamental problem has
arisen. Suggesting that such an opinion should be issued where this is not the case is likely to
spread confusion.
The proposed definition of a material weakness in paragraph 9 states that a “…material
weakness is a significant deficiency that…..results in more than a remote likelihood that a
material misstatement of the annual or interim financial statements will not be detected”.
The phrase ‘more than a remote likelihood’ is derived from FAS 5 and is more tightly
defined than the corresponding phrase in the existing AT 501 auditing standard, “does not
reduce to a relatively low level”. The use of the proposed phrase in connection with the
definition of significant deficiencies is likely to result in very few material weaknesses being
excluded. This will significantly affect the amount of work to be undertaken by both external
auditors and management. We suggest that PCAOB considers whether the definition used in
AT 501 is in fact preferable.

2
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Overall, the proposed standard gives the impression of trying to achieve, and having an
overall expectation of, ‘perfection’. This somewhat over-enthusiastic approach may not be
cost-effective, particularly for smaller and medium sized companies. An appropriate balance
of cost, benefit and regulation to improve investor protection is necessary but businesses
should not be subjected to unnecessary, costly and stifling bureaucracy. We fear that the
combined effect of these proposals would be to:
• inflate the scope of work that external auditors (and presumably, management) will be
obliged to carry out;
• lead to scope changes to Section 404 readiness projects already underway at companies;
and
• inflate the number of adverse opinions, thereby devaluing their impact which will not
enhance investor confidence.
We therefore believe that a material weakness should not automatically result in an adverse
opinion, and that external auditors should be allowed to use their professional judgement to
determine whether a material weakness merits a qualified rather than an adverse opinion.
Guidance might be provided on situations in which an adverse, rather than a qualified opinion
would be appropriate. Such guidance might be aligned with the IAASB’s standards and
guidance on auditors’ reports.
The specific requirements of section 404 (as interpreted by the SEC rules) relate to internal
controls over financial reporting. The proposed standard sometimes refers to ‘internal
control’ and sometimes to ‘internal control over financial reporting’. The latter is a much
narrower term than the former. It is not always clear as to whether references to internal
control in the text should be read as references to internal control over financial reporting.
We suggest that the matter should be clarified at the beginning of the standard.
In example A-5 the auditor issues an unqualified opinion that refers to the report of the other
auditors. We do not understand why a direct report on internal control effectiveness is given
here rather than a report on management’s assessment, as with other unqualified opinions.
2

Reliance on internal audit and management testing

The proposed standard appears to restrict unnecessarily the use of judgement by external
auditors when deciding whether, and to what extent, to rely on the work of others.
The wording in the proposed standard also appears contradictory. Wording in the
introduction to the document seems encouraging about less work being required for
companies that have good controls, but paragraphs in the main text of the proposed standard
seem to negate this. For example, the second paragraph on page 8 of the introduction states
that the work that management performs in connection with its assessment can have a
“…significant effect on the nature, timing, and extent of the work the independent auditor
will need to perform”. It goes on to state that the proposed auditing standard would allow the
auditor to use, to a reasonable degree, the work performed by others, including management
and that the more extensive and reliable management's assessment is, the less extensive and
costly the auditor's work will need to be. Contrast this with paragraphs 104 and 105 of the
proposed standard which detail areas where the external auditors should not, or are limited in
their ability to, place reliance on the work of others. Paragraph 109 goes on to state that the
external auditor must perform enough of the testing himself/herself such that that the external
auditors’ own work forms the “principal evidence”.

3
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Paragraphs 104 and 105 are unnecessarily restrictive. We believe that external auditors
should be able use their judgement as to when they can rely upon the work of internal audit,
provided that they are satisfied that the internal audit department’s work is objective and
performed by competent people who adhere to relevant professional standards.
We believe that the proposed standard builds in wasteful inefficiencies by insisting that the
external auditor re-performs a substantial amount of testing. Management might reasonably
ask (inhibited only by the fear of a qualified or adverse report) why internal audit or
management should bother to perform tests if the external auditors are specifically required
by the standard to do them again.
In practice, it is a possibility that CEOs will now ask for substantial help from their internal
audit functions in complying with the requirements of the proposed standard; either by
reviewing the processes and output of the testing on internal financial controls undertaken by
management, or even by undertaking much of the detailed testing work on behalf of
management. These scenarios, particularly the latter, may not be a welcome development
where the remit of internal audit is directed to the provision of assurance to the audit
committee and the board on the wider aspects of all an organisation’s controls rather than just
internal control over financial reporting.
Paragraph 108 of the proposed standard states that internal auditors “…would normally be
expected to have greater competence with regard to internal control over financial reporting
and objectivity than other company personnel”. Whilst internal auditors would normally be
expected to have greater objectivity than others in this and other areas, they may not have
greater competence in financial reporting than financial reporting specialists.
3

Reporting of control weaknesses

We suggest that the requirement for the external auditor to communicate all deficiencies to
the audit committee will lead to information overload for audit committees. It is likely that
audit committees will receive the same or similar lists of issues from both internal and
external auditors in the light of the fact that external auditors will have reviewed internal
audit reports and must therefore re-communicate all the deficiencies already reported by
internal auditors.
Paragraph 126 of the proposed standard states that a significant deficiency that remains
uncorrected after some reasonable period of time is a strong indicator of a material weakness.
This judgement as to what is ‘reasonable’ could be problematic, for example where the costs
of a suggested control solution outweigh the benefits. Recognition should also be given to
situations in which a company has several significant deficiencies but in completely unrelated
areas. Does the aggregation principle apply in this case? If so, adverse audit opinions may
become commonplace and will their significance be debased in the eyes of investors.
Furthermore, where errors are found, testing would usually be extended to determine whether
this is a one-off insignificant error or evidence of a systematic breakdown in a control. Is the
standard intended to be read such that one-off errors should be reported even when the
auditor was prepared to stand by the judgement that they were not significant?

4
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4

Audit committee evaluation

Paragraph 57 of the proposed standard requires the external auditors to form a view on the
effectiveness of the audit committee.
These requirements introduce some circularity in that the audit committee which appoints,
removes, approves the remuneration of, and evaluates the external auditor will itself be
evaluated by the external auditor. This requirement may place the external auditor in conflict
with the audit committee.
Whilst we believe that an assessment of the audit committee is appropriate because the audit
committee is an important part of the internal control framework, there is no need for a
separate stand-alone requirement. We believe that assessment of the audit committee by the
external auditor will be effective provided that safeguards are implemented. These safeguards
might involve a requirement for particular attention to be paid to the assessment by a partner
or other senior person within the audit firm who is not directly involved with the audit (such
as the independent review partner).
We disagree with paragraph 59 which requires that where the external audit evaluates the
audit committee as being ineffective, this “…should be regarded as at least a significant
deficiency and a strong indicator that a material weakness in internal control over financial
reporting exists”. A material weakness would automatically lead to an adverse audit opinion.
We believe that the external auditor should be allowed to exercise professional judgement
and consider other relevant factors, such as the role played by the board of directors.
Furthermore, we also believe that reference to the use of judgement should also be made in
paragraph 126 which describes other situations which should be regarded as at least a
significant deficiency and a strong indicator that a material weakness exits.
In the UK, following the revised Combined Code on Corporate Governance issued in July
2003, from now on boards of directors will have to conduct a performance evaluation of the
audit committee (Code provision A.6.1).

Other General Comments
5

Level of controls testing

Appendix B provides four examples of control testing procedures. All are low-level
examples that relate to only one of the five COSO components, the ‘control activities’.
Whilst important, ‘control activities’ are not the principle areas of concern in cases of
fraudulent manipulation of financial reporting.
It was frequently senior management’s manipulation of earnings that was a major issue in
recent scandals. Issues related to senior management and their ethics are part of the control
environment and if examples are to be given at all, then some examples relating to the control
environment would be particularly helpful. This is especially the case in the light of
paragraph 104 which prohibits reliance by external auditors on the testing of internal audit or
management.
The four examples illustrate that a very substantial amount of audit work is expected of
external auditors at this basic level. The issuer is already required to carry out its own testing
in this regard and those tests should yield the same results as external audit testing. We are
5
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not convinced that the requirement to test so much at this low level is necessary to protect
investors.
Whilst we would expect basic low level controls to form an important element of the overall
comfort obtained by CEOs and CFOs when making their certification, we would expect that
they would represent a relatively low proportion. For example, high-level detective controls
are typically a very significant element of overall comfort but they are not addressed in the
examples.
6

Controls which do not naturally give rise to documentary evidence

Many companies are likely to have effectively designed controls, but it is not always easy to
demonstrate or document their operational effectiveness.
For example, day to day supervision, coaching and reviewing of staff and their work in the
accounting department are sound preventative controls but are ordinarily not documented on
a continuing basis. Despite this, external auditors can often, by a process of enquiry and
proper evidential corroboration, gain reasonable assurance that such controls exist and work
effectively.
The proposed standard indirectly plays down the importance of such controls and may
encourage companies to prepare documentation that would not otherwise be necessary from a
business point of view.
We envisage that even routine meetings of management that act as a form of control, such as
credit control meetings, will now have to be documented in detail to satisfy the perceived
requirements of the standard. This will add additional cost and bureaucracy. The operation
of some IT controls may also not be easy to document to the level that may be perceived as
necessary under the proposed standard.
We question whether all this additional work on documentation will provide an increased
level of protection for investors commensurate with the increased cost of compliance. We
also question whether the proposals go further than the intentions of the Sarbanes-Oxley Act.
7

Reasonable assurance is not high assurance

Paragraph 16 states that reasonable assurance is a high level of assurance and that it includes
the understanding that there is a relatively low risk that material misstatements will not be
prevented or detected. This is a misleading over-simplification of current thinking on this
subject that will encourage investors to take much greater comfort from the work performed
by external auditors than is warranted.
It is generally accepted that reasonable assurance represents a range of different levels of
assurance, depending in part on the qualities inherent in the subject matter. Paragraph 15 of
ISA 200 Objectives and general principles governing an audit of financial statements issued
by IAASB in November 2003 states that reasonable assurance is obtained when the auditor
has reduced risk to an acceptably low level. We respectfully suggest that PCAOB aligns its
description of reasonable assurance with current thinking in order to prevent false
expectations, confusion and misunderstanding in an important area.

6
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8

Need to reflect IT reality and service organisation auditor guidance

Major parts of many internal control systems are IT driven and have been developed either
in-house, by a third party, or by a service provider. The guidance in the proposed standard
often does not take this reality into account and instead provides guidance which is geared
toward manual internal control systems. The proposed standard should acknowledge this
reality and provide additional guidance reflecting it.
International and European guidance on the use by external auditors of service provider
auditors is very limited and guidance for the service auditors themselves is non-existent. This
will undoubtedly result in situations where external auditors will not be able to obtain
sufficient comfort for their attestation on management’s assessment because the use of the
extensive US guidance on this issue cannot be forced on non US service providers and their
auditors.
9

Management and auditor imbalances

The PCAOB should not lose sight of the fact that the proposed standard is a standard for
external auditors, compliance with which cannot necessarily be forced upon the management
of a company. The proposed standard introduces examples of new and specific requirements
for companies that exceed those described in the relevant SEC rules on matters including the
documentation and testing of controls by management.
Whilst the external auditor may qualify his report on internal controls or issue an adverse
opinion if management fails to prepare documentation or test controls to the required
standard, the external auditor effectively becomes an agent to prompt management action.
Taking a worst case view, the external auditor could be held liable for failure to enforce the
requirements of the proposed standards which relate to management, with no corresponding
liability for management itself.
It may be appropriate for the SEC to consider the specific responsibilities of issuers in this
regard.
10

Conflict over who finds adjustments

The proposed standard requires the auditor to issue an adverse opinion regarding the
effectiveness of internal control over financial reporting in case of one or more material
weaknesses.
Circumstances presumed to be at least a significant deficiency and a ‘strong indicator’ of a
material weakness include identification by the external auditor of a material misstatement in
the year-end financial statements that was not identified by the company’s internal controls,
even if management subsequently corrects the misstatement prior to issuance of the financial
statements.
This change will have a profound effect on the relationship between an entity’s management
and its external auditors. It does not foster co-operation between management and the
external auditor and will increase resistance to adjustments proposed by external auditors.
Where the need for an adjustment is agreed there will be a strong incentive for management
to claim that they ‘found it first’ or would have done if they had delayed providing
information to auditors until they had completed their own checks. In extreme
7
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circumstances, it even may make it difficult for external auditors to perform their work
because management may try to keep them out until the preparation of the financial
statements is at an advanced stage, thus ensuring that the auditor is not the first to identify
adjustments.
11

Assertions too prominent

Several references to financial statement assertions are too prominent and misconceived
(penultimate paragraph page 4, paragraphs 66 to 70, Appendix A Example A-1 first
paragraph). An audit of internal control over financial reporting should not be based on a
‘bottom-up’ approach starting with financial statement assertions, but should rather
commence by determining the risks of material misstatement, followed by considering
controls, and finally considering the financial statements of the entity. Financial statements
are designed to report on the status and progress of the business of an entity and are not an
end in themselves.
The prominence given to financial statement assertions in the proposed standard is not in line
with IAASB standards and guidance on risk assertions. Large and medium size audit firms in
Europe are committed to follow IAASB standards as of 2005. This inconsistency would have
significant consequences for the move towards global standards. It would also have a
profound effect on the audit methodologies to be developed by audit firms. These will
become hugely complex and require considerable investment to redevelop software and
retrain staff. Therefore, we urge the PCAOB to reconsider the prominence given to financial
statement assertions in the proposed standard.
The guidance related to financial statement assertions in the paragraphs indicated above is
also inconsistent with the guidance provided in the first paragraph on page 12 which
commences with the design and operating effectiveness of controls.
12

Two audits

IAASB standards and guidance on risk require external auditors to identify significant risks
to determine which internal controls should be audited further. This is not reflected in the
Board’s proposed standard which requires auditors to perform audit work on all internal
controls, regardless of their risk profile.
The guidance in paragraphs 133 to 144 is meant to integrate the two audits (attestation on
management’s assessment and the audit of financial statements). The level of integration
should be deepened such that the two audits serve the same purpose. The objective of an
audit of internal controls over financial reporting should be to form a judgement on the
control risks; this is part of the financial statement audit. The concepts of materiality and
complexity should be introduced whereby internal controls should only be tested for material
and complex control assertions, transactions, account balances and disclosures; substantive
procedures may suffice for other transactions and balances. The proposed standard currently
appears to require both tests of controls and substantive procedures for all assertions,
accounts and disclosures.
13

The external auditor’s responsibility with respect to fraud

The proposed standard is unclear as to the precise level of responsibility the external auditor
assumes in connection with the prevention and detection of fraud.
8
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The auditor is required in paragraph 24 to evaluate all controls specifically intended to
address the risks of fraud that are reasonably likely to have a material effect on the
company’s financial statements, which presumably means controls falling under all five
COSO components. Does this mean that external auditors are required to confirm that fraud
controls are designed to prevent ‘more than a remote likelihood of a financial reporting
misstatement’ arising from fraud and that these controls have operated effectively?
Collusion by more than one member of management to overcome existing controls and
thereby perpetrate fraud is often more than a remote likelihood. But collusion is an inherent
limitation in any control system and it is very difficult (and expensive) at best for
management to implement controls to prevent it; careful consideration by management of the
cost-effectiveness of a control must take place before implementation. Similarly, external
auditors considering making control recommendations must also take account of cost-benefit
considerations.
We fear that failure by external auditors to detect a control weakness in either design or
operation which subsequently facilitates a fraudulent act at the issuer may, under the
proposals, substantially alter the risk profile of the audit profession.
These requirements are potentially wide in scope and have substantial implications for the
amount of work to be undertaken and the associated costs.
If you require any further information, please do contact me.
Yours faithfully

Robert Hodgkinson
Director, Technical
Direct line:+44 20 7920 8492
e-mail: robert.hodgkinson@icaew.co.uk
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APPENDIX
Response to the questions in the PCAOB’s Request for Comments
1.

Is it appropriate to refer to the auditor’s attestation of management’s assessment
of the effectiveness of internal control over financial reporting as the audit of
internal control over financial reporting?

No. Firstly, it is not appropriate because it is inconsistent with the practice of the IAASB
which uses the term ‘audit’ to refer to the audit of financial statements only. The auditor’s
attestation of management’s assessment is an assurance engagement leading to reasonable
assurance and not an audit. Second, whilst we understand that the US accounting profession
understands the word ‘attestation’ to cover audit, attest and other engagements, not all
‘attestations’ are audits. Is an audit of internal control what Congress intended when it used
the words ‘attestation and report’ in section 404(b) of the Act?
2.

Should the auditor be prohibited from performing an audit of internal control
over financial reporting without also performing an audit of the financial
statements?

Qualified yes. Whilst we do not like restrictive prohibitions, we understand that legislation
requires the two audits should be done together.
3.

Rather than requiring the auditor to also complete an audit of the financial
statements, would an appropriate alternative be to require the auditor to
perform work with regard to the financial statements comparable to that
required to complete the financial statement audit?

In view of the answer to question 2, no.
4.

Does the Board’s proposed standard give appropriate consideration to how
internal control is implemented in, and how the audit of internal control over
financial reporting should be conducted at, small and medium-sized issuers?

Qualified yes. Whilst we recognise that the PCAOB is sensitive to the needs of the many
small and medium sized issuers, time will tell if the consideration was ‘appropriate’. We are
particularly concerned about the additional burdens on the small and medium sized
registrants and hope that Appendix E will assist them and that its thinking will be
incorporated into the proposed standard.
5.

Should the Board, generally or in this proposed standard, specify the level of
competence and training of the audit personnel that is necessary to perform
specified auditing procedures effectively? For example, it would be
inappropriate for a new, inexperienced auditor to have primary responsibility
for conducting interviews of a company’s senior management about possible
fraud.

No. Auditing standards should not specify levels of competence and training for audit
specified procedures. These matters are already found in the national and international
guidance on ethics.
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6.

Is the scope of the audit appropriate in that it requires the auditor to both
evaluate management’s assessment and obtain, directly, evidence about whether
internal control over financial reporting is effective?

Qualified yes. We believe that the standard’s proposed requirements for the performance of
procedures to obtain evidence directly are at the same time excessive and unnecessarily
restrictive, particularly insofar as auditors are not permitted to use their judgement in
determining the extent to which they may use the results of testing by management and others
(paragraphs 104 and 105).
We are not convinced that the requirement to obtain direct evidence of effectiveness in all
areas of internal controls over financial reporting represents a reasonable use of resources
from the point of view of investors, particularly in respect of the testing of control activities.
The issuer is already required to carry out its own testing in this regard and those tests should
yield the same results as external audit testing.
7.

Is it appropriate that the Board has provided criteria that auditors should use to
evaluate the adequacy of management’s documentation?

No. Although the suggestions included in paragraphs 43 to 47 on documentation might be
helpful, the auditor should be allowed to apply professional judgement. We suggest that
additional guidance is included on documentation requirements in line with the size of the
entity.
Paragraph 43 refers indirectly to the COSO framework. Where a company is using a different
framework for evaluation internal controls, the documentation may use different but
equivalent components. Paragraph 43 should be amended to make this clear.
8.

(a) Is it appropriate to state that inadequate documentation is an internal control
deficiency, the severity of which the auditor should evaluate? (b) Or should
inadequate documentation automatically rise to the level of significant deficiency
or material weakness in internal control?

(a) Yes, as it allows for the use of professional judgement by the auditor.
(b) No.
9.

Are the objectives to be achieved by performing walkthroughs sufficient to
require the performance of walkthroughs?

Qualified yes. Walkthroughs are useful to document an understanding of processes and
systems, but are not a comprehensive way of testing the effectiveness of controls. Materiality
should be used by the external auditor in his judgement when deciding which systems and
processes should be subject to walkthroughs.
10.

Is it appropriate to require that the walkthrough be performed by the auditor
himself or herself, rather than allowing the auditor to use walkthrough
procedures performed by management, internal auditors, or others?

11
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No. The external auditors using their professional judgement should be allowed to rely on
walkthroughs performed by internal auditors and others after evaluating the objectivity and
competence of the internal audit function. We refer to key comment 2 in our covering letter.
11.

(a) Is it appropriate to require the auditor to obtain evidence of the effectiveness
of controls for all relevant assertions for all significant accounts and disclosures
(b) every year or (c) may the auditor use some of the audit evidence obtained in
previous years to support his or her current opinion on management’s
assessment?

(a) No.
(b) No.
(c) Yes.
The basic principle that external auditors should be able to use their prior knowledge and
experience is applicable to every audit and should also be adopted for this type of
engagement. Use of such knowledge is of course subject to the proviso that external auditors
only rely on past experience after having satisfactorily updated their knowledge of the
business in order to identify and focus on changes. This approach is reflected in IAASB’s
recently revised standards and guidance on risk assessment and internal controls
A requirement to obtain evidence on the effectiveness of controls for every control assertion,
for every account balance and disclosure every year is impractical for the auditor and
represents a disproportionate use of resources from the point of view of investors. External
auditors who undertake high quality audit work should be permitted to use their professional
judgement.
12.

To what extent should the auditor be permitted or required to use the work of
management and others?

External auditors should never be required to use the work of management and others, but
should be permitted to do so using their good professional judgement where appropriate.
External auditors should only be able to rely on the work of others once they have satisfied
themselves that it appropriate so to do.
The extent to which external auditors should be permitted to do so is further detailed in the
response to question 13 below. We refer to key comment 2 in our covering letter.
13.

Are the three categories of controls and the extent to which the auditor may rely
on the work of others appropriately defined?

No. We refer to key comment 2 in our covering letter.
We are sceptical about the practical application of such a rule-based approach to
categorisation of controls, as described in paragraphs 104 and 105. We prefer a more
principle-based approach whereby a range of controls from high level, management driven
controls to low level routine controls is used to determine the acceptable level of reliance for
the auditor. Control categorisation is not required because the important determining factors
are the integrity and good faith of management, internal audit and others upon whom the
external auditors may rely.
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14.

Does the proposed standard give appropriate recognition to the work of the
internal auditors? If not, does the proposed standard place too much emphasis
and preference on the work of internal auditors or not enough?

Qualified yes. The guidance provided in paragraph 108 is acceptable if the categorisation as
described in question 13 is abolished and external auditors are be able to rely on internal
audit work in the areas described in paragraph 104, when they consider it appropriate.
15.

(a) Is the flexibility in determining the extent of reperformance of the work of
others appropriate, or (b) should the auditor be specifically required to
reperform a certain level of work (for example, reperform tests of all significant
accounts or reperform every test performed by others that the auditor intends to
use)?

(a) Yes.
(b) No.
External auditors should use their professional judgement to determine whether it is
appropriate to rely on the work of others.
We refer to key comment 2 in our covering letter.
16.

Is the requirement for the auditor to obtain the principal evidence, on an overall
basis, through his or her own work the appropriate benchmark for the amount
of work that is required to be performed by the auditor?

No. External auditors should use their professional judgement to decide on which sources of
evidence to rely, to determine whether it is appropriate to rely on the work of others, and to
determine whether there is a need to obtain the principal evidence through their own work.
We refer to key comment 2 in our covering letter.
17.

Will the definitions in the proposed standard of significant deficiency and
material weakness provide for increased consistency in the evaluation of
deficiencies? How can the definitions be improved?

No. We refer to key comment 1 in our covering letter for our views.
18.

(a) Do the examples in Appendix D of how to apply these definitions in various
scenarios provide helpful guidance? (b) Are there other specific examples that
commenters could suggest that would provide further interpretive help?

(a)
(b)

Yes.
No.

19.

Is it necessary for the auditor to evaluate the severity of all identified internal
control deficiencies?

Yes.
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20.

Is it appropriate to require the auditor to communicate all internal control
deficiencies (not just material weaknesses and significant deficiencies) to
management in writing?

Qualified no. We refer to key comment 3 in our covering letter, particularly in respect of
reporting to the audit committee.
21.

Are the matters that the Board has classified as strong indicators that a material
weakness in internal control exists appropriately classified as such?

Qualified yes. The issues identified are appropriate but external auditors should be permitted
to use their judgement in this area.
22.

Is it appropriate to require the auditors to evaluate the effectiveness of the audit
committee’s oversight of the company’s external financial reporting and internal
control over financial reporting?

Qualified yes. The assessment should not be a separate requirement. We refer to key
comment 4 in our covering letter.
23.

Will auditors be able to effectively carry out their responsibility to evaluate the
effectiveness of the audit committee’s oversight?

Qualified yes. We refer to key comment 4 in our covering letter.
24.

If the auditor concludes that ineffective audit committee oversight is a material
weakness, rather than require the auditor to issue an adverse opinion with
regard to the effectiveness of the internal control over financial reporting, should
the standard require the auditor to withdraw from the audit engagement?

No. We consider that requiring an auditor to resign is not something that should be
encouraged in anything other than extreme circumstances. Such a general requirement is
unlikely to help investor confidence. External auditors should be allowed to use their
professional judgement, depending on the circumstances of the situation.
25.

Is it appropriate that the existence of a material weakness would require the
auditor to express an adverse conclusion about the effectiveness of the
company’s internal control over financial reporting, consistent with the required
reporting model for management?

No. We refer to key comment 1 in our covering letter.
26.

Are there circumstances where a qualified “except for” conclusion would be
appropriate?

Yes. We refer to key comment 1 in our covering letter.
27.

Do you agree with the position that when the auditor issues a non-standard
opinion, such as an adverse opinion, that the auditor’s opinion should speak
directly to the effectiveness of internal control over financial reporting rather
than to whether management’s assessment is fairly stated?
14
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No.
28.

Should the Board provide specific guidance on independence and internal
control-related non-audit services in the context of this proposed standard?

No. Other existing standards address such issues at length. We refer to our response to
question 29.
29.

Are there any specific internal control-related non-audit services the auditor
should be prohibited from providing to an audit client?

Yes. Although we favour principle-based standards which rarely include prohibitions, we
believe that it is appropriate to limit the performance of certain internal control-related nonaudit services by the financial statement auditor. No additional guidance is required in this
respect as the SEC independence rules deal with this topic in sufficient detail.
30.

Are the auditor’s differing levels of responsibility as they relate to management’s
quarterly certifications versus the annual (fourth quarter) certification,
appropriate?

Yes. However we note that section 302 of the Sarbanes-Oxley Act and the related SEC rules
do not require quarterly reporting for foreign registrants.
31.

Is the scope of the auditor’s responsibility for quarterly disclosures about the
internal control over financial reporting appropriate?

See answer to question 30.
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William G. Bishop III, CIA
President
Tel: +1 407 937 1200
wbishop@theiia.org

November 21, 2003
Office of the Secretary
Public Company Accounting Oversight Board
1666 K Street, N.W.
Washington, D.C. 20006-2803
Re: PCAOB Rulemaking Docket No. 008
Dear Sir/Madam:
The Institute of Internal Auditors (IIA) commends the efforts of the Public Company
Accounting Oversight Board (PCAOB) to promote effective corporate governance. The
IIA has long advocated that good governance and accurate financial reporting emanate
from the balanced interaction of board members, executives, internal auditors, and external
auditors.
Established in 1941, The IIA is an international professional organization with world
headquarters in Altamonte Springs, Florida. We have over 87,500 members worldwide in
internal auditing, governance, internal control, IT audit, education, and security; many of
whom are also members of professional accountancy bodies. The IIA, with representation
in more than 100 countries, is the acknowledged global leader in standards, certification,
education, research, and technological guidance for the internal auditing profession. The
IIA maintains the International Standards for the Professional Practice of Internal
Auditing (Standards), which are recognized around the world and support the internal
auditing profession.
The IIA represents over 37,700 members in 133 chapters across the United States and is the
principal voice of the internal auditing profession. The IIA is well positioned to offer
unique insights into issues related to improving corporate governance, risk management,
and control processes. In December 1999, The IIA adopted the following definition of
internal auditing that acknowledges the role of internal auditing in corporate governance:
“Internal auditing is an independent, objective assurance and consulting activity designed
to add value and improve an organization's operations. It helps an organization
accomplish its objectives by bringing a systematic, disciplined approach to evaluate and
improve the effectiveness of risk management, control, and governance processes.”
Since the adoption of this definition, The IIA has intensified its efforts to contribute to the
reform of governance practices of public companies around the world. The IIA is pleased
to provide our views regarding your proposed rules, released October 7, 2003, for public
comment. Leading IIA members, including prominent chief audit executives from various
industries, have contributed to developing our response. We also gathered information from
a survey of our chief audit executive members, and received comments from over 370 of
them.
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Overall, we found the proposed standard’s approach to be very detailed and prescriptive. This
seems to contradict the move towards principles-based standards, which most oversight and
regulatory bodies are striving to achieve. We also believe that too much emphasis is placed on
explicit procedures as opposed to the auditor’s use of judgment, risk assessment, and analyses.
Finally, we found that the prescriptive directives contained in the detailed standard contradict
general comments in the introduction that discuss the ability of the auditor to rely on
management and internal audit’s work.
From the internal auditor's unique perspective as both a key contributor to corporate governance and as an
objective observer of that process, The IIA offers the following comments:
1. We think that the auditor should be able to place much more reliance on a competent and
objective internal audit function than the proposed standard indicates. There should also be
“limited” and “full” reliance categories instead of the “non-reliance” category within the
proposed standard. It should be left up to the professional judgment of the auditor as to the level
of reliance to be placed on the work of others in the “limited” category. The proposed standard
should express strong reservations about, but not prohibitions against, work related to pervasive
or sensitive key controls that fall into the new “limited” category, e.g., fraud and information
technology controls. As part of the understanding and evaluation of management’s process used
as a basis for management’s assessment, the auditor should assess the competence and objectivity
of the parties performing the procedures to determine the level of reliance that can be placed on
the procedures performed by others.
2. Audit committees are assigned primary responsibilities for assessing and monitoring governance
practices, so they must have sufficient resources to fulfill them. We continue to recommend that
all publicly held companies should be expected to establish and maintain an objective, adequately
resourced, and competently staffed internal audit function to provide management and the audit
committee with ongoing assessments of the organization’s risk management processes and the
accompanying system of internal control. Lack of an effective internal audit function is an
indicator of weak monitoring of controls and the control environment. If an internal audit
function is not present, the board of directors should disclose in the company’s annual report why
the function is not in place and the auditor should consider such disclosure in reporting significant
deficiencies. Recently, the U.S. Securities and Exchange Commission (SEC) approved the New
York Stock Exchange’s requirement that listed companies have an internal audit function, at our
recommendation, and we urge the PCAOB to support this initiative more broadly. In addition,
we recommend that the internal audit function practice in accordance with The IIA’s Standards,
and we are pleased that this is recognized in the proposed standard.
3. The standard should be consistent with the requirement that the auditor examine management’s
assertion of the efficiency and effectiveness of internal controls over financial reporting and
evaluate whether it is fairly stated in all material respects. The proposed standard should not
establish a new requirement beyond that of the SEC’s rules that the auditor must obtain the same
level of assurance as is expected of management. The proposed standard should reduce the
overly prescriptive nature of the audit testing to be performed, (e.g., walkthroughs and IT general
controls), and require the auditor to perform those procedures necessary to obtain a reasonable
level of assurance as to management’s assertion regarding the effectiveness of the controls. The
guidance should focus on how to properly evaluate management’s assertion, not establish a new
requirement to complete a separate audit of internal controls over financial reporting.
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4. The requirement in the proposed standard that recommends the auditor evaluate audit committee
oversight should be deleted. The evaluation of the audit committee by the auditor presents a
conflict of interest because the audit committee is normally charged with the oversight (hiring,
compensation, termination) of the public accountant; therefore, a lack of independence on the part
of the auditor would exist. Governance evaluation of the performance of the various board
committees is and should remain a board of directors’ responsibility.
5. The proposed standard expands the definition of significant deficiency to include more matters
than reflected in the SEC rules. Significant deficiency should be defined as any item requiring
the attention of the audit committee. The determination of the deficiency as significant should be
based on a consideration of a number of factors and circumstances, not simply the interpretation
of two words (remote and inconsequential).
6. With regard to the extent of testing of controls, the auditor should use judgment in determining
whether partial reliance on the results of testing from prior years is acceptable. Such reliance will
more likely be possible when the design and operations of the controls have not changed
significantly from the prior year. The auditor would need to confirm that the risk of an unnoticed
change in controls is low when planning on partial reliance on evidence gathered in the prior
year.
The enclosed document provides additional details and further recommendations in the areas where we
believe the PCAOB can enhance its final rules to further improve governance processes.
We have enclosed copies of two of our recent publications on governance, Corporate Governance and the
Board: What Works Best and Audit Committee Effectiveness: What Works Best, both of these books
discuss corporate governance models and the effective interaction of key governance stakeholders. This
information may be useful in developing future audit guidance. We also have numerous other
publications that promote good governance practices, including the periodical Tone at the Top, which is
specifically designed to provide useful information for directors who serve on audit committees. These
other publications are available for review at our Web site, www.theiia.org.
We appreciate the opportunity to express our views on these important matters and welcome the
opportunity to discuss any and all issues with your organization at any time.
Best regards,

William G. Bishop III
Attachment
A - Detailed Comments on the Proposal
B - Reconciliation of PCAOB Questions to IIA Response
Enclosures
1. Corporate Governance and the Board: What Works Best – An Institute of Internal Auditors
Research Foundation report.
2. Audit Committee Effectiveness: What Works Best – An Institute of Internal Auditors Research
Foundation report.
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THE INSTITUTE OF INTERNAL AUDITORS (IIA)
Attachment A
Detailed Comments on the Proposed Standard - November 21, 2003
The Institute of Internal Auditors (IIA) is supportive of the PCAOB proposal; however, opportunities
exist for changes and additions to greatly enhance the proposal. The proposed standard will help those
charged with governance responsibilities and increase the confidence of stakeholders. A strong and
comprehensive plan of action for implementing the final rules will be vital in obtaining buy-in from the
business community.
Our suggestions and answers to many of the questions posed in the Request for Comment, with reference
to the appropriate sections of the document, are provided below. Our comments are presented according
to the 11 key issues identified by our response team. In Attachment B we have included a cross-reference
to the proposed PCAOB standard and/or questions involved for each issue. We have also referenced each
question below.

IIA Issue #1 – Reliance on Internal Audit Efforts
Relevant Sections of the PCAOB Proposed Standard:
Paragraphs 108 and 114
Question 14 - Does the proposed standard give appropriate recognition to the work of internal auditors? If
not, does the proposed standard place too much emphasis and preference on the work of internal auditors
or not enough?
Issues
1. We commend the efforts of PCAOB to recognize the important unique role of internal auditors.
Paragraph 108 is very helpful and is accurate in differentiating the work of internal auditors from
others who may not have the competence and objectivity internal audit uniquely possesses. It is very
important that the PCAOB set a strong tone supporting internal auditing in organizations.
2. The proposed standard does not place enough emphasis on the work of internal auditors. This can be
seen in areas discussed further in this attachment, such as where the external auditors could rely on a
competent and objective internal audit function’s work in the areas of:
a.
b.
c.
d.

Walkthroughs.
Control environment documentation and testing.
Audits of financial reporting and information technology.
Detection of fraud and pervasive areas such as information technology controls.

3. In the auditor’s retesting of internal audit’s work in forming a basis for external auditor reliance, we
believe that greater specificity is required. There have been many comments regarding
implementation of the Sarbanes-Oxley Act (Act) on how to achieve the intent of the Act in a way that
is cost effective and sustainable for companies. Reliance on a competent and objective internal audit
function’s work is important for the PCAOB to emphasize — to demonstrate cost effective and sound
ways for auditors to achieve the required level of assurance.
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4. In the current standard, a reader could erroneously assume that the auditor must retest some
transactions underlying every control that internal auditors test. We suggest that the auditors assess
internal audit’s work overall and perform valid overall retesting of internal audit’s work, but that this
does not require retesting of every control that internal audit tests. Not specifying this may risk
confusion. The approach and level of retesting should be based on the reliability of internal audit’s
work overall, not the retesting of every control tested by internal audit.
5. We concur with paragraph 114 in its requirement that the auditor should review all reports issued
during the year by internal audit that address controls related to internal control over financial
reporting.

Recommendations
1. The auditor should be allowed to rely on a competent and objective internal audit function’s work in
the areas such as: a) walkthroughs, b) control environment documentation and testing, c) audits of
financial reporting and information technology, and d) detection of fraud.
2. We continue to recommend that all publicly held companies should be expected to establish and
maintain an objective, adequately resourced, and competently staffed internal audit function to
provide management and the audit committee with ongoing assessments of the organization’s risk
management processes and the accompanying system of internal control. Lack of an effective internal
audit function is an indicator of weak monitoring controls and control environment. If an internal
audit function is not present, the board of directors should disclose in the company’s annual report
why the function is not in place and the auditor should consider such disclosure in reporting
significant deficiencies. Recently, the U.S. Securities and Exchange Commission (SEC) approved the
New York Stock Exchange’s requirement for listed companies to have an internal audit function, at
our recommendation, and we urge the PCAOB to support this proposal.

IIA Issue #2 – Walkthroughs
Relevant Sections of the PCAOB Proposed Standard:
Paragraphs 79-83 and 104
Question 9 - Are the objectives to be achieved by performing the walkthroughs sufficient to
require performance of the walkthroughs?
Question 10 - Is it appropriate to require that the walkthrough be performed by the auditor
himself or herself, rather than allowing the auditor to use walkthrough procedures performed by
management, internal auditors, or others?
Issues
1. The proposed standard goes well beyond the intent of Sarbanes-Oxley, which requires that the
auditors attest to and report on the assessments made by management (Section 404(b)):
“(b) Internal Control Evaluation and Reporting — with respect to the internal control assessment
required by subsection (a), each registered public accounting firm that prepares or issues the
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audit report for the issuer shall attest to, and report on, the assessment made by management of
the issuer.”
and not that they conduct an extensive audit of internal controls through walkthroughs of “all the
company’s significant processes” from
“Initiating, recording processing, and reporting individual transactions, and controls for all five
internal control components and fraud and not just control activities. “ (paragraph 80, page A31 – of Proposed Standard)
This would also include field visits and interviews of personnel “involved in significant aspects of the
process or controls” (paragraph 81, page A-32). The proposed standard then specifies potential
questions the auditors should ask.
The focus should be on testing how management made its assessments, and performing tests as
required to gain assurance regarding management’s assessment process and conclusion. These tests
may or may not require the extensive walkthroughs currently specified in the proposed standard.
Requiring walkthroughs of all significant processes is a very comprehensive scope depending on the
definition of “significant”.
2. Requiring the auditors to perform all walkthroughs (page 9 and paragraph 104, page A-38) without
the ability to rely on the work of others is excessive and cost prohibitive. This is especially true,
considering paragraph 82 (page A-32) which requires that auditors assess whether significant
changes in a process flow require them to perform “before” and “after” walkthroughs including
changes to computer systems.
Instead, the auditors should be allowed to rely on walkthroughs performed by others, especially
those completed by internal auditors. The focus of the standard should be on the criteria required to
rely on the work of others, especially with regard to computer system changes. This would be
consistent with other sections of the standard.
In addition to the above two issues, the proposed standard provides too much detail delineating how
walkthroughs should be done and examples of questions to ask – almost providing the audit steps –
especially in paragraph 81 (page A-32). This should be eliminated to keep the standard crisp. While the
procedures and questions are good, a standard is not the place for a “how to.” This information should be
in appendix material, similar to the sample reports.

Recommendations
1. For the reasons given above, eliminate walkthroughs from paragraph 104, which specifies that the
auditor must complete them.
2. Paragraph 79: Change “walkthroughs are required” to “walkthroughs are a recommended technique
based on risk and the availability of reliable work done by others.” Precisely define or give
guidelines regarding “significant.”
3. Paragraphs 80 and 81: Recommend keeping these to the lead sentences and moving the detail on
“suggested means to do the work” to an appendix on walkthroughs.
4. Paragraph 82 and 83: No changes, if the work of others can be relied upon.
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IIA Issue #3 – Reliance on the Work of Others
Relevant Sections of the PCAOB Proposed Standard:
Paragraphs 41,42, 103-110, 145, B8, B9, and B22
Questions 12 - To what extent should the auditor be permitted or required to use the work of management
and others?
Question 13 - Are the three categories of controls and the extent to which the auditor may rely on the
work of others appropriately defined?
Question 15 - Is the flexibility in determining the extent of reperformance of the work of others
appropriate, or should the auditor be specifically required to reperform a certain level of work (e.g.
reperform tests of all significant accounts or reperform every test performed by others that the auditor
intents to use)?
Issues
1. The proposed rules greatly limit the auditor’s ability to rely on the work of others.
2. Sampling the work of others should be allowed – particularly when performed in conjunction with the
financial audit efforts.

3. Auditors should emphasize judgment based on the competence and objectivity of other resources as
to the level of reliance that can be placed on them.
Recommendations
1. The auditor must obtain an understanding of internal controls over financial reporting. The auditor
should assess the competence and objectivity of management, internal audit, and others to determine
the level of reliance that can be placed on procedures performed by them. As part of the
understanding and evaluation of management’s process(s) used as a basis for management’s
assessment the auditor should assess the competence and objectivity of the parties performing the
procedures to determine the level of reliance that can be placed on the procedures performed by them.
2. Paragraph 103 – Use of the Work of Management and Others. . . [ADD THE FOLLOWING
BULLET]
•

The competence and objectivity of those performing the work.

3. Paragraph 104 – There are many areas where the auditor should not use the testing performed by
management and others, including: [MODIFY THE THIRD BULLET – adding bolded section]
•

Controls that have a pervasive effect on the financial statements, such as certain information
technology general controls on which the operating effectiveness of other controls depend, unless
the auditor determines that the competence and objectivity of internal audit or others
performing the work is sufficient to allow for reliance on the results by the auditor.
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IIA Issue #4 - Principal Evidence Requirements for Auditors
Relevant Sections of the PCAOB Proposed Standard:
Paragraphs 103-109
Question 6 - Is the scope of the audit appropriate in that it requires the auditor to both evaluate
management’s assessment and obtain, directly, evidence about whether internal control over financial
reporting is effective?
Issues
1. The proposed rules require the auditor to directly perform the procedures that form the principal
evidence in expressing their opinion.
2. Allowing internal audit to gather, test, audit, and document principal evidence of the existence and
effectiveness of internal controls is not supported by the proposed rules.
3. Allowing external auditors to place partial reliance on the tests performed by internal audit would be
more efficient.
Recommendations
1. Paragraphs 103-109 - [MODIFY Paragraph 109 – adding bolded content] In addition to following the
directions in paragraphs 103-108, the auditor must compile enough of the testing evidence himself or
herself so that the auditor’s work provides the principal evidence for the auditor’s opinion. The auditor
may rely on internal audit testing results to supplement principal evidence based on the auditor’s
assessment of the competence and objectivity of the internal audit function.
2. Paragraph B22 - In evaluating controls over . . . through the company’s accounting system. [MODIFY
BULLET #1 – adding bolded content]
•

Because of the pervasive impact of the controls in (1) and the material impact those controls
ordinarily have on the financial statements, the auditor should not use the results of testing by
management and others within the company, as discussed in paragraph 104, unless the auditor
determines that the competence and objectivity of internal audit or others performing the work
is sufficient to allow for reliance on the results by the auditor.

IIA Issue # 5 – Should the Auditor’s Assurance Levels be the Same as Management’s?

Relevant Sections of the PCAOB Proposed Standard:
Paragraph 18
Issues
We do not believe, as is stated in the proposed standard (page A-13, paragraph 18) that “Users of the
reports ….are entitled to receive the same level of assurance from both management and the auditor…”
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We reach this conclusion based on the following points:
1. It is well accepted, and included in the COSO definition of internal control, that management is
responsible for internal control. The SEC stated in Final Rule 33-8238: “Management cannot
delegate its responsibility to assess its internal controls over financial reporting to the independent
accountant.” Also, the proposed standard’s statement of “Management’s responsibilities in an audit
of internal control over financial reporting” says that management must accept responsibility for the
effectiveness of the company’s internal control and for evaluating the effectiveness of internal
control.”
2. In addition to the assertions required by Section 404, management is required under Section 302 to
take responsibility for disclosure controls and to certify conclusions as to their effectiveness.
3. Under Section 906, there are criminal penalties attached to management’s knowingly false
certifications.
4. The many companies impacted by the Act are implementing more rigorous processes and systems to
document and evaluate internal controls. In many cases, this effort has included implementing new
systems to support 404 compliance, new evaluation processes, extensive documentation efforts, and
related work. These efforts are in addition to the many control assessment activities that management
has been performing all along.
Requiring the auditor to provide this very high level of assurance that management provides will be
nearly impossible to fulfill and is inconsistent with the concept of auditors needing to obtain “reasonable
assurance.” Management must take more responsibility for internal controls than the auditor.
Recommendation
We recommend that the standard require the auditor to examine management’s assertion of the
effectiveness of internal control and to evaluate whether it is fairly stated in all material respects, and not
require the same level of assurance by the auditor as required by management.

IIA Issue #6 - Audit Assurance Levels
Relevant Sections of the PCAOB Proposed Standard:
Question 6 – Is the scope of the audit appropriate in that it requires the auditor to both evaluate
management’s assessment and obtain directly, evidence about whether internal control over financial
reporting is effective?
Issues
We believe that it is not appropriate for the PCAOB to require that the auditor conduct an audit of internal
controls and provide an opinion on their effectiveness.
Supporting this position are the following points.
1. If Congress intended such an audit and opinion by the auditor, it would have included such
requirements in the Sarbanes-Oxley Act. Instead, the Act requires the external auditor to attest to and
– report on the assessments made by management (Section 404(b)): “(b) Internal Control Evaluation
and Reporting — with respect to the internal control assessment required by subsection (a), each
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registered public accounting firm that prepares or issues the audit report for the issuer shall attest to,
and report on, the assessment made by management of the issuer.”
2. The many companies impacted by the Act are implementing more rigorous processes and systems to
document and evaluate internal controls. The internal audit staffs of these companies are also playing
key roles in the compliance effort. These new systems, processes, and testing activities are costing
significant time and resources. The proposed standard indicates that “the work that management
performs in connection with its assessment can have a significant effect on the nature, timing, and
extent of the work of the independent auditor” and that “the more extensive and reliable
management’s assessment is, the less extensive and costly the auditor’s work will need to be.”
However, the detailed provisions of the proposed standard related to the requirement of the auditor to
“obtain evidence about whether internal control over financial reporting is effective”, will
significantly reduce this reliance and result in significant and duplicative work on the part of the
auditor. The most significant of these provisions are as follows:
•
•
•

•

•

•

On page A-39, paragraph 109, the proposed standard states that “In addition to following the
directions in paragraphs 103-108, the auditor must perform enough of the testing himself or
herself so that the auditor’s own work provides the principal evidence for the auditor’s opinion.”
The proposed standard requires the auditor to perform "walkthroughs" of significant processes.
(page 10 & page A-38, paragraph 104)
The proposed standard lists a large number of areas “in which the auditor should not use the
results of testing performed by management and others…” These include:
o Controls specifically intended to prevent or detect fraud (that could have a material
impact on the financial statements). (page 14)
o Controls over period-end financial reporting. (page A-38, paragraph 104)
o Controls that have a pervasive effect on the financial statements, such as certain IT
general controls on which the operating effectiveness of other controls depend. (page
A-38, paragraph 104)
The proposed standard limits the use of the results of procedures performed by management in
the following areas:
o Controls over non-routine transactions that are considered high-risk. (page 14 and
page A-38, paragraph 105)
o Controls over significant accounts, processes, or disclosures where the auditor as
assessed the risk of failure of the controls to operate effectively as high. (page A-38,
paragraph 105)
The proposed standard (page A-13, paragraph 18) states that “Users of the reports ….are entitled
to receive the same level of assurance from both management and the auditor…” and goes on to
say that “There is no difference in the level of work or assurance given by the auditor when
expressing an opinion on management’s assessment of effectiveness or when expressing an
opinion directly on the effectiveness of internal control over financial reporting.” Requiring the
same level of assurance would require significant and duplicative activities on the part of the
auditor and is likely very difficult to achieve.
The proposed standard (page A-28, paragraph 69) requires the auditor to “Identify each
significant process for each major class of transactions affecting significant accounts…” and to
perform significant work related to each process.

3. There is a traditional distinction between the auditors directly expressing an opinion on the
effectiveness of internal control as compared to determining whether or not management’s
assessment of their effectiveness is fairly stated.
4. An “attest engagement” concerning matters other than financial statements has traditionally been
distinguished from an “audit” of the financial statements. The SEC has also made distinction, and in
its recent release adopting rules for management’s report on internal controls required by Section
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404(a) of the Sarbanes-Oxley Act, the SEC refers to the auditor’s report on management’s assessment
required by Section 404(b) as an “attestation report” which is to be made in accordance with
standards for “attestation engagements.”
Recommendations
1. The proposed standard should not establish a new requirement beyond that of the SEC’s rules that the
auditor must obtain the same level of assurance as is expected of management. The proposed
standard should reduce the overly prescriptive nature of the audit testing to be performed, e.g.,
walkthroughs, IT general controls, and require the auditor to perform those procedures necessary to
obtain a reasonable level of assurance as to management’s assertion regarding the effectiveness of the
controls. The guidance should focus on how to properly evaluate management’s assertion, not
establish a new requirement to complete a separate audit of internal controls over financial reporting.
2. The auditor should be required to test and to gather only enough evidence to corroborate or refute
management’s assertion. The IIA recommends using SAS 65 as a guide in assessing reliance on the
work of others.
3. The IIA recommends that the auditor’s report should be called an “attestation report” on
management’s assessment of internal controls rather than referring to it as an “audit” of internal
controls over financial reporting which results in an “audit report.”

IIA Issue # 7 – Evaluating Audit Committee Governance
Relevant Sections of the PCAOB Proposed Standard:
Paragraphs 56-58
Question 22 - Is it appropriate to require the auditors to evaluate the effectiveness of the audit
committee’s oversight of the company’s external financial reporting and internal control over financial
reporting?
Issues
The proposed standard directs the auditor to evaluate the oversight effectiveness of the audit committee.
This adds an additional level of oversight and scrutiny to the audit committee and its activities and actions
already implemented by listed company audit committee standards, SEC rules, and auditor independence
rules. While the audit committee is one major element in the control environment, this proposed standard
weakens the recently strengthened role and responsibility of the audit committee by placing the auditor in
the role as oversight over the audit committee. This has the effect of introducing the perception of
weakened independence as the audit committee has the given authority to evaluate the performance,
qualifications, and independence of the auditor. The audit committee also hires, pays, and dismisses the
auditor (Rule 10A-3 of the Exchange Act). Currently the board of directors has a responsibility for
receiving committee reports and evaluating performance. The proposed standard in effect removes this
responsibility from the board of directors and places it in the hands of the auditors. Both the board of
directors’ and the audit committee’s power and authority and responsibility to the shareholders could
become diluted. Governance evaluation of the performance of the various board committees is and
should remain a board of directors’ responsibility.
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Relevant Sections of the PCAOB Proposed Standard:
Question 23 - Will auditors be able to effectively carry out their responsibility to evaluate the
effectiveness of the audit committee’s oversight?
Issues
The proposed standard would require the auditor to be independent in fact and appearance. A reasonable
investor could perceive an auditor as having interests that could impair objectivity and impartial judgment
when they are responsible to the audit committee for their appointment, evaluation, and fees. In addition,
the auditor may not be in a position to factually reach an informed judgment/evaluation on the oversight
effectiveness of the audit committee, e.g., the auditors may not be present for the entire audit committee
meeting.
Under current rules the audit committee is to establish an audit charter inclusive of all SEC and listed
company rules, publicly communicate this all-inclusive charter, evaluate itself and affirm compliance to
the charter, and report all of the above to the board of directors and the listing stock exchange. The
auditors should not dilute these responsibilities and accountabilities.
Recommendations
1. The requirement in the proposed standard that recommends the auditor evaluate the audit committee
should be deleted. The evaluation of the audit committee by the auditor presents a conflict of interest
as the audit committee is normally charged with the oversight (hiring, compensation, termination) of
the public accountant, therefore a lack of independence on the part of the auditor would exist.
Governance evaluation of the performance of the various board committees is and should remain a
board of directors’ responsibility.
2. As the effectiveness of the audit committee is important in ensuring an effective control environment,
the standard should include guidance that the absence of effective evaluation of the audit committee’s
performance by the board with the appropriate objectivity and competence to perform this task is a
strong indicator of a weak control environment.

IIA Issue # 8 – Review of Information Technology Controls
Relevant Sections of the PCAOB Proposed Standard:
Paragraphs 51, 53-55, 104, and B22
Question 13 - Are the three categories of controls and the extent to which the auditor may rely on the
work of others appropriately defined?
Issues
1. Reliance on internal audit’s evaluation of controls should be in all areas, unless the auditor’s
evaluations of the competence and/or objectivity of internal audit are unsatisfactory.
2. The auditor should be able to rely on the tests performed by the internal auditor in all respects,
provided that the internal auditor satisfies the level and type of testing required by the standard.
3. There should not be any "-no reliance-" areas; they should be moved into a “limited reliance”
category.
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4. PCAOB is taking the position that the auditor must directly test all IT general controls.
5. Internal audit should be viewed as independent from management and as such the auditor should be
able to rely on internal audit’s work.
Recommendations
1. Paragraph 104 – There are many areas where the auditor should not use the testing performed by
management ands others, including: [MODIFY THIRD BULLET – adding bolded content]
•

Controls that have a pervasive effect on the financial statements, such as certain information
technology general controls on which the operating effectiveness of other controls depend, unless
the auditor determines that the competence and objectivity of internal audit or others
performing the work is sufficient to allow for reliance on the results by the auditor.

2. Paragraph B22 – In evaluating controls over . . . through the company’s accounting system.
[MODIFY BULLET 1 – adding bolded content]
•

Because of the pervasive impact of the controls in (1) and the material impact those controls
ordinarily have on the financial statements, the auditor should not use the results of testing by
management and others within the company, as discussed in paragraph 104, unless the auditor
determines that the competence and objectivity of internal audit or others performing the
work is sufficient to allow for reliance on the results by the auditor.

3. There should be “limited” and “full” reliance categories, i.e., there should not be a “non-reliance”
category within the standard. It should be left up to the professional judgment of the auditor as to the
level of reliance to be placed on the work of others in the “limited” category. The standard should
express strong reservations, but not prohibitions, for work related to pervasive or sensitive key
controls that fall into this new “limited” category.

IIA Issue # 9 – Fraud Requirements
Relevant Sections of the PCAOB Proposed Standard:
Paragraphs 24-26
Issues

1. Similar to our issues on the review of information technology controls, reliance on the testing of
others should be allowed, unless the auditor’s evaluations of the competence and/or objectivity of
internal audit are unsatisfactory. The same logic applies here as to other areas of reliance on testing
of others.

2. The only difference in the consideration of the risks of fraud as compared to other areas is that there
are certain levels of expertise in assessing fraud that go beyond the normal professional levels of
competency of external auditors and internal auditors. For instance, The IIA’s Standards state: “The
internal auditor should have sufficient knowledge for identifying the indicators of fraud but is not
expected to have the expertise of a person whose primary responsibility is detecting and investigating
fraud.” When appropriate, external auditors and management should involve persons whose primary
responsibility is detecting and investigating fraud. PCAOB should consider whether to make
reference to this.
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Recommendations
The proposed standard should express reservations, but not prohibitions, for work related to pervasive or
sensitive key controls for fraud prevention and detection. As part of the understanding and evaluation of
management’s process used as a basis for management’s assessment, the auditor should assess the
competence and objectivity of the parties performing the procedures to determine the level of reliance that
can be placed on the procedures performed by others.

IIA Issue # 10 – Definition of Significant Deficiencies
Relevant Sections of the PCAOB Proposed Standard:
Question 17 - Will the definitions in the proposed standard of significant deficiency and material
weakness provide for increased consistency in the evaluation of deficiencies? How can the definitions be
improved?
Question 18 - Do the examples in Appendix D of how to apply these definitions in various scenarios
provide helpful guidance? Are there other specific examples that commenters could suggest that would
provide further interpretive help?
Issues
1. The definition proposed for a significant deficiency is stated too broadly. GAAS and Attestation
Standards issued by the AICPA define material weaknesses and reportable conditions. The final
rules issued by the SEC related to the requirements of §404 of the Sarbanes-Oxley Act of 2002 state
that the term significant deficiency has the same meaning as the term reportable condition (footnote
73). The PCAOB proposed standard has expanded the meaning of significant deficiency/reportable
condition beyond the original meaning of a reportable condition.
2. There is a large difference between a small error and an error that would result in a material
misstatement of financial statements. With the current proposal, any control weakness that could
allow an error that is not inconsequential will be considered a significant deficiency. Inconsequential
is difficult to define and will likely result in minor weaknesses considered as significant deficiencies.
The term significant deficiencies should be reserved for those deficiencies where errors of some
importance could occur. In addition, reportable conditions were not precisely defined and were left to
auditor judgment as to which issues were of enough importance to report to the audit committee. The
proposed definition of significant deficiency has been defined to include essentially all weaknesses
that could result in any observable error, as anything that is not irrelevant (defined as inconsequential
per Webster’s Dictionary) is now “significant.” This category should only include those weaknesses
with enough importance to warrant the attention of the audit committee.
3. An example of the potential result of the current proposed definition is included in example D1 of
Appendix D. In this example, a weakness would allow errors in the financial statements, but would
not allow errors that would result in a material misstatement due to adequate compensating controls.
However, this weakness is considered a significant deficiency because it could allow errors that are
more than inconsequential. The inherent risk in this example of a material misstatement, coupled with
the presence of effective high-level compensating controls, should not result in a weakness in internal
controls rising to the level of attention by the audit committee. This weakness should not result in a
material misstatement nor “grow into” such a weaknesses.
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4. The definition of significant deficiency should not rely on two key words (i.e., remote and
inconsequential) but should be explained through a discussion of the concepts. This is a difficult
concept to define and brevity of words is not possible. The standard should describe the attributes of
a weakness which would cause it to be considered a significant deficiency. These attributes would
likely include: potential to become a material weaknesses, pervasiveness in longevity and occurrence,
involving amounts that are important and normally warrant management’s immediate attention when
identified, occurrence in areas with high inherent risk of errors, lack of compensating controls, and
ability of management to manipulate financial statements as a result of the weakness.

Recommendations
1. The proposed standard has expanded the definition of significant deficiency to include more matters
than are reflected in the SEC rules. Significant deficiency should be defined as any item requiring the
attention of the audit committee. The determination of the deficiency as significant should be based
on a consideration of a number of factors and circumstances, not simply the interpretation of two
words (remote and inconsequential).
2. The examples in Appendix D could be improved by removing the immediate classification of the
deficiencies as significant primarily because of the potential errors being more than inconsequential.
The determination of the deficiency as significant should be based on a consideration of more factors
and circumstances, which would then need to be added to the examples.

IIA Issue # 11 – Rotation of Audit Work
Relevant Sections of the PCAOB Proposed Standard:
Paragraph 101
Question 11 - Is it appropriate to require the auditor to obtain evidence of the effectiveness of controls for
all relevant assertions for all significant accounts and disclosures every year, or may the auditor use some
of the audit evidence obtained in previous years to support his or her current opinion on management’s
assertion?
Issues
1. It is appropriate to require an auditor to obtain evidence of the effectiveness of controls for relevant
assertions for all significant accounts and disclosures every year, but not with a prohibition of using
some of the audit evidence obtained in previous years to support his or her current opinion on
management’s assertion. Requiring evidence of effectiveness every year does not preclude relying, in
part, on evidence obtained in prior years.
2. The prohibition against auditors relying on evidence obtained in prior years (i.e., using a rotational
audit plan) may reduce the effectiveness and efficiency of the audit. The proposed standard requires
the auditor to obtain sufficient evidence each year, which is interpreted as prohibiting rotational areas
of emphasis in audit testing from year to year. Rotating audit emphasis from year to year is a wellestablished technique. Many processes and control systems do not change significantly from one year
to the next. This can be validated through sufficient evidence gathering during the planning stage of
an audit. Requiring an auditor to test an area at the same level each year ignores this common
situation, reducing the efficiency of the audit. In addition, rotational testing allows an auditor to focus
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deeply on some areas in a given year. This deep level of testing brings a different perspective than
the auditor would get from a “minimum” level of testing required to be performed each year.
3. Rotating the depth of audit testing over a series of years does not preclude an auditor from obtaining
sufficient audit evidence to support an opinion each year. Professional judgment should be allowed
for the auditor to choose when he or she can rely on extensive audit work in a prior year, having
confirmed the lack of significant changes in the design or operating effectiveness of controls.
4. The wording of the current proposed standard is confusing as to the acceptability of rotational testing.
The introduction explanation on page 12 states that the new rules – “Resolves the issue of the extent
of testing from year to year (the ‘rotating tests of controls’ issue).” However, paragraph 101 of the
proposed rules directs the auditor to change the extent of testing from year to year and increase or
decrease the number of tests each year. These directives imply either a rotational testing approach, or
interjecting extraneous tests each year.

Recommendations
Paragraph 101 – Extent of Tests of Controls. [MODIFY – adding bolded content].
Each year the auditor must obtain sufficient evidence about whether the company’s internal control over
financial reporting, including the controls for all internal control components, is operating effectively. The
auditor also should vary from year to year the nature, timing, and extent of testing of controls to introduce
unpredictability into the testing and respond to changes in circumstances. For example, each year the
auditor might test the controls at a different interim period; increase or reduce the number and types of
tests performed; or change the combination of procedures used. The auditor should use judgment to
determine whether partial reliance on the results of testing from prior years is acceptable. Such
reliance will more likely be possible when the design and operations of the controls have not
changed significantly from the prior year. The auditor would need to confirm that the risk of an
unnoticed change in controls is low when planning on partial reliance on evidence gathered in the
prior year.
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THE INSTITUTE OF INTERNAL AUDITORS (IIA)
Attachment B - Reconciliation of Questions to IIA Response
Question

Relevant Reference in IIA
Response

1. Is it appropriate to refer to the auditor’s attestation of management’s assessment
of the effectiveness of internal control over financial reporting as the audit of
internal control over financial reporting?

Issues #5, #6

2. Should the auditor be prohibited from performing an audit of internal control
over financial reporting without also performing an audit of the financial
statements?

Issues #5, #6

3. Rather than requiring the auditor to also complete an audit of the financial
statements, would an appropriate alternative be to require the auditor to perform
the work with regard to the financial statements comparable to that required to
complete the financial statement audit?

--

4. Does the Board’s proposed standard give appropriate consideration to how
internal control is implemented in, and how the audit of internal control over
financial reporting should be conducted at, small and medium sized firms?

--

5. Should the Board, generally or in this proposed standards, specify the level of
competence and training of the audit personnel that is necessary to perform
specified auditing procedures effectively?

--

6. Is the scope of the audit appropriate in that it requires the auditor to both
evaluate management’s assessment and obtain, directly, evidence about whether
internal control over financial reporting is effective?

Issues #4, #6

7. Is it appropriate that the Board has provided criteria that auditors should use to
evaluate the adequacy of management’s documentation?

--

8. Is it appropriate to state that inadequate documentation is an internal control
deficiency, the severity of which the auditor should evaluate? Or should
inadequate documentation automatically rise to the level of significant deficiency
or material weakness in internal control?

--

9. Are the objectives to be achieved by performing walkthrough sufficient to
require the performance of walkthroughs?

Issue #2

10. Is it appropriate to require that the walkthrough be performed by the auditor
himself or herself, rather than allowing the auditor to use walkthrough procedures
performed by management, internal auditors, or others?

Issues #1, #2, #3

11. Is it appropriate to require the auditor to obtain evidence of the effectiveness
of controls for all relevant assertions for all significant accounts and disclosures
every year or may the auditor use some of the audit evidence obtained in previous
years to support his or her current opinion on management’s assessment?

Issue #11

12. To what extent should the auditor be permitted or required to use the work of
management and others?

Issues #1, #3, #9

13. Are the three categories of controls and the extent to which the auditor may
rely on the work of others appropriately defined?

Issues #3, #8, #9

1
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Question

Relevant Reference in IIA
Response

14. Does the proposed standard give appropriate recognition to the work of
internal auditors? If not, does the proposed standard place too much emphasis and
preference on the work of internal auditors or not enough?

Issue #1

15. Is the flexibility in determining the extent of reperformance of the work of
others appropriate, or should the auditor be specifically required to reperform a
certain level of work (e.g. reperform tests of all significant accounts or reperform
every test performed by others that the auditor intents to use)?

Issue #3, #8, #9

16. Is the requirement for the auditor to obtain the principle evidence, on an
overall basis, through his or her own work the appropriate benchmark for the
amount of work that is required to be performed by the auditor?

Issue #4

17. Will the definitions in the proposed standard of significant deficiency and
material weakness provide for increased consistency in the evaluation of
deficiencies? How can the definitions be improved?

Issue #10

18. Do the examples in Appendix D of how to apply these definitions in various
scenarios provide helpful guidance? Are there other specific examples that
commenters could suggest that would provide further interpretive help?

Issue #10

19. Is it necessary for the auditor to evaluate the severity of all identified internal
control deficiencies?

--

20. Is it appropriate to require the auditor to communicate all internal control
deficiencies (not just material weaknesses and significant deficiencies) to
management in writing?

--

21. Are the matters that the Board has classified as strong indicators that a
material weakness in internal control exists appropriately classified as such?

Issues #7, #10

22. Is it appropriate to require the auditors to evaluate the effectiveness of the
audit committee’s oversight of the company’s external financial reporting and
internal control over financial reporting?

Issue #7

23. Will auditors be able to effectively carry out their responsibility to evaluate the
effectiveness of the audit committee’s oversight?

Issue #7

24. If the auditor concludes that ineffective audit committee oversight is a material
weakness, rather than require the auditor to issue an adverse opinion with regard to
the effectiveness of the internal control over financial reporting, should the
standard require the auditor to withdraw from the engagement?

Issue #7

25. Is it appropriate that the existence of a material weakness would require the
auditor to express an adverse conclusion about the effectiveness of the company’s
internal control over financial reporting, consistent with the required reporting
model for management?

--

26. Are there circumstances where a qualified “except for” conclusion would be
appropriate?

--

27. Do you agree with the position that when the auditor issues a non-standard
opinion, such as an adverse opinion, that the auditor’s opinion should speak
directly to the effectiveness of the internal control over financial reporting rather
than to whether management’s assessment is fairly stated?

Issue #6
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Question

Relevant Reference in IIA
Response

28. Should the Board provide specific guidance on independence and internal
control-related non-audit services in the context of this proposed standard?

--

29. Are there any specific internal control-related non-audit services the auditor
should be prohibited from providing to an audit client?

--

30. Are the auditor’s differing levels of responsibility as they relate to
management’s quarterly certifications versus the annual (fourth quarter)
certification, appropriate?

--

31. Is the scope of the auditor’s responsibility for quarterly disclosures about the
internal control over financial reporting appropriate?

--
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INTEL CORPORATION
5350 N.E. Elam Young Parkway
Hillsboro, OR 97124
November 19, 2003
Office of the Secretary
Public Company Accounting Oversight Board
1666 K Street, N.W.
Washington, D.C. 20006-2803
Re:

PCAOB Rulemaking Docket Matter No. 008

Ladies and Gentlemen:
Thank you for the opportunity to comment on the Proposed Auditing Standard, An Audit of
Internal Control Over Financial Reporting Performed in Conjunction With an Audit of the
Financial Statements (the “Proposed Standard”). This Proposed Standard concerns attestation
engagements pursuant to Sections 103(a)(2)(A)(iii) and 404(b) of the Sarbanes-Oxley Act of
2002 (the “Act”). On behalf of Intel Corporation, we offer the following comments with regard
to the Proposed Standard.
EXECUTIVE SUMMARY
General Comment.
We believe it is important to retain focus on the Act’s original objective of reinforcing “the
responsibility of management for establishing and maintaining an adequate internal control
structure and procedures for financial reporting.”1 Unfortunately, the prescriptive nature of the
Proposed Standard could undermine the Act’s objective by seemingly placing much of the
burden of providing reasonable assurance on the shoulders of external auditors. Instead, we
recommend the Proposed Standard be modified to reinforce management’s role in assessing
internal controls over financial reporting.
Reliance on the work of others.
We applaud the Public Company Accounting Oversight Board’s (“PCAOB”) sensitivity to costbenefit considerations in its statement: “[t]he more extensive and reliable management’s
assessment is, the less extensive and costly the auditor’s work will need to be.”2 However, we
believe the totality of the Proposed Standard unnecessarily restricts the auditor’s ability to rely
on competent management and internal audit work. Specifically, the Proposed Standard states:
“the auditor’s own work must provide the principal evidence for the audit opinion.”3 The
Proposed Standard then proceeds to bar the use of management and internal audit testing in the
broad areas of: (1) “controls that are part of the control environment”; (2) “controls over the
1

Sarbanes-Oxley Act of 2002 §404(a)(1), Pub. L. No. 107-204, 116 Stat. 745.
PCAOB Release No. 2003-017, Proposed Auditing Standard, An Audit of Internal Control Over Financial
Reporting Performed in Conjunction With an Audit of Financial Statements 8 (Oct. 7, 2003).
3
Id. at 14.
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period-end financial reporting process”; and (3) “controls that have a pervasive effect on the
financial statements, such as certain information technology general controls . . . .”4 Finally, the
Proposed Standard limits the use of management and internal audit testing of “controls over
significant nonroutine and nonsystematic transactions.”5
The Proposed Standard should allow both internal and external audit to modulate the scope of
required testing consistent with the quality of management’s work as determined in the auditor’s
judgment. If management’s work is sufficiently planned and executed, then duplicative testing
imposes substantial costs on companies with questionable benefit for investors. Additionally, as
discussed further below, while we do not support the PCAOB’s proposal to characterize the
internal control attestation as an audit, the concept of integrating the financial statement audit
and internal controls attestation should be reinforced throughout the Proposed Standard. We
expect there will be ample opportunity to leverage the financial statement audit to satisfy internal
controls validation requirements.
Moreover, the Proposed Standard should allow broad reliance on internal audit’s work where
external audit determines internal audit is competent, objective, and sufficiently independent. As
drafted, the Proposed Standard is even more restrictive than the current model used for financial
statement audits under Statement on Auditing Standards No. 65.6 For example, when conducting
the financial statement audit, external audit routinely relies on internal audit to test IT general
controls. The Proposed Standard should carry such reliance forward to the attestation work.
Introduction of new and broad terminology.
While we appreciate the PCAOB’s efforts to clarify the definition of “significant deficiency,”
which is not currently well defined in the auditing literature, we believe the PCAOB’s proposed
definitions of both “significant deficiency” and “material weakness” capture an unnecessarily
low and insignificant level of control deficiencies which were not within the intent of Congress
when the Act was adopted, and also introduce significant ambiguities which will make it difficult
for companies or external auditors to interpret and apply the definitions. This lowering of the
reporting threshold, with its effect of inundating management and the audit committee with an
overwhelming volume of low-level deficiencies, could unintentionally dilute management and
audit committee focus on those deficiencies truly warranting their attention. Furthermore, we are
concerned by language that indicates an accumulation of significant deficiencies, in and of itself,
could lead to a material weakness. If the significant deficiency threshold is lowered and
significant deficiencies are then accumulated to lead to a material weakness conclusion, the
unintended result may be investor confusion, not insight, on the actual severity of internal
controls deficiencies.
As an alternative to the PCAOB’s approach, we recommend the Proposed Standard give
companies and the external auditors latitude to exercise judgment in determining those
deficiencies that are significant enough to be elevated to management and the audit committee,
or disclosed in public filings, while using more well-established terminology to provide
4

Id. at A-38.
Id.
6
The Auditor’s Consideration of the Internal Audit Function in an Audit of Financial Statements (AICPA,
Professional Standards, vol. 1, AU § 322).
5
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definitional guidance. Rather than introducing the term “inconsequential” in the significant
deficiency definition, we recommend that the PCAOB use the well-understood concept of
materiality in addressing the magnitude of both a significant deficiency and a material weakness,
and use different degrees of likelihood to distinguish between the two. Specifically, we
recommend that the definitions hinge on whether there is a reasonable possibility individual or
aggregated deficiencies would lead to a material adjustment in the financial statements, in the
case of significant deficiencies, and on whether it is reasonably likely the deficiencies would lead
to a material adjustment in the financial statements, in the case of material weaknesses. Using
terminology that is already well-interpreted in the auditing literature, Securities and Exchange
Commission (“SEC”) guidance and judicial decisions will give companies and auditors greater
ability to apply the definitions in exercising their judgment.
In addition, we request the PCAOB avoid using terminology that appears to extend beyond the
financial reporting controls scope of the SEC’s rules. For instance, ineffective internal audit, risk
assessment, and regulatory compliance functions are listed as examples of significant
deficiencies.7 Yet in many companies, these functions extend beyond the realm of internal
controls over financial reporting.
Role of the audit committee.
We recognize and fully support the audit committee’s critical role in corporate governance. The
audit committee should ensure proper tone at the top and act as an escalation point, but because it
is difficult for the committee to truly understand the detailed operation of the company, it should
not be expected to engage in the lower levels of internal control. The audit committee should not
be inundated with reports of mundane and immaterial deficiencies. Thus, the Proposed Standard
should not require the auditor to report all deficiencies to the audit committee, but should instead
require the auditor to exercise judgment to determine which issues are sufficiently significant to
warrant audit committee notification. In exercising this professional judgment, the auditor
should evaluate whether there are effective measures and escalation channels in place to provide
appropriate management and audit committee visibility to significant deficiencies and material
weaknesses. In summary, we believe the Proposed Standard should focus on proper reporting
processes and escalation procedures as opposed to requiring the escalation of all deficiencies.
Furthermore, under Section 301 of the Act, “[t]he audit committee . . . shall be directly
responsible for the appointment, compensation, and oversight of the work of any registered
public accounting firm employed by that issuer . . . .”8 Therefore, there is an inherent conflict of
interest with the external auditor evaluating the effectiveness of the audit committee.
Consistency with the COSO Framework.
The Proposed Standard aptly recognizes many of the inherent limitations of internal control over
financial reporting; however, the Proposed Standard fails to include the critical cost-benefit
limitation called out in the COSO Framework. The COSO Framework states: “Another limiting
factor is that the design of an internal control system must reflect the fact that there are resource

7
8

Id. at A-43.
Sarbanes-Oxley Act of 2002, Pub. L. No. 107-204, 116 Stat. 745.
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constraints, and the benefits of controls must be considered relative to their costs.”9 We request
this, or similar, language be added to the inherent limitations section of the Proposed Standard.
In closing, we would like to reinforce that Intel fully supports management accountability for
maintaining effective internal controls over financial reporting. The Proposed Standard should
build on that ownership model and allow greater reliance on the thorough and competent work of
both management and internal audit. Otherwise, costs are likely to escalate well beyond any
benefits to be achieved.
We thank you for consideration of our views. We have also attached our responses to the
PCAOB’s 31 questions in Exhibit A. Please contact Jim Campbell at (503) 696-7931 if you
would like any further information in connection with our comments.
Regards,
Jim Campbell
Corporate Controller
Intel Corporation

9

Committee of Sponsoring Organizations of the Treadway Commission (“COSO”), Internal Control-Integrated
Framework 6 (1994).
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EXHIBIT A
RESPONSES TO PCAOB QUESTIONS
Questions regarding an integrated audit of the financial statements and internal control
over financial reporting:
1. Is it appropriate to refer to the auditor's attestation of management's assessment of the
effectiveness of internal control over financial reporting as the audit of internal control
over financial reporting?
No. Pursuant to Section 404(b) of the Act, “each registered public accounting firm . . . shall
attest to, and report on, the assessment made by the management of the issuer.”10 In doing so,
the auditor is expressing a conclusion about the reliability of management’s written assertion.
To conclude on management’s assertion, the auditor will need to perform sufficient attest
procedures to reduce to a low level the probability of not discovering materially misstated
assertions. But the level of testing would not be as extensive as that required in an “audit” of
internal control over financial reporting, where it would be necessary for the auditor to opine on
the effectiveness of the design and operation of controls.
We are concerned that the PCAOB’s use of the term audit in place of attestation conveys an
inordinate emphasis on independent testing. While we acknowledge the benefits of selective
independent testing to validate management’s assessment, non-value-added, duplicative testing
needlessly increases costs to companies and investors. Additionally, calling this the audit of
internal control over financial reporting makes it appear this is a stand-alone audit. Instead, we
recommend the PCAOB select language that reinforces the concept of integrating the financial
statement audit and internal controls attestation.
2. Should the auditor be prohibited from performing an audit of internal control over
financial reporting without also performing an audit of the financial statements?
While an absolute bar on separate engagements is theoretically unnecessary, in practice, separate
engagements would be costly and inefficient. We therefore expect to use the same auditing firm
for both the internal control attestation and the financial statements audit.
3. Rather than requiring the auditor to also complete an audit of the financial statements,
would an appropriate alternative be to require the auditor to perform work with regard to
the financial statements comparable to that required to complete the financial statement
audit?
Some companies may feel it is important to have this flexibility. This would not be a costeffective approach for us, and we therefore have no issue with requiring that the same auditing
firm conduct both engagements.

10
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Question regarding the costs and benefits of internal control:
4. Does the Board's proposed standard give appropriate consideration to how internal
control is implemented in, and how the audit of internal control over financial reporting
should be conducted at, small and medium-sized issuers?
As this question does not pertain to Intel, we have no comment on this matter. However, it
should be noted that COSO’s study of fraudulent financial reporting found:
Relative to public registrants, companies committing
financial statement fraud were relatively small. The typical
size of the sample companies ranged well below $100
million in total assets in the year preceding the fraud
period. Most companies (78 percent of the sample) were
not listed on the New York or American Stock
Exchanges.11
Question regarding the audit of internal control over financial reporting:
5. Should the Board, generally or in this proposed standard, specify the level of competence
and training of the audit personnel that is necessary to perform specified auditing
procedures effectively? For example, it would be inappropriate for a new, inexperienced
auditor to have primary responsibility for conducting interviews of a company's senior
management about possible fraud.
No. The PCAOB should leave it to the audit firm to determine the professional competencies
and training necessary to execute the attestation in accordance with the Proposed Standard’s
framework. The PCAOB, however, should encourage audit firms to include COSO and other
internal controls training in their curriculums. Additionally, it is important for the auditors to
have the business context for the particular engagement in order to perform an internal controls
evaluation effectively.
Questions regarding evaluation of management's assessment:
6. Is the scope of the audit appropriate in that it requires the auditor to both evaluate
management's assessment and obtain, directly, evidence about whether internal control
over financial reporting is effective?
While the auditor should leverage competent management work and the integrated financial
statement audit to minimize redundant testing, we do support selective independent testing. This
cost-sensitive approach will allow the auditor to satisfy his or her obligation to validate
management’s assessment and will encourage management to develop quality documentation
and test procedures.

11

COSO, Fraudulent Financial Reporting: 1987-1997 - An Analysis of U.S. Public Companies, available at
http://www.coso.org.
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7. Is it appropriate that the Board has provided criteria that auditors should use to
evaluate the adequacy of management's documentation?
We also support the flexibility to tailor the form of the documentation to the individual company
circumstances and to allow auditor judgment in evaluating the adequacy of the documentation.
8. Is it appropriate to state that inadequate documentation is an internal control deficiency,
the severity of which the auditor should evaluate? Or should inadequate documentation
automatically rise to the level of significant deficiency or material weakness in internal
control?
The auditor should evaluate the impact of inadequate documentation on internal control. As
documentation is only one indication of good internal control, inadequate documentation should
not automatically rise to the level of a significant deficiency, material weakness, or for that
matter, a deficiency. Per the COSO Framework: “Many controls are informal and
undocumented, yet are regularly performed and highly effective. . . . The fact that controls are
not documented does not mean that an internal control system is not effective, or that it cannot be
evaluated.”12
Questions regarding obtaining an understanding of internal control over financial
reporting:
9. Are the objectives to be achieved by performing walkthroughs sufficient to require the
performance of walkthroughs?
First, we believe the Proposed Standard should give the auditor latitude to determine the
appropriate scope of walkthroughs. Additionally, the Proposed Standard should reinforce the
concept of integration. Wherever possible, walkthroughs should be conducted in a manner that
simultaneously achieves the objectives of both the financial statement audit and internal controls
attestation. Furthermore, as discussed in our answer to Question 10, the auditor need not
personally conduct all walkthroughs but should instead be able to rely on walkthroughs
performed by management and internal audit. Finally, certain processes do not lend themselves
to walkthroughs so auditor judgment would be required to determine the appropriate test
procedures.
10. Is it appropriate to require that the walkthrough be performed by the auditor himself
or herself, rather than allowing the auditor to use walkthrough procedures performed by
management, internal auditors, or others?
No, it would not be appropriate to require the auditor to personally conduct all walkthroughs.
We believe the auditor should have the flexibility to vary the number and scope of the required
walkthroughs based on the quality and completeness of management’s documentation and
internal audit’s test procedures. In addition, the walkthrough strategy should capitalize on the
integration of the financial statement audit and internal controls attestation.
12

COSO, Internal Control-Integrated Framework 73 (1994).
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Question regarding testing operating effectiveness:
11. Is it appropriate to require the auditor to obtain evidence of the effectiveness of controls
for all relevant assertions for all significant accounts and disclosures every year or may the
auditor use some of the audit evidence obtained in previous years to support his or her
current opinion on management's assessment?
While it is reasonable for the auditor to obtain annual evidence of the effectiveness of controls
for significant accounts, the Proposed Standard should not require the auditor to obtain direct
evidence on all accounts every year. Instead, the auditor should have the flexibility to rely on
management’s work and the ability to leverage accumulated learning from prior years. A more
restrictive approach would increase costs with questionable benefit for investors.
In addition, the test plan should carefully consider the quality of management’s assessment to
determine the scope of testing required. Similarly, based on the independence and proficiency of
the internal audit function, greater reliance could be placed on internal audit’s testing.
Questions regarding using the work of management and others:
12. To what extent should the auditor be permitted or required to use the work of
management and others?
The Proposed Standard should allow both internal and external audit to modulate the scope of
the required testing based on the quality of management’s assessment. Moreover, the Proposed
Standard should allow greater reliance on independent, competent testing by internal audit. If
management’s work and internal audit’s testing are sufficiently planned and executed,
duplicative efforts needlessly increase costs to companies and investors.
13. Are the three categories of controls and the extent to which the auditor may rely on the
work of others appropriately defined?
The categories are overly restrictive. To avoid non-value-added rework, the Proposed Standard
should reinforce integration of the financial statement audit and internal controls attestation and
should allow the auditor to flex the reliance level based on the competence and completeness of
management’s and internal audit’s work.
14. Does the proposed standard give appropriate recognition to the work of internal
auditors? If not, does the proposed standard place too much emphasis and preference on
the work of internal auditors or not enough?
No. As stated in our cover letter, the independent testing guidelines unduly restrict the use of
internal audit’s work. The Proposed Standard should allow broad reliance on internal audit’s
work where external audit determines internal audit is competent, objective, and sufficiently
independent.

8
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15. Is the flexibility in determining the extent of reperformance of the work of others
appropriate, or should the auditor be specifically required to reperform a certain level of
work (for example, reperform tests of all significant accounts or reperform every test
performed by others that the auditor intends to use)?
Additional restrictions are not necessary. The auditor should be able to use his or her
professional judgment to determine the extent of reperformance.
16. Is the requirement for the auditor to obtain the principal evidence, on an overall basis,
through his or her own work the appropriate benchmark for the amount of work that is
required to be performed by the auditor?
No. First, we would ask for a more robust definition of what would constitute principal
evidence. This definition should recognize that principal evidence is composed of both
quantitative and qualitative elements. Additionally, we note that an inflexible principal evidence
benchmark would fail to recognize fact-specific circumstances. The auditor should utilize his or
her professional judgment to vary reliance consistent with the quality of management’s work and
internal audit’s testing. Where management has performed a quality assessment and internal
audit has performed competent testing, the auditor should have the flexibility to rely more
heavily on their work.
Questions regarding evaluating results:
17. Will the definitions in the proposed standard of significant deficiency and material
weakness provide for increased consistency in the evaluation of deficiencies? How can the
definitions be improved?
As stated in our cover letter, we recommend the Proposed Standard give companies and external
auditors latitude to exercise judgment in determining those deficiencies that are significant
enough to be elevated to management and the audit committee, or disclosed in SEC filings. It is
important though, to promote consistency in exercising this judgment, that the rules provide
adequate definitional guidance using terminology that is already well-interpreted in the auditing
literature, SEC rules and interpretations, and judicial decisions. We believe that Congress
intended the Act’s reporting and disclosure requirements related to significant deficiencies and
material weaknesses to apply to serious control issues that run real risks of causing significant
financial reporting issues, and the definitions set forth in the Proposed Standard instead reach
immaterial and insignificant control issues. Consequently, if these definitions are adopted, we
believe audit committees and investors will be inundated with irrelevant information, increasing
the risks that audit committees will fail to fully appreciate and follow up on the truly serious
issues and investors will simply be confused. We do not believe the “more than remote” and
“more than inconsequential” terminology used in these definitions will promote increased
consistency, because we believe that the lines between “slight” and “more than slight”, and
between “inconsequential” and “more than inconsequential” are very difficult to draw and even
reasonable issuers acting with the best of intentions will inevitably interpret those terms
differently in similar fact situations.
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As an initial matter, by introducing the term “more than inconsequential” in the description of a
significant deficiency, the PCAOB has created unnecessary ambiguity. It is not at all clear what
this term means, or where the line is between something that is completely inconsequential and
something that is slightly less, or in the PCAOB’s terminology, “more than” inconsequential.
Both definitions should hinge on whether the deficiencies at issue could lead to a material
adjustment in the financial statements, and the distinction between a significant deficiency and a
material weakness should be determined by reference to the degree of likelihood that a material
financial reporting issue will result.
The use of “more than remote” as the degree of likelihood in the significant deficiency and
material weakness definitions establishes an unnecessarily low bar for control deficiencies that
would require reporting to the audit committee or a conclusion that the company’s controls are
ineffective.13 We believe the PCAOB’s definitions are inconsistent with the definitions of
material weakness and reportable condition (from which the term “significant deficiency”
appears to have been derived) that existed in the audit literature at the time the Act was passed
and therefore must be afforded due consideration in determining Congressional intent. The
definition of material weakness is a “reportable condition in which the design or operation of one
or more of the internal control components does not reduce to a relatively low level the risk
that misstatements caused by error or fraud in amounts that would be material in relation to the
financial statements being audited may occur and not be detected within a timely period by
employees in the normal course of performing their assigned functions.”14 Reportable conditions
are “matters coming to the auditor’s attention that, in his (or her) judgment, should be
communicated to the audit committee because they represent significant deficiencies in the
design or operation of the internal control, which could adversely effect the organization’s
ability to initiate, record, process, and report financial data consistent with the assertions of
management in the financial statements.”15 The auditing literature already contains substantial
guidance on the factors that should be considered in determining whether there is a reportable
condition or a material weakness and we do not believe the PCAOB should supplant that
guidance in these rules.
We believe it would be more appropriate for the PCAOB rules to use the existing terms
“reasonably possible” and “reasonably likely” in these definitions. The FAS 5 definition of
“reasonably possible” is more than remote but less than likely, and the SEC’s definition of
“reasonably likely” is more than merely possible but not necessarily more likely than not.16 By
using a range, these definitions provide better guidance for the exercise of judgment when
evaluating the seriousness of control deficiencies.
13

We have the same concern with the “more than remote” threshold as used in other parts of the Proposed Standard,
such as paragraph 61addressing the definition of a significant account. We strongly urge the PCAOB to address the
difficulties of determining when the chances of an event occurring are more than slight, and to revise these
references throughout the Proposed Standard to, at minimum, a “reasonably possible” standard.
14
Statement on Auditing Standards No. 60, Communication of Internal Control Structure Related Matters Noted in
an Audit (AICPA, Professional Standards, vol. 1, AU § 325) (emphasis added).
15
Id. (emphasis added).
16
See SEC Release No. 33-8182; 34-47264 - Disclosure in Management's Discussion and Analysis (“MD&A”)
about Off-Balance Sheet Arrangements and Aggregate Contractual Obligations, note 99 and related text; SEC
Release Nos. 33-8185; 34-47276 - Implementation of Standards of Professional Conduct for Attorneys, note 50 and
related text.
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We note that in SEC Release No. 33-8182; 34-47264 - Disclosure in Management's Discussion
and Analysis (“MD&A”) about Off-Balance Sheet Arrangements and Aggregate Contractual
Obligations, the SEC decided to adopt a “reasonably likely” standard for disclosure of offbalance sheet arrangements in MD&A, after first considering an earlier proposed “higher than
remote” standard. The “higher than remote” standard was initially proposed by the SEC because
Section 401(a) of the Act refers to disclosure of off-balance sheet arrangements that "may" have
a material future effect on the registrant. In its commentary on why it chose to adopt the
“reasonably likely” threshold, the SEC noted that this standard reached the information most
relevant to investors, noted the difficulties issuer would have in applying the “higher than
remote” threshold, and concluded: “We believe that the ‘reasonably likely’ threshold best
promotes the utility of the disclosure requirements by reducing the possibility that investors will
be overwhelmed by voluminous disclosure of insignificant and possibly unnecessarily
speculative information.” We note the use of the word “could” in the reportable condition
definition and Section 401(a)’s use of the word “may,” and the SEC’s adoption of a “reasonably
likely” threshold in the Section 401(a) context.
In light of the SEC’s interpretation of Section 401(a), it is possible to conclude that the term
“could” in the reportable condition definition translates into a “reasonably likely” threshold for
significant deficiencies, and the threshold for material weaknesses should be even higher, such as
a “more likely than not” or “probable” standard. However, we believe that the term “does not
reduce to a relatively low level” from the existing material weakness definition is inconsistent
with the use of a threshold higher than reasonable likelihood. Therefore, we think thresholds of
“reasonable likelihood” for material weaknesses, and “reasonable possibility” for significant
deficiencies are the most consistent with existing literature and interpretations, and we also
believe these thresholds will promote greater certainty and reduced compliance burdens for
issuers, while avoiding the risk of inundating audit committees and investors with voluminous
and irrelevant information.
In conclusion, we recommend that the definitions hinge on whether there is a reasonable
possibility individual or aggregated deficiencies would lead to a material adjustment in the
financial statements, in the case of significant deficiencies, and on whether it is reasonably likely
the deficiencies would lead to a material adjustment in the financial statements, in the case of
material weaknesses.
18. Do the examples in Appendix D of how to apply these definitions in various scenarios
provide helpful guidance? Are there other specific examples that commenters could suggest
that would provide further interpretive help?
Providing examples in the Proposed Standard would perhaps be useful, but the examples in the
Proposed Standard are limited in their usefulness. First, in the two examples of a significant
deficiency, the PCAOB indicates compensating controls may prevent a significant deficiency
from rising to the level of a material weakness. We agree with that premise but would also note
that such controls could keep a deficiency from becoming a significant deficiency. Additionally,
it is difficult to understand why Example D-1 (Reconciliations of Intercompany Accounts Are

11

File No. PCAOB-2004-03 Page No. 1242

Not Performed on a Timely Basis) would rise to the level of a significant deficiency or material
weakness. Such intercompany accounts are eliminated in consolidation.
19. Is it necessary for the auditor to evaluate the severity of all identified internal control
deficiencies?
The auditor should only elevate internal control deficiencies where the significance and
materiality are at an appropriately high level. There should be a threshold of significance below
which the auditor relies on management
20. Is it appropriate to require the auditor to communicate all internal control deficiencies
(not just material weaknesses and significant deficiencies) to management in writing?
No, refer to our response to Question 19.
Furthermore, as discussed in our cover letter, the Proposed Standard sets up an unwarranted
escalation of non-significant and non-material items to the audit committee. “The auditor . . . is
required to communicate to the company’s management, in writing, all internal control
deficiencies of which he or she is aware and to notify the audit committee that such
communication has been made.”17
21. Are the matters that the Board has classified as strong indicators that a material
weakness in internal control exists appropriately classified as such?
We agree with the majority of the examples provided they are merely illustrative and do not
impede the auditor’s ability to take the facts and circumstances of each case into account.
However, in some cases, the examples of ineffective internal audit, risk assessment, and
regulatory compliance functions would extend beyond the Act’s scope of financial reporting
controls. In addition, in accordance with our response to Question 22, we would strike the
example of ineffective audit committee oversight as the external auditor could have difficulty
objectively evaluating the audit committee.
22. Is it appropriate to require the auditors to evaluate the effectiveness of the audit
committee's oversight of the company's external financial reporting and internal control
over financial reporting?
No. There is the potential for compromised independence with the proposed evaluation process.
An auditor cannot be expected to objectively evaluate the effectiveness of the committee that
carries the responsibility for its continued employment and compensation.
23. Will auditors be able to effectively carry out their responsibility to evaluate the
effectiveness of the audit committee's oversight?
No. Refer to our answer to Question 22.
17

PCAOB Release No. 2003-017, Proposed Auditing Standard, An Audit of Internal Control Over Financial
Reporting Performed in Conjunction With an Audit of Financial Statements 16 (Oct. 7, 2003) (emphasis added).
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24. If the auditor concludes that ineffective audit committee oversight is a material
weakness, rather than require the auditor to issue an adverse opinion with regard to the
effectiveness of the internal control over financial reporting, should the standard require
the auditor to withdraw from the audit engagement?
No. We do not believe this would be an appropriate response.
Questions regarding forming an opinion and reporting:
25. Is it appropriate that the existence of a material weakness would require the auditor to
express an adverse conclusion about the effectiveness of the company's internal control
over financial reporting, consistent with the required reporting model for management?
In answering this question, we are assuming the PCAOB is referring to a situation where a
material weakness exists as of the end of the period. In that circumstance, the SEC’s rules make
it clear that: “[m]anagement is not permitted to conclude that the [company’s] internal control
over financial reporting is effective . . . .”18 To avoid confusing investors, the auditor should also
express an adverse conclusion about the effectiveness of the company’s internal control over
financial reporting.
If, however, the material weakness has been identified and corrected prior to the end of the
period, both management and the auditor could conclude the company’s internal control over
financial reporting is effective.
26. Are there circumstances where a qualified "except for" conclusion would be
appropriate?
Yes. We believe qualified “except for” conclusions would actually allow for more meaningful
public disclosure in certain cases. For instance, mergers and acquisitions occurring close to year
end could warrant an “except for” conclusion. An adverse opinion in that circumstance could
mislead the public to believe internal controls are not effective, when in fact, this is just a case of
having inadequate time to fully assess the internal controls. Another example might be a case
where a subsidiary representing an insignificant percentage of the parent’s equity has a material
weakness. As the Proposed Standard is drafted, the auditor would be required to issue an
adverse opinion. However, this adverse opinion would do little to inform investors of the true
nature of the deficiency or its effect on the overall control environment of the parent corporation.

18

Final Rule: Management's Report on Internal Control Over Financial Reporting and Certification of Disclosure in
Exchange Act Periodic Reports, Securities and Exchange Commission Release Nos. 33-8238, 34-47986, IC-26068,
68 Fed. Reg. 36663 (June 18, 2003).
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27. Do you agree with the position that when the auditor issues a nonstandard opinion,
such as an adverse opinion, that the auditor's opinion should speak directly to the
effectiveness of the internal control over financial reporting rather than to whether
management's assessment is fairly stated?
Consistent with our answer to Question 1, we believe the auditor should conclude on
management’s written assertion, not opine on the effectiveness of the internal controls over
financial reporting. The opinion would speak to management’s assessment and the basis of
disagreeing with management’s assessment would be the auditor’s concern about the internal
controls.
Questions regarding auditor independence:
28. Should the Board provide specific guidance on independence and internal controlrelated non-audit services in the context of this proposed standard?
No. It should be left to the discretion of individual boards of directors, based on the existing
SEC guidance. Many boards, including Intel’s, already supply such guidance.
29. Are there any specific internal control-related non-audit services the auditor should be
prohibited from providing to an audit client?
Yes, but we believe the existing SEC guidance is sufficient.19
Questions regarding auditor's responsibilities with regard to management's
certifications:
30. Are the auditor's differing levels of responsibility as they relate to management's
quarterly certifications versus the annual (fourth quarter) certification, appropriate?
In general, yes. However, the written representation requirements in paragraph 128 on page A44 largely replicate the signed 302 certifications. The notarized 302 certifications should be
sufficient representation.
31. Is the scope of the auditor's responsibility for quarterly disclosures about
the internal control over financial reporting appropriate?
Our answer to this question depends on the PCAOB’s interpretation of “limited procedures.”20 If
observation is broadly construed to include walkthroughs, it is an unnecessary change.

19

See Final Rule: Strengthening the Commission's Requirements Regarding Auditor Independence, Securities and
Exchange Commission Release Nos. 33-8183, 34-47265, 35-27642, IC-25915, IA-2103, 68 Fed. Reg. 6010-17
(February 5, 2003).
20
PCAOB Release No. 2003-017, Proposed Auditing Standard, An Audit of Internal Control Over Financial
Reporting Performed in Conjunction With an Audit of Financial Statements A-61 (Oct. 7, 2003).
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Additionally, given there is no audit of the quarterly financial statements, walkthroughs would be
inconsistent with the integration concept.
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November 21, 2003
Office of the Secretary
Public Company Accounting Oversight Board
1666 K Street, N.W.
Washington, DC 20006-2803
Re: Proposed Auditing Standards Concerning the Audit of Internal Control
(PCAOB Rulemaking Docket Matter No. 008)

The purpose of this letter is to respond on behalf of Irwin Financial Corporation to the
proposed auditing standards for the audit of internal control over financial reporting
performed in conjunction with an audit of financial statements. Irwin Financial
Corporation is a diversified financial services company with $5 billion in assets that
provides a broad range of consumer and commercial financial services in selected
markets.
We believe, in general, that the Board’s proposals to require greater oversight of internal
controls by the external auditor will continue to enhance corporate governance practices
and public confidence that registered companies in the United States have implemented
and maintain appropriate control environments and systems of internal controls.
However, we have some concerns regarding certain requirements in the proposal that we
believe will result in substantial duplication of control testing and cost, and which will
substantially exceed the benefits derived. Accordingly, our comments below address
those specific issues in the proposal that are of greatest concern on our part.
The proposed standards equate the work performed by internal auditors with procedures
and testing performed by management. The current proposal also places significant
limitations on the ability of the external auditor to rely on the work of internal auditors.
For example, the external auditor is required to perform all “walkthroughs” in each
annual audit, all testing of information technology general controls, all work concerning
evaluation of the control environment, including controls intended to prevent or detect
fraud, and all testing of controls over the period-end financial reporting process. The
standards also require that the external auditor’s work must provide the “principal”
evidence for their opinion.
We believe that the proposed standards are overly prescriptive and rigid. Based on our
discussion with external auditors, these requirements will result in significant duplication
of the work already performed by our internal auditors, significant increases in external
audit costs, and significant disruptions to our operations as multiple parties review and
test the same controls every year. We do not believe that such duplication and increased
cost is necessary or warranted in most cases.
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It appears that the prescriptive nature of the standards is based on a lack of comfort with
the work performed by internal audit functions. In fact, the proposal does not distinguish
between the work performed by internal audit and management. Most internal audit
functions report directly to the audit committee of the Board of Directors, with the
engagement, termination, and compensation of the Chief Audit Executive being
determined by the Audit Committee, the same as in the case of the external auditor.
Many internal audit functions are also highly professional, with staffs whose experience
often exceed those of the external auditors participating in the examination of the
company. On the other hand, control self-assessments or other control verification
performed by management is not independent and may not be objective or completed by
individuals with the appropriate level of expertise. Therefore, we believe that the
standards should reflect these differences, and accordingly, the level of external auditor
reliance that is appropriate based on the work of these groups should be differentiated.
We believe that the external auditor should have significant discretion in placing reliance
on the work of internal audit and be able to rely on that work extensively, if deemed
appropriate based on the quality of the internal audit function. Rather than placing
significant restrictions on the use of internal audit work, we believe that it would be more
appropriate to place standards that the internal auditor must satisfy in order for the
external auditor to rely on their work. Standards established by the Institute of Internal
Auditors or other professional organizations may be appropriate. Clearly, the external
auditor must assess the independence, objectivity, competence and quality of the work
performed by internal audit and their compliance with agreed-upon standards before they
could conclude on their ability to rely on internal audit’s work. Standards for such an
assessment of the internal audit function are already addressed in SAS No. 65, The
Auditor’s Consideration of the Internal Audit Function in an Audit of Financial
Statements, and could also be applied to the audit of controls over financial reporting.
Based on the results of this assessment, the external auditor should then be able to place
extensive reliance on the work of the internal auditor if it determines that it is appropriate
based on the assessment of the internal audit function.
We believe this approach will also have positive side-benefits. Since weaknesses in
internal audit functions will require greater external auditor validation of internal
controls, and consequently greater cost, this will provide a significant incentive for board
of directors and audit committees to raise the quality of their internal audit functions.
Conversely, the currently proposed standards are likely to result in unintended
consequences. Given the Board’s responsibility to balance the expectations of various
stakeholders, including shareholders, board of directors may conclude that the testing of
internal audit functions is duplicative and unnecessary in those areas where the external
auditor is not permitted to place reliance on internal audit work. This could result in
situations where management certifications are solely based on management selfassessments, which may not be objective or verified by individuals who have expertise in
risk and control analysis, with the independent validation left to the testing that the
external auditor is required to perform. Therefore, we believe that the current proposals
could result in decreased reliance in internal auditors and overall weakening of these
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independent risk and control oversight functions. Such an occurrence will actually result
in reduced assurance on the quality of internal controls over financial reporting.
For example, although we currently have a small audit function consisting of 11
employees, the staff consists of professional auditors with an average of 11 years of audit
experience and 19 years of financial services experience (including experience in senior
financial reporting positions, such as controller, senior accounting managers, etc.). All of
our internal auditors have at a minimum a bachelors’ degree (primarily finance or
accounting majors) with 36% having obtained a masters degree; 64% have obtained audit
related professional certifications (CPA, CBA, CISA, etc.); and 36% of our staff have
earned their CPA. We believe that continued investment in such an internal audit
function will be difficult if the proposed standards limit the external auditor’s ability to
rely on their work, including reliance on the walkthroughs and I.T. general controls
audits which are an integral part of our Corporation’s internal audit processes.
The requirement that “the auditor must obtain evidence of the effectiveness of controls
for all relevant assertions for all significant accounts and disclosures every year” also
appears excessive. We believe that the external auditor should have the discretion to use
their judgment and risk assessment to determine the extent of testing necessary to support
the opinion concerning the effectiveness of controls over financial reporting. The current
proposal could result in significant testing in areas where no changes have occurred from
prior audits and does not adequately differentiate for different levels of risk at different
organizations. For example, the level of control testing necessary should be much
different in an organization with a history of poor controls, negative surprises, and
significant changes than in an organization that has a strong control environment and
stable operations that have proven effective for many years, and where changes from
previous years have been minimal. However, this requirement does not permit the
external auditor to differentiate the level of testing necessary based on such risk
assessments.
We also believe that it is inappropriate to require the external auditor to assess the
effectiveness of audit committees. This is not practical and will place the external
auditor in a significant conflict of interest since the audit committee is responsible for the
engagement or termination of the audit firm, as well as approval of any non-audit
services that the external auditor performs and the level of compensation for such
services. This will again place the external auditor in a conflict of interest situation when
the intent of various reforms in recent year has been to reduce or eliminate such conflicts.
We also do not believe that the external auditor is in a position to assess the effectiveness
of the audit committee. Audit committee members generally include individuals with
significant experience and expertise in a broad number of areas. In addition to the
external auditor’s interaction with the audit committee, the committee has substantial
interaction with members of management, corporate risk management, the internal
auditor, and others without the external auditor’s participation. Such interaction is
necessary and appropriate for the committee to ensure that it is receiving information that
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is unbiased. Accordingly, we believe that the external auditor is not in the best position,
in terms of breadth of knowledge or involvement in all committee activities, to assess the
effectiveness of the committee. Furthermore, audit committees are required to be
constituted entirely of independent directors, at least one of whom is acknowledged to be
a financial expert, and to conduct annual self-assessments. We believe that the board of
directors of the company is responsible for the oversight of the self-assessment process
and the overall evaluation of the effectiveness of the audit committee.
In conclusion, we believe that the proposed standards will result in significant duplication
of internal control testing and unnecessary cost. We believe that the external auditor
should have the ability to use significant discretion and judgment in determining the level
of testing necessary to support their internal control opinion. We also believe that the
proposed standards should eliminate any restrictions on the use of internal audit work and
the current requirements that the external auditor’s own testing must provide the principal
basis for their opinion. Instead, internal audit work should be used extensively if the
internal audit function meets specified requirements and the external auditor validates
that those standards have been met. Finally, we do not believe that the external auditor is
in an appropriate position to evaluate the effectiveness of the audit committee.
We thank you for the opportunity to comment on the proposed auditing standard.
Sincerely,

Will Miller
Chairman & CEO
cc:

Audit & Risk Management Committee, Irwin Financial Corporation
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From:
Sent:
To:
Subject:

jramsingh@jpsco.com
Wednesday, November 12, 2003 6:20 PM
Comments
PCAOB Rulemaking Docket Matter No 008

Hi,
Let me first of all introduce myself.
I am Juliet Ramsingh and I am the head of Internal Audit for the light and power company in Jamaica in which a US
company has majority shareholding.
I have been through the briefing paper on the above and offer the following comments
1 I think the standard should have some basic listing of the controls
that are expected to be assesed by management for their effectiveness, as
all
Public
companies should have some commonalities. For
example, cash collections, investments, purchasing, assets.
2 Also, since executives are usually the ones determining their own
expenses including bonuses etc, I think it should be a requirement that
some
statement be made to the public on this. This is against the
background that if executives are compensated on what profits are shown in
the financials then you want to be alerted to any bias in the financial
reporting which may be contrary to accounting standards.

Juliet Ramsigh
The JPSCo. Mindset:
"We act with integrity, we shape the future, we deliver results, we care about people, we act as one team, we have a
winning attitude"
Legal Note: This transmission is directed in confidence solely to the
person(s) named above and may not otherwise be distributed, copied or disclosed without the express consent of the
sender.
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200 South Executive Drive, Suite 440
Brookfield, Wisconsin 53005
Phone 262.957.3400 Fax 262.957.3401
www.jeffersonwells.com

November 21, 2003
Office of the Secretary
Public Company Accounting Oversight Board
1666 K Street NW
Washington, D.C. 20006-2803
RE: PCAOB Rulemaking Docket Matter No. 008 – An Audit of Internal Control Over Financial Reporting
Performed in Conjunction with an Audit of Financial Statements.

Dear Mr. Secretary,
As an organization that provides companies with a variety of professional services, including
internal control services, Jefferson Wells International appreciates the opportunity to provide our
views on the above proposed standard. We would like to offer our perspective on several aspects
of the standard that we feel warrant additional consideration by the PCAOB.
Originally founded to provide an independent alternative for internal audits, Jefferson Wells has
long championed many of the concepts on which the proposed auditing standard is based,
including the use of the COSO framework and the recognition of the role of internal auditors and
qualified third parties in strengthening internal controls. Our comments on the standard relate to
three areas:
•
•
•

Reliance on work performed by internal audit and third parties
Evaluation of the Audit Committee
Independence

Reliance on the Work Performed by Internal Audit and Third Parties
We support the PCAOB’s stance on the integrated audit and agree that to ensure independence, the
external auditor should always perform a certain amount of the work. However, we feel that a
distinction should be made between work performed by management and work performed by
either independent internal auditors or qualified third parties who report to the Audit Committee.
To the extent a company has an effective Audit Committee that includes an internal audit function
reporting to it, the independent auditor should have the flexibility and discretion to rely further on
the work performed by the internal auditors or third parties.
Allowing reliance on the work performed by other "independent" parties, such as the internal audit
function, or third parties performing the role of internal audit, should be considered as long as the
relied-upon work meets the standards of internal auditing as defined by the Institute of Internal
Auditors, and is deemed to have met the criteria defined by the AICPA’s Statement on Auditing
Standards No. 65.
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As long as it can be reasonably documented, consideration should also be given to allowing
reliance of prior period testing results in areas determined to have no significant changes in
approach from prior periods. At a minimum, we feel consideration should be given to the ability
to modify the level of testing necessary in areas where no exceptions were noted in the prior
period, and no changes in the process have been identified, with some upper time limit clearly
established in order to ensure that changes do not go undetected.
In addition, we suggest consideration be given to using language which provides better guidance
for operating management as to its role in ongoing testing, versus the roles of both the internal and
external auditors, as it relates to control maintenance for annual assertions.
Evaluation of the Audit Committee
We are concerned about the inherent conflict that may arise in the independent auditors’ role to
evaluate the effectiveness of the Audit Committee. Audit Committees have a duty to hire and fire
independent auditors. To have those same independent auditors assess the effectiveness of the
Audit Committee creates an obvious conflict. Paragraphs 57 and 58 provide a general framework
for assessing the effectiveness of Audit Committees. However, more specific guidance (perhaps in
a format similar to that used in Appendix B for presenting testing guidelines) may be needed to
provide more objectivity to both the auditors and Audit Committee as to the Board’s expectations
in this area.
Independence
Jefferson Wells feels strongly that external auditors should be prohibited from performing in any
capacity in assisting operating management in the assessment, documentation and internal testing,
gap analysis and/or remediation of potentially reportable conditions associated with preparing
management’s assertion for Section 404 of the Act. Performing even a small portion of this work
places the external auditors in
the position of management or of auditing their own work product, thus impairing the external
auditors’ ability to make an independent attestation on management’s assertion.
Jefferson Wells believes that these are important issues, worthy of consideration by the Board, and
we appreciate the opportunity to provide comments.
Sincerely,

George Herrmann
Vice President and Chief Financial Officer
Jefferson Wells International
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The Public Company Accounting Oversight Board

Proposed Standard: Audit of Internal Control over Financial Reporting

Johnson & Johnson is pleased to comment on the proposed standard on Audit of Internal
Control over Financial Reporting. We commend the Board for putting forth the concept
and detailed requirements of an integrated audit of the financial statements and internal
control over financial reporting. We believe this will contribute to further strengthening
the investor confidence in the financial reporting process, internal control and the audit
thereof.
The proposed standard discusses, amongst other items, the auditor’s responsibilities and
re-emphasizes principles and guidelines on auditor independence. It also discusses
Management’s documentation and testing requirements.
The proposed standard provides guidance on the Auditor’s use of work of Management.
More specifically, the proposed standard specifies that no use of Management’s work can
be made for the control environment or for controls that have a pervasive effect on the
financial statements, such as certain Information Technology general controls on which
the operating effectiveness of other controls depend. In other words, 100% external
auditor testing is required for such controls. While we understand the auditor must
perform enough work to provide evidence for the audit opinion, we believe 100% testing
of certain controls is too strict and not cost effective in cases where Management has an
adequate control structure in place and has adequately documented and tested controls.
In many cases, Management’s own testing will be supplemented with Internal Audit
reviews that will include testing procedures independent from Management’s own
testing. The (external) auditor should be able to rely, to a certain extent, on such process.
Internal Audit departments often perform very extensive work in the Information
Technology area. Insofar as that process is considered to be effective by the (external)
auditor, we believe it appropriate to allow the auditor to use, to a reasonable degree, the
work performed by Management in such areas as Information Technology.
Please consider this observation in your deliberations on the final rules. It will be our
pleasure to further clarify our point of view, if required.
Sincerely,

Ronald G. Fulop
Vice President
Corporate Internal Audit

Stephen J. Cosgrove
Corporate Controller
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Joseph L. Sclafani
Executive Vice President and Controller

November 21, 2003

Via email: comments@pcaob.org
Public Company Accounting Oversight Board
1666 K Street, N.W.
Washington, D.C. 20006-2803
Attention: Office of the Secretary
Re:

PCAOB Rulemaking Docket Matter No. 008
PCAOB Release No. 2003-017

Ladies and Gentlemen:
J.P. Morgan Chase & Co. ("JPMorgan Chase") is pleased for this opportunity to
comment on the auditing standard, An Audit of Internal Control Over Financial
Reporting Performed in Conjunction with an Audit of Financial Statements (the
"proposed standard"), proposed by the Public Company Accounting Oversight Board
("PCAOB").
JPMorgan Chase is a leading global financial services firm with assets of more
than $750 billion and operations in more than 50 countries. JPMorgan Chase agrees with
the basic principle enunciated by the PCAOB as to the importance of internal controls.
Internal controls add value and mitigate risks, thereby enabling a company's
management, board and shareholders to rely, with more reasonable assurance, upon the
integrity of a company's financial reports. As a financial institution that has been, for
over a decade, applying the framework recommended by the Committee of Sponsoring
Organizations of the Treadway Commission (“COSO”) to satisfy the requirements of the
Federal Deposit Insurance Corporation Improvement Act of 1991 ("FDICIA"), JPMorgan
Chase understands the importance of a strong internal control environment and supports
the PCAOB's objective of creating an integrated audit of both financial statements and
internal controls over financial reporting.

J.P. Morgan Chase & Co. ● 270 Park Avenue, Floor 28, New York, NY 10017-2070
Telephone: 212 270 7559 ● Facsimile: 212 270 9589
joseph.sclafani@chase.com
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The comments which follow highlight four areas of the proposed standard that
JPMorgan Chase believes require additional consideration by the PCAOB:
•
•
•
•

1.

The definitions of "significant deficiency" and "material weakness" should be
modified
The external auditor should be permitted to use the work of others, particularly that of
the internal auditors, to a greater extent
The external auditor should be given more latitude to determine the level and extent
of the procedures and testing to be performed
The proposed standard should permit the issuance of audit reports with "except for"
opinions
Definitions of Significant Deficiency and Material Weakness

We agree with the PCAOB that material weaknesses be reported to the public, as
we believe it is important to provide investors transparency about a company's internal
controls. However, we do not believe that disclosure of such information should be
based on a "more than remote likelihood" of occurrence.
We believe that the "more than remote likelihood" standard is too low a threshold
by which to evaluate internal control deficiencies. In addition, it is a threshold that is
lower than the threshold related to "reportable condition" and "material weakness"
articulated under current auditing standards, particularly AICPA Professional Standards
AU Section 325 and AICPA Attestation Standards AT Section 501. We believe that
since the rules promulgated by the Securities and Exchange Commission pursuant to
Section 404 of the Sarbanes-Oxley Act ("SOX 404") refer to AU Section 325 and AT
Section 501, those standards should be applied in determining whether a significant
deficiency or material weakness exists. Those standards are more appropriate than the
“remote likelihood” threshold which is based on the concept of “remote” defined in
Statement of Financial Accounting Standards No. 5.
The appropriate threshold for the definitions of “significant deficiency” and
“material weakness” is a critical issue. Use of an inappropriately low standard will make
the scope of work to be performed by management, the internal auditor and the external
auditor too expansive without providing any meaningful benefit. The level of
significance drives, among other things, the accounts and processes to be evaluated, the
controls to be tested, the level of detail of the tests to be performed and the number of
walkthroughs to be conducted. A too-low threshold has the potential of creating a vast
range of work to evaluate and test processes and controls that may not be the key drivers
of an effective internal control system, resulting in assessments and testing that are not
value-added nor cost effective.

2
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In addition, we are concerned a too-low threshold could potentially encompass
deficiencies that will not have a significant effect on the financial statements. Disclosure
of such deficiencies may actually mislead investors about the integrity of a company's
internal controls. Even the most effective internal controls may not be able to prevent the
occurrence of a control deficiency to a level that is "remote. " In any complex
organization, control deficiencies may periodically arise in the normal course of business;
most are detected and corrected in a timely fashion without the company incurring any
material loss and without materially affecting the financial statements. While we
strongly believe it is important to provide transparency about a company's internal
controls, we also believe that setting an appropriate threshold for disclosure is necessary
to ensure that investors are not provided information at such a level of insignificance that
the disclosure becomes, in effect, a litany of "false alarms."
We therefore respectfully propose that the PCAOB, in defining the terms
"significant deficiency" and "material weakness,” use a "reasonably likely" threshold, a
threshold which the PCAOB itself refers to in paragraph 183 of the proposed standard.
We believe the "reasonably likely" standard is consistent with the concept of
management providing (and auditors obtaining) reasonable assurance in an audit of
internal controls. We also believe this term is more consistent with the term "reduce to a
relatively low level" used in AU Section 325 and AT Section 501. In addition, we are
concerned that the threshold of “more than inconsequential” in connection with
“significant deficiency” will not clearly delineate a non-significant internal control
deficiency from a significant deficiency. We therefore propose a threshold of
“significant” misstatement, which will be clearer and also retain a distinction from
material weakness.
We therefore propose that the PCAOB modify the definitions of "significant
deficiency" and "material weakness" as follows:
•

a "significant deficiency" is a "single deficiency, or a combination of
deficiencies in the same or closely related reporting areas, that is reasonably
likely to result in a significant misstatement of the annual or interim financial
statements; and

•

a "material weakness" is a "significant deficiency that, by itself, or in
combination with other significant deficiencies, is reasonably likely to result
in a material misstatement of the annual or interim financial statements."

In this way, control deficiencies that would pose a reasonable risk of material
misstatement would be appropriately reported to investors and the public, while ensuring
that significant deficiencies continue to be reported to management and the audit
committee.
We further believe the list referred to in paragraph 126 is too prescriptive, as these
items do not necessarily indicate, in all cases, the existence of a significant deficiency.
We believe no specific list of circumstances should be presumptively regarded as
“significant deficiencies”; rather, a significant deficiency must be evaluated based on all
3
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relevant facts and circumstances. For example, the evaluation needs to consider how the
control deficiency was discovered, how long the deficiency had occurred before being
discovered, and the magnitude of loss, if any, resulting from the deficiency. In addition,
the proposed list does not take into consideration the fact that the deficiency was
discovered, demonstrating that internal controls were functioning properly, nor does it
take into consideration the existence of other controls that might exist that would prevent
the identified deficiency from elevating to the level of a significant deficiency or material
weakness. In our view, the examples do not permit sufficient exercise of the external
auditor's professional judgment.
For the above reasons, we believe the definitions of significant deficiency and
material weakness used in the standard should be more judgment-based and contain more
realistic thresholds. In this way, the disclosure of the existence of material weaknesses
will provide investors with information that is meaningful and material.

2.

The Extent to which the External Auditor Should be Permitted to Use the Work of
Others, Particularly the Work of the Internal Auditors

As currently proposed, the standard defines three categories of controls and sets
forth, for each category, the extent to which the external auditor may – or may not – rely
upon the work of others.
We believe that these categories are too rigid. Certain controls defined to belong
in one category may more appropriately be included in another. For example, we believe
there are controls, such as those that are related to period-end financial reporting
(including controls over initiating, recording and processing general ledger entries), that
relate to activities that are primarily routine and recurring. Accordingly, these controls
should be ones where the external auditor be permitted to rely upon the work of others.
In addition, with respect to “controls that are part of the control environment” and
“information technology general controls” (controls which the PCAOB acknowledges are
pervasive and upon which the effectiveness of so many other controls depends), it is
important to recognize that these controls are generally subject to extensive reviews by
internal auditors. Therefore, it may not be practicable for the external auditor not to rely
upon the work of others; the blanket prohibition in the proposed standard on the use of
the work of others with respect to these controls is, simply, not realistic and too costly.
Finally, with respect to controls over significant non-routine and non-systematic
transactions, the proposed standard does not provide the external auditor with sufficient
flexibility in appropriately relying on the testing performed by internal auditors. We
therefore believe the limitations imposed by the proposed standard as to how the external
auditor must perform its own assessment are too inflexible.
In this regard, we believe the proposed standard does not give appropriate
recognition to the work of internal auditors. The competency and objectivity of a
company's internal audit function should be evaluated in light of the circumstances of
each company, as each organization will differ; therefore, where appropriate, the

4
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proposed standard should permit more reliance by the external auditor on the work of
internal auditors. For example, where internal audit reports directly to the audit
committee, is independent of management, is highly trained and competent, is a
significant element of the firm’s control environment, is appropriately staffed with the
necessary resources, is experienced in detecting control weaknesses, and where the
results of internal audits are transparent to both the audit committee and the external
auditor, requiring the external auditor to reperform significant amounts of testing done by
the internal auditors is duplicative and inefficient.
By limiting and restricting the extent of reliance by the external auditor on the
work of the internal audit function, the proposed standard may adversely affect the
importance placed on the internal auditors; over time, the standard as currently proposed
may have the unintended effect of diminishing the importance of the internal audit
function within the organization and, particularly, as it relates to the audit of financial
statements and controls over financial statements. This result would be counter to the
intent of SOX 404 to improve the internal control environment of companies.
We therefore respectfully propose the PCAOB incorporate in the proposed
standard an approach similar to that set forth in Statement on Auditing Standards No. 65,
The Auditor's Consideration of the Internal Audit Function in an Audit of Financial
Statements ("SAS 65"). SAS 65 permits the external auditor to rely upon the internal
auditor's work in light of, among other things, the external auditor's assessment of the
competency and objectivity of the internal auditors.
For the above reasons, we believe there should not be any rigid, tiered
categorizations of areas defining the extent to which the external auditor may or may not
use the work of others; rather, we believe the external auditor should be permitted to
exercise its professional judgment as to the appropriate level of its reliance on the work
of others, particularly the use of the work of the internal auditors.
3.

The Extent to which the Proposed Standard Should Permit More Latitude to the
External Auditor to Use its Judgment to Determine the Level and Extent of the
Procedures and Testing to be Performed

We believe the external auditor should be permitted more flexibility with respect
to the procedures and testing strategies employed. The nature, timing and extent of the
procedures and testing should be based on the specific circumstances of the company.
Factors to be considered should include the external auditor's evaluation of the entity's
internal control processes, the effectiveness of the entity's internal audit function, the
complexity of the transactions or processes being evaluated and whether there have been
changes in the control environment.
With regard to testing, the external auditor should be given the latitude to
determine whether it is necessary to perform testing each year with respect to each
significant control function. If, for example, there has not been a significant change from
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the prior year in the process flow of transactions with respect to a routine control
function, the proposed standard should permit the external auditor to determine if it
would be appropriate to rely upon the prior year's evidence, in full or in part, with respect
to the particular assertion being tested.
Likewise, more discretion should be permitted to the external auditor to determine
the nature and extent of procedures to be performed in order to gain an understanding of
process flows and the design and effectiveness of controls. In this regard, walkthroughs
should not be mandated for every significant process. While walkthroughs are valuable
tools, they are only one method of providing important audit evidence for external
auditors; alternate audit procedures that meet the audit objectives should also be
acceptable if deemed appropriate by the external auditor.
The prescriptive nature of the proposed standard will increase audit fees in a way
that will not add value nor be cost effective to the control environment. Redundant work
and burdensome procedures will not help companies or their investors. We believe the
proposed standard should permit the external auditor to focus on the areas where, given
its professional judgment and its knowledge of the company and its processes, there is the
greatest potential for risk and where the costs to be incurred in connection with the audit
have the greatest likelihood of identifying internal control deficiencies. The proposed
standard should grant the external auditor the necessary latitude to use its professional
skepticism in designing and executing the audit.

4.

The Proposed Standard Should Permit the Issuance of an "Except For" Opinion in
the Auditor’s Report

The proposed standard should permit the issuance of a qualified, "except for"
opinion, in the audit report. We recognize that a company's management, in its Section
404 certification, may not provide a qualified certification; that is, if a material weakness
in internal controls exists, management must conclude that the company's internal
controls are not effective. In that situation, however, management would have the
opportunity within the Management’s Discussion and Analysis section of its SEC filings
to fully discuss the material weakness and management’s assessment of its impact.
We therefore believe that the external auditor should have the latitude, when the
material weakness is not deemed to be so severe and pervasive as to warrant an adverse
opinion, to issue an “except for” opinion. For example, if the material weakness is
limited to a specific account or disclosure that does not taint the entire internal control
environment, an "except for" opinion may be appropriate. Similarly, if the material
weakness were discovered in the latter part of the fiscal year, there had been a prompt
response by the company to develop corrective action, and good progress had been made
to remedy the weakness, the external auditor might deem it appropriate to issue a report
with an "except for" opinion. Additionally, an "except for" opinion may be the only
viable opinion that an external auditor can deliver when an entity was recently acquired
by the company.
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For the reasons set forth above, we believe an "except for" opinion may provide a
more appropriate assessment of a company’s internal control environment. It allows the
external auditors to describe any material weakness and its likely consequences to the
financial statements, as well as the steps being taken by the company to correct the
weakness. Disclosure of more information in this regard would be more helpful to
investors than a "blanket" adverse opinion.
*****
JPMorgan Chase appreciates the opportunity to provide our views on this
important matter. We believe our proposed modifications would improve the ability of
companies to comply with the proposed standard, without weakening its effectiveness.
We would be pleased to discuss our comments or answer any questions you may have.
Very truly yours,
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From:

Robert Schneider [rschnei@kimball.com]

Sent:

Thursday, October 16, 2003 9:43 PM

To:

Comments

Subject: Docket 008

Hard copy of the attached was mailed to the PCAOB today, October 16, 2003

Office of the Secretary
Public Company Accounting Oversight Board
1666 K Street, N.W.
Washington, D.C. 20006-2803

October 16, 2003

RE:
PCAOB Rulemaking Docket Matter No. 008 - Burden On U.S. Manufacturing Companies Greater
Than Benefit
Dear Board Members:
I appreciate the Public Company Accounting Oversight Board’s research and effort that clearly has been put into
the proposed Auditing Standard, An Audit of Internal Control Over Financial Reporting Performed in
Conjunction With an Audit of Financial Statements, and the opportunity for public comment. This Standard is
pursuant to Section 404(b), among others, of the Sarbanes-Oxley Act of 2002.
It is commonly agreed that the Sarbanes-Oxley Act was rooted in the very significant and disturbing accounting
scandals that became public immediately prior to the Act. Each scandal of course had different facts and
circumstances but in my view, there were 3 common elements:
1.
2.
3.

Lack Of Integrity Of Management & The Board
Lack Of Independence Of The Auditor
Lack Of SEC Oversight And Enforcement Of Existing Securities And Criminal Laws

The first item cannot be legislated; the second is being appropriately addressed by recent legislation and the third
is also being addressed by increased staffing of the SEC and greater legal action being taken against companies,
and more importantly, the individuals within companies that perpetrate frauds.
With respect to the passing of Sarbanes-Oxley legislation in 2002, many helpful changes were debated by
Congress, and ultimately, included within the legislation. On the topic of internal controls, Congress included
very specific language to keep management focused on the integrity of financial reporting. Section 404(b) of the
Act states:
“(b) Internal Control Evaluation and Reporting.– with respect to the internal control assessment required
by subsection (a), each registered public accounting firm that prepares or issues the audit report for the
issuer shall attest to, and report on, the assessment made by management of the issuer.”
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It is my view that our Congress men and women intended for this language to mean what it literally states, and
not be subject to the interpretation of the Public Company Accounting Oversight Board. Specifically, public
accounting firms should attest to the assessment made by management, not perform a detailed audit of internal
controls. This is a very important distinction as a detailed audit of internal controls each year is extremely costly
to American business and its competitiveness, and in the end, will not address the lack of integrity of management
and the board, which is such an important cause of accounting scandals. The best of controls can be easily
circumvented by unscrupulous management as you indicate in PCAOB Release No. 2003-017, Page 5:
“Regardless of how well any system of internal control over financial reporting is designed and
operating, it cannot provide absolute assurance of achieving financial reporting objectives because of
inherent limitations. These inherent limitations exist because internal control over financial reporting is
a process that involves human diligence and compliance and, consequently, can be intentionally
circumvented.”
It is my view that Congress recognized this fact and accordingly did not intend for a detailed audit of internal
controls. They effectively balanced the value of a detailed audit with the cost to American business and its
competitiveness.
Further, you indicate on Page 8 of Release No. 2003-17:
“...investors expect the independent auditor to test whether the company’s internal control over financial
reporting is effective, and the proposed auditing standard would require the auditor to do so.”
I do not agree with this. What I think investors want to know is simply if the numbers in the financial statements
are correct or not and if the disclosures are correct or not. If the numbers and the disclosures are correct and
complete, I do not think investors give weighty consideration as to “how” the numbers got to their reported
correct state. In the end, investors know that internal controls are nothing more than a tool in running an effective
business, and that the most important aspect to running an effective business for the long-term is the integrity of
management and the board. And without that integrity, internal controls are ineffective, whether audited or not, in
giving absolute assurance the numbers and disclosures in financial statements are correct.
As noted above, I think Congress knew this, and therefore did not intend for the PCAOB to write regulations
requiring a detailed audit of internal controls. They did, however, see the value in having the public accounting
firm attest to management’s assertion of its internal controls, which is much less costly to American business.
The final analysis of this proposed Auditing Standard requiring a detailed audit of internal controls is that public
companies across America will incur greater costs, will become uncompetitive with companies not subject to this
standard; and in the end, all this cost and work on internal controls would not have stopped the accounting
scandals that initiated the Sarbanes-Oxley legislation in the first place, as we cannot legislate integrity. It is
important to note, though, that many aspects of the Sarbanes-Oxley legislation have had and will continue to have
positive effects with respect to the 2nd point (Lack Of Independence Of The Auditor) and the 3rd point (Lack Of
SEC Oversight and Enforcement Of Existing Securities and Criminal Laws); and in the end, it is these changes of
real substance that give investors real confidence in the accuracy of financial reporting.
Sincerely,
Robert F. Schneider
Kimball International Inc.
Executive Vice President,
Chief Financial Officer, Treasurer
CC: Financial Executives International, Colleen Sayther, President and CEO
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October 13,2003
Wilfiam McDonough
Chairman
Public Compauy Accounting Oversight Board
1666 K Street, N.W.
Washington, D.C. 20006-2803
Dear Chairman,
Enclosed, please find a letter from Kimball International of Jasper, Indiana. Kimball
International recently contacted my office regarding the Sarbanes-Oxley Act. Specifically, the
corporation is concemecl with section 404(b) which addresses internal control evaluation and
reporting. Please include their comments in your rulemaking process. I am forwarding
Kimball's letter to you for consideration during your public comment period.
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Fax
Name:
Organization:
Fax'
Phone:

Mary Moore Hamriek
PCAOB
862-8436
207-9165

From:

Shellie Bressler
Office of Senator Richard Lugar
202-224-2526

Date:
Subject:
Pages:

November 17, 2003
Comment Letter
1

To follow up on our earlier discussion, at Senator Lugar's request, please include Mr. Douglas
Habig's letter addressed to Senator Lugar in the official commits of the regulation.
Thank you for you consideration

in the matter.

Shellie

From the desk of...
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;1600 Royal Street. Jasper, IN 47549
Telephone 812,482.1600
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October 23, 2003
Senator Evaa Bayh
463 Russell Building
Washington, DC 20510-1404
Senator Richard Lugar
306 Hart Senate Office Bldg
Washington, DC 20510-1401
•.

Congressman Baron Hill
1024 Long__orth
House Office Building
Washhagton, DC 20515

.

......................

"

Dear Senators Bayh and Lugar, and Congressman Hill:
•
..
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•

.
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.

.

.

.

We are writing-to you concerning a very important issue, not o_y_ for .Kimball International, but
for all.American publicly held:comPanies.r..:We'_e:als.q.doing.so:beeause:yg,u,'are'our,elected-..
Rel_resentative_ We appreciate you.as our 'hroice'_in these matters and very much respect your
_.p
,.,...."'-. ,-_:...
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leaders,
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I._na s.ure-yo,u,.ate.familiar, with-_e..prppos_d,,auditin_istandardrecently_publishec_by, the.,Public
Compafiy Accolm.ting,.0v.ersighl_Board. (PCAOB) as-_,result,of direcfio_i given m.-the-Sarbanes.._.y Act under Seefion404(b), We may be one of.the.first com_es,t0:comaet
yoti'ab_ut this
-i.ssu,ebecause we ..area June 30 year-end company, and, as such,..are,one of the.required "early-adopters" of the standard.
..
While certainly the past conduct of far too many U.S. corporations was egregious and
unconscionable, it was still a small minority of American companies. Congress waswise to take
,/./,--- •

"

-prompt
conflict action
of.i.ntefest
to.pass
in thelarge
legislation
public
wb_Jch
accounting
we all.ho.ped-Wo..ttld
£m'ns, as well
e_basand-preven*_
restore public
anyconfidence
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in -.
our stock markets.
- However, we believe strongly that with this PCAOB standard on Section 404(b), the pendtdtun
.has.swmlg much too. far to .theside of-overly.burdensome regulation,which will eorxtinuetoero.de
th¢,-¢0mpetiti.venessof American companies, All of this.comes 'in an environment of incredibly.,;
ih.tens.ei.n.tem.ati,
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These costs cannot be recovered from our customers and will drop us fin'ther behind in our
competitiveness with Asian and other countries which are not burdened by such regulations,
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.Toillustrate .ourpoint, Wehave already seen proposed.inerea-ses in our-auait,fees for_the:,internal
donttol audits required by the PCAOB pronouncement in the neighborhood of nearly 90%. We
estimate our internal compliance costs (our personnel, time in documenting processes, dealing
with the external-auditors; etc.) for-our.fiscal year ended June 30, 2004, in excess of $1_5million.
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This is a real cost that will be incurred annually and is in addition to rapidly increasing
healthcare costs and a doubling of commercial insurance (D&O, Liability). Unforttuaately, like
many public U.S. manufacturing companies, this has left us no choice b_ to seek lower cost
manufacturing geographies around the world to remain competitive. We know you are keenly
aware of these factors and the resulting loss of U.S. manufacturing base and employment.
While no company is perfect, Kimball has, in the 50 years of its existence, prided itself on our
Guiding Principles (copy enclosed) which have served us well in guiding our behavior and
decision-making. We had ethical principles of business conduct published well before SarbanesOxley was enacted. Our sense is that the vast majority of public companies did not need these
regulations to conduct their business with high ethics, professionalism, transparency, and fuU
disclosure. We know you are as committed in your leadership as we are ilaours. Clearly the
tone is set at the tope of any organization. The character of your leadership Js _e_ much
.....
appieciate and admired by those of us leading public companies like Kimball International, Inc.
We have watched the developments over the last 2 ½ years with the same disgust and
disappointment that I am sure you have seen, but we feel that this PCAOB pronouncement is the
proverbial "straw that breaks the camel's back". We think the PCAOB has exceeded its
authority under Sarbanes-Oxley with this recent staxadard. Those regulations will cause controls
to become an end in themselves. They bring the ultimate conflict of interest in self-evaluation by
audit committees of boards and audit fmus. And 'finally, the regulations give plaintiff lawyers a
powerful tool to unfairly transfer the wealth of shareowners and drive very professional, high
integrity executives away from service on public boards.
We would ask that as our elected representative you use whatever options might be available to
you to attempt to see that this burdensome standard is not enacted. A further detailed
explanation of our rationale is included in our CFO's comment letter of October 16Thto the
PCAOB which we have also enclosed.
We thank you very much for your consideration of this important matter. We would be more
than happy to discuss this with you or your staff if you so desire. We thank you for your
continued high integrity service and congressional leadership of this great country.
..

/

//"

Sincerely,

//

L INTERNATIONAL, INC.

Douglas A. Habig
Chairman, Chief Executive officer

James C. ThyeW"
President

11/11/03
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•® KimballInternational
1600RoyalStreet Jasper,IN 47549
Telephone812.482.1600
Office of the Secretary
Public Company Accounting Oversight Board
1666 K Street_N.W.
Washington, D.C_20006-2803

October 16, 2003

-

RE:
PCAOB Rulemaking Docket Matter No. 008 - Burden On U.S. Manufacturing
Companies Greater Than Benefit
Dear Board Members:
I appreciate the Public Company Accounting Oversight Board's rcscazch and effort that dearly
has been put into the proposed Auditing Standard,.An Audit of Internal Control Over Finan¢iaI
Reporang Performed in Conjunction With an Audit of Finaneial Statement, and the opportunity
for public comment This Staiidardis putEamatt0So_i6i/404(b), among others,0fthe Sarbancs- .....
O,xlcy Act of 2O02.
It is commonly agreed that the Sarbanos-Oxlcy Act was rooted in the very significant and
disturbing accounting scandals that became public immediately prior to the Act. Each scandal of
course had die, eat facts and c/rcumstanees but in my view, there were 3 common elements:
1. Lack Of Integrity Of Management & The Board
2. LackOflndcpcndence
OfTheAuditor
3_ Lack Of SEC Oversight And Enforcement Of Existing Securities And Criminal Laws
The first item cannot be legislated; tl_ second is being appropriately addressed by recent
legislation and the third is also being addressed by increased sta£_g of the SEC and greater legal
action being taken against companies, and more importantly, ttae individuals within companies
that perpetrate frauds.
With respect to the passing of Sarbanes-Oxley legislation in 2002, many helpful changes were
debaXedby Congress, and ultimately, included within the legislation. On the topic of internal
controls, Congress included v_ervspecffic lan_ag_e to keep management focused on the integrityof financial reporting_ Section 404(b) of the Act states:

,"_"
/"

"('b) Internal Control Evaluation and Reporting.- with 'respect to the internal control
assessment required by subsection(a), each regfs-teridpublic acctnmttng firm that
prepares or issues the audit report for the issuer shall attest to, and report on, the
assessment made by management of the i._'suer."
It is my view that our Congress men and women intendedfor this language to mean what it
literally states, and not be subject to the interpretation of the Public Company Accounting
Oversight Board_ Speeiiically, public accounting finns should attest to theassessment made bv
manag_ement, not p_form a detailed audit of internal controls. This is a veryimportant
distinction as a detailed audit of internal controls each year is extremely costly to American
business and its competitiveness, and in the end, will not address the lack of integrity of
management and the board, which is such an important cause of accounting scandals. The best of
controls can be easily circumvented by tmsetupulous nma_ernent as you indicate in PCAOB
Release No. 20(13-017,Page 5:
-1-
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"Regardless of how well any system of internal control over financial reporting is
designed and operating, it cannot provide absolute assurance of achievingfinqncial
reporting objectfves because of inherent limitations, These inherent h'rratationsexist
because internal control over financial repo_'ng Js a process that involves human
diligence and compliance and, consequently, can be intentionally circumvented."
It is my view that Congress recognized this fact and accordingly did not intend for a detailed
audit of internal controls. They effectively balancexlthe value era detailed auditwith the cost to
American business and its competitiveness.
Further, you indicate on Page 8 of Release No. 2003-17:
"...investors expect the independent auditor to test whether the company "sinternal
control overfinancial reporting is effective, and the proposed aua_ting standard would
require the auditor to do so. ""
..

.

..__,

. _

....

I do not agree with this. What I think investors want to know is simply if the numbers in the
financial statements arc corr¢ct or not and if the disclosures arc correct or not. If the nambcrs and
the disclosurcs arc correct and compl_c, I do not think invests _v¢ weighty,consideration as to
"how'" the numbers got to their reported correct state. In the end, investors know that internal
controls arc nothing more than a tool in running an effe_-tiv¢business, and that the most important
aspect
torunning
aneffective
business
forthe long-term
istheintegrity
ofmanagementandthe
board.And without
thatintegrity,
internal
controls
areineff¢ctivv,
whetheraudizcd
ornot,in
giving
absolute
assurance
the numbersanddisclosures infinancial
statements
are correct.
As notedabove,Ithink
Congress
knewthis,
andtherefore
didnotintend
forthePCAOB towrite
regulations requiring a detailed audit of internal controls. They did,.however, see the value in
having the public accounting firm attest to managciuent's assection of its internal controls, which
is much less costly to American business.

//
"

The final analysis of this proposed Auditing Standard requiting a detailed audit of internal
controls is that public companies across America will incur greater costs, will become
uncompetitive
withcompanies
notmbjecttothis
standard;
andintheend, all this
costandwork
oninternal
comxolswouldnothavestopped
theaccounting
scandals
thatinitiated
theSarbanesOxIcylegislation
inthefirst
place,
aswe cannotlegislate
integrity.
Itisimportant
tonote,
though,
thatmany aspects
oftheSarbanes-Oxley
legislation
havehadandwillcontinue
tohave
positive
effects
withrespect
tothe2°dpoint(LackOfIndependence
OfTheAuditor)
andthe3r°
point (Lack Of SEC Oversight and Enforceiia-eatOf Existing Socttrifics and Criminal Eaws); and
iu the end, _tis these changes of teal substance ttaat give investors real confidence in the accuracy
of financial reporting.
Sincerely,

Robert E Sdmeider
Kimball luternational Inc.
Kxecutive Vice Presi&nt,
Chief Financial Officer, Treasurer
CC:Fhumsial
F_..xeeutive_
International
ColleenSaytlmr,
President
arid
CEO
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David Kowalczyk
dkowalczyk@yahoo.com
7 Georgetown Court
Basking Ridge, NJ 07920

November 13, 2003

Office of the Secretary
PCAOB
1666 K Street NW
Washington, DC 20006-2803
comments@pcaobus.org
Dear Sirs:
RE: PCAOB Rulemaking Docket Matter # 008
I offer these comments on selected questions raised in your exposure draft:
Overview:
The Standard obviously addresses the role of the external accountant. The external
accountants seem to have significant breadth of scope when this standard is implemented.
Considering this is ONLY for financial reporting, the breadth seems too broad.
Accordingly, the third party and internal audit work product is relegated to review routine
transactions only. This does not make sense. The external auditor does not have the
resources to accomplish all that is required; and the corporate world cannot afford to pay
for this breadth of scope. This is the equivalent of another full audit – every year?
The external accounting firms are the same firms that are not to do internal control work
per prior SEC and NYSE requirements.
Detailed responses to questions:
Question #4: Does the Board’s proposed standard give appropriate consideration to how
internal control is implemented in, and how the audit of internal control over financial
reporting should be conducted at, small and medium-sized issuers?
Answer:

NO; however, maybe you do not need to give further direction.

Question #10: Is it appropriate to require that the walkthrough be performed by the
auditor his/herself rather than allowing the auditor to use walkthrough procedures
performed by management, internal auditors, or others?

PCAOBcomments
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Answer:
YES and NO, the external public accountant should be able to use the
work of others to perform his/her walkthrough. By using other’s documentation (and
presuming it is accurate), “walking through” the process(es) will take less time, effort and
money than having the external accountant perform this exercise “from scratch.” The
documentation effort is time-consuming. Is this to be done every year? Can this be
phased-in and then continually performed over three years?
Question #12: To what extent should the auditor be permitted or required to use the work
of management and others?
Answer:
It all depends on the quality of the personnel performing the work (and the
same can be said for any team – internal or external to the organization). The quality of
the other individuals performing the work could be more qualified and/or far superior
than the quality of work performed by a CPA. As an example, a competent internal audit
staff will probably have more internal control knowledge of the Information Technology
infrastructure, and far more knowledge of the Control Environment than any external
resource. There has to be a way of effectively and efficiently using that information. It
would make more sense for the documentation to be made available for the external
accountant to verify and then test, or spot-check.
Question #13: Are the 3 categories of controls and the extent to which the auditor may
rely on the work of others appropriately defined?
Answer:
No, they are far too limiting. Whose assertion is it? What is the extent of
audit work necessary to opine on management’s assertion? This is far too expensive and
wasteful. Is this in accordance with the spirit and intent of the law? See my comments to
Q#12 as to two examples of areas that can be documented and tested by competent
internal resources and reviewed and test-checked by the external accounting firm. The
more non-routine the process, the more work the external accountant will have to perform
him/herself.
Question #14: Does the proposed standard give appropriate recognition to the work of
internal auditors?
Answer:
No.
If not, does the proposed standard place too much emphasis and preference on the work
of internal auditors or not enough?
Answer:
Not enough. Please understand, a significant quantity of internal auditors
were previously external accountants. Many have certifications including CPA and CIA,
among other certifications. Most internal auditors have more years of business experience
than the senior accountants that will perform the majority of the certified external
accounting work

PCAOBcomments
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By not allowing external accountants to rely on internal audit documentation (at a
minimum) and testing, your proposed Auditing Standard diminish the worth and value of
internal audit work in those corporations - where they do add significant value.
From my experience, internal auditors can know more about the risks, the Information
Technology Infrastructure, Enterprise Risk Management, Risk Management, the Control
Environment as well as the Information and Communication and Monitoring aspects of
Internal Control than the public accountants could ever afford to know over three years
(average length of time it will take for the external accountants to fully document and
understand the nuances of significant processes) of auditing a major corporate client.
Internal audit can develop and maintain a working knowledge and rapport which can be
more effective than a team of accountants that are doing a walk-through over two or three
weeks. How can external accountants do the non-routine processes, fraud reviews, and
information technology infrastructure in an abbreviated time frame?
Question # 17: Will the definitions in the proposed standard of significant deficiency
and material weakness provide for increased consistency in the evaluation of
deficiencies?
Answer:
I cannot image how. If a significant deficiency… “results in more than a
remote likelihood that a misstatement of the … financial statements that is more than
inconsequential in amount …” Remote means… slight.
If a material weakness is a significant deficiency that … results in more than a remote
likelihood that a material misstatement … will not be prevented or detected.”
So, in this wording, are we dealing with 6 sigma for “remote?” Is “more than a remote
likelihood,” “6 sigma plus one?” FASB Statement #5 Paragraph 3 is, in my opinion,
poorly worded and far from definitive and thus should not be used. Where are “slight”
and “likely” defined?
How can the definitions be improved?
By giving straightforward, meaningful, definitive definitions that can be finitely
correlated to probability or some words of substance.
Question #18: Do the examples in Appendix D of how to apply these definitions in
various scenarios provide helpful guidance?
Answer:

Yes, to some degree.

Are there other specific examples that commenters could suggest that would provide
further interpretive help?
Answer: Yes.
Examples:
1 – Of Pervasiveness: Correlate to the depth, breadth and organizational (executive or
local) level within the corporation:
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2 – When would an aggregation of significant deficiencies NOT constitute a material
weakness?
3 – Examples describing a) Organizational segregation of duties issues; b) Incompetence;
c) A strong overbearing personality of CEO/President to circumvent internal controls (by
intimidation); d) The impact of compensating controls (insurance et al) on control
deficiencies.
4 – What is the value of a SAS 70 review (performed by a PCOAB-registered external
accounting firm) as it relates to the internal controls at an outside service provider?
Outside Service Audits:
An additional meaningless exercise has been SAS 70 reviews. What do they
indicate? What value do they add? As you address outside service agreements,
perhaps you can add some teeth to SAS 70 reviews. SAS 70 “comfort letters” are
the current “standard” that applies to outside service audits.
Are you aware of any organization who ever “failed” a SAS 70 review? SAS 70
reviews, as currently performed have minimal to no value for SOX 404 reviews.
Question # 29: Are there any specific internal control-related non-audit services the
auditor should be prohibited from providing to an audit client?
Sure, did not the SROs say they couldn’t perform these audits? Isn’t this what caused/
started the demise of the CPA profession (e.g. Arthur Andersen)?
Most CPAs are NOT trained to review for fraud, and they typically do not find it. In two
of the more publicized bankruptcies, the internal auditors found the improper accounting
treatment and raised the issue. So why are you considering leaving the evaluation of the
controls over the prevention of fraud to only the public accountants? The CPA profession
has been trying (for decades) to disclaim responsibility for the review of fraud.
Questions # 30 & 31:
Commentary: Your questions add additional confusion as the purpose and intent of SOX
Sections 302 and 404. Are they to be different?
When the “interpretation” came out stating that 404 was only for the reliability of
financial statements as of a point in time; and did not include the COSO segment
referring to adherence to laws and regulations, I did not understand this interpretation.
Let us go back to the implied purpose and intent of SARBOX and then answer these
questions. According to the prior “guidelines,” (SEC official statements) - if a material
control weakness was corrected in Q2, Q3 or Q4 and was in place and operating “as of
year-end,” my interpretation of your prior statements is: Yes, the material control
weakness was corrected as of year-end (a point in time). Is the process in effect and
operating during a significant period covered by the financial statements – no or probably
not!
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If you violate the law (COSO Laws and Regulations) – Can it have a significant impact
on the financial statements? – Sure. – Is it an internal control weakness? – Sure.
How can this segment of COSO be excluded?

This Standard is an excellent tutorial and overview of internal control documentation,
and of what was taught previously by the Big-8. It is too bad the public accountants
stopped auditing in this fashion. We need to get back to the basics. The SOX 404 work
appears to reintroduce the concept of “permanent files” updated annually during the
current year “preliminary work.” Congratulations, a very good Audit Standard for audit
documentation!
Respectfully,

David Kowalczyk
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280 Park Avenue
New York, N.Y. 10017
th
8 Floor

Telephone 212-909-5600
Fax 212-909-5699

November 21, 2003
Office of the Secretary
Public Company Accounting Oversight Board
1666 K Street, N.W.
Washington, D.C. 20006-2803
PCAOB Rulemaking Docket Matter No. 008
Proposed Auditing Standard, An Audit of Internal Control Over
Financial Reporting Performed in Conjunction with An Audit of
Financial Statements
Dear Mr. Secretary:
KPMG appreciates this opportunity to comment on the Public Company Accounting
Oversight Board’s (PCAOB or Board) Proposed Auditing Standard, An Audit of Internal
Control Over Financial Reporting Performed in Conjunction with An Audit of Financial
Statements (Proposed Standard). KPMG also recognizes and acknowledges the
significant efforts of the PCAOB staff as evidenced by the comprehensive nature of the
Proposed Standard.
We agree with the Board that the existing Interim Standards pertaining to the conduct and
reporting of an auditor’s attestation on internal control over financial reporting (ICOFR)
is not sufficient to effectively implement the requirements of the Securities and Exchange
Commission’s (SEC) rule implementing Section 404 of Sarbanes-Oxley. We believe that
the Board’s Proposed Standard represents a significant improvement over the relevant
Interim Standards and hope that the comments and observations included in this letter
will assist the Board in finalizing a standard on audits of internal control. KPMG fully
supports the Board’s efforts to improve financial reporting, corporate governance and
audit quality with the objective of furthering the public interest and restoring confidence
in our capital markets system.
This letter is organized by first providing a number of general observations and
comments on the Proposed Standard followed by responses to the specific questions
posed in PCAOB Release No. 2003-17 that includes the Proposed Standard as an
appendix. Less significant and editorial comments and suggestions are included in
Appendix A to this letter.

KPMG, LLP. KPMG, LLP a U.S. limited liability partnership, is
a member of KPMG International, a Swiss association.

File No. PCAOB-2004-03 Page No. 1275

Office of the Secretary
Public Company Accounting Oversight Board
November 21, 2003
Page 2
General Observations and Comments
Use of the term “all.” Auditing standards historically have not included the term “all” as
audit evidence generally is obtained on a test basis and test item selection and sample
sizes are principally a matter of auditor judgment. In addition, it may not be possible for
an auditor to evidence compliance with a standard that requires an evaluation or
assessment of “all” of a particular item. We suggest that the Board reconsider the
propriety of using the term “all” in its final standard, principally due to the belief that use
of such term may establish an unachievable threshold. For example, we believe the
Board should reconsider use of the term “all” in the following paragraphs:


In paragraph 24, “The auditor should evaluate all controls specifically
intended to address the risks of fraud…”



In the monitoring section of paragraph 50, “The auditor’s understanding of
management’s monitoring of controls extends to and includes its monitoring
of all controls, including control activities...”



In paragraph 79, in reference to walkthroughs, “…the auditor should trace all
types of transactions and events, both recurring and unusual…”



In paragraph 114, in reference to the auditor’s evaluation of evidence, “…the
auditor should review all reports issued during the year by internal audit…that
address internal control over financial reporting and evaluate any deficiencies
identified in those reports.”



In paragraph 191, “…the auditor should communicate to management, in
writing, all deficiencies in internal control over financial reporting…” (Also
see response to Question 20 below)

Changes to other standards. We note that, in several instances, provisions of the
Proposed Standard modify existing Interim Standards adopted by the Board. For
example:


Paragraphs 139 and 140 of the Proposed Standard provide conditions that
should be met and factors that should be evaluated before performing
substantive analytical procedures. (Modifies AU Section 329)



Paragraph 141 refers to a substantive procedure requiring reconciling the
financial statements to the accounting records and examining material
adjustments made during the course of preparing the financial statements.
(Modifies AU Section 316)
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Paragraphs 190 to 193 refer to requirements for communication of internal
control matters to audit committees. (Modifies AU Section 380)

We encourage the Board, in its final standard, to identify each instance in which the final
standard modifies the Interim Standards to help ensure consistent application of the
provisions of the modified Interim Standards by auditors.
Authoritative appendices. We note in the Board’s Statement of Authority that,
“…appendices to the Board’s standards are an integral part of the standard and carry the
same authoritative weight as the body of the standard.” We believe that appendices
generally should be used for informational or illustrative purposes and should not carry
the same authoritative weight as an auditing standard. In addition, we note that the
Board’s Interim Standards include a number of appendices that historically have not been
viewed as carrying the same authoritative weight as the respective standards. In
Appendix D to the Proposed Standard, we note that, while the information is intended to
be illustrative, use of phrases such as “the auditor should determine” may be interpreted
to establish imperatives in similar fact patterns.
Considerations for small and medium-sized issuers. The fundamental tenets of internal
control apply equally to entities of all sizes and complexity. While the level of formality
embedded in ICOFR may vary between entities of different size, paragraph 27 of the
Proposed Standard indicates that, “…the auditor must obtain sufficient competent
evidence about the design and operating effectiveness of controls related to all relevant
financial statement assertions for all significant accounts and disclosures in the financial
statements.” We believe the information provided in Appendix E of the Proposed
Standard may inadvertently serve to create a separate, and lower, standard of internal
control for smaller issuers. We believe that the Committee of Sponsoring Organizations
of the Treadway Commission’s (COSO) report, Internal Control – Integrated
Framework, adequately addresses smaller entity considerations and recommend that
Appendix E be eliminated from the final standard.
Safeguarding of assets. Appendix C of the Proposed Standard provides examples of
intentional and unintentional misstatements arising from deficiencies in controls over
safeguarding of assets. We believe the information included in Appendix C and the
provisions of the Proposed Standard addressing safeguarding of assets, while helpful, do
not sufficiently address the question of which safeguarding controls should be considered
within the scope of ICOFR. For instance, determination of an acceptable inventory
shrinkage level due to theft is a management decision related to safeguarding of assets,
but has financial reporting implications in the form of establishing an adequate reserve
for such shrinkage. We suggest the final standard provide additional guidance on matters
for the auditor to consider when identifying those safeguarding controls that directly
affect ICOFR.
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Inadequate documentation. Paragraphs 46 and 47 of the Proposed Standard indicate that
inadequate documentation of the design of controls over relevant assertions related to
significant accounts and disclosures represents a deficiency in ICOFR. We believe that
inadequate documentation is an internal control deficiency, the severity of which should
be evaluated by the auditor. The evaluation of inadequate documentation should be
based on the individual facts and circumstances of the particular entity and such
inadequacy should not automatically rise to the level of a significant deficiency or
material weakness in internal control. This notion is consistent with our expectation that
deficiencies in documentation may encompass a wide range of severity and are not
necessarily subject to a predetermined assessment.
Information technology. Paragraph 70 of the Proposed Standard references paragraphs
16 through 20 of AU Section 319, Consideration of Internal Control in a Financial
Statement Audit, regarding the nature and characteristics of the use of information
technology in an entity’s ICOFR. AU Section 319.19 indicates that one of the specific
risks of information technology (IT) is, “Reliance on systems or programs that are
inaccurately processing data...” This risk may arise when an entity relies on a program or
system to perform a function (e.g., calculate, accumulate, etc.) that has no specific
application controls (either within the program or manual controls) to ensure that it is
appropriately processing information.
The lack of an application control may be mitigated by an IT general control, such as the
review and testing of the system during development or implementation. However, to
the extent that the application has been in place for a substantial period of time, the
auditor may not be able to ascertain that the appropriate extent of testing was performed
during system development. Further, many companies do not extensively test the
processing accuracy when implementing a third party application.
The Board should consider further discussion in its final standard of the effect of IT on
the auditor’s consideration of internal control, and provide guidance in those situations
where there is little, or no, direct control over the processing of information within an IT
application.
Reporting. The reporting guidance provided in paragraph B16 of the Proposed Standard
indicates that, should management and the audit committee not respond appropriately to
auditor communications regarding certain consolidation matters, the auditor’s report
should include an explanatory paragraph describing the reasons why management’s
disclosure should be modified. In these instances, we believe that the auditor’s report
should disclose a scope limitation, rather than include an explanatory paragraph.
We note that the Proposed Standard contemplates a situation where the auditor reaches a
conclusion that a material weakness has been identified; yet management has not
disclosed the same matter in its report (paragraph 163). In this situation, it would appear
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that the Proposed Standard contemplates the auditor issuing an adverse opinion and
management reaching a conclusion that its ICOFR is effective. We also note that the
SEC does not accept auditor’s reports on financial statements that are qualified as to
scope or accounting principle (refer to Codification of Staff Accounting Bulletins, Topic
1E). We encourage the Board to coordinate efforts with the SEC staff to provide
guidance to issuers and auditors on the SEC staff’s willingness to accept the different
forms of reporting and situations contemplated in the Proposed Standard.
Responses to Individual Questions
Our responses to the questions outlined in PCAOB Release No. 2003-17 that includes the
Proposed Standard as an appendix follow:
Questions regarding an integrated audit of the financial statements and internal
control over financial reporting:
1. Is it appropriate to refer to the auditor’s attestation of management’s
assessment of the effectiveness of internal control over financial reporting as
the audit of internal control over financial reporting?
Yes. We believe such reference reinforces the notion of an integrated financial
statement and internal control audit.
2. Should the auditor be prohibited from performing an audit of internal
control over financial reporting without also performing an audit of the
financial statements?
No. We believe that an auditor can perform an audit of ICOFR without also
auditing the entity’s financial statements as of that date. While not commonplace,
an entity may request, pursuant to contractual or regulatory requirements, an audit
of ICOFR as of a date other than its financial reporting year-end. We recommend
that the final standard not limit an audit of an entity’s ICOFR to those instances
when the auditor also is conducting and reporting on an audit of the entity’s
financial statements. We do believe, however, that an audit of an entity’s ICOFR
as of a date other than its financial reporting year-end is appropriate only if the
entity’s most recent year-end financial statements have been audited.
3. Rather than requiring the auditor to also complete an audit of the financial
statements, would an appropriate alternative be to require the auditor to
perform work with regard to the financial statements comparable to that
required to complete the financial statement audit?
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As stated in response to Question 2 above, we believe that an auditor can conduct
and report on an audit of ICOFR without also performing an audit of the related
financial statements, assuming that the entity’s most recent year-end financial
statements have been audited. We do not believe that it is necessary to perform
procedures comparable to that required to complete a financial statement audit in
order to conduct and report on ICOFR. In addition, the term “comparable” is
subject to wide interpretation and does not adequately define the extent of
procedures that might be necessary in such circumstances.
Question regarding the cost and benefits of internal control:
4. Does the Board’s proposed standard give appropriate consideration to how
internal control is implemented in, and how the audit of internal control over
financial reporting should be conducted at, small and medium-sized issuers?
We believe that the underlying concepts regarding ICOFR do not discriminate
based on the size of any particular entity. The application of auditing standards in
general is subject to auditor judgment and is dependent on a number of factors,
including the size and complexity of the particular entity. We believe that the
Proposed Standard provides a framework for the audit of ICOFR for all entities,
regardless of size. In addition, we believe that the guidance provided in Appendix
E is incomplete and does not address a number of issues applicable to the audit of
ICOFR for small and medium-sized entities. Accordingly we recommend the
elimination of Appendix E in the final standard adopted by the Board. As an
alternative, the Board may consider referring to existing guidance on internal
control for small and medium-sized companies provided in the COSO report,
Internal Control – Integrated Framework.
Question regarding the audit of internal control over financial reporting:
5. Should the Board, generally or in this proposed standard, specify the level of
competence and training of the audit personnel that is necessary to perform
specified auditing procedures effectively? For example, it would be
inappropriate for a new, inexperienced auditor to have primary
responsibility for conducting interviews of a company’s senior management
about possible fraud.
No. Existing Interim Standards (AU Sections 210, Training and Proficiency of the
Independent Auditor, and 311, Planning and Supervision) provide guidance for
professional competence, training and supervision of audit staff. We do not
believe it is appropriate for an individual auditing standard to prescribe the level
of competency and training of personnel required to conduct auditing procedures.
This is a matter of judgment by the auditor with final responsibility for the audit.
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Any such prescribed requirements would be, by their very nature, arbitrary, not
applicable in all circumstances, and incomplete.
Questions regarding evaluation of management’s assessment:
6. Is the scope of the audit appropriate in that it requires the auditor to both
evaluate management’s assessment and obtain, directly, evidence about
whether internal control over financial reporting is effective?
Yes. We believe the scope of the audit of ICOFR articulated in the Proposed
Standard is appropriate. In addition, we believe that the scope of the audit would
be better understood by all interested parties if the auditor’s report spoke directly
the effectiveness of ICOFR, rather than management’s assessment. Accordingly,
we suggest that the Board consider requiring that the auditor report directly on the
effectiveness of ICOFR in all situations.
7. Is it appropriate that the Board has provided criteria that auditors should
use to evaluate the adequacy of management’s documentation?
Yes. We believe that the guidance provided in the Proposed Standard would
serve to enhance the consistency of documentation prepared and maintained by
management in supporting its assessment of ICOFR. However, we believe that
management should maintain sufficient documentation for locations and
businesses that are not considered significant, either individually or in the
aggregate, to evidence compliance with existing books and records requirements
under the securities laws.
8. Is it appropriate to state that inadequate documentation is an internal
control deficiency, the severity of which the auditor should evaluate? Or
should inadequate documentation automatically rise to the level of significant
deficiency or material weakness in internal control?
We believe that inadequate documentation is an internal control deficiency, the
severity of which should be evaluated by the auditor. The evaluation of
inadequate documentation should be based on the individual facts and
circumstances of the particular entity and such inadequacy should not
automatically rise to the level of a significant deficiency or material weakness in
internal control. This notion is consistent with our expectation that deficiencies in
documentation may encompass a wide range of severity and are not necessarily
subject to a predetermined assessment.
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Questions regarding obtaining an understanding of internal control over financial
reporting:
9. Are the objectives to be achieved by performing walkthroughs sufficient to
require the performance of walkthroughs?
We believe that walkthroughs represent an effective means of obtaining an
understanding of an entity’s ICOFR and an important component of an auditor’s
related evaluation. We support the requirement outlined in the Proposed Standard
for the performance of walkthroughs for the entity’s significant processes.
10. Is it appropriate to require that the walkthrough be performed by the
auditor himself or herself, rather than allowing the auditor to use
walkthrough procedures performed by management, internal auditors, or
others?
While we agree that, in obtaining an understanding of an entity’s ICOFR,
walkthroughs should be performed, we do not believe that auditors should be
prohibited from using the documented work of others in conducting
walkthroughs. We suggest that the Board consider limiting the extent to which
the auditor may use the work of others in the performance of walkthroughs,
consistent with guidance outlined in paragraph 105 of the Proposed Standard.
Question regarding testing operating effectiveness:
11. Is it appropriate to require the auditor to obtain evidence of the effectiveness
of controls for all relevant assertions for all significant accounts and
disclosures every year or may the auditor use some of the audit evidence
obtained in previous years to support his or her current opinion on
management’s assessment?
We believe that the auditor should obtain evidence of effectiveness of controls for
relevant assertions for significant accounts and disclosures each year. However,
we also believe that the nature, timing and extent of test work directed toward
relevant assertions can, and should, vary from year to year based on prior years’
findings, changes in a company’s internal control, or changes in management.
We recommend that the Board consider including language in its final standard
clearly stating that the auditor may not rely on specific audit evidence obtained
from specific audit tests performed in prior years to support his or her current
opinion on ICOFR.
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Questions regarding using the work of management and others:
12. To what extent should the auditor be permitted or required to use the work
of management and others?
Auditors should not be required to use the work of management or others in
evidencing compliance with the performance provisions of an auditing standard.
An auditor’s conclusions regarding using the work of management and others are
based solely on the auditor’s judgment. The factors outlined in paragraph 103 of
the Proposed Standard represent appropriate matters for the auditor to consider
when evaluating whether to use the work of management and others. However,
we recommend that the Board consider emphasizing the level of competency and
objectivity of management and others currently addressed in paragraph 107 of the
Proposed Standard as a factor for the auditor to consider when evaluating whether
to use the work performed by management or others.
13. Are the three categories of controls and the extent to which the auditor may
rely on the work of others appropriately defined?
In general, we agree with the three-category approach outlined in the Proposed
Standard for determining the extent to which the auditor may use the work of
others. However, we have several comments regarding specific control types and
control activities identified in the individual categories:


The second bullet point in paragraph 104 of the Proposed Standard requires
auditors to independently test controls over the period-end financial reporting
process. We believe the nature of these controls are more appropriately
categorized as a control over a significant process identified in paragraph 105
of the Proposed Standard and, as such, should allow for limited use of the
work of others.



Under the third bullet point in paragraph 104, “Controls that have a pervasive
effect on the financial statements, such as certain information technology
general controls,” are required to be tested by the auditor. Internal audit
personnel in many entities possess the skills and objectivity to effectively
perform tests of information technology general controls. We believe that
these controls should be considered in the same light as controls over
significant non-routine and nonsystematic transactions and, accordingly, are
more appropriately categorized as controls for which the auditor’s use of the
work of others should be limited as discussed in paragraph 105 of the
Proposed Standard.



Paragraph 106 of the Proposed Standard indicates that the auditor has the
ability to use the testing results of management and others “without specific
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limitation” for controls over routine processing of significant accounts and
disclosures. One could interpret “without specific limitation” to indicate that
the auditor may rely solely on the work of others in certain instances. We
recommend that the Board provide additional guidance in its final standard
regarding the meaning of “without specific limitation.” In that regard, we
believe that the auditor should not rely solely on the work of others in the
areas identified in paragraph 106 of the Proposed Standard.
14. Does the proposed standard give appropriate recognition to the work of
internal auditors? If not, does the proposed standard place too much
emphasis and preference on the work of internal auditors or not enough?
Yes. We believe the Proposed Standard, in paragraph 108, provides appropriate
recognition to the work of internal auditors.
15. Is the flexibility in determining the extent of reperformance of the work of
others appropriate, or should the auditor be specifically required to
reperform a certain level of work (for example, reperform tests of all
significant accounts or reperform every test performed by others that the
auditor intends to use)?
We believe that flexibility in determining the extent of reperformance of the work
of others is appropriate as auditor judgment is required in assessing the level of
auditor reperformance. For example, the auditor’s evaluation of the competency
and objectivity of an entity’s internal audit function may influence the extent of
auditor reperformance of internal audit’s work.
16. Is the requirement for the auditor to obtain the principal evidence, on an
overall basis, through his or her own work the appropriate benchmark for
the amount of work that is required to be performed by the auditor?
Yes. We believe that the auditor should obtain, through his or her own work, the
principal evidence for conducting an audit of and reporting on ICOFR. We
believe that this notion is necessarily based on a number of subjective
determinations and is not susceptible to objective measurement. Accordingly, we
believe that the final standard should specifically make reference to the fact that,
because controls over certain areas are not always susceptible to mathematical
measurement, the auditor will need to apply judgment to determine whether he or
she has obtained the principal evidence in support of the auditor’s opinion.
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Questions regarding evaluating results:
17. Will the definitions in the proposed standard of significant deficiency and
material weakness provide for increased consistency in the evaluation of
deficiencies? How can the definitions be improved?
Evaluating the severity of an internal control deficiency requires a high degree of
judgment and, accordingly, is not conducive to a high degree of consistency in
application. The Proposed Standard identifies several instances of internal control
deficiencies that ordinarily would be considered significant deficiencies or,
potentially, material weaknesses, thereby enhancing the level of consistency in
practice relative to those particular matters.
We believe the definition of the term “significant deficiency” in the Proposed
Standard is too broad and represents a significant departure from the current
definition of a reportable condition in AU Section 325. Included in the definition
of a significant deficiency in the Proposed Standard is “…a single deficiency, or a
combination of deficiencies, that results in more than a remote likelihood that a
misstatement of the annual or interim financial statements that is more than
inconsequential in amount will not be prevented or detected.” In reference to this
definition, we believe there will be few internal control deficiencies identified
where the likelihood of a potential misstatement is “remote” and the magnitude
of such a potential misstatement is “inconsequential.” In fact, this definition
could lead to literally every misstatement identified during the course of a
financial statement audit resulting in at least a significant deficiency.
The varying magnitude of potential financial statement misstatements between
those considered inconsequential and those considered material represents a wide
range of possibilities. We believe that the Board should consider revising the
definition of a significant deficiency to more clearly reflect those matters coming
to the auditor’s attention that adversely affect the entity’s ability to initiate,
record, process and report reliable external financial data (consistent with the
definition of a significant deficiency in report examples A-2 and A-3 in Appendix
A of the Proposed Standard). To that end, we suggest that the following replace
the second sentence of paragraph 8 of the Proposed Standard: “A significant
deficiency is an internal control deficiency or an aggregation of such deficiencies
that could result in a misstatement of the financial statements that is more than
inconsequential.” We believe that the definition of a significant deficiency in the
Proposed Standard will ultimately and inadvertently dilute the importance of
significant deficiencies and the related responses by management, the audit
committee, the board of directors, and others to such deficiencies.
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18. Do the examples in Appendix D of how to apply these definitions in various
scenarios provide helpful guidance? Are there other specific examples that
commenters could suggest that would provide further interpretive help?
Use of examples to demonstrate the application of concepts in the Proposed
Standard to an individual fact pattern may be useful to auditors. However, we
note the following in the Board’s Statement of Authority: “Additionally,
appendices to the Board’s standards are an integral part of the standard and carry
the same authoritative weight as the body of the standard.” We do not believe it
is appropriate to include examples such as those evidenced in Appendix D in an
auditing standard, but rather believe such examples are more appropriately
included in non-authoritative implementation guidance. The possibility exists that
practitioners may draw analogies to alternative fact patterns, resulting in
inappropriate conclusions. In addition, examples have a tendency to take on
definitional status over time and, accordingly, result in a dilution of judgment
influencing an auditor’s ultimate evaluation.

19. Is it necessary for the auditor to evaluate the severity of all identified internal
control deficiencies?
Upon becoming aware of internal control deficiencies, we believe that the auditor
should evaluate the severity of such deficiencies, in much the same manner as the
auditor evaluates identified misstatements to the entity’s financial statements.
20. Is it appropriate to require the auditor to communicate all internal control
deficiencies (not just material weaknesses and significant deficiencies) to
management in writing?
We believe it is appropriate for the auditor to communicate to management in
writing all internal control deficiencies identified by the auditor during the audit.
We recommend that paragraph 191 of the Proposed Standard be revised to clarify
that the auditor is responsible for communication to management only those
internal control deficiencies identified by the auditor.
21. Are the matters that the Board has classified as strong indicators that a
material weakness in internal control exists appropriately classified as such?
We have a number of comments on this subject:


With regard to the first bullet point in paragraph 126 of the Proposed
Standard, we agree that a restatement of previously issued financial statements
is a strong indicator of a material weakness, but suggest the Board provide
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guidance regarding how to treat a material weakness identified in a subsequent
period yet pertaining to a prior period. For example, it appears that if a
financial statement restatement occurs, there is a strong indicator of a material
weakness in the period that is restated, but not necessarily as of the latest
balance sheet date.


With regard to the fourth bullet point in paragraph 126, we believe that an
ineffective internal audit function has implications for all entities that support
such a function. In addition, this bullet point infers that all larger, more
complex entities should support an internal audit function, effectively
mandating the same for such entities. We recommend the Board clarify its
intentions with regard to the application of this provision to larger entities that
do not support an internal audit function and smaller entities that support an
internal audit function that is found to be ineffective.



With regard to the fifth bullet point in paragraph 126, we believe further
clarification of the auditor’s responsibility with regard to the entity’s
regulatory compliance function is necessary in order to effectively interpret
the scope of this provision. In other words, is the auditor responsible for
evaluating the effectiveness of the entity’s controls that do not have a direct
impact on the entity’s financial statements and disclosures? Many entities
operating in highly regulated industries maintain extensive regulatory
compliance functions addressing, for example, product development,
environmental matters, workplace safety, and employment opportunities.
Many of the activities of these compliance functions do not directly impact the
entity’s financial statements and disclosures.
We note that paragraph 14 of the Proposed Standard refers to “…operations
and compliance with laws and regulations directly related to the presentation
of and required disclosures in financial statements” as being encompassed in
ICOFR. We recommend the Board clarify in the final standard that the
reference to an entity’s regulatory compliance function in paragraph 126 is
consistent with the notion of compliance activities directly related to the
presentation of and required disclosures in financial statements addressed in
paragraph 14 of the Proposed Standard.



With regard to the sixth bullet point in paragraph 126, it appears that the
Proposed Standard establishes an obligation on the part of the auditor to
determine whether senior management has been party to any fraud. AU
Section 317.08 indicates that, “Normally, an audit in accordance with
generally accepted auditing standards does not include audit procedures
specifically designed to detect illegal acts”. However, instances of
management fraud that come to the auditor’s attention may require some
action on the part of the auditor.
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We believe that the auditor should consider compliance with laws and
regulations that are generally recognized by auditors to have a direct and
material effect on the determination of financial statement amounts. In
addition, the auditor should be aware of compliance matters that may have a
material, but indirect, effect on the entity’s financial statements. If the auditor
becomes aware of compliance matters that could have a material, indirect
effect on financial statements, action on the part of the auditor should be
required. We recommend that the Board consider revising the sixth bullet
point in paragraph 126 to clarify that the auditor is responsible for considering
those illegal acts that may be significant to the entity’s financial reporting
process.


We believe that instances of an ineffective control environment should be
considered at least a significant deficiency, and a strong indicator of a material
weakness, in ICOFR.

22. Is it appropriate to require the auditors to evaluate the effectiveness of the
audit committee’s oversight of the company’s external financial reporting
and internal control over financial reporting?
We believe that the auditor’s consideration of the effectiveness of the audit
committee’s oversight of the entity’s external reporting and ICOFR is
contemplated in his or her responsibility to obtain an understanding of and test the
design and operating effectiveness of controls related to the control environment
in its entirety. In addition, we believe that an effective audit committee plays a
significant role in setting a positive “tone at the top.” However, we do not believe
that the auditor should be required to separately conclude on the effectiveness of
the audit committee’s oversight.
Ultimately, we believe that an entity’s board of directors, not its independent
auditor, is responsible to evaluate the effectiveness of the audit committee’s
oversight of the entity’s external financial reporting process and ICOFR.
23. Will auditors be able to effectively carry out their responsibility to evaluate
the effectiveness of the audit committee’s oversight?
We believe that an auditor’s ability to effectively evaluate the effectiveness of the
audit committee’s oversight is negatively affected by a number of factors.
Auditors generally do not have unfettered access to audit committee members,
may not attend all audit committee meetings, and do not have access to all
information considered by audit committee members in the performance of their
stated duties.
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In addition, it is not clear to us how the auditor determines how well the audit
committee understands its responsibilities, the amount of time that the audit
committee devotes to control issues or the amount of time audit committee
members are able to devote to committee activity. Further, the determination of
whether the audit committee complies with the applicable listing standards
adopted pursuant to Section 301 of Sarbanes-Oxley and includes one or more
financial experts as described in the SEC’s rule implementing Section 407 of
Sarbanes-Oxley appear to be matters of legal interpretation and regulatory
compliance that generally fall outside the scope of reliable financial reporting.
If this requirement is retained in the final standard, we recommend that:
 The criteria referenced in the auditor’s evaluation be clarified to
facilitate consistent application;
 Management be required to evidence its evaluation of the audit
committee as part of its assessment of ICOFR; and
 The auditor be required to obtain written representation from the audit
committee as evidence in performing his or her evaluation.
Refusal by an audit committee to furnish the aforementioned written
representation should constitute a scope limitation.
24. If the auditor concludes that ineffective audit committee oversight is a
material weakness, rather than require the auditor to issue an adverse
opinion with regard to the effectiveness of the internal control over financial
reporting, should the standard require the auditor to withdraw from the
audit engagement?
No. We do not believe that resignation by the auditor necessarily serves the
public interest. In addition, we do not believe that an auditing standard should
dictate client retention conclusions to the auditor. While an auditor may decide to
withdraw from an audit engagement in these instances, such decision is a
professional matter for the auditor to consider based on available facts and
circumstances.
Questions regarding forming an opinion and reporting:
25. Is it appropriate that the existence of a material weakness would require the
auditor to express an adverse conclusion about the effectiveness of the
company’s internal control over financial reporting, consistent with the
required reporting model for management?
Yes. We believe that, by definition, identification of a material weakness in
ICOFR should result in the auditor expressing an adverse opinion. The SEC final
rule implementing the provisions of Section 404 of Sarbanes-Oxley states that,
“Management is not permitted to conclude that the registrant’s internal control
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over financial reporting is effective if there are one or more material weaknesses
in the registrant’s internal control over financial reporting.” We believe that the
SEC’s rule implementing the provisions of Section 404 requires management,
upon determining the existence of a material weakness, to conclude and report
that the entity’s ICOFR is not operating effectively. Accordingly, we believe that
the auditor’s reporting should be consistent with the required reporting model for
management.
26. Are there circumstances where a qualified “except for” conclusion would be
appropriate?
As illustrated in example A-3 in the Proposed Statement, we believe that
examples of scope limitations beyond management’s control may exist where the
auditor’s issuance of a qualified “except for” conclusion is an appropriate
alternative. However, as noted in the response to question 25 above, we do not
believe that a qualified “except for” conclusion is appropriate in those instances
where a material weakness exists.
27. Do you agree with the position that when the auditor issues a non-standard
opinion, such as an adverse opinion, that the auditor’s opinion should speak
directly to the effectiveness of the internal control over financial reporting
rather than to whether management’s assessment is fairly stated?
Yes. Further, in order to definitively conclude on the engagement scope
contemplated by the Proposed Standard and eliminate potential confusion
regarding the meaning of “management’s assessment” as referred to in the
auditors’ report, we recommend that the Board consider requiring that the
auditors’ report speak directly to the effectiveness of internal control over
financial reporting. We believe that, despite the clarifications as to scope
included in the Proposed Standard, continued use of the “management’s
assessment” terminology in the auditors’ report serves to detract from a consistent
understanding of the scope of an audit of ICOFR.
Questions regarding auditor independence:
28. Should the Board provide specific guidance on independence and internal
control-related non-audit services in the context of this proposed standard?
No. We believe that the SEC rules on independence are sufficiently
comprehensive. Additionally, we do not believe that the Proposed Standard is the
appropriate forum for providing guidance on independence and internal control
related non-audit services.
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29. Are there any specific internal control-related non-audit services the auditor
should be prohibited from providing to an audit client?
We believe that the independence matters relating to the provision of non-audit
services by an entity’s independent auditor are sufficiently addressed in the
aforementioned SEC rules. We do not believe that additional guidance in this
area is necessary at this time.
Questions regarding auditor’s responsibilities with regard to management’s
certifications:
30. Are the auditor’s differing levels of responsibility as they relate to
management’s quarterly certifications versus the annual (fourth quarter)
certification, appropriate?
We do not believe the auditor has, or should have, a different level of
responsibility in reference to management’s disclosures responsive to the
requirements of the quarterly and annual certifications, other than as outlined in
the Interim Standards. We believe that existing guidance outlined in the Interim
Standards addressing the auditor’s responsibility for other information in
documents containing audited financial statements (AU Section 550) or interim
financial information (AU Section 722), and illegal acts by clients (AU Section
317), is sufficiently comprehensive and well understood in practice.
Clearly, an auditor’s responsibility in the conduct of a review of interim financial
information is different from that in an audit of financial statements or ICOFR.
AU Section 550, the provisions of which also apply to reviews of interim
financial information pursuant to AU Section 722, states that, “The auditor’s
responsibility with respect to information in a document does not extend beyond
the financial information identified in his report, and the auditor has no obligation
to perform any procedures to corroborate other information contained in a
document. However, he should read the other information and consider whether
such information, or the manner of its presentation, is materially inconsistent with
information, or the manner of its presentation appearing in the financial
statements.”
AU Section 317, also referenced in AU Section 722, addresses the auditor’s
consideration of the possibility of illegal acts and the auditor’s response to
detected illegal acts. Accordingly, we believe that those instances where an
auditor encounters inaccurate or omitted disclosures by management are clearly
and sufficiently addressed in the Board’s Interim Standards, and further analysis
is unnecessarily duplicative in a final standard on auditing ICOFR.
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31. Is the scope of the auditor’s responsibility for quarterly disclosures about the
internal control over financial reporting appropriate?
We do not believe the auditor’s responsibilities relative to management’s
quarterly disclosures regarding ICOFR should go beyond those outlined in AU
Sections 722, 550 and 317 (including Section 10A of the Securities Exchange Act
of 1934). In fulfilling this responsibility, we believe that it is appropriate for the
auditor to perform, on a quarterly basis, the procedures outlined in paragraph 186
of the Proposed Standard. See response to Question 30 above.
* * * * * *
If you have questions regarding the information included in this letter, please contact Sam
Ranzilla, (212) 909-5837, sranzilla@kpmg.com or Craig W. Crawford, (212) 909-5536,
ccrawford@kpmg.com.
Very truly yours,

KPMG LLP
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The following editorial and other comments and suggestions are presented for your
consideration:
1. Paragraph 8 – the definition of significant deficiency includes “interim financial
statements.” As the Proposed Standard provides for an “as of” date audit, which
is generally assumed to be the audited balance sheet date, clarification should be
provided regarding the inclusion of the term “interim financial statements” and
the related implications for test work and reporting.
2. In paragraph 33, the auditor can provide certain permissible internal controlrelated services if specifically pre-approved by the audit committee. On the
surface, this requirement appears to be a modification of the SEC’s rules relative
to pre-approval of auditor services included in the SEC’s final rules on
independence (Release No. 33-8183). In order for audit committees to understand
their obligations regarding pre-approval of auditor services, we believe that the
SEC should provide similar guidance in the securities laws governing audit
committee pre-approval requirements.
3. Paragraph 61 - the definition of a significant account appears too broad. Literally,
all accounts, when aggregated with other accounts, could contain more than a
remote likelihood of a significant misstatement. We encourage the Board to
clarify the intent of this paragraph in the final standard.
4. Paragraph 82 infers that walkthroughs of transactions both before and after a
significant change in the process flow of transactions may be necessary in some
circumstances. We believe that this concept is confusing in light of the auditor’s
requirement to report on ICOFR as of the audited balance sheet date. We suggest
that this paragraph be deleted from the final standard.
5. In paragraph 102, the term “high level of assurance” is used (this term also is used
elsewhere in the document). The use of different terms to refer to the concept of
“reasonable assurance” is confusing. We believe that the term “reasonable
assurance” should be used in those instances where the auditor’s level of
assurance is referenced.
6. In paragraph 126, the existence of significant deficiencies that have been
communicated to management and the audit committee and remain uncorrected
after some reasonable period of time is considered a strong indicator of a material
weakness. We believe the Board should consider defining a “reasonable period”
in the final standard as no later than the entity’s next “as of” reporting date.
7. Paragraph 145 states that, “the auditor should document the identification of
where misstatements related to relevant financial statement assertions could occur
within significant accounts, assertions, and processes.” The term “where”
generally refers to a location. We recommend that the term “how” be used in
place of the term “where” in the final standard.
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8. Paragraphs 146 and 147 appear to be out of place in the Proposed Standard. We
suggest that information included in these two paragraphs be reflected in a section
addressing the interaction of the audit of ICOFR and the financial statement audit.
9. In paragraph 179, we believe that the term “how” should be used in place of the
term “why” in the final standard.
10. Paragraph 189 refers to an auditor’s reporting obligation in instances when the
“…auditor believes management’s certifications should be modified.” The term
“certification” should be replaced with the term “disclosure” to appropriately
describe the auditor’s responsibility in these instances. Refer to responses to
Questions 30 and 31.
11. Paragraph 194 should be revised to clarify that the final standard also will apply
to audits of financial statements of entities other than accelerated filers for years
ending on or after April 15, 2005. This paragraph currently appears to refer only
to the auditor’s obligation for audits of ICOFR for accelerated filers.
12. The footnote to example A-3 should note that, in the event the auditor identifies a
material weakness that is not included in management’s assessment, the auditor
expresses an adverse opinion on the entity’s ICOFR.
13. All example reports in Appendix A should be revised to include reference to City
and State above the date line. In addition, these example reports should indicate
by footnote that the ICOFR audit report date should be the same as the financial
statement audit report date.
******
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I appreciate the time and effort invested in this proposed Auditing Standard (AS) by the
Public Company Accounting Oversight Board (Board) and the opportunity to comment
thereon. I, as many others who have commented on the proposed AS, am deeply
involved in ensuring my company’s compliance with SOA Section 404. Therefore, I am
compelled to write to you my concerns with the proposed AS.
For the most part I agree with the Board’s recommendations. However, I find that there
are key weaknesses in the proposal as currently written that will not only have a
significant negative impact on businesses, but they also are contrary to the intent of SOA.
I concur with the summary of the weaknesses as presented by the Manufactures
Alliance/MAPI dated November 21, 2003. In addition to the comments made by MAPI I
want to express emphasis on the following point:
1. External auditor’s opinion on management’s assertion vs. an opinion on internal
controls. The SOA very clearly states “(b) Internal Control Evaluation and Reporting
– with respect to the internal control assessment required by subsection (a), each
registered public accounting firm that prepares or issues the audit report for the issuer
shall attest to, and report on, the assessment made by management of the issuer.” The
limited amount of assurance the Board is allowing auditors to place on management’s
testing is contrary to the wording chosen by Congress. There is ample professional
literature and time tested experience that give guidance and methods to direct auditors
on how to rely upon or what not to rely upon in coming to a conclusion identical to a
conclusion that would be drawn by re-performing essentially the same work. The
extent of work being required by the Board is closer to the auditor being able to offer
an opinion on the effectiveness of the controls rather than “management’s
assessment”. This is a costly distinction that adds minimal, if any, additional value to
shareholders. In essence, the Board is requiring management and the external
auditors to do the same work. Before I leave this topic I also think it important to
mention this goes against the intent of COSO. COSO specifically states that
management owns the controls and is responsible for their design and continued
maintenance. Once management effectively implements processes consistent with
COSO they will have in place “monitoring” that ensures controls over accurate
financial statements are in place and functioning as designed. Based on the Boards
proposal, the external auditors in addition to management will be responsible for
performing the “monitoring” portion of COSO instead of offering an opinion on
management effectively or ineffectively performing its own “monitoring”.
I ask that the Board not lose sight of the objective of SOA which is to give investors
confidence as to a companies internal controls over financial reporting and
disclosures. That being the objective, I do not see where having two groups perform
the same work gives investors additional confidence. When the auditor performs
their audit in accordance with the current standards for relying upon managements’
work, they can gain essentially the same assurance as to the adequacy of the controls
as they would by re-performing the same work. Another relevant consideration is,
would the Board’s proposal as written have detected the problems at Enron,
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HealthSouth, et al, with any more certainty than the auditor’s attestation of
management’s assertion as discussed above? I think the answer is no.
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From:
Sent:
To:
Subject:

richardlee@ixna.com
Wednesday, November 05, 2003 4:05 PM
Comments
PCAOB Rulemaking Docket Matter No. 008

Public Company Accounting Oversight Board
Attention: Office of the Secretary
1666 K Street, NW
Washington, DC 20006-2803
SUBJECT: PCAOB Rulemaking Docket Matter No. 008
Via email: comments@PCAOB.org
Dear PCAOB Commissioners,
Both the PCAOB and the SEC should be commended on the comprehensive and rigorous efforts since the passage of
the Sarbanes-Oxley Act to implement new rules and regulations to help rein in the abuse and greed that threatens
Corporate America. Your approach thus far has been balanced and fair.
The subject of internal controls is an interesting one that unfortunately is probably not well understood by most investors.
It is a topic that has not received an appropriate amount of attention over the past few years and one that is actually not
as complex as some may make it appear.
Unfortunately, internal auditors and external auditors have made internal controls more complicated by engaging in a
practice of “documenting controls” that provide very little value, meaning, or relevancy to the day-to-day operations or
financial statement reporting integrity of an organization. They have done this because they needed to teach
inexperienced staff members how to cost-effectively discharge their duties of evaluating a business process of which they
have actually very little knowledge or comprehension. This effort to document controls served as an easy way out for the
auditors. It ignores the need to assess risk and apply critical judgment to increasingly complex business processes.
Forgetting independence issues for a moment:
Enron spent millions of dollars outsourcing internal audit work to
Andersen,
Tyco spent millions outsourcing internal audit work to PWC.
Healthsouth spent millions outsourcing internal audit work to
Ernst &
Young.
Adelphia spent millions outsourcing internal audit work to D&T.
Levi Straus spent millions of dollars outsourcing internal audit
work to
KPMG
And what did they do? They exhaustively documented the existence of internal controls within critical business processes
of which they had limited understanding. They deployed inexperienced, often straight out of college, staff members
without adequate training or supervision to interview business process owners and to document the existence of controls.
They tried to standardize complex business processes into forms and checklists that could be “leveraged” to staff
apprentices. The economic needs to take this pressure are enormous. Staff members generated on average over
$175,000 a year in revenue and are paid but a fraction of what they produce. The economic model that each of the bigfour firms is similar. Inexperienced staffs do the majority of the work and produce the majority of the revenue. Meanwhile
partners and other “experienced” professionals are engaged to sell the work.
For the past twenty years or more the public accounting profession has aggressively strayed from their roots of providing
independent, objective, audit opinions on financial reports to pursue lucrative consulting, tax, and internal audit related
services. They traded their integrity and trust for growth and profits. They let down the shareholders and board members
1
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who hired them as they succumbed to management’s financial incentives.
In order to ensure the effectiveness of internal controls within a company the PCAOB needs to listen carefully to
management and stockholders and not to the public accounting professionals who claim to be experts at internal control
systems when they have recklessly managed an effective understanding of internal controls for the past twenty years.
The purveyors of accounting solutions are motivated by a simple desire to enrich their private partnerships with wealth at
the expense of Corporate America.
Business owners, managers and stockholders on the other hand have a vested interest in achieving sound systems of
internal control. In a competitive business environment they need to have sound internal control systems in order to
remain profitable and to attract capital investment for their endeavors.
Companies not only own and manage these systems, but they also work hard to design, improve, and enhance internal
controls. Through this process individuals throughout an organization, not just in internal auditor, develop experience and
knowledge critical to assessing and evaluating the effectiveness of internal controls.
In order to comply with the requirements of Section 404 management must be able to rely on both their internal auditors
ability to help assess the internal control environment and the abilities of individuals throughout their organization in
executing their responsibilities to maintain the internal control system within the organization. Therefore, in paragraph
108 of the proposed standard, the Board should specifically recognize the fact that: employees throughout an
organization performing their daily activities and tasks are an integral part of the system of internal controls and that these
individuals represent a valuable resource that organizations could and should call upon as they attempt to document,
evaluate, and otherwise understand the existence of internal controls.
Paragraph 108 appears to limit an auditors ability to rely upon the work of others when clearly there are and should be
instances when this is
desirable. A professional and well-managed internal audit function is
important but restricting an Auditor from relying upon work performed by other “non-internal audit” employees in
documenting or testing internal controls may have other negative consequences that should be considered.
For example, Audit firms may suggest to management and the audit committee that the internal audit resources available
to staff these engagements are not sufficient and therefore they, the external auditors, need to provide resources to
“assist management in documenting internal controls.” This scenario has already manifested itself in the marketplace as
numerous companies have already engaged their independent auditors to “assist in the documentation of internal
controls.” The problem with this is that not only does it have the undesirable effect of compromising the auditor’s
independence, as discussed further below, but also it effectively provides the auditor with a license to violate other
principles of independence.
Despite the SEC’s own rules on Auditor Independence, current business practices clearly would suggest that the Big Four
accounting firms are actively engaged in disguising non-audit related activities and more detailed control-related activities
as permissible activities by billing them as part of the “documentation of internal controls for Sarbanes compliance. This
is occurring at an account level throughout the country at numerous companies. Some firms are actively assisting clients
in remediation of their internal controls around IT Systems, the Financial Statement Close Process, or other key business
processes as part of the services that they cleverly call “audit related” or “documentation related.”
Audit Committees are being duped by their auditors and management as they believe they are buying one service when
in fact the auditors are performing special projects for management that are only remotely related to the documentation of
internal controls. In the current environment they (Audit Committees) should not be surprised to see that the nature of
work performed varies significantly from what was presented to them in an audit committee meeting or represented to
them in a letter of understanding by their external auditors. Audit Committees would be well advised to evaluate the actual
work performed and scope of services for all projects they authorize that are not part of the financial audit and to possibly
carefully scrutinize the scope of services now being billed as part of the financial audit.
The PCAOB should clearly articulate that public accounting firms cannot and should not be engaged to “assist audit
clients in designing, implementing, assessing, or evaluating internal controls as a separate engagement independent of
the financial audit.” Performing these services in conjunction with a financial audit and an attestation of management’s
assertions on internal control should be permissible. But any other independent activity or engagement that is designed
to assist a client in assessing or evaluating their internal control system should be specifically prohibited. Auditors should
be placed on notice that internal controls is the responsibility of management and they should not act as special advisors
on such topics except at a de minimis level.
Several of the large accounting firms have been engaged in providing their client’s with templates or software packages
that enable companies to document and evaluate internal controls. Because of the potential for perceived conflicts many
2
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of these transactions have been performed through intermediaries or third parties. For instance, one major accounting
firm has an agreement (possibly as a verbal amendment to an existing contract or otherwise) whereby they are entitled to
certain discounts and incentives when they refer business to the software vendor. Another firm helped develop a
conceptual architecture for other software vendors to employ. The resulting software products are now promoted to their
audit and non-audit clients as Sarbanes-Oxley solutions.
Understanding the financial dealings or agreements behind these relationships is not a matter of public record – but it
certainly raises significant questions as to what incentives exist for these firms to promote software products to their
clients. Even if there is no remuneration, or other direct incentives, the public auditors objectivity will ultimately be
compromised when they are called to attest to management’s assertions on internal controls. Consider if you will a
situation whereby a client spends $250,000 with one of the “recommended providers” of software to assist in the
documentation process. If the software doesn’t do the job it was intended to do and the auditors recommended and
promoted the solution or otherwise helped design the system, are they going to be objective in questioning management’s
evaluation of internal controls? Are they going to point out deficiencies in the client’s new system? Probably not!
This raises another important point. Regardless of the fact that Auditors may be engaged in the practice of disguising
inappropriate non-audit services as part of the “documentation of internal controls” effort, Auditors should not be engaged
to assist in the documentation of internal controls. The proposed rule states in Paragraph 19:
For the auditor to satisfactorily complete an audit of internal control over financial reporting, management must do the
following: ……C) Support its evaluation with sufficient evidence, including documentation, and….”
Paragraph 43 specifically outlines what an auditor might have to do to determine whether management’s documentation
provides reasonable assurance to support their assessment on internal controls. The Board appropriately defined some
factors that the auditor should evaluate in assessing the quality of the documentation in supporting management’s
assertions. Since the Auditor is attesting to these assertions it seems to reason they should play a very limited and
restricted role in devising any component that would be the subject on which management based their own evaluation
and assessment.
Surely the auditor should not be engaged to assist the company in performing this documentation. Doing so, places the
auditor in a position whereby they would have to assess the adequacy of internal documentation that they helped create.
The result clearly places the auditor in a position of “auditing their own work.” It also impairs their ability to provide
impartial judgments on the quality of the documentation.
The rules are very clear on this point. In fact Grant Thornton, the fifth largest public accounting firm, arrived at this same
conclusion and issued a press release on September 2nd 2003 stating that they would not provide services to document
internal controls to their public audit clients. Meanwhile the Big Four firms have been deafly silent on this issue as they
continue to deploy resources to their public audit clients to perform this and other non-audit related activities.
The existing rules seem to clearly prohibit this type of behavior; nevertheless the facts speak for themselves. The
motivation of the Big Four to protect this will undoubtedly be disguised in their responses in the commentaries that will
follow. A quick review of recent press releases forecasting record revenue for public accounting firms in fiscal year 2004
underscores the real motivation behind their complacency on these issues. In fact, the SEC and PCAOB should issue an
immediate order clarifying this point otherwise the firms will continue to book revenue and claim ignorance of the blatant
facts that Grant Thornton has clearly identified in their own reading of the rules.
Thank you for considering these comments to your important standard setting process. Some of the items brought forth
point to larger issues of reform and/or are matters that may require further investigation on the part of the PCAOB.
Ultimately, true reform will come when the large public accounting firms start to play by the rules that you have proposed
and stop trying to find profitable loopholes whereby they can capitalize on the fear, uncertainty and doubt upon which they
currently prey.
Richard Lee
1783 Nassau Hall
Princeton, New Jersey 08544
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November 21, 2003

Mr. Thomas Ray
Deputy Chief Auditor
Office of the Secretary
PCAOB
1666 K Street, N.W.
Washington, D.C. 20006-2803
Reference: PCAOB Rulemaking Docket Matter No. 008

Dear Mr. Ray:
We are pleased to submit this comment letter to the Public Company Accounting
Oversight Board (PCAOB) in response to the PCAOB’s request for comments regarding
the proposed auditing standard, An Audit of Internal Control Over Financial Reporting
Performed in Conjunction With an Audit of Financial Statements, Release No. 2003-017.
Our comments pertain to the financial reporting by Lincoln National Corporation, (LNC),
that relates to life reinsurance operations that LNC has disposed of by transferring the
business to an unrelated reinsurance company under indemnity reinsurance agreements.
LNC is a Fortune 500 financial services company providing life insurance, annuities,
qualified retirement plans, and investment management products to retail and institution
clients. In 2001, LNC disposed of its life reinsurance business by transferring the
business to Swiss Re. The disposition was accomplished by a combination of sales of
certain stock subsidiaries that had been wholly engaged in the reinsurance business and
indemnity reinsurance transfers. Because a primary LNC subsidiary insurance company
formerly engaged in the reinsurance business also conducts ongoing direct life insurance
and annuity businesses, the indemnity reinsurance agreements were necessary for LNC to
completely exit the life reinsurance business. In exiting the se lines of business, LNC also
entered into administration agreements with Swiss Re under which the administration and
accounting for the business has been transferred to Swiss Re. Accordingly, LNC no
longer manages or maintains the accounting records of the exited reinsurance business.
An indemnity reinsurance transfer, combined with an administrative services agreement,
is typically used within the life insurance industry by companies that are completely
exiting selected lines of business, while retaining other lines of business.
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An alternative structure would be an assumption reinsurance transfer, which results in a
complete release of the selling company from all legal liability associated with the
underlying insurance business. However, obtaining the regulatory and policyholder
consents required in an assumption reinsurance transfer is a very time-consuming, costly,
and uncertain endeavor. For these reasons, dispositions of entire lines of business within
the life insurance industry are often structured as indemnity reinsurance transfers.
Since the selling company is not relieved of its legal obligation with respect to the
underlying insurance policies in an indemnity reinsurance transfer, FAS 113 requires the
seller to retain the policyholder liabilities on its balance sheet along with an offsetting
recoverable from the acquiring reinsurance company. Because the acquiring company
obtains all rights and obligations relating to the underlying transferred business, the
ongoing FAS 113 accounting associated with the life reinsurance business will have no
net impact on selling company’s financial statements. At the same time, by reflecting
both the policyholder liabilities and an offsetting recoverable from the acquiring
company on its balance sheet, the selling company’s ongoing credit exposure to the
acquiring company is reflected on the face of the selling company’s balance sheet.
In addition to reflecting the policyholder liabilities and the recoverable from the acquiring
company on its financial statements, FAS 113 also requires that the selling company
defer the gain associated with the indemnity reinsurance disposition. The selling
company must amortize this deferred gain into net income over the estimated life of the
underlying business.
Since the selling company does not maintain or administer the life reinsurance business
due to the sale and the corresponding transfer of administrative responsibilities, the
selling company’s financial reporting control processes rela ted to the exited business are
typically focused on the following matters: (a) the accurate accumulation of financial
information supplied by the acquiring company, (b) reviewing the financial information
for reasonableness, (c) reporting this information in the selling company’s financial
statements, and (d) properly accounting for the selling company’s FAS 113 deferred gain.
In addition, on an ongoing basis the selling company will monitor and evaluate the credit
worthiness of the acquiring company.
Under these circumstances, the design and the operation of the policies and procedures
related to internal controls over the financial reporting associated with the exited lines of
business are not the responsibility of the selling company. The administrative efforts and
costs that would be incurred by the selling company to document and test the acquiring
company’s controls over financial reporting, as it relates to the information provided to
the selling company for the exited lines of business, would not produce any meaningful
benefit to the selling company or to the users of the selling company’s financial
statements. Once again, this is because there simply is no net impact on the selling
company’s financial statements related to the exited business.
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Support for this view can be derived from the general concepts included within Appendix
B of PCAOB Release No. 2003-017, at paragraph B16 and footnote 1 which provide that
some accounts can be excluded from the documenting and testing of controls when the
company does not have sufficient control or responsibility with respect to those accounts.
In addition, paragraphs B18 and B19 provide some relevant guidance under the topic of
Identifying Significant Accounts.
To clarify this matter, we request that the PCAOB issue explicit guidance providing that
LNC, and other similarly situated life insurers, should not be required to document and
test the internal controls of the acquiring company related to the reporting of financial
information on exited lines of business that have been transferred under indemnity
reinsurance agreements.
Thank you for the opportunity to comment on this proposed auditing standard. If
questions arise, or additional discussion on this topic is desired, please contact me at
215 448-1408.
Very truly yours,

Casey J Trumble
Senior Vice President, Tax & Reporting
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From:

William Livingston [vitalith@earthlink.net]

Sent:

Friday, November 21, 2003 7:33 AM

To:

Comments

Subject: PCAOB rulemaking docket matter No. 008
Office of the Secretary:
In your PCAOB Release No. 2003-017, October 7, 2003, you proposed an Auditing Standard governing
attestation engagements, referred to in the Sarbannes-Oxley Act of 2002, and requested comments from
interested persons. I am a registered professional engineer (PE) and a member of The Institute of Internal
Auditors (IIA). There is keen interest in the official response aimed to "deter" the process by which The Class of
Enron managed to implode our 401K retirement accounts while so very many professional and fiduciary
watchdogs were on duty. The trillion$ are long gone: the watchdogs remain employed.
Representation
The comments herein originate exclusively from the professional practice of engineering, without condition or
disclaimer, representing the profession's standard of care and conditions of the PE license. These functional
perspectives are independent of any official position of the IIA and do not represent any IIA views concerning your
release. The material differences in the frameworks of professional practice between engineering and internal
auditing (a primary basis of your proposed standard) structure this commentary. The assessment work was paced
by the Attribute and Performance Standards (IIA Professional Practices Framework 09/03) and IIA Practice
Advisories for an attest engagement regarding PCAOB assertions. The assessment had to stop short of the level
of detail questions listed in your release after determining an overriding mismatch of methodology to purpose.
The Professional Engineering benchmark
The profession of engineering operates to a venerable code of conduct, little changed in the last century, with
significant obligations to society unlike those demanded of any other licensed profession, including law,
accounting and internal control. The professional engineer is duty bound to hold the public health, safety and
welfare paramount. In the rules of action to meet this responsibility, the professional engineer is required to detect
incipient program misalignment with the stated objectives and warn the designated authorities "up the ladder."
The reliable determination of impending (future) failure to meet the schedule, budget and results specification
obliges the PE, upon completing warning duty, to withdraw from the project. The proactive duty of the PE is
focused on prevention and avoidance, not confined to reacting to the events of damage. The very presence of a
professional engineer on a project is taken as assurance of a successful goal-seeking enterprise.
Since no excuses are permitted, failure to deliver on the pledge of damage preemption is not an option. The fact
of damage itself is sufficient to establish dereliction of duty. The professional engineer, grounded in the myriad
laws of nature and trained to leverage them to good purpose, cannot blame failure on the moral or ethical
shortcomings of others. There is no "inherent limitations" escape hatch out of the pledge to public welfare - and
for good reason.
The no-excuses, no-escape mandate, oblivious to the ethical makeup of the participants, has long been accepted
by the engineering profession because, simply, there is no other viable way in the rule of law to preserve society.
We live in a world that is designed. The context within which society functions is largely composed of engineering
artifacts - the material proceeds from the process of engineering. Who but the designers could rationally take the
blame for the consequences of design? The mandate issue resolves thereby entirely to the extreme intellectual
demand, necessary and sufficient, to select action appropriately in mind-numbing complexity.
The Orders of Magnitude guideline
Set one (1) as the value of the intellectual investment necessary to "experience" an engineering artifact, such as
riding as a passenger in a car. Judgments are made in the experiencer situation by individual instincts and
feelings. The successful "operator " of the car must invest at least ten (10) intellectual units to be a provider of the
dynamic automobile experience (1). The successful "maintainer" of the car must invest an order of magnitude
more (100) in knowledge acquisition than the operator (10) about the systems comprising the car and their
interaction dynamics in order to diagnosis, repair and restore operational functionality of the vehicle. The car
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"designer" engineers must each make an intellectual investment of at least a thousand units (1000), an order of
magnitude greater than the maintainer (100). The scope and depth of knowledge necessary to appropriately
select that which will comprise an automobile satisfactory for its market in future time is daunting. Shannon's tenth
theorem allows no wormhole for professional judgment to reduce the quantity of knowledge necessary for
appropriate selection to take place.
Internal auditing is subject to the same scaling factors. The designer of the internal control system must possess
far more knowledge than its operators. This demand is emphasized several places in the PCAOB standard. If the
auditor of internal control is to serve as benchmark and design basis for meaningful tests and walkthroughs, for
example, he can know no less than the designers of the system. Conclusions of the attestation require the
support of reason. In practice, this is more than a formidable task. Until the requisite knowledge is developed and
organized, the lists of criteria to apply to it must remain dormant.
Complexity Management
The process of engineering is a systematic assault on complexity - completely, rigorously and scrutably
connected to natural law. Engineering design is dealing with the future in knowledgeable anticipation of the
dynamics that produce both benefits and consequences. Since damage avoidance is a central concern in the
process of design, the intellectual demand for damage preemption is at least three orders of magnitude higher
than that for damage response. The enormous differences in task complexity between responding to damage and
preempting it require different methods. Since the frame of reference for the comments, required for professional
engineers, must be prevention, avoidance and preemption, there is an inherent conflict with the basis for all rules
of action, the essence of regulatory agency - damage response. Nothing in the realm of damage response
translates forward to the duty of damage avoidance. It is essential to recognize the incompatibility between the
activity package commensurate to the line of time past (analysis) and those activities of synthesis effective with
deciphering the expanding cone of the future, which is, exactly, the only place where goals are attained and ethics
assigned.
The social controls context
The distinction between prevent and remedy values, between analysis and synthesis, is vividly reflected in the
striking difference between how society rewards and honors the heroes who rise to the crisis occasion and how it
ruthlessly punishes the preemptive whistleblower. The corporate budget, along with this PCAOB standard, clearly
reveals the full allocation of resources to damage response at the expense of damage prevention. Cultural bias in
resource allocation, favoring damage response, is the gateway for fraud.
The hostility to damage preemption is connected with society's instinctive loathing of the process of engineering.
Regardless of society's addiction to engineered artifacts, the process of engineering and, by association, its
practitioners, reside in the bilge of necessary evils. From ancient times to this day, the process of engineering
(synthesis) has been considered a threat to social order with its despised practitioners, called nerds, mavericks
and eggheads, to be obstructed, ridiculed and persecuted. No great encyclopedia, resplendent with the various
specialties of science (analysis), by design, contains a section on engineering.
The long history of the struggle between the professional obligation to avoid damage and the extreme social
prejudice for damage responding is fully captured and revealed in The Professional Practices Framework
published by the IIA. The profession of internal auditing has sixty years of hard experience in the front lines of this
fundamental conflict between incompatible method systems. There is nothing attempted or contemplated by the
PCAOB in rule-based regulation that does not already have a rich precedent history in the IIA archives. While it is
essential to accommodate the extreme cultural bias against preemption as a given, more viable avenues of
influence have become available. The significant new workable factor impinging on the internal control affair is the
great step increase in the capabilities of damage avoidance that has already occurred - through persecution,
prejudice and all.
Significant note
While the march of science and technology has done little to alter the realm of rule-based operations (analysis),
professional engineering owes you the duty of notification that the zone of effectiveness of the process of
engineering (preemption) has, in the last few years, made a quantum leap far into the operational reality. The
increase in complexity now within the scope of engineering design (synthesis), which is to say damage
avoidance, is so large it has forever altered the working definition of key terms, such as "reasonable," in the legal
and regulatory spheres. That which was computationally impossible in 1998 has already become routine
engineering design practice. All the borders of the classical constraints to practical risk mitigation are being
moved, ready or not, by advances in the process of engineering.
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Whereas engineering methodology in use today was completely defined and scientifically validated by 1960, it
took the relentless, exponential growth in computer power (Moore's Law) to successfully assault the quantities of
complexities common to the systems of our daily experience. The process of engineering engages the extreme
complexity of preemption through the use and control of intelligence amplification, an exact parallel to power
amplification. Intelligence amplification (IA) is a three-step process by which the power of appropriate selection is
increased significantly beyond the intelligence of the human operator who executes that process. One example of
manifest IA is the cell phone. In operation, it consumes the equivalent intelligence of 80,000 coordinated "brains."
Through IA, engineers are not limited in performance by the capacity of their own brain to process the information
necessary for appropriate selection.
The market explosion in "intelligent machines" is directly proportional to the rate of growth in the basic
competency to avoid damage. The two activities, design and preemption, are one and the same thing. For all
practical purposes, today, there is nothing in the future of an engineered artifact that is not foreseeable (as in tort
negligence) - in the context of practical and timely. In like manner, through the damage avoidance competency of
the process of engineering, internal control need not be "subject to lapses in judgment and breakdowns resulting
from human failures." There is no need to accept the "risk that material misstatements may not be prevented or
detected on a timely basis ..." There are no inherent limitations.
For the purposes of the PCAOB, it is much more important to first recognize the inherent constraints in your basic
approach to the SEC assignment as a prerequisite for "release" to detail. Like Pandora's Box, once released, you
can't get the menace of unintended consequences back in.
The limits of regulation
The central law of nature that governs the performance of internal control is - control theory. This natural law
ranks in significance with and combines seamlessly to the second law of thermodynamics. Control theory
constrains the effectiveness of the rule-based regulatory process, as in the PCAOB, in fundamental ways.
Managing operations by compliance to rules automatically eliminates the factors of mission objectives and
process consequences in selecting task action. When activity choice is fixed by rules, loyalty is measured by
obedience to the rules - and nothing else. When the context is appropriate for rule-based governance to be
effective, it is also economically efficient.
The limits to the beneficial effects of rule-based governance are set by control theory - and nothing else. By its
definition, a rule of action cannot call for replacing itself when events render it no longer producing satisfactory
outcomes. If you design a rule that orders its own replacement when better goal-seeking activity emerges, you
have not created a rule but a variety of engineering process. You can either specify the action to be taken,
Aristotle's "efficient cause," or you can specify the results, goals and objectives to be attained, Aristotle's "formal
and final cause." Control theory forbids specifying both simultaneously. You can choose to specify both, as you
wish, but the effect that you cannot alter is to destabilize the proceedings and destroy productivity on all counts.
As a rule maker, the PCAOB cannot issue a rule which includes a responsibility, for those faithful in compliance
with said rule of action, for any outcome aligned with your commission. Issue your rules, as you must. Enforce
compliance, as you must. What you cannot do is transfer the functional responsibility for rule-compliant outcomes.
When fraud evades the internal control system you designed, no big trick, the responsibility is yours. Oversight by
hindsight is not kin to the insight of foresight.
Deaf to persuasion, control theory inserts an inflection point in the curve of productivity versus context for rulebased governance that does not exist for the process of engineering. When the context positively favors rulebased management, such as in a steady, repetitive business environment, as Henry Ford knew, more and better
rules translates directly to more productivity. When the context turns toxic to governance based on rules of action,
such as frequent intrusions of complexity and novelty, the inflection point will be breached. In mindlessly applying
the same strategy when on the negative side of the inflection point, more rules immediately become grossly
counterproductive. Because of this dramatic reversal in the sign of influence, it is the duty of every professional to
be acutely aware of the point on this continuous curve occupied by his engagement. In practice, the
determination of status of an engagement on the curve is simple and reliable. It is humanly impossible to mistake
a situation on the positive side for one on the negative side. All red flags are flying vigorously in the same
direction. To continue to apply standard procedure on the negative side of the inflection point, oblivious to the
attending counterproductivity, is an error of principle.
Initialization requisites
The professional engineer, executing the process of engineering, must take two steps in initializing his
engagement that are invariably omitted in rule-based practice. The very first task is to quantify the complexity
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entailed in the assignment. This is done by counting the number of relationships that comprise the field of
knowledge from which appropriate selection must be made. It is the quantity of complexity, and nothing else, that
determines which of the two possible strategies of control to apply to the assignment. When the field of ignorance
is large, habitually and grossly underestimated, there is no alternative for the professional engineer but to engage
intelligence amplification. The quantities of complexity grow exponentially with numbers of elements and
relationships. In many cases of interacting systems, there is another exponent to the exponent. In the context of
relatively small business organizations, the number of possible unique domain variations (the basis of appropriate
selection) often exceeds the number of atoms in the universe.
The quantity of complexity residing in the engagement directly brackets the possible contribution of "professional
judgment." Without doubt, when the quantity of engagement complexity is reasonably close to human capacities,
professional judgment is a splendid, safe technique to improve productivity. Quite correctly, you require a
reasonable basis for reliance - evidence - a rationale for forming an opinion, the trail of logic for assessment of
design effectiveness. These assignments require knowledge development and, required by the Second Law, the
imposition of coherent structure.
However, when the field of ignorance is very large and available information is error-laden, asking professional
judgment to make a difference is, in effect, turning honest men into public liars. When the auditor is required to
"understand how internal control over financial reporting is designed and operates to evaluate and test its
effectiveness," and the quantity of complexity intrinsic to the system is sixty orders of magnitude higher that his
intellectual capacity, it is the pursuit of the impossible. This affair falls under the absolute dominion of Ashby's Law
of Requisite Variety - "Only variety can destroy variety." To legitimize an impossible auditor work context is bad
news for stakeholders.
The second initialization step required of the professional engineer is to determine the "quality" of the information
and data going into the business systems. There is no such functionality as "control" or "regulation" without
incorporating the quality of the input data associated with the data itself as part of the computations. Any
assumption of variable data as eternally "good" is professional malpractice. Recent published studies by the
vendors of business software to support SEC compliance show that the data processed by organizations for
compliance typically run between 10% and 30% defective. This finding is entirely consistent with the industrial
process control experience involving physical instrumentation. It takes a great amount of diligence and focus to
identify and label the quality of input data on a real-time basis for the purposes of dependable, robust control. The
chore to systematically develop knowledge about the frequency, cause, impact and an appropriate response to
data quality defects always pays off in prompt detection of serious system malfunctions. To bypass the labor of
dealing objectively and thoroughly with information quality is a technical error with material consequences.
There are many more ways for data to be defective than to be good. Information can be missing, late, wrong
units, wrong sign, mislabeled, out of plausible range, inaccurate, displaced, etc. Calculations that need to be
synchronized, such as for periodic financial statements, present yet another dimension for errors. The
requirement to address the information quality matter, as a tag that accompanies the data, is a prerequisite to the
design of a control system that can deal with defective input information and, by diverse redundancy, still maintain
satisfactory control up to a computable degree of quality degradation.
Displaced, misplaced supervisory control
The institutional response to the damage caused by the class of Enron includes a refocus of the responsibility for
such damage in the future up the hierarchy to executive management. In the context where the quantity of
complexity and its field of ignorance is huge, this direction is opposite to the supreme principles of control theory.
Increasing the number of supervisory levels between the work face and the responsibility for workface results
increases the time lag between creating the damage and responding to it. Increasing opportunity time for fiscal
mischief elevates the risk of system instability, including scandal, litigation and bankruptcy. Fixing clear
responsibility for the rule-augmented damage, in advance of its occurrence, may temporarily attenuate some
stakeholder wrath, but this political expedient comes at the price of increased damage to the public. It is only a
matter of time. The core issue remains unaddressed.
Avoiding the consequences
Damage preemption as delivered by the process of engineering is a byproduct of activity regulation at the
workface. The time lag between error generation, taken as a given routine of the operational reality, and error
detection, taken as a shared obligation of the work crew, is reduced towards zero. In the process of engineering,
error at the work face appears as just another disturbance to goal-seeking activity to be compensated along with
all the other disturbances, by knowledge-driven (designer grade) mid-course corrections. No problem. With every
member of the workface crew an equal-opportunity preemptive whistleblower, the regulatory process involving
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human diligence and compliance cannot be intentionally circumvented. In this workface crew context, fraud
appears simply as yet another disturbance to be promptly remedied, rendering material fraud impossible.
Intentions, morals and ethics of the workers are incidental attributes. No excuses.
When responsibility is administratively separated from the work face, the work crew standard of care forcibly locks
in to brain-off, rule- compliance mode and the cause for damage preemption is lost. The disconnect and remote
location of workface product responsibility is the reason you include "Inherent Limitations In Internal Control Over
Financial Reporting."
Conclusion
In my professional judgment, readily validated by independent audit, rule-based regulation of internal control has
already migrated well past the productivity/context inflection point and that both the regulators and the regulated
are highly aware of that fact. Collectively, this aggregation of connected systems of control and regulation is
deterministic. Given the status assessment described herein, any professional can confidently predict the future.
These warnings satisfy the PE obligation.
The opportunity to provide commentary to the PCAOB in this convenient format is greatly appreciated.
William L. Livingston, PE
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Lockheed Martin Corporation
6801 Rockledge Drive Bethesda, MD 20817
Telephone 301-897-6764 Facsimile 301-897-6813

LOCKHEED

MARTIN

Rajeev Bhalla
Vice President and Controller

November 21, 2003

Office of the Secretary
Public Company Accounting Oversight Board
1666 K Street, N.W.
Washington, DC 20006-2803
Sent via email to comments@pcaobus.org
Re:

PCAOB Rulemaking Docket Matter No. 008
Proposed Auditing Standard
An Audit of Internal Control over Financial Reporting
Performed in Conjunction with an Audit of Financial Statements

Lockheed Martin Corporation welcomes the opportunity to provide comments on this proposed
auditing standard, PCAOB Release No. 2003-017. Lockheed Martin is a publicly traded
corporation principally engaged in the research, design, development, manufacture and
integration of advanced technology systems, products and services. In 2002, we reported sales
of $26.6 billion.
Before responding to the specific questions posed in the draft, we have some general comments.
We recognize and commend the Board for striving to balance the needs of its various
constituencies in addressing this complex audit issue. We are concerned, however, that some
provisions of the draft will still result in costs to companies well in excess of benefits to be
achieved, both by the companies as well as the investor community. Specifically, the
requirements for certain levels of external audit activity regardless of the quality and amount of
management and internal audit effort—or for that matter the business, control, and ethical
environments the company operates in—are troublesome. We feel this will result in excessive
and duplicate testing—and cost—without corresponding benefit. In this instance, we believe the
requirements confuse “audit activity” with “accomplishment of audit objectives.” Provision for
auditor discretion should be made in this area.
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Here are our comments concerning some of the specific questions raised in the draft:
Question 1—Attestation or Audit
We believe these terms are not interchangeable. We believe the language and intent of the
Sarbanes-Oxley Act call for an attestation, not an audit. This proposed standard prescribes an
audit.
Question 6—Scope of the Audit
We believe the scope of audit testing, and the amount of direct evidence to be gathered, should
be determined by the auditor’s judgment, taking into account the risks posed by the company’s
specific business and control environment, and the factors that can mitigate those risks.
Intuitively, the controls of a company with a culture and demonstrable practice of integrity and
“doing the right thing” should require less testing than the controls of a company with an
aggressive, “push the envelope” culture and method of operation. The goal should be the
achievement of audit (or attestation) objectives in an efficient manner.
Question 8—Inadequate Documentation
We do not believe inadequate documentation, regardless of context or effect, should be
considered an internal control deficiency per se. Documentation may be a control, but it may
also be merely one form of evidence of a control; there may be alternative evidence available. In
the latter case, we do not see how inadequate or absent documentation could be construed to be
an internal control deficiency.
Question 9—Walkthroughs
While we believe that walkthroughs have their place in the auditor’s toolkit, we do not believe
walkthroughs are practical or necessary in all cases. The auditor should be allowed to use
judgment to determine the best method of achieving the audit objective.
Question 10—Requirement that only Auditor Performs Walkthroughs
As stated in our response to question 9 above, we believe there are instances where a
walkthrough performed by the external auditor is not only unnecessary, but impractical. The
auditor should be allowed to exercise judgment as to whether walkthroughs are required in all
cases and, if required, whether a surrogate such as internal audit may be relied upon to perform
the work.

Question 11—Annual Testing of All Relevant Systems versus Reliance on Prior Period Audit
Work
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We believe there are instances—for example, mature processes (no recent changes) involving
minimal exercise of judgment performed by long-time employees who have proven to be
competent and adequately trained—where the low level of risk could appropriately lead to
reduced or periodic audit effort. We believe the audit standard should acknowledge this very
real
circumstance, and allow the auditor to exercise his or her judgment in this regard. If necessary,
additional guidance could be developed to aid the auditor in making this judgment.
Question 12—Use of the Work of Management and Others
Depending on the degree of independence afforded the internal audit function by its charter,
reporting relationship to management, and relationship with the Audit Committee of the Board
of Directors, we believe the use of work performed by the internal audit function should not only
be permitted but encouraged. In many cases, we do not see a meaningful difference in
independence between an internal audit organization that reports to the Audit Committee, and an
external auditor that is hired by and reports to the Audit Committee.
Among other things, we are concerned that demands made for work to be performed exclusively
by the external auditors could potentially outstrip the capacity of the audit firms. This could lead
to delays in performing the work, and likely would (given the law of supply and demand) result
in significantly higher fees charged to companies and their shareholders. In our view, the ability
of the external auditors to use the work of internal auditors and management, where appropriate,
provides necessary elasticity to the supply of competent and experienced internal control testers
and evaluators.
Question 13—Categories of Controls Defined
We agree with the categories of controls as defined, but disagree with the characterization of
general IT controls in the draft. We do not understand, nor support, the position that work on the
evaluation of general IT controls must be the exclusive realm of the external auditor.
Question 14—Role of Internal Audit
In our view, the draft does not sufficiently recognize and value the role of the internal auditor,
nor does it acknowledge the distinction between internal audit and management. As mentioned
above in our remarks under question 12, we believe there are more similarities between some
internal audit organizations and the external auditor in terms of mission, training, and
governance, than there are between those same internal audit organizations and management.
The final standard should reflect this reality and expand the scope for acceptability of the work
of those internal audit organizations, if necessary providing criteria by which the independence
of the internal audit organization could be evaluated.
Question 15—Auditor Flexibility in Using the Work of Others
The auditor should be permitted to exercise his or her professional judgment in this area.
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Question 17—Definitions of Significant Deficiencies and Material Weaknesses
We believe the definitions need further development and clarity, and need to be reconciled with
each other and with the rest of the standard to eliminate inconsistencies and improve coherence.
The mixture of established and well-understood terms of art, such as remote and material, with
newer and less-well-defined terms, such as inconsequential, is particularly confusing.
We also believe that “inconsequential” (as we understand the use of the term) establishes a much
lower threshold than appropriate for the purposes of this standard. We are concerned that this
would result in a high volume of relatively minor issues that would need to be addressed (or at
least debated), and that this would distract attention, resources, and focus from the more serious
deficiencies.
We further believe that the well-established concept of compensating controls should be further
acknowledged, and additional guidance provided on how it can be relied upon, in the final
standard.
Question 20—Requirement for Auditor to Communicate All Deficiencies
We think the same principle should apply here as in a financial statement audit, namely that the
auditor use his or her judgment to determine which findings are sufficiently significant to
communicate to management.
Question 25—Adverse Opinion Due to a Material Weakness
Since management’s representation is as of a point in time (December 31), the auditor’s report
should correspond to the same point in time. Therefore, an adverse opinion should only be
required if a material weakness remains in effect at (has not been corrected by) the date on which
management is reporting.
Question 27—Auditor Speaking Directly to Internal Controls in a Non-standard Opinion
We disagree with the position taken in the draft and the Board’s explanation thereof. We also
believe this position undercuts the Board’s assertion that the auditor’s examination of internal
controls under this standard is necessary only in the context of evaluating management’s
assertion on the subject (see comments under questions 1 and 6 above). If the auditor’s task is to
evaluate management’s assertion, let he or she do so. It is inconsistent and inappropriate to
change the scope of the auditor’s report based upon the audit conclusions.

If desired, we would be happy to provide more information about our reasoning. Thank you for
considering our concerns during the Board’s deliberations.
Sincerely,
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/s/ Rajeev Bhalla
Vice President and Controller
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1584 Broadway
New York,
New

York,

10036

November

Public
Company
Accounting
Attention:
Office
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1666 K Street,
NW
Washington,
DC 20006

SUBJECT:

Dear

PCAOB

Secretary

Rulemaking

& Other

Oversight
Secretary

Docket

Distinguished

Ist,

2003

Board

Matter

No.

008

Commissioners:

I have been following
in the Wall Street
Journal
and
other
newspapers
on the pending
rules
regarding
internal
controls.
I have also paid close
attention
to the many
accounting
scandals
of the past few years.
I would
like
to offer my comments,
as an individual
investor,
to your
rulemaking
process.
I am concerned
because
as I read through
sense
three major
issues
that are truly

your rules
disturbing.

I

First,
you are providing
guidelines
or rules
for auditors
to do their
job.
This is probably
long overdue
because
as we all know they have not been doing
their
job lately
and we have seen some very big audit
failures.
I commend
you on this. But, it seems
to me that many of the rules
you are proposing
are things
that people
like me would
have already
expected
the auditors
to be doing.
I would
already
expect
auditors
to look for fraud and
look at the client's
financial
reporting
process
to
understand
how it works.
If they don't
know that how
earth
do they know whether
or not the audits
they are
performing
are sufficient?
What were they doing?
It seems
to me
would
not have

that if auditors
the problems
we

were doing
have today.

their job
I commend

to
on

we
you
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on trying
to establish
rules
that will make it clear
that
they can no longer
put personal
relationships
with chummy
former
employees
and customers
who pay them to do
"special
projects"
to look the other way.
These abuses
must be stopped.
Second,
it seems
that many companies
are objecting
to the
impending
rules
because
they are going to be cost
prohibitive
to implement.
I've seen many articles
that
say the audits
are going
to cost more.
Some estimate
between
25% and 50% more.
Well,
if companies
that are
outside
of the US do not have these
same requirements
then I agree with them - this is a bad idea because
it
makes
US business
less competitive
in a global
marketplace.
More importantly
though,
I must ask - why should
audits
cost more?
Some articles
seem to suggest
it has to do
with the fact that the auditors
don't
really
make money
performing
audits.
They use the audit as a _loss-leader"
and instead
make money
doing all the other
special
things
that got them into trouble
in the first place.
Well

that's

ridiculous

rhetoric.

No

business

I know

of

continues
to operate
unprofitable
businesses
for very
long.
Judging
from the expensive
suits,
lifestyles,
and
salaries
that these
Partners
are living
I seriously
doubt
they have been losing
money
in the audit business
for
very long.
Instead
I suspect
that they are misleading
us
about
how lucrative
this business
really
is.
I recall
reading
an article
earlier
this year in the Wall
Street
Journal
whereby
the Chairman
of one of these
firms
was making
over $2,000,000
per year and was giving
his
ex-wife
only $5,000
a month
on which
to raise there
family.
Apparently
she had to sue to get the records
of
the partnership
opened
up so she could
find out how much
he really
made.
She not only had to fight her exhusband,
she had to fight the deep pockets
of the firm to
find out how much he was worth.
The judge was so
outraged
that he awarded
her over 60% of the marital
property
(which amounted
to tens of millions
of dollars).
It is obvious
that he kept many secrets,
including
how
much money
he made and how much they were worth.
He also
had a willing
accomplice
- his firm in making
his pleas
of poverty.
Are we to believe
these
people
when they
tell us they don't make money
conducting
audits?
Another
article
suggested
the average
partner
income
is over
$500,000/year.
I am not sure if the article
is right or
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not,
they

but even
would
be

if it
doing

was only half
pretty
well.

of

that

it

seems

to

me

I don't believe
for a minute
that they do not make money
on audits.., that sounds
like the hollow
plea that the
Chairman
of that one firm gave his ex-wife
when he
offered
her $i,000,000
to go away.
We shouldn't
believe
it and we should
recognize
it for what it is - another
attempt
to deceive
and mislead
the American
investor.
But the above
story does give us some insight
into the
public
accounting
profession.
It makes
me wonder
whether
or not we can trust
these people
or whether
they have
become
corrupt
because
of all of the money
they do make.
Perhaps
you should
consider
making
these
firms report
their earnings
publicly
from each business
line as part
of the reforms
you implement.
Increased
transparency
for
the public
accounting
profession
would probably
do more
to create
positive
reform
then anything
else you could
do.
If nothing
else it might
cause more competition
and
drive
down prices,
thereby
making
the reforms
you
implement
better
for the companies
I invest
in.
It's an
interesting
idea and one I think
you should
give special
consideration
to.
It also would
force them to not lie to
us

about

how

"unprofitable"

Third,
and finally,
some of the comments

audit

work

when I read through
to date - I do not

really

is.

your rules
understand

and
how

the auditor
can help their
clients
make sure their
internal
controls
are good and then audit those
internal
controls.
I may not fully understand
the situation
but
it seems
to me that what we are creating
is a vicious
cycle.
Auditors
help their
clients
document
internal
controls
and presumably
they get paid to do this - then
they come in and audit
the books
and records
and the
internal
controls
and get paid again
to do that?
It seems
to me that someone
cannot
be independent
when
they help create
the solution.
It seems a lot like
having
the auditor
also be the bookkeeper.
If the
auditor
were to help his client
set up the chart
of
accounts
(help him identify
how best to organize
the
accounts),
instruct
him on model
formats
on which
to
prepare
the financial
statements,
and how best to collect
the information
they report
in their
financial
statements
and then audit
those
financial
statements
this would
seem
to me to be a conflict.
My impression
that and the

is that
auditors

companies
should
be responsible
for
should
come in to make
sure that
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the company
did it right.
It seems
to me that this
should
be the same for internal
controls.
Companies
should
be responsible
for that and the auditors
(or
perhaps
some other
independent
body or other
firm)
should
come in and tell them they are ok. Having
them do both
just doesn't
make sense.
I appreciate
you listening
to my ideas
and thoughts
and
thank you for your time and consideration.
Hopefully
your new rules will reign
in some of the abuses
that I
see enable
us to once again
trust
that the numbers
we get
from the companies
we invest
in are accurate.

S_stephed Lucas
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From:
Sent:
To:
Subject:

JCM [jcmahecha@yahoo.com]
Thursday, February 26, 2004 12:01 PM
Comments
PCAOB Rulemaking Docket Matter No. 008

I have read PCAOB Release No. 2003-017 and have some suggestions that may have already been communicated.
Nevertheless, I hope my brief note may help. I do not represent any organization or company. My feedback is my own
and is intended to express my opinion on a specific area of consideration to the “Proposed Auditing Standard-An Audit of
Internal Control Over Financial Reporting Performed in Conjunction With an Audit of Financial Statements”.
Page 16 states that the proposed auditing standard
requires the auditor to communicate in writing to the
company’s audit committee all significant deficiencies
and material weaknesses the auditor is aware and
report to management all internal control deficiencies
in writing. Reliance on objectivity to determine what
is significant and material is also noted.
Page 18 appropriately lists key questions 19 & 20:
19. Is it necessary for the auditor to evaluate the
severity of all identified internal control
deficiencies?
20. Is it appropriate to require the auditor to
communicate all internal control deficiencies (not
just material weaknesses and deficiencies) to
management in writing?
My opinion is that reliance on objectivity in relation
to the severity of internal control weaknesses is a
weakness in itself by affording auditors and
management to “negotiate” the significance of such
weaknesses and whether they need to be communicated
and addressed. Therefore, ALL internal control over
financial reporting weaknesses and deficiencies
identified by the auditor, either directly or
indirectly, need to be evaluated as to severity and communicated in writing not just to management but to the Audit
Committee as well. Objectivity as to what is or is not significant should be determined by a combination of auditors,
management and the audit committee.
Best regards,
JC Mahecha, CPA

__________________________________
Do you Yahoo!?
Get better spam protection with Yahoo! Mail. http://antispam.yahoo.com/tools
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Having requested the first extension of the regulatory deadline for implementation of this
provision and being familiar with the logistics of financial statement audit with this new appendage,
the Alliance has no wish to delay this project. We understand the significance of Section 404, and
are aware that the Securities and Exchange Commission (SEC or Commission) must review the final
submission after PCAOB is finished with it. Meanwhile, the absence of implementation rules creates
uncertainty for all parties and inconvenience--possibly
including unnecessary cost--for companies,
notably those in the early waves of affected parties having fiscal years beginning on or after June 15,
2004.
Background
SOA was enacted in circumstances of a "crisis of confidence" caused by accounting and audit
failures at several public companies, which, in combination with economic conditions of recession,
resulted in devastating equity market losses. In capsule summary, the Act was emergency legislation
characterized by new rules of corporate governance and accountability and commensurately
increased penalties for noncompliance.
As the most sweeping overhaul of the federal securities laws since the 1930s, SOA was intended
to fill oversight and financial reporting gaps, address accounting and audit rule-making inadequacies,
explore areas of suspected abuse, and sensitize all financial capital market participants to their
responsibilities. At the same time, the outcome was intended to restore confidence in institutions and
entities without prejudice to basic concepts of self-regulation and without detriment to the
fundamental dynamism of private enterprises competing in open markets.
Since enactment of SOA, Section 404 has demanded considerable attention and resources of
affected public companies to identify, map, and document all processes involving and internal control
over financial reporting. The foregoing has been undertaken in anticipation of determining integrity of
process that will support the required management assessment and independent attest thereto.
Although regard for internal control over financial reporting hardly is new in well-managed
companies, the statutorily required management assessment subject to independent attestation adds a
new dimension to the topic. Moreover, SOA significantly raised management's financial reporting
obligations overall and increased appreciably the potential liability of directors, managers, and public
companies' external auditors for failure to prevent or detect and deal with financial reporting control
deficiencies.
The Alliance does not suggest that SOA Section 404 has been all cost and no benefit. To the
contrary, the exercise in process mapping and documentation has led serendipitously to some
discoveries of reengineering opportunities. Also, the necessary introspection has uncovered some
areas of financial reporting processes that frankly needed reinforcement.
Like the certification
procedures of SOA Sections 302 and 906, the responsibility to assess publicly--albeit not entirely
welcomed--has imparted some increment of sensitivity and commensurate flow-down of duties to
persons who should be held accountable.
PCAOB is an integral part of the Section 404 dialogue because the Board must issue the
attestation engagement standard for registered public company accountants to follow in evaluating
and opining on the assessments of controls made by management. SOA Title I established PCAOB in
part to replace the Auditing Standards Board (ASB) in its prior work of issuing generally accepted
auditing standards (GAAS). Although PCAOB was authorized by SOA on an interim basis to adopt
preexisting standards and the Board did so, the Board elected to issue its own Section 404 standard in
lieu of existing alternatives not considered efficacious.
As indicated earlier, the effective date of SOA Section 404 already has been moved once, and
little time remains for orderly completion of PCAOB's project and application of the resulting rules
to companies with fiscal years beginning on or after June 15, 2004.
General Observations
PCAOB's authority in this matter derives from the SOA sections mentioned earlier, the clearest
manifestations of congressional intent being reflected in the statute itself supplemented by related
congressional reports and SEC's interpretations to date. In our opinion, certain aspects of the Act and
surrounding circumstances are especially instructive as to congressional intent for implementation by the
Board.
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Principles-oriented
approach. In enacting SOA Section 404, Congress clearly sought more
visible management accountability to the public with respect to internal control over financial
reporting, including an independent party to attest to the reliability (or lack thereof) of management's
assessment of the condition of such control. However, Congress was sensitive to the consequences
of regulatory burden, took a principles-oriented approach to the law itself, and left the implementing
agencies with considerable discretion.
Regulatory burden. Congress had no option in the circumstances of SOA but to enact fairly
sweeping revisions, even though many well-managed entities would be treated the same as the small
number of poorly governed organizations that precipitated the "crisis of confidence" and related
reforms. In addition, Congress knew that private companies, public companies not registered with
SEC, and issuers of asset-backed securities would not be affected by the new mandates applicable to
many registered public companies.
Surely, the regulatory burdens of the latter would be a
competitive advantage to the former.
No separate engagement.
For reasons just noted, among others, Congress did not intend to
encumber processes and relationships unduly. Nor did Congress intend to cause affected parties,
including owners and other constituents of public companies, to think that the outcomes of the
Section 404-prescribed routines would be failsafe. Although Congress obviously intended to have a
management assessment of control over financial reporting and some measure of independent testing
leading to public attestation, the latter explicitly was not to have the status of a separate engagement.
Avoiding prescriptive remedies. Purposefully avoiding prescriptive remedies, Congress chose
not to stipulate the type or extent of control over financial reporting required by SOA Section 404 or
the precise amount or output of attest activity.
The object of Section 404 was to induce better
accountability for and oversight of financial reporting as part of the SOA mission to reinforce public
confidence, but to do so with as little intrusiveness as circumstances would warrant. In section after
section of SOA where "command and control" regulation could have been used, Congress simply
stated goals or commissioned studies.
One sizefits all. We concur in PCAOB's assertion that internal control over financial reporting
is not "one size fits all." However, as the Board surely is aware, the final PCAOB pronouncement
will, in fact, be a "one size fits all" directive for affected companies. In so stating, the Alliance does
not argue in favor of differential treatment for regulated parties. Such variance would only skew
further the unanticipated and unintended consequences of the measure as between similarly situated
parties, some of whom are affected by the standard whereas others are not. Rather, we recommend
leaving much more room for judgment and mutual agreement on how best to address particular facts
and circumstances.
Self-governance works. Further on the latter theme, we urge that PCAOB review its proposed
standard with care and eliminate unnecessary stipulation of procedures in favor of reciting objectives
and principles.
Also, we recommend the exercise of professional skepticism about presumed
beneficial effects of more rather than less detail. Just as the Board is a self-regulatory body premised
on the idea that self-governance can work more efficiently than government edicts, so too might its
output reflect such a conviction by establishing goals and allowing incentives, disincentives, and
innovation to operate with minimal constraint.
Interpret with reserve. To repeat, SOA occurred in emergency circumstances, and a reasonable
bipartisan solution was needed quickly. The circumstances did not admit of surgical remedies so
blanket coverage became the order of the day. Congress delegated authority liberally among existing
regulators (e.g., SEC, the Financial Accounting Standards Board (FASB), and national securities
exchanges), and new standard setters (e.g., PCAOB). Quite clearly, however, Congress also intended
that policy interpretation be performed with restraint.
Our recommendations that constitute the remainder of this letter are concerned with regulatory
excess, and we strongly urge the PCAOB to abide by a "rule of reason" approach. SOA Section 404
may be the single most demanding provision of the Act, and we believe that the Board's proposal has
disruptive potential.
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Specific Recommendations
The comments to follow relate to certain paragraphs of the proposed PCAOB attestation
standard, and, to the extent not previously addressed, to some of the Board's questions raised in
prefatory material accompanying the proposal.
Reasonable judgment (briefing paper p. 3, proposal appendix E). We urge clarification for
companies of all sizes, rather than "small" companies alone by some definition, that the external
auditor is to exercise "reasonable judgment" in determining the extent of the audit of internal control
over financial reporting and the extent of testing needed to ascertain the effectiveness of that control.
Regulatory burden may be somewhat less tolerable for small companies, but certainly affects all
entities reached by the standardand is not a function of size alone.
We note further that some of the characteristics cited in appendix E for small- and medium-sized
companies often are encountered in entities of all sizes. The PCAOB's generalization about entity
affluence and bountiful staff resources as being a factor of size could be misleading.
Inherent limitations (proposal paragraph 15).
PCAOB should emphasize that inherent
limitations apply in internal control attestation because control is dependent on human diligence and
strict compliance. Emphasize further that persons inclined to misbehavior, whether they are acting
individually or in conspiracy, may be able to circumvent such control. By underscoring this fact,
PCAOB can relieve external auditors of some of the potential litigation risk that otherwise may result in
excessive (even duplicative), costly testing.
Auditor competence (proposal paragraph 31, preamble query 5). We recommend that PCAOB
not specify external auditor competence as a factor to be applied in the attestation standard. Avoid any
such micromanaging in policy instruments. The proposal is overly complex as it stands. Furthermore,
the most competent auditor cannot be expected to identify every actual or potential control deficiency.
Auditors already have standards of professional conduct and reputations to uphold, and can be expected
to assign competent personnel to the work.
Assessment Process (proposal paragraphs 153 - 182). The Board should direct the external
auditor's focus to the adequacy of management's process to determine control effectiveness, with the
expectation that the auditor will test to some extent in arriving at a determination as to the integrity of
the process and, by extension, the reliability of findings based thereon. Congress ordered (i.e., in SOA
Section 404(b)) an attestation to and a report on management's assessment. Whether the auditor
focuses on the assessment process or the controls themselves, testing will be part of the routine.
Work sharing (proposal paragraphs 5, 103 - 110). We recommend that PCAOB give flexibility
to the section on the external auditor's use of the work of persons acting under the direction of
management. Notably, we recommend eliminating the various categories of work and findings that are
restricted to the external auditor. Auditor and client need much more leeway to arrive by mutual
agreement at a division of labor in conduct of the attest activity. On such a basis, the matter of the
auditor's confidence in persons acting at the direction of management is a "given" and need not be
addressed in the standard.
Furthermore, since SOA enactment, many companies have conferred on their internal auditors
significant independence by means of functional reporting to their audit committees. Internal auditors
uniquely are able to perform significant amounts of the testing, and nothing in the standard should
prevent auditor and client from reaching a mutually acceptable accommodation.
Walkthroughs (proposal paragraphs 79 - 83). We are not in favor of the requirement of
"walkthroughs" of "all significant processes." Certainly the external auditor wants to be satisfied that
the control subject to assessment works. However, the auditor logically would use sampling where
cost-efficient, and should be expected to rely some on credible work done by others. Again, the latter
should be an item for negotiation and mutual agreement, understanding that such agreement will reflect
in some measure the external auditor's confidence in client personnel, other client agents, and the
control environment generally.
Designoperating effectiveness (proposal paragraphs 84- 112). PCAOB should reengineer the
proposal as it relates to evaluating design effectiveness and the testing of operating effectiveness. We
understand the differences between "design" and "operation," but also recognize that effective design
bodes well for operating effectiveness. By contrast, the proposal treats these matters as if they were
separate and unrelated types of work to be performed, which leaves little to professional judgment and
adds needless complexity to the standard.
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Sampling and risk assessment (proposal paragraphs 60 - 78, preamble query 16). We think it
would be extravagant to require the external auditor annually to obtain evidence of the effectiveness of
control for all relevant assertions for all significant accounts and disclosures. In such a mandate,
PCAOB would leave little or no room for the external auditor working in conjunction with internal
audit to agree on sensible sampling procedures, risk assessment, or the tailoring of test cycles to suit
individual facts and circumstances. The auditors, rather than a standard, should determine the propriety
of sampling, risk assessment, and cycles.
Re-testing at yearend (proposal paragraphs 94 - 100). SOA Section 404 presents affected
entities with a formidable logistical challenge. PCAOB is well advised, in our opinion, to leave to
auditor and management collaboration and mutual agreement how much, if any, of control testing
during a fiscal year needs to be repeated at yearend for the sake of having an up-to-date evaluation. We
urge the abandonment of wasteful requirements for the re-testing for work already performed during
the fiscal year. External auditors that have reason to re-test a process for the sake of assurance of
integrity can be expected to insist on doing so.
Existing practices (proposal paragraphs 131 - 144). We suggest that PCAOB simplify the
"evaluation of test results" and the "forming of an opinion" by leaving room for professional judgment
and incorporating wherever possible existing practices applicable in the financial statement audit and
such other contexts as are compatible with Section 404 attestation. This SOA Section 404 project may
be the Board's first foray into standard setting for audit, but the novelty of the occasion is not a reason
to treat the subject matter as if evaluating test results and forming opinions were unprecedented
activities for auditors.
Required communications (proposal paragraphs 190- 193). We candidly have mixed reactions
to these provisions. We certainly favor communication of significant findings, and the escalation
provisions as to reporting to management or the audit committee seem logical. Also, issues of fraud
clearly should be handled in a manner consistent with AU sec. 316. As for timely communication, the
matters of "relative significance" and "urgency of corrective follow-up action" are best left to
professional judgment. The proposal seems to us less than transparent for that purpose, so we suggest
that PCAOB revisit the issue.
Tone at the top (proposal paragraphs 19 - 20, 41 - 47, 56 - 59). To the extent possible, SEC and
PCAOB might better orient their SOA Section 404 activity to processes followed at higher levels in
affected companies. The ill-governed organizations that precipitated the Act almost universally were
corrupt, inept, and/or ineffective at levels in the organization that had oversight responsibility. The
Board's proposal, if it had been adopted and blessed with complete compliance at some earlier date,
would not necessarily have curbed the malfeasance that resulted in the Act.
Some of the paragraphs cited for this comment seem to envision audit of the audit committee role
in control over financial reporting. As PCAOB may be aware, a number of audit committees have
adopted use of their own control self-assessment (CSA) routines, and the movement appears to be
spreading. We think that the standard should take this into consideration with a view to economizing
on audit committee time commitment for SOA Section 404 control testing purposes.
Attest or audit (preamble query 1). PCAOB asks, in essence, whether the process it is
standardizing should be characterized as "audit" or "attest." To some parties, the question might seem
to be an exercise in semantics. However, an audit is a task with very specific meaning in the
profession, as the Board is aware, and is an activity of more consequence than "reviews" or lesser
activities by external auditors. Rather than complicate an area where potential liability already is in
question, PCAOB might be well advised to regard the task as attest only. We have used the words
interchangeably in this letter because the Board has done so in its release.
In .conjunction with financial statement audit (preamble queries 2 - 3). The question, to
summarize, is whether Section 404 attest always should be done in the context of financial statement
audit. We would like to think otherwise if the added flexibility would translate into operational
economies, less intrusiveness, and lower fees. The issue is with the wording of the statute. If PCAOB
has a way to lessen the burden of Section 404 by re-characterization or otherwise without offense to the
legislation, we suggest that the idea at least be explored.
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Scope of the audit (preamble query 6). Basically, PCAOB inquires whether it is appropriate for
the Board to be requiring auditors to evaluate management's assessment while also requiring that the
auditor perform various procedures directly. As noted earlier, PCAOB should take every opportunity
to reduce the unwieldy transaction cost of this standard. To restate our earlier remark, the Board is
putting the external auditor in a position of auditing work that may already have been performed (or
could have been done) by internal audit or other management-directed parties on whom the external
auditor could rely, assuming sufficient confidence. We recommend leaving more discretion to the
parties.
Inadequate documentation (preamble query 8). We do not think that inadequate documentation
necessarily is a control deficiency.
The suitability of documentation will vary with individual
circumstances. One size truly does not fit all, as PCAOB has contended. Appendix E appropriately so
indicates although, as noted, the generalization about businesses of certain sizes could be misleading.
The Alliance again thanks PCAOB for this opportunity to comment on Rulemaking Docket
Matter No. 008. Should you have questions about any of the foregoing, please do not hesitate to call
me at (703) 841-9000.
Respp_tfully submitted,

Vice President and Secretary
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October 28, 2003
Office of the Secretary
Public Company Accounting Oversight Board
1666 K Street NW
Washington, D.C. 20006-2803

Re: PCAOB Rulemaking Docket Matter No. 008– An Audit of Internal Control Over Financial
Reporting Performed In Conjunction With An Audit of Financial Statements
(PCAOB Release No. 2003-017)
Dear Mr. Secretary:
I am pleased to submit this comment letter to the Public Company Accounting Oversight Board
(“PCAOB” or the “Board”) regarding the above-referenced PCAOB Rulemaking Docket matter.
Overall, Marriott Internal Audit supports the proposed auditing standard. Our views and significant
comments on this proposed audit standard are set out in this letter.
Perspective
In my role with internal audit, I have been actively involved in Marriott’s internal control evaluation
since joining the Company in 2001 and have worked closely with management and our external
auditors to develop and implement an approach to achieve compliance with the requirements of
Sarbanes-Oxley, since July 2002.
Expectations
I expected the Board to propose an audit standard which would clearly define responsibilities of
management and the external auditor and provide a framework against which internal and external
auditor’s could evaluate approaches and chart as direct a course as possible and appropriate toward
compliance.
Reaction/Suggestion/[responses to specified questions posed by the PCAOB in the preface to the
proposed audit standard]
I was generally pleased to see that the proposed standard supports the approach Marriott has employed
since early 2003.
That said, I believe that the guidance for management’s documentation of internal controls could be
improved, the standards should more clearly define how management and external audit efforts can be
coordinated, and the guidance for reporting on management’s assessment of internal control should be
clarified.
Management’s documentation of internal controls
Per recent discussions with my counterparts at several large public companies headquartered in the
Washington and Baltimore areas, one noted that, “at least with respect to management’s
documentation of internal controls, it appears that the Board has responded to a plea to issue
principles-based standards” (a plea “echo’d” by many of the participant’s in the recent PCAOB
roundtables). Another noted that, “the standard supports my adherence to the COSO framework and
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focus on key controls. I won’t need to document the entire control process to the extent I don’t plan to
test the controls.”
I interpret the standard to be far from principles-based and although I understand it to require
management to base its assessment on a recognized control framework, the reference to AU 319 tells
me that the framework is secondary to the requirement that the auditor and hence management must
document controls in place to achieve financial statement assertions related to all significant accounts.
The requirement of the external auditor to perform walkthroughs (paragraph 79) indicates to me, that
management’s documentation must support this walkthrough in order to be deemed complete by the
external auditor.
Room for interpretation is room for misinterpretation. I won’t presume my interpretation to be more
correct that any of my peers in internal audit, but I do request that the Board recognize that there are
different interpretations of the requirements of the standard with respect to documentation, and to
consider revising the proposed standard to clarify the required documentation of internal controls. To
restore the faith and trust of the shareholders of public companies and employees of those companies,
it will not do to broaden the expectation gap or put management of public companies at odds with
external auditors (who are instructed in the standard to conclude whether inadequate documentation of
controls by management represents a deficiency, significant deficiency, material weakness or scope
limitation) over the sufficiency of documentation supporting their assessment.
I believe the only way to ensure that internal controls are consistently documented from one entity to
the next, and thereby ensure that each is measured against a similar standard will be to provide
illustrative guidance in the standard regarding the use of an internal control framework and specificity
with regard to components and organization of the documentation (combining and expanding upon the
documentation requirements for management and the external auditor in paragraphs 43 and 145 in the
standard, to include example evaluation tools, and examples of complete documentation for various
financial reporting subprocesses).
Coordination of internal and external audit efforts
As corporations rolled-up their sleeves to address the requirement for an audit of internal control over
financial reporting with an internal and external assessment component, it was logical for management
to coordinate the work with the external auditor to ensure that there was agreement with respect to the
scope and approach and eliminate redundancy in the process. The proposed standard does not provide
a clear roadmap and timeline for management and the external auditors to follow and appears to drive
a wedge between the two by going beyond previous independence requirements. In my opinion, the
resulting inefficiencies will result in excessive costs, which is counter to the premise that this
requirement will protect the shareholder, as they ultimately bear this burden.
I recommend that the Board enhance the proposed standard to include illustrative guidance regarding
acceptable approaches which maximize efficiency of the process while producing reliable evidence to
support conclusions (e.g. outline of recommended steps in management’s assessment and the external
audit of internal control over financial reporting, a suggested/permissible timeline for each of the
recommended steps, and acceptable alternative strategies for each project step (i.e. who can perform,
criteria for the use of the work of others, nature and extent of testing, suggested touchpoints for the
coordination of the internal and external assessments)). This guidance, in my opinion should refrain
from indicating when external auditors should not use or limit the use of work of others, and instead
describe criteria which must be met to enable external auditors to rely on the work of others including
internal audit and management. The guidance should also describe when and how management and
external auditors can and should collaborate to identify the appropriate controls to test, and coordinate
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sample selection for testing and execution of tests of controls, to eliminate redundancy. I believe
existing standards and practices by many of the public accounting firms support integration of the plan
and execution of an audit of internal control, while maintaining a strong basis for reliable independent
reporting.
[Response to PCAOB questions: #10 – In my opinion, the requirement for an external auditor to
perform walkthroughs is inappropriate. The standard should define the nature and extent of
walkthroughs required and documentation prepared to provide an adequate basis for an opinion
regarding the design of controls. The standard should provide guidance to the auditor regarding the
nature and extent of procedures to validate the work performed by others, but not preclude it. #12 – As
indicated above, I believe the auditor should be permitted to use the work of management and others in
the performance of their review. Changing the focus of the standard in this regard to guidance for
appropriate validation procedures will enable the management, internal and external auditors to plan
the most efficient and effective use of resources to accomplish the same objective. #13 – I believe that
taking action as recommended in my response to #12 , above will eliminate the need for any guidance
regarding the any specific categories of controls which the external auditor need vary his/her approach.
Paragraphs 104, 105 and 106 clearly describe the categories of controls that external auditors have
historically used to plan a mix of procedures (tests of controls vs. substantive) for their external audit.
I expect external auditors to continue to do more substantive work on financial statement captions
whose underlying controls fit into the categories described in paragraph 104 and 105, but the level of
work performed by others should have no bearing on the auditors ability to conclude on the
effectiveness of controls in these categories, as long as the evidence is sufficient. #16 – The external
audit should obtain and retain the principal evidence to support his/her opinion in the audit
documentation, but the quality and sufficiency of this evidence should be the focus of the standard.
While the external auditor must consider the source of evidence and the qualifications and
independence of the persons who perform testing to conclude on the reliability of audit evidence, the
auditor should be permitted to perform that evaluation and use the work of others, where appropriate.]
Reporting on management’s assessment of internal control
I believe that standard should include an illustrative report of management’s assertions in addition to
those included for the external audit opinion, and that the illustrative reports should clearly describe the
criteria applied in a manner that the users of financial statements can understand. As an auditor who
has used COSO since it was first published, I consider myself reasonably well-versed in the
framework, yet I do not think the definition of criteria in the COSO framework is clear (glossary has
one definition under criteria, another under reliability of financial reporting, and the evaluation criteria
under each of the components indicates that it is not all-inclusive, serves as a starting point, or
otherwise requires further evaluation and judgment of the auditor/evaluator), and therefore I believe it
would be inappropriate to simply state in the report that management’s assessment was based on
criteria established in COSO.
Other considerations and concerns
It is no secret that there were horrendous practices in food and drug preparation in the United States
during the 19th century, and “The Jungle” was not the first call to action, but early last century
Theodore Roosevelt heard the call and responded with the Food and Drug Act of 1906. It is likewise
well known that Enron and WorldCom do not represent the first or only examples of the failure of
corporate governance processes of United States corporations. Due to the increasing numbers of
Americans investing in marketable securities, this crisis has the potential to harm as many Americans
as the poisoning of our food sources a hundred years ago, and congress has appropriately responded
through the Sarbanes-Oxley act. Now only time will tell if the PCAOB will benefit our citizens and
endure through challenge and change, as has the FDA.
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I think it is safe to say that most if not all professional auditors and probably most executives would
rather work with the PCAOB to successfully bear this burden now and create a process that will last,
than wait for more and potentially more devastating corporate failures and for the Upton Sinclair of the
21st century to call us out for not having done enough.
I don’t intend for my reference to Sinclair to suggest that I would support the socialization of auditing
or corporate management for that matter, just the opposite. I believe that we did better to leave the
meat packing to meat packers and we should do the same for audit and management, but I draw the
parallel to highlight my concern that if we don’t monitor the unintended consequences of the change
brought on as a result of Sarbanes-Oxley, the audit profession could be so negatively impacted that it
will not continue to function effectively for all public companies.
Evidence that the significance of increased costs of being a public company is a reality for many
companies is more and more often born out in the media. Executives have referred to the effects of
Sarbanes-Oxley as chemotherapy on the more positive (painful, but in the end we will be better off), as
a reason to take companies private, and as sand being poured into the gears of the economy. I hope
that the U.S. Securities and Exchange Commission (SEC) and the PCAOB take an increasingly active
role in molding public opinion; responding to criticism, as appropriate, and addressing negative
unintended consequences as they arise.
Improving corporate governance should not be so costly or result in such an elevated risk profile that
our professional accounting firms are forced to decline future audit work and/or potentially force
public companies to go private to avoid the cost of the regulations.
There are so many moving parts in this equation that a final solution may not be possible without the
benefit of experience, and I applaud the Board for the efforts to date related to the adoption and
development of audit standards for the audit of internal control over financial reporting. In a different
era, the approval of the proposed standard would simply be an exercise in tweaking the mechanics of
an attestation engagement to make a handful of audit professionals happy and arm 10’s of thousands of
auditors with guidance to plan their reviews. Today it is so much more. This standard is a critical
element of the PCAOB’s arsenal to achieve its mission ‘to oversee the auditors of public companies in
order to protect the interests of investors and further the public interest in the preparation of
informative, fair, and independent audit reports’. At the same time, the unintended consequences of
the implementation of this standard as a basis for companies to comply with the SEC rules may in fact
be at odds with the mission of the SEC, ‘to protect investors and maintain the integrity of the securities
markets’. It would be advisable at this point to take a step back and evaluate the plans to achieve each
mission and determine possibly through additional studies, if the existing plans should be reworked.
I appreciate your consideration of my comments on the proposed standard and other considerations.
Sincerely,
Matthew Gagnon
IR Audit Director
Marriott International, Inc.
10400 Fernwood Road
Bethesda, MD 20817
Office: 301-380-2770
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From:

Matthew Leitch [m.leitch1@ntlworld.com]

Sent:

Saturday, November 08, 2003 8:36 AM

To:

Comments

Subject: Docket 008
A more modern audit technique would be more efficient and effective
The proposed rule shares a significant deficiency with the AICPA's guidance on the same topic which had
previously been influencing companies' approaches to SOX 404 compliance. Its audit approach to internal
controls is rather old fashioned, being based on the old model of control objectives, controls, and tests of the
operation of controls.
An audit approach based on more modern ideas of risk assessment and management, and a wider understanding
of "testing" would produce more convincing evidence of controls effectiveness at lower cost to everyone.
An evaluation based solely on assessing design effectiveness and operation of individual controls is unreliable
because it is extremely hard to assess design effectiveness accurately. Inherent error and fraud rates are hard to
estimate to within an order of magnitude and it is very easy to be surprised by obscure and indirect errors and
frauds. In practice, when control systems are designed it is vital to gather and study information on actual errors
and frauds discovered and modify the design.
The rules should emphasise the importance of direct evidence of the effectiveness of controls from statistics
about actual errors and frauds discovered. This might be done by expanding the concept of testing and by
commenting on the value of direct evidence in other parts of the document. This should be presented as one
more form of evidence that could be used, rather than a requirement. The principle involved is already in the rule,
where it says that mis-statements found during audit of the financial statements should be considered when
assessing the effectiveness of internal controls.
The main benefit would be with large scale financial processes, which is where the main costs of audit lie. With
these many companies should be able to provide measured effectiveness to back up their assessments of their
control activity. Work that might have taken weeks can be done more effectively in days.
There are a number of limitations and points to consider. They are explained in my document: "Sarbanes-Oxley
Act section 404 and 302: efficient compliance (updated)" which is at
http://homepage.ntlworld.com/m.leitch1/icd/effectiveness/index.html.
Matthew Leitch
Matthew Leitch Associates Limited

About the author of this comment
Matthew Leitch is an independent consultant in risk management and internal control. Until late 2002 he was an
internal controls specialist and external auditor with PricewaterhouseCoopers. His experiences on an early SOX
302 project for a major US company convinced him that there was a better way to do the reviews than relying
exclusively on documenting and testing operation of individual controls.
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November 18, 2003
Office of the Secretary
Public Company Accounting Oversight Board
1666 K Street, N.W.
Washington, D.C. 20006-2803
RE: Invitation to Comment on PCAOB Rulemaking Docket Matter No. 008
Dear PCAOB:
I wish to comment on the proposed auditing standard, An Audit of Internal Control Over
Financial Reporting Performed in Conjunction With An Audit of Financial Statements.
My comments are limited to three issues:
a) your question 1: use of the phrase “audit of internal control over financial
reporting”
b) your question 27: wording in the non-standard opinion paragraph; and
c) general: your use of the phrase “fairly stated in accordance with generally
accepted accounting principles”

(a) Use of the phrase “audit of internal control over financial reporting”
Those involved in accounting, financial reporting and auditing will easily
understand this phrase. However, for those not directly involved, its similarity to the
phrase “audit of financial statements” is potentially problematic. I include in this possibly
confused group readers and analyzers of financial statements, as well as representatives
of the media.
My concern is that well meaning people will be speaking or writing about one of
these audits (say, financial statements) to listeners who may be thinking about the other
(say, internal control). This confusion would be ironic considering that transparency is
probably the most desired outcome of Sarbanes-Oxley.
It would not be practical to change the long-standing phrase “audit of financial
statements.” We are left then to find a substitute for “audit of internal control over
financial reporting.” I suggest the following phrase: “independent assessment of internal
control over financial reporting.”
Furthermore, I note that the title of each of your example reports (A-1 through A6) is “Independent Auditor’s Report.” I see this as another source of confusion. In my
view, “Independent Auditor’s Report” is much too associated with the audit of financial
statements to use it in any other context.
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(b) Wording in the non-standard opinion paragraph
Your proposed wording in a non-standard opinion speaks directly to the
effectiveness of the internal control over financial reporting rather than to whether
management’s assessment is fairly stated.
I suggest that we use the non-standard audit opinion on financial statements as a
guide to evaluate your proposed wording.
• If the auditor concludes that financial statements are fairly stated, the
opinion so indicates.
• If an adverse opinion is to be expressed, the opinion expressed is: “… the
financial statements … are not fairly stated.”
Your suggested wording for an unqualified opinion re: internal control over
financial reporting is as follows:
• “…management’s assessment that Company W maintained effective
internal control … is fairly stated.”
To be consistent with the financial statement audit approach, the logical counterpart
when an adverse opinion is to be expressed should be as follows:
• “…management’s assessment that Company W maintained effective
internal control … is not fairly stated.”
Also, it is important to note that your suggested wording of “… has not maintained
effective internal control …” is not consistent with the introductory paragraph’s claim
that “… our responsibility is to express an opinion on management’s assessment.”

(c) Use of the phrase “fairly stated in accordance with generally
accepted accounting principles”
Under Section 302 of Sarbanes-Oxley, CEO and CFO certifications include that:
“… financial information … fairly presents the financial condition, results of
operations and cash flows.”
In my view, it is notable that, in this certification, fair presentation is not modified by “in
accordance with generally accepted accounting principles.” I believe that this is not an
accidental omission - I assume that it is an intentional clarification (by omission) that
GAAP compliance does not necessarily result in fair presentation.
But, paragraph 6 of your proposed standard refers to “ … preparation of financial
statements … in accordance with generally accepted accounting principles…” It seems
to me that the PCAOB (and the SEC) needs to decide exactly what role GAAP
compliance should play in this new reporting environment. Failure to spell this out
seems, in my opinion, to be quite unfair to CEOs, CFOs, preparers, audit committees and
auditors.
2
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As a sidebar, the standard audit report on financial statements refers to the source
of GAAP and generally accepted auditing standards. This recognizes both the global
nature of the reporting environment and fast developing international standards. I suggest
that your references to GAAP or GAAS be specific (for example, US-GAAP) or that,
through footnote(s), you explain the role, if any, of non-US sources of GAAP and GAAS.

Yours truly,

John P. McAllister, Ph.D., CPA
Chair & Professor of Accounting
Coles College of Business
Kennesaw State University
1000 Chastain Road
Kennesaw, GA
30144
Office: 770 423-6317
Fax:
770 499-3420
Cell: 404 993-6664
Email: john_mcallister@coles2.kennesaw.edu
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3600 American Blvd. West
Third Floor
Bloomington, MN 55431
O 952.921.7700 F 952.951.7702

November 21, 2003

Office of the Secretary
Public Company Accounting Oversight Board
1666 K Street, N.W.
Washington, D.C. 20006-2803
RE:

PCAOB Rulemaking Docket Matter No. 008
Proposed Auditing Standard, An Audit of Internal Control Over Financial
Reporting Performed in Conjunction With an Audit of Financial Statements

Dear Mr. Secretary:
McGladrey & Pullen, LLP is pleased to submit written comments on the proposed auditing standard, An
Audit of Internal Control over Financial Reporting Performed in Conjunction with an Audit of Financial
Statements. McGladrey & Pullen, LLP is a registered public accounting firm serving middle-market
issuers.
Although we do have some suggestions that we believe would improve the proposed standard, we want to
acknowledge the substantial effort by the Board and its staff in drafting the proposed standard, as well as
applaud the result. Overall, the proposed standard is well thought out and, in our opinion, strikes an
appropriate balance between the work effort required to support management’s assessment and the work
effort required to support the auditor’s attestation. We also want to acknowledge the significant
contribution of the Auditing Standards Board in submitting its recommendations concerning this
proposed standard to the PCAOB.
Executive Summary
Evaluating Controls over all Relevant Assertions Related to all Significant Accounts and
Disclosures
The proposed standard provides, in paragraph 41, that in order to evaluate the effectiveness of the
company’s internal control over financial reporting, management must have evaluated controls over all
relevant assertions related to all significant accounts and disclosures. The proposed standard further
provides, in paragraph 69, that the auditor should identify the points within each significant process
where a misstatement related to each relevant financial statement assertion could arise, and in paragraph
74, that the auditor should obtain evidence about the effectiveness of controls for all relevant assertions
related to all significant accounts and disclosures. These requirements appear to ignore the concept of
inherent risk, i.e., the susceptibility of an assertion to material misstatement, assuming there are no
related controls, set forth in the interim auditing standards adopted by the Board (see AU 312.27-.29).
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Accordingly, we do not believe that these requirements should extend to each/all relevant assertions when
inherent risk for those assertions has been appropriately assessed as low. However, consistent with the
requirements in the interim auditing standards to perform substantive tests for all significant accounts
and disclosures, we do support a requirement to identify potential misstatements and evaluate and test
controls for all significant accounts and disclosures.
Performing Walkthroughs
We support a requirement to perform walkthroughs. However, the proposed standard provides, in
paragraph 79, that for significant processes, the auditor should trace all types of transactions and events
through the process, from origination through the company’s information systems until they are reflected
in the company’s financial statements. We believe that the requirement to trace all types of transactions
and events is unnecessary and overly burdensome because certain types of transactions and events that
are not individually significant are processed through significant processes.
Extent of Tests of Controls
The proposed standard, in paragraph 101, requires that each year the auditor must obtain sufficient
evidence about whether the company’s internal control over financial reporting is operating effectively.
However, we believe that, consistent with the interim auditing standards for financial statement audits
adopted by the Board (see AU 319.97-.98), evidence obtained about the effective design or operation of
controls that was obtained in prior audits can be considered by the auditor in determining the nature,
timing and extent of evidence required in the current audit. In any event, the auditor would always need
to obtain evidence about whether changes in controls have occurred subsequent to the prior audit and
obtain sufficient evidence about the controls continued operating effectiveness in the current audit. In
determining the extent of evidence required in the current audit, the auditor should consider the
significance of the assertion and account or disclosure involved, the nature of the controls, the degree to
which the controls were evaluated in the prior audits, and the results of the tests of controls performed in
prior audits.
Relationship of an Audit of Internal Control to an Audit of Financial Statements
The proposed standard, in paragraph 138, states, “Regardless of the assessed level of control risk or the
assessed risk of material misstatement in connection with the audit of the financial statements, the
auditor should perform substantive procedures for all relevant assertions for all significant accounts and
disclosures. Performing procedures to express an opinion on internal control over financial reporting
does not diminish this requirement.” While we agree with the second sentence, we believe that the first
sentence mischaracterizes the requirements for an audit of financial statements contained in the interim
auditing standards adopted by the Board (see AU 312.32 and AU 319.107). Those standards only require
that an auditor perform substantive tests for significant account balances and classes of transactions, not
for each relevant assertion within those accounts or classes. We assume it was not the Board’s intent, and
we do not believe that it would be appropriate, to make such a significant modification to the financial
auditing standards through the issuance of this standard.
Documentation of the Effect of a Conclusion that Control Risk is Other than Low
The proposed standard, in paragraphs 146 and 147, requires an auditor to document the reasons for a
conclusion that control risk is other than low for any relevant assertions for any significant accounts and
the effect of that conclusion on the auditor’s opinion on the effectiveness of internal control over financial
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reporting. We believe that an auditor should not be required to specifically test controls over all relevant
assertions if inherent risk with respect to that assertion is appropriately assessed as low. Accordingly, the
auditor would not have a basis for assessing control risk as low. In such cases, we believe that the auditor
should be required to document the basis for the inherent risk assessment rather than the reason for and
the impact of the control risk assessment. This comment should be read in the context of our preceding
comments.
Effect of a Material Weakness on the Auditor’s Report
The proposed standard, in paragraph 162, requires the auditor to express an adverse opinion on the
effectiveness of internal control over financial reporting if a material weakness is identified. The SEC’s
rules implementing Section 404 of the Sarbanes-Oxley Act preclude management from concluding that
internal control over financial reporting is effective if there are one or more material weaknesses in the
registrant’s internal control over financial reporting. Regardless of whether management must then
conclude that internal control over financial reporting is not effective or is permitted to qualify its
assessment, we do not believe the public interest is served by the auditor being required to issue an
adverse opinion. We believe, as with an identified material misstatement of the financial statements, the
auditor should apply professional judgment to determine whether to issue a qualified or an adverse
opinion. A qualified opinion might be appropriate, for example, if the material weakness affects only one
process and the resulting risk of material misstatement is limited to specific account balances, classes of
transactions or disclosures.
Authoritative Appendices
We believe that appendices should be reserved for interpretive guidance and should not be used for
standards. Accordingly, we believe it is inappropriate to include imperative statement or otherwise imply
that any particular procedures are required in the appendices.
Responses to Questions
Questions regarding an integrated audit of the financial statements and internal control
over financial reporting:
1. Is it appropriate to refer to the auditor's attestation of management's assessment of the
effectiveness of internal control over financial reporting as the audit of internal control
over financial reporting?
Yes. We believe that it is appropriate because the term audit is better understood by the public and the
objective, procedures and assurance provided in attesting to management’s assessment of the operating
effectiveness of internal control are substantially the same as the objective, procedures and assurance
provided in an audit of financial statements.
2. Should the auditor be prohibited from performing an audit of internal control over
financial reporting without also performing an audit of the financial statements?
Yes. The Sarbanes-Oxley Act of 2002 specifically provides that the auditor’s attestation of
management’s assessment of internal control shall not be the subject of a separate engagement. It is
clear therefore, that Congress intended that the audit of internal control and the audit of the financial
statement s be conducted as an integrated audit. Because of the potential significance of information
that might come to the auditor’s attention in performing the audit of internal control to the audit of the
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financial statements (and vice versa), we concur that an auditor should be required to perform both
audits concurrently.
3. Rather than requiring the auditor to also complete an audit of the financial statements,
would an appropriate alternative be to require the auditor to perform work with regard
to the financial statements comparable to that required to complete the financial
statement audit?
No. As previously noted, the Sarbanes-Oxley Act of 2002 specifically provides that the auditor’s
attestation of management’s assessment of internal control shall not be the subject of a separate
engagement (separate from the audit of the financial statements). In addition, we do not believe it
would be possible to specify the nature, timing and extent of work that would be required to be
performed in order for that work to be “comparable to that required to complete the financial statement
audit”.
Question regarding the costs and benefits of internal control:
4. Does the Board's proposed standard give appropriate consideration to how internal
control is implemented in, and how the audit of internal control over financial reporting
should be conducted at, small and medium-sized issuers?
No. The standard should clearly state that the objectives of internal control at small and mediumsized issuers are the same as for larger issuers. In addition, we do not find Appendix E to be helpful in
distinguishing between the types of controls that might be effective in small and medium-sized issuers
and those that would be effective in larger issuers.
Question regarding the audit of internal control over financial reporting:
5. Should the Board, generally or in this proposed standard, specify the level of competence
and training of the audit personnel that is necessary to perform specified auditing
procedures effectively? For example, it would be inappropriate for a new, inexperienced
auditor to have primary responsibility for conducting interviews of a company's senior
management about possible fraud.
No. Since the Board has proposed this standard as an auditing standard, engagements performed in
accordance with this standard would be subject to the general and fieldwork standards, as well as the
planning and supervision standards contained in the interim auditing standards adopted by the Board.
Those standards require that the audit be conducted by persons with adequate technical training and
proficiency, that due professional care be exercised in the performance of the audit, and that the work be
adequately planned and assistants be adequately supervised.
Questions regarding evaluation of management's assessment:
6. Is the scope of the audit appropriate in that it requires the auditor to both evaluate
management's assessment and obtain, directly, evidence about whether internal control
over financial reporting is effective?
Yes. In order to issue an opinion on management’s assessment, the auditor must obtain evidence that
management’s assessment is accurate. It would be inappropriate for the auditor to issue such an
opinion based solely upon an evaluation of the process used by management to make the assessment.
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7. Is it appropriate that the Board has provided criteria that auditors should use to evaluate
the adequacy of management's documentation?
Yes. Absent such criteria, it would be difficult, if not impossible, for the auditor to understand and
evaluate the process used by management to assess the effectiveness of the issuer’s internal control over
financial reporting.
8. Is it appropriate to state that inadequate documentation is an internal control deficiency,
the severity of which the auditor should evaluate? Or should inadequate documentation
automatically rise to the level of significant deficiency or material weakness in internal
control?
Yes. We do not believe that inadequate documentation would necessarily rise to the level of a significant
deficiency or material weakness. As with any other internal control deficiency, the assessment of the
significance of a documentation deficiency is a matter of professional judgment that should be made in
consideration of the relevant facts and circumstances surrounding the deficiency.
Questions regarding obtaining an understanding of internal control over financial
reporting:
9. Are the objectives to be achieved by performing walkthroughs sufficient to require the
performance of walkthroughs?
Yes. Our firm has long required the performance of walkthroughs in audits of financial statements in
order to confirm the accuracy of our understanding of the design of processes and controls and to
determine that they have been placed in operation. Accordingly, we support the requirement in the
proposed standard to perform a walkthrough for all of the issuer’s significant processes. We do not,
however, support the requirement to trace all types of transactions and events within a significant
process from origination until reflected in the financial reports because we believe that requirement to
be all encompassing and contrary to the overall objective of providing reasonable assurance on
management’s assessment.
10. Is it appropriate to require that the walkthrough be performed by the auditor himself or
herself, rather than allowing the auditor to use walkthrough procedures performed by
management, internal auditors, or others?
Yes. Since the objective of walkthroughs is to confirm the auditor’s understanding, we do not believe
that the performance of walkthroughs can be delegated to others.
Question regarding testing operating effectiveness:
11. Is it appropriate to require the auditor to obtain evidence of the effectiveness of controls
for all relevant assertions for all significant accounts and disclosures every year or may
the auditor use some of the audit evidence obtained in previous years to support his or
her current opinion on management's assessment?
No and yes. We believe that the auditor should be required to obtain evidence of the effectiveness of
controls for all significant account balances and disclosures, but not necessarily all relevant assertions
within each significant account balance or disclosure, each year. Because we believe the concepts of
reasonable assurance and audit risk apply to audits of the effectiveness of internal control over financial
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reporting performed in conjunction with an audit of financial statements, we believe that evidence of
operating effectiveness obtained by the auditor in recent prior years should be considered by the auditor
in determining the nature, timing and extent of evidence to be obtained in the current year.
Questions regarding using the work of management and others:
12. To what extent should the auditor be permitted or required to use the work of
management and others?
Except for the performance of walkthroughs and the evaluation of the control environment, we believe
the auditor should be permitted, but not required, to use the work of management and others, provided
the auditor has concluded that their competence and objectivity warrants such reliance. In certain
cases, we believe the auditor’s use of management and others should be limited, and we agree that the
auditor must obtain the principal evidence to support his or her opinion.
13. Are the three categories of controls and the extent to which the auditor may rely on the
work of others appropriately defined?
Yes. However, we believe that the auditor’s use of the results of procedures performed by
management and others for “controls over the period-end financial reporting process” and “controls
that have a pervasive effect on the financial statements” should be limited rather than prohibited. For
these two categories of controls, the in-depth understanding and technical competence possessed by
these individuals may be critical to performing an evaluation of the effectiveness of such controls, and
in the presence of an effective control environment, they should be in a position to objectively
perform the procedures.
14. Does the proposed standard give appropriate recognition to the work of internal
auditors? If not, does the proposed standard place too much emphasis and preference on
the work of internal auditors or not enough?
Yes. We believe that the proposed standard appropriately recognizes that, for issuers whose internal
auditors are highly competent and objective, the auditor may place increased reliance on their work,
while also cautioning the auditor that, in some cases, the competence or objectivity of internal auditors
may be insufficient to warrant increased reliance.
15. Is the flexibility in determining the extent of reperformance of the work of others
appropriate, or should the auditor be specifically required to reperform a certain level of
work (for example, reperform tests of all significant accounts or reperform every test
performed by others that the auditor intends to use)?
Yes. The extent of the reperformance will depend on a variety of factors, including the auditor’s
assessment of the competence and objectivity of the persons who performed the work, as well as the
auditor’s assessment of the importance of the control and the likelihood that it might fail to perform as
designed.
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16. Is the requirement for the auditor to obtain the principal evidence, on an overall basis,
through his or her own work the appropriate benchmark for the amount of work that is
required to be performed by the auditor?
Yes. We strongly believe that, in all cases in which an auditor expresses an opinion, the auditor’s own
work should provide the principal basis for that opinion. This requirement provides an appropriate
overall limit on the auditor’s ability to use the work of management or others.
Questions regarding evaluating results:
17. Will the definitions in the proposed standard of significant deficiency and material
weakness provide for increased consistency in the evaluation of deficiencies? How can
the definitions be improved?
No. It appears that the intent was to characterize a significant deficiency as a deficiency that results in
more than a remote likelihood of a misstatement that is not inconsequential and a material weakness
as a deficiency that results in more than a remote likelihood of material misstatement. However, as
written, there is an inadequate distinction between significant deficiency and material weakness.
Following are our suggestions on how these two definitions could be improved:
A significant deficiency is an internal control deficiency, or combination of deficiencies,
that adversely affect the company’s ability to initiate, record, process or report external
financial data to a degree that there is more than a remote likelihood that a misstatement of
the company’s annual or interim financial statements that is more than inconsequential will
not be prevented or detected.
A material weakness is a significant deficiency, or a combination of significant deficiencies,
that result in more than a remote likelihood that a material misstatement of the company’s
annual or interim financial statements will not be prevented or detected.
18. Do the examples in Appendix D of how to apply these definitions in various scenarios
provide helpful guidance? Are there other specific examples that commenters could
suggest that would provide further interpretive help?
Yes and no. Our experience has shown that, once you go beyond simple examples, it is impossible to
provide sufficient facts for competent professionals to consistently reach the same conclusion.
Accordingly, we recommend that additional examples not be provided.
19. Is it necessary for the auditor to evaluate the severity of all identified internal control
deficiencies?
Yes. Once an auditor identifies an internal control deficiency, the auditor needs to evaluate whether it is
a significant deficiency or a material weakness.
20. Is it appropriate to require the auditor to communicate all internal control deficiencies
(not just material weaknesses and significant deficiencies) to management in writing?
No. For internal control deficiencies originally identified by others, the auditor should be required to
determine that management has been informed of the deficiency, but should not be required to recommunicate the deficiency or to reference the prior communication. However, an auditor should be
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required to communicate to management all internal control deficiencies originally identified by the
auditor in the audit of internal control or the audit of the financial statements. Management, not the
auditor, is responsible for evaluating the cost/benefit relationship of responding or not responding to
internal control deficiencies. An auditor who makes a conscious decision not to communicate to
management internal control deficiencies originally identified by the auditor has assumed a
management responsibility.
21. Are the matters that the Board has classified as strong indicators that a material
weakness in internal control exists appropriately classified as such?
Yes, for the most part. However, we believe that the absence of sufficient evidence to support the
responsible party’s evaluation of the operating effectiveness of internal control should be included in
this category. In addition, we believe that an ineffective regulatory compliance function would result in
a significant deficiency (and a strong indicator of a material weakness) only if it has a direct or material
indirect effect on internal control over financial reporting. Finally, we believe that it is an over
generalization to conclude that fraud of any magnitude on the part of senior management should be
included in this category, especially if it was detected by the company’s internal control.
22. Is it appropriate to require the auditors to evaluate the effectiveness of the audit
committee's oversight of the company's external financial reporting and internal control
over financial reporting?
Yes, however, we believe the proposed standard should make it clear that in order to have a sufficient
basis for its assessment, management would also need to evaluate the effectiveness of the audit
committee’s oversight.
23. Will auditors be able to effectively carry out their responsibility to evaluate the
effectiveness of the audit committee's oversight?
Yes. Provided the standard is clear that the auditor is not expected to make a legal evaluation, auditors
have the objectivity and technical competence to make this evaluation. In addition, we suggest the
auditor’s responsibility to evaluate the independence of the audit committee be limited to consideration
of observable information and behavior.
24. If the auditor concludes that ineffective audit committee oversight is a material
weakness, rather than require the auditor to issue an adverse opinion with regard to the
effectiveness of the internal control over financial reporting, should the standard require
the auditor to withdraw from the audit engagement?
No. In these circumstances, the auditor should not be required to withdraw from the audit engagement.
The public interest would be better served by the auditor issuing an adverse opinion on the effectiveness
of internal control over financial reporting, and potentially a disclaimer of opinion on the financial
statements, as a result of ineffective audit committee oversight than by the auditor’s withdrawal from
the engagement(s).
Questions regarding forming an opinion and reporting:
25. Is it appropriate that the existence of a material weakness would require the auditor to
express an adverse conclusion about the effectiveness of the company's internal control
over financial reporting, consistent with the required reporting model for management?
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No. When the financial statements are materially misstated, the auditor evaluates the significance and
the pervasiveness of the misstatement in deciding whether to express a qualified or adverse opinion.
Similarly, we believe that when a material weakness is identified, the auditor should evaluate the
significance and pervasiveness of the resulting risk of material misstatement, and in his or her
professional judgment, determine whether to express a qualified or adverse opinion.
26. Are there circumstances where a qualified "except for" conclusion would be appropriate?
Yes. We believe that where the potential for material misstatement of the annual or interim financial
statements is neither overwhelmingly material nor pervasive to the financial statements taken as a
whole, a qualified opinion would be appropriate because it adequately informs the public of the risk of
material misstatement.
27. Do you agree with the position that when the auditor issues a non-standard opinion, such
as an adverse opinion, that the auditor's opinion should speak directly to the
effectiveness of the internal control over financial reporting rather than to whether
management's assessment is fairly stated?
Yes. We do not believe that it would serve the public for an auditor to be permitted to express an
unqualified opinion on management’s qualified assessment or to issue a qualified opinion on
management’s unqualified assessment. Accordingly, in those circumstances, an auditor’s report should
speak directly to the effectiveness of internal control over financial reporting.
Questions regarding auditor independence:
28. Should the Board provide specific guidance on independence and internal controlrelated non-audit services in the context of this proposed standard?
No. We do not believe that this proposed standard is the appropriate place for guidance on
independence and internal control-related non-audit services. We believe that the issue of auditor
independence related to internal control services should be viewed in the broader context of overall
auditor independence.
29. Are there any specific internal control-related non-audit services the auditor should be
prohibited from providing to an audit client?
Yes. We believe that independent auditors can provide non-audit internal control-related services to
their clients, with appropriate audit committee pre-approval, and within strict parameters that do not
place the auditor (a) in the position of auditing his or her own work, or (b) in the capacity of
management or an employee of the audit client. However, we believe that an auditor should not
perform the following specific non-audit services for his or her audit client because they violate these
overarching principles:
•

Designing, implementing, operating or supervising the operation of any element of an audit
client’s internal control over financial reporting.

•

Performing any internal audit services that relate to internal controls over financial reporting.

•

Designing or implementing software or hardware systems that aggregate source data
underlying the financial statements or generate information that is significant to the audit
client’s financial statement taken as a whole.
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•

Assuming responsibility for documenting the client’s internal control over financial reporting.

•

Performing the evaluation required of management for purposes of its assessment of the
effectiveness of internal control over financial reporting.

•

Performing internal control testing required of management for purposes of its assessment,
including situations where the auditor chooses sample size, decides on tests to perform, or
provides software that concludes as to the effectiveness of controls.

Questions regarding auditor's responsibilities with regard to management's
certifications:
30. Are the auditor's differing levels of responsibility as they relate to management's
quarterly certifications versus the annual (fourth quarter) certification, appropriate?
Yes. A different level of responsibility is implicit in the level of responsibility the auditor assumes in a
review of the interim financial statements versus an audit of the annual financial statements.
31. Is the scope of the auditor's responsibility for quarterly disclosures about the internal
control over financial reporting appropriate?
Yes, however, we do not believe that the requirements with respect to quarterly certifications should
become effective until the first quarter after the annual assessment becomes effective.
Thank you for the opportunity to comment on this proposed standard. Questions concerning our
comments should be directed to Bruce Webb, National Director of Auditing (515.281.9240) or Leroy
Dennis, Executive Partner – Audit & Accounting (952.921.7627).
Very truly yours,
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1716 Locust Street
Des Moines, IA 50309-3023
515-284-2591
FAX: 515-284-3548
e-mail: bkerr@mdp.com

William T. Kerr
Chairman and
Chief Executive Office

March 4, 2004

Office of the Secretary
Public Company Accounting Oversight Board
1666 K Street, N.W.
Washington, D.C. 20006-2803
Re: PCAOB Rulemaking Docket Matter No. 008
Dear Board Members:
I am pleased to have the opportunity to comment on the Public Company Accounting
Oversight Board’s (the “PCAOB”) proposed auditing standard relating to an audit of
internal control over financial reporting in conjunction with an audit of financial statements
(the “Proposed Standard”).
By way of background and perspective, I am chairman and chief executive officer of
Meredith Corporation, a company listed with the New York Stock Exchange (the “NYSE”).
I also serve as a member of the board for certain other public companies listed with the
NYSE – including service on audit and governance committees. The comments I express in
this letter represent my views and the views of Meredith Corporation only and do not
necessarily represent the views of the other companies I serve.
I recognize the significant efforts put forth by the PCAOB in developing the Proposed
Standard. I am very concerned, however, about the requirement that external auditors
evaluate the effectiveness of the audit committee. This requirement is inconsistent with the
structure of corporate governance and it creates the potential for a conflict of interest for the
audit committee and the auditors. Furthermore, the external auditors do not have the
necessary background and access to fully perform the evaluation contemplated by the
Proposed Standard, nor should such an evaluation, if it were to be performed, be separate
from the overall evaluation of internal controls over financial reporting.
The audit committee is an important element in the governance structure of a company, but
it should not be considered a separate element of the company’s system of internal control
over financial reporting. The audit committee is independent of management. Its role is to
provide oversight and evaluate management’s performance. It is management that is
directly responsible for the company’s system of internal control over financial reporting, a
system which should stand on its own without the direct involvement of the audit
committee.
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The external auditor should be evaluating management’s system of internal control over
financial reporting. The board of directors, which has established the audit committee
and has the ability and responsibility to replace committee members and alter the audit
committee charter, is the proper body to evaluate the committee’s effectiveness. In fact,
under the NYSE listing standards, the board and its audit committee must conduct an
evaluation of their own performance, at least annually. If the external auditors insist on
reviewing the results of this self-evaluation as part of their audit procedures, as seems
likely under the Proposed Standard, the effectiveness of this self-evaluation could be
diminished by restricting open and free self-criticism among board and audit committee
members.
I am also concerned that requiring the external auditor to evaluate the performance of the
audit committee could create a conflict of interest. Such a standard would require that the
auditor pass judgment on the body to which it directly reports and that, under SarbanesOxley, is solely responsible for hiring it, firing it, overseeing its performance and
mediating disputes between it and management.
Furthermore, external auditors ordinarily do not have full and complete knowledge of all
of the audit committee’s activities, interactions with other parties, deliberations, and
conclusions reached. In addition, they do not have the necessary legal background to
evaluate factors such as the independence of audit committee members and compliance
with applicable listing standards.
Finally, to the extent that the external auditors were to give any consideration to the audit
committee’s oversight of the system of internal control over financial reporting, this
consideration should be for purposes of their overall evaluation rather than to separately
conclude on the effectiveness of the audit committee.
For the foregoing reasons, I believe that the provisions of the Proposed Standard that
relate to the external auditors’ evaluation of the effectiveness of audit committees should
be eliminated.
I appreciate your consideration of these comments, and I will be happy to discuss these
matters further or to meet with you if it would be helpful.
Very truly yours,

William T. Kerr
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Georg Merkl
Sempacher Strasse 33/6
CH-8032 Zurich
Switzerland
E-mail: georg.merkl@freesurf.ch
Phone: 0041-79-773-16-51
October 27, 2003
Office of the Secretary
Public Company Accounting Oversight Board
1666 K Street, N.W.
Washington, D.C. 20006-2803
Subject: Rulemaking Docket Nr. 008 Proposed Auditing Standard – An Audit
of Internal Control Over Financial Reporting Performed in
Conjunction with an Audit of Financial Statements

Members and Staff of the Public Company Accounting Oversight Board:
Thank you for the opportunity to comment on the proposed auditing standard on an
audit of internal control over financial reporting performed in conjunction with an
audit of financial statements. I have had exposure to external audit, internal audit and
preparing financial statements as a finance director before returning to academic life
to pursue a PhD on internal control over financial reporting. As a result, I hope that
my comments reflect a balanced view, which is based on insights from professional
experience and research. I appreciate the amount of work that has been invested into
the Proposed Auditing Standard by the PCAOB.
Overall, I support the proposed standard. However, I believe that the sections
covering using the work of others are too restrictive and may lead to a duplication of
work between internal auditors and external auditor. In addition, there is no statutory
authority or legal intent as a basis for requiring the auditor to perform limited
quarterly procedures concerning changes in internal control over financial reporting
and section 302 of the Sarbanes-Oxley Act. Furthermore, some clarifications would
be beneficial to avoid misunderstandings in the interpretation of the standard by
issuers and auditors.
Please find enclosed my comments on the duplication of work performed by
management and others, my answers to the Board’s 31 questions, and my comments
on individual sections of the proposed standard.
I would be pleased to discuss my comments with the Board or its staff at your
convenience.
Yours sincerely,
Georg Merkl
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Comments on the Proposed Auditing Standard – An Audit of
Internal Control Over Financial Reporting Performed in
Conjunction with an Audit of Financial Statements
1. Duplication of work performed by internal auditors and others
Role of and impact on management
As a result of the Sarbanes-Oxley Act, the SEC requires management to evaluate the
effectiveness of internal control over financial reporting.1 For most issuers this is a
new task that results in a considerable additional effort because they used to delegate
this task to their independent accountant. The main reason was that companies
thought that the external auditor covered most of internal control over financial
reporting during his audit of the financial statements and reported on it in his
management letter. This personal experience is supported by a survey of the Institute
of Internal Auditors.2 According to this survey over 66,7% of the companies’ internal
audit departments will increase audits in financial reporting in 2003. In addition,
44,4% of the companies will increase their audit staff in 2003.
In addition, there is a recent trend to increase the independence of internal auditors by
having them functionally report to the audit committee. According to two surveys by
the Institute of Internal Auditors, the percentage of Chief Audit Executives reporting
to the audit committee increased from 55% in 20023 to 74% in 20034.
Role of and impact on the independent accountant
The registered public accounting firm shall attest to, and report on, the assessment
made by the management of the issuer.5 Management cannot delegate its
responsibility to assess its internal controls over financial reporting to the independent
accountant.6 This wording by congress and the SEC already implies that the
independent accountant evaluates and uses the work of management and others.
Overlap and potential duplication of work
As a result, we have a situation where one type of professional independent auditors,
the internal auditors, have to audit internal control over financial reporting, and
another type of professional independent auditors, the external auditors, have to audit
the same area. In other words, we have a new significant overlap of the work of
internal auditors and external auditors that did not exist in this magnitude before the
1

17 CFR 240.13a-15(c) and 17 CFR 240.15d-15(c)
The Institute of Internal Auditors, Impact of Sarbanes-Oxley on Interal Audit, February 25, 2003,
http://www.gain2.org/soasum.htm, question B1a and question B4
3
The Institute of Internal Auditors, CAE Reporting Relationships, June 4, 2002,
http://www.gain2.org/caereportsum.htm and http://www.gain2.org/finalcaereporting.pdf
4
The Institute of Internal Auditors, Reporting Lines and Scope of Work, July 6, 2003,
http://www.gain2.org/caereporting.ppt and http://www.gain2.org/scopesum.htm
5
Section 404 (b) of the Sarbanes-Oxley Act of 2002.
6
Securities and Exchange Commission, Final Rule 33-8238: Management's Reports on Internal
Control Over Financial Reporting and Certification of Disclosure in Exchange Act Periodic Reports,
Title II., Chapter B., Section 3., Subsection b.
2
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Sarbanes-Oxley Act. The sections of the proposed audit standard, which concern the
use of the work of management, and others (sections 103-110) appear to be a change
from the flexible risk based approach in SAS No. 65 which has been successfully
practised since 1991. In my opinion, the new fixed categories of controls where the
auditor should not use the results of testing performed by management and others or
where the auditor’s use should be limited are not consistent with a risk based and cost
efficient audit approach. In addition, I believe the principle that the auditor’s own
testing must provide the principle evidence for the auditor’s opinion is too inflexible.
As a consequence, my main concern is that this new fixed approach will result in a
duplication of material amounts of work performed by management and internal
auditors. Due to the magnitude of the overlap, I urge the Board to examine this issue
seriously. I fully agree that the testing performed by management and others should
not be taken at face value. However, I believe that a risk assessment as in SAS No. 65
of the work performed by management and internal auditors is a better and more
flexible approach to determine the extent of the use of work of management and
others. I will elaborate those points in my comments to questions 12-16.
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2. Answers to the Board’s 31 questions
Q 1.: Is it appropriate to refer to the auditor’s attestation of management’s
assessment of the effectiveness of internal control over financial reporting as the
audit of reporting control over financial reporting?
Yes. Footnote 3 is clear and makes sense. If the opinion is on the effectiveness of
internal control over financial reporting, then there is no need to make the definition
longer and more cumbersome by speaking of the „audit of the effectiveness of
internal control over financial reporting“. Similarly, an audit of financial statements is
not called an “audit of the fair presentation, in all material aspects in conformity with
GAAP of financial statements”.
Q 2.: Should the auditor be prohibited from performing an audit of internal
control over financial reporting without also performing an audit of the financial
statements?
Due to the knowledge about the company, inherent risk and control risk that is gained
from an audit of internal control over financial reporting, there are economies in the
time needed to conduct an audit of financial statements. These economies may also be
partially used through intense communication between the audit team members
conducting the audit of internal control over financial reporting and the audit team
members conducting the audit of financial statements.
While I see no compelling reason for such a prohibition, section 404 of the SarbanesOxley Act of 2002 clearly states “each registered public accounting firm that prepares
or issues the audit report for the issuer shall attest to, and report on, the assessment
made by the management of the issuer. … Any such attestation shall not be the
subject of a separate engagement”. Therefore, I think it was congress’ intent that the
auditor should be prohibited from performing an audit of internal control over
financial reporting without also performing an audit of the financial statements.
Q 3.: Rather than requiring the auditor to also complete an audit of the financial
statements, would an appropriate alternative be to require the auditor to
perform work with regard to the financial statements comparable to that
required to complete the financial statement audit?
The auditor need not be required to also complete an audit of the financial statements.
However, there should be an obligation for the auditor to use the knowledge about the
company, inherent risk and control risk that is gained from an audit of internal control
over financial reporting during his audit of financial statements. This knowledge may
be obtained through assigning one or more members of the same audit team, verbal
communication or documentation such as work papers. If this knowledge is not used,
there is a duplication of work because the same knowledge is needed to determine the
extent of substantive tests during the audit of financial statements. There is a
significant overlap between the audit of internal control over financial reporting and
the audit of financial statements. Not considering this overlap would be disastrous for
the efficiency of the combined audit. This obligation should be mentioned in both, the
audit standard concerning an audit of internal control over financial reporting and the
audit standard concerning an audit of financial statement.
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You may find the following legal intent of the Senate Committee on Banking,
Housing and Urban Affairs that inserted section 404 into the bill useful “… the
Committee does not intend that the auditor's evaluation be the subject of a separate
engagement or the basis for increased charges or fees. High quality audits typically
incorporate extensive internal control testing. The Committee intends that the
auditor's assessment of the issuer's system of internal controls should be considered to
be a core responsibility of the auditor and an integral part of the audit report.”7
Q 4.: Does the Board’s proposed standard give appropriate consideration to how
internal control is implemented in, and how the audit of internal control over
financial reporting should be conducted at small and medium-sized issuers?
I recommend inserting a company’s size as one of the matters that affects the
auditor’s procedures before the matter industry. I believe that Appendix E is clear and
appropriate.
In addition, there should be a reference to the Appendix on small and medium-sized
issuers in the sections on documentation (sections 43–47).
Q 5.: Should the Board, generally or in this proposed standard, specify the level
of competency and training of the audit personnel that is necessary to perform
specified auditing procedures effectively? For example, it would be
inappropriate for a new, inexperienced auditor to have primary responsibility
for conducting interviews of a company’s senior management about possible
fraud.
No. I do not think that detailed rules concerning university degrees or a number of
years of experience in auditing financial statements can provide an adequate standard.
However, there should be a general requirement to evaluate the competence of audit
team members during audit planning. Audit team members should only be assigned to
tasks for which they are sufficiently competent.
Q 6.: Is the scope of the audit appropriate in that it requires the auditor to both
evaluate management’s assessment and obtain, directly, evidence about whether
internal control over financial reporting is effective?
Yes. The auditor needs to evaluate management’s assessment. To do this he needs to
reperform a part of the tests of controls done by management and to perform tests of
controls (i.e. transactions) not included in management’s sample. In addition, if the
auditor does not agree with management’s assessment of inherent and control risk, he
needs to perform further tests of controls.
Q 7.: Is it appropriate that the Board has provided criteria that auditors should
use to evaluate the adequacy of management’s documentation?

7
Senate Committee on Banking, Housing and Urban Affairs, Report of the Senate Nr., Title-by-titlesummary of major provisions, Title IV Enhanced Financial Disclosures, Section F. Management
assessment of internal controls,
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Yes. However, I see no need to include documentation of controls over safeguarding
of assets as a separate bullet point. Controls over safeguarding of assets are already
included by other bullet points, such as control to prevent or detect fraud and
segregation of duties, or controls over relevant assertions related to all significant
accounts.
Q 8.: Is it appropriate to state, that inadequate documentation is an internal
control deficiency, the severity of which the auditor should evaluate? Or should
inadequate documentation automatically rise the level of significant deficiency or
material weakness in internal control?
Yes. It is appropriate that it is just a deficiency and not automatically a significant
deficiency or a material weakness.
Section 46 about inadequate documentation of the design of controls is ok. However,
there is no paragraph about the consequences of inadequate documentation of the
operation/testing of controls. In my opinion, missing documentation can be
compensated by the auditor through inquiries and observation of the persons
responsible for testing, reperformance of testing according to inquiries and by sample
testing.
In general, I propose a different order of the sections on documentation. Section 45,
which should describe the purpose of documentation and emphasize that
documentation is not an end in itself but just a means to an end, should be placed
before section 43 (criteria for contents of documentation).
I also recommend putting section 44 (forms and extent of documentation) after
section 45 and before section 43 and to refer to the appendix for small and medium
sized companies.
Q 9: Are the objectives to be achieved by performing walkthroughs sufficient to
require the performance of walkthroughs?
Yes. Walkthroughs make sense for really understanding processes and what
employees really understand and actually do. This is more pervasive evidence than
just reading a written policy or procedure.
Q 10.: Is it appropriate to require the walkthrough be performed by the auditor
himself or herself, rather than allowing the auditor to use the walkthrough
procedures performed by management, internal auditors, or others?
No. In principle, the auditor should be allowed to use documented walkthroughs
performed by management, internal auditors and others. As mentioned in my response
to question no. 12, the extent of the use of documented walkthroughs should be based
on a risk assessment.
Q 11.: Is it appropriate to require the auditor to obtain evidence of the
effectiveness of controls for all relevant assertions for all significant accounts and
disclosures every year or may the auditors use some of the audit evidence
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obtained in previous years to support his or her current opinion on
management’s assessment?
No. To promote audit efficiency, the auditor should be allowed to use some of the
audit evidence obtained in previous years to support his or her current opinion on
management’s assessment. I recommend using a “baseline” audit approach. That
means once the effectiveness of a control has been tested, the emphasis should be on
tests of significant changes to this control that occurred later. If an application control
in the accounting system (e.g. SAP) that provides a three-way-match has been audited
in the first year, only a check, whether customizing tables or master data tables, which
relate to the three-way-match, have been changed, should be required. However, due
to the Use of Professional Scepticism in section 111, there should be at least a limited
(i.e. a smaller sample than the first year) reperformance of tests of manual controls
because the same employee could have become complacent, distracted or otherwise
not carry out his or her responsibilities.
Q 12.: To what extent should the auditor be permitted or required to use the
work of management and others?
The extent should not be determined by fixed categories of control, but by an
assessment of inherent risk and control risk as in SAS No. 65. Inherent risk is mostly
based on materiality, which is in turn based on the amount, its subjectivity (degree of
estimates and judgements required) and the probability of a misstatement. Control risk
is based on the competence and objectivity of management and others (e.g. internal
auditors) and the quality and effectiveness of the work (i.e. tests of controls)
performed by management and others.
Consequently, there is a sequential approach for determining the extent of the work of
others:
1.) Assess inherent risk. The result of this assessment has an impact on the extent
of the sample size for tests of controls.
2.) Assess the competence and objectivity of management and others (e.g. internal
auditors). The result of this assessment has an impact on the extent of the
sample size for tests of controls.
3.) Assess the quality and effectiveness of the work of management and others by
assessing their assessment of inherent and control risk, the result of the
assessment has an impact on the sample of the tests of controls performed by
management and others that needs to be reperformed by the auditor and his
sample of tests of controls which were not included in the sample selected by
management and others. If the auditor does not agree with management and
other’s assessment of inherent and control risk (i.e. their sample size) or does
not agree with their objectivity (i.e. believes they have deliberately selected a
“clean” sample to be presented to him), he should increase the sample of tests
of controls which were not included in the sample selected by management
and others.
4.) Assess the quality and effectiveness of the work of management and others by
reperforming a sample of the tests of controls performed by management and
others and by performing tests of controls, which were not included in the
sample of management and others.
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I recommend to explicitly include this sequential approach and to include more
language and tests from SAS No. 65 or more references to SAS No. 65 which already
uses risk based approach.
Q 13.: Are the three categories of controls and the extent to which the auditor
may rely on the work of others appropriately defined?
No. As I mentioned in my response to question nr. 12, I believe that a risk based
approach is better than the fixed three categories of controls.
The proposed standard does not disclose reasons why the auditor should not use the
results of testing performed by management and others in the category of controls
described in section 104 or why his use of testing of should be limited in the category
of controls described in section 105 of the proposed standard. Possible reasons could
be a general distrust of management’s or the internal auditors’ independence or a
general distrust of the competency of management’s or the internal auditors in
complex financial accounting issues.
In general, I do not see a reason why work performed by an internal auditor who has
been assessed to be competent and objective by the auditor should not be trusted. In
addition, even the work of management and others should be trusted if the auditor has
assessed the whistleblower controls to be effective.
If internal audit reports directly to the audit committee and if effective whistleblower
procedures have been implemented that allow employees to report suspected fraud to
the audit committee, I see no reason why the auditor should not use the testing of
internal audit of controls specifically established to prevent and detect fraud. In
addition, a lot of the controls that are part of the control environment are “soft
controls” which relate to employee perceptions. Those controls are typically tested
through employee questionnaires. The analysis of those questionnaires and the
communication of conclusions to the audit committee can also be effectively
performed by internal auditors.
Furthermore, I see no reason why testing of controls over the period-end financial
reporting process performed by internal auditors that are competent in financial
reporting and IT should not be relied upon in principle. In modern ERP systems,
transaction totals do not need to be entered into the general ledger manually. A
posting of a transaction to a subledger is automatically posted to the general ledger in
the same posting because the database record of the posting contains both a field for
the account nr. in the subledger and a field for the account number in the general
ledger. In addition, most consolidating adjustments are automated through partner
intercompany codes in consolidation systems.
Moreover, IT auditors of internal audit are competent to assess information
technology general controls on which the operating effectiveness of other controls
depend. They may even be more qualified than the external auditor because of their
in-depth knowledge of the IT systems and their customisation by the company. The
same ERP system can be customized quite differently at different companies. As a
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consequence, it is harder for the external auditor to know the customizing at each
client than for the internal auditor to only know the customizing at his company.
I find it hard to see why a walkthrough that was documented by internal auditors in
sufficient detail should not be used by the auditor if the conclusions drawn form the
walkthrough that were used to determine the size of the sample tested by internal
auditors are also properly documented. A walkthrough can be quite time consuming.
Its main purpose is to gain an understanding of the design of controls and its
understanding by employees.
In addition, if the competency of an internal auditor in financial accounting has been
assessed as high, the auditor should be able to fully use the work of internal auditors
concerning accounts involving significant judgments and estimates because they are
qualified to challenge management’s judgments and estimates and can report
disagreements to the audit committee in the same way the auditor could.
Q 14.: Does the proposed standard give appropriate recognition to the work of
internal auditors? If not, does the proposed standard place too much emphasis
and preference on the work of internal auditors or not enough?
Yes. Section 108 gives appropriate recognition to the work of internal auditors.
I propose to place section 107 on preconditions to using the work of others and
section 108 on internal auditors directly after section 103 to emphasize the risk based
approach.
Q 15.: Is the flexibility in determining the extent of reperformance of the work of
others appropriate, or should the auditor be specifically required to reperform a
certain level of work (for example, reperform tests of all significant accounts or
reperform every test performed by others that the auditor intends to use)?
No. As I mentioned in my responses to questions no. 12 and 13, fixed categories of
control do not offer an appropriate flexibility in determining the extent of
reperformance of the work of others. I recommend that the standard explicitly
requires the auditor to reperform a sample of the tests of controls selected by
management and others and to perform a sample of tests of controls not selected by
management and others, but that it does not require a fixed sample size.
Q 16.: Is the requirement that the auditor to obtain the principal evidence, on an
overall basis, through his or her own work the appropriate benchmark for the
amount of work that is required to be performed by the auditor?
No. I am concerned that this requirement may be interpreted to mean to require
reperformance of the majority of the sample of the tests of controls performed by
management and others or as an excuse to increase audit fees. However, as in SAS
No. 65, I agree that the auditor retains the final responsibility for his opinion and the
extent of the use of the work of others and the audit risk is his judgment.
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Q 17.: Will the definitions of the proposed standard of significant deficiency and
material weakness provide for increased consistency in the evaluation of
deficiencies? How can the definitions be improved?
Yes. I think so. However, the definitions of significant deficiency and material
weakness need interpretation and will always be subject to professional judgement.
Q 18.: Do the examples in Appendix D of how to apply these definitions in
various scenarios provide helpful guidance? Are there other specific examples
that commenters could suggest that would provide further interpretive help?
No. In my opinion, the examples in appendix D need to be improved to provide
helpful guidance.
Example D-1 is not good because it relates to intercompany transactions. Materiality
is considered based on consolidated amounts. Intercompany amounts get eliminated
by consolidation. They primarily relate to balance sheet activity and their effect is an
increase or a decrease in assets or liabilities. As a consequence, only non-reconciling
intercompany amounts can have an effect on the consolidated amounts. In addition, it
does not explain why the amount is significant and not inconsequential. It only
mentions a significant number of transactions and that the individual transactions are
not material but not why the combination of the two results in an amount that is
significant. I recommend more details in this example.
There is no explanation in example D-2 why a change in shipping terms can cause a
delay in revenue recognition. The new shipping term would need to be a shipping
term that transfers the significant risks and rewards of ownership to the buyer after the
time of shipment from the seller’s warehouse/premises. E.g. CIF port of destination in
order to cause a change in the timing of revenue recognition. Again, I recommend
more details in this example
Q 19.: Is it necessary for the auditor to evaluate the severity of all identified
internal control deficiencies?
Yes it is necessary to evaluate the severity of all identified internal control
deficiencies. I think that this evaluation is the basis for the auditor’s judgement if the
deficiency is a significant deficiency, a material weakness or just a deficiency.
Q 20.: Is it appropriate to require the internal auditor to communicate all
deficiencies (not just material weaknesses and significant deficiencies) to
management in writing?
Yes. Material weaknesses and significant deficiencies should be communicated to
management and the audit committee. All other deficiencies should only be
communicated to management. Since there is an evaluation whether something is a
deficiency or nothing at all, I do not see a problem there.
Q 21.: Are the matters that the Board has classified as indicators that a material
weakness in internal control exists appropriately classified as such?
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Yes, I think so.
Q 22.: Is it appropriate to require the auditors to evaluate the effectiveness of the
audit committee’s oversight of the company’s external financial reporting and
internal control over financial reporting?
Yes. I believe that investors would be very interested to read about the noneffectiveness of the audit committee’s oversight in the audit report.
Q 23.: Will auditors be able to effectively carry out their responsibility to
evaluate the effectiveness of the audit committee’s oversight?
Yes. I think they will be able to carry it out trough interaction with the audit
committee, inquiry and reviewing documentation. However, there may be an
independence problem for the auditor since he gets appointed and compensated by the
audit committee.
Q 24.: If the auditor concludes that ineffective audit committee oversight is a
material weakness, rather than require the auditor to issue an adverse opinion
with regard to the effectiveness of the internal control over financial reporting,
should the standard require the auditor to withdraw from the audit
engagement?
No. I believe that issuing an adverse opinion and disclosing the material weakness
provides more relevant and timely information to investors than simply withdrawing
from the engagement.
Q 25.: Is it appropriate that the existence of a material weakness would require
the auditor to express an adverse conclusion about the effectiveness of the
company’s internal control over financial reporting, consistent with the required
reporting model for management?
Yes. Consistency with the required management report is important in order to not
confuse investors.
Q 26.: Are there circumstances where a qualified “except for” conclusion would
be appropriate?
That depends if public disclosure of significant deficiencies is intended.
Q 27.: Do you agree with the position that when the auditor issues a nonstandard opinion, such as an adverse opinion, that the auditor’s opinion should
speak directly to the effectiveness of the internal control over financial reporting
rather than to whether management’s assessment is fairly stated?
Yes. This is more meaningful to investors.
Q 28.: Should the Board provide specific guidance on independence and internal
control-related non-audit services in the context of this proposed standard?
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Yes. Guidance on internal control-related non-audit services would be useful. E.g.
general Sarbanes-Oxley training. Help in documenting controls. Help in
management’s self assessment (which is effectively internal audit). However, giving
advice how much documentation is likely to be needed for the audit should be
permitted.
Q 29.: Are there any specific internal control-related non-audit services the
auditor should be prohibited from providing to an audit client?
Internal audit services and internal control consulting services should be prohibited as
required by the Sarbanes-Oxley Act. However, it should be permitted that the client
can ask his auditor about his understanding of how to apply rules and regulations on
internal control. This is an important element of the coordination between the client
and his auditor to preempt later problems due to a different interpretation/opinion of
the auditor.
Q 30.: Are the auditor’s different levels of responsibility as they relate to
management’s quarterly certifications versus the annual (fourth quarter)
certifications, appropriate?
The auditor attests to Management's assessment of the effectiveness of the registrant's
internal control over financial reporting as of the end of the registrant's most recent
fiscal year contained in management’s annual report on internal control over financial
reporting required by Item 308 (a) of Regulation S-K, but not to management’s
certification required by section 302 of the Sarbanes-Oxley Act and not to the
disclosure of changes in internal control over financial reporting required by Item 308
(c) of Regulation S-K.
In my opinion, there is no statutory authority and legal intent to require limited audit
procedures for internal control over financial reporting for quarterly reports. Section
404 (a) of the Sarbanes-Oxley Act states that “The Commission shall describe rules
requiring each annual report required by section 13(a) or 15(d) of the Securities
Exchange Act of 1934 (15 USC 78m or 78o(d)) to contain an internal control report
…” (emphasis added). To me it seems congress’ intent was to only have an annual
audit of internal control over financial reporting. In addition, section 302 of the
Sarbanes-Oxley Act does not require management’s certifications to be audited.
Furthermore, the registered public accounting firm’s attestation report that is required
by Regulation S-K Item 308 (b) only refers to Management’s annual report on
internal control over financial reporting required by Item 308 (a) and not to the
disclosure of changes in internal control over financial reporting required by Item 308
(c). Consequently, there is also no statutory authority and legal intent to audit the
disclosure of changes in internal control over financial reporting.
As a consequence, I recommend removing “and the auditor” from footnote 20 to
section 151 and removing the sections 183-189 (Auditor’s Responsibilities for
Evaluating Mangement’s Certification Disclosures About Internal Control Over
Financial Reporting).
If management discovers a material weakness in internal control during the year and
fixes it before the end of the year, the auditor should only be required to audit the
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effectiveness of the fixed control. If it is effective, management is allowed to
conclude that internal control over financial reporting is effective as of the end of the
year.
Although the auditor’s opinion on the effectiveness of internal control over financial
reporting is as of the end of the year, he will also need to make tests of controls
during the year, but for purposes of expressing an opinion on the fair presentation of
financial statements in conformity with GAAP.
Q 31.: Is the scope of the auditor’s responsibility for disclosures about the
internal control over financial reporting appropriate?
No. Please refer to my answer to question 30.
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3. Comments on individual sections of the proposed audit standard
Section 13 (Committee of Sponsoring Organizations Framework)
The standard should explicitly mention the other frameworks mentioned in the SEC’s
final rule 33-8328 as examples of suitable frameworks (i.e. Assessing control/Criteria
of Control by the Canadian Institute of Chartered Accountants and Turnbull by the
Institute of Chartered Accountants of England and Wales) in section 13.8
Section 14 (Committee of Sponsoring Organizations Framework)
I think it is potentially misleading to use the term “accounting controls” in section 14
because it may be confused with “internal accounting controls” which is the old term
for “internal control over financial reporting”. If controls typically performed by the
accounting department are meant, then they should be called so. A lot of controls
which are typically performed by other departments than the accounting department
materially affect financial reporting (e.g. a review of overdue open purchase orders by
the purchasing or receiving department may reveal that goods receipts for shipments
have not been posted and that inventories and liabilities are misstated; a review of
overdue open production orders by the production planning department may reveal
that production progress confirmations have not been posted and that work-in-process
and expenses are misstated, reports by the legal department may be the basis for
estimates for provisions for liabilities linked to lawsuits and for disclosures about
open and terminated lawsuits).
Section 15 (Inherent Limitations in Internal Control over Financial Reporting)
I recommend including the concept of a cost-benefit-balance, which is linked with the
concept of reasonable not absolute assurance, as one of the inherent limitations in
internal control over financial reporting (see Internal Control – Integrated Framework
Executive Summary, page 3) in section 15. There are cases when the cost of a control
is prohibitively high compared to the risk of misstatement. It is important to avoid the
perception that controls are an end in itself instead of a means to an end.
Section 24 (Fraud Considerations in an Audit of Internal Control Over Financial
Reporting)
Section 24 speaks of the “prevention, identification, and detection of fraud”. What is
the difference between identification and detection? This seems duplicative and may
be confusing. I recommend removing “identification”. Similarly eliminate “deter” in
section 25 since both preventive controls and the knowledge of the existence of
detective controls act as a deterrent.
Section 50 (Obtaining an Understanding of Internal Control Over Financial
Reporting)

8

SEC Final Rule 33-8328, S. 93, footnote 67 in chapter II, section B, 3.a,
http://www.sec.gov/rules/final/33-8238.htm
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To me, the meaning of “For the purposes of evaluating the effectiveness of internal
control over financial reporting, the auditor’s understanding of control activities
encompasses a broader range of accounts and disclosures than what is normally
obtained for the financial statement audit” in section 50 Control is somewhat unclear.
Does it mean that control activities that were not considered in a financial statement
audit because the time to test those controls was not justified by the time saved by
reduced substantive tests under previous AICPA audit standards? I believe this is a
general principle and that the sentence should be removed from this specific section
and moved to another more appropriate section.
In addition, I recommend to move the last sentence in the Information and
Communication bullet point to the end of the Control Activities bullet point. Controls
over the safeguarding of assets, the processes for authorization of transactions, the
maintenance of records and the period-end financial reporting process are part of the
control activities element rather than the information and communication element of
internal control.
Section 99 (Timing of tests of controls)
I think the need for an evaluation of superseded controls depends on the interpretation
of investors and the PCAOB whether the concept of concluding on the effectiveness
of internal control over financial reporting as of a certain date only applies to this
point in time or applies to a time period. In any case, I strongly recommend adding
“However, the auditor needs to evaluate superseded controls for the purpose of
expressing an opinion on the financial statements because ineffective superseded
controls may have caused material misstatements in the financial statements.”.
Section 144 (Effect of Substantive Procedures)
I recommend an addition to section 144 that would provide further clarification.
Substantive procedures at a certain point in time give assurance that the output of a
process was correct at that point in time. However, the reason for this may have been
pure luck that existed at this point in time and not due to effective controls in the
process. Only a test of the design and operation of controls can provide reasonable
assurance that controls are effective to provide reasonable assurance that the process
results in a correct output.
Appendix C Safeguarding of Assets
I recommend including decisions to incur expenditures at prices that prove not to be
the best price, in addition to decisions to incur expenditures for unnecessary,
unsatisfactory or unproductive goods in section C3. It may be beneficial to start
section C3 with the fact that the concept of safeguarding of assets does not include
controls over bad management decisions that decrease existing and newly acquired
assets as long as they are processed correctly in the accounting records.
It is important to define if controls to prevent or detect fraud that involves sales at
unauthorized prices or expenditures at prices which are higher than prices of other
bidders with or without kickbacks to company employees (i.e. sharing a part of the
misappropriated assets) are included in the definition of safeguarding of assets and the
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audit of internal control over financial reporting. Since controls over competitive
bidding to prohibit procurement fraud are very time consuming and expensive, I
wonder where the line for reasonable assurance should be drawn. If expenditures for
outgoing freight are high due to a purchasing fraud, does this result in a misstatement
of the financial statements? In a way the money has been spent on freight, but part of
it was unnecessary. I believe if the fraudulently gained amount is significant, there is a
material misstatement of the financial statements, because investors would be
interested in a footnote disclosure how much was due to the fraud and will be nonrecurring in future years. However there is still a cost-benefit dilemma for the
company, its internal auditors and the external auditor. I guess ratio-analyses and
trend analyses which show indicators for fraud could be cost-efficient.
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Office of the Secretary
Public Company Accounting Oversight Board
1666 K Street, N.W.
Washington, D.C. 20006-2803
Re: PCAOB Rulemaking Docket Matter No. 008
We are pleased to comment on the proposed auditing standard - An Audit of Internal Control
Over Financial Reporting Performed in Conjunction with an Audit of Financial Statements
proposed in PCAOB Release No. 2003-017. We are only responding to those questions asked by
the PCAOB within Release No. 2003-017 that we have substantive comments on.

Questions
#10 - Is it appropriate to require that the walkthrough be performed by the auditor himself or
herself, rather than allowing the auditor to use walkthrough procedures performed by
management, internal auditors, or others?
#12 - To what extent should the auditor be permitted or required to use the work of management
and others?
#13 - Are the three categories of controls and the extent to which the auditor may rely on the
work of others appropriately defined?
#14 - Does the proposed standard give appropriate recognition to the work of internal auditors?
If not, does the proposed standard place too much emphasis and preference on the work of
internal auditors or not enough?
Comments
•

Paragraph 104 of the proposed standard states that the auditor should not use the results of
testing performed by management and others for the following areas: 1) controls that are part
of the control environment; 2) controls over the period-end financial reporting process; 3)
controls that have a pervasive effect on the financial statements, such as certain information
technology general controls, on which the operating effectiveness of other controls depend;
and 4) walkthroughs. We believe that auditors should be allowed to use the results of others

MGIC Plaza, P.O. Box 488, Milwaukee, Wisconsin 53201, (414) 347-6918
WATS (800) 558-9900, FAX (414) 347-6802
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(especially internal auditors) in these areas, the extent of which would be based on an
evaluation of the factors included in paragraph 103 of the proposed standard. In addition,
paragraph 103 should be expanded to include an evaluation of the competence and
independence of the party performing the testing.
•

We believe that the areas defined in paragraph 104 are significant areas requiring extensive
auditing procedures. Providing auditors with no flexibility in using the work of others in
these areas may lead to excessive auditing costs.

•

Other than the above comments, we believe paragraph 108 of the proposed standard provides
proper recognition to the work of internal auditors.

•

We believe that the Board should clarify the requirement in paragraph 109 that states “the
auditor must perform enough of the testing himself or herself so that the auditor’s own work
provides the principal evidence for the auditor’s opinion” (e.g., greater than 50%).

Question
#11 - Is it appropriate to require the auditor to obtain evidence of the effectiveness of controls for
all relevant assertions for all significant accounts and disclosures every year or may the auditor
use some of the audit evidence obtained in previous years to support his or her current opinion
on management’s assessment?
Comments
We believe that the auditor should be allowed to use risk assessment to determine whether
controls for all relevant assertions for all significant accounts and disclosures should be
evaluated every year. We do not believe that all significant accounts and disclosures should be
treated equally. Controls associated with certain accounts and disclosures may require annual
assessment based on the potential risk of misstatement; however, we believe that other controls
may not require annual assessment based on an evaluation of certain risk factors, such as the risk
of misstatement, the results from prior assessments, changes in control procedures and personnel
since the last assessment, and whether the control is routine/systematic. We believe requiring
testing of controls for all relevant assertions for all significant accounts may be unnecessary and
may lead to unnecessary auditing procedures and related auditing costs.

Questions
#17 - Will the definitions in the proposed standard of significant deficiency and material
weakness provide for increased consistency in the evaluation of deficiencies? How can the
definitions be improved?
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#20 - Is it appropriate to require the auditor to communicate all internal control deficiencies (not
just material weaknesses and significant deficiencies) to management in writing?
#22 - Is it appropriate to require the auditors to evaluate the effectiveness of the audit
committee’s oversight of the company’s external financial reporting and internal control over
financial reporting?
#23 - Will auditors be able to effectively carry out their responsibility to evaluate the
effectiveness of the audit committee’s oversight?
Comments
•

We believe that it is important for the standard to provide definitions that will lead to
increased consistency in the evaluation of deficiencies. We also agree that the significance
of a deficiency should be evaluated based on the potential “likelihood” of a misstatement and
the potential “amount” of a misstatement. However, we believe that the definitions included
in the proposed standard set the bar too low for determining whether a deficiency is a
significant deficiency or material weakness. We specifically disagree with the use of “more
than a remote likelihood” in the definitions of significant deficiency and material weakness,
and the use of “more than inconsequential in amount” in the definition of significant
deficiency. For a deficiency to be considered significant or material, we believe that the
potential likelihood of a material misstatement should be significantly more than remote
(e.g., likely or probable). We also believe that for a deficiency to be considered significant,
the potential misstatement should be significantly more than inconsequential in amount (e.g.,
significant).

•

Based on these current definitions, we believe that it could be misleading to investors if
management is required to conclude that controls are not effective and auditors are required
to issue an adverse opinion when a single material weakness exists. This could lead to an
unnecessary decline in shareholder value.

•

We do not believe that auditors should be required to report all internal control deficiencies
to management in writing. We believe that reporting of significant deficiencies and material
weaknesses in writing is sufficient. Communication of deficiencies between management
and the auditor should focus on significant matters so that management understands what is
important and what should be corrected in a timely manner. The auditor should be allowed
to communicate lower risk deficiencies verbally, or in some cases be able to pass on small
matters entirely. If reported in writing, management may feel compelled to correct all
deficiencies reported, even though certain deficiencies may not warrant correction based on a
low level of risk and the costs required to correct the deficiency.

•

We believe that the auditor may have difficulty conducting an unbiased, effective evaluation
of the audit committee since the auditor is directly accountable to the audit committee.
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Additional Comments
•

Appendix B of the proposed standard addresses situations when a company uses a service
organization. We believe that obtaining evidence regarding the effectiveness of internal
controls over financial reporting at service organizations will present a significant challenge
to companies and their auditors. Many service organizations may not have a service
auditor’s report on controls placed in operation and tests of operating effectiveness
available, or the report may not be available prior to the date of management’s report on
internal control over financial reporting. Requiring companies to perform tests of controls at
service organizations will place significant burdens on companies and their auditors, and on
the service organizations themselves.

•

Another concern relates to how a company should report a material weakness at a service
organization. Is it reasonable for a company to be required to conclude that their internal
control over financial reporting is not effective due to a material weakness at a service
organization that they have no direct control over? Will all clients of that service
organization be required to come to the same conclusion? What if one client of the service
organization discovers the weakness during their test procedures but another client does not,
resulting in inconsistent assessments? We believe the Board should reconsider its position
regarding a company’s and its auditor’s responsibilities for assessing controls at a service
organization.

I would be happy to discuss these comments with the Board and can be reached at 414-3476918.
Very truly yours,

Gary A. Antonovich
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November 21, 2003
Office of the Secretaw
Public Company Accounting Oversight Board
1666 K Strcct, N.W.
Washington, DC 20006-2803
RE: PCAOB Rulemaking

Docket Matter No. 008

Ladies and Gentlemen:
Microsoft appreciates the oppommity to comment on the proposed Auditing Standard, An
Audit of h_terna! Control Over Financial Reporting Perjormed in Co_unction With an
Audit of Financial S.tatements. We support independent auditor involvement in attesting
and reporting on management's assessment of the effectiveness of internal control over
financial reporting, but believe the proposal goes far beyond that envisioned under
Section 404(b) of the Sarbanes-Oxley Act. In particular, we do not believe the proposed
definitions of significant deficiency and material weakness are consistent with the
definition of internal control over financial reporting, which is defined gas"a process...
to provide reasonable assurance regarding the reliability of financial reporting and the
preparation of financial statements for external purposes .... " [Emphasis added]. Given
this inconsistency and the importance of fulI, thorough and careful consideration of this
important point, Microsoft believes it is incumbent on the PCAOB to work with the SEC
to extend the effective date of the internal reporting and disclosure requirements of
Section 404 of the Sarbanes-Oxley Act until fiscal years ending on or after December I5,
2004 for companies that are accelerated tilers. In addition, we believe certain aspects of
the proposed Auditing Standard unnecessarily increase the cost of compliance and the
requirement that the external auditors evaluate the effectiveness of the audit committee is
undesirable t\m7several reasons.
The proposed Auditing Standard defines a material weakness as % significant deficiency
that, by itselL or in combination with other significant: deficiencies, results in more than a
remote likelihood that a material misstatement of the annual or interim fmancial
statements will not be prevented or detected". The definition of significant deficiency
also includes the term "remote likelihood" and the proposed Auditing Standard indicates
that it has the same meaning as the term "remote" as used in FAS No. 5. Based on this
guidance, the definition of a material weakness can be understood to mean % si_ificant
deficiency that .... results in more than a slight chance that a material misstatement of the
annual or interim financial statements will not be prevented or detected". We believe this
is a significant change from the current definition ofmateriaI weakness included in
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Statements on Standards tbr Attestation Engagements No. 10. SSAE No. 10 says that a
material weakness is "a condition in which the design or operation of one or more of the
internal control components does not reduce to a relatively low level the risk that
misstatements caused by error or fl'aud in amounts that would be material in relation to
the financial statements may occur and not be detected within a timely period by
employees in the normal course of performing their assigned functions".
Given that the both the proposed Auditing Standard and SSAE No. l0 describe internal
control over financial reporting as a process providing reasonable assurance, we are
having difficulty understanding why the proposed Auditing Standard contains such a
significant change in the definition of a material wetness, from a "relatively low level"
to "slight chance" that a material misstatement will not be prevented or detected. This is
an especially pressing issue for Microsoft, as we have a June 30 fiscal year-end and are
currently in the midst of our internal control assessment, documentation and test work.
As indicated in SEC Release No. 33-8238, SSAE No. 10 is the standard applicable on a
transition basis for attestations required under Section 404 of the Sarbanes-Oxley Act and
we believe it is only fair that the effective date of the internal reporting and disclosure
requirements of Section 404 be extended so that sufficient time is available tbr companies
to understand the final Auditing Standard and properly apply it. This includes executing
tests of critical quarter-end controls, which we do not believe the proposed Auditing
Standard provides sufficient time to complete given the compressed timet_ame from a
final role to the currently proposed eft_ctive date. Microsoft recommends an effective
date of fscal ?'ears ending on or after December 15, 2004 ibr companies that are
accelerated tilers.
We also have concerns with certain aspects of the proposed Auditing Standard which we
believe unnecessarily increase the cost of compliance, such as the limited level of reliance
that the external auditors can place on the work of the internal auditors, the prohibition
against external auditors relying on evidence obtained in prior years, and the lack of
reliance on mitigating controls that would prevent material misstatements. As drafted,
the proposed Auditing Stm_dard seems to equate management testing with that of internal
auditors and appears to i_ore the unique role of the internal audit _anction which is
implicit in Statement of Auditing Standards No. 65 and reinforced by standards of the
Institute of Internal Auditors. In fact, a decrease on the reliance of the work of internal
auditors could reduce external auditors' _similation of internal auditors' considerable
knowledge and understanding of an entity's internal controls. The prohibition against
rotation of testing ignores the tact that many controls are substantially unchanged from
year to year and that they can be validated through sufficient evidence gathering during
the planning stage of an audit. We also believe that internal control over financial
reporting is a network of controls with multiple levels and that the existence of mitigating
or compensating controls should be taken into account.
Finally, we believe the requirement that the external auditors evaluate the effectiveness of
the audit committcc's oversight of the company's external financial reporting and internal
control over financial reporting is undesirable for several reasons. First, we question
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whether external auditors have the necessary expertise to evaluate the dynamic nature of
an audit committee's roles and responsibilities. We agree that external auditors should
consider the role of the audit committee as part of the overall control environmmlt, but
requiring the external auditors to evaluate the effectiveness of the audit committee is
unwarranted given that a properJy functioning audit committee is comprised of
individuals with broader expertise than external auditors. Second, having the external
auditors evaluate the audit committee risks compromising the quality of the audit
committee's oversight of the external auditors. Having the audit committee evaluated by
those whom it employs could influence a committee's willingness to assertively manage
the external auditor. Third, this requirement would significantly invade the roles and
responsibilities of the board of directors by potentially clevati.ng the external auditor's
assessment of certain matters over that of the board of directors, with the effect that the
external auditors' determinations would supersede that of the board.
If you have any questions, please call me at (425) 722-6514.

Si
"_2

Corporate Controller

File No. PCAOB-2004-03 Page No. 1366

M
November 21, 2003

Office of the Secretary
Public Company Accounting Oversight Board
1666 K Street NW
Washington, D.C. 20006-2803
Re: PCAOB Rulemaking Docket Matter No 008
Dear PCAOB,
We appreciate the opportunity to comment on the proposed standard for the Audit of
Internal Control over Financial Reporting. Overall, we believe the draft standard is
helpful in clarifying public company and auditor requirements. We’re grateful to the
PCAOB for their thoughtful consideration of the issues and prompt publication of this
draft standard.
Below are our comments and observations for your additional consideration:
1. We fully support the requirement for management to document and test internal
controls. However, we believe the proposed standard goes beyond what is
necessary to ensure accurate financial reporting. The proposed standard will
result in companies focusing a disproportionate amount of time documenting and
testing transaction controls when it’s the governance and entity controls that
contributed to the malfeasance in many companies in recent years. The resulting
incremental cost to companies to comply will be substantial and the incremental
benefit to shareholders is questionable.
While we believe the COSO Framework is a good framework for building an
effective internal control system, we also believe that management should be able
to apply some judgment in designing the internal control system within that
framework. Emphasis should be placed on effective risk assessment processes
and a robust system of internal controls over key risks as determined by
management.
2. The draft standard as written appears to mandate a significant amount of
duplicative work. For instance, auditors will be required to perform independent
detailed “walk throughs” of each major process with absolute prohibition on using
any work of a similar nature already performed by management or internal audit.

1

Corporate Offices
1303 E Algonquin Road, Schaumburg, IL 60196-1079
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The auditor should be allowed to use judgment to determine how much they can
rely on management or internal audit documentation and testing.
In addition, these duplicative reviews are disruptive and costly.
3. The examples of significant and potential material weaknesses provided in the
draft are helpful. However, the definition of significant weakness, particularly the
term “inconsequential”, is too narrow. Additional guidance should be provided
on the definition of significant and material weaknesses including consideration
of all relevant compensating controls.
4. The proposal that the auditor evaluate the effectiveness of the Audit Committee
presents a conflict of interest since the auditor reports to the Audit Committee.
More importantly, the auditor may not have the level of expertise needed to
effectively evaluate the audit committee.

In summary, the new rules in Sarbanes Oxley addressing Board Governance,
management accountability for financial reporting, and auditor independence rules are
appropriate regulatory changes that will positively impact corporate governance and
protect shareholders. The purpose of Section 404 and the draft audit standard is to
improve the effectiveness of the internal controls over financial reporting to further
enhance governance processes for the benefit of shareholders. To accomplish this, the
standards for companies and auditors should be less prescriptive allowing management,
internal auditors and external auditors to exercise professional judgment. A balanced
approach of prescriptive rules and professional judgment coupled with management
certification of quarterly financial reporting will provide the most effective system of
internal controls.
Thank you again for the opportunity to provide comments for your consideration in
finalizing this standard.
Sincerely,

Steven J. Strobel
Senior VP and Corporate Controller
Motorola, Inc.
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National Association of Black Accountants, Inc.
7249-A Hanover Parkway
Greenbelt, Maryland 20770
Phone: (301) 474-NABA
Fax: (301) 220-0172
www.nabainc.org

Office of the Executive Director

November 21, 2003
Mr. William J. McDonough,
Chairman
Public Company Accounting Oversight Board
Washington Office
1666 K Street, NW
Washington, DC 20006-2803
Re: PCAOB rulemaking Docket Matter No. 008
Comments on Proposed Auditing Standard

Dear Mr. McDonough:
A careful review of the Proposed Auditing Standard on auditing internal control of a financial
statement audit makes one thing patently clear. The standard requires reliance on the underlying
internal control, and on the financial statements. The auditor would be required to understand the
systems in place. Then design and test the system, and provide an analysis on the efficacy of that
system.
It is fair to state that this is a major initiative for each firm executing this plan. Moreover, it is a major
initiative for any Organization that might be subject to the standard. Implementation would create a
greater staffing need for both the accounting firm and the Organization to meet the need of adherence
to this standard. Consequently, greater costs increase will be passed to the Organization. This will
impact management planning initiatives and strategies.
Therefore, we suggest that the standard also require the large public accounting firms to hire smaller
minority firms to assist in their performance of the requirements. NABA is convinced that the access
to greater markets and the lower cost structure would be very beneficial to all involved. It would also
do more toward gaining access to the market place for those Firms that never had the opportunity
before. The larger Firms could provide leadership and guidance through oversight review of the work.
This is supported by the standard which provides guidance on this issue. Under the section “Using the
work of Management and Others” it clearly stipulates that such a practice is acceptable.
The current PCAOB proposed auditing standards will effectively "bundle" Sarbanes-Oxley Section
404 (b) work within the "Big 4" firms. Under contract bundling, large contract awards go to large
firms due to the size and complexity of the work requirements. This violates the White House strategy
for increasing opportunities for Small Business.
It is only logical to conclude that there is a serious legal problem if "Big 4" firms continue to
monopolize the auditing of publicly held companies while being the sole service providers for required
“Change = Opportunity”
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National Association of Black Accountants, Inc.
7249-A Hanover Parkway
Greenbelt, Maryland 20770
Phone: (301) 474-NABA
Fax: (301) 220-0172
www.nabainc.org

Office of the Executive Director

assessments of internal control systems. Under Sarbanes Oxley, this action is characterized as self
dealing amongst firms. Not to mention that the actions would further weaken the public confidence in
financial reporting. The independence and competitive strength of CPA firms performing auditing
services for public corporations will be strengthened if Sarbanes Oxley legislation on auditing
standards is implemented. Therefore all CPA firms in America must be encouraged to participate in
implementing compliance with Sarbanes Oxley.
The current Administration is committed to unbundling procurements that have excluded
Small Businesses like minority CPA firms from succeeding in today’s market economy. NABA is of
the firm belief that concentration of public company audits and related compliance with Sarbanes
Oxley within the 4 largest CPA firms in America is detrimental to the strengthening of capital markets.
It also a restraint on trade and it creates a false perception of auditor independence.
The Division of Firms of the National Association of Black Accountants has over 50 Member firms
that have the experience and expertise to significantly participate in getting America's public
companies to comply with the Sarbanes-Oxley Act.
Sincerely,

Darryl R. Matthews, Sr.
Executive Director and COO

“Change = Opportunity”
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National Association of State Boards of Accountancy
____________________________________________________________________________________

150 Fourth Avenue North ♦ Suite 700 ♦ Nashville, TN 37219-2417 ♦ Tel 615/880-4201 ♦ Fax 615/880/4291 ♦ dcostello@nasba.org
David A. Costello, CPA
President & CEO

November 20, 2003
Public Company Accounting Oversight Board
Attention: Office of the Secretary
1666 K Street, NW
Washington, DC 20006-2803
Re: PCAOB Rulemaking Docket Matter No. 008: Proposed Auditing Standard -- An Audit of
Internal Control Over Financial Reporting Performed in Conjunction With An Audit Of Financial
Statements
Dear Board Members:
The National Association of State Boards of Accountancy (NASBA) appreciates the opportunity to
offer comments to the Public Company Accounting Oversight Board (the Board) concerning the
proposed "Auditing Standard -- An Audit of Internal Control Over Financial Reporting Performed
In Conjunction With An Audit Of Financial Statements."
NASBA is the national organization of state accountancy regulators. As the only authorities
empowered to grant or revoke licenses of certified public accountants (CPAs), the State Boards are
interested in the effect that the Board’s proposed rules and auditing standards may have upon state
public protection programs. We believe that close cooperation and a working partnership of the
PCAOB and the SEC with NASBA and the State Boards will result in more effective regulatory
efforts than otherwise would be achieved.
Our Professional & Regulatory Response Committee offers the following comments on selected
questions posed in Release No. 2003-017:
Question 2. Should the auditor be prohibited from performing an audit of internal control over financial reporting
without also performing an audit of the financial statements?
Comment. Yes, we agree with the Board’s integrated approach to the audit of the financial
statements and internal controls. The audit of internal controls over financial reporting is
complementary to the audit of the financial statements and should be performed by the same firm.
Question 4. Does the Board’s proposed standard give appropriate consideration to how internal control is implemented
in, and how the audit of internal control over financial reporting should be conducted at, small and medium-sized
issuers?
Comment. We agree with your comment that, “For a smaller, less complex company, the Board
expects that the auditor will exercise reasonable professional judgment in determining the extent of
the audit of internal control and perform only those tests that are necessary to ascertain the
effectiveness of the company’s internal control.” We are concerned that auditors will feel compelled
to perform “one-size-fits all testing” resulting in increased costs without increasing the effectiveness
of the audit. We believe the standard should provide greater clarity on the importance of the control
environment and its potential impact on the level of control testing that should be done. To do this,
we suggest that the standard would be enhanced by adding the points enumerated in Appendix E
Section E1 to the body of the standard.
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Question 5. Should the Board, generally or in this proposed standard, specify the level of competence and training of the
audit personnel that is necessary to perform specified auditing procedures effectively? For example, it would be
inappropriate for a new, inexperienced auditor to have primary responsibility for conducting interviews of a company’s
senior management about possible fraud.
Comment. We believe that general guidance would be helpful to auditing firms without mandating
specific training requirements. Further, we believe that the facts and circumstances of each
engagement will dictate the amount of training that a particular team should have. The use of
professional judgment by the firm to meet the circumstances of the engagement should be
emphasized. We believe this is in harmony with the Uniform Accountancy Act.
Question 8. Is it appropriate to state that inadequate documentation is an internal control deficiency, the severity of
which the auditor should evaluate? Or should inadequate documentation automatically rise to the level of significant
deficiency or material weakness in internal control?
Comment. We agree that the auditor should be allowed to evaluate the severity of the lack of
documentation and its effect on internal control. While proper documentation is an important part
of the control environment, the existence or lack of internal controls, not the lack of proper
documentation, should ultimately form the basis for the auditor’s report on internal controls.
Question 10. Is it appropriate to require that the walkthrough be performed by the auditor himself or herself, rather
than allowing the auditor to use walkthrough procedures performed by management, internal auditors or others?
Comment. We believe that the cost and benefit of any regulation must be carefully evaluated. We
believe that any perceived benefit of allowing only the auditor to perform the walkthroughs is
outweighed by the cost. When the internal audit function is properly structured as a quasiindependent organization within the company, reporting through appropriate channels, it can be a
powerful tool in the control environment. To prohibit the use of internal auditors in performing or
assisting with walkthroughs when properly supervised and retested by the external auditor is
inefficient. It may also force the external auditor to deploy resources on more mundane areas to the
detriment of the audit of riskier areas, thus decreasing the overall effectiveness of the auditor.
Again, we believe that the standard should allow for professional judgment in determining
reliance upon the work of others. We believe that the standard should encourage the use of internal
auditors and the use of internal audit in public companies.
A substantial percentage of accountancy boards’ licensees are employed by corporations and
are bound by the same code of professional conduct as the licensees in public practice. In fact, many
are hired because they are CPAs.
Question 11. Is it appropriate to require the auditor to obtain evidence of the effectiveness of controls for all relevant
assertions for all significant accounts and disclosures every year or may the auditor use some of the audit evidence
obtained in previous years to support his or her current opinion on management’s assessment?
Comment. As previously indicated, we believe the audit of internal controls should be thorough and
complete but should also be efficient and cost effective. In many organizations, especially those that
are well-controlled, the control environment may change little from year to year. In those
environments, the auditor should be able to use his or her professional judgment and audit
knowledge gained from prior years to determine the scope of the work to be performed. We are not
suggesting that significant areas be skipped or rotated from year to year, but the level of audit testing
may be varied from year-to-year to allow emphasis or focus on a variety of areas.
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Question 12 . To what extent should the auditor be permitted or required to use the work of management and others?
Question 13. Are the three categories of controls and the extent to which the auditor may rely on the work of others
appropriately defined?
Question 14. Does the proposed standard give appropriate recognition to the work of internal auditors? If not, does
the proposed standard place too much emphasis and preference on the work of internal auditors or not enough?
Comment. As indicated in our response to Question 10, we believe that the work of internal
auditors should be permitted subject to the external auditor’s evaluation that the work of the internal
auditors can be relied upon. Similarly, we believe that work performed by management can be used
when properly tested by the external auditor and under the appropriate circumstances, for example,
in routine processing areas.
Further we believe the three categories specified are appropriate. However, we believe that
the prohibitions outlined in the last two bullet points in paragraph 104 do not give due consideration
to the use of the results of testing performed by others. Using professional judgment and
appropriate retesting, the external auditor should be allowed to use the work of management and
others in these areas subject to independence considerations. For example, IT experts may enhance
the audit by providing very valuable assistance in testing information technology controls.
Question 17. Will the definitions in the proposed standard of significant deficiency and material weakness provide for
increased consistency in the evaluation of deficiencies? How can the definitions be improved?
Comment. We are concerned that the use in paragraph 8 of the term “remote” coupled with a new
term “inconsequential” could result in too broad a definition of significant deficiency. Using this
broad definition could result in somewhat trivial items being reported to the audit committee, thus
diverting the audit committee from evaluating truly important items. We believe that the auditor
should exercise professional judgment, focusing on items that could result in significant
misstatements if not corrected.
Question 20. Is it appropriate to require the auditor to communicate all internal control deficiencies (not just material
weaknesses and significant deficiencies) to management in writing?
Comment. Auditor judgment should be allowed to determine which deficiencies need to be reported
in writing. The auditor should not be required to report insignificant items. This will help
management focus their corrective efforts on significant areas.
Question 22. Is it appropriate to require the auditors to evaluate the effectiveness of the audit committee’s oversight of
the company’s external financial reporting and internal control over financial reporting?
Comment. The auditor should not be required to evaluate the audit committee. This creates an
unworkable conflict-of-interest as the audit committee is charged with engaging the outside auditor
and approval of additional services. We believe that the company’s board of directors has the
responsibility to evaluate the effectiveness of the audit committee. In making that evaluation they
can solicit factual information from the auditors to help them in that assessment. However, if the
auditors, in the course of their dealings with the audit committee, become aware of problems in the
operation of the audit committee that are significant to the internal control structure of the company,
they should be reported to the board of directors.
Question 25. Is it appropriate that the existence of a material weakness would require the auditor to express an
adverse conclusion about the effectiveness of the company’s internal control over financial reporting, consistent with the
required reporting model for management?
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Comment. We believe that a material weakness that is identified and then corrected in sufficient
time before the date of the auditor’s report on internal controls to allow additional testing to make
sure it is operating effectively, should not result in an adverse report on internal control.
Question 26. Are there circumstances where a qualified “except for” conclusion would be appropriate?
Comment. We believe that an “except for” opinion may be appropriate in limited circumstances,
for example, a recent acquisition. If the Board determines that an “except for” opinion may be
appropriate, we suggest that examples be given to clarify under what circumstances it may be used.
Question 29. Are there any specific internal control-related non-audit services the auditor should be prohibited from
providing to an audit client?
Comment. Consistent with the philosophy that the auditor should not audit his or her own work,
we believe that the auditor should not develop the internal control structure and then perform an
audit of internal controls. Another firm should be engaged to help management design and
implement internal controls.
NASBA is pleased to provide these comments and would be happy to answer any specific questions
you might have.
Sincerely,

David A.Vaudt, CPA
Chair

David A. Costello, CPA
President & CEO
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,

National
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Cleveland, OH 44114
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Locator

(216)222-2911
James
P. Gulick
Senior Vice President
General Auditor

Office of the Secretary
Public Company Accounting Oversight Board
1666 K Street, N.W.
Washington, D.C. 20006-2803
Reference:

Rulemaking Docket Matter No. 008

Gentlemen:
We are pleased to submit our comments on the proposed auditing standard over the examination
of internal controls. Having reported under the requirements of the Federal Deposit Insurance
Corporation Improvement Act for the past 10 years, we understand the breadth and depth
necessary to document and test an internal control environment.
Our overall sense of the
proposed auditing standard is that it is very comprehensive and should result in improved
documentation and operation of internal controls. The focus of our comments in this letter are
on the testing of controls, the use of internal audit, and the extent of documentation and testing
required of the external auditor. The responses are organized using the questions outlined in the
exposure draft.
Q.9

Are the objectives to be achieved by performing walkthroughs
the performance of walkthroughs?

sufficient to require

Q.10

Is it appropriate to require that the walkthrough be performed by the auditor
himself or herself, rather than allowing the auditor to use walkthrough procedures
performed by management, internal auditors, or others?

We believe the use of a walkthrough is a critical step to ensure that controls are properly
understood and documented. This step has been a requirement of our internal audit process for
many years and is effective in ensuring that the internal control system is accurately documented.
We believe the requirement for the external auditor to directly perform the walkthrough test in
order to comply with the auditing standard is excessive and unnecessary.
Presuming the
Corporation has an effective internal audit group and conforms to professional standards such as
those published by the Institute of Internal Auditors, the internal auditors' working papers will
contain system documentation, walkthrough testing, and audit testing of the controls. Further,
management will also have documentation of its control system. The external auditor should be
able to obtain sufficient satisfaction with the documentation of the control system by reviewing
said documentation and the results of both the walkthrough and audit testing performed by
internal audit and reperforming a sample, as is currently required under SAS 65. Presuming the
results of those tests are adequate, the reperformance of every walkthrough is redundant.
Further, as the years pass by, the walkthrough becomes redundant for internal control systems
that do not change. Thus, the mandate for a walkthrough every year by the outside auditor is
cost inefficient as well. We believe the walkthrough should be required to be performed by the
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outside auditor only on a test basis or in those circumstances where the auditor's reliance on the
work performed by internal audit cannot be comfortably attained, or the outside auditor believes
there are weaknesses in the control system or inaccuracies in the documentation.
Q.11

Is it appropriate to require the auditor to obtain evidence of the effectiveness of
controls for all relevant assertions for all significant accounts and disclosures every
year or may the auditor use some of the audit evidence obtained in previous years to
support his or her current opinion on management's assessment?

Q.12

To what extent should the auditor be permitted or required to use the work of
management and others?

Clearly the external auditor needs to perform enough work to satisfy himself that controls are in
existence and operating during the period under audit. Thus, some level of new testing will be
required every year. However, for control systems that do not change significantly from year to
year, the external auditor will have developed a foundation upon which he can build his audit
testing in the subsequent year. The auditor should be given the flexibility to rely on prior year
systems documentation, walkthrough testing, and the results of prior year testing to determine
the extent of testing needed in the current year. If an internal audit department is performing
ongoing testing and assessment of internal controls, the external auditor should have the
flexibility to rely on that work to reduce the amount of new testing required in any year. This
would include providing the external auditor the ability under the rules to determine that no new
original testing need be performed by the external auditor if he is totally satisfied with the results
of the internal auditing and the system documentation that exists. Generally speaking, this
reliance should be based upon a positive result of a continuous monitoring program that the
internal audit department is independently performing over the control environment.
In order to form an opinion on the internal control system, some level of independent testing is
necessary. For a corporation where internal audit activity is minimal or non-existent, the
external auditor would need to perform extended testing in order to gain the appropriate coverage
and comfort over the control environment. Clearly, any management testing that is performed
can be tested by the external auditor and serve to reduce the overall testing level of the external
auditor if the management testing is determined to be accurate.
However, given that
management is responsible for the operation of the controls, sufficient independent testing is
appropriate.
However, for organizations that have invested in a competent internal audit
department with robust internal audit testing, the external auditor should be able to limit his work
by testing the work of the internal audit department. The internal auditor is already charged with
providing an independent assessment of the operation of the internal controls. Thus, the external
auditor should be able to rely upon that work to limit and reduce the level of original work
performed by the external auditor. Ultimately, the external auditors extensive original testing
should be focused on potential weaknesses in the control system or areas where management or
the internal audit department have not performed adequate testing.
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Q.13

Are the three categories of controls and the extent to which the auditor may rely on
the work of others appropriately defined?

While the intent of the audit standard appears to be giving the external auditor some flexibility,
there are certain phrases in the standard that are confusing and somewhat contradictory, as
follows:
o Paragraph 104, bullet 1 states that "...the auditor should not use the results of testing
performed by management and others, including controls that are part of the control
environment..."
This statement is confusing. It would appear this bullet is intended to be
the counterpart to paragraph 105, bullet 2 where the auditor has the option to rely on the
work performed by management or others for control areas that are deemed highly likely to
operate effectively. While it is apparent that the objective is to provide an opportunity for
the extemal auditor to utilize professional judgment, we aren't sure how these two bullets
working together provide a framework for the auditor to make a decision within the context
of the audit standard.
o Paragraph 104, bullet 2 suggests the auditor "...should not use the results of testing
performed by management and others, including controls over the period-end financial
reporting process, including controls over procedures used to enter transaction totals into
the general ledger; to initiate, record, and process journal entries in the general ledger; and
to record recurring and non-recurring adjustments to the financial statements". While the
bullet gives an example referring to consolidating adjustments and report combinations, the
verbiage in this bullet can be deemed to refer to all controls for systems that generate
mechanized journal entries in support of the general ledger up through the financial
reporting process. The bullet does not seem to be restrictive as suggested in the example.
Thus, the interpretation of this bullet would suggest the outside auditor could not use the
work of others in evaluating controls that result in general ledger entries to record
transactions, even though they are routine. This also seems to be in conflict with the item
discussed in the previous bullet in this letter.
o Paragraph 104, bullet 3 suggests that the outside auditor cannot rely on any information
technology controls that are tested by management or internal auditors.
While we
acknowledge the critical nature of the information technology control environment, we
believe that there are many routine processes within these controls where management or
the internal auditors ability to examine these controls is sufficient. The external auditor
should have the opportunity to place reliance on the internal audit testing of information
technology controls just as it does for non-technology controls.
The proposed audit standard indicates early on that the assertion by the external auditor as to
management's assessment of internal controls is equivalent to the external auditors testing of
those controls. While we accept and acknowledge that statement, paragraphs 104-106 seem
heavily focused on the independent testing of the individual controls. We believe that the
external auditor should start from the premise that they are testing management's control
evaluation process and that the testing of the auditor should be determined by its ability to gain
comfort with management's process.
We believe that an audit approach can easily and

File No. PCAOB-2004-03 Page No. 1377

reasonably be developed where the external auditor can conclude that management's process is
effective without the need for extensive new auditing. The auditor should be permitted to start
from the "top down" and drill through management's process until they reach a point that they
can conclude upon management's assertion, which is equivalent to issuing their own opinion on
the system of intemal controls. Paragraphs 104-106 suggest that the external auditor is auditing
from the "ground up" which in many cases will result in redundant and costly testing to reach the
same result.
Q.14

Does the proposed standard give appropriate recognition to the work of internal
auditors?
If not, does the proposed standard place too much emphasis and
preference on the work of internal auditors or not enough?

Q.16

Is the requirement for the auditor to obtain the principal evidence, on an overall
basis, through his or her own work the appropriate benchmark for the amount of
work that is required to be performed by the auditor?

We believe that the proposed standard does not permit enough emphasis to be placed on the
work of internal audit. The auditor's report will focus on management's assertion. Therefore,
the preponderance of evidence for the operation of the control environment should rely with
management and with management's testing. Only in the case of weak controls or insufficient
testing should the extemal auditor be required to provide the preponderance of evidence to
support its audit opinion. These statements presume that the external auditor can obtain a high
degree of comfort with the work performed by the internal audit department. The process of
documenting and testing the control environment is a time-consuming and costly process.
Companies that make the investment in a competent intemal auditing department with a robust
audit program should be rewarded for that effort by permitting reliance on that work by the
extemal auditor. Alternatively, companies that do not make such an investment should be
subjected to intense auditing by the external auditor in order to support management's assertion
as to the operation of its control environment. An internal audit department is very likely to have
a much more in-depth understanding of a company's operations and controls and therefore its
testing should provide a strong foundation upon which the external auditor can rely. While the
tone and specific paragraphs of the proposed audit standard suggest flexibility on the part of the
external auditor, there is still an obvious requirement that the external auditor perform robust
original auditing to support its conclusion. Again, we believe that in situations where controls
are strong, documented, and tested that this is a redundant and cost inefficient requirement.
We thank you again for the opportunity to comment on the proposed auditing standard. Please
call 216-222-2000 if you would have questions on our comments in this letter.
Sincerely,

eniOr ice President
General Auditor
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1. Is it appropriate to refer to the auditor's attestation of management's assessment of the effectiveness of
internal control over financial reporting as the audit of internal control over financial reporting?
We agree with referring to the auditor’s attestation of management’s assessment of the effectiveness of internal
control over financial reporting as the audit of internal control over financial reporting. Although some auditors
prefer not to use the terms attestation and audit interchangeably, the proposed standard makes clear the
objectives of the internal control work to be done. Further, while some auditors may try to draw a distinction
between these two terms, the Board, the auditees, and other users of these reports would understand this to be
an audit.

2. Should the auditor be prohibited from performing an audit of internal control over financial reporting without
also performing an audit of the financial statements?
We believe that for purposes of the Sarbanes-Oxley requirements the two items should go hand in hand.
However, the wording seems to preclude any additional internal control audits over financial reporting that a
company might choose to have performed from occurring. It would seem that in some instances an auditor could
audit internal control over financial reporting without also performing a complete audit of the financial statements.
At times it seems it would be advantageous to shareholders if a company chose to have additional internal control
audits performed. The audit concept should, however, continue to be differentiated from nonaudit services
discussed in paragraph 33.

3. Rather than requiring the auditor to also complete an audit of the financial statements, would an appropriate
alternative be to require the auditor to perform work with regard to the financial statements comparable to that
required to complete the financial statement audit?
We do not see the purpose of requiring the auditor to perform work with regard to the financial statements
comparable to that required to complete the financial statement audit as an alternative to requiring the auditor to
also complete an audit of the financial statements. As noted in the proposed standard, the nature of the work to
complete the audit of the financial statements and the audit of internal controls over financial reporting are highly
integrated and portions of this standard expect the auditor to consider the results of financial statement audit tests
in forming a conclusion about internal controls.
In addition, there are no standards for describing the level of financial statement auditing that is comparable to a
financial statement audit, but does not result in a financial statement audit opinion. Lastly, we do not believe an
auditor and auditee would want comparable work to be performed without issuing a product to represent that
work.

4. Does the Board’s proposed standard give appropriate consideration to how internal control is implemented in,
and how the audit of internal control over financial reporting should be conducted at, small and medium-sized
issuers?
We believe the proposed standard provides for the appropriate level of testing given the size and complexity of
the auditee and would not place small or medium size firms at a disadvantage. However, the proposed standard
does not incorporate the Board’s expectation that “the auditor will exercise reasonable professional judgment in
determining the extent of the audit of internal control and perform only those tests that are necessary to ascertain
the effectiveness of the company's internal control.” (This quotation is from paragraph immediately preceding
Question 4 in the lead-in to the proposed standard.) We believe this should be stated in the standard in the
section, Obtaining an Understanding of Internal Control Over Financial Reporting, that begins on page A-22.
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5. Should the Board, generally or in this proposed standard, specify the level of competence and training of the
audit personnel that is necessary to perform specified auditing procedures effectively? For example, it would
be inappropriate for a new, inexperienced auditor to have primary responsibility for conducting interviews of a
company’s senior management about possible fraud.
We do not believe the Board should dictate the level of competency and training of audit personnel that is
necessary to perform specific auditing procedures. Measuring competence and training is highly subjective and
based on the individuals, their experience, the composition of the audit team and its assignments, and effective,
timely training. If the Board decides to add more specific guidance in the standard about competency and
training, we suggest the Board keep the discussion general, perhaps by briefly expanding paragraph 31.

6. Is the scope of the audit appropriate in that it requires the auditor to both evaluate management’s assessment
and obtain, directly, evidence about whether internal control over financial reporting is effective?
In order to obtain the necessary level of assurance, the auditor should evaluate management’s assessment and
directly obtain evidence supporting their conclusions. Satisfying both requirements is necessary because it
demonstrates management’s responsibility for internal controls and the auditor’s responsibility for auditing those
internal controls. However, we believe the Board should revise the proposed standard to be clear about what the
auditor would do in a situation in which management believes that because of budget constraints or other
reasons, it is not cost effective to implement a control and the auditor disagrees or in a situation in which
management has not assessed certain controls that they believe are not critical but the auditor believes are
critical.

7. Is it appropriate that the Board has provided criteria that auditors should use to evaluate the adequacy of
management’s documentation?
We believe it is appropriate for the Board to provide criteria that auditors should use to evaluate the adequacy of
management’s documentation. Part of the problem the audit industry faces at this point in time is the fact that too
many auditors, even with good intent, use the flexible nature of the AICPA standards to justify the nature and
extent of tests they perform in such audits. As a result, good auditors, trying to perform good audits, perform
widely different levels of tests. More explicit descriptions of the standards’ requirements help to improve
consistency.

8. Is it appropriate to state that inadequate documentation is an internal control deficiency, the severity of which
the auditor should evaluate? Or should inadequate documentation automatically rise to the level of significant
deficiency or material weakness in internal control?
We believe the auditor should be able to evaluate the level of severity of any such internal control deficiency. The
auditor should be able to consider all of the relevant circumstances of inadequate documentation when evaluating
to what level any such internal control deficiency rises. Because of the subjective nature of inadequate
documentation, and to which internal controls it applies, the auditor will be in the best position to determine the
appropriate level of deficiency he or she has found. To mandate this circumstance as significant or material may
result in relatively insignificant documentation issues reported with more significant internal control deficiencies.

9. Are the objectives to be achieved by performing walkthroughs sufficient to require the performance of
walkthroughs?
We believe the objectives to be achieved are sufficient to require the performance of walkthroughs. To ensure an
understanding of how the system of internal control is designed and operates, the auditor should perform the
walkthrough. Too often, auditors rely solely on what management tells them or shows them in written manuals.
And just as often, the individuals who perform those procedures, or the procedures used in their place, can be
-2-

File No. PCAOB-2004-03 Page No. 1381
National State Auditors Association
PCAOB’s Proposed Standard—An Audit of Internal Control Over Financial Reporting
Performed In Conjunction With an Audit of Financial Statements

different. In an automated environment, a traditional walkthrough may be difficult to perform so there should be
the opportunity for the auditor to achieve the same objectives using alternative approaches if necessary.

10. Is it appropriate to require that the walkthrough be performed by the auditor himself or herself, rather than
allowing the auditor to use walkthrough procedures performed by management, internal auditors, or others?
Generally, we believe it is appropriate for the auditor to perform the walkthrough to ensure an understanding of
what is really happening in an internal control process. However, we believe that if the internal auditor is deemed
to be competent and objective, the use of this internal audit documentation could be relied on, but only after
verification. We do not believe it would be appropriate to rely on a walkthrough performed by management.

11. Is it appropriate to require the auditor to obtain evidence of the effectiveness of controls for all relevant
assertions for all significant accounts and disclosures every year or may the auditor use some of the audit
evidence obtained in previous years to support his or her current opinion on management’s assessment?
The auditor is responsible, each year, for determining the effectiveness of controls. Since the Board has
emphasized that only relevant assertions for significant accounts need testing, and that testing throughout the
year is allowable, we believe it is appropriate to require evidence of the effectiveness of controls each year.
Although management asserts policies, procedures, and computer controls have not changed, change is
inherent. Manual procedures are subject to changes in personnel, changes in existing personnel’s behaviors and
motivations, and other circumstances. Computer controls are affected by not only changes in programs that
directly relate to a process, but also other changes that may indirectly affect a process. Only careful analysis
each year by the auditor can determine the effect of any changes to manual or computer controls.

12. To what extent should the auditor be permitted or required to use the work of management and others?
We believe the auditor should be permitted, but not required to use the work of management and others. The
auditor should have the flexibility to use auditor judgment in determining when to use the work of others. But,
without some level of guidance, we believe auditors would vary widely on when they use the work of others and
when they would not. We agree with the Board’s proposal to describe the types of situations in which auditors
cannot, can with limits, and can without specific limits use the work of others. In addition, the auditor should never
be required to use the work of others as the sole source of evidence.

13. Are the three categories of controls and the extent to which the auditor may rely on the work of others
appropriately defined?
The proposed categories of controls clearly and consistently explain appropriate reliance on the work of others. It
should also provide the auditee’s management with areas in which it can determine where it might provide the
auditor with opportunities to use others’ work, thereby decreasing audit costs.

14. Does the proposed standard give appropriate recognition to the work of internal auditors? If not, does the
proposed standard place too much emphasis and preference on the work of internal auditors or not enough?
We do not believe the standard can adequately address all of the possible levels of objectivity that different
internal auditors achieve, and the resulting impact on the external auditor’s work. Therefore, we agree with the
Board’s approach of explaining the nature of the internal auditor’s potential for more or less objective work. This
leaves the professional judgment with the auditor, rather than the internal auditor or the auditee’s management,
with respect to how much work the internal auditor can or should do to assist in this manner.
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15. Is the flexibility in determining the extent of reperformance of the work of others appropriate, or should the
auditor be specifically required to reperform a certain level of work (for example, reperform tests of all
significant accounts or reperform every test performed by others that the auditor intends to use)?
We support the proposed standard’s provision to allow the auditor flexibility in determining the extent of
reperformance of the work of others. To the extent that the auditor can reasonably verify the competence and
objectivity of others performing the work, it is not necessary to reperform or perform additional work as long as the
results satisfy the auditor’s objectives.

16. Is the requirement for the auditor to obtain the principal evidence, on an overall basis, through his or her own
work the appropriate benchmark for the amount of work that is required to be performed by the auditor?
We agree that it is appropriate for the auditor to obtain the principal evidence since it is the auditor that is required
to opine on management’s assertion. This would help prevent situations in which the auditor’s work is primarily
(or exclusively) based on the work of others.

17. Will the definitions in the proposed standard of significant deficiency and material weakness provide for
increased consistency in the evaluation of deficiencies? How can the definitions be improved?
We believe the definitions in the proposed standard of significant deficiency and material weakness will provide
for increased consistency in the evaluation of deficiencies. The criteria of likelihood and magnitude (paragraph
117), and the descriptions of them included in the proposed standard, provide a sound basis for determining the
significance of the deficiency. Also, the additional circumstances listed in paragraph 126 that should be regarded
as “at least a significant deficiency” are helpful. However, while the definitions may provide for increased
consistency in evaluating deficiencies, the definitions are subjective and auditor judgment will always be a factor
in evaluating those deficiencies.

18. Do the examples in Appendix D of how to apply these definitions in various scenarios provide helpful
guidance? Are there other specific examples that commenters could suggest that would provide further
interpretive help?
The examples in Appendix D are helpful and clearly demonstrate how to apply the criteria in evaluating the
significance of internal control deficiencies. However, it would be helpful to add examples that address more
subjective areas like the control environment and risk assessment.

19. Is it necessary for the auditor to evaluate the severity of all identified internal control deficiencies?
We believe the auditor should evaluate the severity of all identified internal control deficiencies by applying the
criteria in paragraph 117 to all deficiencies to determine the appropriate level of significance. Without evaluating
all deficiencies, the auditor could not consider the aggregation of deficiencies and whether they rise to a
significant level.

20. Is it appropriate to require the auditor to communicate all internal control deficiencies (not just material
weaknesses and significant deficiencies) to management in writing?
We believe that written communication of all internal control deficiencies is appropriate. Given the requirements
of management, the auditors, and the audit committees, written communication of all deficiencies ensures each
party can fulfill their obligation in this matter.
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21. Are the matters that the Board has classified as strong indicators that a material weakness in internal control
exists appropriately classified as such?
We believe the examples of indicators of material weaknesses are appropriate. However, we believe that in
practice, this will not be as clear-cut. There will be instances for which management and its auditors do not agree
on the level of severity for certain deficiencies. In those cases, certain of these indicators will be more
problematic for the auditor and management to address. For example, significant deficiencies that have not been
corrected by management may be the result of management’s initial belief that the deficiencies were not
significant to begin with. A third party, perhaps the audit committee, will need to be strong in “refereeing” these
situations.

22. Is it appropriate to require the auditors to evaluate the effectiveness of the audit committee’s oversight of the
company’s external financial reporting and internal control over financial reporting?
We agree that it is appropriate to require the auditor to evaluate the effectiveness of the audit committee’s
oversight on the company’s external financial reporting and internal control over financial reporting. However, the
Board should provide additional guidance on what is expected of the audit committee and how the auditor should
evaluate the effectiveness of the audit committee’s oversight.

23. Will auditors be able to effectively carry out their responsibility to evaluate the effectiveness of the audit
committee’s oversight?
We believe that with additional guidance provided by the Board, the auditor should be able to effectively carry out
their responsibility to evaluate the effectiveness of the audit committee’s oversight.

24. If the auditor concludes that ineffective audit committee oversight is a material weakness, rather than require
the auditor to issue an adverse opinion with regard to the effectiveness of the internal control over financial
reporting, should the standard require the auditor to withdraw from the audit engagement?
We believe that auditors should issue an adverse opinion rather than be allowed to withdraw from an
engagement. Given the increased regulatory nature of the requirements and the overarching concept of providing
shareholders information regarding potential problems, it would seem more effective to require the issuance of a
report that includes all problems noted by an auditor. This would help preclude an audited entity from being able
to shop around for opinions.

25. Is it appropriate that the existence of a material weakness would require the auditor to express an adverse
conclusion about the effectiveness of the company’s internal control over financial reporting, consistent with
the required reporting model for management?
Because the Securities and Exchange Commission has already established final rules requiring management to
concede that internal control over financial reporting is not effective when a material weakness exists, we believe
the auditor’s conclusion should be the same (i.e., an adverse opinion). To allow the auditor to issue a qualified
opinion, would introduce the potential for misinterpretation or confusion among users of the financial statements.

26. Are there circumstances where a qualified “except for” conclusion would be appropriate?
Given our response to question 25, a qualified opinion would not be appropriate.
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27. Do you agree with the position that when the auditor issues a nonstandard opinion, such as an adverse
opinion, that the auditor’s opinion should speak directly to the effectiveness of the internal control over
financial reporting rather than to whether management’s assessment is fairly stated?
We agree that when the auditor issues a nonstandard opinion the auditor’s opinion should speak directly to the
effectiveness of the internal control over financial reporting. The proposed standard clearly explains the confusion
that might occur if the auditor’s report that management’s assertion is fairly stated, when management has stated
that they do not have effective internal controls. In these circumstances, it may appear that the auditors disagree
with management’s assessment of inadequate internal controls. Reporting directly on the effectiveness of the
internal controls provides for clear reporting of the circumstances in the auditor’s report.

28. Should the Board provide specific guidance on independence and internal control-related non-audit services
in the context of this proposed standard?
We do not believe that the Board should provide specific guidance on independence in the proposed standard.
Rather, we believe the standard should reference to the independence requirements established by the SEC and
the Act. When the auditor independence provisions of the Act are fully implemented and evaluated, the Board
could then address any weaknesses noted in implementing the Act.

29. Are there any specific internal control-related non-audit services the auditor should be prohibited from
providing to an audit client?
Rather than describe, in this standard, specific internal control-related non-audit services the auditor is prohibited
from performing, the standard should reference to the standards established by the SEC and the Act. See
comments to question 28.

30. Are the auditor’s differing levels of responsibility as they relate to management’s quarterly certifications
versus the annual (fourth quarter) certification, appropriate?
The provisions of the proposed standard regarding the auditor’s differing level of responsibility by reporting period
are appropriate. By the fourth quarter, if an auditor has otherwise completed the audit, withdrawal from the
engagement would seem to be inappropriate if management refuses to make accurate fourth quarter disclosures.
Therefore, an explanatory paragraph would allow the auditor to bring the matter to the attention of the SEC and
investors.

31. Is the scope of the auditor's responsibility for quarterly disclosures about the internal control over financial
reporting appropriate?
The provisions of the proposed standard regarding the auditor’s responsibility for quarterly disclosures are
appropriate. To add additional burdens for “auditing” interim disclosures seems unnecessary.
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Additional comments
Paragraph
Comment
102, first
We are concerned that the first two sentences give the auditors a basis for under-testing
bullet
automated controls. Because of the complexity of certain transactions and activities, and the
resulting variations that can occur in those transactions or activities, the extent of tests of
automated controls must be sufficient to determine the controls’ effectiveness for each of the
possible variations. In those cases, testing only one item for that automated control is not
sufficient. Our concern stems from the standard highlighting testing a single item, which we believe
auditors will liberally apply to circumstances for which testing only one item is not sufficient.
174-175
Paragraph 174 explains examples of information management might add to its report. However,
paragraph 175 provides specific wording that the auditor should use for only one of the examples.
If the Board is going to establish that the auditor “should” use this language, then examples should
be provided for the language the Board wants the auditor to use in the other examples in
paragraph 174. If that is not the intent, the Board should either a) remove paragraph 175’s
example, b) revise the wording in paragraph 175’s second sentence to replace the word “should”
with a less prescriptive term, such as “could”, or c) generalize the sample wording to say:

176

179

Paragraph
88-110;
Appendix
B

We do not express an opinion or any other form of assurance on management’s
statement referring to (describe the additional information management included).
This paragraph explains what actions the auditor should take to convince the company to remove
materially misstated additional information from management’s report. However, the Board does
not say whether the auditor should say anything in his or her auditor’s report about this matter, if
the material misstatement remains in management’s report. Since the auditor is required to issue
an audit report, including an opinion on internal controls, it seems appropriate that he or she also
includes a discussion of material misstatements in additional information in an explanatory
paragraph. Accordingly, the Board should indicate how the auditor should report such material
misstatements, when not corrected by management. If the Board does not believe such auditor
disclosure is necessary, it should explicitly state that the auditor has no responsibility to do so, and
why.
We agree with the guidance provided in paragraph 178, and the auditor’s need to report that
information. And we agree with the reason set forth in paragraph 179 that users need to
understand why the financial statement opinion was unaffected. However, the language provided
by the proposed standard does not explain the reason why the auditor issued an unqualified
opinion, only that an unqualified opinion was issued. If users need to understand the reasons why,
as stated in paragraph 179, the Board should revise the example, or add to its advisory comments
in italics, that the auditor should explain why the opinion was unaffected. If this is not the Board’s
intent, paragraph 179 should be revised to remove the word “why” and replace it with the word
“that.”
The discussion in the proposed standard and the Examples of Extent of Testing Decisions do a
good job of giving perspective and examples that should help an auditor understand the nature
and timing of tests to be performed when evaluating the effectiveness of internal controls.
However, the discussion in the proposed standard regarding the extent of tests is brief and does
little to give proper perspective about how much is enough to test. Then, the examples use certain
sample sizes that create confusion as to the necessary level of the extent of tests. We have been
informed all along that performing an audit of internal controls sufficient to opine on the
effectiveness of those controls is a higher level of assurance than the extent of tests performed on
internal controls in a financial statement audit. However, the discussion in the proposed standard
does not reflect that perspective. While it provides some factors to consider, it falls well short of
providing auditors with a sound basis for knowing how much is enough. Further, the examples give
quite a different impression by suggesting that walkthroughs, testing of one item here, or five
periods there, or 25 vouchers, is sufficient to evaluate the effectiveness of certain internal controls.
In fact, compared to financial statement audits we perform and the sample sizes we use in our
audits’ tests of controls, these sample sizes are the same in some cases, and in other cases, less.
Even the AICPA’s audit sampling guide for financial statement audits provide sample size
guidance that suggests sample sizes much larger than the examples provided in the proposed
-7-

File No. PCAOB-2004-03 Page No. 1386
National State Auditors Association
PCAOB’s Proposed Standard—An Audit of Internal Control Over Financial Reporting
Performed In Conjunction With an Audit of Financial Statements

Additional comments
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Comment
standard. To justify a sample of 25, the AIPCA sampling guide considered an acceptable tolerable
error rate in excess of 10 percent, yet the Board’s example expected a high level of assurance
from testing only 25 items.
We believe the major reason for the expectation gap between auditors and the users of audit
reports is the extent of work performed. The users always expect the auditors to test more than the
auditors do. If the Board expects internal control audits to meet the expectations of SEC intent,
investors, and other users, the examples will have to be reconsidered and the guidance in the
proposed standard will need to be improved. We certainly do not advocate mandated sample
sizes. However, we also believe the current proposed guidance and examples will not close the
expectation gap.

-8-
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FILED ELECTRONICALLY
Public Company Accounting Oversight Board
Attention: Office of the Secretary
1666 K Street, NW
Washington, DC 20006-2803
comments@pcaobus.org
RE: PCAOB Release No. 2003-017, PCAOB Rulemaking Docket Matter No. 008,
Proposed Auditing Standard – An Audit of the Internal Controls over Financial
Reporting Performed in Conjunction with an Audit of Financial Statements
Introduction
The National Venture Capital Association (NVCA)1 represents the vast majority of
American venture capital under management. NVCA member firms and the funds they manage
provide the start-up and development funding for innovative entrepreneurial businesses.2
VC firms form and manage the funds that invest in start-up and early-stage businesses,
commonly referred to as “portfolio companies.” Venture capital investing relies on exit
strategies whereby venture capital positions in portfolio companies are exited, with the proceeds
being distributed to investors. Regardless of the likely exit strategy, portfolio companies operate
with minimal staff and a necessarily narrow focus on achieving business objectives – research,
market definition, product development, manufacture and sales. Though very few of these
venture-backed companies are subject to the Sarbanes-Oxley Act (“SOXA” or “the Act”), as a
practical matter, the Public Company Accounting Oversight Board (PCAOB) Rules on auditing
internal controls will have a significant impact on them.

1

The National Venture Capital Association (NVCA) represents more than 430 venture capital and private equity
firms. NVCA’s mission is to foster the understanding of the importance of venture capital to the vitality of the U.S.
and global economies, to stimulate the flow of equity capital to emerging growth companies by representing the
public policy interests of the venture capital and private equity communities at all levels of government, to maintain
high professional standards, and to provide research data and professional development for its members.
2

In 2002, venture capital (VC) funds invested $21.2 billion in 2500 companies, the fourth largest amount ever in the
history of venture capital. Eighty-five percent of these companies were in information technology, medical/health or
life sciences. The success of venture investing is encouraging greater capital flow to these types of companies. At
the end of 2002, VC firms had an estimated $253 billion under management, up from $32 billion in 1990.
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Impact of PCAOB on venture capital and entrepreneurship
Successful exits of venture capital investments occur either through an initial public
offering (“IPO”) or through acquisition by another company, often a public company. A
company in a pre-IPO, or a pre-acquisition, situation needs to prepare its financial statements on
the assumption that it will soon be subject to SOXA. Therefore, management must implement
policies and procedures to enable them to prepare Section 404 reports.
Because of the uncertain timing of either exit event, many venture-backed private
companies have concluded that they must be SOXA-compliant, even if an acquisition or an IPO
is not imminent. Therefore, Section 404 compliance is a fact for companies that are clearly
outside the intended reach of SOXA.
General comment
Our comments relate primarily to the impact of PCAOB rules on private companies that
are not SOXA “issuers” and the need for PCAOB rules to allow auditors to exercise appropriate
judgment in performing an audit of internal control over financial reporting. However, these
comments are generally applicable to small publicly traded companies also.3
With regard to both types of companies, our main concern is that Section 404 be
implemented in a cost effective manner. The Proposing Release states a similar view:
“For a smaller, less complex company, the Board expects that the auditor will exercise
reasonable professional judgment in determining the extent of the audit of internal
control and perform only those tests that are necessary to ascertain the effectiveness of
the company’s internal controls.”
PCAOB Release No. 2003-17 (”Proposing Release”), page 6. We believe that this statement sets
up a test that should be applied to every aspect of PCAOB Rules: does the standard provide
sufficient flexibility for the auditor to exercise judgment in the extent of testing and, as to use of
the work of others, including the work of management?
Specific comment on Proposed Audit Standard, Appendix A to Proposing Release,
(“Proposed Rules”) pertaining to private and smaller publicly traded companies
One of the basic tenets of auditing is that auditors must exercise their professional
judgment and expertise in determining the scope of the specific audit procedures to be
performed. The Proposed Rules acknowledge that the auditor should apply the concept of
materiality at both the financial-statement and the individual account-balance level. However,
the Proposed Rules specifically limit the auditor’s flexibility to exercise its professional

3

As we read the Act and PCAOB Rule 3100, we do not believe that audit firms, including PCAOB-registered audit
firms, will be required by law or regulation to apply the proposed PCAOB rules to the audits of private companies.
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judgment and expertise by requiring audit evidence to be obtained for “all” items in several
situations. For example, the Proposed Rules state:
“The auditor should perform a walkthrough for all of the company’s significant
processes.” Proposing Release, page A-31, paragraph 79 [emphasis added].
“The auditor should obtain evidence about the effectiveness of controls (either by
performing tests of controls himself or herself (or by using the work of others) for all
relevant assertions related to all significant accounts, relevant assertions, and significant
processes…” Id., page A-29, paragraph 74 [emphasis added].
“The auditor should evaluate all controls specifically intended to address the risks of
fraud that are reasonably likely to have a material effect on the company’s financial
statements, which may be a part of any of the five components of internal control over
financial reporting, as discussed in paragraph 50.” Id., page A-15, paragraph 24
[emphasis added].
“Monitoring – The auditor’s understanding of management’s monitoring of controls
extends to and includes it monitoring of all controls, including control activities, which
management has identified and designed to prevent or detect material misstatement in the
accounts and disclosures and related assertions of the financial statements.” Id., page A23, paragraph 50 [emphasis added].
“As part of this evaluation, the auditor should review all reports issued during the year by
internal audit (or similar functions, such as loan review in a financial institution) that
address controls relating to internal control over financial reporting and evaluate any
internal control deficiencies identified in those reports.” Id., page A-40, paragraph 114
[emphasis added].
The Proposed Rules further limit the ability of auditors to exercise their professional
judgment and expertise by limiting the extent to which auditors may use the work of others,
including management and internal audit. Auditing standards historically have allowed the
independent auditor to consider the work of internal audit when determining the nature and
extent of their audit procedures. The Proposed Rules embrace this concept, but, also, limit the
areas where reliance can be placed upon the work of internal audit. For example, work of
internal auditors cannot be used for assessing: (1) the controls that are part of the control
environment; (2) controls over the period-end financial reporting process; (3) controls that have a
pervasive effect on the financial statements, such as information technology general controls; or
(4) walkthroughs. This is overly restrictive, especially in the small company or private company
context. If the auditor has determined in its professional opinion that the internal audit is
sufficiently competent and objective, there should not be such limitations.
Under current auditing standards, auditors are able to use their assessment of the
effectiveness of senior management controls and monthly boards of directors’ oversight of
company operations in their audits of smaller companies to limit the nature and extent of their
work in a financial statement audit. Similarly, the Proposed Rules appear to acknowledge that
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the integrity and actions of senior management in small and medium-size organizations are key
components of establishing strong internal controls in those companies. Proposing Release,
Appendix E. For the same reasons, auditors of small and medium-size companies should be
allowed, if warranted based upon their professional judgment and expertise, to use the work of
management in their audit of internal controls over financial reporting, especially in performing
walkthroughs.
We believe that by limiting the auditor’s ability to exercise their professional judgment in
each of the above situations, the Proposed Rules will impede the PCAOB’s goal of implementing
Section 404 in a cost effective manner. Indeed, many aspects of the Proposed Rules would have
the opposite effect. They would require the auditor to unnecessarily increase the amount of work
to be performed, which will result in higher costs with little added benefits to financial reporting.
We have an additional concern regarding the Proposed Rules – the requirement that the
auditor evaluate the effectiveness of the audit committee’s oversight of the company’s external
financial reporting and internal control over financial reporting. Proposing Release, page A-25,
paragraphs 56-59. Many of NVCA members serve on boards of directors and audit committees
for their portfolio companies. These boards of directors and audit committees are responsible for
the appointment and oversight of the external auditors. The Proposed Rule’s requirement that
auditors evaluate the effectiveness of the audit committee’s oversight of internal control over
financial reporting creates an unnecessary ambiguity in the relationship between the audit
committee and the external auditor.
Comments on Proposed Rules related to venture-backed private companies, in particular
The “COSO Report” titled, Internal Control – Integrated Framework4, provides the basis
for the current proposed rules. Proposing Release, page 5. The COSO Framework explains that
internal control in smaller companies can be less formal and structured. COSO, Internal Control
– Integrated Framework, Executive Summary, page 1. This is an especially important
consideration for developing auditing rules that will be applied to private, venture-backed
companies.
In venture-backed companies, internal controls, systems and periodic testing of internal
controls by management are commensurate to the risk that management and private investors,
who sit on the board, find acceptable. There is no standard approach to these very subjective
cost-benefit determinations.
In this private company context, the following statement has particular meaning. “The
primary benefit [of internal controls over financial reporting] is to provide the company, its
management, its board and audit committee, and its owners and other stakeholders with a
reasonable basis to rely on the company’s financial reporting.” Proposing Release, page 5
[emphasis supplied]. In a venture-backed company, the current owners are members of the
board and the audit committee. While we recognize that an auditor’s 404 report will necessarily
4

Committee of Sponsoring Organizations of the Treadway Report, Internal Controls -- Integrated Framework
(1992).
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assume that the company will become a public company, or part of a public company, during the
coming fiscal year, the PCAOB’s 404 Rules must allow the auditor to accommodate the fact that
costs and benefits are weighed differently for a private company than for even the smallest
publicly traded company.
For example, the COSO framework notes that the control environment is “the foundation
for all other components of internal control, providing discipline and structure,” Internal Control
– Integrated Framework, Executive Summary, page. 2. Accordingly, an auditor should be able
to weight aspects of the control environment in determining how much they need to test other
aspects of internal control in a private company.
In many small companies, a key control consists of the fact that financial management
and authority is centralized at the CEO or CFO level. If this is the case in a given company, the
auditor should be permitted to assign significant weight to those facts alone in determining
whether to test other functions. If, in addition, the board meets monthly to review the company’s
finances in detail – a common practice in portfolio companies -- the auditor should have the
latitude to find it unnecessary to do additional extensive testing to determine whether the owners
(board members) have “a reasonable basis to rely on the company’s financial reporting,”
Proposing Release, page 5. Internal control costs, and the cost of evaluating internal controls
should be weighed against their benefits to financial reporting. If there is no real benefit, a
particular review or test should not be required.
The COSO Framework’s emphasis on control environment has particular application in
the private company context. The board of directors’ cost-benefit choices should, by themselves,
carry significant weight absent some indication of special financial reporting risks. Just as the
Proposed Rules should provide auditors with the flexibility to make appropriate cost-benefit
judgments for smaller public companies, they must be still more flexible for the appropriate
balance to be struck in a private company 404 report.
Conclusion
NVCA encourages the PCAOB to expand the scope of special internal control
considerations for small and medium-sized companies in the Proposed Rules. We also request
that the Rule note that different considerations apply in preparing a report for a private company.
Without such special considerations, the audits of internal control over financial reporting for
these companies will be unnecessarily costly, both in external auditor fees and management and
board time that will be devoted towards Section 404 compliance. We would be pleased to
discuss these and any related matters with Board members or staff. Please feel free to contact
NVCA’s Vice President Jennifer Connell Dowling, our outside SEC counsel, Brian Borders (202
822 9306), or me to discuss these matters.
Sincerely yours,

Mark G. Heesen
President
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Office of the Secretary
Public Company Accounting Oversight Board
1666 K Street, N.W.
Washington, D.C. 20006-2803
Re:

PCAOB Rulemaking Docket Matter No. 008 – Audit of Internal
Control Over Financial Reporting

Ladies and Gentlemen:
The New York Clearing House Association L.L.C., an association of major
commercial banks1, appreciates the opportunity to comment on the proposed auditing standard
(“Proposed Standard”), recently published by the Public Company Accounting Oversight Board
(the “Board”), for conducting an audit of internal control over financial reporting pursuant to
Section 404 of the Sarbanes-Oxley Act of 2002 (the “Act”).
As financial institutions, we have long recognized that an effective system of
internal controls is the essential foundation for sound banking practices, including those relating
to financial disclosure and reporting. We believe that requiring independent accountants to play
a bigger role in evaluating the effectiveness of internal control over financial reporting can
strengthen controls in this area and improve the quality and integrity of financial reporting by
public companies. Consequently, we generally support the Proposed Standard.
We have serious reservations, however, about several specific aspects of the
proposal that are likely to prove impractical and in some cases unworkable in operation. We
believe that the proposal needs to be modified in the ways we describe below. We do not believe
that these modifications will weaken the effectiveness of the proposal; on the contrary, by
1

The members of The Clearing House are Bank of America, National Association, The Bank of New York,
Bank One, National Association, Citibank, N.A., Deutsche Bank Trust Company Americas, Fleet National
Bank, HSBC Bank USA, JPMorgan Chase Bank, LaSalle Bank National Association, Wachovia Bank,
National Association, and Wells Fargo Bank, National Association.
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eliminating those aspects of the Proposed Standard that are likely to create significant practical
problems for public companies, we think our suggested changes will promote compliance with
the standard and advance the broad purposes of Section 404 of the Act.
(1)

The Final Rule Should Permit Auditors Greater Flexibility in Relying on the
Work of Others and in Conducting Control Testing and Walkthroughs

By requiring an audit of internal control over financial reporting, rather than
merely an attestation regarding management’s assessment of those controls, the Proposed
Standard goes well beyond the requirements of Section 404 of the Act. If auditors will be
required to conduct an audit of those controls, they should be given considerable flexibility in
determining the appropriate scope of the audit, just as they are with regard to an audit of
financial statements. Given the breadth and complexity of the work that may be required to
conduct an audit of those controls in any particular case, we believe it is critical that auditors be
permitted to exercise their professional judgment, based on their knowledge of the relevant facts
and circumstances, in planning and conducting the audit and, in particular, in determining the
extent to which they may rely on the work of others and the extent to which they must conduct
control testing and walkthroughs.
We think this flexibility is especially appropriate in light of the significant new
reforms enacted this past year with regard to public company financial reporting and disclosure.
The SEC’s new rules under Section 404 of the Act will require management to dedicate
significant resources to periodic assessments of internal control over financial reporting. In
addition, new SEC and stock market rules encourage both audit committees and internal auditors
to play bigger roles in monitoring the effectiveness of internal control over financial reporting.
Prohibiting auditors from relying on broad categories of work performed by management and
internal auditors in all cases, without allowing auditors to exercise their professional judgment
about the extent to which they should duplicate this work in light of the specific facts and
circumstances, is excessive and is likely to result in needless and costly duplication of effort,
especially in light of these new regulations. We have similar concerns about requiring auditors
to conduct control testing and walkthroughs without being able to use their discretion in
determining the appropriate scope and frequency of these procedures.
Relying on Work of Others. We do not believe the Proposed Standard should
prohibit auditors from relying on the work of others in the areas identified in Paragraph 104 of
the proposal in all cases. A blanket prohibition with respect to these areas would be
inappropriate for the reasons discussed above. Auditors should instead be permitted to exercise
their professional judgment — as contemplated in Paragraph 103 of the Proposed Standard — in
determining whether to rely on another party’s work with respect to each control that must be
audited.
Requiring auditors to duplicate the efforts of management and internal audit
across the board for all companies is especially unwarranted with regard to insured depository
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institutions and bank holding companies, such as our members. These companies are required
under the Federal Deposit Insurance Corporation Improvement Act of 1991 to produce annual
internal control reports, attested by independent auditors, assessing the effectiveness of internal
controls. In response to this requirement, insured depository institutions and many bank holding
companies have developed sophisticated and reliable internal systems for monitoring the
effectiveness of internal controls. We believe that prohibiting auditors from using their
discretion to determine whether and to what extent reliance on these existing systems may be
appropriate, at least in some areas, will subject these institutions to significant additional expense
that is likely to yield little or no improvement in the reliability of these controls.
We believe the Board should follow the approach set forth in SAS 652, which
permits the auditor take into account the work of internal auditors in certain circumstances. SAS
65 allows the auditor to make judgments about the degree to which it may rely on internal
auditors’ work, provided that the auditor makes an assessment of the competence and objectivity
of the internal audit function, and of the materiality and degree of subjectivity relating to the
particular financial amounts in issue. Rather than imposing a blanket prohibition on the use of
internal auditors’ work, SAS 65 allows auditors to use their professional judgment in
determining when and to what extent they should rely on the internal audit function. Reliance on
the work of others may be inappropriate in some areas but not necessarily in all areas for all
companies. In addition, by limiting an auditor’s ability to rely on work performed by the internal
audit function, the Proposed Standard could have the unintended effect of reducing the
importance of the internal audit function, a result that would be contrary to Act’s goal of
promoting strong and effective internal control over financial reporting.
Principal Evidence for Audit Opinion. Closely related to the issue of auditors’
reliance on the work of others is the requirement in Paragraph 109 of the Proposed Standard that
the auditor’s own work provide the “principal evidence” for the audit opinion. This requirement
is both difficult to apply and potentially very burdensome. Without further clarification, it is
unclear by what metric – such as hours worked, number of controls reviewed or importance of
controls – auditors should determine whether their own work constitutes principal evidence.
Regardless of the metric used to measure the relative amount of work performed by the auditor,
it would be time consuming and expensive to require auditors to perform a majority of the work
required for an audit. This is particularly true for large, multinational financial institutions that
maintain extensive systems of internal controls. While we agree that there should be qualitative
restrictions on an auditor’s ability to rely on others’ work, we do not think there should be a
quantitative test that would require the independent auditor to perform a specified volume of
work.

2

Statement on Auditing Standards No. 65, The Auditor’s Consideration of the Internal Audit Functions in an
Audit of Financial Statements.
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Control Testing and Walkthroughs. For the reasons set forth above, we believe
that Paragraphs 27 and 74 of the Proposed Standard, relating to control testing, and Paragraph
79, relating to walkthroughs, should be modified to allow auditors to use their professional
judgment in determining the extent and frequency of their testing and walkthrough activity.
Paragraphs 27 and 74 requires an auditor to gather sufficient competent evidence for all
assertions for all significant accounts and disclosures in the financial statements, presumably
every year. We think auditors should be directed to use their professional judgment to determine
not only what accounts and disclosures are significant but when it is appropriate to gather new
evidence or use the prior year’s evidence. Similarly, we do not think it is necessary or helpful to
investors to require an auditor to perform a walkthrough of all significant processes of a
company every year, as Paragraph 79 appears to require. We think the Proposed Standard should
be revised to make it clear that an auditor must conduct control testing and walkthroughs to the
extent that it determines is sufficient to enable it to form an opinion about the effectiveness of a
company’s internal control over financial reporting.
(2)

The Definition of “Material Weakness” Should not Be Broader than the
Definition Recognized by the SEC, and “Significant Deficiency”
Should Be Limited in a Consistent Manner

The Proposed Standard would preclude an auditor from giving an unqualified
opinion if it identified a “material weakness,” which would be defined as any significant
deficiency that results in more than a remote likelihood3 that a material misstatement of the
annual or interim financial statements will not be prevented or detected. We believe this
definition sets far too low a threshold for what constitutes a material weakness. The concept of
“remote” is extreme, and we are concerned that it may be interpreted as referring to any event
whose likelihood of occurring is only slightly more than non-existent. Given the serious
consequences for auditors who are judged in hindsight as having taken too lax an approach in
this area, we think auditors will naturally choose to err on the side of caution when applying this
concept, leading them to regard as a material weakness many conditions whose likely impact on
the financial statements is little more than theoretical. We agree that the threshold for material
weakness should be lower than “probable” or “more likely than not.” However, the range of
probabilities between this threshold and the “remote” threshold is simply too wide. We think the
appropriate threshold lies somewhere in the middle of this range.
The new SEC rules under Section 404 of the Act prohibit management from
concluding in its annual internal control report that internal control over financial reporting is
effective when one or more material weaknesses exist. In its adopting release for these rules, the
SEC defined material weakness by reference to current accounting literature, as a “reportable
3

“Remote likelihood” would have the same meaning as the term “remote” used in Financial Accounting
Standards Board No. 5, Accounting for Contingencies, which states that “remote” means the chance of a
certain future event or events occurring is slight.
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condition” in which the design or operation of one or more internal control components does not
reduce the risk of misstatement to a relatively low level.4 We think the SEC’s interpretation
appropriately targets the middle ground between “remote” and “probable.” We urge the Board
to take a similar approach, and to define material weakness as a significant deficiency that is
reasonably likely to result in a material misstatement. We do not think that the definition of
material weakness will be workable unless the Board makes clear that there must be some
reasonable likelihood that a material misstatement may occur.
The proposed definition of “significant deficiency” raises similar problems.
“Significant deficiency” would be defined as an internal control deficiency or a combination of
such deficiencies that results in more than a remote likelihood that a financial misstatement of
more than an inconsequential amount will not be prevented or detected. For the reasons
described above, we think the concept of “remote” sets far too low a threshold. We think the
concept of “more than an inconsequential amount” does so as well. With these low thresholds,
there would be no meaningful distinction between a deficiency that is significant and one that is
not. In defining “significant deficiency,” we believe the Board should replace “remote” with
“reasonably likely” and should replace “inconsequential” with a “significance” standard. In
other words, a “significant deficiency” should be defined as an internal control deficiency or a
combination of such deficiencies that is reasonably likely to result in a significant financial
misstatement not being prevented or detected.
(3)

The Proposed Standard Should Clarify the Scope of an Auditor’s Duty to
Evaluate the Effectiveness and Independence of the Audit Committee

Paragraphs 57 and 58 of the Proposed Standard would require an auditor to
evaluate the effectiveness and independence of the audit committee, which under the new SEC
and stock market rules is responsible for hiring the auditor, fixing its compensation and
overseeing its work. Requiring an auditor to pass judgment on its overseers creates a significant
conflict of interest for the auditor (and perhaps for the audit committee). While we agree that an
effective audit committee is an important element of internal control over financial reporting and
that some level of review of this element by an auditor is appropriate, we think the scope of that
review needs to be clearly delineated to ensure that the inherent conflict of interest remains
4

See Final Rule: Management’s Reports on Internal Control Over Financial Reporting and Certification of
Disclosure in Exchange Act Periodic Reports, Release No. 34-47986 (June 5, 2003), 68 Fed. Reg. 36,636
(June 18, 2003), available at http://www.sec.gov/rules/final/33-8238.htm. The adopting release references
AU Section 325 and AT Section 501, which define “material weakness” to be a reportable condition in
which the design or operation of one or more of the internal control components does not reduce to a
relatively low level the risk that misstatements caused by error or fraud in amounts that would be material
in relation to the financial statements being audited may occur and not be detected within a timely period
by employees in the normal course of performing their assigned functions. While AU Section 325 and AT
Section 501 may be superseded by the Board’s Proposed Standard, we think the SEC’s approach in this
area is persuasive.
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manageable for an auditor and does not undermine the audit committee’s auditor-oversight role.
The Proposed Standard should clarify that an auditor’s review of the audit committee’s functions
should focus on its structural and procedural aspects and not on the personal qualifications of the
audit committee members.
We think it is appropriate to require an auditor to review the structural and
procedural aspects of the audit committee function – that is, to determine whether the audit
committee has appropriate access to and interaction with the internal auditors and those members
of management responsible for financial reporting, is given enough information about the
company’s internal control over financial reporting so as to understand how it operates and what
its strengths and weaknesses are and generally is provided adequate administrative and
professional support. However, requiring the auditor to evaluate the personal qualifications of
individual audit committee members –their independence and financial expertise – has the
potential to create a serious and unmanageable conflict of interest.
In particular, the audit committee should not be required to make an affirmative,
de novo determination of whether an audit committee member meets the independence standards
under SEC and stock market rules. Applying these standards requires a significant degree of
business judgment and legal analysis, and the responsibility for applying them is properly
reserved for the company and its board of directors in consultation with its attorneys. Requiring
an auditor to make its own determination about the independence of an audit committee could
lead to highly disruptive second guessing of the company and its board, would require the
auditor to make judgments beyond its expertise and could bring the auditor into direct conflict
with the audit committee.5 For the same reasons, we do not think an auditor should be required
to evaluate the financial expertise of audit committee members, including any member identified
by the company as a financial expert.
In sum, we urge the Board to provide clear guidance about which aspects of the
audit committee function an auditor is and is not expected to evaluate. The Proposed Standard
should make clear that this evaluation is to focus on structural and procedural aspects of the kind
described above and not on the personal qualifications, including the independence and financial
expertise, of the audit committee members.

5

If an auditor learns about a relationship between an audit committee member and the company that could
significantly impair the member’s independence and has not been publicly disclosed, it may be appropriate
to require the auditor to discuss the relationship with the company and the audit committee. Requiring an
auditor to raise questions about material facts relating to independence that may come to its attention is
very different, however, from requiring it to make a de novo determination about whether the audit
committee member is independent.
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The Proposed Standard Should Provide Guidance About
Bring-Down Procedures for Audit Report and Consent Filings

Paragraph 181 of the Proposed Standard would require auditors to perform bringdown procedures in accordance with AU Section 711 with respect to the filing of an audit report
on management’s assessment of internal controls. The Proposed Standard would direct auditors
to inquire of and obtain written representations from executives responsible for financial
accounting matters about whether any events have occurred that have a material effect on
management’s assessment of internal control over financial reporting. We are concerned that
this provision could be interpreted to require management and auditors to perform costly and
time-consuming evaluations of changes in internal control that take place at any time after the
close of the relevant reporting period and up to the relevant filing date. This could require
management and the auditor to review every change in internal control over financial reporting
since the report period to determine whether any of them have had or could have a material
effect on those controls. We urge the Board to clarify that the required bring-down procedures
apply only to developments that are relevant to the effectiveness of those controls as in existence
during the report period. Alternatively, if these procedures are to apply to developments relevant
to these controls as in effect after the report period, then procedures should apply only to those
developments having a material adverse effect on these controls. Clarifying the scope of the
required bring-down procedures is particularly important with regard to the filing of auditor
consents (e.g., relating to registration statements), which can occur many times throughout the
fiscal year and on relatively short notice. We believe that clarification of this kind is especially
necessary for large, multinational financial institutions that maintain extensive systems of
internal controls and must modify and update those systems on a regular basis.
(5)

The Circumstances Listed in Paragraph 126 Should Not Be Presumed to
Reflect Significant Deficiencies or to Be Strong Indicators of Material
Weaknesses in All Cases

Paragraph 126 of the Proposed Standard would require auditors to regard a
number of different circumstances listed in that paragraph as significant deficiencies and “strong
indicators” that a material weakness may exist. While any one of these circumstances might be
attributable to a significant deficiency or material weakness in internal control over financial
reporting in some cases, mandating a presumption that all of them are so attributable in all cases
would be inappropriate. For example, the Proposed Standard would require auditors to regard
any material misstatement in a current period not initially identified by a company’s internal
control over financial reporting as a significant deficiency and “a strong indicator” that a material
weakness may exist. While some current-period audit adjustments may in fact be attributable to
significant deficiencies or material weaknesses in internal control over financial reporting, a
presumption that all such adjustments are likely to be is overly broad. Audit adjustments are
often made to items requiring a significant degree of judgment about factors that are not known
or measurable and thus arise because of differences of opinion between management and the
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auditor, not because of a breakdown in internal control. This is particularly true for valuation of
financial instruments and other assets for which no ready market exists, as well as for
assessments about the probability and potential magnitude of contingent liabilities such as those
arising from pending litigation or complex contractual arrangements.
The other items listed in Paragraph 126 may also, in some cases, be attributable to
significant deficiencies or material weaknesses. In other cases, however, auditors may be able to
determine that one or more of these items are unrelated to any significant deficiency or material
weakness in internal control. In addition, the vagueness of some of the items – such as the
existence of an “ineffective regulatory compliance function” – could lead to overly broad
application of the presumption. Rather than imposing an across-the-board presumption, the
Proposed Standard should permit auditors to use their professional judgment in determining
whether any of these items is attributable to a significant deficiency or material weakness in
internal control over financial reporting in any particular case.
For the reasons set forth above, we do not think it is appropriate to include a list
of any specific circumstances that should be presumed to reflect a significant deficiency or
considered a strong indicator that a material weakness exists. We believe the list of
circumstances in Paragraph 126 should be deleted.
(6)

Audit Committees Should Not Be Required to Pre-Approve All
Non-Audit Services Relating to Internal Controls

The SEC’s new auditor independence rules require that any non-audit service
provided by an auditor to an issuer or its subsidiaries either be specifically pre-approved by the
issuer’s audit committee or fall within a clearly defined category of services that has been preapproved by the audit committee. While the SEC staff has cautioned against pre-approval of
broad, vaguely defined categories of services, it recognizes that categorical pre-approval is
permitted if the categories are sufficiently well defined and appropriately limited in scope.6
Under the Proposed Standard, in contrast, audit committees would not be able to pre-approve any
non-audit services relating to internal controls on a categorical basis and instead would have to
specifically pre-approve each of those services.
We believe the SEC’s approval policy strikes an appropriate balance between the
need to give management sufficient flexibility to address internal control issues as they arise and
the need to ensure adequate auditor oversight by the audit committee. Striking a balance
between these two needs is especially important for large, multinational financial institutions,
6

See Office of the Chief Accountant: Application of the January 2003 Rules on Auditor Independence
Frequently Asked Questions, available at http://www.sec.gov/info/accountants/ ocafaqaudind080703.htm
(August 13, 2003).
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which maintain extensive, complex systems of internal control that must be continuously
monitored and frequently updated to reflect changes in the many different business practices they
are designed to control. We do not think the Board should impose a pre-approval rule for
internal control-related services that differs from the SEC’s rule for non-audit services generally.
We think the Proposed Standard should be revised to allow categorical pre-approval of audit
services relating to internal control, consistent with the SEC’s auditor independence rules. In
particular, the Board should make it clear that an audit committee may pre-approve services to be
rendered in connection with the annual audit of internal control over financial reporting on a
categorical basis, and should not have to specifically pre-approve each aspect of these services
that might be rendered throughout the annual audit cycle.
(7)

The Proposed Standard Should Provide Guidance Regarding
Business Combinations Consummated Late in the Audit Cycle

Companies that combine by merger, acquisition or other transactions may have
very different systems of internal control over financial reporting. Often, these systems must be
integrated into a single, comprehensive system through a lengthy process involving modification
of technology and operating systems, retraining of personnel and documenting the changes. If a
combination occurs late in the surviving company’s annual audit cycle, its management and
auditors may not have enough time to become familiar with the different internal control systems
used by the acquired company, much less with any comprehensive system to be formed through
the integration process, before an audit of the annual financial statements for the combined
company is required to be completed. In these circumstances, it may not be possible to evaluate
internal control for the combined company without relying on the work of management and the
auditor for the acquired company. It may not even be possible to provide a single,
comprehensive evaluation for the combined company as a whole; separate evaluations of the
constituent companies by their respective management teams and auditors may be the only
feasible approach. Accordingly, we urge the Board to provide guidance to management and
auditors of surviving companies of business combinations consummated late in an audit cycle,
indicating the extent to which they may rely on work performed by management and auditors of
the constituent companies, including separate evaluations of the effectiveness of those
companies’ controls. An example of constructive guidance in this area would be to permit
auditors to issue “except for” opinions in connection with business combinations effected late in
the audit cycle. In these situations, an auditor simply may not have time to complete the
necessary work regarding all relevant aspects of an acquired company’s internal controls. We
believe that the auditor should have the latitude to issue an “except for” opinion in these
situations with regard to all or part of the internal controls of the acquired company.
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The Proposed Standard Should Provide Guidance Regarding
Evaluations of Service Organizations

The Proposed Standard directs auditors to obtain information regarding the
controls maintained by service organizations with regard to the services they provide to a
company as part of the company’s information system. Auditors may obtain information from a
service auditor’s “report on controls placed in operation” pursuant to AU Section 324; if a
service auditor’s report is not available, the auditor may obtain information from other sources,
including user manuals and the contract between the company and the service organization. We
urge the Board to clarify these requirements, particularly the extent to which and how often
service auditors’ reports will have to be obtained, the extent of procedures that must be
performed when a service auditor’s report is unavailable and the extent to which auditors may
rely on service auditors’ reports. We think SAS 707 provides useful guidance on these matters
with regard to audits of financial statements. Among other things, SAS 70 states that the
significance of the controls of the service organization to those of the user organization depends
on the nature of the services provided by the service organization, the nature and materiality of
the transactions it processes for the user organization and the degree of interaction between the
service organization’s activities and those of the user organization. We believe that guidance
similar to that contained in SAS 70, which has been in effect for many years and is already
familiar to those in the financial services industry, would be appropriate in the context of audits
of internal control over financial reporting. We think that SAS 70’s reliance on concepts of
materiality and the auditor’s exercise of professional judgment based on particular facts and
circumstances are especially appropriate in this context.
*
*
*
We recognize that the Board faces a number of difficult challenges in developing
the Proposed Standard and in fulfilling its overall mandate to the investing public. We welcome
the opportunity to comment on the proposal, and we would be pleased to meet with the Board or
its staff to discuss our comments if that would be helpful. If you have any questions about our
comments or would like to discuss them with us, please contact Norman R. Nelson, General
Counsel of The Clearing House, at 212-612-9205.
Sincerely yours,
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New York State Bar Association
One Elk Street
Albany, NY 12207
518-463-3200
Business Law Section
Committee on Securities Regulation

November 25, 2003

Office of the Secretary,
Public Company Accounting Oversight Board
1666 K Street, N.W.
Washington, D.C. 20006-2803
E-mail address: comments@pcaobus.org
Re:

PCAOB Rulemaking Docket Matter No. 008
Proposed Auditing Standard - An Audit of Internal Control Over
Financial Reporting Performed in Conjunction With an Audit of
Financial Statements
PCAOB Release No. 2003-017, October 7, 2003

Ladies and Gentlemen:
The Securities Regulation Committee of the Business Law Section of the New
York State Bar Association appreciates the invitation in PCAOB Release No. 2003-017
(the “Release”) to comment on auditing standard ("Proposed Standard") proposed by the
Public Company Accounting Oversight Board (the "Board") under Sections 103(a)(2)(A)
and 404(b) of the Sarbanes-Oxley Act of 2002 (the "Act").
The Committee on Securities Regulation (the “Committee”) is composed of
members of the New York Bar, a principal part of whose practice is in securities
regulation. The Committee includes lawyers in private practice and in corporation law
departments. A draft of this letter was reviewed by certain members of the Committee,
and the views expressed in this letter are generally consistent with those of the majority
of members who reviewed and commented on the letter in draft form. The views set
forth in this letter, however, are those of the Committee and do not necessarily reflect the
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views of the organizations with which its members are associated, the New York State
Bar Association, or its Business Law Section.
A. Summary of Comments
The Committee supports the efforts of the Board to establish a standard for attestation
engagements of auditors regarding the internal control over financial reporting. We
recognize the steps the Board has taken to obtain input from various stakeholders before
issuing the Proposed Standard. Our comments reflect that the Committee is composed of
attorneys who advise on the securities laws, corporate governance and disclosure, and
represent a broad range of large, small and medium-sized domestic companies and
foreign private issuers of all sizes.
Paragraphs 56 through 591 of the Proposed Standard would require the auditor to evaluate
the effectiveness of the audit committee and to conclude there is at least a significant
deficiency and strong indicator of a material weakness in internal control, if the auditor
finds ineffective oversight by the audit committee. We believe that such an evaluation
would involve an inherent conflict-of-interest, and that auditors are not in a good position
to make the judgments as to the effectiveness of audit committees. Accordingly, we urge
the Board to delete Paragraphs 56 through 59.
We appreciate the Board's recognition that internal control is not "one-size-fits-all." We
recommend that the Board insure that this concept in embedded in the rules by expressly
directing in the Proposed Standard that auditors exercise their judgment to determine
whether modifications or alternatives to the procedures and requirements of the Standard
would be appropriate for small and medium-sized companies, foreign private issuers, and
generally to reflect the diverse group of larger companies. It would also be helpful to
define what constitutes a small and medium-sized company. In addition, we recommend
that the Board separately seek comments on the issues uniquely faced by foreign private
issuers. We note that the implementation schedule would permit time to conduct such a
review without delaying application of the Proposed Standard to domestic issuers.
The Act and the rules adopted by the Securities and Exchange Commission to implement
the Act do not provide a role for the auditor with respect to changes in the internal control
made during fiscal quarters. Whatever rules the Board ultimately adopts for quarterly
periods, we urge the Board to delete or modify Paragraphs 184 through 189 so that the
Proposed Standard would not require auditor action in the case of disagreements with
management regarding the disclosure of changes in internal control. As proposed, the
auditor would be required to report up-the-ladder and consider resignation if the auditor
disagreed with the adequacy of the company's disclosure of the reasons and
circumstances for making a change in internal control and concluded that the audit
committee did not respond appropriately to the auditor's view, even in the case where no
significant deficiency or material weakness in internal control would result.

1

All references to "Paragraphs" are to the numbered paragraphs in the "Appendix - Proposed Auditing
Standards.

2

File No. PCAOB-2004-03 Page No. 1404

Finally, the Release and Proposed Standard cite Section 10A of the Securities Exchange
Act of 1934 and AU Sections 317 and 722 of the generally accepted auditing standards
adopted by the Board on an interim basis as support for imposing these quarterly period
requirements. However, those provisions apply to illegal acts and material misstatements
in financial statements. We believe that those provisions do not validly apply to a
deficiency or weakness in internal control by itself, and that reference to those provisions
should be deleted from the Proposed Standard as finally adopted.
B. The Proposed Evaluation Of The Audit Committee's Performance Would Be
Ineffective, Would Involve An Inherent Conflict-Of-Interest, And Should Be
Eliminated (Related Questions: 22, 23,and 24)
Section 404(a) of the Act requires the management of a public company to assess the
effectiveness of the company's internal control over financial reporting. Sections
103(a)(2)(A) and 404(b) of the Act direct the Board to establish professional standards
governing the independent auditor's attestation and reporting on management's
assessment of the effectiveness of internal control over financial reporting.
The Proposed Standard (Appendix A, paragraphs 56 to 58) would require that the
auditors, as part of the review necessary to deliver the attestation, evaluate the
effectiveness of the audit committee in performing a number of roles within the control
environment regarding financial reporting. As part of that analysis, the auditor would be
called upon to evaluate the independence of the audit committee, among other factors.
By way of example, Paragraph 57 requires the auditors to evaluate the level of
involvement and interaction of the audit committee with the independent auditor,
including "the committee's role in the appointment, retention, and compensation of the
independent auditor." Paragraph 59 provides that, if the auditor determines there is
ineffective oversight by the audit committee, that would be at least a significant
deficiency and a strong indicator that a material weakness exists.
Question 23 of the Release asks whether the auditors will be able to carry out that
responsibility effectively. We believe that the auditors will not be able to carry out that
responsibility effectively because of an inherent conflict-of-interest -- the auditors would
be responsible for reviewing the effectiveness of the same audit committee that is
responsible for the appointment, compensation and oversight of the auditors themselves
under Section 301 of the Act. We believe that in essence this results in a circular set of
circumstances in which someone who reports to the audit committee itself is reviewing
the audit committee. Requiring the auditor to evaluate the audit committee would not
only create a conflict of interest between the auditor and the audit committee, but would
seem to constitute an anomaly as regards the Board's rules on independence.
One of the Act's main concerns is auditor independence. Title II of the Act seeks to
ensure that the auditors be retained and supervised by independent persons in the form of
the independent audit committee, and not by senior management whose determinations
and actions the auditors, inter alia, review.
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Consequently, we believe that it violates the spirit of the Act and the principles laid down
in the Proposed Standard to task the auditors with the review of the audit committee's
effectiveness.
In addition, a review by the auditors of the audit committee would fail the independence
test the Board itself has provided in Paragraph 32 that the independent auditor must not
function in the role of management. It seems to us that the evaluation of the effectiveness
of a board committee is necessarily a responsibility of the board of directors, and not the
independent auditor.
Finally, we question whether the auditors are in a good position to make the judgment as
to the effectiveness of the audit committee. For the auditor to attempt to reach a
conclusion on effectiveness, the PCAOB would first have to adopt clear standards by
which an auditor could reach such a conclusion. In addition, as a matter of corporate
governance, the board of directors are charged with and are more competent to deal with
the composition and size of a board committee, the frequency of committee meetings,
and other aspects of the audit committee. For example, there are many considerations
that go into an evaluation of a board committee, such as the quality and timeliness of the
committee's reporting to the full board of directors, which are not within the purview of
the auditors. Furthermore, the auditor will always be at a disadvantage since the auditor
cannot know the level of activity and discussion by the audit committee when the auditor
is not present.
For the reasons above, we urge the Board to revise the Proposed Standard to remove the
review of the audit committee by the auditors and the related conclusions by deleting
Paragraphs 56 through 59.
C. The Proposed Standard Should Direct Auditors To Exercise Their Judgment To
Determine When To Apply Modifications Or Alternatives To The Specific
Requirements And Procedures Of The Standard (Related Question: 4)
We appreciate the Board's sensitivity to the possible effects of the Proposed Standard on
small and medium-sized companies and welcome the Board's position that internal
control is not "one-size-fits-all." However, we believe that the specificity of the Proposed
Standard does not allow sufficient room for the auditor to exercise reasonable
professional judgment, in particular for small and medium-sized domestic issuers and
foreign private issuers of any size.
1. Small and Medium-Sized Domestic Issuers
The Committee endorses Appendix E "Special Internal Control Over Financial Reporting
Considerations for Small and Medium-Sized Companies." The current draft of the
Proposed Standard, however, is unclear as to how the principles laid down in Appendix E
apply within the rules established in the specific Paragraphs of the Proposed Standard.
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Although Paragraph 14 refers to Appendix E when discussing special considerations for
accommodating small and medium sized domestic issuers, the Proposed Standard should
expressly incorporate Appendix E and direct the auditors to consider the principles in
Appendix E to ascertain whether or not specific requirements and procedures of the
Proposed Standard are required. It would be helpful if the Board would define the
criteria for determining the small and medium sized companies for which Appendix E is
applicable. By way of example, in establishing the effective dates for Section 404
certifications regarding internal control, the Securities and Exchange Commission
established a category of accelerated filers in contrast to other filers. This would result in
some of the procedures and evaluations expressed as "must," "shall," and "is required"
becoming optional subject to the judgment of the auditor when a particular requirement is
applied to a small or medium-sized company.
2. Other Domestic Issuers
The Board should similarly expressly provide in the Proposed Standard that the auditors
can apply the principles in Appendix E in their judgment to determine whether
modifications or alternatives to the procedures and requirements of the Proposed
Standard would be appropriate in the case of larger companies. This would permit
auditors flexibility in the review of larger companies and the ability to use their
professional judgment in determining how to approach the diverse group of issuers they
encounter.
3. Foreign Private Issuers (of any size)
While Appendix E contains guidance with respect to auditing standards for smaller
companies, the Proposed Standard contains no such guidance for foreign private issuers,
be they small or large. As a consequence, foreign private issuers appear to be subject to
the Board's detailed rules, custom-tailored for American corporations. We note that
many important foreign jurisdictions have a more principles-based approach to corporate
governance, auditing and accounting. These standards will be difficult to reconcile with
the highly specific standards proposed by the Board.
Board Chairman McDonough emphasized the Board's openness to international
cooperation and its readiness to accommodate the needs of foreign issuers (in particular,
when local law directly conflicts with the Board's rules) in a speech at "The Fourth
Annual A.A. Sommer, Jr. Corporate Securities & Financial Law Lecture" at Fordham
Law School on November 11, 2003. The Securities and Exchange Commission also has
moved forward in this area and seeks to accommodate or even adopt a more principlesbased approach to accounting. However, the Proposed Standard unfortunately follows a
mostly rule-based approach.
We believe that the Board should consider the effect of the Proposed Standard on foreign
private issuers, and attempt to better understand problems foreign issuers may have in
applying the Proposed Standard and the areas in which foreign private issuers require
flexibility. In addition, foreign private issuers may also be subject to conflicting
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regulation which should somehow be accommodated. If that is not done, the cost of
complying with rules in two jurisdictions could drive dually listed issuers from the U.S.
markets, especially given how expensive compliance with the U.S. rules alone will be.
We recommend that the Board proactively seek the comments of foreign accounting
firms, foreign private issuers and its sister agencies in important foreign jurisdictions, and
give these parties more time to react to the Proposed Standard. Because there is an
additional year before auditors must apply the Proposed Standard to foreign private
companies, this should not delay adoption of the Proposed Standard for domestic
companies while allowing additional time to customize the Proposed Standard for foreign
private issuers.
D. Reporting Up-The-Ladder And Consideration Of Resignation By Auditors
Should Not Be Required For Perceived Disclosure Deficiencies Regarding
Reasons For Quarterly Changes In Internal Controls (Related Questions: 30 and
31)
Paragraphs 183-189 provide that, if during the course of limited interim quarterly
procedures for reviewing internal controls or reviewing changes during the fourth quarter,
the auditor becomes aware that the disclosures by management about changes in internal
control do not disclose the reasons for the changes and the auditor believes such
disclosure is necessary, the auditor would be required to communicate the matter initially
to management. If management failed in the auditor's judgment to respond appropriately,
the auditor would be required to communicate to the audit committee and if the audit
committee failed to respond appropriately, the auditor would be required to evaluate
whether or not to resign from the engagement.
However, what the role of the auditor should be during quarterly periods, including the
fourth quarter of the fiscal year, as well as the authority for the Board to establish any
requirements on a quarterly basis, is problematic. Section 404 of the Act requires the
auditor to attest to, and report on, the assessment by management regarding the internal
control structure and procedures for financial reporting, but only applies to reporting on
the fiscal year in the annual report.
Specifically, Section 404(a) of the Act requires, by Commission rulemaking, each annual
report to contain an internal control report consisting of an assessment by management as
of the end of each fiscal year of the effectiveness of the internal control structure and
procedures of the issuer for financial reporting. Section 404(b) requires, with respect to
the internal control assessment required by subsection (a), each auditor preparing or
issuing an audit report to attest, and report on, the assessment made by management
Section 302 of the Act, on the other hand, does apply to reports for fiscal quarters with
respect to internal controls, but does not provide for any report or attestation by the
auditors. The Rules adopted by the Securities and Exchange Commission require that
certifying officers in both the quarterly reports and the annual report certify that material
changes in internal control over financial reporting during the quarter (fourth quarter in
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the case of the annual report) have been disclosed in the report, but do not require
attestation or any other action by the auditor.
Moreover, the Commission, in adopting the quarterly requirement with respect to
management, expressly did not require management to disclose the reason for any change
in the internal control that occurred during the quarter. The Commission noted in the
adopting Release that
“Although the final rules do not explicitly require the company to disclose
the reasons for any change that occurred during a fiscal quarter, or to
otherwise elaborate about the change, a company will have to determine,
on a facts and circumstances basis, whether the reasons for the change, or
other information about the circumstances surrounding the change,
constitute material information necessary to make the disclosure about the
change not misleading.” (Release No. 33-8238)
In accordance with the Commission’s apparent reliance on the anti-fraud rules under
Rules 10b-5 and 12b-20, management must make an assessment whether or not to
disclose the reasons for a change in its internal controls or other facts and circumstances
surrounding the change. This much is already required in order to comply with Rule 10b5. However, the Proposed Standard would push the auditor’s responsibility into this area
of management judgment even where there is no misstatement in the financial statements
and no existing significant deficiency or material weakness in the internal control.
Finally, as a matter of policy, we believe that the Proposed Standard should encourage
management’s timely identification and correction of material weaknesses prior to the
end of the fiscal quarter in question. In such a case, management could correctly certify
that the company’s internal control for financial reporting was effective as of the end of
the period. The adoption of proposed Paragraphs 187 and 188 is not warranted -- it could
raise the mandated disclosure bar and would not serve to encourage management and
issuers to find and correct material weaknesses during a fiscal quarter.
Whatever audit rules the Board may ultimately adopt with respect to changes
in internal control during any fiscal quarter (including the fourth quarter), such rules
expressly should not impose any requirement on the auditors with respect to
management's disclosure of reasons for changes made during the quarter in internal
control. Accordingly, we urge the Board to delete or modify Paragraphs 184 through 189
so that the Proposed Standard would not require auditor action in the case of
disagreements with management regarding the disclosure of changes in internal control.
Of course, as always, the auditors in the exercise of their judgment can communicate any
particular information to management or the audit committee, and take whatever action
they believe is appropriate with respect to any difference of opinion they may have with
management or the audit committee.
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E. Section 10A Of The Exchange Act And AU Sections 317 And 722 Do Not
Provide A Valid Basis For Adopting Rules Regarding Changes In Internal
Control During Fiscal Quarters (Related Questions: 30 and 31)
As discussed above, we question what the basis of authority would be for the Board to
adopt requirements with respect to changes in internal control during a fiscal quarter.
The Release and Paragraphs 183-189 attempt to assert a basis for such proposed rules
described in Part D above, by reference or analogy to Exchange Act Section 10A and AU
Sections 317 and 722 of the generally accepted auditing standards adopted on an interim
basis in PCAOB Rule 3200T. However, those sections cover illegal acts and material
misstatements in financial statements. We believe that there is no basis in fact or law for
making the leap from a deficiency or weakness in internal control or the absence of a
disclosure about why a material change was made in internal control to an illegal act or a
material misstatement in the financial statements.
We hope the Commission finds these comments helpful. We would be happy to
meet with the Staff to discuss these comments further.
Respectfully submitted,
COMMITTEE ON SECURITIES REGULATION

By /s/Michael J. Holliday
MICHAEL J. HOLLIDAY
CHAIR OF THE COMMITTEE
Drafting Committee:
David A. Garbus
Cathleen E. McLaughlin
Copy to:
The Honorable William J. McDonough, Chairman
The Honorable Kayla J. Gillian, Member
The Honorable Daniel L. Goelzer, Member
The Honorable Bill Gradison, Member
The Honorable Charles D. Niemeier, Member
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November 21, 2003
Office of the Secretary
PCAOB
1666 K Street, N.W.
Washington, DC 20006-2803
By e-mail: comments@pcaobus.org
Re:

Proposed Auditing Standard – An Audit of Internal Control over Financial
Reporting Performed in Conjunction with an Audit of Financial Statements

PCAOB Release No. 2003-017
PCAOB Rulemaking Docket Matter No. 008

The New York State Society of Certified Public Accountants, the oldest state
accounting association, representing approximately 30,000 CPAs, welcomes the
opportunity to comment on the Proposed Auditing Standard referenced above.
The NYSSCPA Auditing Standards and Procedures Committee deliberated the
Exposure Draft and, with assistance from the Technology Assurance Committee,
prepared the attached comments. If you would like additional discussion with the
committee, please contact Margaret Wood, chair of the Auditing Standards and
Procedures Committee, at (212) 542-9528, or Robert Colson, NYSSCPA staff, at (212)
719-8350.
Sincerely,

Jeffrey R. Hoops
President
Attachment
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An Audit of Internal Control over Financial Reporting Performed in
Conjunction with an Audit of Financial Statements
PCAOB Release No. 2003-017
PCAOB Rulemaking Docket Matter No. 008
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General Comments
The proposed rules appropriately integrate the audits of internal control over
financial reporting with the audits of financial statements. The proposed rules are clearly
written. They provide understandable guidance on the conduct of an audit of internal
control over financial reporting. See the specific comments that follow for responses to
the Board’s request for feedback on 31 specific questions.
Specific Comments
Question 1.
It is appropriate to characterize the auditor’s attestation of management’s
assessment of the effectives of internal control as an audit of internal controls over
financial reporting. Currently, professional standards distinguish between auditing
standards and other attestation standards for agreed-upon procedures and other nonfinancial statement engagements. Attestation standards generally indicate a level of
assurance less than an audit. Labeling the engagement covered in these proposed rules
something other an “audit” would lead to additional problems with the expectations gap.
The intent of the proposed rules implies a level of assurance consistent with an audit.
Question 2.
The two functions identified in this question are integral. Although they can be
separate, the requirement that the auditor opine on the financial statements virtually
requires that the same auditor has performed the audit of the internal controls over
financial reporting because the integrity of the internal controls leads to the integrity of
the financial reports.
Question 3.
The audit of internal controls over financial reporting is not sufficient to ensure
that the financial statements are free from material misstatements that would only be
detected by the completion of an audit of the financial statements. Paragraph 15 of the
proposed rules identifies circumstances where a circumvention of internal controls would
only be discovered by a complete financial statement audit.
Question 4.
Appendix E provides an excellent discussion of the nature of internal controls
over financial reporting in small and medium-size companies. Nonetheless, the contents
of Appendix E are not adequately addressed in the situations covered in Appendix B or in
the section on Performing an Audit of Internal Control over Financial Reporting.
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Question 5.
It would be inappropriate to specify competence or experience levels within a
specific standard because such a practice would promote a “check list” mentality
whereby procedures could be narrowly defined to allow the letter of the law to be
followed but the spirit violated. Rather, competence and experience should be covered in
a general standard, and auditors should be assigned according to the knowledge and skills
needed for a specific engagement. In fulfillment of any such general standard, it would
not be appropriate for an inexperienced auditor to have primary responsibility for
activities such as the one identified in the question.

Question 6.
The auditor must evaluate management’s assessment and directly obtain evidence
about the effectiveness of internal over financial reporting in order to satisfy audit and
legal requirements. The latter is required because the auditor must have such direct
evidence in order to express the opinion required by the proposed rules. The former is
required because the statute and SEC regulations on which the proposed rules are based
require assurance concerning management’s assessment process. Nonetheless, the
auditor must take care to not simply re-perform the same tests of internal control that are
in management’s assessment.
Question 7.
Yes, it is appropriate that the PCAOB provide such criteria.
Question 8.
Paragraphs 46 and 47 of the proposed rules appropriately deal with this question.
Paragraph 46 indicates that there could be varying degrees of inadequate documentation.
The determination of whether an inadequacy of documentation should rise to the level of
a significant deficiency or a material weakness should be left to the judgment of the
auditor based on the definitions in paragraphs 7 – 9.
Question 9.
It is clear that the proposed rules require a walkthrough. The proposed rules
should be clarified to ensure that the walkthrough commences at the boundary event that
starts the transaction and follows its processing through the system to the financial
statements. Such a complete walkthrough will require different skills for different tasks,
and special attention will be necessary to ensure that a walkthrough is performed through
the IT system as well as through controls around the IT system.
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Question 10.
Walkthroughs should be performed by members of the audit team, with specialists
performing those aspects of walkthroughs that demand special knowledge, with particular
attention to IT knowledge and skills.
Question 11.
While the auditor should be encouraged to use all knowledge gained from
previous experience with the client’s internal control over financial reporting in the
planning and implementation of the current year’s audit, it remains necessary to perform
test in each period to obtain sufficient, competent evidence that the system is functioning
properly.
Question 12 and Question 13.
The criteria listed in paragraphs 103 – 106 of the proposed rules are appropriate
for guiding the auditor’s use of the work of management and others.
Question 14.
Paragraph 108 – 110, along with the examples in Appendix B (B20 and B23),
gives the appropriate recognition to the degree of reliance on the work of internal
auditors.
Question 15.
The auditor should be given flexibility in determining the extent that reperformance of management’s tests of internal control over financial reporting is
necessary. Paragraph 109 appropriately requires the auditor perform enough testing
himself or herself so the auditor’s own work provides the principal evidence.
Question 16.
Yes, although some may want more guidance on what constitutes “principal
evidence.”

Question 17.
The definitions in paragraphs 8 and 9 use terms familiar to accountants from
SFAS 5, Accounting for Contingencies. The definitions improve the standards as
compared to what is in current use. In the final analysis, there will always be subjective
judgments, but the proposed definitions will increase the consistency in the evaluation of
deficiencies.
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Question 18.
•
•
•
•

The examples in Appendix D are helpful. Other examples include:
Lack of documentation of one of the five components of internal control.
Access rights that allow personnel to change accounting records without
detection.
Weak password controls.
Weak or non-existent security controls over critical IT assets that are pervasive to
internal control.

Question 19.
Yes, otherwise the auditor would not have an adequate basis for determining
whether a deficiency was a significant deficiency or a material weakness.
Question 20.
The auditors should communicate all identified internal control deficiencies to
management in writing.
Question 21.
Paragraphs 126 and 127, and the examples in Appendix D, appropriately classify
strong indicators that a material weakness in internal control exists. It would be helpful
for the Board to update paragraph 126 and Appendix D on a periodic basis.
Question 22.
There is an inherent conflict of interest when the auditors evaluate the
effectiveness of the audit committee that hires them.
Question 23.
The auditor is not in a position to effectively evaluate the effectiveness of the
audit committee’s oversight. This is a responsibility that rests with the company’s board
of directors, the SEC, or some other body that is not in the employ of the audit
committee.
Question 24.
Withdrawal from an audit of internal control over financial reporting should
result only after the auditor determines that management, the audit committee, and the
board does not respond appropriately to identified material weaknesses.
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Question 25.
Yes. The alternative would be confusing if not misleading.
Question 26.
No. “Except for” opinions would result in further confusion.
Question 27.
The auditor should speak directly to the effectiveness of internal control over
financial reporting in the opinion.
Question 28.
Independence is a foundational concept for auditors. Guidance on independence
should come in a separate document.
Question 29.
This question addresses independence issues, and it should be addressed
separately in an independence standard.
Question 30.
It is appropriate to require a different level of work at the quarter than at year end;
however, the proposed rules appropriately require the auditor to obtain an understanding
of, and to test by inquiry and observation, changes in the internal control over financial
reporting on quarterly basis.

Question 31.
Yes, the scope of the auditor’s quarterly responsibilities is clearly stated and
appropriate.
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November 26, 2003

Office of the Secretary
Public Company Accounting Oversight Board
1666 K Street, N.W.
Washington, D.C. 20006-2803
Subject:

PCAOB Rulemaking Docket Matter No. 008

PCAOB:
I appreciate the opportunity to comment to the Public Company Accounting Oversight
Board (the “Board” or “PCAOB”) on the Proposed Auditing Standard, An Audit of
Internal Control Over Financial Reporting Performed in Conjunction With an Audit of
Financial Statements (the “Proposed Standard”). My responses to the questions put
forth in the Proposed Standard are attached as an exhibit to this letter. My response is
solely my own and does not necessarily reflect the views of Northrop Grumman
Corporation, my employer.
I commend the Board in its efforts to provide guidance to help management of publicly
traded companies and auditors comply with Section 404 of the Sarbanes-Oxley Act (the
“Act”). While I agree with the principal objectives of the Act in restoring investor
confidence in the American financial system, I have significant concern that the
guidance as proposed will result in far too much redundant, valueless effort by the
auditors caused by the over-application of mandated procedures. As a consequence the
cost required to comply with Section 404 of the Act will be much greater than either
Congress or the SEC envisioned with no basis, other than shear hope that somehow this
will aid in the much-sought for restoration of investor confidence. I believe that the
revisions needed to remedy the guidance so it will not have the consequences that I
believe were not intended when the Act was passed are not extensive.
My principal concern is the massive amount of hours that the proposed guidance will
require to comply with Section 404 of the Act. The effort and cost simply will be too
much. I know of one instance in which a registrant has been provided an estimate by a
Big Four accounting firm of between 60,000 and 80,000 hours, just for the testing phase
related to control activities (i.e. not including the effort needed for organization, strategy
and design efforts to date, hours required for addressing the other components of COSO,
software costs, etc.). In addition, the independent auditors have provided tht registrant a
2004 audit estimate of approximately 30,000 hours. The resources needed to supply this
many hours of effort will likely approach $15 million!
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I believe in the importance of restoring investor confidence and I believe most registrants
are willing to make reasonable efforts, but I do not believe the effort required to
accomplish that goal requires anywhere near that effort or cost.

I believe that the Proposed Standard should set forth a scope of work designed to assess
and test the tone at the top, i.e. the control environment. That belief is based on the
overwhelming indicators that the scandals that resulted in the loss of investor confidence
stemmed from control environments that were not conducive to effective internal control
over financial reporting. I am unaware of any indications that breakdowns in internal
controls related to control activities had anything to do with the scandals. In other words
it wasn’t poor control over such activities as payroll processing, bill collection, or
accounts payable recording that were at fault. Rather, it was malfeasance and
irregularities and, quite likely fraud, perpetrated at the highest levels that caused all the
trouble. That is where the focus needs to be in the guidance. We believe the effort that
would be required to assess and test the control environment would be far less than the
effort required by the proposed guidance with no discernible lessening of the likelihood
that compliance with 404 will have on the goal of restoring investor confidence.
Management’s Assessment – Management would assess control environment, risk
assessment, information and communication and monitoring each year. For control
activities, management would document and assess the design effectiveness of all key
controls associated with all processes of material (quantitatively and qualitatively)
accounts and disclosures each year. The process associated with each account and
disclosure would then be categorized as significant or non-significant based more on the
qualitative factors such as importance to the business and an assessment of risk. For
example at NGC the following accounts and processes would be considered significant
and therefore addressed each year; any account or process related to contracts (revenue,

cost, accounts receivable, loss provision, pricing, estimation), compensation, cash,
goodwill, pension, taxes, general computer controls. Each control associated with a
significant account, as well as those controls associated with non-significant accounts
where a significant change had occurred, would be tested each year for operational
effectiveness using a higher scope than controls related to non-significant accounts and
disclosures. Controls associated with all other accounts and processes could be
considered non-significant and would be tested each year for operational effectiveness
using a much lower scope and, perhaps, relying to some degree on the results of prior
year testing. Any non-significant area where deficiencies are identified would be tested
using an increased scope in the current and subsequent year.
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Auditor Scope - Assuming the work of management or others is performed by competent
and objective individuals, the auditor should be allowed to place reliance on that work
with the result that very little work should be required to be performed in areas other than
the control environment. For those controls associated with processes, accounts or
disclosures deemed significant, the auditor would perform tests sufficient to verify
management’s assessment each year. For those controls associated with processes,
accounts or disclosures deemed non-significant, the auditor, depending on facts and
circumstances, should be allowed the discretion to rely entirely on the work performed by
management or, at most, verify the work of management or others by making random
selections of that population.
Once again, I wish to express my appreciation to the Board for the opportunity to
respond to the attached questions and respectfully ask the Board to consider my concerns
and suggestions. I would be pleased to discuss these matters with the Board at any time.
Yours truly,
Steven J. Root
Director Finance Administration and Process
Northrop Grumman Corporation
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EXHIBIT
PCAOB PROPOSED AUDITING STANDARD
Response to Questions Prepared By

Northrop Grumman Corporation
Questions regarding an integrated audit of the financial statements and internal
control over financial reporting:
1. Is it appropriate to refer to the auditor’s attestation of management’s assessment
of the effectiveness of internal control over financial reporting as the audit of
internal control over financial reporting?
Response: I believe it is acceptable to refer to the auditor’s attestation of
management’s assessment of the effectiveness of internal control over financial
reporting as the audit of internal control over financial reporting. However, I fail
to understand why such a reference is desirable. In other words, I see no
disadvantage to using the attestation reference regarding management’s
assessment of internal control. In fact, if the guidance were to be revised in
accordance with my suggestions it might be more accurate to retain the attestation
reference.
2. Should the auditor be prohibited from performing an audit of internal control
over financial reporting without also performing an audit of the financial
statements?
Response: While I am concerned with a separate audit of internal control over
financial reporting without the corroborative evidence obtained from performing
the audit of the associated financial statements, I believe the auditor should not be
prohibited from performing an audit of internal control over financial reporting
without also performing an audit of the financial statements. I do believe the
auditor should be prohibited from performing an audit of the financial statements
without also performing an audit of the internal control over financial reporting.
3. Rather than requiring the auditor to also complete an audit of the financial
statements, would an appropriate alternative be to require the auditor to perform
work with regard to the financial statements comparable to that required to
complete the financial statement audit?
Response: I am unable to envision the frequency of instances where this
requirement would come into play. Every SEC registrant must file annual audited
financial statements and SO 404 applies to all registrants so it appears to me that
reports on internal controls and reports on financial statements are entwined.
While I do not believe the auditor who performs an audit of the internal control
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over financial reporting should be required to perform an audit of the associated
financial statements, in such cases the Board may consider mandating additional
audit procedures of key financial accounts in order to obtain additional
corroborative evidence of operational effectiveness.

Question regarding the costs and benefits of internal control:
4. Does the Board’s proposed standard give appropriate consideration to how
internal control is implemented in, and how the audit of internal control over
financial reporting should be conducted at, small and medium-sized issuers?
Response: I have no comment regarding this issue.
Question regarding the audit of internal control over financial reporting:
5. Should the Board, generally or in this proposed standard, specify the level of
competence and training of the audit personnel that is necessary to perform
specified auditing procedures effectively? For example, it would be
inappropriate for a new, inexperienced auditor to have primary responsibility for
conducting interviews of a company’s senior management about possible fraud.
Response: I believe the AICPA Professional Standards adequately address the
auditor’s duties and responsibilities concerning the training, proficiency and
supervision of the independent auditor. However, for reasons already set forth, I
believe that the scope of work mandated by the proposed guidance will cause
auditors to perform considerable work in areas related to processes for which they
have scant knowledge, proficiency or experience. Much of the work, by
necessity, will have to be performed by juniors and seniors. Even with
supervision, it is difficult to see how this arrangement will result in quality
assessments given the magnitude of processes and the bodies of knowledge
requisite to operate them effectively. To illustrate, at one registrant of which the
writer is aware, itwill be assessing more than 1200 processes in roughly 50
categories. The persons that “own” these processes each have several years of
experience and considerable acumen with regard to the particular circumstances
of their respective “worlds”. These people are honest, professional, and
competent. They are part of the management of the registrant. This proposed
guidance will subject them to scrutiny by persons considerably less experienced
and knowledgeable. It is difficult to see how this can be construed to be an
exercise that will result in valuable insights, or even sound judgments by the
auditors. But it is unmistakable that it will cost a great deal.
Questions regarding evaluation of management’s assessment:
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6. Is the scope of the audit appropriate in that it requires the auditor to both
evaluate management’s assessment and obtain, directly, evidence about whether
internal control over financial reporting is effective?
Response: I agree with the premise stated in the Proposed Standard that the more
extensive and reliable management’s assessment is, the less extensive and costly
the auditor’s work will need to be. I strongly believe that the auditor should be
given greater flexibility than stated in the Proposed Standard to use the work of
management or others who are competent and objective as evidence about
whether internal control over financial reporting is effective. I am concerned, as
indicated earlier, that the standard, as proposed, will result in a very significant
and unnecessary, duplication of effort on the part of the auditor of work
performed by management.
7. Is it appropriate that the Board has provided criteria that the auditors should use
to evaluate the adequacy of management’s documentation?
Response: I believe the criteria to evaluate the adequacy of documentation as
proposed to be appropriate.

8. Is it appropriate to state that inadequate documentation is an internal control
deficiency, the severity of which the auditor should evaluate? Or should
inadequate documentation automatically rise to the level of a significant
deficiency or material weakness in internal control?
Response: While I believe that inadequate documentation is not necessarily, of
itself, a control deficiency, I agree that adequate documentation supports the
evaluation of the effectiveness of the overall internal control system. A
determination of the adequacy of documentation is a matter of judgment. The
auditor’s determination of whether inadequate documentation rises to the level of
a significant deficiency or material weakness should be based on the attendant
facts and circumstances; the significance as it relates to effectiveness, how
pervasive the documentation inadequacies, the relevance to other COSO
components, etc.
Questions regarding obtaining an understanding of internal control over financial
reporting:
9. Are the objectives to be achieved by performing walkthroughs sufficient to require
the performance of walkthroughs?
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Response: WhileI believe walkthroughs are an important auditing tool, I do not
believe they should be required. Once again, I believe the auditor should be
allowed to use his or her professional judgment to determine what areas of a
particular process to audit, the appropriate auditing procedure and the degree of
reliance upon the work of management or others.
10. Is it appropriate to require that the walkthrough be performed by the auditor
himself or herself, rather than allowing the auditor to use walkthrough
procedures performed by management, internal auditors, or others?
Response: I strongly believe the auditor should be allowed to use the walkthrough
procedures performed by management, internal auditors, or others. As a
determination of audit scope, I believe that the auditor should consider whether or
not management has used walkthroughs as a part of their assessment process. The
auditor should be permitted by the guidance to judgmentally select certain key
processing procedures or controls associated with certain significant processes to
verify the assessment made by management, internal auditors, or others.

Questions regarding testing operating effectiveness:
11. Is it appropriate to require the auditor to obtain evidence of the effectiveness of
controls for all relevant assertions for all significant accounts and disclosures
every year or may the auditor use some of the audit evidence obtained in previous
years to support his or her current opinion on management’s assessment?
Response: I strongly disagree with the premise that the auditor must obtain
evidence of the effectiveness of controls for all relevant assertions for all
significant accounts and disclosures every year. The auditor should be allowed to
consider the audit evidence obtained in previous years in deciding upon the scope
of work needed in the current year to support his or her current opinion on
management’s assessment. I believe the Board should define the audit criteria to
assess whether any significant changes to a particular process have occurred since
the prior year. If the criteria indicate no significant changes, I believe the Board
should define an appropriate minimum scope of procedures for the auditor to
apply to verify the continued effectiveness based, in part on considering the work
performed and the results of the previous year.
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Questions regarding using the work of management and others:
12. To what extent should the auditor be permitted or required to use the work of
management and others?
Response: I agree with the premise stated in the Proposed Standard that the more
extensive and reliable management’s assessment is, the less extensive and costly
the auditor’s work will need to be. I believe the auditor should be permitted to
use the results of testing for any control activity where those individuals
performing the work are deemed by the auditor to be both competent and
objective. For control activities, management would document and assess the
design effectiveness of all key controls associated with all processes of material
(quantitatively and qualitatively) accounts and disclosures each year. The process
associated with each account and disclosure would then be categorized as
significant or non-significant based more on the qualitative factors such as
importance to the business and an assessment of risk. For those controls
associated with processes, accounts or disclosures deemed significant, the auditor
would reperform a sampling of tests initially performed by management sufficient
to verify management’s assessment. For those controls associated with processes,
accounts or disclosures deemed non-significant, the auditor should be allowed,
under the best circumstances, to rely entirely on the work of management or
others.
13. Are the three categories of controls and the extent to which the auditor may rely
on the work of others appropriately defined?
Response: See my responses to questions 5, 9, 10 and 12 above.

14. Does the proposed standard give appropriate recognition to the work of internal
auditors? If not, does the proposed standard place to much emphasis and
preference on the work of internal auditors or not enough?
Response: I believe the recognition to the work of internal auditors Should be
expanded to enable reliance to be placed their work, even in areas such as the
control environment and areas of significant disclosures.
15. Is the flexibility in determining the extent of reperformance of the work of others
appropriate, or should the auditor be specifically required to reperform a certain
level of work (for example, reperform tests of all significant accounts or
reperform every test performed by others that the auditor tends to use)?
Response: While I believe it appropriate for the auditor to have flexibility in
determining the extent of reperformance procedures, more guidance is needed in
this area. Assuming the work of management or others is performed by
individuals who are determined to be competent and objective, we believe 1) for
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significant processes, accounts and disclosures, some level of reperformance
should be required but that the work of others be taken into consideration by the
auditor to reduce the work that otherwise would be called for, and 2) for nonsignificant processes, accounts and disclosures, the auditor should be allowed
considerably more discretion and lower the scope of reperformance compared to
significant processes, accounts and disclosures. See my response to question 5,
12, and 14.
16. Is the requirement for the auditor to obtain the principal evidence, on an overall
basis, through his or her own work the appropriate benchmark for the amount of
work that is required to be performed by the auditor?
Response: I strongly disagree with the requirement for the auditor to obtain the
principal evidence, on an overall basis, through his or her own work, as an
appropriate benchmark for the amount of work required to be performed. I
believe such a benchmark is unnecessary to achieve the audit objectives. I believe
the additional hours required by such a benchmark above that necessary to form
an opinion of management’s assessment is detrimental to the entire process by
focusing the auditor’s attention on a quantitative measure of performance versus a
qualitative, risk based approach. While a quantitative measure of audit scope may
be appropriate in forming the opinion on the financial statements, I believe the
principle of flexibility and the use of judgment, as discussed in question 15 above,
to be the appropriate standards when forming an opinion on subjective matters
such as the effectiveness of internal controls.

Questions regarding evaluating results:
17. Will the definitions in the proposed standard of significant deficiency and
material weakness provide for increased consistency in the evaluation of
deficiencies? How can the definitions be improved?
Response: The definitions in the Proposed Standard of significant deficiency and
material weakness appear appropriate.
18. Do the examples in Appendix D of how to apply these definitions in various
scenarios provide helpful guidance? Are there other specific examples that
commenters could suggest that would provide further interpretive help?
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Response: Although the examples in Appendix D provide helpful guidance, I am
concerned that such guidance will be misinterpreted or stringently applied without
the use of judgment on the part of the auditor. The auditor should be reminded
that professional judgment should be applied, and is the overriding factor, in all
cases based on the specific facts and circumstances.
19. Is it necessary for the auditor to evaluate the severity of all identified internal
control deficiencies?
Response: I believe it is necessary to evaluate the severity of all identified
control deficiencies. As stated in the response to question 18 above, the auditor
should use professional judgment in all cases when evaluating control deficiencies
based on the specific facts and circumstances.
20. Is it appropriate to require the auditor to communicate all internal control
deficiencies (not just material weaknesses and significant deficiencies) to
management in writing?
21. Response: There is much practical difficulty with this proposed requirement. I
believe that only significant deficiencies or material weaknesses should be
communicated to management in writing. All other deficiencies, individually or
in the aggregate, would be those that result in a remote likelihood that a
misstatement of the annual or interim financial statements that is inconsequential
in amount will not be prevented or detected. Based on such a definition, and as
the determination of any deficiency is the result of judgmentI believe that a
written communication of such deficiencies is not warranted and, in fact, may
cause misleading inferences to be drawn, particularly in situations in which the
writing becomes the subject of discovery in a subsequent legal proceeding against
the company. Are the matters that the Board has classified as strong indicators
that a material weakness in internal control exists appropriately classified as
such?
Response: See my response to question 18.
22. Is it appropriate to require the auditors to evaluate the effectiveness of the audit
committee’s oversight of the company’s external financial reporting and internal
control over financial reporting?
Response: As the audit committee is also responsible for hiring the auditor, I
believe the proposed requirement of the auditor to evaluate the effectiveness of
the audit committee’s oversight of the company’s external financial reporting and
internal control over financial reporting creates a conflict of interest. Such a
conflict of interest is adverse to the relationship that must prevail between the
auditor and the audit committee if the control environment is to be effective. As a
practical matter, management must make an assessment, under COSO, of the
effectiveness of the audit committee as part of the control environment. The
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auditor must then audit management’s assessment. I believe the Board should
address further this conflict and resolve it by eliminating the requirement.
23. Will auditors be able to effectively carry out their responsibility to evaluate the
effectiveness of the audit committee’s oversight?
Response: See my response to question 22 above. It is unrealistic to expect that
this proposed duty can be carried out effectively.
24. If the auditor concludes that ineffective audit committee oversight is a material
weakness, rather than require the auditor to issue an adverse opinion with regard
to the effectiveness of the internal control over financial reporting, should the
standard require the auditor to withdraw from the audit engagement?
Response: I have no comment regarding this issue because I oppose the proposed
requirement in the first place.
Questions regarding forming an opinion and reporting:
25. Is it appropriate that the existence of a material weakness would require the
auditor to express an adverse conclusion about the effectiveness of the company’s
internal control over financial reporting, consistent with the required reporting
model for management?
Response: I believe an adverse conclusion about the effectiveness of the
company’s internal control over financial reporting should be based on the
professional judgment of the auditor due to the existence of a material weakness
or weaknesses that are of such significance and pervasiveness as to create a
reasonable doubt about the company’s ability to produce accurate and timely
financial statements. I believe the fact that a material weakness exists is
insufficient by itself to create the level of doubt that would necessitate an adverse
opinion.
26. Are there circumstances where a qualified “except for” conclusion would be
appropriate?
Response: I believe any conclusion about the effectiveness of the company’s
internal control over financial reporting should be based on the professional
judgment of the auditor and only when an adverse opinion is issued (see my
response to question 25 above). Where the facts and circumstances surrounding
a material weakness or weaknesses are such that the auditor believes, on the
whole, the company’s system of internal controls are conducive to accurate and
timely financial reporting, then the auditor should have the option to express a
qualified “except for” conclusion on management’s assessment and not on the
effectiveness of internal control. The Board should consider additional guidance
on this matter.
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27. Do you agree with the position that when the auditor issues a nonstandard
opinion, such as an adverse opinion, that the auditor’s opinion should speak
directly to the effectiveness of the internal control over financial reporting rather
than to whether management’s assessment is fairly stated?
Response: I believe that the auditor’s opinion should speak directly to the
effectiveness of the internal control over financial reporting only when an adverse
opinion is issued. Only in this circumstance is the auditor drawing a conclusion
as to effectiveness versus the assessment of management. In all other conclusions
the report should speak to whether management’s assessment is fairly stated.
Questions regarding auditor independence:
28. Should the Board provide specific guidance on independence and internal
control-related non-audit services in the context of this proposed standard?
Response: I believe existing independence rules are sufficient subject to my
response to question 29 below.
29. Are there any specific internal control-related non-audit services the auditor
should be prohibited from providing to an audit client?
Response: I believe the auditor should be prohibited in performing any internal
control-related non-audit services.
Questions regarding auditor’s responsibilities with regard to management’s
certifications:
30. Are the auditor’s differing levels of responsibility as they relate to management’s
quarterly certifications versus the annual (forth quarter) certification,
appropriate?
Response: I believe the auditor’s differing levels of responsibility as they relate
to management’s quarterly certifications versus the annual (forth quarter)
certification are appropriate.

31. Is the scope of the auditor’s responsibility for the quarterly disclosures about the
internal control over financial reporting appropriate?
Response: I believe the scope of the auditor’s responsibility for the quarterly
disclosures about the internal control over financial reporting to be appropriate.
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Office of the Comptroller of the Currency
Board of Governors of the Federal Reserve System
Federal Deposit Insurance Corporation
Office of Thrif~Supervision
December 1, 2003

Office of the Secretary
Public Company Accounting Oversight Board
1666 K Street, N.W.
Washington, D.C. 20006-2803

Re: PCAOBRulemakingDocket MatterNo. 008
Dear BoardMembers:
We appreciate the significant efforts of the Public Company Accounting Oversight Board (PCAOB)
to propose and implement enhancedstandards for the auditing of and reporting on the internal
controls over fmancial reporting of public companies. In addition, we found the roundtable
discussion on July 29,2003, to be a useful and important aspectof the due process in the
development of this proposal and we appreciated the opportunity to have participated in that
discussion. Effective auditing, strong internal controls, and reliable financial reporting are critical
to the safety and soundnessof the organizations we regulate and, thus, we recognize the importance
of an open and productive dialogue on these matters of mutual interest.
Since 1993, the Office of the Comptroller of the Currency, the Federal Reserve Board, the Federal
Deposit Insurance Corporation and the Office of Thrift Supervision (collectively, the Agencies)
have been responsible for evaluating insured depository institutions' implementation of Section 112
of the Federal Deposit Insurance Corporation Improvement Act (FDICIA 112). As you know,
FDICIA 112 requires managementof insured depository institutions with total assetsof $500
million or more to annually assessand report on whether their internal controls over financial
reporting are effective, and requires an independent accountant's attestation report on
management's assertion. Thus, our collective experience examining depository institutions'
internal control assessmentsand independentaccountants' attestationreports provides unique
insight into the practice of auditing and reporting on internal controls over financial reporting.
Overall, the PCAOB' s proposed auditing standard, "An Audit of Internal Control Over Financial
Reporting Perfonned in Conjunction with an Audit of Financial Statements," is a significant
improvement over the existing attestation standard, "Reporting on an Entity's Internal Control Over
Financial Reporting." The proposed standardpresents improvements in the areasof (1) identifying
management's responsibilities in an internal control audit, (2) explaining the relationship between
audits of internal controls and of financial statements, (3) describing the effect of internal control
deficiencies on the auditor's conclusion, and (4) specifying appropriate reporting approaches.
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Basedupon our reviewof the proposedstandard,we areproviding you with specificanswersto
certainquestionsin the release,aswell as additionalcommentsthatwe recommendto further
improve the standard.The attachmentsto this letterprovide our detailedcomments.Pleasefeel
free to contactus if you wish to discussour commentsfurther.
Sincerely,

ZaneD. Blackburn
Chief Accountant
Office of the Comptrollerof the Currency

Gerald A. Edwards, Jr.
Associate Director and
Chief Accountant -Supervision
Federal Reserve Board

RobertF. Storch
Chief Accountant
FederalDepositInsuranceCorporation

Timothy J. Stier
Chief Accountant
Office of Thrift Supervision
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cc

Donald T. Nicolaisen,Chief Accountant,SecuritiesandExchangeCommission
ScottA. Taub, DeputyChief Accountant,SecuritiesandExchangeCommission
Eric J. Schuppenhauer,
ProfessionalAccountingFellow, SecuritiesandExchangeCommission
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General Responses
The federal banking agencies support the position outlined in the PCAOB's proposal with regard
to the issuesraised in questions 1- 7,9 -10,13 -15,17 -18, 21- 22, and 30 -31. We have,
therefore, not provided specific responsesto these questions. However, we are providing
responsesto questions 8, 11 -12, 16, 19 -20, and 23 -29, becausewe believe the PCAOB will
find it useful to consider the agencies' experience with similar matters in the attestation process
for internal controls at insured depository institutions.

Specific Responses
Questionsregarding evaluation of management'sassessment:
8

Is it appropriate to state that inadequate documentation is an internal control deficiency, the
severity of which the auditor should evaluate? Or should inadequate documentation
automatically rise to the level of significant deficiency or material weakness in internal
control?
Response: In our experience, management's inability to adequately document its internal
controls or its assessmentof internal controls can be an indicator of a significant control
deficiency within an organization. Thus, the standard should require the auditor to evaluate
whether documentation deficiencies rise to the level of a significant deficiency or a material
weakness as indicated in paragraphs46, 47, and 125.

Question regarding testing operating effectiveness:
Is it appropriate to require the auditor to obtain evidence of the effectiveness of controls for
all relevant assertions for all significant accounts and disclosures every year or may the
auditor use some of the audit evidence obtained in previous years to support his or her
current opinion on management'sassessment?
Response: Paragraphs 94 -100 indicate the timing of the auditor's tests should be adequate
to detemline whether the controls are effective as of the date specified in management's
report. The clear implication of these paragraphs is to require the auditor to obtain evidence
of the effectiveness of controls for all relevant assertions for all significant accounts and
disclosures every year. Prior evidence would not be sufficient, particularly when business
practices and internal controls have changed.
Questions regarding using the work of management and others:
12. To what extent should the auditor be pennitted or required to use the work of management
and others?
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Response: Paragraphs 104 -105 provide guidance on instances where the auditor is either
prohibited or limited from relying on the results of procedures performed by others when
rendering an opinion on internal controls. In our experience, auditors have a tendency to rely
too heavily on the work of managementand others when performing internal control
attestations. The inherent risk of such over-reliance diminishes the independenceand
objectivity of the auditor's opinion on control effectiveness. The requirement that the auditor
obtain the principal evidence for the audit opinion would seemto preclude the auditor from
relying on the work of managementand others for most of the relevant assertions on
significant accounts and disclosures. Thus, we recommend that the PCAOB clarify the
meaning of the term "use the work of management or others" in the context of paragraphs
104-106. In addition, the standard should better explain the extent to which the results of
tests performed by others, such as internal auditors, mayor may not be relied upon by the
auditor.
16. Is the requirement for the auditor to obtain the principal evidence, on an overall basis,
through his or her own work the appropriate benchmark for the amount of work that is
required to be performed by the auditor?
Response: Our expectation is that the principal evidence standard would preclude the auditor
from relying primarily on the work of managementand others. Thus, the proposed approach
appearsto be an appropriate benchmark.

Questionsregarding evaluating results:
19. Is it necessary for the auditor to evaluate the severity of all identified internal control
deficiencies?
Response: Yes. It appears that an auditor would need to evaluate the severity of all
deficiencies to appropriately detenIline whether the deficiencies collectively or individually
rise to the level of a significant deficiency or material weakness. In our experience, auditors
routinely make suchjudgments in the normal course of an audit. As a result, the requirement
to assessthe severity of deficiencies should not significantly increase the amount of work
performed by an auditor.
20. Is it appropriate to require the auditor to communicate all internal control deficiencies (not
just material weaknessesand significant deficiencies) to managementin writing?
Response: Yes. Paragraphs 190 -192 require auditors to communicate all control
deficiencies and fraud to managementand the audit committee. This type of communication
is consistent with the objective of Section 404 of the Sarbanes-OxleyAct of 2002, which is
intended to ensure that the organization maintains an effective system of internal control.
Since auditors routinely become aware of deficiencies of lessermagnitude than a material
weakness in the course of an audit, there should be little added burden associatedwith
communicating these deficiencies in writing. In addition, written communication provides a
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clear audit trail for the audit committee, management, auditors and regulators. In our
experience, written communication of all identified deficiencies to management and the audit
committee facilitates prompt resolution of the deficiencies.
23. Will auditors be able to effectively carry out their responsibility to evaluate the effectiveness
of the audit committee's oversight?
Response: Yes. Despite the inherent difficulties in evaluating the body directly responsible
for appointing and compensating the auditor, it is quite appropriate for the auditor to evaluate
the effectiveness of the audit committee. Paragraphs 57 -58 enumerate factors that the
auditor should evaluate related to the effectiveness of the audit committee's oversight of the
company's external financial reporting and internal control over financial reporting. We
believe that auditors have the professional qualifications, experience and knowledge to
effectively carry out this responsibility.
24. If the auditor concludes that ineffective audit committee oversight is a material weakness,
rather than require the auditor to issue an adverse opinion with regard to the effectiveness of
the internal control over financial reporting, should the standardrequire the auditor to
withdraw from the audit engagement?
Response: No. Paragraph59 appropriately indicates that an auditor's determination that an
audit committee is ineffective should, at least, be regarded as a significant deficiency. If the
auditor concludes that the deficiencies in audit committee oversight rise to the level of a
material weakness,the auditor should be required to issue an adverse opinion on the
effectiveness of controls. It would seemto be inconsistent with the objective of the standard
to suggestthat an auditor should withdraw from an engagementrather than issue an adverse
opinion on internal control effectiveness.

Questionsregarding forming an opinion and reporting:
25. Is it appropriatethat the existenceof a materialweaknesswould requirethe auditorto
expressan adverseconclusionaboutthe effectivenessof the company'sinternal control over
financial reporting, consistentwith the requiredreportingmodel for management?
Response: Yes. It is appropriate for the existence of a material weaknessto result in an
adverse audit opinion. Paragraphs 162 -164 and Appendix A provide appropriate guidance
on adverse opinions resulting from the existence of material weaknesses. Based on this
guidance, users of internal control reports would reasonably expect the existence of a
material weaknessto result in an adverse conclusion by both managementand the auditor.
The only logical outcome of the existence of a material weaknesswould be that internal
control is not effective.
26. Are there circumstances where a qualified "except for" conclusion would be appropriate?
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Response: No. Paragraphs 15 -18 explain the inherent limitations of internal control and
the level of assuranceusers expect from reports on internal control. The use of ' 'except for"
opinions to explain the impact of deficiencies of a lessermagnitude than a material weakness
would not send a clear messageto users of internal control reports. Users expect the
auditor's report to render an opinion on internal control taken as a whole. Qualified (i.e.,
"Except for") opinions diminish the usefulness of these reports.
27. Do you agree with the position that when the auditor issues a nonstandard opinion, such as an
adverseopinion, that the auditor's opinion should speak directly to the effectiveness of the
internal control over financial reporting rather than to whether management's assessmentis
fairly stated?
Response: Yes. Consistent with our responsesto questions 25 and 26, users expect audit
opinions on internal control to be meaningful. As such, it would be more beneficial to users
for the opinion to speak directly to the effectiveness of internal control rather than opine on
management's assertion.

Questionsregarding auditor independence:
Should the Board provide specific guidance on independenceand internal control-related
non-audit services in the context of this proposed standard?
Response: No. The Securities and Exchange Commission (SEC) adequately addressed
auditor independencein its final rule release Strengthening the Commission's Requirements
Regarding Auditor Independence. The PCAOB should work with the SEC to develop
questions and answers and other implementation guidance on auditor independence.
29. Are there any specific internal control-related non-audit services the auditor should be
prohibited from providing to an audit client?
Response: Consistent with our responseto question 28, we recommend the PCAOB work
with the SEC to develop consistent guidance on any prohibition of specific internal controlrelated non-auditor services.
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Requirements for Written Representations
Paragraph 128(g) directs the auditor to obtain written representation from management
stating whether, subsequentto the date being reported on, there were "any changes in
internal control or other factors that might significantly affect internal control." Since the
determination of what constitutes a significant change in internal control is subjective, we
recommend requiring the auditor to review the documentation managementused to make
its written representationregarding changes in internal control. This would enable the
auditor to make an independent determination as to whether managementhad a
reasonablebasis to support its written representation regarding the significance of any
changes in internal control.
Appendix A

2.

The illustrative reports on the effectiveness of internal control over financial reporting
expressing a qualified opinion and disclaiming an opinion, Examples A-3 and A-4
respectively, do not indicate the effect of such opinions on the financial statement audit.
We recommend that language similar to that in the last sentenceof the "Explanatory
Paragraph" of Example A-2, which is an adverse opinion, be included in the illustrative
reports for Examples A-3 and A-4.

Appendix B
3.

ParagraphsB3, B12, and B13, and Illustration B-1 indicate that it is not necessaryto test
any controls at locations and business units that ".. .individually, and when aggregated
with others, could not result in a material misstatementto the financial statements." Since
controls exist for designatedpurposes, we do not consider it appropriate or constructive
to simply exclude groups of locations and units from potential testing. For the
hypothetical company depicted in Illustration B-1, 40% (60 of 150) of the company's
locations would never be tested. In our opinion, this process could result in a scope
limitation on management's assertionbecauseit, by design, restricts the locations or
business units that are actually evaluated by management. While individual locations or
businessunits may Qotbe significant and may not result in a material misstatement to the
financial statementsas of a point in time, the nature of the activities and transactions at
ostensibly "insignificant" locations or business units, together with a lack of managerial
oversight and internal control testing, could be conducive to and result in material
internal control weaknesses,improper transactions, or fraud. Removing any location or
business unit from the population of locations or business units to be considered in the
review of internal control or audit of the financial statementscould create a wrong
impression or create a climate whereby management or other employees may take
advantageof the lack of review of internal controls at these so-called "insignificant"
locations or business units. We suggestthe aforementioned paragraphs and illustration

1
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be revised to require managementand the auditor to include testing of at least a sample of
the controls over financial reporting at "insignificant" locations or business units to allow
managementand the auditor to assertthat all controls are operating effectively. We
believe no business unit or location should be permanently excluded from testing. We
recommend paragraphs B3, B12, and B13, and Illustration B-1 be revised to read as
follows:
"Management and auditors should periodically test controls at a sample of
locations and business units regardlessof whether they are individually significant
or, when aggregated, may result in a material misstatement to the financial
statements."
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November 24, 2003

Office of the Secretary
Public Company Accounting Oversight Board
1666 K Street, N.W.
Washington, D.C. 20006-2803
Re: PCAOB Rulemaking Docket Matter No. 008
Dear Mr. Secretary:
The Ohio Retirement Systems (ORS) collectively manage $115 billion in assets
and serve 1.5 million Ohioans. We strongly support the Public Company
Accounting Oversight Board’s (PCAOB) proposed auditing standard, “An Audit
of Internal Control Over Financial Reporting Performed in Conjunction With an
Audit of Financial Statements.”
The passage of the Sarbanes Oxley Act of 2002 was a watershed event in
corporate governance. However, the PCAOB proposed rule is the next step
forward that will strengthen internal controls to further provide protection to
investors from accounting fraud at publicly traded companies. Unfortunately, as
a result of Enron, Worldcom, Health South and other companies where large
scale accounting fraud has been discovered, investors are all too familiar with the
massive losses that result from a lack of effective internal controls and the
absence of an effective audit committee.
With respect to certain specific provisions in the PCAOB proposed rule, our
comments are as follows:
•

We strongly believe that the auditor should be required to gather evidence
through testing prior to evaluating whether management’s internal control
processes are effective and that management’s assertion is fairly stated. In
the absence of a testing requirement, the auditor’s role would be minimized
to merely rubber stamping management’s attestation without any
independent basis upon which to make the determination that the attestation
accurately represents the effectiveness of the company’s internal controls.

•

Testing by the auditor is particularly important for controls intended to
prevent or detect possible fraud. For this purpose, the auditor should not be
permitted to rely on the work of others.

•

It is also imperative that the auditor be required to evaluate the severity of
internal control deficiencies that are discovered through testing by the auditor
or that are identified by management. Examples of strong indicators of a
material weakness are ineffective oversight, a material misstatement in the
financial statements that is not initially identified by the company’s internal
controls, and significant deficiencies that have been communicated to
management and the audit committee, but remain uncorrected.
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•

It is particularly important that the auditor be required to evaluate the effectiveness of the audit committee
itself. Stronger, more effective audit committees are imperative for preventing financial fraud and
protecting investors.

We strongly support the PCAOB proposed rule. Although this proposed rule may result in some increase in
audit costs, the benefits will greatly outweigh the potential cost increase. Furthermore, the PCAOB proposed
rule will help restore investor confidence in the integrity of the financial statements of publicly traded
companies. We urge you to proceed in a timely manner to make the proposed rule a final rule, which will
strengthen internal controls for the protection of investors.
Should you need any additional information, please feel free to contact Cynthia L. Richson, Corporate
Governance Officer at the Ohio Public Employees Retirement System at 614/222-0398 or by e-mail at
crichson@opers.org.
Sincerely,

J.P. Allen, Chair
Highway Patrol Retirement System

Robert M. Beck, Chair
Ohio Police and Fire Pension Fund

Charlie Adkins, Chair
Public Employees Retirement System of Ohio

Eugene E. Norris, Chair
State Teachers Retirement System of Ohio

Barbara J. Miller, Chair
School Employees Retirement System of Ohio
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M. PALLAIS, CPA
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Richmond, Virginia 23233
Telephone: (804) 784-0884
Fax: (804) 784-0885

November 18, 2003
Office of the Secretary
PCAOB
1666 K Street, NW
Washington, DC 20006-2083
Re: PCAOB Rulemaking Docket Matter No. 008
Gentlemen:
The proposed standard on auditing internal control is an ambitious attempt to forge
comprehensive standards under the time pressure of a Sarbanes-Oxley-imposed deadline
and the PCAOB is to be commended on the attempt. However, while the draft is an
excellent approach to implementation guidance, it tries to accomplish too much. It
attempts to set standards, make recommendations, suggestions and observations, and
provide examples regarding auditing internal control; set standards for a financial
statement audit; and even set standards for management.
To be successful the standard must be consistently read, understood, and implemented by
practitioners, which requires a clear conceptual cohesiveness that establishes as standards
only those matters that are critical to the public interest. Including additional
implementation guidance, as this does, lengthens the document and diffuses the message,
raising the risk that practitioners will view it as a list of procedures rather than the core of
a professional service. Accordingly, I suggest the draft be pared back to those elements
that are necessary for standards for audits of internal control. This would allow readers to
focus on the important issues involved and allow the PCAOB to direct its full attention to
setting this important standard.
Scope of the Standard
The draft proposes to establish a lot of standards in addition to the core issue. Unless you
have a highly effective plan for issuing, codifying, and cross-referencing the standards,
there is a significant danger practitioners will not find or focus on these new
requirements. For example,
• The discussion of independence in ¶ 33-34 seems out of place here. I’m not sure a
practitioner would ever think to look for a discussion of independence in this
standard. If this is intended merely to reiterate rules contained elsewhere, it is
redundant.
• Paragraph 139 amends SAS No. 56, with absolutely no rationale for the change has
no connection with an audit of internal control. It appears to change the requirements
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•
•
•

•

for analytical procedures only for auditors who are also reporting on internal control.
I think practitioners are unlikely to realize it is here.
Paragraph B32 adds requirements to those already in SAS No. 70. Again, the need for
the change is not clear and the placement of this requirement will not make it readily
apparent.
Paragraph 138 is subtly, but significantly, different from SAS No. 55 (as amended)
without explanation or justification.
The illustrative combined report in Appendix A-6 indicates that audit reports will no
longer refer to GAAS. This seems to be a significant issue that users would be
interested in commenting on. However, the draft does not draw attention to this
provision or to the implicit revision of SAS No. 58. It’s also not clear why the change
is necessary. One possibility is to differentiate the PCAOB’s standards from AICPAissued GAAS. But, of course, both FASB and GASB standards are called GAAP
without any apparent confusion.
Paragraphs 33, 173, and 184 all seem to set standards for management, which would
appear to be beyond PCAOB’s authority.

Criteria
The draft calls for the use of a suitable framework, consistent with the existing attestation
standards. But then it calls into question how one judges suitability.
It says the COSO framework is suitable but then adds criteria not found in COSO,
suggesting COSO doesn’t meet the completeness attribute in ¶ 12. The specific audit
committee requirements in ¶ 57 and the documentation requirement in ¶ 43 do not appear
in COSO. The draft calls a failure to adhere to the additional requirements a deficiency,
which is described in the report as a failure to comply with COSO even though COSO
does not specify them.
The draft (¶ 13) says that other criteria might also be suitable. In fact, the PCAOB
apparently has identified other suitable criteria (“other suitable criteria have been
published…”) but has chosen not to tell us what they are, leaving it to the auditor to
figure out which ones have already passed muster. It would be more helpful if the draft
explicitly named the suitable criteria. Instead, the auditor has to judge other criteria using
the attributes articulated in the draft. Two of the attributes as described are likely to cause
problems:
• The criteria must be published by a body of experts that followed due process
procedures, including the broad distribution of the framework for public comment.
The requirement for broad distribution, which had been in SSAE No. 1 was dropped
in SSAE No. 10. Ironically, one of the considerations was a concern as to whether the
distribution of the COSO draft was sufficiently broad to fulfill this requirement. It is
also difficult for a practitioner after the fact to determine how broadly a draft was
distributed by the body of experts. It also raises other questions, such what does
distribution mean? Simply making something available on the internet is not the same
as distributing it.
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The criteria have to encompass, in general, all the themes in COSO in addition to
being sufficiently complete (the third bullet in ¶ 12). COSO identifies components,
objectives, factors, issues, and points of focus. But I don’t know what the themes are.
The draft should direct the reader to them so the practitioner can determine if all the
themes are addressed.

Internal Control Deficiencies
The concept of significant deficiencies is problematic. A deficiency (¶ 7) is a factor that
does not allow (that means, I suppose, prevents) management from preventing or
detecting misstatements on a timely basis. The examples in appendix B do not prevent
the entity from achieving its objectives, but merely don’t ensure it. I suspect this
paragraph meant something like “does not assure prevention or detection.” Paragraph 8
defines significant deficiency, saying it “could be [a single deficiency or combination of
deficiencies] that results in more than a remote likelihood that a misstatement … that is
more than inconsequential in amount will not be prevented or detected.” I suspect the use
of “could be” was meant to indicate that the deficiency could be either single of a
combination, but as written it says that it could be something that results in an undetected
misstatement.
Beyond these editorial matters, however, there are significant conceptual questions about
characterizing deficiencies.
• Effective internal control only yields reasonable assurance—that is, a relatively low
risk that material misstatements will not be prevented or detected on a timely basis.
On the other hand, the borderline for significant deficiency is remote possibility,
which I interpret to be far less likely than reasonable assurance. (The draft takes one
term from the auditing literature and another from the accounting literature, making
comparability difficult.) Combining this with an extraordinarily low materiality
cutoff, inconsequential, substantially lowers the threshold. The goal of effective
internal control, then, is an acceptable level of risk that’s a quantum level above
significant deficiency. This suggests a level of control far beyond what anyone would
design to achieve reasonable assurance. I imagine that there are few controls that,
based on this definition and the level of work done to assess it, wouldn’t have a
significant deficiency. I wonder if drawing the audit committee’s attention to
weaknesses at the bottom of this level will improve financial reporting or create an
unnecessarily distraction.
• Paragraph 191 would create communications responsibilities for deficiencies that
don’t rise to the level of significant. It’s hard to imagine the public interest that is
served by mandating written communications of deficiencies that represent only
remote risks, inconsequential amounts, or both.
• The concept of combining deficiencies is alluded to, but not explained. For multiple
deficiencies to be combined, do they all have to deal with the same account? The
same assertion? If various minor problems in different areas of the financial
statements all failing at once would significantly misstate the financial statements is
that a significant deficiency or material weakness? Example D-3 in the appendix does
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not shed significant light on this. That example is really just a single weakness with
no compensating controls.
Paragraph 46 says that inadequate documentation of control is a deficiency. I don’t
see how that follows from the definition in ¶ 7 or the criteria in COSO. It goes on to
say that this might also be a scope limitation, though there is no indication of what
would go into that decision.

Walkthroughs
The section beginning at ¶ 79 presents a list of detailed requirements for walkthroughs.
I’m not sure why this has been elevated to such a level of importance. I certainly agree
that walkthroughs are helpful and, in general, a good thing. And the requirement exists in
the current SAS No. 55. But the rationale for its inclusion in the SAS does not apply here.
In SAS No. 55 the auditor might do no more than obtain the understanding of internal
control. If no testing is done, the auditor has done nothing to confirm that understanding
unless the auditor does walkthroughs. In an audit of internal control, however, there will
be a substantial level of testing; in fact all of the important controls will be tested, which
will confirm the auditor’s understanding. Also, in the context of SAS No. 55, the
auditor’s documentation of controls might be the only place they are actually written
down, so the walkthrough helps make sure the description is accurate. In audits of
internal control, management has already documented and assessed internal control,
making this step much less imperative.
Accordingly, I think this set of requirements places an unnecessary requirement on the
engagement. Further, the language is unnecessarily onerous. Paragraph 80 says the
walkthrough should be sufficient to “determine whether the processing procedures are
performed as originally understood and on a timely basis” (emphasis added). My
conception of a walkthrough would be insufficient to accomplish this; only a test of
controls would be enough. Paragraph 81 dictates specific questions and suggests to whom
they should be directed and what order to ask them. While helpful in an implementation
guide, this guidance is unjustified as a standard.
Requirement for the Financial Statement Audit
Question 2 to your transmittal letter asks whether it is necessary to do the financial
statement audit to audit internal control. As I read Sarbanes-Oxley it seems to require that
they be done as a combined service (“shall not be the subject of a separate engagement”).
If, however, you have determined that it is legal to separate them, I see no reason for the
requirement, although economics and practicality will probably drive practice to combine
them. In practice, it is likely that many firms will assign different staffs to the two
services either for efficiency or competence considerations. If the firm uses two sets of
auditors for the two services each team will have intimate knowledge only of its
engagement and will have to communicate certain matters to the other to make sure
important items are considered. I expect they would formally communicate control
weaknesses, misstatements, fraud or illegal acts, and other audit committee-type
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communications. If two auditing firms coordinated in the same manner there would be no
loss of effectiveness.
Other Matters
There are a number of other issues of more-than-editorial concern:
¶

Comment

24

The second and fourth bullets are not elements of the control environment. Neither
are many of the controls that comprise the first bullet.

26

This paragraph introduces the concept of fraud identification. How is identification
different from detection? What additional controls are envisioned here?

41

Management is allowed to rely on the work of the service auditor in fulfilling its
responsibilities. What if the auditor is also the service auditor? Is the auditor then
auditing his or her own work when considering management’s assessment? Would
the independence rules described in SAS No. 70 still apply?

61

The ramifications of the second half of this paragraph are unclear. It seems to
suggest that a material weakness could exist in an account in which there could not
be a quantitatively material misstatement. Thus, the implication is that the auditor
is concerned with designing procedures to detect misstatements that are only
qualitatively material. (Although it speaks only to controls over certain smaller
accounts, it is hard to argue that the concept is much different.) This is a stark
departure from SAS No. 47.

75

The linkage requirement implies, but does not state, a specific documentation
requirement. This should be clarified.

93

This paragraph provides a real-life problem, but the solution in the final sentence
doesn’t solve it. Reperforming the control does not provide evidence that the
supervisor performed the necessary review, which was the control to be tested. It
only shows the auditor would have approved it.

101

The paragraph requires the auditor to vary the nature, timing, and extent of tests of
controls each year. I’m not sure this improves the quality of the service. If the
extent of tests is appropriate in one year, to change it the next year would require
the auditor to do insufficient work or to over-audit unless the nature of the tests
also changed. But of course, the type of control generally dictates the nature of the
test, so changing that might provide a less effective test. Increasing the extent of a
less-effective test seems an inefficient, and possibly less effective, approach to
require. The example in the paragraph also seems to confuse the time period tested
with the timing of the test. I understand the concern this paragraph was trying to
address, but I think the requirement seems unduly inflexible. Perhaps the goal can
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¶

Comment
be accomplished by warning auditors against too much predictability in choosing
time periods, locations, and the like.

105

The second bullet implies the auditor has assessed the risk of control failure (that
is, effective design but ineffective operation). The standard should refer to where it
discusses such an assessment of individual controls. How does one judge this? Is it
based solely on the results of tests of the controls (that is, a high deviation rate) or
other things, such as complexity or subjectivity. (The discussion in ¶119 talks
about risks in a different context—identified deficiencies—but perhaps some of
the same concepts might apply here.)

126

The auditor’s discovery of a material misstatement is described as a “strong
indicator” of a material weakness. I think this doesn’t go far enough. A material
misstatement should be presumed to be the result of a material weakness. The
auditor should have to justify any conclusion that it isn’t.

140

The last sentence is not universally true. There are many times that analytical
procedures are more effective in finding fraud than looking at the details,
particularly when the completeness assertion is involved. (Analytical procedures
might not be adequate for quantifying the fraud once it is detected, though.)

146

This paragraph confuses some concepts. Control risk is defined only in the context
of audits of financial statements, not in the audit of internal control. (Actually, in
this context control risk would reasonably refer management’s assessment of its
controls.) So, it’s unclear whether this is talking about the financial statement audit
or the audit of internal control. Further, under the existing SASs, control risk is
assessed for assertions, not, as suggested by the second sentence, account balances.

I would be happy to discuss these comments with you in more detail if you’d like.
Sincerely,

6
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PCAOB
1666 K Street NW
Washington, DC 20006-2803

Rcf: PCAOB Rule Making Docket Matter No. 008

Proposed Auditing Standard - An Audit Of Internal Control Over Financial
Reporting Performed In Conjunction With An Audit Of Financial Statements.

Dear Sirs,
We have reviewed the proposed auditing standard noted above and wish to comment cn
tllem.
Firstly, as a publicly quotedcompany, with listings in Eoth London and New York, we
supgort all sensible and effective steps made to improve company corporate governance
and the open disclosure of material information, both financial and non-financial, to
shareholders and other interested parties.
As you will be aware, many cf the principles recommended trader the Sarbanes-Oxley
Act, and subsequent SEC rules, have been in place in the UK for several years as
requirements of the UK Stock Exchange Combined Code, with which we comply.
We are concerned that the proposals, in their current tbrm, will add significant costs,
through additional external audit fees and internal compliance costs, for limitcxi
improvement in our existing corporate governance and financial reperting internal control
environment, and therefore will provide little cr no added value to our shareholders. In
i_et, we believe there is a risk that the proposed, extremely detailed auditing requirements
may lead to a deterioration in the effectiveness of corporate governance as Eoth auditors
and management seek to comply with detailed rules at the expense of focusing on the
ftmdamentals.
We welcome the overriding principle that external auditors should review and comment
on financial reporting internal conU'ols. We believe that the external auditor can most
effectively evaluate the financial reporting internal control environment by focusing on
high level entity controls and conducting more detailed evaluations where these controls
have failed, appear to Ee failing cr relate to high risk transactions or processes. We also
believe greater reliance can be placed on the management's own control processes and
reviews, e.g. internal audit, than suggested in this draft standard.
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As requested, we have responded to the thirty-one questions you posed. Please see the
attached appendix.
We hope you will consider these points favorably in your deliberations and that they will
assist you in draf_g an appropriate, effective standard which contributes to the
improvement in corporate governance and financial reporting in the USA.
Yours sincerely,

"_ona Fairhead
Chief Financiai Officer
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Specific Comments

Inmakingspecific
comments,we havefollowed
thenumberingsequence
usedinyour
release
number2003-017
datedOctober
7,2003.
l. Is it appropriate to refer to the auditor's attestation of management's assessment of
the effectiveness of internal control over financial reporting as the audit of internal
control over financial reporting?
Webelieve it is.
2. Shouldtheauditor
beprohibited
fromperforming
anauditofinternal
controls
over
financial
reporting
without
alsoperforming
anaudit
ofthefinancial
statements?
We believe it is generally more effective and efficient that the auditor perform both
audits, which are closely linked. Any audit of financial statements should take
account of the financial reporting internal controls which generate the numbers
included in the financial statements.
3. Rather than requiring the auditor to also complete an audit of the financial statements,
would an appropriate alternative be to require the auditor to perform work with regard
to the financial statements comparable to that required to complete the financial
statement audit?
We believe that both audits are linked. Integrating them minimises costs.
4. Does the Board's proposed standard give appropriate consideration to how internal
conlrol is implemented in, and how the audit of intenml control over financial
reporting should be conducted at, small and medium-sized issuers?
Not applicable to our multinational organization.
5. Should the Board, generally or in this proposed standard, specify the level of
competence and training of the audit personnel that is necessary to perform specified
auditing
procedures effectively?
We believe that the existing professional standards suffice. The competency of staff
used should be left to the judgment of the external auditor taking into account the
risks associated with and the complexity of any specific assig1_ent.
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6. Is the scope of the audit appropriate in that it requires the auditor both to evaluate
management's assessment and obtain, directly, evidence about whether internal
control over financial reporting is effective?
We befieve it is appropriate, but the key is .for the methodology to allow this to be
done in a cost effective and practical manner.
7. Is it appropriate that the Board has provided criteria that auditors should use to
evaluate the adequacy of management's documentation?
We believe it is,
8. Is it appropriate to state that inadequate documentation is an internal control
deficiency, the severity of which the auditor should evaluate? Or should inadequate
documentation automatically rise to the level of significant deficiency or material
weakness in hatemal control?
We do not believe that inadequate documentation in its own right is necessarily an
internal control deficiency. Controls can be in place and operating effbctively without
being documented. The auditor shouM be verifying whether a "'real" deficiency
exists. Control documentation assists both management and the auditor in reviewing
the controls, documentation in and of itself is not an internal control
Inadequate documentation shouM not automatically give rise to either a significant
deficiency or a material weakness.
9. Are the objectives to be achieved by performing walkthroughs sufficient to require
the performance of walk-throughs?
General point: The issues addressed by questions 9 - 16 all relate to the amount of
detailed work that the auditor mmvtconduct to satisfy himherself that an effective
financial reporting control environment exists to support management's 404
conclusion.
We support the principle of the auditor's role in this area, however, the proposed
requirements are extremely detailed and appear inflexible in both their structure and
application. No account seems to be taken of the cost-benefit of your proposed
approach, either from the auditor "sor the management's perspective. There is a risk
that, rather than being in the shareholders" interest, the level of detail required will
have the opposite effect - higher cost to implement and more "box ticking'" rather
than a more effective evaluation of a company's financial reporn'ng internal control
env/ronment.
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As with any audit,the amount of work required to form an opinion is dependent on
the risks and complexity of the business and the business processes being audited.
Therefore, we believe that guidance on the general principles for evaluating financial
reporting internal controls rather than the prescriptive approach suggested wouM be
better. This would allow the auditor, within a laid down framework, to exercise
hisher own judgment on the amount of work to be carried out to evaluate the
effectiveness of the financial reporting internal controls and management's
conclusions.
Although we believe that auditor walkthroughs may be appropriate in certain
circumstances, we believe walkthroughs are just one technique for evaluating
internal controls. Auditors should be given the flexibility to determine the audit scope
and shouM be able to rely on other sources to confirm that controls are effective;
these would include management "scontrol reviews and prior year work.
10. Is it appropriate to require that the waikthrough be performed by the auditor himself
or herself, rather than allowing the auditor to use walkthrough procedures performed
by management, internal auditors, or others?
See 9 above. Wherever possible, the auditor should be allowed to use walkthrough
work performed by others, subject to his/her comfort with the quality of the work
completed by the other party,
11. Is it appropriate to require the auditor to obtain evidence of the effectiveness of
controls for all relevant assertions for all significant accounts and disclosures every
year or may the auditor use some of the audit evidence obtained in previous years to
support his or her current opinion on management's assessment?
Where appropriate the auditor should use evidence from prior years to support their
current opinion on management's tz_sessment.
12. To what extent should the auditor be permitted or required to use the work of
management and others?
As previously stated we believe the auditor shouM be permitted to use the work of
management and others whenever they ,feel that this work has been performed to
satisfactory standards and can be relied upon. In higher risk areas, e_g. treasury
transactioru; it may be appropriate ,for the auditor to do some limited testing lo
validate management's and other's work,
13, Are the three categories of controls and the extent to which the auditor may _ly on
the work of others appropriately defined?
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We befieve these definitions are too restrictive. The risk of fraud exists in any
financial system; a literal interpretation of this definition wouM imply that the auditor
would need to audit every financial accounting process/system. A better approach
might be to allow the auditor to exercise judgment on what to audit and whose work
can be relied on to meet individual circumstances. General guidance on the
principles to be applied would be more helpful..
14. Does the proposed standard give appropriate recognition to the work of internal
auditors? If not, does the proposed standard place too much emphasis and preference
on the work of internal auditors or not enough?
We do not believe it does. The external auditor shouM be encouraged to rely on the
work o.['internal audit, which generally covers many of the issues addressed, as far as
possible, subject to general agreement on the methodology, including testing, adopted
by internal audit.
15. ls the flexibility in determining the extent of re-performance of the work of others
appropriate, or should the auditor be specifically required to re-perform a certain level
of work (for example, re-perform tests of all significant accounts or re-perform every
test performed by others that the auditor intends to use)?
We believe there should be flexibility in determining the extent of re-pe,rformance of
work_

16. Is the requirement tbr the auditor to obtain the principal evidence, on an overall basis,
through his or her own work the appropriate benchmark for the amount of work that
is required to be performed by the auditor?
The auditor needs to obtain enough evidence either from hisher own work, or the
work of others, to satisfy him/herself that management _ conclusions are reasonable.
17. Will the definitions in the proposed standard of significant deficiency and material
weakness provide for increased consistency in the evaluation of deficiencies? How
can the defmitious be improved?
Clear dq)qnitions of significant deficiency or material weakness are definitely needed
and willprovide consistency in the evaluation of control deficiencies.
In defining a significant deficiency the terms "remote Rkelihood" and ""is more than
inconsequential" are extremely subjective and difficult to interpret. Some materiality
guidance would be helpful e.g. financial results could be misstated by x%. As
presently defined even a minor control wealmess could be interpreted as a significant
deficiency.
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In defining internal control deficiencies, greater az'count should be taken of whether
the deficiency has actually resulted in an internal control breakdown and
misstatement in the financial reporting, as compared to a deficiency that exists but is
unlikely to result in afinancial reporting misstatement due to compensating controls.
In defining deficiencies that remain uncorrected after some reasonable period of
time, consideration should be given to the complexity of the underlying system(s) and
the existence of a project plan to address such deficiencies.
18. Do the examples in Appendix D of how to apply these definitions in various scenarios
provide helpful guidance? Are there other specific examples that commentators could
suggest that would provide further interpretive help?
Yes. Additional examples would be helpful.
19. Is it necessary Ibr the auditor to evaluate the severity of all identified internal control
deficiencies?
We believe it is,
20. Is it appropriate to requirethe auditorto eommunieate all internal control deficiencies
(notjust material weaknesses and significant deficiencies) to management in writing?
Yes, This ,should be a part of the existing standard reporting of audit findings by the
auditor,"this is standard practice in the UK,
21. Are the matters that the Board has classified as strong indicators that a material
weakness in internal control exists appropriately elassified as such?
We believe they are.
22. Is it appropriate to require the auditors to evaluate the effectiveness of the audit
committee's oversight of the company's external financial reporting and internal
control over financial reporting?
We believe so, but general guidelines should be provided.
23. Will auditors be able to effectively carry out their responsibility to evaluate the
effectiveness of the audit eommittee's oversight?
We believe so, if guidelines are provided to all concerned including the Audit
Committee.
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24. If the auditor concludes that ineffective audit committee oversight is a material
weakness, rather than require the auditor to issue an adverse opinion with regard to
the effectiveness of the internal control over financial reporting, should the standard
require the auditor to withdraw from the audit engagement?
We do not believe so. Any concerns over the effectiveness of the Audit Committee
should be promptly reported to the full Board, and the shareholders as' part of the
auditor opinion.
25. Is it appropriate that the existence of a material weakness would require the auditor to
express an adverse conclusion about the effectiveness of the company's internal
control over fmanci',d reporting, consistent with the required reporting model for
management?
Yes,

26. Are there circumstances where a qualified "except for" conclusion would be
appropriate?
We believe an exception should be allowed,for acquisitions completed close to or at
the end of a reporting period. It may be impraca'cal to evaluate the effectiveness of
financial reporting internal controls of acquisitions completed close to the year end,
de_'pite due diligence work carried out as part of any acquisition appraisal/decision.
Unquoted businesses and non-US acquisitions may be a particular problem as these
businesses may not be compliant with the requirements of Sarbanes-Oxley. Additional
post acquisition work may be required to bring any control deficiencies up to US/UK
public company standards.
27. Do you agree with the position that when the auditor issues a nonstandard opinion,
such as an adverse opinion, that the auditor's opinion should speak directly to the
effectiveness of the internal control over financial reporting rather than to whether
management's assessment is fairly stated?
The auditor's opinion should speak to both the effectiveness of internal controls over
financial repor_ng and, where appropriate, whether management's assessmzent is
fairly stated. If they speak to the latter they should provide adequate explanation of
the basis for their opinion.
28. Should the Board provide specific guidmace on independence and internal controlrelated non-audit services in the context of this proposed standard?
We believe it should.
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29. Are there any speoific internal con_ol-related non-audit services the auditor should bc
prohibited from providing to an audit client?
We do not believe so providing the auditor is not auditing hisher own work.
30. Arc the auditor's differing lcvzls of responsibility as they relate to management's
quarterly certifications versus the annual (fourth quarter) certification, appropriate?
No comment ,. we are aforeign private registrant.
31. Is the scope of the auditor'sresponsibility for quarterly disclosures about the internal
control over financial reporting appropriate?
No comment- we are aforeign private registrant.
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PENN VIRGINIA CORPORATION

Three Radnor Corporate Center • Suite 230
100 Matsonford Road • Radnor, PA 19087-4564
610-687-8900 • Fax 610-687-3688 • www.pennvirginia.com

November 21, 2003

Office of the Secretary
Public Company Accounting Oversight Board
1666 K Street, N.W.
Washington, DC 20002-2803
Re:

PCAOB Rulemaking Docket Matter No. 008-Proposed Auditing Standard – An
Audit of Internal Control Over Financial Reporting Performed in Conjunction
with an Audit of Financial Statements.

Dear Board Members:
Penn Virginia Corporation (NYSE: PVA) is an energy company engaged in the
exploration, acquisition, development and production of crude oil and natural gas.
Through its ownership in Penn Virginia Resource Partners, L.P. (NYSE:PVR), PVA is
also in the business of managing coal properties and related assets. As of November 14,
2003, PVA had an equity market capitalization of approximately $415 million. As a
small market capitalization entity, PVA has a limited staff and is a very cost-conscious
organization.
I appreciate the research and efforts of the Public Company Accounting Oversight
Board regarding the proposed auditing standard, An Audit of Internal Control over
Financial Reporting Performed in Conjunction with an Audit of Financial Statements. I
understand the need to provide regulations that serve to increase the public’s confidence
in the financial markets. However, I believe compliance with your Proposed Auditing
Standard as applied to small entities like PVA will result in onerous cost increases that
will greatly exceed any derived benefits.
PVA’s efforts to comply with SOX began shortly after its enactment in 2002. To
date, we have implemented comprehensive and detailed quarterly and annual reviews of
our accounting disclosures and we have documented most of our processes. While we
expected costs to increase due to SOX, we were surprised and dismayed by the projected
increase in auditing fees related to the “internal control audit” (estimated by our auditors
to be 25% to 50% of our annual financial statement audit fee) and on the resultant need
for ongoing documentation updates and auditing certifications. It also appears that much
of what we have been doing to document and test our processes will be disregarded and
must be repeated by our auditors, since the Proposed Standard states that there are a
1
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number of significant areas “in which the auditor should not use the results of testing
performed by management” (Page 38, paragraph 104).
I do not believe the audit and related costs are justified for an entity of our size,
since much of the business is adequately controlled by a “top-down” emphasis on cost
management and control awareness. Furthermore, I do not believe that the “internal
control audit” will provide any practical benefit to the investors in PVA. Rather, the
investors will be hurt far more by the incremental cost of compliance than they will
benefit by the added certification that the internal control systems are functioning
properly. I believe that PVA’s investors and investors in other public entities are far
more concerned that the financial statements are accurate and provide full disclosure. A
company’s internal controls are one of several processes used to support those financial
statements. The controls ultimately depend on the integrity of management, the audit
committee and the board, and not on an onerous, overly formal auditing requirement that
would result in the “form” of documentation becoming more important than the
“substance” of the control environment. As opposed to a separate “internal control
audit”, I believe the public accounting profession should comply with current auditing
standards by performing internal control testing to the extent necessary to establish the
level of validation work needed to confidently express an opinion on the financial
statements of the registrant.
I agree with the views expressed by Robert Schneider of Kimball International
Inc. in his October 16, 2003 letter to you and by Dennis Stevens’ of the Alamo Group in
his November 4, 2003 letter, both of which are posted on your website.
I strongly urge you to reconsider your requirement for an “internal control audit”
and suggest you consider the changes suggested in Mr. Stevens’ November 4 letter,
including a way to limit the liability of the auditor if they can show that they satisfied
their responsibilities as defined by the PCAOB. I urge you to try to arrive at a more cost
effective solution than the Proposed Standard in its current form.
Sincerely,

Frank A. Pici
Executive Vice President and
Chief Financial Officer
Penn Virginia Corporation

2
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PENN VIRGINIA RESOURCE PARTNERS, L. P.

November 21, 2003

Office of the Secretary
Public Company Accounting Oversight Board
1666 K Street, N.W.
Washington, DC 20002-2803
Re:

PCAOB Rulemaking Docket Matter No. 008-Proposed Auditing Standard – An Audit of
Internal Control Over Financial Reporting Performed in Conjunction with an Audit of
Financial Statements.

Dear Board Members:
Penn Virginia Resource Partners, L.P. (NYSE: PVR) is a master limited partnership
(MLP) formed by Penn Virginia Corporation (NYSE: PVA) to manage coal properties and
related assets. In addition to the coal business, PVR generates revenues from the sale of timber
growing on its properties. As of November 14, 2003, PVR had an equity market capitalization of
approximately $610 million. As a small market capitalization entity, PVR has a limited staff.
Furthermore, as an MLP, PVR pays most of its cash flow to its unit holders in the form of cash
distributions. As such, the cost versus benefit of all administrative expenses are closely
controlled and scrutinized.
I appreciate the research and efforts of the Public Company Accounting Oversight Board
regarding the proposed auditing standard, An Audit of Internal Control over Financial Reporting
Performed in Conjunction with an Audit of Financial Statements. I understand the need to
provide regulations that serve to increase the public’s confidence in the financial markets.
However, I believe compliance with your Proposed Auditing Standard as applied to small entities
like PVR will result in onerous cost increases that will greatly exceed any derived benefits.
PVR’s efforts to comply with SOX began shortly after its enactment in 2002. To date, we
have implemented comprehensive and detailed quarterly and annual reviews of our accounting
disclosures and we have documented most of our processes. While we expected costs to increase
due to SOX, we were surprised and dismayed by the projected increase in auditing fees related to
the “internal control audit” (estimated by our auditors to be 25% to 50% of our annual financial
statement audit fee) and on the resultant need for ongoing documentation updates and auditing
certifications. It also appears that much of what we have been doing to document and test our
processes will be disregarded and must be repeated by our auditors, since the Proposed Standard
states that there are a number of significant areas “in which the auditor should not use the results
of testing performed by management” (Page 38, paragraph 104).
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fpici@pennvirginia.com • www.pvresource.com
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I do not believe the audit and related costs are justified for an entity of our size, since
much of the business is adequately controlled by a “top-down” emphasis on cost management
and control awareness. Furthermore, I do not believe that the “internal control audit” will
provide any practical benefit to the investors in PVR. Rather, the investors will be hurt far more
by the incremental cost of compliance than they will benefit by the added certification that the
internal control systems are functioning properly. I believe that PVR’s investors and investors in
other public entities are far more concerned that the financial statements are accurate and provide
full disclosure. A company’s internal controls are one of several processes used to support those
financial statements. The controls ultimately depend on the integrity of management, the audit
committee and the board, and not on an onerous, overly formal auditing requirement that would
result in the “form” of documentation becoming more important than the “substance” of the
control environment. As opposed to a separate “internal control audit”, I believe the public
accounting profession should comply with current auditing standards by performing internal
control testing to the extent necessary to establish the level of validation work needed to
confidently express an opinion on the financial statements of the registrant.
I agree with the views expressed by Robert Schneider of Kimball International Inc. in his
October 16, 2003 letter to you and by Dennis Stevens’ of the Alamo Group in his November 4,
2003 letter, both of which are posted on your website.
I strongly urge you to reconsider your requirement for an “internal control audit” and
suggest you consider the changes suggested in Mr. Stevens’ November 4 letter, including a way
to limit the liability of the auditor if they can show that they satisfied their responsibilities as
defined by the PCAOB. I urge you to try to arrive at a more cost effective solution than the
Proposed Standard in its current form.
Sincerely,

Frank A. Pici
Vice President and
Chief Financial Officer
Penn Virginia Resource Partners, L.P.
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From:

dave.harrison@pentair.com

Sent:

Tuesday, November 25, 2003 5:49 PM

To:

Comments

Cc:

fholman@mapi.net

Subject: PCAOB Rulemaking Docket Matter No. 008

Mr. William J. McDonough, Chairman
Public Company Accounting Oversight Board
1666 K Street, NW
Washington, DC 20006-2803
Re:

PCAOB Rulemaking Docket Matter No. 008,
Release No. 2003-017, October 7,2003

Dear Mr. Chairman and Members and Staff of the Board:
In response to the PCAOB Rulemaking Docket Matter No. 008, Pentair and I would like to express our
concurrence with the Manufacturers Alliance/MAPI letter dated November 21, 2003, attached. In particular, the
PCAOB proposal is unnecessarily prescriptive and will be very costly to Pentair and other companies that fall
under its requirements while providing minimal benefits at best. The proposal requires the external auditor to
perform many procedures directly without assistance of competent company employees under the direction of
management. Also, the proposal requires that many procedures be done annually without regard to risk or
allowance for the use of sampling or cycling.
During 2003, Pentair will have spent $1.5 Million implementing the requirements set forth in the
Sarbanes/Oxley Act. This amount does not include the extra yearly costs anticipated to continually monitor
compliance to Sarbanes/Oxley legislation, nor does it include the yet to be determined external audit costs for
yearly attestation by the external auditors or the fees levied by the PCAOB to fund your organization. In total, it
will cost Pentair several million dollars each year to abide by the new legislative requirements. These are costs
that directly effect our bottom line and therefore our ability to provide new jobs and higher investor returns. It is
unfortunate that a few "bad" public companies have caused such an overreaction and that now we all must pay
for their indiscretions with more legislated requirements.
Pentair thanks the PCAOB for this opportunity to comment on Rulemaking Docket Matter No. 008. We hope
that the final requirements become less intrusive to all companies and that there eventually is a better balance
between internal personnel and the external auditors in fulfillment of the Sarbanes/Oxley requirements.

David Harrison
Executive Vice President and Chief Financial Officer
Pentair, Inc.

12/1/2003
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From:

Perisho, Jim [perisho@ptlr.com]

Sent:

Sunday, October 26, 2003 2:56 PM

To:

Comments

Subject: Proposed Auditing Standard-Audit of Internal Control

Significant Deficiency vs Material Weakness
The definitions in paragraph three on page eight of the Briefing Paper don’t make sense. Both
significant deficiencies and material weaknesses are defined as “…more than a remote likelihood of a
misstatement of/in the company’s annual or interim financial statements.” Are you saying they are the
same?
James C. Perisho, CPA
Perisho Tombor Loomis & Ramirez
901 Campisi Way, Suite 250
Campbell, California 95008
Phone (408) 558-4100
Fax (408) 558-0511
*

*

*

*

The information contained in this message is privileged, confidential or otherwise protected from use and disclosure. If you are not the
intended recipient, you are hereby notified that any review, disclosure, copying or dissemination of this message, or the taking of any
action in reliance on its contents, or other use is strictly prohibited. If you received this message in error, please notify us immediately by
replying to the message and deleting it from your computer. Thank you. Perisho Tombor Loomis & Ramirez PC.
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Corporate Finance
Pfizer Inc.
235 East 42nd Street
New York, NY 10017-5755
Tel 212573 3222 Fax 212 338 1815
Email loretta.v.cangialosi@pfizer.com

Loretta V. Cangialosi
Vice President and Controller

November 21, 2003
Office of the Secretary
Public Company Accounting Oversight Board
1666 K Street, N.W.
Washington, D.C. 20006-2803
Re: PCAOB Rulemaking Docket Matter No. 008, Proposed Auditing Standard – An Audit of
Internal Control Over Financial Reporting Performed in Conjunction with an Audit of Financial
Statements
Ladies and Gentlemen:
Thank you for allowing Pfizer the opportunity to comment on the proposed professional standards as
drafted by PCAOB to govern the independent auditor’s attestation, and reporting on, management’s
assessment of the effectiveness of internal control.
Pfizer is a research-based global pharmaceutical company that discovers, develops, manufactures, and
markets innovative medicines for humans and animals. Earlier this year, Pfizer completed its merger
with Pharmacia Corporation, another global pharmaceutical company. After the acquisition, pro forma
revenues of the combined company will approximate $45 billion and pro forma assets of the combined
company will approximate $120 billion.
We fully support the PCAOB as they establish themselves in their private-sector role to oversee the
auditors of public companies in order to protect the interests of investors and to further the public
interest in the preparation of informative and independent audit reports. Further, we appreciated the
opportunity to participate in PCAOB’s July 29 ‘Roundtable’ discussions regarding the proposed
standard. In those discussions, we were heartened by the strong consensus among all constituents with
regard to the following:
•

The standards should be ‘principle-based’ vs. ‘rule-based.

•

There is no escaping that it still comes down to the auditor’s application of judgement, i.e. ‘one
size fits all’ was unanimously deemed to be inappropriate in the context of this standard. It is
impossible to devise a complete set of rules covering all circumstances. Just as it does in the
financial statement audit, it must come down to the auditor’s judgment.
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•

There has to be a balance in the interpretation of the amount of external auditor work required
to attest to management’s assertion over the effectiveness of internal controls over financial
reporting. There was solid agreement that the external auditor should not “principally” rely on
the work of management/internal audit in completing their attestation. However, there was also
clear agreement that the Internal Audit function was an important part of the internal control
environment and could be relied upon to an appropriate extent if the external auditor was
satisfied with their assessment of the objectivity and competence of that function.

We feel that the proposed standard deviates from that consensus in several areas. Below are those
areas we feel the Board should review, and then recommit to the consensus.
The Intended Scope of the Attestation
From the outset, Section 404 (b) of the Sarbanes-Oxley Act specified that the external auditor “shall
attest to, and report on, the assessment made by the management of the issuer.” However, the
proposed standard deviates from that requirement by suggesting that the external auditor must audit the
entire internal control environment, thereby extending the intended requirement. This would require
significantly more work by the external auditor with little incremental benefit over an attestation of
management’s assessment, the intended requirement. We do not believe the premise that such a robust
undertaking actually achieves its intended result, higher comfort by the investor community. In fact,
we feel this proposal may increase the auditor expectation gap relative to investors who are likely to
deem this as a certification that there is no possibility of fraud. It will be almost impossible for
external auditors to achieve the expected audit of the entire internal control environment.
We strongly believe that the Board should revert to the intended requirement of an attestation of
management’s assessment, protecting the credibility of that attestation. Companies need to be allowed
to practice good governance and demonstrate a respect for compliance, rather than have guidance so
complex it, compromises the credibility of the standard-setting process. If actual practice indicates a
need for further guidance, it should then be considered.
Using the Work of Management and Others
The proposed standard offers specific guidance for auditor testing around ‘significant transaction
streams’ and conducting ‘walkthroughs’. And it specifically limits the auditor’s use of work
performed by management and internal audit in other key areas, e.g. controls over IT and reserve
estimates. We feel the specificity of guidance in this area not only runs counter to the notion of the
auditor using judgment in the execution of their duties, it begins to frame out a dangerous ‘check the
box’ approach to attestation. It was agreed at the July Roundtable that “one size does NOT fit all”, and
we therefore continue to believe that such a mandated, uniform and specific approach which does not
permit an auditor to use judgment is inappropriate.
The Internal Audit function has been identified in COSO and other mediums as a critical component of
the internal control environment. The recently-approved NYSE listing requirements include an
Internal Audit function. And, increasingly, Audit Committees are realizing an important asset in
effective oversight is a competent, objective internal audit function with a good reporting relationship
to them. By restricting the auditor’s reliance on internal audit’s efforts to routine transaction
processing, the appeal of that function is dulled. That would contribute to a weakening of the function,
clearly an unintended consequence to the Audit Committee. Again, the external auditor must be
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allowed to assess the competence, effectiveness and objectivity of the Internal Audit function and to
exercise judgment in the conduct of their attestation program, including the extent to which they may
rely on internal audit work.
Evaluation of the Effectiveness of the Audit Committee
The proposed standard provides that the auditor should evaluate the effectiveness of the Audit
Committee’s oversight of the company’s external financial reporting and internal control over financial
reporting as a part of its attestation. Given the Audit Committee’s express obligation to retain,
compensate and terminate the auditor, this evaluation requirement appears circumspect. Further, most
Big 4 audit firms have a process by which the audit engagement partner and team are evaluated by
Audit Committee members as a quality check. In this case, you have the Audit Committee evaluating
the external auditor and deciding on the external auditor service and compensation and the external
auditor evaluating the Audit Committee. This type of circular arrangement is the reason that Sarbanes
Oxley saw fit to take the engagement of the external auditor away from management. Aside from the
obvious conflict of interest, it’s questionable whether auditors may have all the requisite skills to make
such an evaluation. While external auditors have contact with many audit committees it does not mean
that they have any in-depth knowledge or expertise in making a judgment on the effectiveness of the
Audit Committee.
After taking so many positive steps in helping to re-establish auditor independence, we strongly urge
you to delete such a specific evaluation of the Audit Committee by the auditor. We would suggest that
Governance Committees of the Board of Directors already play an effective role in any evaluation of
the Audit Committee. The Board is free to make those evaluations as they deem appropriate, including
any direct contact with the auditor. Indeed, it may be appropriate to underscore the Board’s
obligations in that regard, rather than allow them to passively delegate their oversight role to the
auditor.
Significant Transaction Stream Inclusion
The proposed approach focuses on significant transaction streams rather than focusing on the
significant risk issues associated with financial failures. An audit approach that does not allow
application of an auditor’s judgment or take into account the relevant risk factors will not produce
better or more reliable attestation reports for investors. For example, the current proposal would
require auditors to ‘walkthrough’ the Payroll process as it is a significant transaction stream. However,
in our industry, it is highly improbable that ‘walkthroughs’ and testing in this area would result in the
detection of any kind of material weaknesses or misstatements.
We believe more significant risk events include:


Wrong tone at the top



Significant business model changes



Rapid growth over a short period of time



A change in the sales terms or changing revenue streams



Compliance, regulatory or litigation issues



Unusual or new accounting or structural transactions



Reserves or accruals where significant judgment is required
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Auditors must understand the overall control environment and the potential risk issues. To this end,
we suggest a more principle-based approach that would allow auditors to exercise appropriate
judgment in deciding which areas require ‘walkthroughs’ and related testing.
Control Documentation Guidance
The Standard focuses on using “textbook” methods to assess internal controls, including expectations
for documentation of all controls. Given that global companies are dynamic in nature and ever
changing, current and comprehensive documentation would present an excessive burden, which we
believe exceeds the intentions of the legislation. In addition, today’s companies rely heavily on
technology for controls focused both on prevention and detection, which are often embedded in the
supporting information systems rather than documented on paper copy. Companies utilize significant
analytical techniques today to understand their results and monitor the way in which financial results
are being reported. For example, many companies have dashboards to show daily sales by product of
store location. The internal controls methodology adopted in the final rules must consider these more
“cutting edge” types of control activities. Again, we believe that permitting auditors to exercise more
judgment would permit them to make the most appropriate tests in the circumstances.
In conclusion, we share the same goal as the PCAOB, maintaining and strengthening the integrity,
quality and transparency of financial statements. However, we believe the proposal has introduced
significant unintended consequences. We strongly recommend that the final rules reflect the good
consensus obtained as part of PCAOB’s process of standard setting, i.e. the notion of principle-based,
auditor judgement and ‘balance’.
We appreciate your consideration of these comments. We would be happy to discuss these matters
further or to meet with you if it would be helpful.
Sincerely,

Loretta V. Cangialosi
Loretta V. Cangialosi
Vice President and Controller
cc:
David L. Shedlarz
Executive Vice President and Chief Financial Officer
Hugh Donnelly
Vice President- Internal Audit
Peggy Foran
Vice President, Corporate Governance
& Corporate Secretary
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PIERCY BOWLER TAYLOR & KERN
Certified Public Accountants. Business Advisors
November 20 , 2003

Office of the Secretary
Public Company Accounting Oversight Board
1666 K Street , N.
Washington , D. , 20006- 2803

Re: PCAOB Rulemaking Docket Matter No. 008
Ladies and Gentlemen:

We appreciate the opportunity to comment upon the proposed auditing standard contained in Release No.
2003- 107 with regard to the independent auditors ' responsibilities under Sec. 404 of the Sarbanes- Oxley
Act of 2002 and related regulations. The proposed standard apparently represents the result of substantial
analysis and consideration of many issues concerning auditors responsibilities and users ' needs in this
newly expanded area of financial reporting and the attest function.

Because of the comprehensiveness and sheer volume of the proposed standard and the relatively short
comment period , rather than directly addressing the 31 questions posed by the Board in its 25- page letter
accompanying the draft standard (which we will leave to other commentators with greater resources), we
will necessarily limit our comments to those few matters we believe to represent significant inherent
inconsistencies or potential conflicts in , or likely to be caused by, the standard , if adopted as proposed
and other issues most seriously, in our opinion , in need of reconsideration by the Board.
The principal inconsistency we see in the
underlying the definition of

proposed standard relates to the long-accepted

premise

set forth in paragraph 6 , and

internal control over financial reporting

virtually all other similar definitions that have appeared in our authoritative literature throughout the
institutional history of the auditing profession. That is , that internal control can only provide reasonable
but not absolute , assurance of achieving

its objective of preventing

or

detecting misstatements or

misappropriations of resources. The notion of reasonable , but not absolute , assurance , effectively

acknowledges that misstatements and misappropriations (which could be material) can occur even in the
presence of the strongest , most effective controls as a result of innocent human failures (for example
inadvertent errors , oversight or poor judgment) or collusion or management override. But in the face
these acknowledged facts of business life , the standard seems to abandon the notion of " reasonable
assurance " by prejudging in paragraph
126
that the discovery of a material misstatement in the financial
statements by the auditors must be reported at least as a significant deficiency and establishing an
effective burden of justification if it is not reported as a material weakness. The same is true with regard
to restatements of previously issued financial statements.
By prejudging the reporting implications of such events with respect to internal control reporting, the
standard not only eliminates both the opportunity and obligation to exercise sound professional judgment
based on facts and circumstances , but creates enormous potential for disagreement between management

and the auditors (which disagreement would be separately reportable also under other provisions of the
securities laws and regulations). We believe such unequivocal prejudgment at the standard level would
likely cause a large number of smaller issuers to receive qualified or adverse opinions on internal control
for no reason other than the fact that the company s auditors are doing a good job in finding and
proposing adjustments , thus severely impairing their future access to the capital markets and causing
diminution in the value of the public shareholders ' investments , event if the financial statements

contained no material misstatements when issued. We do not believe this kind of reporting would be in
the investing public s best interests.

6100 ELTON AVENUE , STE. 1000 , LAS VEGAS, NEVADA 89107- 0123

702- 384- 1120 fax 702- 870- 2474

pbtk.com
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Office of the Secretary
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November 20 , 2003
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in paragraph 7 should be revised to more
in paragraph 6 by incorporating a
reference to the notion of reasonable assurance. For example , the definition might be modified as marked
We also believe that the definition of

internal control deficiency

closely mirror the definition of

internal control over financial reporting

in boldface type below:
An

internal control deficiency

reasonably assure that

assigned functions ,

ta will

exists when the design or operation of a control does not aIlaw
management or employees , in the normal course of performing their
prevent or detect misstatements on a timely basis.

Additionally, since they are the bodies most responsible for overseeing both management and the
independent auditors , we regret that Sarbanes- Oxley did not place any regulatory oversight on audit
committees , as it did for auditors by establishing the Board. But we believe any attempt (as in paragraph
126) to repair that omission by making auditors responsible to report publicly on the performance of the
audit committees , sets up a serious conflict of interest for auditors since audit committees are responsible
for their selection (hiring and firing) and performance evaluation. This kind of circular oversight would
, in our view , untenable in many likely circumstances.

Recognizing, as mentioned above (in the third paragraph of this letter) that ,
reasonable assurance ,

given the principle of

even under the best controls , material misstatements can nevertheless occur for a

variety of reasons , we have been concerned since Sarbanes-Oxley was finalized in 2002 that publicly
distributed auditors ' unqualified opinions on the effectiveness of internal controls (or the fairness of
management's positive assessment) may lull investors into a false sense of security about the likelihood
of a misstatement , particularly, those users who might tend to " zero in " on the opinion paragraph without
reading the "inherent limitations paragraph" (as it is referred to in APPENDIX A) that precedes it in the
illustrations. We suspect this concern contributed significantly to the failure of prior attempts by the SEC

in 1979 and 1988 to require audit reports on internal control in public filings. We believe that our
concern could be ameliorated by moving the language illustrated in the inherent limitations paragraph to
the end of the opinion paragraph and connecting it with a transitional word such as "however. " This
would be more effective , we believe , in placing the unqualified opinion in proper perspective.
We hope we have clearly articulated our significant concerns about the proposed standard for your
consideration. However, ifthere are any questions , please contact either of the undersigned.
PIERCY, BOWLER, TAYLOR

L. Ralph Piercy, President and
Managing Shareholder

KERN

tff?

Director, Technical Services
(Former member , Auditing Standards Board)
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From:

Zona Porter [zonaporter@yahoo.com]

Sent:

Friday, November 21, 2003 2:09 PM

To:

Comments

Subject: Modern Mobsters - Legalized Racketeering!

Public Company Accounting Oversight Board
Attention: Office of the Secretary
1666 K Street, NW
Washington, DC 20006-2803
RE:

PCAOB rulemaking docket matter no. 008
Modern Mobsters – Legalized Racketeering

The accounting profession is an illegal racket. They operate like an organized crime syndicate and
should be investigated for their illegal and corrupt business practices. These new “rules” you are passing
are only going to further help them in what has become one of the greatest legalized ponzi schemes in
our country’s history.
While the rest of the economy works hard to recover from the most recent recession we are witnessing
the accounting profession reap a bountiful harvest. They are reporting record revenue growth and
project even more prosperous times ahead. Much of this thanks to two key events:
z
z

The collapse of Arthur Andersen, and
Organized price and scope increases.

It is appalling to see the new accounting oversight body is about to write regulations which will do
nothing to prevent another Tyco, WorldCom, or Enron but only continue to enable the accounting
profession to continue their organized scheme.
The new rules that you have proposed will do nothing but enrich the accounting profession. The
proposed rules on internal controls will do nothing to prevent another Enron (Andersen), WorldCom
(Andersen), Tyco (PWC), Adelphia (D&T), or HealthSouth (E&Y). They will only further enable the
accounting Mafia to continue their shake down of Corporate America with their conspiracy to provide
yet even more revenue-generating services.
These highly secretive private partnerships operate as an exclusive club of Mafia-like professionals.
They are highly organized, secretive, and ruthless in their business dealings. Regulation and reform are
necessary to stop this organized racketeering operation.
When Arthur Andersen was faced with the prospect of eminent bankruptcy following the criminal
conviction of their partnership, the rest of the Family held a “special meeting” similar to the meetings
Joe Bonanno organized for the American Mafia families. Joe Bonanno formed “The Commission” for
Cosa Nostra. The Commission consisted of a council of the five top Mafia families. They would meet
to arbitrate matters important to the “Family” business. The different families worked together to
secretly protect one another and make sure that disputes could be resolved within the Family and the
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families various business dealings.
Likewise the Big Five (and now the Big Four) families have a similar structure. They regularly engage
in discussions with their peers to ensure that their businesses (tax, internal audit, audit, etc…) and high
returns are protected. Protected from government regulation. Protected from competitors. Protected
from other threatening forces that may undermine their structure.
When Andersen was convicted, the rest of the Family got together to carefully divide up the remains.
Andersen executives even participated in these meetings. Each firm agreed to take a certain share (not
too much or too little) to make sure that “successor liability” would not jeopardize any of the remaining
members. They worked out deals to make sure that many of the former Andersen partners were “taken
care of” and remained in the “Family business”. Sure some Andersen partners lost money – but very
few became unemployed or filed for bankruptcy. Why? Because the Family took care of it’s own.
The Big Four Commission also agreed to not raise (or decrease) prices. Instead they would bid jobs
based on what Andersen had previously charged. This would ensure an orderly transition and prevent a
bidding war for business. Each firm agreed how much to pay Andersen and how best to “buy a partner”
and his/her book of business. The transaction was executed perfectly. No one complained. The FTC
did not investigate. And each firm won a their fair share of a bigger pie.
This was also made possible by another Family tradition: Not to speak out against other Family
members publicly or show disrespect for the Family (profession). The recent Finance Committee
hearing on Illicit Tax Shelters looked more like a Mafia inquiry then a business inquiry. People were
afraid to speak out. They even had a witness (“Mr. Janet” an anonymous pseudonym for someone who
was too scared to speak publicly for fear of retaliation) behind a curtain with a disguised voice. Other
witnesses who spoke out (e.g. Michael Hamersley, Robert Schmidt, and Thomas Walsh) all spoke about
the fact that their careers and futures were ruined because they spoke out against the big firms.
People are afraid to talk, and why shouldn’t they be? Their livelihood depends on the Big Four Mafia.
To cross the Family can find someone in financial and career ruin. Big Four firms sue former
employees who violate the code or quietly discredit former professionals or uncooperative clients to
prospective employers. Meanwhile, Family members who play ball can be assured future opportunities
including invitations to join corporate boards. The firms operate extensive “alumni networks” in order
to provide referrals and other professional “courtesies” to loyal alumni. It doesn’t stop there. Loyal
clients who funnel business back into the Family are treated to lavish vacations and other entertainment
perks like tickets to sporting events, theater and expensive dinners.
Each Family protects there own and each other. They make sure that people who are loyal to the Family
business are taken care of. When professionals leave the Family to join the government (SEC) they pay
them large departing bonuses (sometimes up to 3 times the difference between a government salary and
their former salary in the firm). They provide them with a promise that they can come back and work for
the Family when their government stint is up. These severance bonuses and promises for future
employment amount to nothing less then bribery of a federal employee. Sometimes they hire the person
back as a “consultant” to make sure that the arrangement is not well known or easily traceable. Since
the partnerships are all private it’s fairly easy to conceal these activities. The fact remains though - it
occurs, and it occurs often.
The Honorable Carl Levin has noticed how corrupt these institutions have become. He told the Senate
Finance Committee:
“Our investigation has found, sadly, what could be called a target-rich environment –numerous
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respected accounting firms……… spending substantial resources, forming alliances, and developing the
internal and external infrastructure necessary to aggressively design, market, and implement hundreds
of complex tax shelters that U.S. taxpayers would otherwise be unable, unlikely, or unwilling to employ.
And they are doing it in exchange for hundreds of millions of dollars in fees and other compensation,
while denying the U.S. Treasury billions of dollars in revenues each year.”
These firms are not just involved in corrupt tax shelters. They are actively promoting other services that
can generate substantial revenues for their corrupt enterprises. They shake down their clients to ensure
continued growth and prosperity for their illegitimate partnerships. When the House was considering
the Sarbanes-Oxley Act, leaders from these firms publicly stated that the cost of compliance would be
“insignificant.” They claimed, in yet another organized message: “much of what was needed was
already being performed by the auditors.” They did not think that the impact to companies would be
significant. Privately they were already scheming amongst themselves how they would be the ultimate
beneficiaries of these rules by increasing in their “scope” by 25-35%. A number they uniformly
communicated publicly once the legislation was passed.
When it was clear that they could no longer provide internal audit services for audit clients they cleverly
made agreements among the Family members to trade clients. They agreed not to compete against each
other and instead to acquire each other’s business. In so doing they would keep prices up and prevent
other smaller firms from competing for this business. Sometimes the deals were made on a local level
so as not to appear to be in total violation of federal anti-trust laws. Sometimes they traded employees so
the clients would have the same team serving them.
Then they put some of their top lieutenants together to figure out how to ensure that the requirements
under section 404 would not be a one-time event but a rather “recurring revenue stream” for the
profession. Their lieutenants met under the auspice of the Auditing Standards Board. They kept other
(non-Family) members out of the discussions and worked feverishly to shape the agenda reading more
stringent and challenging requirements into the Act. The worked together to make sure that their public
comment letters to the SEC were closely aligned and sent a consistent message.
They devised means to ensure that this would represent a recurring revenue stream for them. Their
long-term viability as a profession and growth were important considerations – but so to was the need to
protect their “profession” from potential liability. They attempted to codify rules, by hastily passing
new standards that maximized the definition of section 404 for their ultimate benefit. Many of the
Auditing Standards Board’s concepts have been incorporated into your proposed rules. Each was
carefully devised to further enrich the organized racketeers of the Big Four accounting firms. The
PCAOB should not ratify these rules without more careful and independent scrutiny.
Again and again the accounting Mafia has engaged in a scheme to shake down Corporate America.
They charge huge premiums to ‘protect’ public companies and their board members. They actively
collude with one another to ensure peace and unity in the “profession” and they operate by a silent code
of rules that is not always publicly stated but clearly operative within the firms. Those loyal to the rules
are indoctrinated into the partnership and rewarded great sums of money.
Establish rules that will end this legalized racket. Stop the abuse of Corporate America and free our
executives from these modern day mobsters. This must be stopped. These rules should be repealed. If
they cannot be repealed then at least remove the auditors from participating in this process. Establish
rules that will not allow them to profit from their corrupt and illicit schemes.
If necessary hire an army of auditors for the PCAOB to periodically examine management’s assessment
of internal controls. Treat this like the IRS. Hire your own auditors to inspect management’s assertions
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and to levy penalties when companies violate your rules. Don’t model your rules based on the corrupt
ideas put forth earlier this year by the illegitimate actions of the Accounting Standards Board and their
Mafia-representatives.
Sincerely,
Zona Porter
146 Mulberry Street
New York City, New York 10002
(212) 966-1277
Do you Yahoo!?
Free Pop-Up Blocker - Get it now
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Robert Posner
Retired PublicAccountant
2404 Wyoming Ave NW
Washington,DC 20008
November 4th,2003

PublicCompanyAccountingOversightBoard
Attention:Office of the Secretary
1666 K Street, NW
Washington,DC 20006-2803
RE: RulemakingDocket Matter No. 008
Dear Sir:

May the PCAOB REST IN PEACE/l/
Collaborationamongst the final four is at a recordlevel. They are feverishly
workingtogetherto try to figure out howto make sure your proposedrules lay
the biggestpossiblegolden egg. And the ideas are fabulous.
In your section"Testing & EvaluatingOperatingEffectiveness"the great
mindsof the bigfour have already met and figuredoutthat "if internalaudit
works at the directionof the auditors"then they can rely upon internalaudits
work as part of the principalevidence to form their opinion. But,they won't
call it internalaudit work so it is not"technicallya violationof the rules."
The final four make a great TEAM! They are workingcloselyto find every
loopholein your rules. They have found this way amongst themselvesto get
aroundthis one rule- but their efforts are ongoing. They are a creative
bunch.
No doubtthey are already communicatingamongstthemselveson howto
respondto the variousquestionsyou presented in your exposuredraft. Their
responseswill be very similar. Many people outsideof the publicaccounting
industrywill notdare to send in comments. The ridiculouscharade will
continue as the accountingprofessionalcontinueto say one thing and do
another.
The greedy partners will continue to lie, cheat and stealto get what they want.
Anyone who gets in their way will be "professionallyblackballed." They will
continuethe tyranny that gave us Enron, Tyco, HealthSouthand Adelphia.
I wish you well in your effortsto clean up this pandemonium.
Sincerely,_...._
Robert Posner
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PPG Industries, Inc.
One PPG Place Pittsburgh, Pennsylvania 15272
William H. Hernandez
Sr. Vice President, Finance
November 18, 2003
Office of the Secretary, PCAOB
1666 K Street, N.W.
Washington, DC 20006-2803
Re:

PCAOB Rulemaking Docket Matter No. 008

Gentlemen:
This letter is furnished in response to The Public Company Accounting Oversight Board’s
proposed Auditing Standard, An Audit of Internal Control Over Financial Reporting Performed in
Conjunction With an Audit of Financial Statements (“Proposed Standard”). PPG Industries, Inc.
(PPG) is pleased to submit its comments on the Proposed Standard. PPG is a Fortune 500
company and a leading global producer of coatings, glass and chemical products. The
company employs approximately 33,000 employees worldwide and maintains accounting
records at over 200 sites around the world.
We have responded to Question #6 representing our overall view of the Proposed Standard.
The remaining questions are then addressed offering our views as appropriate.
Questions regarding evaluation of management’s assessment:
6.

Is the scope of the audit appropriate in that it requires the auditor to both evaluate
management’s assessment and obtain, directly, evidence about whether internal
control over financial reporting is effective?
No. PPG Industries, Inc. believes that the scope presented in the Proposed Standard
goes well beyond the letter of the law and the intent of Congress in passing the SarbanesOxley Act into law. The Act clearly states that the public accounting firms should attest to
the assessment of the internal control structure and procedures made by management,
and we believe this requirement should not be expanded through interpretation into a
requirement for a detailed audit of internal controls by the auditors.
Further, the Proposed Standard places unnecessary restrictions on the extent to which the
auditor can rely on management’s and internal audit’s work to assess the effectiveness of
internal control. These restrictions will lead to duplicate efforts on the part of the company
and the external auditor with the result that the auditor will essentially re-perform the audit
work already performed by management. This serves no value to the shareholder and will
lead to unnecessary, increased costs.
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Questions regarding evaluation of management’s assessment #6 (continued):
The example provided in the Proposed Standard of the auditor’s opinion (Example A-1) to
be issued as a result of performing this work is not consistent with the position taken by
the Proposed Standard that an audit of controls be performed. The draft unqualified
opinion states, “In our opinion, management’s assessment that W Company maintained
effective internal control over financial reporting as of December 31, 20X3, is fairly stated,
in all material respects, based on [Identify criteria, . . .COSO for example].” This language
refers to the assessment performed by management, not an audit of internal control
performed by the auditor as required by the Proposed Standard. If the auditor is going to
be required to perform an audit of controls, then the opinion should state that the audit
work performed by the auditor supports their own assessment of the effectiveness of
internal control.
The Proposed Standard should be revised to require the auditor only to assess
management’s evaluation of its internal control structure and procedures. However, if the
Proposed Standard is not modified and an audit of a company’s internal controls is
required, then our responses to the remaining questions are offered for your consideration.

Other Questions
Questions regarding an integrated audit of the financial statements and internal control
over financial reporting:
1.

Is it appropriate to refer to the auditor’s attestation of management’s assessment of
the effectiveness of internal control over financial reporting as the audit of internal
control over financial reporting?
No. The law specifically states that the auditor will attest to, and report on, the
assessment of the effectiveness of the internal control structure and procedures made by
management. Accordingly, the work performed by the auditor should support the
attestation statement on the assessment made by management, not be an audit of the
internal control environment of the company.

2.

Should the auditor be prohibited from performing an audit of internal control over
financial reporting without also performing an audit of the financial statements?
No. As previously indicated, the auditor should attest to management’s assessment of
internal control, not perform an audit of the internal control environment. The attestation
work performed by the public accounting firm should be an extension of the financial
statement audit.
If the final standard does require an audit of internal controls as presented in the proposed
standard, then this should be treated as a separate engagement so that it can be
managed separately. Public companies should then be able to enter into a competitive
environment for selecting an auditor to complete the required work.
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Question regarding the audit of internal control over financial reporting:
5.

Should the Board, generally or in this proposed standard, specify the level of
competence and training of the audit personnel that is necessary to perform
specified auditing procedures effectively? For example, it would be inappropriate
for a new, inexperienced auditor to have primary responsibility for conducting
interviews of a company’s senior management about possible fraud.
No. The Proposed Standard need not be so detailed as to address staffing qualifications
for the auditor.

Questions regarding evaluation of management’s assessment:
7.

Is it appropriate that the Board has provided criteria that auditors should use to
evaluate the adequacy of management’s documentation?
Yes. Specific guidance is welcomed. The criteria should be clear to help avoid conflicts of
opinion.

8. Is it appropriate to state that inadequate documentation is an internal control
deficiency, the severity of which the auditor should evaluate? Or should inadequate
documentation automatically rise to the level of significant deficiency or material
weakness in internal control?
Yes, we believe it is appropriate for the Proposed Standard to specify that inadequate
documentation is an internal control deficiency, but the Proposed Standard should leave it
to the auditor’s judgment to asses the severity of the deficiency based on the facts and
circumstances of each situation. A strong internal control environment could be in place
and operating effectively even though the related documentation may not be complete.
Inadequate documentation should be identified as a deficiency and be corrected, but it
should not be presumed to be a significant deficiency or material weakness in internal
control.
Questions regarding obtaining an understanding of internal control over financial
reporting:
9.

Are the objectives to be achieved by performing walkthroughs sufficient to require
the performance of walkthroughs?
If an audit of internal controls is required, then walkthroughs are an effective means of
assessing the operational effectiveness of controls and should also be required.

10.

Is it appropriate to require that the walkthrough be performed by the auditor himself
or herself, rather than allowing the auditor to use walkthrough procedures
performed by management, internal auditors, or others?
If an audit is required, then the auditor should be able to rely, in part, on walkthroughs
performed and documented by the company’s management or internal audit staff or
others. Also see the response to #11 below.
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Question regarding testing operating effectiveness:
11.

Is it appropriate to require the auditor to obtain evidence of the effectiveness of
controls for all relevant assertions for all significant accounts and disclosures every
year or may the auditor use some of the audit evidence obtained in previous years
to support his or her current opinion on management’s assessment?
No, it is not appropriate because the level of work that would be performed by the auditor
would be unnecessarily high. The auditor should be able to rely on the results of detailed
work he performed in the recent past, along with the results of audit work performed by
management, the internal auditor or others. A rotational approach to testing controls over
significant locations and processes should be acceptable and made a part of the Proposed
Standard.
The concepts of fair presentation, materiality, reasonableness and sampling are important
to establishing the scope of an audit of financial statements conducted in accordance with
generally accepted auditing standards. These concepts should be equally relevant to an
audit of internal controls, which would suggest that the notion expressed in the Proposed
Standard of having the auditor obtain evidence of controls for all relevant assertions for all
accounts every year should be toned down. (Also see comments in response to question
#6.)

Questions regarding using the work of management and others:
12.

To what extent should the auditor be permitted or required to use the work of
management and others?
If an audit of internal control is required, then the auditor should be allowed to use the
work of management, internal audit and others in a manner consistent with the guidance in
generally accepted auditing standards covering an audit of financial statements. The
auditor should be able to use the work of the Internal Audit function and rely on internal
control documentation and testing performed at company locations.

13.

Are the three categories of controls and the extent to which the auditor may rely on
the work of others appropriately defined?
No. There is no reason for the Proposed Standard to identify any categories of control
related to which the auditor should not be able to use the results of testing performed by
management and others. Of particular concern is the comment in the Proposed Standard
that no reliance can be placed on the work of internal audit testing certain information
technology general controls. In a company such as ours, these IT general controls are in
place at a large number of locations around the world. It is impractical, unnecessary and
costly to require the auditor to do all this testing ever year.
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14.

Does the proposed standard give appropriate recognition to the work of internal
auditors? If not, does the proposed standard place too much emphasis and
preference on the work of internal auditors or not enough?
No. The Proposed Standard does not give enough recognition to the work performed by
the company’s internal audit department. PPG, as with most public companies, maintains
a professional Internal Audit staff. A risk evaluation is performed each year by Internal
Audit management to plan appropriate audit coverage; and extensive work is performed
by the audit staff to assess the internal control environment maintained throughout our
operations.
The Proposed Standard should make it clear that the auditor can rely on the work of the
internal auditors to reduce the auditor’s work in auditing internal control to avoid
unnecessary duplication of effort. This reliance should be patterned after the reliance an
auditor can place on the work of internal audit to reduce the auditor’s work in conducting
an audit of the financial statements in accordance with generally accepted auditing
standards.

15.

Is the flexibility in determining the extent of re-performance of the work of others
appropriate, or should the auditor be specifically required to re-perform a certain
level of work (for example, re-perform tests of all significant accounts or re-perform
every test performed by others that the auditor intends to use)?
Yes, we believe providing the auditor flexibility in this regard is appropriate and consistent
with the view that professional judgment should be exercised by the auditor throughout the
work performed.

16.

Is the requirement for the auditor to obtain the principle evidence, on an overall
basis, through his or her own work the appropriate benchmark for the amount of
work that is required to be performed by the auditor?
If an audit of controls is to be performed, then the Proposed Standard should contain
guidance on the principal auditor consistent with that contained in generally accepted
auditing standards for financial statement audits.

Questions regarding evaluating results:
17.

Will the definitions in the proposed standard of significant deficiency and material
weakness provide for increased consistency in the evaluation of deficiencies? How
can the definitions be improved?
No. The Proposed Standard will not result in increased consistency because the
definitions contain terms that are subject to professional judgment and interpretation
based on the attendant facts and circumstances. This seems inevitable and does not
suggest that more detailed definitions be developed. We do suggest that the definitions
be rewritten using generally accepted, existing terms of art such as “remote,” “reasonably
possible” and “material’. The introduction of new terms like “more than inconsequential”
will only add confusion and decrease consistency in the evaluation of deficiencies.
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18.

Do the examples in Appendix D of how to apply these definitions in various
scenarios provide helpful guidance? Are there other specific examples that
commenters could suggest that would provide further interpretive help?
The examples provide limited guidance because it is impossible to convey the complexity
that exists in these real life situations. In each case the auditor’s judgment must be used
to evaluate the results of the work performed in the context of this complexity.

19.

Is it necessary for the auditor to evaluate the severity of all identified internal
control deficiencies?
Yes. Each identified internal control deficiency should be evaluated as to severity.

20.

Is it appropriate to require the auditor to communicate all internal control
deficiencies (not just material weaknesses and significant deficiencies) to
management in writing?
Yes. We agree that all internal control deficiencies should be communicated to
management in writing.

21.

Are the matters that the Board has classified as strong indicators that a material
weakness in internal control exists appropriately classified as such?
In principle, we agree that the identified weaknesses could be material. However, each
case must be evaluated in light of the attendant facts and circumstances. The auditor’s
judgment must be used to reach a sound conclusion in each situation.
The Proposed Standard should not state specific conditions that prescribe a conclusion.

22.

Is it appropriate to require the auditors to evaluate the effectiveness of the audit
committee’s oversight of the company’s external financial reporting and internal
control over financial reporting?
No, the auditor should not be required to evaluate the effectiveness of the Audit
Committee’s oversight of the company’s external financial reporting and internal control
over financial reporting because it would put the auditor in the position of evaluating the
group charged with the responsibility of hiring and overseeing the work of the auditor.
Such a requirement would create an awkward situation for the auditor and one in which
the auditor would at least appear to lack the independence necessary to make an
objective evaluation of the Audit Committee’s effectiveness in these areas.

23.

Will auditors be able to effectively carry out their responsibility to evaluate the
effectiveness of the audit committee’s oversight?
No. The evaluation of the effectiveness of the audit committee’s oversight should rest with
the company’s full Board of Directors. The Board of Directors should clearly establish
objectives for the Audit Committee to achieve that are set forth in the Committee Charter
and evaluate the Committee’s performance against these objectives.
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24.

If the auditor concludes that ineffective audit committee oversight is a material
weakness, rather than require the auditor to issue an adverse opinion with regard to
the effectiveness of the internal control over financial reporting, should the
standard require the auditor to withdraw from the audit engagement?
No. There can be situations where strong, effective internal controls exist throughout a
company’s operations although a weak Audit Committee is in place. Additionally, the
evaluation of the Audit Committee is subjective at best. Requirements should be broader
in nature and not specific.

Questions regarding forming an opinion and reporting:
25.

Is it appropriate that the existence of a material weakness would require the auditor
to express an adverse conclusion about the effectiveness of the company’s internal
control over financial reporting, consistent with the required reporting model for
management?
Yes, assuming that the definition of a material weakness is made sufficiently clear in the
Proposed Standard.

26.

Are there circumstances where a qualified “except for” conclusion would be
appropriate?
No, we believe the objective of the auditor’s work is related to assessing the effectiveness
of internal control over financial reporting in total. Allowing a qualified, “except for”
conclusion would potentially create confusion in the mind of users of the financial
statements concerning whether or not the controls over financial reporting are effective.

27.

Do you agree with the position that when the auditor issues a non-standard opinion,
such as an adverse opinion, that the auditor’s opinion should speak directly to the
effectiveness of the internal control over financial reporting rather than to whether
management’s assessment is fairly stated?
No. As indicated in our response to #6, we do not believe that the auditor should be
auditing internal controls. The opinion presented by the auditor, whether it is a clean
opinion or a non-standard opinion, should evaluate management’s assessment of controls
over financial reporting.

Questions regarding auditor independence:
28.

Should the Board provide specific guidance on independence and internal controlrelated non-audit services in the context of this proposed standard?
Yes. Guidance on how internal control related non-audit services impact auditor
independence would be appropriate.

29.

Are there any specific internal control-related non-audit services the auditor should
be prohibited from providing to an audit client?
Yes. All significant internal control related services and internal audit services should be
prohibited because of their adverse impact on auditor independence.
7

File No. PCAOB-2004-03 Page No. 1481

Office of the Secretary, PCAOB
November 18, 2003

Questions regarding auditor’s responsibilities with regard to management’s
certifications:
30.

Are the auditor’s differing levels of responsibility as they relate to management’s
quarterly certifications versus the annual (fourth quarter) certification, appropriate?
Yes. The procedures that the auditor must perform on a quarterly basis should be limited
to inquiry of management about significant changes in the design or operation of internal
control over financial reporting. Inquiry, in conjunction with the auditor’s review of interim
financial information performed during the quarter, should be sufficient to support the
quarterly certification.

31.

Is the scope of the auditor’s responsibility for quarterly disclosures about the
internal control over financial reporting appropriate?
Yes.

NO RESPONSE
Question regarding an integrated audit of the financial statements and internal control
over financial reporting.
3.

Rather than requiring the auditor to also complete an audit of the financial
statements, would an appropriate alternative be to require the auditor to perform
work with regard to the financial statements comparable to that required to
complete the financial statement audit?
No comment.

Question regarding the costs and benefits of internal control:
4.

Does the Board’s proposed standard give appropriate consideration to how
internal control is implemented in, and how the audit of internal control over
financial reporting should be conducted at, small and medium-sized issuers?

No comment.
If you have any questions or require additional information, please contact David B. Navikas,
Vice President and Controller at (412) 434-3812.
Sincerely yours,

cc: D. B. Navikas
J. S. McAwley
K. Edvardsson
J. Stephenson
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PricewaterhouseCoopers LLP
500 Campus Dr.
Florham Park NJ 07932
Telephone (973) 236 7000
Facsimile (973) 236 7200

November 21, 2003
Office of the Secretary
Public Company Accounting Oversight Board
1666 K Street, N.W.
Washington, D.C. 20006-2803
Re: PCAOB Rulemaking Docket Matter No. 008, Proposed Auditing Standard – An Audit of
Internal Control Over Financial Reporting Performed in Conjunction With an Audit of
Financial Statements (PCAOB Release No. 2003-017, October 7, 2003)
Dear Mr. Secretary:
PricewaterhouseCoopers LLP appreciates the opportunity to comment on the proposed auditing
standard, An Audit of Internal Control Over Financial Reporting Performed in Conjunction With an
Audit of Financial Statements (“the proposed standard”), that has been prepared by the Public
Company Accounting Oversight Board (the “Board”).
We fully support the Board’s efforts to further define and clarify management’s and the auditor’s
respective responsibilities under Section 404 of the Sarbanes-Oxley Act (the “Act”). We believe the
proposed standard strikes the proper balance between management’s responsibility for the company’s
controls and their effectiveness, and the auditor’s need to perform an independent audit while making
appropriate use of the work performed by management and others to support management’s assertion.
It provides a logical framework and generally allows for the necessary exercise of the auditor’s
professional judgment. Specifically, we point to the following areas where we strongly support the
proposed standard’s conclusions:
•

The proposed standard operationalizes the concept of one integrated audit process meeting two
distinct objectives and resulting in two opinions—one on internal control over financial
reporting and one on the financial statements. We believe this integration is key to meeting the
public’s expectations.

•

The proposed standard properly recognizes that the auditor can make appropriate use of work
done by management as part of its Section 404 assessment process. The standard’s framework
relating to the auditor’s use of work performed by management and others generally provides a
sound basis for auditors to make appropriate professional judgments, while still requiring that
the auditor’s own work must, at the end of the day, provide the “principal” basis for his or her
opinion.

File No. PCAOB-2004-03 Page No. 1483

•

We believe the Board’s recognition of the importance of financial statement assertions as a key
underpinning of an audit of internal control will significantly help auditors in performing
effective audits of internal control. This will also emphasize the proper “linkage” between the
audit of internal control and the additional procedures the auditor performs to complete the
financial statement audit.

We have provided our answers to the Board’s specific questions as well as more detailed comments in
the attachment to this letter. However, we have several recommendations that we respectfully submit
to the Board on how the goals of the proposed standard may be better achieved. These address the
following:
•
•
•
•
•
•
•
•
•
•
•

Reporting by the auditor
Reasonable assurance
Internal control deficiencies
Evaluation of the audit committee’s effectiveness
Safeguarding of assets
Multi-location testing considerations
Walkthroughs
Use of the work of others
Extent of management’s testing
Evaluation of internal control for small and medium-sized companies
Evaluation of management’s assessment

Reporting by the Auditor
The proposed standard requires the auditor to issue an adverse opinion when one or more material
weaknesses exist in the company’s internal control over financial reporting. In our view, this
requirement is too restrictive. We believe that the existence of one or more material weaknesses
should not automatically result in an adverse opinion. In situations where a material weakness has an
isolated impact on the overall effectiveness of internal control over financial reporting, we believe that
the auditor should be allowed to apply professional judgment and issue a qualified or "except for"
opinion. Examples of such situations might be a material weakness related to the preparation of timely
account reconciliations at an individual business unit or location, or other instances where the impact is
not so pervasive as to affect the overall integrity of the company’s internal control. In these situations,
a qualified or “except for” opinion provides more useful information to readers of the auditor’s report
as it allows the auditor to communicate a meaningful distinction between material weaknesses that
have an isolated impact as opposed to a pervasive impact. This reporting alternative is particularly
important considering the number of material weaknesses potentially being reported in the initial year.
We believe auditors need flexibility to address situations where an adverse opinion resulting from an
isolated material weakness could result in a disproportionately negative impression on users of a
company’s financial statements.
If the auditor is able to issue a qualified or “except for” opinion, management should also have that
reporting alternative. The SEC’s final rules implementing Section 404 state, “Management is not
permitted to conclude that the registrant’s internal control over financial reporting is effective if there
are one or more material weaknesses in the registrant’s internal control over financial reporting.” This
does not appear to preclude management from making a qualified or “except for” assertion when there
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are one or more material weaknesses. Alternatively, if it is concluded that the existing 404 rules would
not permit a qualified report by management, we believe the SEC should modify its Section 404 rules
to allow management to make a qualified or “except for” assertion. This will provide the necessary
symmetry between the rules governing management’s assertion and those governing the auditor’s
opinion. We would be pleased to participate in discussions with staff of the PCAOB and the SEC to
further explain our views in this regard.

Reasonable Assurance
We believe the following sentences in paragraph 18 of the proposed standard may create confusion as
to the responsibilities of management and of the auditor with respect to the effectiveness of internal
control over financial reporting:
“Users of the reports from management and the auditor are entitled to receive the same level of
assurance from both management and the auditor. This means that users should expect reasonable
assurance that internal control over financial reporting is effective.”
“The auditor provides the same level of assurance, though not the same assurance, as management.”
The responsibilities of management and the auditor are very different. As noted in Section 404 of the
Act and in the SEC’s final Section 404 rules, management is responsible for establishing and
maintaining adequate internal controls and procedures for financial reporting and for evaluating the
effectiveness of the company’s internal control over financial reporting. The auditor is responsible for
performing an audit and expressing an opinion on management’s assessment of effectiveness or
directly on the effectiveness of internal control over financial reporting. The auditor is not responsible
for the effectiveness of the company’s internal control over financial reporting.
Reasonable assurance for the auditor relates to performing an audit to evaluate whether effective
internal control over financial reporting was maintained in all material respects. Reasonable assurance
for management relates to management’s assessment of internal control over financial reporting, not to
management’s responsibility for the effectiveness of the company’s internal control over financial
reporting.
We believe these sentences should be deleted from paragraph 18. In addition, we believe the following
should be added to paragraph 18:
“The subsequent discovery of a material weakness in internal control existing at the date of the
auditor’s report on internal control over financial reporting is not, in and of itself, evidence of (a)
failure to obtain reasonable assurance; (b) inadequate planning, performance, or judgment; (c) the
absence of due professional care; or (d) a failure to comply with PCAOB standards. Since the auditor’s
opinion on internal control is based on the concept of obtaining reasonable assurance, the auditor is not
an insurer and his or her report does not constitute a guarantee.”
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Internal Control Deficiencies
We believe the definitions of a significant deficiency and a material weakness included in the proposed
standard provide greater clarity and permit more consistent application than the definitions in existing
auditing literature. The new definitions better reflect a continuum from an internal control deficiency to a
significant deficiency to a material weakness. However, we believe that by using the concept of “remote
likelihood” in the standard’s definition of significant deficiency, the Board has significantly, and in our
view inappropriately, increased the number of internal control deficiencies that will be classified as
significant deficiencies. As a result, auditors, management, and audit committees may spend excessive
time reviewing deficiencies that are unlikely to ever rise to the level of a material weakness, while
perhaps not giving enough attention to more significant items presenting greater risk. Also, the
requirement that unresolved significant deficiencies be regarded as strong indicators of a material
weakness, when combined with the proposed definition, could result in companies adopting controls that
are not justified from a cost–benefit perspective.
We recommend that the Board reconsider its definition of significant deficiency in light of these potential
consequences. We acknowledge the significant efforts of the Board and others in developing a workable
definition of significant deficiency. We suggest that the Board engage interested parties—including the
SEC, the preparer community, and auditors—in a coordinated effort to resolve this issue.
The examples of significant deficiencies and material weaknesses in Appendix D are helpful. We
believe management and auditors would benefit from additional guidance and examples at the lower
part of the continuum (i.e., examples of internal control deficiencies that would not be deemed to be
significant deficiencies). Additional guidance and examples on distinguishing between testing
exceptions that do not rise to the level of an internal control deficiency versus those that do also would
be helpful.

Evaluation of the Audit Committee’s Effectiveness
We agree that the auditor should evaluate the effectiveness of the audit committee’s oversight,
recognizing its role within the critically important control environment and monitoring components of
internal control over financial reporting. Consistent with the framework established by the Committee
of Sponsoring Organizations of the Treadway Commission’s (COSO) report, Internal Control –
Integrated Framework, the auditor has a responsibility to evaluate the “participation by those who
govern,” including the audit committee, the board of directors, and management. However, we believe
the evaluation of the audit committee’s effectiveness should be in the context of the auditor’s
evaluation of the overall control environment. Singling out audit committee effectiveness for
individual assessment overemphasizes one element of the control environment to the exclusion of
others. As such, we believe that the auditor’s responsibility to evaluate the effectiveness of those who
govern, including the audit committee, does not extend beyond the auditor’s evaluation of the
company’s control environment in the context of internal control over financial reporting. We also
believe that it is the board of directors’ role to determine the overall effectiveness of the audit
committee.
We believe the auditor’s evaluation of the effectiveness of those who govern—as part of the control
environment—should be a qualitative assessment. We believe the list of factors in paragraph 57 for
evaluating the effectiveness of the audit committee in the context of the overall control environment
should be revised as they are not necessarily the most relevant for this purpose. For example, the
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amount of time that the audit committee devotes to control issues, and that audit committee members
devote to committee activity, may not be directly relevant to the effectiveness of the audit committee.
In addition, including the audit committee’s compliance with the applicable listing standards adopted
pursuant to Section 301 of the Act may be viewed as inappropriately extending the auditor’s evaluation
outside the scope of internal control over financial reporting and into areas of regulatory compliance,
which are matters for legal determination and are outside the scope of the auditor’s responsibility.
We recommend that the Board consider adding factors outlined on pages 26 and 27 of the COSO report
as factors relevant to evaluating the effectiveness of those who govern, including the audit committee.
Specifically, we believe factors such as the following should be considered for inclusion:
• Courage, willingness and ability to raise, scrutinize, and pursue difficult questions with both
management and the auditor;
• Focus on areas of higher business or corporate governance risk;
• Understanding of critical accounting policies and highly subjective and judgmental accounting
estimates; and
• Direct and independent interaction with key members of financial management, including the
chief financial officer and the chief accounting officer.
However, by suggesting these factors, our intent is not to create a “checklist” approach for evaluating
the effectiveness of those who govern. In this regard, we recommend that the standard clearly indicate
that the auditor, while required to consider these factors, is not required to separately conclude on the
audit committee’s effectiveness with regard to each and every factor.

Safeguarding of Assets
We appreciate the Board’s efforts in Appendix C of the proposed standard to clarify which controls are
covered by the definition of safeguarding of assets. However, we do not believe the guidance in
Appendix C is sufficient to answer the many questions that we see in practice regarding which controls
relate to safeguarding of assets in a financial reporting context. For example, it is not clear what the
Board’s views are with respect to whether controls related to disaster recovery procedures, or controls
designed to prevent unauthorized use of intellectual property (software, music, etc.), would be
considered safeguarding of assets in a financial reporting context and therefore would require
management and the auditor to evaluate their design and operating effectiveness. Such controls
typically would have no direct impact on whether the historical financial statements are fairly stated.
Accordingly, we do not believe that such controls should be included in the definition of safeguarding
of assets for purposes of the proposed standard.
We believe Appendix C should be expanded to address these and other situations in order to avoid
confusion as to what is intended by the definition of safeguarding of assets. This is particularly
important because the effort to test many of the controls that might possibly be considered as relating
to safeguarding of assets would be significant. Furthermore, depending on the final definition of
safeguarding, such testing might require skill sets different from those normally encompassed by
auditors’ professional training and experience.
We also believe the existing definitions of internal control deficiencies, significant deficiencies, and
material weaknesses may need to be revisited, once the scope of safeguarding of assets is better
defined. These definitions are currently in the context of a potential “misstatement” in the financial
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statements. Deficiencies in areas such as those mentioned above, however, would not typically result
in the risk of “misstatement” of the financial statements.
Multi-location Testing Considerations
We believe the guidance in Appendix B on multi-location testing considerations provides the auditor
with a useful framework for exercising the considerable judgment needed to effectively plan an audit
of internal control involving multiple locations or business units. We believe that auditors will require
implementation guidance for situations where a company has many locations or business units (e.g.,
hundreds of retail stores or hotels) that are of approximately the same size, no one of which is
relatively more financially significant than another. For example, guidance permitting the auditor to
use some form of sampling in this type of situation may be appropriate.

Walkthroughs
We believe independent walkthroughs are an important part of the auditor’s evaluation of the design
effectiveness of controls and we support the PCAOB’s requirement that the auditor perform
walkthroughs of significant processes. We also believe that the objectives of walkthroughs set forth in
paragraph 79 of the proposed standard are sufficient to make walkthroughs required procedures. Further,
we believe the auditor should perform walkthroughs himself or herself rather than using walkthrough
procedures performed by management, internal auditors, or others. To conclude on design
effectiveness, it is essential for the auditor to develop his or her own point of view about risks and
controls within significant processes. This is effectively accomplished by performing walkthroughs.
In our view, the requirement that the auditor “should trace all types of transactions and events, both
recurring and unusual, from origination through the company’s information systems until they are
reflected in the company’s financial reports” is excessive and inappropriately constrains the auditor’s use
of professional judgment. For example, a literal reading of this sentence could result in an auditor of a
large multinational company performing hundreds of walkthroughs encompassing immaterial
transactions and events at business units or locations that are immaterial individually and in the aggregate.
We believe such a requirement is also inconsistent with the proposed standard’s thrust—which we
strongly support—of driving the auditor’s efforts to those areas that the auditor judges to be important
(e.g., significant accounts and disclosures, significant processes, important locations, etc.).
We do not believe the concept of significant processes that appears in paragraph 79 is consistent with that
in paragraph 69. Paragraph 69 states that “the auditor should identify each significant process over each
major class of transactions affecting significant accounts or groups of accounts.” We recommend that
this important point be incorporated in paragraph 79 to emphasize that the auditor’s consideration of
significant processes is solely in the context of major classes of transactions affecting significant accounts
or groups of accounts and disclosures.

Use of the Work of Others
We believe that it is appropriate to consider the work of others in certain circumstances. We agree that
the auditor’s use of others’ work must be subject to the auditor’s overall conclusion, using professional
judgment, that his or her own work provides the “principal” evidence for the auditor’s opinion. We
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believe the proposed standard should clearly state that the auditor’s judgment with regard to “principal
evidence” is qualitative and not subject to quantitative measurements. For example, the auditor’s
determination of principal evidence might appropriately give greater weight to some areas of work
performed by the auditor (e.g., the control environment) than to other areas (e.g., controls over routine
processing of significant accounts and disclosures).
We agree generally with the three categories that the Board has outlined. However, we believe that the
auditor should not be automatically precluded from using the results of testing performed by
management and others of information technology general computer controls. Companies generally
recognize the importance of information technology general computer controls and many (particularly
in the financial services industry) have large and sophisticated internal audit functions that perform
extensive testing of such controls. We believe the auditor’s ability to obtain the principal evidence to
support the opinion on internal control will not be adversely affected by permitting the auditor to use
some of the testing performed by management. Accordingly, we recommend these controls be
regarded as an area where auditors may make limited use of work performed by management and
others, where appropriate.
We believe it would be highly unusual for the auditor’s own work to provide the principal evidence
required for the auditor’s opinion without the auditor performing at least some independent testing of
controls over routine processing of significant accounts and disclosures included in the third category.

Extent of Management’s Testing
We believe the proposed standard provides useful guidance to the auditor in determining the nature,
timing, and extent of testing to perform in evaluating design and operating effectiveness. However,
similar guidance does not exist with respect to the required testing by management. As a result, many
registrants do not have a consistent view of the extent of testing that is required for management to
have sufficient evidence to provide a basis for its assertion. As a general rule, we believe that
management’s testing should be at a level that is at least equivalent to the level of testing generally
expected of the auditor. We recommend that the PCAOB work with the SEC to provide management
with appropriate guidance to ensure that management’s testing is adequate and at least at a level
reasonably consistent with that performed by the auditor.
We also believe that paragraph 126 of the proposed standard should be revised to add the following to
the list of circumstances that are considered significant deficiencies and strong indicators of a material
weakness: “The lack of sufficient evidence to support the management assertion regarding the
operating effectiveness of internal control.”

Evaluation of Internal Control for Small and Medium-Sized Companies
We believe that there should be no significant difference in the standard’s requirements for small
companies, other than to acknowledge the potential for a less formal internal control structure. While
we agree that a small company will likely have less complex processes and, therefore, less complex
controls, the same basic internal control tenets apply equally to all companies. The standard can
provide only general guidance that auditors must then apply—using their professional judgment—to
the facts and circumstances of a specific audit, only one of which is the company’s size. While such
facts and circumstances differ from company to company and affect the auditor’s approach to gaining
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evidence, the auditor’s need to obtain sufficient evidence to support his or her opinion is unchanged.
Accordingly, we believe it is inappropriate for auditing standards to set forth different expectations for
auditor performance based on the entity’s size. Rather, standards should be written so that auditors can
apply them in a flexible manner that appropriately recognizes each entity as unique.

Evaluation of Management’s Assessment
We recognize that one of the issues faced by the Board in developing the proposed standard was
whether the auditor’s conclusion should relate to the effectiveness of a company’s internal control over
financial reporting or, alternatively, relate solely to the company’s assessment process under Section
404. Both in the United States and globally, many organizations, companies, and auditors (including
one of our territorial firms) have differing views on this subject. Some believe that Congress’ intent in
Section 404 was to have the auditor report on the effectiveness of internal control rather than on
management’s assessment process. Others believe—for various environmental, legal, and commercial
reasons—that the auditor should report only on management's assessment process. While recognizing
this honest divergence of opinions, we nevertheless strongly support the proposed standard’s
conclusion that, to best serve the public interest, the auditor’s opinion must run directly to the
effectiveness of internal control over financial reporting. We believe the auditor's independent audit of
internal control effectiveness meets the intent of the Act.
To ensure clarity around this point and to eliminate confusion on the part of users, we believe the
auditor should report in all cases directly on the effectiveness of the company’s internal control over
financial reporting rather than on management’s assertion. Accordingly, the auditor's unqualified
opinions in Report Examples A-1 and A-6 should run directly to the effectiveness of internal control.
Consistent with these views, we agree with the proposed standard’s requirement that the auditor report
directly on effectiveness rather than on management’s assertion when the auditor issues other than an
unqualified opinion.
*****
We appreciate the opportunity to express our views and would be pleased to discuss our comments or
answer any questions the staff may have. Please do not hesitate to contact Ray Bromark (973-2367781), Gary Stauffer (973-236-5419), or Jim Lee (973-236-4478) regarding our submission.

Sincerely,

PricewaterhouseCoopers LLP
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Attachment
This attachment includes:
•
•
•

Comments on the impact of the proposed standard on other auditing standards,
Responses to the specific questions presented in the proposed standard, and
Other comments related to specific paragraphs in the proposed standard.

Comments on the Impact of the Proposed Standard on Other Auditing Standards
The proposed standard modifies guidance in the PCAOB’s interim standards in several areas beyond
AT Section 501. For example, paragraph 141 states that “the auditor’s substantive procedures must
include reconciling the financial statements to the accounting records.” While we support this
requirement, it and others, particularly in the section, “Effect of Tests of Controls on Substantive
Procedures,” would appear to go beyond existing auditing standards.
In such cases, we believe the PCAOB should identify and communicate how requirements in a
proposed standard diverge from existing requirements and how issuance of the standard would affect
existing standards.
As the PCAOB issues new standards or modifies its interim standards, we believe a formal process
should be put in place to communicate in a clear and direct manner any changes to existing standards.
We also note the “Statement of Authority” preceding the proposed standard as it relates to the Board’s
proposed Rule 3101 regarding the use of certain terms in the Board’s standards. We interpret the
discussion as requiring adherence to the Board’s proposed rule on use of certain terms, including its
additional documentation requirements, in connection with the audit of internal control under this
proposed standard. We believe this is inappropriate and suggest that its application to this standard
await issuance of the final standard on use of terms.

Responses to Specific Questions Presented in the Proposed Standard
Questions regarding an integrated audit of the financial statements and internal control over
financial reporting:
1. Is it appropriate to refer to the auditor's attestation of management's assessment of the
effectiveness of internal control over financial reporting as the audit of internal control over
financial reporting?
Yes, we believe it is appropriate to refer to the auditor’s attestation of management’s assertion on the
effectiveness of internal control over financial reporting as the audit of internal control over financial
reporting.
2. Should the auditor be prohibited from performing an audit of internal control over financial
reporting without also performing an audit of the financial statements?
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Yes, the auditor should be prohibited from performing an audit of internal control over financial
reporting, as required by Section 404 of the Act, without also performing an audit of the financial
statements. In our view, only an integrated audit performed by the company’s independent auditor can
achieve the desired improvement in financial reporting effectively and efficiently.
3. Rather than requiring the auditor to also complete an audit of the financial statements, would
an appropriate alternative be to require the auditor to perform work with regard to the financial
statements comparable to that required to complete the financial statement audit?
No. Requiring the auditor to perform work with regard to the financial statements comparable to that
required to complete the financial statement audit is not an appropriate alternative to performing a
financial statement audit.

Question regarding the costs and benefits of internal control:
4. Does the Board's proposed standard give appropriate consideration to how internal control is
implemented in, and how the audit of internal control over financial reporting should be
conducted at, small and medium-sized issuers?
See our separate comments on the evaluation of internal control for small and medium-sized companies
in our comment letter.

Question regarding the audit of internal control over financial reporting:
5. Should the Board, generally or in this proposed standard, specify the level of competence and
training of the audit personnel that is necessary to perform specified auditing procedures
effectively? For example, it would be inappropriate for a new, inexperienced auditor to have
primary responsibility for conducting interviews of a company's senior management about
possible fraud.
We agree that competence and proper training of audit personnel are essential for the performance of
effective audits. However, we believe the existing auditing standards (PCAOB Interim Professional
Standards, AU Section 150) provide sufficient general guidance and the Board should not in this
standard attempt to specify the level of competence and training of the audit personnel necessary to
perform specific auditing procedures effectively. Any general consideration of auditor competence and
training should be done as part of the Board’s review of its interim standards. While such review could
encompass this issue, we believe that auditors—at an engagement level—require flexibility in
determining the appropriate staff to perform different aspects of the audit work.

Questions regarding evaluation of management's assessment:
6. Is the scope of the audit appropriate in that it requires the auditor to both evaluate
management's assessment and obtain, directly, evidence about whether internal control over
financial reporting is effective?
See our separate comments on evaluation of management’s assessment in our comment letter.
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7. Is it appropriate that the Board has provided criteria that auditors should use to evaluate the
adequacy of management's documentation?
Yes, it is appropriate for the Board to provide criteria that auditors should use to evaluate the adequacy
of management’s documentation. Comparable to the auditor’s documentation, management’s
documentation is the principal record of the assessment procedures applied, evidence obtained, and
conclusions reached by management as to the effectiveness of the company’s internal control. Criteria
for evaluating the adequacy of management’s documentation provide a useful frame of reference,
benefiting both auditors and management.
We believe the Board needs to clarify paragraph B-3 of the proposed standard with regard to
documentation of controls where the company has multiple locations or business units. For example, does
the guidance in paragraph B-3 mean that management would not be required to have controls
documented at locations or business units that are not able to create, either individually or in the
aggregate, a material misstatement? We believe management should have at least a minimum level of
documentation of controls at these locations consistent with the requirement that registrants must
maintain adequate books and records.
We believe more guidance is needed also in the area of documentation of locations or business units that
individually are insignificant but when aggregated could result in a material misstatement. For these
locations, we believe management should be required to document controls over relevant assertions
relating to significant accounts at the consolidated financial statement level. Without appropriate
documentation, we do not believe management could demonstrate adequate company-level controls since
documentation of controls is a foundation of company-level controls.
Further, as part of providing criteria that auditors should use to evaluate the adequacy of management’s
documentation, we believe that the Board and the SEC should provide guidance on management’s
retention of documentation as well as the auditor’s retention of management’s documentation of the
entity’s systems and controls.
8. Is it appropriate to state that inadequate documentation is an internal control deficiency, the
severity of which the auditor should evaluate? Or should inadequate documentation
automatically rise to the level of significant deficiency or material weakness in internal control?
It is appropriate to state that inadequate documentation is an internal control deficiency, the severity of
which the auditor should evaluate. We do not believe that inadequate documentation would
automatically rise to the level of a significant deficiency or material weakness in internal control.
We believe the severity of the inadequate documentation should be evaluated by the auditor and, based
on his or her professional judgment, appropriately categorized as an internal control deficiency, a
significant deficiency, or a material weakness. Every situation will be different and will require its
own evaluation and conclusion.
We recommend that the last sentence in paragraph 46 be revised to more clearly communicate what we
believe to be the intended meaning—that the monitoring component of internal control cannot be
demonstrated in the absence of sufficient evidence to support management’s assertion. Alternatively,
if the Board believes that there are ways in which management can demonstrate the monitoring
component in the absence of documentation of controls, we believe there needs to be clarification around
this statement and examples of how management would do this.
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Questions regarding obtaining an understanding of internal control over financial reporting:
9. Are the objectives to be achieved by performing walkthroughs sufficient to require the
performance of walkthroughs?
See separate discussion of walkthroughs in our comment letter.
10. Is it appropriate to require that the walkthrough be performed by the auditor himself or
herself, rather than allowing the auditor to use walkthrough procedures performed by
management, internal auditors, or others?
See separate discussion of walkthroughs in our comment letter.

Question regarding testing operating effectiveness:
11. Is it appropriate to require the auditor to obtain evidence of the effectiveness of controls for
all relevant assertions for all significant accounts and disclosures every year or may the auditor
use some of the audit evidence obtained in previous years to support his or her current opinion
on management's assessment?
We believe that it is appropriate to require the auditor to obtain evidence of the effectiveness of
controls for all relevant assertions for significant accounts and disclosures every year. Reliance on
prior year work is inappropriate. However, we believe the source of the evidence (direct or indirect)
and the nature, timing, and extent can vary from year to year.
In the case of automated application controls, where the auditor believes that controls are unchanged,
evidence of the lack of change and the continued operating effectiveness can come from annual
walkthroughs of major transactions within significant processes, along with testing of IT general
computer controls annually.
We believe that paragraph 101 of the proposed standard should be revised to clarify that each year’s
audit of internal control must stand on its own and encompass not just all internal control components
but all relevant assertions for all significant accounts and disclosures.

Questions regarding using the work of management and others:
12. To what extent should the auditor be permitted or required to use the work of management
and others?
The auditor should be permitted—but not required—to use the work of management and others. The
auditor should evaluate the competence and objectivity of those performing the work and apply
professional judgment to determine how the work of management and others affects the nature, timing,
and extent of the auditor’s own procedures, underpinned by the requirement that the auditor’s opinion
be based principally on evidence that the auditor has independently obtained.
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13. Are the three categories of controls and the extent to which the auditor may rely on the work
of others appropriately defined?
See separate discussion on use of the work of others in our comment letter.
14. Does the proposed standard give appropriate recognition to the work of internal auditors? If
not, does the proposed standard place too much emphasis and preference on the work of internal
auditors or not enough?
We believe the proposed standard gives appropriate recognition to the work of internal auditors. As
outlined in the proposed standard, the auditor should assess internal audit’s objectivity and competence
using the same criteria as for the objectivity and competence of management and others when
determining the level of use of their work.
15. Is the flexibility in determining the extent of reperformance of the work of others
appropriate, or should the auditor be specifically required to reperform a certain level of work
(for example, reperform tests of all significant accounts or reperform every test performed by
others that the auditor intends to use)?
We believe that the judgment contemplated in the proposed standard with regard to the level of
reperformance when using the work of others is appropriate.
16. Is the requirement for the auditor to obtain the principal evidence, on an overall basis,
through his or her own work the appropriate benchmark for the amount of work that is required
to be performed by the auditor?
Yes. Recognizing that this determination must necessarily be based on the auditor’s qualitative
judgments and not quantitative measures, we believe that the standard of principal evidence is the
appropriate benchmark for the amount of work required to be performed by the auditor.

Questions regarding evaluating results:
17. Will the definitions in the proposed standard of significant deficiency and material weakness
provide for increased consistency in the evaluation of deficiencies? How can the definitions be
improved?
See our separate comments on internal control deficiencies in our comment letter.
18. Do the examples in Appendix D of how to apply these definitions in various scenarios provide
helpful guidance? Are there other specific examples that commenters could suggest that would
provide further interpretive help?
See our separate comments on internal control deficiencies in our comment letter.
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19. Is it necessary for the auditor to evaluate the severity of all identified internal control
deficiencies?
Yes. We believe that it is necessary for the auditor to evaluate the significance of all identified
internal control deficiencies. Without performing an evaluation, auditors would have no basis for
determining whether an item was of “inconsequential” magnitude or “remote likelihood,” or
alternatively rose to the level of a significant deficiency or material weakness. We also believe that it
is essential for management to develop a similar process to evaluate all identified internal control
deficiencies. In our view, management and auditors would benefit from additional guidance and
examples, as discussed in our comment letter.
20. Is it appropriate to require the auditor to communicate all internal control deficiencies (not
just material weaknesses and significant deficiencies) to management in writing?
Yes. We believe it is appropriate for the auditor to communicate to management all internal control
deficiencies he or she has identified. Documentation and communication of this identification and
evaluation process are necessary and will contribute to consistency on engagements and also provide a
formal mechanism for management to address and respond to identified deficiencies. However, we
believe the requirement in paragraph 191 of the proposed standard for the auditor’s communication to
also include or refer to deficiencies identified by internal audit and others is inappropriate. We believe
it is management’s responsibility to ensure they receive such communications.
21. Are the matters that the Board has classified as strong indicators that a material weakness in
internal control exists appropriately classified as such?
We believe the guidance in paragraph 126 regarding circumstances that are strong indicators of a
material weakness in internal control over financial reporting is useful to both management and the
auditor. We do, however, have several points on the specific circumstances cited:
•

We believe that the absence of sufficient evidence to support the responsible party’s evaluation
of the operating effectiveness of internal control is a strong indicator of a material weakness and
should be added to the list in paragraph 126 and deleted from paragraph 125.

•

Consistent with our views expressed in our comment letter, we believe that an ineffective control
environment should be added to paragraph 126.

•

As stated in the Board’s interim standard, AU Section 317, auditors are responsible to consider
laws and regulations that have a direct and material effect on the determination of financial
statement amounts. While we agree an ineffective regulatory compliance function may result in
a direct and material misstatement in the financial statements (e.g., noncompliance with tax laws
affecting the determination of financial statement amounts) and therefore be encompassed within
internal control over financial reporting, there are many aspects of regulatory compliance that by
themselves may be ineffective but would not affect the financial statements, or would affect them
only indirectly (e.g., contingent liabilities for violations of environmental laws and regulations).
Accordingly, we believe it is inappropriate to specify the entire regulatory compliance function.
This gives the erroneous impression that regulatory compliance (encompassing laws and
regulations related to areas such as securities trading, occupational safety and health, food and
drug administration, environmental protection, equal employment, price fixing, and antitrust) is
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entirely within the definition of internal control over financial reporting and within the auditor’s
expertise to evaluate. We believe the fifth bullet in paragraph 126 should be deleted or, at a
minimum, modified to make it clear that it is limited to situations where the ineffective
regulatory function relates solely to those aspects where related violations of laws and regulations
could have a direct and material effect on the financial statements.
•

While we agree fraud on the part of senior management is a serious issue, we do not believe it is
the responsibility of the auditor to identify fraud of any magnitude. We also do not believe that
fraud of any magnitude would necessarily constitute a significant deficiency or a material
weakness, particularly in situations where the company’s controls uncovered the issue. Further,
we do not believe that the auditor should be required to identify issues that occur outside the
company’s environment, such as an individual’s filing a false tax return.

22. Is it appropriate to require the auditors to evaluate the effectiveness of the audit committee's
oversight of the company's external financial reporting and internal control over financial
reporting?
See our separate comments on the evaluation of the effectiveness of the audit committee in our
comment letter.
We note that the proposed standard would require the auditor to evaluate factors related to the
effectiveness of the audit committee’s oversight of the company’s external financial reporting and
internal control over financial reporting, including, among other factors, the independence of the audit
committee members from management. Paragraph 58 of the proposed standard states that as part of
evaluating the independence of audit committee members, the auditor should evaluate how audit
committee members are nominated and selected and whether they act independently from
management. The SEC release implementing Section 301 of the Act contains certain exemptions with
respect to independence requirements for foreign private issuers. Accordingly, to be consistent with
the provisions of the SEC rules implementing Section 301 of the Act, we believe that the exemptions
granted to foreign private issuers should be considered in the auditor’s evaluation of the independence
of committee members.
23. Will auditors be able to effectively carry out their responsibility to evaluate the effectiveness
of the audit committee's oversight?
See our separate comments on the evaluation of the effectiveness of the audit committee in our
comment letter.
24. If the auditor concludes that ineffective audit committee oversight is a material weakness,
rather than require the auditor to issue an adverse opinion with regard to the effectiveness of the
internal control over financial reporting, should the standard require the auditor to withdraw
from the audit engagement?
We believe the existence of a specific material weakness should not automatically result in the
auditor’s resignation. The existence of an ineffective audit committee, coupled with a mandate for
auditor resignation, clearly would not be in the public’s interest. Rather, auditors should be able to
make this decision, as they do now, based on all the facts and circumstances of the engagement.
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Questions regarding forming an opinion and reporting:
25. Is it appropriate that the existence of a material weakness would require the auditor to
express an adverse conclusion about the effectiveness of the company's internal control over
financial reporting, consistent with the required reporting model for management?
See our separate comments on reporting by the auditor in our comment letter.
26. Are there circumstances where a qualified "except for" conclusion would be appropriate?
See our separate comments on reporting by the auditor in our comment letter.
27. Do you agree with the position that when the auditor issues a nonstandard opinion, such as
an adverse opinion, that the auditor's opinion should speak directly to the effectiveness of the
internal control over financial reporting rather than to whether management's assessment is
fairly stated?
See our separate comments on reporting by the auditor in our comment letter.

Questions regarding auditor independence:
28. Should the Board provide specific guidance on independence and internal control-related
non-audit services in the context of this proposed standard?
We believe that adequate guidance is contained within the independence rules issued by the SEC.
29. Are there any specific internal control-related non-audit services the auditor should be
prohibited from providing to an audit client?
We believe the existing independence requirements that were adopted by the SEC in February 2003 are
appropriate and should be given sufficient time to operate.

Questions regarding auditor’s responsibilities with regard to management’s certifications:
30. Are the auditor's differing levels of responsibility as they relate to management's quarterly
certifications versus the annual (fourth quarter) certification, appropriate?
We believe it is appropriate to have a differing level of responsibility as it relates to the fourth quarter
certification.
31. Is the scope of the auditor’s responsibility for quarterly disclosures about the internal control
over financial reporting appropriate?
We agree that inquiry coupled with observation are the appropriate procedures to perform for internal
control over financial reporting for quarterly disclosures. We also believe that the Board should clarify
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that these procedures are not an adequate basis for reporting and that it was not envisioned that the
auditor would be permitted to report on internal control over financial reporting on a quarterly basis.
We are concerned that paragraphs 8 and 9 of the proposed standard may imply that the auditor is
required to identify deficiencies that could result in a misstatement in interim financial statements. We
do not believe that the auditor should be required to plan his or her audit of internal control at a
materiality level of the interim financial statements.
To conform the wording to that relating to management in the SEC’s final 404 rule, we recommend
that the existing language in the second bullet of paragraph 186 be changed to: “Determine, through a
combination of observation and inquiry, whether any change in internal control over financial reporting
has materially affected, or is reasonably likely to materially affect, the company’s internal control over
financial reporting.”
We believe the auditor evaluation responsibilities described in paragraphs 185 through 189 should not
be required until the first quarter after the company’s issuance of its first annual 404 report.

Other Comments Relating to Specific Paragraphs in the Proposed Standard
Paragraph 21 – In our view, this paragraph intermingles—and is likely to cause confusion with regard
to—several important concepts: planning materiality vs. materiality in evaluating internal control
deficiencies; materiality at a financial statement level vs. materiality at an account-balance level; and
significant deficiencies vs. material weaknesses. Specifically:
•

We believe the concept of materiality at an account-balance level is more relevant to planning
materiality than to an evaluation of deficiencies, as the paragraph seems to imply. The auditor
must plan the audit to obtain reasonable assurance that deficiencies that, individually or in the
aggregate, would represent material weaknesses are identified. In doing so, the auditor must
appropriately plan his or her other work at an account-balance level.

•

The auditor evaluates deficiencies at the overall financial statement level, not at the accountbalance level, as the paragraph seems to imply. Deficiencies at an overall financial statement
level, e.g., deficiencies in a particular facet of the control environment, may be significant
deficiencies or rise to the level of material weaknesses. Similarly, an internal control
deficiency present at an account-balance level may be a significant deficiency or rise to a
material weakness, again when evaluated at the financial statement level, not at the accountbalance level, as the proposed standard presently implies.

We recommend that the Board re-examine and clarify the important concepts in this paragraph.
Paragraph 24 – We recommend that the first bullet be changed from “controls restraining the
inappropriate use of company assets” to “controls restraining misappropriation of assets that could
result in a material misstatement.” This would tie the statement to the definitions and guidance in the
existing standard on fraud as well as eliminate overly subjective judgments as to what might be
considered “inappropriate.”
Paragraph 41 – We believe the second bullet should address magnitude as well as likelihood.
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Paragraph 78 – We recommend including additional guidance on the extent to which redundant
controls need to be tested, along with specific examples of those controls that the auditor would be
expected to test because “redundancy is itself a control objective, as in the case of certain computer
controls.”
Paragraph 112 – The last sentence states, “A conclusion that an identified exception does not
represent an internal control deficiency is appropriate only if evidence beyond what the auditor had
initially planned and beyond inquiry supports that conclusion.” We believe that auditors would benefit
from additional guidance. We agree that the auditor should obtain evidence regarding the underlying
reason for and implications of any exception. However, we do not believe that the existence of one or
more exceptions would necessarily require the auditor to increase the number of items tested if the
number of exceptions was within an acceptable range that would allow the auditor to conclude that the
control was operating effectively.
Paragraph 114 – In our view, this paragraph is also overly prescriptive in requiring that the auditor
review all reports issued during the year by internal audit. This inappropriately restricts the auditor’s
use of professional judgment and will potentially lead to inefficiencies. For example, in a
multilocation audit this would require auditors to review internal audit reports for numerous locations
that—even when aggregated—could not be material. Also, companies should have controls in place to
assess all deficiencies identified by internal auditors, and the auditor should be allowed to make
appropriate use of such work, without being required to directly review all reports.
Paragraph 128 – As presently written, item d. requires management in its representation letter to state
only that it has disclosed to the auditor “all significant deficiencies … that it believes to be material
weaknesses.” We believe management’s communication responsibilities to the auditor should be
comparable to those of the auditor to management. Accordingly, in addition to material weaknesses,
management’s required communications should encompass inconsequential deficiencies as well as
significant deficiencies that, in management’s judgment, do not rise to the level of material
weaknesses.
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November 21, 2003
Office of the Secretary
Public Company Accounting Oversight Board
1666 K Street N.W.
Washington, D.C. 20006-2803
Subject: PCAOB Rulemaking Docket No. 008
Proposed Auditing Standard – An Audit if Internal Control Over Financial
Reporting
Members and Staff of the Public Company Accounting Oversight Board:
Thank you for the opportunity to comment on the proposed auditing standard on an audit
of internal control over financial reporting performed in conjunction with an audit of
financial statements. Overall we support the proposed standard. However, there are
certain areas of the proposal we do not agree with and are submitting the following
comments.
Limitation on the Use of the Work of Management and Others (Questions 10, 12-16)
There is little doubt that the costs of being a public company have increased significantly
as a result of the frauds committed by a few companies and the resulting requirements
imposed by the Sarbanes-Oxley Act of 2002 (the Act). We support the objectives of the
Act and believe swift implementation of its various provisions is needed. We understand
that the public’s trust of management and independent auditors has been impaired, and
such trust needs to be restored as quickly as possible. However, we believe the proposed
limitation on the use of the work of management and internal audit is an unnecessary
restriction that only serves to increase the costs of the audit. There will always be a
substantial degree of judgment involved in preparing financial statements, assessing
internal controls, and auditing such financial statements and internal controls. There is
no way to avoid it other than to require 100% documentation and verification of all areas,
which of course is unrealistic. We don’t believe that selecting certain categories of
controls that the independent auditor cannot use the work of others or to require specific
walkthrough procedures for every process eliminates the need for judgment enough to
justify the additional costs that would result.
Furthermore, Statement of Auditing Standards No. 65 (SAS 65) provides a basis for the
auditor to determine when it is appropriate to rely on the work of internal audit and its
concepts could also be applied in all areas of an audit of internal controls over financial
reporting. SAS 65 has been in used in practice since 1991 and utilizes a risk-based
approach to determine where it may be appropriate to rely on the work of internal audit
and provides adequate guidance in this regard. While we can appreciate the hesitancy to
allow for the utilization of the work of others in certain categories of controls, ultimately
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the evaluation of the work rests with the independent auditor. At a minimum, it seems
appropriate for the independent auditor to rely on the work of an internal audit group in
circumstances identified by the concepts of SAS 65. Allowing for use of the work of
others in all areas of the internal control audit is a matter of efficiency and does not
compromise the auditor attestation.
Adequacy of Management’s Documentation (Question 7)
I understand and agree that the independent auditor needs to evaluate the adequacy of
management’s documentation in order to determine if management’s assessment of
internal controls over financial reporting was adequate. Many public companies are
struggling with how much documentation is appropriate without becoming overly
procedural and detailed. While we believe the standard provides appropriate guidance as
to the consequences of inadequate documentation, we do not believe that the proposed
standard adequately defines what is adequate and what is not. The consequences of
inadequate documentation are so severe that the standard needs to provide very specific
guidance to the auditor, and management, regarding the criteria to evaluate
management’s documentation. As written, the standard is very general and leaves much
to the discretion of the independent auditors. Both management and auditors would
greatly benefit from much more specific requirements regarding the sufficiency of
documentation.
Again, we appreciate the opportunity to comment on the proposed standard. Thank you
for considering our views. We would be glad to discuss these comments with you at your
convenience.
Respectfully submitted,

Kirk L. Tibbetts
Project Sponsor – SOX 404
Principal Financial Group
711 High Street
Des Moines, Iowa 50392
E-mail: tibbetts.kirk@principal.com
Phone: 515-253-2653
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November 21, 2003
Office of the Secretary
PCAOB
1666 K Street, N.W.
Washington, D.C. 20006-2803
Dear Mr. Secretary:
Re: PCAOB Rulemaking Docket Matter No. 008: Comments on
Proposed Auditing Standard – An Audit of Internal Control
Over Financial Reporting Performed in Conjunction with an
Audit of Financial Statements
We respectfully submit our comments on the PCAOB’s proposed standard on auditing
internal control over financial reporting as part of an integrated audit. We have focused our
comments on several, rather than all, of the PCAOB’s questions below. We have numbered
the questions according to the numbering scheme in the PCAOB’s Release No. 2003-017
dated October 7, 2003.
10. Is it appropriate to require that the auditor perform a walkthrough himself or
herself, rather than allowing the auditor to use walkthrough procedures performed
by management, internal auditors, or others?
No. The auditor should be allowed to rely on competent and objective internal auditors
(or other similar parties, such as a separate process or risk control group which does not
have the responsibility for executing processes) in the performance of walkthroughs that
are effectively documented, provided the auditor is able to satisfy himself or herself
about the adequacy of this work through appropriate procedures.
If the PCAOB (hereinafter sometimes referred to as the “Board”) does not concur with
this view, then at a minimum the Board should clarify that, for purposes of performing a
walkthrough, the auditor may rely on documentation (process maps, process narratives,
etc.) prepared by the audit client. As a practical matter, the Section 404 compliance
teams for many companies, as well as their internal auditors, are documenting
walkthroughs as a basis for understanding internal control over financial reporting,
including the process flow of transactions, the completeness of the design of controls
within the processes and whether and how the controls really operate – the same
objective as that of the external auditor. The external auditor should be able to rely on
this documentation and use it when reviewing documents that are used in, and that
result from, the application of the controls, and comparing supporting documents to the
accounting records.
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Office of the Secretary
PCAOB
1666 K Street, N.W.
Washington, D.C. 20006-2803

13. Are the three categories of controls and the extent to which the auditor may rely
on the work of others appropriately defined?
Generally, if the intent is to prescribe the nature and extent of auditor reliance, the three
categories of controls provide an effective framework for articulating the extent of
reliance (however, please see our comment on Question 14 regarding the commingling
of internal audit into the definition of “others”). Within the “no reliance” category,
however, the proposed standard includes such pervasive controls as “certain information
technology general controls on which the operating effectiveness of other controls
depend.” We do not understand the rationale for this conclusion. We recommend that
the Board clarify the nature of these “certain” controls and reconsider specifically which
controls should be included in the “no reliance” category.
General IT processes are expansive in scope. They include, among other things:
security administration, application change controls and data management and disaster
recovery. We recommend the Board clarify the nature of the “certain information
technology general controls” to which it refers in the proposed standard.
We suggest the Board also reconsider its position on general IT controls and include
general IT controls in the second category of reliance, i.e., “controls for which there may
be limited reliance.” IT general controls are not “soft controls” subject to a significant
amount of judgment in evaluation. While the Board is correct that they are pervasive in
scope and can impact the effectiveness of other controls, general IT controls are
effected through processes that function just like revenue, purchasing and other routine
processes, and are subject to similar kinds of testing. For example, general IT controls
ordinarily address the critical IT processes within each entity or for each key location that
supports significant financial applications. In certain circumstances, the same general
controls area must be reviewed more than once. If there are multiple processes
impacting each priority financial reporting area that are not subject to similar policies,
process activities and control procedures, these multiple processes may need to be
separately reviewed. Many of these control areas consist of controls that are subject to
reperformance by the external auditor. Thus we recommend that general IT controls be
included in the second category of reliance.
14. Does the proposed standard give appropriate recognition to the work of internal
auditors? If not, does the proposed standard place too much emphasis and
preference on the work of internal auditors or not enough?
We do not believe that the proposed standard gives sufficient recognition to or enough
emphasis on the work of internal auditors in applying the Board’s proposed “three
categories” construct. The Board should consider differentiating between the work of
competent and objective internal auditors (or other similar parties) and the work of process
or control owners who execute the processes and document management’s assertion in the
internal control report. As companies experiment with ways to structure their organizations
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Office of the Secretary
PCAOB
1666 K Street, N.W.
Washington, D.C. 20006-2803
to accomplish the Sarbanes-Oxley certification objectives, the Board’s standards should be
flexible enough to recognize that internal audit or similar parties, such as a separate process
or risk control group, may be capable of providing a reliable basis for conclusions.
We recommend that the Board separately evaluate the three categories of reliance against
two groups – (i) management and others, excluding internal audit (or other similar parties),
and (ii) internal audit (or other similar parties). We believe that there are some areas within
the three categories that might be viewed differently between these two groups. For
example, if competent and objective internal auditors (or other similar parties) test the
general IT controls, as discussed above under Question 13, the auditor should be able to
place at least limited reliance on that work.
16. Is the requirement for the auditor to obtain the principle evidence, on an overall
basis, through his or her own work the appropriate benchmark for the amount of
work that is required to be performed by the auditor?
No. This requirement has the potential to severely limit the extent of the auditor’s
reliance, regardless of the Board’s guidance with respect to the “three categories”, the
effectiveness of the internal control structure and the nature, extent and timing of
management’s work and documentation supporting the conclusion expressed in the
internal control report. Because the “three categories” already place a limit on the extent
of reliance, the Board should evaluate whether this statement is really needed. If the
PCAOB concludes the statement should be retained in the final standard, the Board
should clarify how the statement is applied in view of the guidance it already provides
with respect to the “three categories”.
21. Are the matters that the Board has classified as strong indicators that a material
weakness in internal control exists appropriately classified as such?
In the list of circumstances that should be regarded as at least a significant deficiency
and as a strong indicator of a material weakness, the proposed standard included a
reference to “an ineffective regulatory compliance function” in highly regulated industries.
We agree that this type of deficiency can be troublesome. However, does the reference
to this type of deficiency suggest that documentary evidence is required to support an
assertion that such a deficiency does not exist? We cannot find any guidance in the
proposed standard where this question is addressed. Because this is a potentially broad
audit area, we recommend that the Board clarify the nature, extent and timing of work
needed to address it.
If the standard is intended to require additional work, the question arises as to whether
such a requirement extends beyond the coverage intended by the SEC’s final rule on
Section 404. Note that in its final rule, the SEC states “our definition [of internal control
over financial reporting] does not encompass the elements of the COSO Report
definition that relate to effectiveness and efficiency of a company's operations and a
company's compliance with applicable laws and regulations, with the exception of

3

File No. PCAOB-2004-03 Page No. 1505

Office of the Secretary
PCAOB
1666 K Street, N.W.
Washington, D.C. 20006-2803
compliance with the applicable laws and regulations directly related to the preparation of
financial statements, such as the Commission's financial reporting requirements.”
We suggest that the Board clarify its intentions on this point.
22. Is it appropriate to require the auditors to evaluate the effectiveness of the audit
committee’s oversight of the company’s external financial reporting and internal
control over financial reporting?
We believe that the board of directors is ultimately responsible for evaluating audit
committee effectiveness using the criteria set forth in the proposed standard. The
external auditor, who is hired by the audit committee, is not in the best position to make
the call as to the committee’s effectiveness and would have a difficult (if not impossible)
challenge to do so while retaining a position of independence both in fact and
appearance. We agree that an ineffective audit committee adversely affects an
evaluation of internal control over financial reporting. However, under Section 301 of
The Sarbanes-Oxley Act, an audit committee has direct responsibility to hire, fire,
compensate and evaluate the auditors. In addition, the auditor is not always present
during committee meetings and deliberations.
If the PCAOB decides to retain this requirement, the question arises as to how auditors are
required to satisfy themselves that a company’s audit committee is providing effective
oversight of external financial reporting and internal control over financial reporting? Are the
criteria provided by the proposed standard of certain legal and regulatory requirements and
certain qualitative factors adequate? What procedures will the auditor need to perform?
What are the implications of those procedures in terms of requiring auditor access to audit
committee deliberations and interfaces with management and others in situations in which
the auditor is not always present? What is an appropriate level of involvement and
interaction by the Committee? How does the auditor determine whether audit committee
members “act independently from management?” Clarity is needed for these questions not
only for auditors but also for audit committees and management so they will better
understand what to expect from the audit process.
28. Should the Board provide specific guidance on independence and internal
control-related non-audit services in the context of this proposed standard?
Yes. We recommend that the Board provide specific guidance on independence in the
context of this proposed standard. In our experience, there continues to be divergent
views between public companies and between and within the accounting firms
themselves as to the nature and scope of internal control-related services a company's
external auditors can provide. For example, we see different approaches being taken in
similar circumstances where, on the one hand, companies hire their external auditors to
document their internal controls and, on the other hand, companies decide not to
engage their auditors to do this work on the basis that such action could present
independence in appearance issues. We also see instances where some external audit
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firms have taken similar public positions to not engage in this work for the same reasons.
It is therefore an issue where reasonable men and women can differ. While specificity
exists regarding the prohibited services associated with financial statement audits, no
such list has been addressed with respect to reporting on internal controls since the
issuance of the new Section 404 reporting requirement. Some degree of granularity,
similar to the list of ten prohibited non-audit services in conjunction with the audit of
financial statements, would enable boards and audit committees to better comply and
avoid public misconceptions regarding auditor independence.
We have attached to this letter an excerpt from our frequently asked questions
publication, released in August, which includes a question on the internal controls
documentation matter. We also point out to the Board that there are other issues
besides documentation that the Board should provide guidance on with respect to
independence and internal control-related non-audit services in the context of the
proposed standard.
--------------------------------------------------------------------------------------------------------------------We appreciate the opportunity to submit our comments. We hope they are helpful to the
staff. If the staff would like to discuss any of the points made in this letter, please contact
Jim DeLoach at (713) 314-4981.
Very truly yours,
PROTIVITI INC.

By:

James W. DeLoach, Jr.
Managing Director

ATTACHMENT
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ATTACHMENT
Excerpt from Guide to the Sarbanes-Oxley Act: Internal
Control Reporting Requirements -- QUESTION 150
Can the company engage the independent public accountant to create original
documentation of its internal control over financial reporting without impairing
independence?
The safe answer in today’s environment is probably not. According to Rule 2.01 of
Regulation S-X of the SEC, the external auditor must be independent both in fact and in
appearance. While the standards have not been promulgated by which the external
auditor will be required to attest, significant involvement in the documentation of a
company’s internal control structure, followed by an attestation process in which the
same documentation is reviewed, would be tantamount to keeping the books and
auditing the books. The SEC’s position is that the auditor cannot perform in the role of
management or audit his or her own work.
During its open meeting in May 2003, the SEC made statements to the effect that the
documentation of controls and the evaluation of their effectiveness is indeed a
management function. Therefore, if the auditor has been asked to perform that role
instead of or on behalf of management that would involve the auditor taking on a
management role. Thus the SEC staff pointed out that companies and their auditors
need to be mindful of the independence requirements and determine how involved the
auditor needs to be to understand adequately the controls and what management has
done without having to actually "step into a management role."
The final rules released on June 6, 2003, do not reconcile clearly to the discussion
during the open meeting in May. Specifically, in the open meeting, an absolute
restriction was articulated as a "red light" to prohibit the independent accountant from
documenting internal control over financial reporting for audit clients. The final rules,
however, do not prohibit this practice but instead place limits around this activity and
remind issuers and their auditors to adhere to the independence restrictions.
This development is not a surprise. The SEC has a long-standing practice of allowing
issuers to formulate their own policies with respect to compliance matters. Subsequent
to the open meeting, the SEC staff pointed out to us that nothing said in the open
meeting or included in the final release on Section 404 is intended to change the
independence release or rules, or the appropriate interpretation of those rules. When
formulating company policies in this regard, management and audit committees must
take into account the SEC's oral comments in the open meeting as well as its written
rules. Thus the burden is on management and the audit committee to evaluate the
desirability of engaging the independent accountant in documenting internal control over
financial reporting on behalf of management. In effect, the final rules constitute a "yellow
light" of caution signaling to companies that it would be wise to monitor further SEC and
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PCAOB developments for additional clarification in what could very well be an evolving
area.
In the final rules, the SEC states it understands the need for management and the
company's independent auditors to coordinate their respective activities relating to
documenting and testing internal control over financial reporting. In stating that
understanding, the SEC also issued two reminders to companies and their auditors:
•

First, the Commission's rules on auditor independence prohibit an auditor from
providing certain nonaudit services to an audit client.

•

Second, management cannot delegate its responsibility to assess its internal control
over financial reporting to the auditor.

The SEC also made two other points on independence:
•

If the auditor is engaged to assist management in documenting internal controls,
management must be actively involved in the process.

•

Management's acceptance of responsibility for the documentation and testing
performed by the auditor does not satisfy the auditor independence rules.

The above views expressed by the SEC raises several points.

• First, documentation of internal control over financial reporting by the independent
accountant is implied to constitute a nonaudit service.

• Second, if the auditor performs documentation and testing of internal controls,

management cannot simply accept responsibility for that work. This would be
tantamount to management accepting responsibility for the results of bookkeeping or
other services provided by the auditor related to the company's significant
accounting records or financial reporting areas. Management must be actively
involved in the documentation process.

• Third, the auditor must exercise care to ensure that he or she does not end up

auditing his or her own work or provide a service acting in a management capacity.

• Finally, while there is some ambiguity in the final rules that didn’t exist during the
SEC’s open meeting in May 2003, it appears the overriding message is for
management, and the audit committee, to proceed with care when engaging
independent accountants to document internal control over financial reporting.

One practical approach to addressing the ambiguity of this issue is to focus on the
magnitude of the documentation required to bring a company into compliance. This
approach, which has been embraced by one major accounting firm, would prescribe that
any situation in which “significant” documentation was necessary should avoid
engagement of the external auditor other than in an advisory role. On the other hand,
those environments in which minimal additional documentation was necessary might
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utilize the external auditor to help management identify and finalize the Section 404
documentation.
Sarbanes-Oxley requires management to establish and maintain controls and
procedures to ensure all material information is presented to the public in accordance
with the SEC’s rules and forms, i.e., management is required to design the internal
control structure. The documentation issue represents a minefield for boards and
management teams because it will forever remain difficult to delineate the difference
between documenting the internal control structure and designing the internal control
structure. Documenting an internal control structure is similar to “blazing a trail.” It
requires a decision-tree type approach in which someone must decide each path to
achieve an appropriate control structure. The selection of the primary path is a function
of the risks that management perceives the company faces. Subsequent decision points
will revolve around questions such as:
•

What is the proper combination of preventive controls or detective controls?

•

Do transaction volume and velocity permit manual controls or must computerized
system controls be utilized?

•

Within a process, how much segregation of duties is required?

•

Are there pervasive controls affecting multiple processes and, if so, what is their
impact?

•

What is the impact of a centralized versus decentralized organization?

Each of these and other decisions require significant professional judgment. They
represent trail markers about which management must make the ultimate determination.
If the independent public accountant is asked to blaze and mark the trail and
subsequently also determine if the markings are correct, then management, the board
and the auditor could be exposed to allegations that independence was impaired. While
independence in fact may have been preserved, the appearance of independence would
be difficult if not impossible to explain in the public arena. If explanations are
subsequently required, the accounting firm could be placed in the position of an
advocate for management, a position the SEC rules do not permit. Given today’s
hypersensitive environment, this issue does not appear to be one in which it is in
anyone’s interest to test.
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November 21, 2003
Office of the Secretary
Public Company Accounting Oversight Board
1666 K Street, N.W.
Washington DC, 20006-2803
RE:

PCAOB Rulemaking Docket Matter No. 008
Proposed Auditing Standards – An Audit of Internal Controls Over Financial
Reporting Performed in Conjunction with an Audit of Financial Statements

Members and Staff of the Public Company Accounting Oversight Board:
Thank you for the opportunity to comment on the proposed standards on an audit of internal
controls over financial reporting performed in conjunction with an audit of financial statements.
PSEG is a $21 billion energy and energy services company with three major subsidiaries:
PSE&G, a regulated electric and gas distribution business, PSEG Power, a major US power
producer and PSEG Energy Holdings, the parent of PSEG's other unregulated businesses
including: PSEG Global a major international developer and operator of power generation and
distribution systems throughout the world, and PSEG Resources, which invests in energy-related
financial transactions. As a member company of the Edison Electric Institute (EEI) we support
the comments of the EEI but offer the attached request for clarification. We believe such
clarification would make the standards more effective by reducing potential misinterpretation.
I would be please to discuss my comments with the Board or its staff at your convenience.

Sincerely,

Kathy A. Fudali
PSEG Services Corporation
Director, Internal Controls
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PSEG Service Corporation
Request for Clarification
Re: PCAOB Release No. 2003-17

Items

Page #

Std #

1

P9
A-33

N/A
88

2

P9

N/A

3

P11/
P23

N/A

4

P11

N/A

5

P12

N/A

6

P17/
A-25

N/A
56-58

7

P17

N/A

8

P22

N/A

Clarification Request

Please provide clarification on whether management is required to
document the necessary qualifications of the people performing the
control for the control to function effectively.
Please provide clarification on what is meant by needing to document
“the process that management used to assess the effectiveness of the
internal control over financial reporting.”
In the case of companies that file consolidated 10Qs and 10Ks and
have a fiscal year-end after June 15, 2004, is it the intent of the
PCAOB to have management include in their 2004 assessment the
internal controls over financial reporting for subsidiaries that
individually are only debt registrant.
PSEG requests a delay in the effective date of Section 404 of the
Sarbanes-Oxley Act due to the delay in the issuance of the final
Standards by the PCAOB.
Please clarify whether the term ‘significant control’ is the same as the
term ‘ key control’.
Does management need to test key controls/significant controls or
follow the PCAOB requirement that the auditor test controls that are
important to fairly present each ‘relevant assertion’?
When the activities and level involvement of audit committees will
vary depending upon the company and the effectiveness of the
company’s control environment, additional clarification and/or criteria
for management to use to assess the effectiveness of the audit
committee is required with respect to:
• How well the audit committee and management understand the
responsibilities of the audit committee.
• Acceptable levels of involvement and interaction with the internal
and independent auditor
Amount of time that the audit committee devotes to control issues, to
committee activity.
Please clarify what is the appropriate period of time for a prior
material misstatement, which is subsequently corrected (and disclosed)
to be in effect for it to be no longer considered a material weakness.
Please provide additional guidance of what testing is required
quarterly for Section 302 and how it aligns with 404 testing.
If SarbOx 404 testing results in the identification of a material
weakness that will be remediated by management, will it have to be
disclosed in the 10Q under Section 302?
1
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PSEG Service Corporation
Request for Clarification
Re: PCAOB Release No. 2003-17

Items
9

10

11

Page #
A23/24

A-35

A-43

Std #
50/53

95

126

Clarification Request
Please clarify whether a company can consider a shared services
corporate environment as an activity vs. at a company-level
environment.
Please clarify whether management needs to evaluate company-level
controls or just the auditor.
Please clarify whether management can use a smaller sample size for
testing than the auditor.
Please clarify whether management is required to test year-end
processes if they are not significantly different than quarterly
processes.
Please clarify method to test the effectiveness of the Company’s
Internal Audit function.
Re: Regulatory Compliance – Please clarify what is meant by
regulatory compliance function and what framework should be used to
assess the effectiveness of regulatory compliance.

12

A-50

150/
151

13

A-56

170

14

A-93

Ex B1

The Proposed Standards state that ‘identification of fraud of any
magnitude on the part of senior management’ is at least a significant
deficiency and a strong indicator that a material weakness exists.
Does the PCAOB foresee the submission of a fraudulent expense sheet
by a member of senior management rising to the level of a material
weakness?
Please clarify period of time that is adequate to determine whether, as
of the end of the fiscal year, the design and operation of internal
control over financial reporting is adequate (how long does a
remediated process to correct a material weakness have to be in effect
for it not to be disclosed?)
Please clarify what regulatory compliance is in scope for 404; and
what standards should be used to assess compliance.
We noted that in the example the sample size is 25. Please clarify,
whether there should be a statistical basis to determine the size of the
sample for a large homogeneous population.
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Michael J. Ramos
Certified Public Accountant

November 21, 2003
To The Public Company Accounting Oversight Board
Rulemaking Docket Matter No. 008
I found your proposed auditing standard on internal control reporting to be extremely thoughtful
and thorough and possessing a clarity of thought and expression that is difficult to achieve in
such a complex document. The work of the Auditing Standards board, upon which a good portion
of your document is based, was equally impressive. But I feel that you have build substantially
upon that earlier work in ways that will benefit the auditors, financial statement issuers and others
who will be affected by the final standard. In particular, I believe that you have shown a genuine
sensitivity and responsiveness to the issues raised by financial statement issuers about the
burdens of complying with the internal control reporting requirements of Sarbanes-Oxley Section
404. I have no doubt that many financials statement issuers will continue to raise strong
objectives about the cost of compliance, but I think that even these critics will be impressed with
your willingness to consider alternate points of view.
Thank you for considering my comments, which I offer in response to the questions you asked in
the proposed standard.
Integrated Financial Statement and Internal Control Audit (Questions 1 – 3)
It is appropriate to refer to the auditor’s “attestation” of internal control as an “audit” because the
meaning of the term “audit” is more widely understood. To continue to refer to it as an
“attestation” would be confusing for the general public. I agree that the auditor should be
prohibited from performing an audit of internal control without also performing an audit of the
financial statements. Imagine a situation where the internal control audit and financial statement
audit were performed by two separate auditors, and the company fails. In trying to determine
who should be held accountable, auditor A’s defense is “I only audited internal control—I didn’t
see the financial statements.” Auditor B’s defense is “I only audited the financial statements.”
The auditor should be held accountable, and the only way to do that is to require the same
auditor to perform both audits.
The suggestion that the internal control auditor could perform work “comparable to that of an
audit” seems problematic to me. As a practical matter, what would that work be? Would the
general public be able to distinguish between an “audit” and “work comparable to an audit?” It
seems that this approach would create more problems than it would solve.
Evaluation of Management’s Assessment (Questions 6 – 8)
It is absolutely appropriate that the scope of the internal control audit should consider both
management’s process for evaluating internal control and the auditor’s own evidence relating to
internal control. I have always considered that the audit of internal control is analogous to the
7720 East Cedar Avenue • Denver, CO 80230
720.857.7264
michaeljramos@mac.com
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auditor’s consideration of an accounting estimate, in that both require the auditor to come to
conclusions about subject matter that is primarily subjective in nature. Because of this
subjectivity, the auditor should be required to gather evidence from several different sources.
Additionally, by requiring the auditor to consider the evaluate management’s process, you
reinforce the point that management has the primary responsibility for evaluating the company’s
internal control.
It also is appropriate for the Board to provide criteria that the auditor should use to evaluate the
adequacy of management’s process, including the supporting documentation. Without this
criteria, there would be too much variation in practice, which would undermine the overall
effectiveness of the internal control reporting requirements. Moreover, without concreted
guidance on what management should include in its process and documentation, the
considerable uncertainty over compliance, which currently exists among issuers and auditors, will
only persist and fester.
However, I would like to make a suggestion about the guidance that the Board has provided in
paragraph 41. In that paragraph, the standard makes reference to controls “on which other
controls are dependent.” Does the Board intend that the control environment be included in that
description? My interpretation is that the term does include the control environment. I base that
interpretation on paragraphs 51, 53, and 54, which make reference to controls that have a
“pervasive effect” on internal control and to “company-level controls.” If my interpretation is
correct and the Board does intend for management’s process to include an evaluation of the
control environment, then the clarity of that guidance may be improved by either making explicit
reference to the control environment in paragraph 41, replacing “controls on which other controls
are dependent” with “controls that have a pervasive effect…,” or both.
Obtaining an Understanding of Internal Control (Questions 9 – 10)
The objective to be achieved in performing a walkthrough is important. Before an auditor can
perform an effective and efficient test of the operating effectiveness of internal control, he or she
should have a good understanding of what actually is happening at the company. Reviewing
documentation is insufficient because documentation is a representation of what should be
happening at the company, which in some cases will be different from what actually occurs on a
daily basis. Thus, after reviewing the documentation, an intermediate step is required before the
testing of operating effectiveness commences.
I believe that walkthroughs are one way, but not the only way of achieving this objective. For
example, I have seen examples where a facilitated focus group with company personnel can be a
highly effective way to clarify one’s understanding of the way in which documented policies and
procedures are “operationalized” at the company. Additionally, it seems that walkthroughs may
be rather limited in some situations. Paragraph 80 requires the auditor’s walkthroughs to
encompass more than just controls activities, but I am having difficulty understanding a
walkthrough can be used to address many of the control environment components such as
integrity and ethical values, philosophy and operating style, etc.
For these reasons, I thought that the document placed too much emphasis on walkthroughs. I
believe that the auditor should be required to accomplish the objectives described as bullet points
in paragraph 79, but that the way in which the auditor achieves those objectives should be left to
judgment, with walkthroughs being an example of a procedure that may be performed.
Testing Operating Effectiveness (Question 11)
It is appropriate to require the auditor to obtain evidence of the effectiveness of internal control
every year. Business conditions can change dramatically in a short period of time, and from a
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practical standpoint, it would seem much easier to require testing every year rather try to provide
guidance on the conditions under which the auditor can rely on previous year’s testing.
Regarding this general subject matter, I would like to comment on the guidance provided in
paragraph 96 relating to interim tests. In addition to the four bullet points listed, I believe that the
relative effectiveness of company-wide controls, especially monitoring, also should be considered
when designing tests of controls during the “rollforward” period.
Using the Work of Management and Others (Question 12 - 16)
I found your guidance in this area to be excellent. On first reading it, my initial reaction was that it
was far too restrictive, in that it did not allow the auditor to rely enough on the work of the
company. But upon further reflection, when I really thought through the practical implications of
the guidance, I ultimately came to the conclusion that auditors will be able to rely on
management’s work to a significant degree—though not inappropriate level.
Evaluating Results (Question 17 – 24)
The definitions of “significant deficiency” and “material weakness” will provide for increased
consistency because the phrase “more than a remote likelihood” is more consistently understood
than the phrase it replaced, “relatively low level of risk.”
However, I am somewhat concerned about unintended consequences of this change in
terminology. All of the practitioners I have spoken with about this matter believe that “remote
likelihood” is a lower threshold than “relatively low level of risk.” That is, more deficiencies will be
considered to be material weaknesses under the new definition than under the previous
definition. I am finding people to be resistant to this change.
I am sympathetic to this point of view and agree that the reporting of more material
weaknesses—if that is indeed what happens—will be confusing and disruptive in the short term.
However, I believe that this confusion can be overcome with communication and education, and
in the long run, we all are better served by a definition of material weakness that is capable of
relatively consistent interpretation.
Regarding question 20, I disagree with the proposal to require the communication in writing of all
internal control deficiencies (not just material weaknesses and significant deficiencies). The costs
of complying with this standard are significant enough. I am not convinced that the benefits of
including control deficiencies that are not considered significant in a written correspondence
outweigh the costs.
In a related matter, I would like to comment on paragraph 126, specifically the guidance provided
in the 4th and 5th bullets. I can understand the Board’s rationale for including these matters in the
guidance in this paragraph. However, I find the practical implementation of this guidance to be
problematic. If the matters indicated in paragraph 126 are to be considered strong indicators of a
material weakness, then it seems to me that both the auditor’s and management’s process for
evaluating the effectiveness of internal control should address them. From a practical standpoint,
what procedures should the auditor perform to assess the effectiveness of the company’s internal
audit function? If you require management’s and the auditor’s process to consider the
effectiveness of the company’s regulatory compliance function, aren’t you, in effect, expanding
the evaluation of internal control to include, not just financial reporting, but compliance with laws
and regulations? At a minimum, I believe that additional guidance is needed to help auditors and
management understand what is required to comply with these two requirements of paragraph
126.

File No. PCAOB-2004-03 Page No. 1516
Rulemaking Docket Matter No. 008
Michael Ramos, CPA
Page 4
Auditor Independence (Questions 28 – 29)
Initially, I was disappointed in the relative paucity of guidance provided on this matter. This
subject has been the subject of much discussion and heated debate, and I was hoping that the
Board would provide definitive guidance on this topic. I have since reconsidered my opinion and
have come to respect the wisdom of your approach. By putting the onus on the audit committee
to decide the matter, you in effect, are letting “the marketplace” decide the degree to which the
external auditors will become involved in non-audit services relating to internal control. This
seems appropriate to me, especially in light of your comments that you may reconsider the matter
at a later point in time. The only suggestion I would make is the addition of “documentation” to
the second sentence of paragraph 32. I believe that this addition would be consistent with the
emphasis that the rest of the proposed standard places on the documentation of a company’s
internal control policies and procedures.
*****
Thank you for the opportunity to participate in this process.
/s/ Michael Ramos, CPA
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November 21, 2003
Office of the Secretary
Public Company Accounting Oversight Board
1666 K Street, N.W.
Washington, D.C. 20006-2803
Re: PCAOB Rulemaking Docket no. 008, Proposed Auditing Standard – An Audit of
Internal Control Over Financial Reporting
Reliant Resources, Inc. (“RRI”) appreciates the opportunity to provide comments on the
Public Company Accounting Oversight Board (“PCAOB”) Proposed Auditing Standard –
An audit of Internal Control Over Financial Reporting Performed in Conjunction with an
Audit of Financial Statements.
RRI provides electricity and energy services with a focus on the competitive retail and
wholesale segments of the electric power industry in the United States. With respect to
the retail segment of the industry, we provide electricity and related energy services to
residential, small commercial and large commercial, industrial and institutional
customers primarily in Texas. Within the wholesale segment of the industry, we own and
operate a substantial number of electric power generating units dispersed broadly across
the United States. We also market electric energy, capacity and ancillary services and
procure and, in some instances, resell energy-related commodities to optimize our
physical assets and provide risk management services for our asset portfolio.
We support the PCAOB’s issuance of a new standard on attestation engagements referred
to in the Sarbanes-Oxley Act of 2002 (“SOA”). RRI is a member of the Edison Electric
Institute (“EEI”), an association of United States investor-owned electric utilities. EEI
has issued a comment letter, which we also support. Additionally, we are providing
further comments to selected questions raised in the proposed standard below.
Question regarding the costs and benefits of internal control:
4. Does the Board's proposed standard give appropriate consideration to how internal
control is implemented in, and how the audit of internal control over financial reporting
should be conducted at, small and medium-sized issuers?
The proposed standard provides guidance to support different levels of internal control
sophistication that may exist in various organizations. Generally, small and mediumsized issuers may have less complex internal control structures than large global multilocation companies. Smaller organizations may be able to place greater reliance on
company-level controls rather than process level control activities.
However, all companies subject to SOA should be able to adequately demonstrate an
effectively designed and operating internal control structure that has been tested by
management. This requirement should be reinforced in the proposed standard to avoid an
incorrect interpretation that small and medium-sized companies have any compliance
exemptions.
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Questions regarding evaluation of management's assessment:
7. Is it appropriate that the Board has provided criteria that auditors should use to
evaluate the adequacy of management's documentation?
8. Is it appropriate to state that inadequate documentation is an internal control
deficiency, the severity of which the auditor should evaluate? Or should inadequate
documentation automatically rise to the level of significant deficiency or material
weakness in internal control?
An appropriate level of process documentation is necessary to demonstrate that
management has evaluated the design effectiveness of internal controls. The actual SOA
404 certification that will be signed by executive management requires an internal control
framework to serve as a benchmark for evaluating effectiveness. COSO is a
comprehensive framework for evaluating internal controls and is expected to be the
default framework for most companies. The control attributes included in COSO for
evaluating internal control design include: Objectives, Risks, and Points of Focus for
Actions/Control Activities. Proactive companies seeking to improve internal controls
may also elect to include other attributes such as Control Type (Preventive/Detective) and
Control Technique (Manual/Automated); however, the attributes are not specifically
required by COSO.
The criteria for evaluating documentation that is provided in the proposed standard
significantly enlarges the volume and expands the depth of attributes beyond the scope of
relevant guidance such the SEC Final Rule on Management’s Reports on Internal Control
Over Financial Reporting, SOA sections 103 and 404 and COSO. Specifically, the
proposed standard requires the design of controls over relevant assertions related to all
significant accounts and disclosures in the financial statements. While this may provide
some level of efficiency for financial statement audits by linking detailed account level
lead schedules to relevant assertions and associated control activities, it adds an
unnecessary and significant burden for management to capture relevant assertions at the
account level. It would be more appropriate and worthwhile to map the relevant
assertions at the financial statement line level, as many organizations already have done
to define the processes in scope, rather than account level.
The proposed standard also states the documentation should include the five components
of internal control over financial reporting which mirror the COSO components. This
requirement may be misinterpreted by numerous organizations erroneously believing that
a simple mapping to the five COSO components is adequate for compliance with COSO.
Compliance with COSO will require organizations to document and test a control
environment for all key processes similar to the defined control activities for the COSO
generic business processes, as well as an evaluation of the five COSO components
supporting at least the financial reporting category of internal control. Further, the
compliance and operational categories must be also reviewed for elements that support
the relevant financial statement line items and disclosures.
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Sufficient documentation is required to demonstrate an effective control design; however,
inadequate documentation should not immediately be deemed a significant deficiency or
material weakness. The auditor should exercise judgment based on more refined criteria
in making an assessment over the adequacy of documentation. The evaluation should
include the extent of documentation, reasons for the potential deficiency and the
existence of mitigating documentation. Management should have an opportunity to
defend whether or not their documentation meets all material respects of the requirements
and how it supports their assessment without a default assignment to significant
deficiency or material weakness.
Questions regarding obtaining an understanding of internal control over financial
Reporting and question regarding testing operating effectiveness:
6. Is the scope of the audit appropriate in that it requires the auditor to both evaluate
management's assessment and obtain, directly, evidence about whether internal control
over financial reporting is effective?
9. Are the objectives to be achieved by performing walkthroughs sufficient to require the
performance of walkthroughs?
10. Is it appropriate to require that the walkthrough be performed by the auditor himself
or herself, rather than allowing the auditor to use walkthrough procedures performed by
management, internal auditors, or others?
11. Is it appropriate to require the auditor to obtain evidence of the effectiveness of
controls for all relevant assertions for all significant accounts and disclosures every year
or may the auditor use some of the audit evidence obtained in previous years to support
his or her current opinion on management's assessment?
SOA 404 requires management to perform an assessment of the effectiveness of internal
controls and requires the external auditor to attest on management’s assertion. SOA 404
does not require the external auditor to perform an unnecessary duplicative assessment of
the effectiveness of internal controls as required by the proposed standard. The external
auditor should have the flexibility to reperform procedures such as walk-throughs over
critical areas to the extent they deem necessary; however, this should not be a rules-based
requirement.
The external auditor should not be prohibited from leveraging prior year evidence over
the effective design of internal controls provided adequate procedures are performed to
review significant changes.
Questions regarding using the work of management and others:
12. To what extent should the auditor be permitted or required to use the work of
management and others?
15. Is the flexibility in determining the extent of reperformance of the work of others
appropriate, or should the auditor be specifically required to reperform a certain level of
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work (for example, reperform tests of all significant accounts or reperform every test
performed by others that the auditor intends to use)?
16. Is the requirement for the auditor to obtain the principle evidence, on an overall
basis, through his or her own work the appropriate benchmark for the amount of work
that is required to be performed by the auditor?
As indicated in the responses to questions 6, and 9 – 11 above, reperformance by the
external auditor of internal control testing that has already been properly executed and
documented with sufficient evidence is redundant and not specifically required by SOA
404.
The proposed standard allows the external auditor to exercise judgment for relying on the
work of others based on the objectivity and competency of the company’s staff
performing the work. A review of the objectivity and competency of staff performing the
work would help support the adequacy of management’s review and better define the
extent of work the external auditor would need to perform. In many cases, a company
may have staff better suited, due to their company, industry and process knowledge, to
evaluate the effectiveness of internal controls.
Questions regarding evaluating results:
17. Will the definitions in the proposed standard of significant deficiency and material
weakness provide for increased consistency in the evaluation of deficiencies? How can
the definitions be improved?
19. Is it necessary for the auditor to evaluate the severity of all identified internal control
deficiencies?
Perhaps the most important area requiring focus by the PCAOB in the proposed standard
is the definition of control deficiencies, significant deficiencies and material weaknesses.
Applying these definitions will require considerable judgment by management and the
external auditor and may result in inconsistent interpretation with substantial
consequences.
The proposed standard defines a significant deficiency as a single deficiency or
combination of deficiencies that results in a more than remote likelihood that a
misstatement “more than inconsequential” in amount will not be prevented or detected.
This definition appears to be too broad since an amount that is “more than
inconsequential” may very well not be material, yet will be deemed a “significant”
deficiency. A broad interpretation could result in several companies having multiple
“significant” deficiencies that are then inappropriately deemed as a material weakness in
the aggregate because the extreme high-end of the range of error of each significant
deficiency results in a material amount, even though it would be very unlikely the highend of the range of error would be experienced for each individual deficiency.
The concept of reasonable assurance is stated in the proposed standard; however, it
should be applied to the definitions of significant deficiency and material weakness. The
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proposed standard states that a high level of subjectivity, complexity, or extent of
judgment required for something such as for an accounting estimate increases risk and is
a factor affecting the likelihood that a deficiency could result in a misstatement. This
guidance can potentially be misinterpreted in numerous situations. For example, if a
company with sufficient internal controls to provide reasonable assurance over the
accuracy of an estimate has a significant post-close audit adjustment because of new
information, then there will be an inappropriate bias towards defining it as a material
weakness because of this guidance.
Questions regarding forming an opinion and reporting:
25. Is it appropriate that the existence of a material weakness would require the auditor
to express an adverse conclusion about the effectiveness of the company's internal
control over financial reporting, consistent with the required reporting model for
management?
26. Are there circumstances where a qualified "except for" conclusion would be
appropriate?
The proposed standard should be modified to not immediately require an adverse opinion
if a material weakness is identified. An “except for” opinion may be more appropriate in
many circumstances provided the material weakness is properly disclosed and
management is taking corrective actions including a successful evaluation evidencing the
financial statements were not materially misstated.
The rules-based approach of requiring an adverse opinion when a single material
weakness is identified does not provide sufficient distinction for other situations where
there may multiple material weaknesses impacting several financial line items. The
current requirements would assign both organizations the same adverse opinion.
The proposed standard would be improved by allowing the external auditor to exercise
professional judgment in determining the type of opinion to express. For example, if a
material weakness is detected, the auditor should be able to assess the impact on the
entire internal control environment and consider other factors such as company-level
controls.
RRI sincerely appreciates the PCAOB’s willingness to consider and respond to its
concerns regarding the proposed standard. We would be pleased to answer any questions
regarding the issues outlined in this comment letter.
Sincerely,

Christopher Lozier
Director Internal Control Effectiveness
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Risk Management Advisory Services, LLC
Capital markets audit and control

November 14, 2003

Office of the Secretary
Public Company Accounting Oversight Board
1666 K Street, N.W.
Washington, D.C., 20006-2803

Re: PCAOB Rulemaking Docket Matter No. 008

I am a CPA with 17 years of audit experience, about half in public accounting and half in internal
audit. Most of my audit experience has been in performing control audits of business processes
and system controls. I am currently working as an independent CPA providing control consulting
services. I have no affiliation with any other CPA firms or with any public companies.
My initial reaction to the proposed standard was very positive because the provisions defined a
very thorough audit process, coverage of all assertions for all material accounts every year, relying
primarily upon the auditor’s own work and, most importantly, requirements to audit the controls of
the company rather than simply reviewing management’s control assessment process.
However, in considering the end result of the proposed process, I question whether the process will
add significant value in terms of protecting investors against misstated financial reports because of
the inherent limitations of any control audit. The most serious limitation is that control processes
can be compromised by “topside adjustments” or other influence and actions by senior
management who manage the control system. In fact, if you consider the major accounting
problems of recent years (Enron, WorldCom, Tyco, et.al.), the problems were apparently at the top,
not in the rank and file.
Furthermore, the cost of the proposed audit process is likely to be high. The proposed standard
calls for the auditor to perform a thorough, exhaustive, company-wide audit of internal control.
Such an audit is expensive because the auditor must gain a working understanding of so many
activities in an organization to be assured that he or she has identified all risks and obtained
sufficient evidence of the operating effectiveness of controls.
Therefore, my concern is that the proposed audit standard, despite its excellent value in defining an
effective process for auditing internal controls, has the potential to add extensive process and cost
without adding corresponding value to shareholders. I think the proposed standard attempts to do
too much too broadly while not paying enough attention to the well known and well recognized
problems with accounting errors and fraud.
To propose a redirection of the standard, I suggest that the Board consider two categories of
corporate accounting control problems: 1) general inattention to controls throughout a company
that results in financial misstatements, and 2) deliberate actions, usually by senior officials, to
produce a specific financial reporting effect.
I believe that a properly implemented management control assessment process, as defined by
Section 404 and the related SEC rules, will fully address the first category. The auditor attestation
process becomes an enforcement mechanism to ensure that companies perform this function
adequately. Therefore, the standard should define those auditor procedures that are necessary to
provide adequate assurance or “enforcement” that management develop, implement, and maintain
an appropriate internal control assessment process.
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In an attestation role, the auditor need not review internal controls himself or herself but only needs
to verify that management performed a thorough and complete assessment. I believe a rigorous
process is appropriate, but the focus should be on evaluating management’s annual control
assessment. The auditor should reperform some of management tests on a sample basis to obtain
sufficient evidence. The auditor should hold management to high standards of documentation for
its assessment process, including the risk assessment, identifying all assertions for all material
accounts, documenting the control design, planning review procedures and tests, documenting
findings, reviewing test results and findings, corrective actions, and final conclusions. This
approach puts the primary burden and the cost of assessing internal controls upon management.
For the second category of accounting control problem – deliberate actions to obtain a specific but
inappropriate financial reporting effect – a corporate-wide control assessment process will not
provide much benefit. To address this problem, the standard should define a process for the
auditor to look specifically for evidence of earnings management or other attempts to manipulate
the financial statements. For example, the process should include forensic audit techniques and
procedures to look at adjusting entries, unusual transactions, decisions regarding accounting
treatment, presentation materials and minutes of board and senior management committee
meetings, interviews with participants of board and senior management committee meetings,
handouts and minutes of meetings to review the accounting close, interviews with persons involved
in the accounting close, and similar procedures to provide coverage of areas of possible
accounting manipulation.
The process should require the auditor to present his or her findings and conclusions regarding any
indication of accounting manipulation to the audit committee. The auditor then should be provided
safe harbor if the Board-defined procedures are carried out effectively.
In conclusion, I ask the Board to consider fine tuning its auditing standard to put more focus on
known problems (deliberate accounting manipulation) and scale back on the audit requirements
that address the broad corporate wide procedures, leaving the main effort for maintaining and
assessing corporate wide controls in the hands of management.
I have provided comments on other aspects of the proposed standard in responses to the Board’s
questions in the attached document.
Sincerely yours,

Bernard Bethke
CPA, CISA
Risk Management Advisory Services, LLC
1613 Guston Court
Silver Spring, MD 20906
301-871-7601
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Comments on the Board’s Questions

Attachment

I have used the term “attestation review” to designate an auditor process to evaluate
management’s internal control assessment process and other focused procedures to look for
evidence of accounting manipulation.
1. Is it appropriate to refer to the auditor's attestation of management's assessment of the
effectiveness of internal control over financial reporting as the audit of internal control over financial
reporting?
Response: No. I would suggest “the attestation review of management’s annual internal
control assessment.”
2. Should the auditor be prohibited from performing an audit of internal control over financial
reporting without also performing an audit of the financial statements?
Response: No. I believe that Sarbanes Oxley mandates that if a financial statement audit is
being performed, the auditor attestation cannot be a separate engagement. However, if no
financial statement audit is being performed, the attestation report should be qualified to reflect
that the attestation report is normally completed in conjunction with a financial audit, that the
financial statement audit might have identified issues that reflect upon the effectiveness of
controls, but that no financial statement was performed.
3. Rather than requiring the auditor to also complete an audit of the financial statements, would an
appropriate alternative be to require the auditor to perform work with regard to the financial
statements comparable to that required to complete the financial statement audit?
Response: No. I believe a qualified opinion is a better alternative. It would be difficult to
establish a “comparable” process, especially one which did not require a signed auditor
certification.
4. Does the Board's proposed standard give appropriate consideration to how internal control is
implemented in, and how the audit of internal control over financial reporting should be conducted
at, small and medium-sized issuers?
Response: No. The proposed integrated audit process will require much adaptation for small
and medium-sized issuers. An attestation review would be naturally scalable to the size of
management’s control assessment process. Thus, an attestation review would be fairer to
small and mid-sized companies and not hold them liable to the interpretive judgments of their
auditors in applying the standard.
5. Should the Board, generally or in this proposed standard, specify the level of competence and
training of the audit personnel that is necessary to perform specified auditing procedures
effectively? For example, it would be inappropriate for a new, inexperienced auditor to have
primary responsibility for conducting interviews of a company's senior management about possible
fraud.
Response: No. I believe existing standards that require auditor competency prior to accepting
an engagement and standards to assign competent staff to assignments are sufficient.
6. Is the scope of the audit appropriate in that it requires the auditor to both evaluate
management's assessment and obtain, directly, evidence about whether internal control over
financial reporting is effective?
Response: No. This would be redundant and expensive and, in my opinion, provide limited
value due to inherent limitations of control audits, particularly that controls might be influenced
or compromised by senior officials in a company.
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7. Is it appropriate that the Board has provided criteria that auditors should use to evaluate the
adequacy of management's documentation?
Response: I believe it is appropriate for the Board to require criteria and that additional
guidance is necessary. The lack of documentation is probably the largest and most costly area
of control remediation for compliance with Sarbanes Oxley. However, references to “lack of
documentation,” “improving control documentation,” and similar references can be confusing
and may allow misinterpretation of the auditing standard. Furthermore, not all types of
documentation involved in maintaining internal controls at public companies are equally
important. It would be very helpful to define standard terminology and provide further guidance
concerning the various documentation requirements.
For example, “policy statements” provide direction and guidance, assign responsibilities, and
state the firm’s view on matters. “Operational procedures” describe work to be performed at a
level of detail according to needs of the users of the procedure. “Audit trails’ can be defined as
documentation of work performed, what was done, who did it, when it was done, conclusions,
who reviewed and approved it and when. A “control design” document identifies the policies
and procedures that, as a whole, constitute the control structure.
I would suggest that audit trails, a control design document, and working papers for
management’s annual assessment are required documentation and that the auditor should not
affirm a management opinion that controls are adequate if such documentation is lacking.
However, I believe there is considerable latitude when it comes to documenting policies and,
especially, operating procedures. This is particularly true in smaller companies, where owner
and senior management involvement in many activities can effectively compensate for the lack
of documented policies and operating procedures.
My general concern is that companies might perform expensive documentation exercises that
add little value to the management and control of the company simple for the sake of “having
documentation.”
Internal Control Statements – As a separate matter regarding documentation, would it be
helpful or practical to require management to define in a single document a summary of its
internal control over financial reporting?
Existing attestation standards require management to produce and provide to the auditor a
specific document of its statements and assertions. The independent auditor then performs
procedures and tests to form an opinion regarding management’s statements. I suggest that
the internal control audit process would be greatly enhanced by a similar requirement.
A summary statement of internal controls puts the burden upon management to identify its key
controls. A summary statement provides a tangible starting point for assessing the design of
controls and identifying areas to test operating effectiveness. If the Board pursues the
proposed integrated audit approach, a summary statement also would enhance the control
opinion by identifying the specific statements and assertions that the auditor evaluated in
forming his or her opinion.
A standard format might be organized according to the control environment, risk assessment,
control activities, information and communication, and monitoring. Each components could
include standard subcomponents, such as a code of conduct, an employee reporting process,
a self assessment process, the company’s risk assessment process, controls over initiating
transactions, review processes, approvals, segregation of duties, data input controls, general
computer controls, various reconciliations between internal systems and independent external
records, specific monitoring activities, and similar information. Other format standards could tie
to major lines of business or to major financial statement categories. If the Board defined a
standard format, most companies could provide a summary statement of internal controls in a
document comparable in size to their financial statements.
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8. Is it appropriate to state that inadequate documentation is an internal control deficiency, the
severity of which the auditor should evaluate? Or should inadequate documentation automatically
rise to the level of significant deficiency or material weakness in internal control?
Response: This question illustrates my comment in the previous question about vague
references to documentation. I believe the auditor should evaluate the significance of all
deficiencies in the context of the specific facts and circumstances at the company. However, it
would be helpful for the standard to provide a discussion of the different types of audit
documentation and the effect on the overall control structure of the lack of each type of
documentation.
9. Are the objectives to be achieved by performing walkthroughs sufficient to require the
performance of walkthroughs?
Response: Yes. Walkthroughs should be strongly encouraged to be performed by the persons
conducting the internal control assessment.
10. Is it appropriate to require that the walkthrough be performed by the auditor himself or herself,
rather than allowing the auditor to use walkthrough procedures performed by management, internal
auditors, or others?
Response: No. I think that walkthroughs should be performed by the party that is performing
the actual internal control review, which I believe should be management rather than the
auditor.
11. Is it appropriate to require the auditor to obtain evidence of the effectiveness of controls for all
relevant assertions for all significant accounts and disclosures every year or may the auditor use
some of the audit evidence obtained in previous years to support his or her current opinion on
management's assessment?
Response: Yes. Management should review and test controls for all relevant assumptions for
all significant accounts each year. One might argue for more limited testing if management
could determine there have been few or no changes since the prior year. However, there are
many things that change (or can change) internally and externally that could cause or allow a
significant control deficiency. It would be difficult, if not impossible, to examine and rule out all
the possible changes in or around a business function. Therefore, all relevant assumptions
should be tested each year.
12. To what extent should the auditor be permitted or required to use the work of management and
others?
Response: In an attestation review, the auditor should rely solely upon his or her own work.
13. Are the three categories of controls and the extent to which the auditor may rely on the work of
others appropriately defined?
Response: No. These categories and provisions are unnecessary if the auditor performs an
attestation review. However, if the process requires categories, I would suggest two
categories. Category one would include the work described in paragraphs 104 and 105,
including work related to accounts involving significant judgments and estimates. Category two
would include work related to controls over routine processing.
14. Does the proposed standard give appropriate recognition to the work of internal auditors? If
not, does the proposed standard place too much emphasis and preference on the work of internal
auditors or not enough?
Response: No. there is not enough recognition of internal audit competencies and value as one
of management’s primary tools for maintaining internal controls. This would be remedied by
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adopting an attestation review approach, at which point management would be able to assign
internal audit a wide range of roles in its annual control assessment process.
15. Is the flexibility in determining the extent of reperformance of the work of others appropriate, or
should the auditor be specifically required to reperform a certain level of work (for example,
reperform tests of all significant accounts or reperform every test performed by others that the
auditor intends to use)?
Response: Yes. Reperformance should be an important part of the attestation review.
However, some additional guidance probably would be needed regarding the extent of
reperformance and evaluating the results such as found in Example B-3.
16. Is the requirement for the auditor to obtain the principal evidence, on an overall basis, through
his or her own work the appropriate benchmark for the amount of work that is required to be
performed by the auditor?
Response: Yes, in that the auditor must rely mostly upon his or her own work in an attestation
review.
17. Will the definitions in the proposed standard of significant deficiency and material weakness
provide for increased consistency in the evaluation of deficiencies? How can the definitions be
improved?
Response: Yes. The definitions regarding likelihood, such as “more than a remote likelihood,”
are helpful. The distinction between “material to the financial statements” and “material to an
individual account” is helpful. However, the standard doesn’t seem to add much to existing
guidance, which includes a great deal of situational judgment, regarding the definition of
“material” itself.
18. Do the examples in Appendix D of how to apply these definitions in various scenarios provide
helpful guidance? Are there other specific examples that commenters could suggest that would
provide further interpretive help?
Response: Yes, the examples are generally helpful. However, the materiality is defined in
each example and the examples are constructed so that each situation falls clearly into one
category or another. The examples do not address the more challenging task, which is to
determine materiality of a particular transaction or balance. At some point, it would be good for
the Board to review standards and guidance regarding materiality.
19. Is it necessary for the auditor to evaluate the severity of all identified internal control
deficiencies?
Response: Yes. It is necessary in order to identify those that are significant. This is true
whether in an attestation review or the proposed integrated audit.
20. Is it appropriate to require the auditor to communicate all internal control deficiencies (not just
material weaknesses and significant deficiencies) to management in writing?
Response: For the proposed integrated audit, I believe this seems reasonable to help ensure
that the auditor and management pay attention to all weaknesses. I don’t think this is
necessary if an attestation approach is adopted.
21. Are the matters that the Board has classified as strong indicators that a material weakness in
internal control exists appropriately classified as such?
Response: No, not all are appropriately classified. I agree that the first two bullets
(restatements and the auditor finding a material misstatement) are “strong indicators” of
material control weakness. However, I would not agree that the other bullets necessarily
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correlate with material misstatement of the financial statements. I think some companies
actually have strong controls over financial reporting and good financial reports in spite of a
weak audit committee, internal audit department, or regulatory compliance department. Fraud
by an individual, if immaterial to financial reporting, could be completely unrelated to financial
misstatement. Similarly, the amount of time that a deficiency is outstanding is a factor in
determining if it is a material weakness, but each situation should be assessed based on the
individual facts and circumstances.
If the purpose of including these circumstances (bullets 3 through 7) in this list is to apply
maximum visibility on these conditions to influence change, then another way to handle this
would be to label these situations as significant matters subject to SEC disclosure
requirements. Or, the Board could include provisions for disclosure of these situations in the
internal control reports. At best, I would suggest that bullets 3 through 7 are “indicators” rather
than “strong indicators.”
22. Is it appropriate to require the auditors to evaluate the effectiveness of the audit committee's
oversight of the company's external financial reporting and internal control over financial reporting?
Response: No. The audit committee can be an important part of a company’s control process;
therefore, it is important to review its effectiveness. However, there is a major potential conflict
of interest problem in having the auditor assess the audit committee.
The audit committee approves the hiring of the auditor, the fees paid to the auditor, and any
non-audit projects to be performed by the auditor. In other words, the audit committee has a
great deal of influence over the livelihood of the auditor. In general, the audit committee will
get the benefit of the doubt more than is warranted. In the face of a true problem, this
arrangement has the potential to create a significant conflict of interest problem for the auditor.
If audit committee effectiveness is important, the Board should consider some other means of
evaluation rather than this arrangement which is might fail in the very situation where it would
be most needed. For example, the Board might require companies to obtain an assessment of
audit committee effectiveness by a different CPA firm, or perhaps by a law firm. The standard
would include provisions to ensure the independence of the firm performing the audit
committee assessment, such as restrictions on performing other work at the company.
23. Will auditors be able to effectively carry out their responsibility to evaluate the effectiveness of
the audit committee's oversight?
Response: No. See response to 22.
24. If the auditor concludes that ineffective audit committee oversight is a material weakness,
rather than require the auditor to issue an adverse opinion with regard to the effectiveness of the
internal control over financial reporting, should the standard require the auditor to withdraw from
the audit engagement?
Response: No, I do not think that withdrawal should be mandated. I believe each situation
must be evaluated according to the facts and circumstances of the situation, the impact on
controls over financial reporting, and the impact on the auditor’s ability to plan and perform the
audit. For example, an audit committee’s ineffectiveness might not necessarily impede the
auditor from obtaining information, performing planned audit procedures, and developing an
informed and professional opinion regarding controls over financial reporting at a company. If
an audit committee exercises undue influence or allows management to exercise undue
influence or obstruct the audit, then the auditor should withdraw.
As an observation, it appears that the Board believes that audit committees have (or will have)
much more control and influence over financial reporting than I have seen in practice.
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25. Is it appropriate that the existence of a material weakness would require the auditor to express
an adverse conclusion about the effectiveness of the company's internal control over financial
reporting, consistent with the required reporting model for management?
Response: No. I believe that it would be more informative to investors for the auditor to have
the option of either a qualified opinion or an adverse opinion. This is important if the Board is
going to strongly encourage the rating of material weakness on matters that (in a specific
company at a specific point in time) may not have a direct effect on financial reporting in
companies where controls over financial reporting are otherwise adequate.
26. Are there circumstances where a qualified "except for" conclusion would be appropriate?
Response: Yes. I believe there are can be material weaknesses (a weakness with a potential
impact that is material to the financial statements) where the potential impact would be limited
to a defined area of the financial statements or disclosures. For example, if the effect of a
material weakness is limited to a particular disclosure while controls over the income
statement, balance sheet and other financial statements are adequate, I think it would be more
informative to investors to issue a qualified opinion.
27. Do you agree with the position that when the auditor issues a nonstandard opinion, such as an
adverse opinion, that the auditor's opinion should speak directly to the effectiveness of the internal
control over financial reporting rather than to whether management's assessment is fairly stated?
Response: No. I think the public to be better served if the auditor restricts his or her comments
to the adequacy of management’s control assessment.
28. Should the Board provide specific guidance on independence and internal control-related nonaudit services in the context of this proposed standard?
Response: No. I think the standards are sufficient as stated. However, I support the future
study of this issue by the Board, especially to include reviewing actual practice in this area.
29. Are there any specific internal control-related non-audit services the auditor should be
prohibited from providing to an audit client?
Response: Yes. As noted earlier, I believe the assessment of audit committee effectiveness
should be performed independently from the internal control audit and the financial statement
audit. Otherwise, the lists of prohibited consulting activities found in the SEC Final Rule
appear adequate. However, I support the Board’s plans to review independence matters in the
future.
30. Are the auditor's differing levels of responsibility as they relate to management's quarterly
certifications versus the annual (fourth quarter) certification, appropriate?
Response: Yes. I think the responsibilities are appropriate for interim quarters as well as the
fourth quarter.
31. Is the scope of the auditor's responsibility for quarterly disclosures about the internal control
over financial reporting appropriate?
Response: Yes. I believe these provisions, in that they are substantially similar to existing
responsibilities for interim financial reporting, are appropriate.
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Law Offices
ROBERT CHIRA & ASSOCIATES
www.robertchira.com
488 Madison Avenue, Suite 1100
New York, N.Y. 10022
Telephone: 212-826-7179
Fax: 212-486-0701
E-Mail: rc@robertchira.com

October 24, 2003
Office of the Secretary
Public Company Accounting Oversight Board
1666 K Street, N.W.
Washington, D.C. 20006-2803

Re:

PCAOB Rulemaking Docket No. 008:
Proposed Auditing Standard-An Audit of Internal Control Over Financial Reporting

Dear Sir/Madam:
I am an attorney with no affiliation to any public accounting firm required to register with
the Public Company Accounting Oversight Board (the “Board”). I commend the Board on its
proposed standard relating to internal control over financial reporting, but offer the following
comments on some of the questions posed in its Release No. 2003-017 dated October 7, 2003.

Question 1. Is it appropriate to refer to the auditor’s attestation of management’s
assessment of the effectiveness of internal control over financial reporting as the audit of internal
control over financial reporting?
Comment: No.
In proposing that an audit be made of internal control over financial reporting (hereafter
such type of controls referred to simply as “internal accounting controls” or “internal controls”),
the Board has interpreted relevant provisions of the Sarbanes-Oxley Act (hereafter the “Act”)
broadly and perhaps unnecessarily so at this point in time. It has also blurred the difference
between an “attest” service and “attestation report” as compared to an “audit” and “audit report.”

File No. PCAOB-2004-03 Page No. 1531

The Act contains two provisions concerning internal accounting controls: First, Section
103(a)(2)(A)(iii) provides that the Board include in auditing standards it adopts a requirement
that the outside auditor “describe in each audit report the scope of the auditor’s testing of the
internal control structure and procedures of the issuer, required by section 404(b) [of the Act]...
Second , Section 404, entitled “Managements’ Assessment of Internal Controls,” and subsection
(b) thereof, entitled “Evaluation and Reporting”, require the outside auditor to both “attest to”
and “report on” “the assessment made by management...” It further provides that such
attestation “be made in accordance with attestation standards” adopted by the Board. (Italics
added).
An “attest” engagement” concerning matters other than the financial statements has
traditionally been distinguished from an “audit” of the financial statements. The former usually
refers to an engagement in which the auditor “expresses a conclusion about the reliability of a
written assertion” made by others. See Statements on Standards for Attestation Engagements
(“SSAE”) promulgated by the AICPA and codified as AT Section 100.01. Its standards further
distinguish the attest function of an “audit of financial statements,” on the one hand, from those
other kinds of “attest” services that provide “assurances on representations other than historical
financial statements and in forms other than the positive opinion,” on the other hand. See
Introduction to Attestation Standards. It makes clear that attesting to the effectiveness of internal
controls is a typical example of such other “attest” services. A comparison of attestation
standards and audit standards is set forth as Appendix A in AT Section 100.89.
The SEC has also traditionally distinguished between an “audit” which it has used to
refer to an examination of the financial statements, on the one hand, and “performing
other...attest services for the issuer,” on the other hand. See text and footnote 62 in Securities
Act Release No. 8173, “Standards Relating to Listed Company Audit Committees”, dated
January 8, 2003. Moreover, in its recent release adopting rules for management’s report on
internal controls required by Section 404(a) of the Act, the SEC refers to the auditor’s report on
management’s assessment required by Section 404(b) as an “attestation report” which is to be
made in accordance with standards for “attestation engagements” . It has also amended
Regulation S-X to define the term “attestation report.”. See Securities Act Release No. 8238
dated June 5, 2003 and Rules 210.1-02 and 210.2-02 of Regulation S-X.
Thus, to avoid confusion between the SEC’s rules and the Board’s standards, and to more
closely follow the exact words used in Section 404(b) of the Act, the Board may wish to consider
calling the auditor’s report an “attestation report” on management’s assessment of internal
controls rather than referring to it as an “audit” of internal controls over financial reporting
which results in an “audit report”.
The Board’s proposed standard explains in Paragraph 3 and footnote 3 that the terms
“audit” and “attestation” “refer to the same professional service, one being the process and the
other the result of that process.” I am not an accountant but believe that an “audit” of financial
statements is a form of “attestation”and that the concept of “attestation” is almost
indistinguishable from “auditing.” Both require an examination, testing, gathering of evidence
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and opinion determining if managements’ assertions are “fairly stated in all material respects” or
“fairly presented.” See AT Section 501, “Reporting on an Entity’s Internal Control Over
Financial Reporting” and AT Section 9501. However, attestation standards have traditionally
been issued to “provide a framework for the attest function beyond historical financial
statements.” AT Section 100.89.
In view of this history and the confusion that might result from having Board standards
using terminology that differs from both those customarily used and from those used in SEC’s
rules, it may be more appropriate (and practical) for the Board not to use the word “audit” or
“audit report” when referring to the auditor’s attestation of management’s assessment of the
effectiveness of internal control over financial reporting.

______________________

Question 6. Is the scope of the audit appropriate in that it requires the auditor to both
evaluate management’s assessment and obtain, directly, evidence about whether internal control
over financial reporting is effective.
Comment: No.
Related to the use of terminology, and proceeding from it, the Board’s proposed standard
would require the auditor not only to evaluate management’s assertion as to the effectiveness of
internal controls, but also to independently determine, after obtaining direct evidence, that they
are in fact effective. The Board asks if this scope of the audit is “appropriate.”
It should be noted that historically there has been a distinction between the auditor
directly expressing an opinion on the effectiveness of internal controls as compared to whether
management’s assessment of their effectiveness is fairly stated. See the AICPA standard in AT
Section 501 (which the Board’s standard would supercede). The difference is also highlighted,
to some extent, by the General Accounting Office’s May 20, 2003 comment letter to the
AICPA’s Auditing Standards Board (“ASB”) on its exposure draft standard dated March 18,
2003. The GAO stated that although it believed in the value of an opinion on internal controls
and has provided them for financial statement audits it conducts, it also pointed out: “Current
guidance for audits of government agencies and programs requires auditor reporting on internal
controls, but not at the level of providing an opinion on internal control effectiveness.” (Italics
added).
Due to this historical background and traditional distinction, I believe it may be argued
that at the time the Act was enacted Congress did not intend that an audit be conducted of the
internal controls and that the auditor itself opine as to their effectiveness. If it did so intend one
would have expected the Act expressly to so provide. Instead, it uses the words “attest to” and
“report on” “the assessment made by management” and, further, that such attestation be made in
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accordance with “attestation standards” adopted by the Board. (Italics added).

___________________

Question 11. Is it appropriate to require the auditor to obtain evidence of the
effectiveness of controls for all relevant assertions for all significant accounts and disclosures
every year or may the auditor use of the audit evidence obtained in previous years to support his
or her current opinion on management’s assessment?
Comment: No.
The Board’s proposed standard requires testing of “all” relevant assertions concerning
“all” significant accounts and “all” significant disclosures. This seems to adopt the ASB’s
position concerning the extent of the controls to be tested in an audit of them as compared to one
of the financial statements. Thus, in its March 18, 2003 exposure draft, the ASB contends that
significantly greater testing is required when doing an audit of internal controls as compared to
an audit of the financial statements, stating:
“6. The range of controls that need to be tested to express an opinion on internal
control is significantly broader than that which may have been tested solely to
express an opinion on financial statements. For example, [for the latter]...the
auditor may elect to perform only substantive procedures rather than to perform
tests of controls, or perform a mix of substantive procedures and tests of controls
over some or all significant accounts, classes of transactions, and disclosures...
For the purpose of expressing an opinion on internal control, the tests of controls
should encompass significant controls related to all significant accounts, classes
of transactions, and disclosures...” (Italics added).
(The Board has changed the ASB standard by requiring that all “relevant assertions” rather than
“significant controls” be tested in the audit of internal control).
Such a significantly broader view of the controls to be tested, however, may be
inconsistent with Section 103(a)(2)(A) (iii) of the Act which requires that the auditor’s report
describe the “scope of the testing” of both controls and procedures, words that probably suggest
a limitation was intended. The argument would be that if Congress intended that “all” significant
assertions related to all significant accounts and disclosures be tested, it would not have used the
words “scope of the testing”.
_____________________
In view of the foregoing responses to Questions 1, 6 and 11, and for the reasons set forth
below, I believe the Board should consider proposing a standard at this point in time which only
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requires the auditor to examine “management’s assertion” of effectiveness and evaluate whether
it is “fairly stated in all material respects”. To reach its conclusion, the amended standard would
require the auditor to test “certain” controls and procedures but only to the extent necessary to
gather evidence to corroborate or refute management’s assertion. I believe that such a standard
would more closely follow the Act’s references in Section 404(b) to an “evaluation” of “the
assessment made by management” and Section 103(a)(2)(A)(iii)'s requirement that the auditor’s
report describe the “scope of the testing”.
Such an amended standard should significantly reduce the outside auditor’s work and
fees, and thus significantly reduce the costs imposed on the approximately 15,000 large,
medium-sized and small public companies affected by the Board’s standard. It would also allow
the Board to proceed on a more cautious basis and discover over the next few years whether such
an attestation standard has positive results before a more demanding one is adopted. Of course,
such a decision is essentially a policy one and in its start up phase and in light of the horrendous
audit failures that led to the Act’s enactment, the Board may decide it must impose the most
stringent standard possible.
It should be noted, however, that the Board is not the only body that Congress has vested
authority in, or responsibility for, improving internal controls over financial reporting.
Management must not only report on the effectiveness of internal controls under Section 404(a)
of the Act, but under Section 302 must also take responsibility for such controls and certify their
conclusions as to their effectiveness. And, under Section 906 of the Act, there are criminal
penalties attached to management’s knowingly false certification. Thus, the Board’s rules in this
area should be considered in light of these other stringent requirements.
If, despite these new requirements imposed on management, the Board finds from
experience that its attestation standard fails to improve internal accounting controls and the
reliability of financial reporting, it will have sufficient reason and ample evidence to warrant the
more rigorous standard of requiring an audit of internal accounting controls by the outside
auditor with a direct expression of its opinion as to their effectiveness.
_____________________
Question 4. Does the Board’s proposed standard give appropriate consideration to how
internal control is implemented in, and how the audit of internal control over financial reporting
should be conducted at, small and medium-sized issuers?
Comment: No.
While the Board states it is “sensitive” to its possible effects on such entities and
recognizes that “one size does not fit all”, it does not give any specific guidance to how audits of
internal accounting controls may be conducted for such smaller and medium-sized companies.
For example, it could propose that “walkthroughs” of “significant processes” be required for
only a sample rather than to “all” of them. It could also require the testing of controls of a
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sample of “relevant assertions” for all significant accounts or disclosures rather than testing “all”
such assertions for all such accounts and disclosures.
Without the Board providing specific guidance, the outside auditor of a small or mediumsized company will fear doing less than all “walkthroughs” and testing controls of “all” relevant
assertions about “all” significant accounts and disclosures. Thus, the Board’s concerns that
small and medium-sized companies not be subjected to the same extensive testing as larger
companies will be ignored unless it gives guidance to the outside auditor to perform less.
____________________

Question 10. Is it appropriate to require that the walkthroughs be performed by the auditor
himself, rather than allowing the auditor to use walkthrough procedures performed by
management, internal auditors or others?
Comment: No.
It is not appropriate for the Board to only permit such procedures to be performed by the
outside auditor. If a company has a professional and independent audit staff it may be in a better
position than the outside auditor to understand the internal accounting controls and how they
perform. The central question is whether it would be “reasonable” for the outside auditor to rely
upon the internal auditor staff. If that staff follows professional standards, such as the Standards
for the Professional Practice of Internal Auditing issued by the Institute of Internal Auditors
(“IIA”), reports to the audit committee and is deemed independent of management, the outside
auditor should be allowed to rely, to a significant extent, on “walkthroughs” already performed
by it rather than re-doing its work. To determine what is “reasonable” reliance, the outside
auditor could re-do a sample of those done by the internal staff. This position is consistent with
the Board’s proposed standard in Paragraph 103 concerning relying on internal auditors for the
tests of controls “to the greatest extent an auditor could use the work of others.”
________________

Question 22. Is it appropriate to require the auditors to evaluate the effectiveness of the
audit committee’s oversight of the company’s external financial reporting and internal control
over financial reporting?
And Question 23. Will auditors be able to effectively carry out their responsibility to
evaluate the effectiveness of the audit committee’s oversight?
Comment: No.
Such a requirement would reverse the “master-servant” relationship that should exist
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between the audit committee as “master” and outside auditor as “servant” and is contrary to the
objectives of the Act to strengthen the role of the former. I believe such a requirement would
dilute the audit committee’s power and authority if it could be questioned and evaluated by the
outside auditor it is supposed to supervise.
I also think it is impractical to require that the audit committee charged by Section 301
of the Act with responsibilities for hiring the outside auditor, approving of certain non-audit
services, including tax services, it wishes to provide, retaining the sole authority to fire the
auditor, and resolving disagreements between the auditor and management regarding financial
reporting, be simultaneously evaluated by that auditor, particularly as to its effectiveness in
overseeing such financial reporting.
In June 2002, a committee appointed by the New York Stock Exchange made a set of
recommendations about improved corporate governance, stating with respect to the role of the
audit committee:
“...the committee stands at the crucial intersection of management, independent auditors,
internal auditors and the board of directors.”
In view of its significant and critical role, I would urge the Board to drop from its
proposed standard any requirement that the auditor evaluate the audit committee’s effectiveness.

Respectfully submitted,

Robert Chira
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591eSTONERIDGEMALLROAD
PLEASANTON,
CA 94585.3229

Office of the Secretary
Public Company Accounting Oversight Board
1666 K Street, NW
Washington, DC 20006-2803
Re: Rulemaking Docket Matter No. 008

Dear Sirs,
We at Safeway are pleased to have the opportunity to comment on the
proposed Auditing Standard, PCAOB release No. 2003-17.
After careful consideration of the draft we are supporting the comments
being submitted separately by Financial Executives International. I am a
member and believe that organization representswell a large constituent body of
implementers of the final standard.
However, we do have one observation about which we feel strongly and
wish to emphasize.
We disagree with the proposal to have auditors review the audit
committee performance. No matter what arguments you construct to support
that it may be possible to objectively accomplish such a review, the optics are
horrible. It is inappropriate for someone to assess the performance of the body
responsible for their ongoing employment. A skeptical public will not believe it
can be done, particularly in today's environment.
Thank you for the opportunity to comment.
Sincerely,
J

David F. Bond
Senior Vice President-

Finance and Control
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October

27,

2003

Office
of the Secretary
PCAOB
1666 K Street,
NW
Washington,
DC
20006-2803
RE:

PCAOB

Rule

Making

Docket

Matter

#008

These comments
are based on experience
as a public
member
of several
accounting
groups
and of numerous
public
company
audit committees.
This proposed
auditing
standard
represents
one
of the most important
regulatory
step by the Board.
The
Board's
release
demonstrates
that it brings
careful
analysis
and a balanced
approach
to this important
matter.
My
comments
focus on several
areas of the Board's
proposal
and concludes
with discussion
of a policy
issue that
the Board may want to think about:
An integrated
audit of both the financial
statements
and internal
controls
over financial
reporting
makes
sense both on the grounds
of effectiveness
and efficiency.
For too long, there has been a lack of understanding
by auditors
of how much knowledge
auditors
need about
internal
control
and the nature
and extent
of control
testing.
As an audit committee
member,
I frequently
noticed
that auditors
paid little or no attention
to
the clients'
internal
control
systems.
With this standard,
there should be no longer be
any misunderstanding
about the relevance
of internal
control
to an audit and how internal
control
should be
considered
in the course of performing
an audit.
Moreover,
this proposed
standard
will clarify
for investors
the
role of the auditor
in attesting
to management's
assessment of internal
controls
and the degree
of internal
control
work that auditors
must perform
in connection
with their audit of financial
statements.
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My major problem
with the proposed
standard
is
the lack of emphasis
on major areas susceptible
to fraud
risk in planning
an audit of internal
controls.
In the
O'Malley
Panel report,
we pointed
out the need for some
kind of "forensic"
type procedures
for every audit to
enhance
the prospects
of detecting
material
financial
statement
fraud.
In planning
an audit of internal
controls,
the auditor
should ask where
is the entity vulnerable
to
the override
of internal
controls
by management.
The Board
may want to integrate
this standard
on the audit of internal
controls
with an audit standard
designed
to detect
internal
fraudulent
financial
reporting.
On page 6 of its proposal,
the Board states that,
for smaller,
less complex
companies,
auditors
can exercise
reasonable
professional
judgement
in determining
the
extent of the audit of internal
control.
Why shouldn't
this statement
relating
to professional
judgment
apply
to all internal
control
audits
and not just to those of
smaller,
less complex
companies?
The requirement
in the proposal
that the auditor
evaluate
the effectiveness
of the audit committee's
oversight
may be correct
in theory but unrealistic
in practice.
The
only alternative
for the auditor
who concludes
that the
audit committee's
oversight
is inadequate
is to report
it
as a material
weakness
to the full board or to resign.
I doubt that the auditor
will do either.
What the auditor
should do is to highlight
for the committee
its responsibilities
in a subtle but pointed
way.
I would
omit this part of
the proposal.
I agree with the approach
taken by the proposed
standard
that the auditor
can provide
an internal
control
related
non-audit
service
to an audit client if it has
been specifically
pre-approved
by the audit committee.
When the Board gets around
to dealing
with the independence
issue,
I would hope that it would permit
audit committees
to pre-approve
internal
control
related
non-audit
service
as a category.
In this connection,
the SEC pronouncement
on auditor
independence
needs rethinking
by the Board.
In conclusion,
there is a broader
policy
issue the
Board might want to think about,
i.e. how does the Board
see its role in setting
audit standards.
In the case of
this proposed
standard,
the Sarbanes-Oxley
Act requires
the Board to establish
professional
standards
governing
the auditor's
attestation
of the effectiveness
of internal
control
over financial
reporting.
However,
does it make
sense for the Board and its staff to establish
all audit
standards
for public
companies?
The number,
variety
and
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complexity
of auditing
standards
pose an enormous
task
for the Board's
staff and could place
the Board in the
position
of creating
something
analogous
to the IRS Code
and Regulations.
It would
seem to me wise for the Board
to play an oversight
and monitoring
role with respect
to
most standards
and to delegate
the primary
task to professional
groups who have the knowledge,
experience
and
flexibility
to do the heavy lifting
in standard
setting.
Very

truly

yours,

d

.

f
/'

cc :

William

J.

McDonough,

Chairman

,

/'!

:

/ /
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4701 Asbury Park Terrace
Louisville, KY 40241

November 20, 2003

Office of the Secretary
Public Company Accounting Oversight Board
1666 K Street, N.W.
Washington, D.C. 20006-2803
RE:

PCAOB Rulemaking Docket Matter No. 008

Ladies and Gentlemen:
As a current Board and Audit Committee member for several publicly-traded companies
and as a former CEO of a publicly–traded company, I read your proposed exposure draft
on internal control with great interest. I was particularly interested in paragraphs 56
through 59 related to the evaluation of the effectiveness of the Audit Committee’s
Oversight of the Company’s External Financial Reporting and Internal Control Over
Financial Reporting. While I agree that the audit committee plays an important role
within the control environment and is essential to setting a positive “tone at the top,” I
believe that requiring the independent auditors to evaluate the effectiveness of the audit
committee introduces an inherent conflict of interest that could have a detrimental effect
on achieving one of the ultimate goals of this proposal, ensuring the integrity of a
company’s financial reporting. Under the Sarbanes-Oxley legislation, the audit
committee is required to hire and fire the independent auditors and evaluate their
qualifications and performance. Now, under this proposal, the independent auditors are
put into the position of evaluating those who hire and fire them. I believe this would
make each party wary of each other and impede the direct and open communication that
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is necessary between the audit committee and the independent auditors to fully fulfill
each set of responsibilities.

Further, I believe that it would be very difficult for many of the factors cited in paragraph
57 to be evaluated, particularly the specific requirement to evaluate of the level of
involvement with the independent auditor, including the appointment, retention, and
compensation of the independent auditor. I don’t believe any independent auditor can
carry out this responsibility without being accused of an inherent conflict of interest.

Finally, I agree with and believe that it makes great sense for the independent auditors to
consider the activities of the audit committee as part of the evaluation of the control
environment; however, I don’t see how an evaluation of these activities, alone, could lead
to a conclusion that a “significant deficiency and a strong indicator that a material
weakness in internal control over financial reporting exists.” I believe there are many
other factors that should be considered in the determination of a significant control
deficiency.
Please note that these are my personal comments and should not be attributed to any
university nor to any corporations on whose boards I set. If you have questions or
comments please contact me directly.

Very truly yours,

Roger W. Schipke
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To:

Public Company Accounting Oversight Board

From:

Larry J. Scott, CPA
13831 Grey Friars Lane
Midlothian, Virginia 23113

Subject:

Response to Proposed Standards for the Audit of Internal Controls
Docket Matter No. 008

Date:

November 19, 2003

Please find attached my responses to the 31 questions outlined in the proposed
internal control auditing standards.
I applaud the efforts of the Board in establishing new standards. I appreciate your
efforts to be fair and reasonable regarding implementation of the new standards
and the opportunity to respond to the proposals. I would also encourage the Board,
as I am certain you will, to take due care in finalizing the new requirements by
considering all respondents concerns, including the costs (both external and
internal) to implementing the new rules.
In conversations with many colleagues, as well as those in public accounting, I get
the impression of grave concern that the new requirements will significantly
increase external audit fees as well as use valuable internal resources to implement
the new standards. The rules were established to restore investor confidence in
financial reporting and hence require the involvement of management and the
public accountants in the audit process, with which I firmly agree. The Board,
however, must be diligent in its oversight (both of the auditor and of management)
to ensure that the new standards (however good intentioned) are focused on the
objective and not merely a method to restore fees to the public accounting industry.
I am the Vice President, Audit of a mid-size listed company. The opinions expressed
in this response are mine and may not necessarily reflect the opinions of my
employer.
Sincerely,

Larry J. Scott, CPA
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PROPOSED AUDITING STANDARD –
AN AUDIT OF INTERNAL CONTROL OVER
FINANCIAL REPORTING PERFORMED IN
CONJUNCTION WITH AN AUDIT OF FINANCIAL
STATEMENTS
PCAOB Release No. 2003-017
October 7, 2003
PCAOB Rulemaking
Docket Matter No. 008
1. Is it appropriate to refer to the auditor's attestation of management’s?
Assessment of the effectiveness of internal control over financial reporting
as the audit of internal control over financial reporting?
Yes. Not only is it appropriate, some investors have likely been under the impression that
the external audit of financial statements was also an evaluation of a company’s internal
controls.

2. Should the auditor be prohibited from performing an audit of internal
control over financial reporting without also performing an audit of the
financial statements?
No. However, an audit of the financial statements should require the same external auditor
to express an opinion of the financial reporting controls.

3. Rather than requiring the auditor to also complete an audit of the financial
statements, would an appropriate alternative be to require the auditor to
perform work with regard to the financial statements comparable to that
required to complete the financial statement audit?
Yes, but if PCAOB truly believes that this process is an integrated audit then there should
only be a single audit resulting in a single opinion.

4. Does the Board's proposed standard give appropriate consideration to
how internal control is implemented in, and how the audit of internal
control over financial reporting should be conducted at, small and
medium-sized issuers?
No. Not only does the proposal not address smaller public companies, it does not
adequately address the concerns of larger companies.

5. Should the Board, generally or in this proposed standard, specify the level
of competence and training of the audit personnel that is necessary to
perform specified auditing procedures effectively? For example, it would
be inappropriate for a new, inexperienced auditor to have primary
responsibility for conducting interviews of a company's senior
management about possible fraud.
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No. While clearly a junior person should not interview a senior executive for several
reasons, the level of competence is a function of cost and quality. This would be best left
to company’s representatives and the public accountants to negotiate staffing and an
appropriate fee structure based on quality of work, hours required, and issues identified
during the audit.

6. Is the scope of the audit appropriate in that it requires the auditor to both
evaluate management's assessment and obtain, directly, evidence about
whether internal control over financial reporting is effective?
No, the scope content is too broad. Public companies will be at the mercy of public
accountants that will no doubt interpret the rules to mean more work rather than less.

7. Is it appropriate that the Board has provided criteria that auditors should
use to evaluate the adequacy of management's documentation?
Yes, but as discussed above, the criteria must be very specific.

8. Is it appropriate to state that inadequate documentation is an internal
control deficiency, the severity of which the auditor should evaluate? Or
should inadequate documentation automatically rise to the level of
significant deficiency or material weakness in internal control?
Inadequate documentation of a “significant process” or a “material location or business
unit” should be evaluated by the public accountant along with the company’s
management, but may not necessarily be a material weakness. Inadequate documentation
should not automatically escalate to a significant deficiency absent an examination of
materiality

9. Are the objectives to be achieved by performing walkthroughs sufficient to
require the performance of walkthroughs?
Yes, for routine transactions. However, for non-routine transactions a walkthrough would
not be helpful. In fact, most non-routine transactions of a material or significant amount
are the subject of “substantive audit” work already performed. Therefore the walkthrough
is redundant and adds additional cost to the audit.

10. Is it appropriate to require that the walkthrough be performed by the
auditor himself or herself, rather than allowing the auditor to use
walkthrough procedures performed by management, internal auditors, or
others?
No. It is not necessary that the auditor perform all the walkthroughs and should use
management. Again, this is too broad and will no doubt be interpreted by the auditors as
requiring walkthroughs of all processes regardless of significance. Also as stated above,
the testing should not be required for all material or significant processes and or
locations on an annual basis.
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11. Is it appropriate to require the auditor to obtain evidence of the
effectiveness of controls for all relevant assertions for all significant
accounts and disclosures every year or may the auditor use some of the
audit evidence obtained in previous years to support his or her current
opinion on management's assessment?
The standards should be constructed so that the auditors are not required to perform
detailed testing of all significant processes or locations on an annual basis. History of
testing by both management and the auditors in prior years and prior quarters of the
current year should be encouraged. In formulating an opinion on the financial statements
(and internal controls for financial reporting) the auditor relies on prior experiences to
determine scope and extent of work. Therefore, use of prior years work is essential and
should be a part of determining scope in the current year.

12. To what extent should the auditor be permitted or required to use the work
of management and others?
Auditors should be required to review the work of management and others in the process
to a large extent. If performed properly, this will not only serve to control fees but also
result in improved audit results. Many companies have continuous process
improvements efforts. If done right, 404 compliance can be made easier, result in better
audits, and benefit the company through lower fees. Moreover, the level of experience in a
typical public accounting staff is such that reviewing the work of others is preferable to
performing their own work blindly with very minimal experience and even less specific
client knowledge.

13. Are the three categories of controls and the extent to which the auditor
may rely on the work of others appropriately defined?
No. Be more specific! Control points # 2 and #3 performed jointly with the auditor and
management or others lends credibility to control point #1 (the control environment).
Therefore, use of management and others to evaluate the environment, risks, etc is and
should be appropriate.
14. Does the proposed standard give appropriate recognition to the work of
internal auditors? If not, does the proposed standard place too much
emphasis and preference on the work of internal auditors or not enough?
No. However, PCAOB must clearly define in detail what is “sufficient” work for the auditor
to perform so that inappropriate work is not performed and a reasonable level of comfort
is attained. Many internal auditors perform work that go well beyond the scope of an
external financial audit. However, much of this work goes unappreciated and unused
given fee considerations and perceived scope of the external work. Moreover, the
institutional knowledge developed by a good internal auditor goes largely unused and
unappreciated.

15. Is the flexibility in determining the extent of reperformance of the work of
others appropriate, or should the auditor be specifically required to
reperform a certain level of work (for example, reperform tests of all
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significant accounts or reperform every test performed by others that the
auditor intends to use)?
No. Again, this will result in broad interpretation. PCAOB should be more specific in this
area.

16. Is the requirement for the auditor to obtain the principle evidence, on an
overall basis, through his or her own work the appropriate benchmark for
the amount of work that is required to be performed by the auditor?
No. The auditor is and should be held responsible for the principle evidence. However,
the process used to obtain that evidence is subject to many interpretations by the auditing
profession. PCAOB should specifically define the benchmark.

17. Will the definitions in the proposed standard of significant deficiency and
material weakness provide for increased consistency in the evaluation of
deficiencies? How can the definitions be improved?
Yes. However, clearer definition is essential. Communicating to the Audit Committee
should be done on only significant findings. Insignificant weaknesses or immaterial
errors should not be the focus. Much time and money will be expended in determining
what should be elevated to the Audit Committee. As regards Audit Committee
effectiveness, “who” will set the standard? PCAOB should establish specific benchmarks
for the evaluation.

18. Do the examples in Appendix D of how to apply these definitions in
various scenarios provide helpful guidance? Are there other specific
examples that commenters could suggest that would provide further
interpretive help?
N0. For example, say a company has several large US locations and many of the
transactions are processed centrally. From a materiality point of view all locations are
significant and the centralized process is therefore significant. A transaction processing
error at one location (assuming that it is detected and corrected) should not necessarily
be relevant to the entire population of transactions and locations and thereby lead to a
conclusion that the process and the location are not “in control”.

19. Is it necessary for the auditor to evaluate the severity of all identified
internal control deficiencies?
No. The auditor in the audit planning process should develop and draw on past
experiences from prior years’ audits. From that planning process the auditor should be
able to evaluate and obtain comfort as to managements’ evaluation of deficiencies.
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20. Is it appropriate to require the auditor to communicate all internal control
deficiencies (not just material weaknesses and significant deficiencies) to
management in writing?
No. Only material or significant weaknesses should be communicated to management or
to the Audit Committee as well.

21. Are the matters that the Board has classified as strong indicators that a
material weakness in internal control exists appropriately classified as
such?
Yes.

22. Is it appropriate to require the auditors to evaluate the effectiveness of the
audit committee's oversight of the company's external financial reporting
and internal control over financial reporting?
Yes. It is appropriate. However, the Board must carefully consider the consequences to
management and the Board of Directors. Audit Committees rely on management and
other sources, such as the independent auditor, to perform their oversight roles.
Presentation of such an evaluation, especially if negative or presented incorrectly, could
create issues between management and the Board that go beyond financial reporting. In
my experience, sometimes the auditors are ignorant of monitoring and other internal
controls that are the responsibility of the full board or another committees of the board.
For the above reasons, it would be preferential to require the Audit Committees to perform
a self-evaluation and review with management and the auditors and solicit feedback from
both. This would then be similar to the governance requirements of Board self-evaluation
required by the NYSE.

23. Will auditors be able to effectively carry out their responsibility to evaluate
the effectiveness of the audit committee's oversight?
No. Public accountants do not have the requisite skills to perform such an evaluation.
PCAOB should develop the criteria and benchmarks. That evaluation should be
performed jointly with management and the Committee and not in a vacuum. PCAOB
should be very specific in directing the evaluation. See comments to #22 above.

24. If the auditor concludes that ineffective audit committee oversight is a
material weakness, rather than require the auditor to issue an adverse
opinion with regard to the effectiveness of the internal control over
financial reporting, should the standard require the auditor to withdraw
from the audit engagement?
No comment. Both options have severe consequences. If a company has an ineffective
Audit Committee, there would moat likely be other very significant issues for the Board to
address. PCAOB should be more concerned with the accuracy and fairness of the
evaluation.
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25. Is it appropriate that the existence of a material weakness would require
the auditor to express an adverse conclusion about the effectiveness of
the company's internal control over financial reporting, consistent with the
required reporting model for management?
No. The auditor should report only on material weaknesses as required in management’s
report. Again PCAOB must be very specific as to the definition of materiality.

26. Are there circumstances where a qualified "except for" conclusion would
be appropriate?
No. If the definitions are clear and the standards for execution of the audit clearly defined,
then management and the auditors should be able to conclude on the facts and issue the
appropriate conclusion. However, PCAOB should give clearer guidance on disagreements
over what is or is not material and significant and the resolution.

27. Do you agree with the position that when the auditor issues a nonstandard
opinion, such as an adverse opinion, that the auditor's opinion
should speak directly to the effectiveness of the internal control over
financial reporting rather than to whether management's assessment is
fairly stated?
If the auditors are allowed to issue a nonstandard opinion, then they should speak directly
to financial reporting. However, as mentioned in #26, clear definition is needed. Also,
PCAOB should clearly address resolution of different opinions between management and
the auditors over material weaknesses. For example, should management in its report
have the ability to disagree with the auditors’ conclusion and if so, how should the format
of such a dissent be articulated?

28. Should the Board provide specific guidance on independence and internal
control-related non-audit services in the context of this proposed
standard?
Yes.

29. Are there any specific internal control-related non-audit services the
auditor should be prohibited from providing to an audit client?
Yes. All internal control work should be disallowed beyond formulating the opinion on the
financial reporting control as part of the annual audit.

30. Are the auditor's differing levels of responsibility as they relate to
management's quarterly certifications versus the annual (fourth quarter)
certification, appropriate?
Yes. However, I do not agree with the conclusion that a promptly corrected material
weakness need be disclosed.
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31. Is the scope of the auditor's responsibility for quarterly disclosures about
the internal control over financial reporting appropriate?
Yes. Again however, if the material weakness is promptly corrected I see no compelling
need for disclosure.
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From:

Rod & Vicky Scott [rodvickyscott@yahoo.com]

Sent:

Wednesday, October 29, 2003 9:22 AM

To:

Comments

Subject: PCAOB Rulemaking Docket Matter No. 008
Comments on PCAOB Proposed Auditing Standard October 7, 2003
I think that the definitions and, particularly, the examples are well done. However, there are two areas I would like
to see clarification.
I am teaching a class for the IIA on the impact of Sarbanes-Oxley on Information Technology. I also consult in the
area and have found that deficiencies that are identified in information technology continue to be dismissed by the
external audit firms as not material, regardless of their severity.
In one case, the computer room which operated all of their business systems was in the middle of an office under
the same sprinkler system as the office and vulnerable to a smoke alarm in the bathrooms which would dump
water on the equipment without notice and destroy the hardware and software and data for an extended period of
time. This was compounded by lax network security which allowed the business computer to be exposed to the
Internet and a lax security administration which allowed third-parties to access the business systems remotely as
security officers. The comments of the external auditor were that there was nothing "material" in the IT area.
I would like to see some example of a weakness in IT internal controls that should be considered a
significant deficiency, material weakness, or aggregation of significant weaknesses so that we do not go
forward with the old external audit concepts of materiality.
Another area I would support clarification is the ability to rely upon the work of the internal auditors or other third
parties in attesting to the client’s internal controls. As a practical and economic matter the external auditors must
rely upon these parties and verify that their work was rigorous. In some areas such as record retention (Section
103 of the law), the companies must be the custodians of most of the records being retained. Internal IT audit
functions or third-party consultants can provide cost effective, knowledgeable manpower alternatives to fulfill the
intent of Sarbanes-Oxley.

Rod Scott
555 Ben Franklin Dr Unit 4
Sarasota, FL 34236
941-388-9827
Fax 703-997-3015

PCAOB Rulemaking Docket Matter No. 008

Page 1 of 4
File No. PCAOB-2004-03 Page No. 1552

From:

Morrison, Tim TDR SI-FC [Tim.Morrison@shell.com]

Sent:

Friday, November 21, 2003 1:10 PM

To:

Comments

Subject: PCAOB Rulemaking Docket Matter No. 008

Comments on PCAOB Rulemaking Docket Matter No. 008; Proposed Auditing Standard
Thank you for your invitation to provide comments on the proposed auditing standard An Audit of
Internal Control Over Financial Reporting Performed in Conjunction With an Audit of Financial
Statements as published by the PCAOB on 7th October 2003.
Control environment:
The Royal Dutch/Shell Group has for many years operated a risk based control environment, which
includes controls on financial reporting. One of the key benefits of this is that it helps ensure that
control resources are devoted to the right areas. It also supports an environment in which management
throughout the organisation is actively responsible for the maintenance and application of controls. The
Group has a strong desire that any changes reinforce this environment and that we avoid changes which
may erode it, for example through attention being devoted to lower value or lower risk activity.
We have some general observations and some more detailed ones which are in an appendix to this
email.
General Observations
A. Role of auditors
We believe that an integrated approach to auditing of financial statements and attestation of
management’s assessment of the effectiveness of internal control over financial reporting is appropriate.
We are however concerned about the potential for a significant level of duplication of management and
external auditor testing. We feel that for efficiency and cost effectiveness and more swiftly to identify
those areas of concern to focus on, the external auditor should be able to use their judgment to assess
when and where they may rely upon the work of others, by doing sampling of an appropriate nature to
verify that reliance may be made. If management’s testing is objectively documented and clearly
evidenced, and sample testing verifies the results, no further duplication of effort should be required or
mandated.
We generally feel that the document seems to be overly limiting the ability of the external auditor to use
their judgment to rely on other work. While some comments seem encouraging about less work
required for companies that have good controls, other statements seem to substantially negate that.
B. Significance criteria
Equally as important is the significance criteria defined in the Proposed Audit Standard. The Standard
defines a stepping down process for setting the scope of the internal controls audit that includes
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identifying the significant locations, significant accounts, relevant assertions, significant processes, and
finally to the controls to test. In paragraph (8) a significant deficiency is defined as one that "results in
more than a remote likelihood of a misstatement of the company's annual or interim financial statements
that is more than inconsequential in amount". The Appendices show an example of a significant
deficiency where the impact is more than inconsequential, but less than material. Taking all this
together results in a very detailed scope of assurance and testing, with the result that weaknesses which
are non material in any practical sense will need to be attended to with high priority in order to avoid a
qualified opinion of the enterprise's control framework, one which would in fact be misleading (a 'false
alarm') to users of the accounts.
We believe that this is too broad and we strongly recommend that the more than inconsequential
measure be replaced with a higher standard consistent with the notion that these are significant
deficiencies (i.e. replace “more than inconsequential” with “significant”). This will not result in
material matters going unattended and will release effort to be devoted to preventing or handling
material problems.
C. Intended focus on controls on financial reporting
Paragraph (24) directs the external auditor to evaluate all controls specifically intended to address the
risks of fraud that are likely to have a material effect, paragraph (43) directs the external auditor to
evaluate documentation of controls designed to prevent or detect fraud. Financial controls have their
beginnings and basis in the prevention of fraud so this appears to widen the scope to all potentially
material controls, not just controls on financial reporting. We propose that the requirement be limited to
prevention and detection of fraudulent practices in connection with financial reporting, since that is the
matter dealt with by S.404.
We hope that our overall recommendations and our detailed observations are helpful in the development
of workable and effective regulations and we appreciate the opportunity you have provided to submit
these comments.
Tim Morrison
Group Controller
Shell International Ltd
Shell Centre, London SE1 7NA
Tel: +44(0)20 7934 5456
Email: tim.morrison@shell.com

Appendix
Detailed comments
Unless otherwise indicated, the detailed comments are given in response to the questions raised by the
PCAOB in the preamble to the Proposed Standard.
1-3 We believe that an integrated approach to auditing of financial statements and attestation of
management’s assessment of the effectiveness of internal control over financial reporting is appropriate.
6

It is appropriate for the external auditor to obtain some direct evidence about whether internal
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control over financial reporting is effective. However, the external auditors should be able to rely upon
clear evidence from a viable internal control system that can be verified. They should not be required to
do
significant repeat testing, thereby duplicating effort, for their test results.
We feel that external auditors should be able to use their judgement on whether inadequate
8
documentation is an internal control deficiency. Documentation enables the control(s) to be repeated or
audited efficiently (and therefore cost effectively), but the lack of documentation does not in itself mean
that the control is not operating effectively.
The performance of walkthroughs may assist understanding of the operation of the controls in
9
place, however they should not be mandated since there may
be better systemic ways of gaining a
similar level of understanding.
If the results of management walkthroughs are clearly and objectively documented, we see no
10
reason why external auditors should not be able to rely on management’s results, having carried out
sample testing to verify reliability.
Prior year evidence should be available to management and external auditors to form a conclusion
11
on the scope of the testing to be carried out in the current period. Sufficient sample testing of the prior
year evidence to ensure that it remains valid would enable reliance to be placed on that evidence.
The judgement of the external auditors should determine the extent to which they are able to rely
12
on the work of management and others. The external auditors should not be duplicating the testing of
management or others except on a sample basis to inform that reliance, with sampling done to confirm
not recreate evidence of the controls operation.
There should be no categories of controls in relation to which the work of management and/or
13
others specifically cannot be relied upon once sample testing by the external auditor has verified the
evidence. Individual, and groups of, internal controls do not necessarily fall into single categories of
controls. The judgement of the external auditors in making the assessment described in paragraph (103)
should determine where reliance may be made.
There should be no difference between the approach used to test and place reliance on internal
14
audit work and that of management or others.
Re-performance of tests should be left to the judgement of the external auditors, not
15
mandated. Other forms of testing may be more informative and effective than repeating the same tests
as carried out by management or others.
It is unrealistic and inefficient to require built in duplication of management and external
16
auditor’s work. Verification through sample, or other, testing should enable the external auditors to
determine the level of reliance that may be placed on the work of management and others.
The definitions of significant deficiency and material weakness are too broad to limit the scope of
17
review to those areas that are significant or material in the normal use of those terms (being a small
number of ‘important or noticeable’ items or those ‘having a special meaning’). The meaning of ‘not
inconsequential’ is not clear and is not available in other accounting and/or auditing guidance. It sets a
very low threshold, which is in conflict with the concept of ‘significant’ or ‘material’. The definitions
would be improved by providing a more focussed approach to identify what is significant and material.
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It is not clear what is meant in paragraph (116) by the necessity for the external ‘auditor to
19
evaluate identified control deficiencies’. Reliance should be placed on managements evaluation once
confidence in the management and processes has been reached.
If management have already identified and communicated internal control deficiencies it is not
20
appropriate for the external auditors to do so again. The external auditor should communicate only
those deficiencies identified that have not been identified by management, or that have not been
communicated to the Audit Committee.
22-23 Requiring the external auditors to evaluate the effectiveness of the Audit Committee, that
appoints them and is responsible for overseeing their activities, seems to put the external auditors in a
position with potential for conflict of interest.
25-27 These questions need to be addressed from the standpoint of the user of the accounts. If the
rules which determine a material weakness to exist are so tightly drawn as to result in a material
weakness being reported, and therefore an adverse report finding, but which is one which does not in
fact represent a material threat to the health of the enterprise, then the false alarm does not serve the user
well. Somehow a balance needs to be found between a standard which encourages enterprises to ensure
their controls are fit for purpose and one which causes warning lights to go on unnecessarily. We do not
exclude here material weaknesses which, though currently minor in impact, may nonetheless serve as
early warning of problems to come; these should be the subject of disclosure. Because the SEC has
eliminated flexibility in how to handle a material finding, the onus is on the PCAOB to define what
constitutes material very carefully.
Since foreign registrants are not required to certify on a quarterly basis and since in many cases,
31
including that of the Royal Dutch/Shell Group, quarterly releases are unaudited, we assume that the
reference to quarterly work is only applicable to companies which certify on a quarterly basis.
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SOUTHERN UNION COMPANY
ONE PEI CENTER
WILKES-BARRE, PA 18711

November 21, 2003
Re: PCAOB Rulemaking Docket Matter No. 008

Public Company Accounting Oversight Board
Office of the Secretary
1666 K Street, N.W.
Washington, DC 20006-2803
Dear Secretary:
This letter is in comment to PCAOB Rulemaking Docket Matter No. 008 (the “Proposed
Standard”) concerning the proposed auditing standard on an audit of internal control over
financial reporting performed in conjunction with an audit of financial statements.
Section 404(a) of the Sarbanes-Oxley Act of 2002 (the “Act”) requires that public
company management annually assess and report on the effectiveness of the company’s
internal control over financial reporting. Section 404(b) of the Act requires registered
public accounting firms to attest to, and report on, the assessment made by management.
In an attestation engagement, auditors issue an examination, a review, or an agreed-upon
procedures report on subject matter, or on an assertion about the subject matter, which is
the responsibility of another party. Statements on Standards for Attestation Engagements
No. 10 (“SSAE No. 10”) identify certain engagements, such as a financial statement
audit, that are not subject to the attestation standards.
The Proposed Standard mentions that the auditor’s attestation of management’s
assessment of the effectiveness of internal control over financial reporting should be
referred to as the “audit of internal control over financial reporting” as a financial
statement audit is a form of attestation. This appears to contradict SSAE No. 10. The
Act mandated that public accounting firms attest to management’s assessment of internal
controls over financial reporting. However, the Proposed Standard recommends an audit
of internal control over financial reporting. The differences between an attestation
engagement and an audit engagement differ significantly as to procedures, hours (both by
management and public accounting firms) and cost. Despite the Proposed Standard’s
exceptional value in defining what an effective internal control environment over
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financial reporting should be, proposing an audit rather than an attestation will add
extensive process and costs without adding corresponding value to shareholders. Please
consider reducing the scope of the Proposed Standard from a detailed audit to an
attestation/review of management’s assertions, while maintaining the overall objective for
public companies to have effective internal controls over financial reporting.
The Proposed Standard also significantly limits the reliance of internal audit’s work by
public accounting firms. Such limitations will increase management’s time and cost for
reporting on the effectiveness of internal control over financial reporting. If public
accounting firms are allowed to rely on work done by internal audit in a financial
statement audit, it does not seem appropriate to exclusively require external auditors to
perform certain testing of internal controls (i.e., such as the walkthroughs themselves).
As with any work performed by internal audit in a financial statement audit, some level
of review or sub testing would be performed by the external auditors on the internal
auditor’s work. As such, the Proposed Standard fails to recognize the value and
competencies that an internal audit department provides to a company and management.
The internal audit function should be considered one of the primary tools for maintaining
and monitoring internal controls and, the external auditors should be allowed to utilize
the assistance of internal audit throughout the external auditors engagement in attesting to
management’s assessment of internal controls over financial reporting.
In the Securities and Exchange Commission’s (“SEC”) open meeting on May 27, 2003,
the SEC indicated that the effective date of the Section 404 compliance was extended in
part to: (i) give public company management and their auditors time to gear up for the
new requirements and (ii) to give the PCAOB additional time to develop its rules on the
independent auditor’s attestation report on management’s assertions on the adequacy of
internal control over financial reporting, and to consider whether additional standards or
guidance are appropriate. However, those rules are not yet finalized. Our Company,
Southern Union Company, has a fiscal year end of June 30th. The Proposed Standard has
required the company to reassess the adequacy and deficiencies in it’s current internal
control documentation performed to date. When the final rules are issued this could
require the company to make additional changes. Additionally, the company’s external
accountants cannot currently address certain questions concerning their testing of internal
control over financial reporting concerning such items as sample sizes, how to define
materiality, what is considered adequate documentation, etc. The external auditors have
been able to provide us responses based on their interpretation of current proposed rules,
but have mentioned that definite firm guidance will not be available until the rules are
finalized.
Southern Union is concerned that the lack of final rules to date concerning internal
controls over financial reporting may hinder the ability to adequately document, test,
correct and allow for external auditor testing over such controls by June 30, 2004. It has
been six months since the SEC allowed an extension of the effective date of Section 404
due to the various reasons previously mentioned, which have not been resolved to date.
In order to give companies sufficient time to comply with the final rules of Section 404 of
the Act, they should be given nine to twelve months from the date of the final rules until
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effective management reporting over internal controls is required. This would give
management adequate time to implement the final rules so to correct current
documentation, to retest controls as required and to give management’s external auditors
time to review and test changes. Additionally, companies’ external auditors will need to
develop firm policies and guidelines, communicate requirements to clients and require
sufficient time in order to test controls identified as occurring only quarterly. The
PCAOB should encourage the SEC to extend the effective date of Section 404 for at least
another three months, assuming that the final rules are released within the next 30 to 60
days. Southern Union agrees that company management should annually assess and
report on the effectiveness of the company’s internal control over financial reporting and
allow registered public accounting firms to attest to, and report on, the assessment made
by management. We raise the following question: Without final guidance for both
company management with June 30 year-ends and their external auditors, is adequate
time being allowed to comply with Section 404 of the Act?
Under the previously mentioned Proposed Standard, the following questions were asked
in which I would like to respond to:
1. Is it appropriate to refer to the auditor's attestation of management's assessment of the
effectiveness of internal control over financial reporting as the audit of internal
control over financial reporting?
Response: No. I would suggest “the attestation review of management’s
annual assessment of internal control over financial reporting.” In an
attestation (or “attest” as used in the Act), the emphasis and focus on
documenting and testing the system of internal controls over financial
reporting should be on management of the company only. The auditor
should then reperform some of management’s test on a sample basis to
obtain sufficient evidence that controls are operating as documented by
management. An attestation review places the primary burden and cost of
assessing the system of internal controls on management and not both
management and their external auditor.
2. Should the auditor be prohibited from performing an audit of internal control over
financial reporting without also performing an audit of the financial statements?
Response: The knowledge gained in the financial statement audit should
improve the nature of the auditor’s attestation review of management’s
annual assessment of internal control over financial reporting. Additionally,
it appears that Section 404(b) of the Act intended that the external auditor
should be prohibited from performing an attestation of internal control over
financial reporting without also performing an audit of the financial
statements. Section 404(b) states that “each registered public accounting
firm that prepares or issues the audit report for the issuer shall attest to, and
report on, the assessment made by the management of the issuer…Any such
attestation shall not be the subject of a separate engagement.”
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3. Rather than requiring the auditor to also complete an audit of the financial statements,
would an appropriate alternative be to require the auditor to perform work with regard
to the financial statements comparable to that required to complete the financial
statement audit?
Response: This would be an appropriate alternative. Please also see the
response to question number 2.
4. Does the Board's proposed standard give appropriate consideration to how internal
control is implemented in, and how the audit of internal control over financial
reporting should be conducted at, small and medium-sized issuers?
Response: No. No specific guidance or quantification is provided to define
small and medium-sized issuers. Such measurements could include revenues,
market capitalization, total assets, or number of employees involved in the
financial aspect of internal controls. Additionally, consideration should be
given to how internal control is implemented and conducted at companies
that are highly regulated such as utilities, interstate pipelines and banks,
which are subject to periodic audit, review and inspection of their financial
information by regulators.
5. Should the Board, generally or in this proposed standard, specify the level of
competence and training of the audit personnel that is necessary to perform specified
auditing procedures effectively? For example, it would be inappropriate for a new,
inexperienced auditor to have primary responsibility for conducting interviews of a
company's senior management about possible fraud.
Response: The level of competence and training of the external audit
personnel that is necessary to perform the attestation procedures over
internal controls over financial reporting should be specified in the Proposed
Standard. It appears that external audit firms have swung back and forth
over time concerning the level of documentation and testing of internal
controls that have been performed in financial statement audits, which
brings into question the level of experience and competency that external
audit staff have with respect to assessing the effectiveness of internal
controls. External audit members at all levels should only be assigned tasks
for which they are sufficiently competent.
6. Is the scope of the audit appropriate in that it requires the auditor to both evaluate
management's assessment and obtain, directly, evidence about whether internal
control over financial reporting is effective?
Response: The Proposed Standard concerning the auditor’s attestation of
management’s assessment of the effectiveness of internal control over
financial reporting currently recommends that such engagement be referred
to as the “audit of internal control over financial reporting.” The Act as
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enacted by Congress utilized the wording of “attest to, and report on, the
assessment made by the management of the issuer.” Consideration should be
given to the original intent concerning the auditor’s attestation of
management’s assessment of the effectiveness of internal control over
financial reporting of the Act as an attestation and not an audit, while
maintaining the overall objective for public companies to have effective
internal controls over financial reporting.
7. Is it appropriate that the Board has provided criteria that auditors should use to
evaluate the adequacy of management's documentation?
Response: It is appropriate for the Board to provide criteria that auditors
should use to evaluate the adequacy of management’s documentation, but
additional guidance is necessary. Guidance should consider such items as the
size of the company, nature of the company’s operations, complexity of the
system of internal control, management involvement in the operations of the
business, quality of company employees, etc. Not all types of documentation
involved in maintaining internal controls at companies are equally
important. If adequate documentation is considered important in the
determination of internal control evaluation, the lack of documentation
would be costly and time consuming to remediate in order to ensure timely
compliance with Section 404 of the Act. General references to “lack of
documentation” are subject to many interpretations and therefore it is
imperative that such criteria are specific and interpreted consistently.
Additionally, excessive documentation “just for the sake of having
documentation” could be expensive and provide both management and
shareholders little to no value.
8. Is it appropriate to state that inadequate documentation is an internal control
deficiency, the severity of which the auditor should evaluate? Or should inadequate
documentation automatically rise to the level of significant deficiency or material
weakness in internal control?
Response: I would answer no to both of these questions. Documentation will
vary by company considering, among other things, the size of the company,
the complexity of the systems and the experience of company employees
documenting the systems. Unless you have the same external auditors review
the documentation of each entity, what may be inadequate documentation for
one accounting firm may not be inadequate to another. No standard or
guidelines are provided as to what is adequate considering the numerous
factors that may be present within a company that determines the extent of
their documentation. As currently considered, measuring the adequacy of
the documentation is too subjective. It is possible to have a strong system of
internal controls over financial reporting but not have adequate or
appropriate written documentation. Please also see the response to question
number 7.
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9. Are the objectives to be achieved by performing walkthroughs sufficient to require
the performance of walkthroughs?
Response: Yes. Walkthroughs allow an individual to obtain an
understanding of the various financial processes and helps an individual to
identify key control aspects of a process.
10. Is it appropriate to require that the walkthrough be performed by the auditor himself
or herself, rather than allowing the auditor to use walkthrough procedures performed
by management, internal auditors, or others?
Response: No. If auditors can rely on work done by internal audit,
management and others in a financial statement audit, it does not seem
appropriate to exclusively require auditors to perform the walkthroughs
themselves. As with any work performed by internal audit in a financial
statement audit, some level of review or sub testing would have to be
performed by the external auditors on any others work done in this area.
11. Is it appropriate to require the auditor to obtain evidence of the effectiveness of
controls for all relevant assertions for all significant accounts and disclosures every
year or may the auditor use some of the audit evidence obtained in previous years to
support his or her current opinion on management's assessment?
Response: It should be appropriate in certain instances to allow the external
auditor to utilize portions of their evidence of the effectiveness of controls
obtained in previous years. Once the effectiveness of a control has been
tested, the external auditor should be allowed in future years to determine if
circumstances surrounding this control have changed, and than to determine
the level and extent of testing on such control for that year. For example, if
certain information technology application controls were tested and deemed
to be effective in the preceding year and appropriate controls are in place
over the application development and maintenance function, a review of the
particular application’s controls in the current year should be limited to
those application controls impacted by programming changes, if any.
12. To what extent should the auditor be permitted or required to use the work of
management and others?
Response: Please see the response to questions number 10 and 14. The
external auditors should be allowed to utilize the assistance of internal audit
throughout the external auditors engagement in attesting to management’s
assessment of internal controls over financial reporting, as long as any work
performed by internal audit is reviewed or retested on a sample basis by the
external auditors.
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13. Are the three categories of controls and the extent to which the auditor may rely on
the work of others appropriately defined?
Response: The three categories of controls as presented in the Proposed
Standard are appropriately defined. The Proposed Standard though
mentions that no reliance should be placed on the work of others for controls
such as those specifically intended to prevent or detect fraud. As previously
mentioned, the external auditors should be allowed to utilize the assistance of
internal audit for this category of controls as well as the other categories.
14. Does the proposed standard give appropriate recognition to the work of internal
auditors? If not, does the proposed standard place too much emphasis and preference
on the work of internal auditors or not enough?
Response: No. There is not enough recognition in the Proposed Standard of
the value and competencies that an internal audit department provides to a
company and management. The internal audit function should be considered
one of the primary tools for maintaining and monitoring internal controls.
The external auditors should be allowed to utilize the assistance of internal
audit throughout the external auditors engagement in attesting to
management’s assessment of internal controls over financial reporting.
15. Is the flexibility in determining the extent of reperformance of the work of others
appropriate, or should the auditor be specifically required to reperform a certain level
of work (for example, reperform tests of all significant accounts or reperform every
test performed by others that the auditor intends to use)?
Response: Allowing flexibility in determining the extent of reperformance of
the work of others seems appropriate. The amount and nature of work
reperformed by the external auditor should vary considering such items as
the nature of the control, the number of transactions, the risk associated with
the account and the quality of the documentation.
16. Is the requirement for the auditor to obtain the principle evidence, on an overall basis,
through his or her own work the appropriate benchmark for the amount of work that
is required to be performed by the auditor?
Response: Yes, if the term “principle evidence” is interpreted to mean that
the external auditor may rely on the work of management and others after
they have obtained adequate comfort that their work is sufficient and may be
relied upon. If the term “principle evidence” means that the external auditor
must reperform a majority of the sample of tests of controls performed by
management and others, the response to this question would be no. Further
clarification should be provided as to the meaning of “principle evidence.”
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17. Will the definitions in the proposed standard of significant deficiency and material
weakness provide for increased consistency in the evaluation of deficiencies? How
can the definitions be improved?
Response: No. The Proposed Standard utilizes vague and open ended
phrases such as “more than a remote likelihood” and “inconsequential in
amount” and “by itself or in combination.” These phrases could be subject
to numerous interpretations depending on the reader. Additionally, the
Proposed Standard mentions that a misstatement could be less than material
(i.e., immaterial) but may still be highlighted because it is more than
inconsequential. As currently written, many of these terms are confusing
and should be rewritten to be more meaningful, definitive and
straightforward.
18. Do the examples in Appendix D of how to apply these definitions in various scenarios
provide helpful guidance? Are there other specific examples that commenters could
suggest that would provide further interpretive help?
Response: The examples in Appendix D provide helpful guidance but the
examples do not provide a numerical quantification of materiality.
Materiality is defined but not quantified in each example and the examples
are constructed so that each situation clearly falls into one category or
another. The examples do not address the quantitative determination of
materiality for a particular transaction or balance. It would be helpful for
the Board to provide guidance regarding quantitative materiality.
19. Is it necessary for the auditor to evaluate the severity of all identified internal control
deficiencies?
Response: It is necessary for the external auditor to evaluate the severity of
all identified control deficiencies so to determine if it is a significant
deficiency, a material weakness or just a deficiency.
20. Is it appropriate to require the auditor to communicate all internal control deficiencies
(not just material weaknesses and significant deficiencies) to management in writing?
Response: No. Only material weaknesses and significant deficiencies should
be communicated to management in writing. All other deficiencies or
recommendations for improvements in internal controls should be allowed to
be communicated to management either verbally or in writing.
21. Are the matters that the Board has classified as strong indicators that a material
weakness in internal control exists appropriately classified as such?
Response: No. The first two and last two bullets in paragraph 126 of the
Proposed Standard could be strong indicators of material control weakness.
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However, a weak audit committee, internal audit function, or regulatory
compliance function does not necessarily indicate that a material weakness in
internal control exists. It is possible that certain companies may have strong
internal controls over financial reporting in spite of a weak audit committee,
internal audit function, or regulatory compliance function.
22. Is it appropriate to require the auditors to evaluate the effectiveness of the audit
committee's oversight of the company's external financial reporting and internal
control over financial reporting?
Response: No. The Proposed Standard requires external auditor evaluation
of the effectiveness of the audit committee that is too subjective and could
create a conflict of interest. The majority of the recommended evaluation
factors concerning the audit committee can only be performed through
inquiry. How can an external auditor attest to: (i) the independence of the
audit committee members from management, (ii) what the audit committee
understands about its responsibilities, or (iii) the level of the audit
committee’s interaction with internal audit, unless the external auditor
physically spent significant time with each audit committee member during
the year?
External auditors were just recently criticized in the not too distant past for
their relationships with company management who previously approved the
auditor’s fees. Many individuals viewed this practice as an inherent conflict
of interest. Under the current rules issued by the SEC, audit committees are
now responsible for approving the auditors as well as their engagement fees.
Requiring auditors to separately evaluate the effectiveness of the audit
committee could reintroduce the same conflict of interest scenario that the
current SEC rules were meant to eliminate.
23. Will auditors be able to effectively carry out their responsibility to evaluate the
effectiveness of the audit committee's oversight?
Response: No. Please see the response to question number 22.
24. If the auditor concludes that ineffective audit committee oversight is a material
weakness, rather than require the auditor to issue an adverse opinion with regard to
the effectiveness of the internal control over financial reporting, should the standard
require the auditor to withdraw from the audit engagement?
Response: No. Audit committee effectiveness is a very subjective area, and
any guidance or requirements issued in this area should be reconsidered.
Please see the response to question number 22. Additionally, even if an
external auditor was able to attest that the audit committee oversight was
ineffective, this should have no bearing as to the effectiveness of the internal
controls over financial reporting as the audit committee has no involvement
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in the daily financial reporting of the company and the design and
monitoring of internal controls over financial reporting.
25. Is it appropriate that the existence of a material weakness would require the auditor to
express an adverse conclusion about the effectiveness of the company's internal
control over financial reporting, consistent with the required reporting model for
management?
Response: Yes, only if the material weakness in such control could impact
the financial statements and no other compensating controls are present over
such process. It would also be helpful to discuss in the Proposed Standard
the extent to which companies can correct controls that have been identified
as significant deficiencies in order to prevent an adverse opinion.
26. Are there circumstances where a qualified "except for" conclusion would be
appropriate?
Response: Yes. For example a small entity or department in a company may
have a material weakness as it relates to the segregation of duties of a certain
control aspect, but the cost of additional employees may not offset the
potential financial statement impact of an error occurring as a result of the
lack of segregation of duties.
27. Do you agree with the position that when the auditor issues a nonstandard opinion,
such as an adverse opinion, that the auditor's opinion should speak directly to the
effectiveness of the internal control over financial reporting rather than to whether
management's assessment is fairly stated?
Response: Yes. This reporting would be the most informative and least
confusing.
28. Should the Board provide specific guidance on independence and internal controlrelated non-audit services in the context of this proposed standard?
Response: Yes. It would be helpful to know what activities the Board
believes could or could not be performed by external auditors. Without
specific guidance the companies’ primary external auditors may be hesitant
to provide certain services to companies or may provide services that they
should not be providing.
29. Are there any specific internal control-related non-audit services the auditor should be
prohibited from providing to an audit client?
Response: Should external auditors be allowed to help in documenting
client’s internal controls or can the external auditors provide guidance on the
internal control assessment process that management utilizes?
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30. Are the auditor's differing levels of responsibility as they relate to management's
quarterly certifications versus the annual (fourth quarter) certification, appropriate?
Response: No. Section 404 of the Act states that “The Commission shall
prescribe rules requiring each annual report…to contain an internal control
report…” Based on this it appears that the intent of the Act was to cover the
annual management assessment of internal controls by external auditors and
to not require the external auditors to perform limited procedures on
management’s quarterly reports over internal controls over financial
reporting as recommended by the Proposed Standard.
Additionally, there could be instances during the year in which the company
may install a new application and once it is operating with actual data and
transactions, a material weakness (a programming “bug”) could be identified
by management that was not identified in the initial design of the application.
If management corrects such “bugs” before the end of the year, the auditor
should only be required to attest to the effectiveness of the current control, or
the control present as of year-end. If the control is effective, management is
allowed to conclude that internal controls over financial reporting are
effective as of the end of a Company’s fiscal year end.
31. Is the scope of the auditor's responsibility for quarterly disclosures about the internal
control over financial reporting appropriate?
Response: Please see the response to question number 30.

Sincerely,

Jon A. Graf
Vice President and Controller
Southern Union Company

11/24/2003 12:29
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State of Wisconsin Investment Board

November 21, 2003
Office of the Secretary
Public Company Accounting Oversight Board
1666 K Slreet, NW
Washington DC 20006-2803

Re:

PCAOB Rulemaking Docket Matter No. 008 on Internal Control Audits

Dear Board Members and Staff:
This comment letter on the Proposed Auditing Standard for Audits of In_*mal Control is submitted at the
invitation of _e Board for commits from interest_'d parties.
The State of Wisconsin Investment Board (SWIB) is investment manager for the Wisconsin Relirement
System, which provides retirement benefits for over 500,000 public employees in our state and is the 10_
largest public pension fund in the US. We currently manage over $63 billion, with approximately 72
percent of those assets invested in the US. As a large investor, SWIB relies on the integrity and
effectiveness of the audits of US public companies. We applaud efforts of the PCAOB to identify the
shortcomings of current auditing standards and to strengthen the auditing process,
In addition to conveying general support for the proposed standards, I would like to draw your attention
to the following comments, which are numbered to correspond to questions posed in PCAOB Release No.
2003-017:
2.

We concur that the objectives and work involved in performing an attestation ofmanagement's
assessment of internal control and an audit of the company's fLnancial statements are closely
interrelated. SWIB supports the proposed requirement that an audit firm be prohibited from
conducting an audit of internal control without also auditing the finaneiaI statement. I believe this
is also consistent with the requirements of s. 404 (b) of the Sarbanes-Oxley Act, which provides
that internal control attestations "not be the subject of a separate engagement.'"

4.

One size does not fit alI when considering requiremems for public companies m different
circumstances. While SWIB generally believes that it is preferable to expend additional company
resources on improved audits in order to reduce investor losses to negligence, fraud and Iitigation
costs, we think it is also appropriate to consider the burdens that extensive regulations would have
on smaller companies that do not have complex, multi-national operations. SWIB supports
standards that impose different audit test requirements in accordance with a reasonable costbenefit analysis associated with a company's size and complexity.

5.

It seems obvious that more complicated or critical audit tasks should be performed by audit fLrm
personnel that have a greater level of experience or training. SWIB supports a requirement that

_.
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senior management interviews about possible fraud, and other high-level audit tasks, b¢
performed by seasoned aud/tors.
6.

SWIB supports a rexluimment that auditors be requiredto both evaluat_ management's process
for determining that its cc¢_trolstandards are effective and testing to gath_ evidence about
effectiveness of those controls. This goes to the heart of the independent audit process, Failure
to require both an independent evaluation and testing to confirm _s_ems operation would leave
investors susceptible to the same kinds of audit failures that have plagued the,US raarkets over
the last two years,

10. In order to obtain an independent judgment on significant inmmal control process¢,, SWIB
believes
itisappropriate
torequire
auditors
to performtheir
own _oughs
ofaccounting
and
information
systems
andfinancial
report
preparation
processes.
We wouldnotconsider
anaudit
to bc "incL--pendent"if it were based on assurances of these/mportant internal control processes
made only by company r_.nagemcnt orinternal auditors.
22. Recent corporate govem_ee reforms in the Sm'banes_xley Act underscored importance of the
role of the audit committee, giving it new powers and responsibilities. Existence of a competent
madstrong
audit
committee
isoneofthecentral
pillars
uponwhichthecurrent
systemof
corporate
governance
andfinancial
reporting
stands.
SWIB supports
creation
ofarc_luiremcnt
thatauditors
evaluate
effectiveness
oftheaudit
committee's
eyesightoffinancial
reporting
and
internal controls.
28. In order to implement new SEC rules on auditor i_dependen_e, SWIB suggests that the PCAOB
consider providing further guidance
to auditors on what oonsul_ug engagements are likely to
present an unacceptable conflict, where aa auditor might end up auditing its own work. I.tt
addition,
investors
wouldtakecomfortfromarequirement
that,
alongwithobtaining
audit
committcoapproval
forconsulting
assignments,
theauditor
berequired
tocertify
toinvestors
(pursuant
toSections
201and202oftheSarbanes-Oxlcy
Ac0 thatithasmade itsown
independent
finding
thatthe consulting
duties
willnotimpairtheauditor's
_ndependence.
SWIB acknowledges
thatthePCAOB isalsoreceiving
commentsfromaudit
practitioners
ondetails
of
theproposal.
We profess
no particular
auditexpertise
andsubmitthesecommentsflora
thepointofview
ofaninvestor.
However,we hopeourobscrvatior,
swillbeofhelptothePCAOB m itsdeliberations
on
producing
afinal
rulethatisfair
andbalanced.
]Fee
freetocontact
me ifSWIB canbeoffurther
assistance.

'

-t_elin lonnson

Chief Legal Counsel
co:

]MvestmemBoardMembers
Rxecutiv_
Director

83/D3
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Robert C. Salipante
President
Sun Life Financial U.S.

Sun Life Assurance
Company of Canada
SC#3376
One Sun Life Executive
Park
Wellesley Hills, MA
02481-5699
Tel:

(781)

Fax:

(781) 237-6309

446-2484

November 21, 2003
VIA E-MAIL
Office of the Secretary
Public Company Accounting Oversight Board
1666 K Street, N.W.
Washington, D.C. 2006-2803
Re:

PCAOB Rulemaking Docket Matter No. 008

Dear Sir/Madam:
Sun Life Financial Inc. appreciates the opportunity to submit written comments to the Public
Company Accounting Oversight Board (the “Board”) regarding PCAOB Release No. 2003-017,
Proposed Auditing Standard – An Audit of Internal Control Over Financial Reporting Performed
in Conjunction With an Audit of Financial Statements (the “proposed standard”). We have
focused our comments on four of the Board’s questions, namely, Questions 17, 18, 22 and 23.
We will address Questions 17 and 18 together, and Questions 22 and 23 together.
Question 17.
Will the definitions in the proposed standard of significant deficiency and material weakness
provide for increased consistency in the evaluation of deficiencies? How can the definitions be
improved?
Question 18.
Do the examples in Appendix D of how to apply these definitions in various scenarios provide
helpful guidance? Are there other specific examples that commentators could suggest that would
provide further interpretive help?

Sun Life Assurance Company of Canada
is a member of the Sun Life Financial group of
companies.
www.sunlife-usa.com
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Response to Questions 17 & 18.
We do not believe that the Board’s proposed definition of “significant deficiency” will provide
for increased consistency in the evaluation of deficiencies. Under the Board’s proposed
definition at page A-9 of the proposed standard, “[a] significant deficiency . . . could be a single
deficiency, or a combination of deficiencies, that results in more than a remote likelihood that a
misstatement of the annual or interim financial statements that is more than inconsequential in
amount will not be prevented or detected.” (underlining added). The phrase “more than
inconsequential in amount’ is ambiguous and the examples provided at Exhibit D of the Release
do not provide any helpful interpretive guidance as to the meaning of that phrase. We believe
that the Board’s use of the phrase “more than inconsequential in amount” is likely to result in
differing assessments being made in similar factual situations by practitioners. We also believe
that the phrase “more than inconsequential in amount” is fundamentally inconsistent with wellestablished accounting, auditing and attestation standards premised on the concepts of fair
presentation, materiality and reasonable assurance.
We also note that the Board’s proposed definitions of “significant deficiency” and “material
weakness” are different than the definitions used by the Securities and Exchange Commission
(the “SEC”) in its Release No. 33-8238 pursuant to Section 404 of the Sarbanes-Oxley Act of
2002 (the “Act”). In Release No. 33-8238, the SEC stated that the term “material weakness” has
the same meaning as in the definition under GAAS and attestation standards, and that the term
“significant deficiency” has the same meaning as the term “reportable condition” as used in AU
§ 325 and AT § 501. The Board’s and the SEC’s use of different definitions of “material
weakness” and “significant deficiency” is confusing. Should management use the SEC’s
definitions or the Board’s definitions? In our view, management is required to follow SEC
guidance when complying with its obligations under Sections 404 and 302 of the Act and SEC
rules promulgated thereunder, while the auditor will be required to follow the Board’s
definitions. How will management and the auditor reconcile the definitional differences?
Further, we believe that the following language in the Board’s proposed standard as it relates to
the definition of “significant deficiency” will promote inconsistency in the evaluation of
deficiencies. At page 15 of the proposed standard, the Board states: “[u]nder the proposed
auditing standard, an internal control deficiency (or a combination of internal control
deficiencies) should be classified as a significant deficiency if, by itself or in combination with
other internal control deficiencies, it results in more than a remote likelihood of a misstatement

File No. PCAOB-2004-03 Page No. 1571

Office of the Secretary
Public Company Accounting Oversight Board
November 21, 2003
Page -3-

of the company’s annual or interim financial statements that is more than inconsequential in
amount will not be prevented or detected.” (underlining added). As noted above, however, the
Board defines “significant deficiency” at page A-9 of the proposed standard as follows: “[a]
significant deficiency . . . could be a single deficiency, or a combination of deficiencies, that
results in more than a remote likelihood that a misstatement of the annual or interim financial
statements that is more than inconsequential in amount will not be prevented or detected.”
(underlining added). At page A-2 of the proposed standard, the Board states: “[t]he standards
use the word ‘should’ to indicate obligations that are presumptively mandatory. . . . The Board
uses the words ‘may,’ ‘might,’ ‘could,’ or other terms and phrases to describe actions and
procedures that the auditor has a professional obligation to consider.” We anticipate confusion
among practitioners by the Board’s use of the words “could” and “should” in different places in
the proposed standard in relation to an auditor’s obligation to classify an internal control
deficiency as a “significant deficiency.”
In view of the foregoing, we urge the Board to adopt the same definitions of “significant
deficiency” and “material weakness” as recognized in SEC Release No. 33-8238. By doing so,
the Board would promote consistency with SEC guidance and well-established auditing and
attestation standards concerning internal control over financial reporting.
Question 22.
Is it appropriate to require the auditors to evaluate the effectiveness of the audit committee’s
oversight of the company’s external financial reporting and internal control over financial
reporting?
Question 23.
Will auditors be able to effectively carry out their responsibility to evaluate the effectiveness of
the audit committee’s oversight?
Response to Questions 22 & 23.
We do not believe that it is appropriate for the auditors to evaluate the effectiveness of the audit
committee in light of the purposes of Section 301 of Act, nor do we believe that auditors could
effectively carry out this responsibility. Pursuant to Section 301 of the Act, Congress made the
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audit committee directly responsible for the appointment, compensation, and oversight of the
auditor. In its Release No. 33-8220 pursuant to Section 301 of the Act, the SEC stated as
follows:

One of the audit committee's primary functions is to enhance the independence of
the audit function, thereby furthering the objectivity of financial reporting. The
Commission has long recognized the importance of an auditor's independence in
the audit process. The auditing process may be compromised when a company's
outside auditors view their main responsibility as serving the company's
management rather than its full board of directors or its audit committee. This
may occur if the auditor views management as its employer with hiring, firing and
compensatory powers. Under these conditions, the auditor may not have the
appropriate incentive to raise concerns and conduct an objective review. Further,
if the auditor does not appear independent to the public, then investor confidence
is undermined and one purpose of the audit is frustrated. One way to help
promote auditor independence, then, is for the auditor to be hired, evaluated and,
if necessary, terminated by the audit committee. This would help to align the
auditor's interests with those of shareholders.

We are unable to reconcile this SEC commentary with the requirement in the Board’s proposed
standard that the auditor evaluate the effectiveness of the audit committee. Just as the auditor
was perceived to be beholden to management before passage of the Act, the auditor will now be
perceived to be beholden to its new employer, the audit committee, and will not be expected to
raise concerns and conduct an objective review of audit committee effectiveness. As a result,
auditor independence will once again be called into question and public confidence in auditing
work will be undermined. We believe that this is exactly the type of apparent – if not actual –
conflict of interest that Congress was attempting to eradicate when it passed Section 301 of the
Act.
To further public confidence in the integrity of financial statement and internal control audits, we
urge the Board to abandon any requirement that the auditor evaluate the effectiveness of the audit
committee.
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We appreciate the opportunity to express our views and I would be pleased to discuss our
comments or answer any questions that you may have. Please do not hesitate to contact me
regarding our submission.
Very truly yours,

/s/ Robert C. Salipante
Robert C. Salipante
President
Sun Life Financial U.S.
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Dallas, Texas 75218-4513

November 20, 2003

Public Company Accounting Oversight Board
Office of the Secretary
1666 K Street, N.W.
Washington, DC 20006-2803

Re:

Via email to comments@pcaobus.org

PCABO Rulemaking Docket No. 008 - Comment letter on Proposed Auditing
Standard An Audit of Internal Control Over Financial Reporting Performed In
Conjunction With An Audit Of Financial Statements

I am writing to express my opinions regarding the above referenced Proposed Auditing Standard.
My responses are numbered to correspond to certain of the questions raised by the Board in the
Proposed Standard.
•

•

•

Question No. 1: The decision as to whether to call the auditor’s report (i) an audit of
internal control over financial reporting vs. (ii) an audit of management’s assessment of the
effectiveness of internal control over financial reporting should be based upon the scope of
work required of the auditor. The scope of the Proposed Standard requires the auditor to
perform procedures that are fairly characterized as an audit of internal control over financial
reporting. The auditor would not be required to perform as extensive procedures if they
were issuing a report on management’s assessment of the effectiveness of internal control
over financial reporting. Since both the Sarbanes-Oxley Act and SEC Release No. 33-8238
only require the later, I believe the Board should either (i) reduce the scope of the
procedures required of the auditor, who would issue an attestation report on management’s
assessment of the effectiveness of internal control over financial reporting or (ii) set forth
the reasons it believes that the more extensive (and expensive) audit of internal control over
financial reporting is appropriate.
Question No. 4: I do not believe the Proposed Standard gives appropriate consideration as
to how internal control is implemented. Paragraph 15 addresses the inherent limitations in
any system of internal control over financial reporting. Paragraph 16 addresses the
reasonable assurance aspect of any system of internal control over financial reporting. Yet
both of these concepts do not appear to be adequately addressed in the definitions of
internal control deficiency, significant deficiency or material weakness contained in
Paragraphs 7 - 9. The Proposed Standard should be clarified in this regard.
Questions No. 9 and 10: The auditor should be allowed to use their professional judgment
to determine whether or not walkthroughs are an appropriate procedures to perform, and
whether they need to be performed by the auditor themselves or whether they can be
performed by others (e.g. internal auditors).
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•

•

Questions No. 12 - 15: The auditor should be allowed to use their professional judgment to
determine the nature and extent to which the auditor can use the work of management or
others, including internal auditors, and the nature and extent to which the auditor will test
the work of others. Detailed rules are not required.
Questions No. 22 - 24: Due to the inherent conflict of interest, the auditor should not be
required to evaluate the effectiveness of the audit committee to whom the auditor directly
reports, insofar as it relates to the auditor’s reporting on internal control over financial
reporting. As an alternative, it may be appropriate for the auditor to subjectively evaluate
the audit committee, along with other pertinent factors, before deciding whether or not to
accept the engagement.

Thank you for your consideration of these comments and suggestions.

Best regards,

Greg Swalwell

File No. PCAOB-2004-03 Page No. 1576

SVIR

ASAI""

I-ASRI-SIIA

sVle Sch

ci..--C'ri:;chcr Vcrband , ", Interne /(e\.'iSi

ASAI Associolfon suisse d' oudil

inlerne

ASR/ Associo7':onp s\iizzero d; revislone injerna

SIIA Swiss Institute of In/erno! Auditing

Office of the Secretary
Public Company Accounting Oversight Board
1666 K Street, N.

Washington , D. C. 20006- 2803

USA

Zurich , November 19 , 2003

Re: PCAOB Rulemaking Docket Matter No. 008

Duplication of work performed bv manae:ement and others and external auditor in
compliance with Sarbanes- Oxlev Act under the Proposed Auditine: Standard

Dear Madam
Dear Sir
Thank you for the opportunity to comment on the proposed auditing standard on an audit of internal
control over financial reporting performed in conjunction with an audit of financial statements.

As a result

of the Sarbanes- Oxley Act , the

SEC requires management

to evaluate the

effectiveness of internal control over financial reporting. In addition , management needs to
make an assessment of the effectiveness of internal control over financial reporting. For most
issuers this is a new task that results in a considerable additional effort because they used to
delegate this task to their external auditor. The main reason was that companies thought the
external auditor covered most of internal control over financial reporting during his audit of
the financial statements and reported on it in his management letter.
Under the Sarbanes- Oxley Act , the external auditor is required to attest to and report on the
assessment made by the management. Management cannot delegate its responsibility to assess
its internal control over financial reporting to the external auditor. This wording by Congress
and the SEC already implies that the external auditor evaluates and uses the work
management and
others.
For this purpose others
could mean internal auditor or any other
third pm1ies under the direction of the management.

The sections of the proposed auditing standard , which concern the use of the work of
management and others , appear to be a deviation from the flexible risk based audit approach.
The new fixed categories of controls where the external auditor should not use the results of
testing perfonned by management and others or where the external auditor s use should be

Jimited are not consistent with a risk based and cost efficient audit approach. In addition , we
believe the principle , that the auditor must obtain
directly
the " principle evidence " about the

effectiveness of internal control over financial reporting in order to fonn an auditor opinion , is
too inflexible.

In the proposed auditing standard, the external auditor is required to assess and satisfy himself

that the persons who have perfonned the testing of controls are competent and objective
before he may use the results of their work. If the management , internal auditor or a third
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parties who are deemed to be competent and objective by the external auditor, he should be
allowed to use the work perfonned by these persons such as documented walkthroughs , work
related to company- wide anti- fraud programs and controls , and work related to other controls
that have a pervasive effect on the company. Of course, we agree that the external auditor
retains the responsibility in deciding his sample size for testing of controls either by reperfonning some tests done by the management and others or by perfonning tests on controls
that are not included in the sample selected by management and others.
In conclusion , fixed categories of control do not offer an appropriate flexibility in detennining
the extent of the use of work perfonned by management and others. We believe that the extent
of the use of others '

work should be detennined by a risk assessment of inherent risk and
control risk. Of course , we agree that the external auditor retains the final responsibility for
his opinion and the extent of the use of others ' work. Due to the magnitude of the overlap, we
urge the Board to examine this issue seriously.
If you have any questions or would like to discuss any of my comments further , you can
contact me by phone 01141 1 2492777 or bye-mail athpfyffer(gkpmg. com.
Yours sincerely

i1l!.

mi(;

Hans- Ulrich Pfyffer

President
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From:
Sent:
To:
Subject:

Malcolm Schwartz [malcolm@crsassociatesllc.com]
Tuesday, November 25, 2003 9:27 AM
Comments
PCAOB Rulemaking Docket Matter No. 008

Dear PCAOB:
I apologize for these comments being after the 5:00 PM (EST) November 21, 2003, cutoff. So, if you wish to ignore them,
you are certainly entitled to do so.
But, as a one of the listed principal authors of The COSO Report, which you cite and which framework you follow to a
great extent, and as a consultant practitioner who has applied and refined The COSO Framework over the past twelve
years while working with clients who wished voluntarily to apply the Framework, either to prevent, or respond to, problems
with internal control, I just wanted to voice some concerns with the proposed auditing standard.
My concerns derive from my seeing the ways that some firms, including some major audit firms, are incorrectly advising
their clients in regard to Sarbanes - Oxley compliance; and my fear that the proposed standard might fail to correct some
of this incorrect advice.
One major problem is that some firms have confused the COSO illustrative tools with the COSO Framework, and hence
have failed to focus sufficiently on all five components of the Framework, and the major control breakdowns regarding
such exposures as fraud, collusion, management override and intentionally misleading information. Your proposed
standard clearly identifies the five components of control that comprise the COSO Framework, but your proposed
standard then goes into substantial detail on transaction controls, with less attention and balance to fraud, collusion,
management override and intentionally misleading. Furthermore, I have seen clients negatively impacted by situations
that would pass the examples of controls testing (for example, in the case of vouchering, as well as in the case of
shipping
documentation) that you provide in your proposed standard.
Another problem is related to the preceding observation. It is that some firms providing advice are treating fraud as a
separate process, for example, and not as a condition that results from being able to overcome weak controls in basic
business processes. Too many of the tools being applied go into great detail regarding transaction-related controls, and
on the other hand treat fraud through a review of simple checklists. I have found that this approach can be improved, and
integrated, through treating all five controls components and their associated internal controls as effected through both
management and business processes.
As a management consulting partner at PricewaterhouseCoopers (and Coopers & Lybrand before that) prior to my
retirement, I spent some time, after the COSO Report was issued, in developing tools for both my consulting teams and
the auditors to use in regard to controls assessments, and also trained audit staff in regard to analyzing processes. I
generally found that auditors were more comfortable with checklists than with process analysis, and this bias might inhibit
their abilities to apply the kind of walkthroughs and tests that are described in your proposed standard. It will be important,
therefore, for auditors to be well-trained in these new approaches, to have the need for judgment be limited as audit firms
gain leverage through the use of younger and less-experienced staff, and to give attention to auditing the auditors.
I understand why you have combined in one standard the testing of financial statements and the testing of internal
controls over financial reporting, but I fear that this will lead to overly focusing on detailed transaction controls, related to
substantive testing and to traditional checklists, as opposed to testing related to the major exposures that are the primary
concern of Sarbanes - Oxley. This overly detailed orientation is what I am finding in the work of some firms providing
advice to clients regarding the documentation and testing required for Sarbanes - Oxley compliance. I simply suggest that
your standard reinforce, if it can, the distinctions between the testing of financial statements, and the testing of business
and management processes related to all five components -- the integrated framework -- of the COSO Framework, for
internal controls over financial reporting.
If you do read this even though it is past the cutoff, and if it is of any interest to you to pursue any of these concerns, I will
be happy to share with you some of the relevant tools and approaches that I have developed over the years since I
helped to create The COSO Report. I have built this experience into the approach that I am helping to develop for
supporting clients in regard to Sarbanes - Oxley compliance for Technology Solutions Company, a systems integrator
1
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consulting company, and I am getting good reaction to our approach from knowledgeable industry parties.
Malcolm Schwartz
Senior Vice President, Technology Solutions Company
And
COO, CRS Associates LLC
14 Edgewood Drive
Summit NJ 07901
office:908-273-6967
fax: 908-273-1586
mobile: 908-803-8918
email: malcolm@crsassociatesllc.com
web: http://www.crsassociatesllc.com

14 Edgewood Drive
Summit NJ 07901
office:908-273-6967
fax: 908-273-1586
mobile: 908-803-8918
email: malcolm@crsassociatesllc.com
web: http://www.crsassociatesllc.com
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From: Read, Joseph S. [joseph.read@teldta.com]
Sent: Friday, November 21, 2003 5:00 PM
To:

Comments

Evaluating the Effectiveness of the Audit Committee Oversight:
It does not make sense that 404 would ask the external auditors to evaluate the effectiveness of the group that is
responsible for hiring, firing, and evaluating the effectiveness of the external auditors. This appears to be a clear
case of a conflict of interest. Except in worse case scenarios, how can we expect external auditors to perform
this function with any independence?
Defining Significant Deficiency and Material Weakness:
The standard does attempt to define the risk categorization, however, more detail is required to allow for a
consistent application of the standard. The external audit guidance provided to our company has resulted in an
extremely low threshold when pressed to put numbers around the quantitative factors defining the terms remote
likelihood, inconsequential in amount, and material misstatement. The 5% (remote likelihood), 1%
(inconsequential in amount), and 3% (material misstatement), respectively, apply a threshold that is not only
difficult to assess across a test of controls, but if strictly applied would make doing business impossible.
Definition of a Qualified Opinion:
The standard again sets a low threshold requiring a qualified opinion on an item that has the potential to cause a
material misstatement, but can be proven to have not resulted in a misstatement.
Example of a Significant Deficiency:
Our organization in the last year has spent significant time discussing, and coming to agreement, with our
external auditors the application of specific accounting principals, only to be over ruled by their "national office".
This change in application has resulted in material amounts within our financial statements being re-classified
(prior to issuance). Would this be classified as a deficiency for applying the principal incorrectly?
A material misstatement that is discovered prior to issuance and discussed with the external auditor is again a low
threshold. Especially when the external auditor is involved in the process for vetting the period-end findings and
issues.

Joe Read
608/664-8001
joseph.read@teldta.com
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Texas Instruments Incorporated
_______________________________________________________________________________________________________________________

TEXAS

I NSTRUMENTS

Post Office Box 660199, M/S 8688
Dallas, Texas 75266
12500 TI Boulevard, M/S 8688
Dallas, Texas 75243
(214) 480-2341

November 21, 2003

Office of the Secretary
Public Company Accounting Oversight Board
1666 K Street, N.W.
Washington, D.C. 20006-2803
Via E-Mail: comments@pcaobus.org
Re: Invitation to Comment on PCAOB Rulemaking Docket Matter No. 008
Ladies and Gentlemen:
Texas Instruments Incorporated (TI) welcomes the opportunity to comment on the proposed
auditing standard, An Audit of Internal Control over Financial Reporting Performed in
Conjunction with an Audit of Financial Statements. It is evident that the PCAOB and its staff
have carefully considered the current auditing standards on internal control and have sought to
improve these standards. While we concur with the majority of guidance in the proposed
standard, I offer comments on behalf of TI for your consideration in the areas of reliance on the
work of others and external auditor evaluation of the audit committee.
Reliance on the work of others
Having spent over 10 years as an auditor at a Big Four firm, I encountered a wide variety of
control environments at my clients and I understand the need for an appropriate balance between
the work of the external auditor and the internal auditor. Based on my experience, I believe that
the provisions of the proposed standard concerning the reliance of the external auditor on the
work of others are overly restrictive and will result in unnecessary duplication of effort.
I agree that the external auditor should consider the factors outlined in paragraph 103 of the
proposed standard to determine the level of reliance upon the work of management and others.
However, I am concerned about the requirement in paragraph 104 that precludes the external
auditor from relying upon the work of the internal auditor for the testing of information
technology general controls and walkthroughs.
While I acknowledge that the quality of internal audit departments varies by company, the
external auditor should be able to determine the extent of reliance upon the work of internal audit
similar to the process defined in AU sec. 322, The Auditor’s Consideration of the Internal Audit
Function in an Audit of Financial Statements. If the internal audit department is staffed with

File No. PCAOB-2004-03 Page No. 1582

Page 2
PCAOB
November 21, 2003

audit professionals experienced with testing controls, it would be appropriate for the external
auditor to utilize the work of these professionals to the greatest possible extent.
At TI, we have an experienced group of information system internal auditors who have extensive
experience with the company’s customized systems and their related controls. This group has
historically coordinated its workplan for information system control testing with the external
auditor to ensure that the scope of testing is appropriate for external audit reliance. The external
auditors perform a detailed review of the internal audit workpapers and then reperform certain
tests as required by current auditing standards. The proposed standard states that the external
auditor should perform the control testing of “certain types of information technology controls.”
It is my understanding that external auditing firms have interpreted this statement to indicate
that the external auditor should perform the testing of general computer controls. Since many
general computer controls are routine and are not subject to interpretation (security, passwords,
hardware and software development, business interruption, etc.), it seems as though general
computer controls could be tested by the internal auditor in the same manner as the other routine
controls mentioned in the proposed standard.
The significant financial statement frauds in recent history have generally occurred at the
management level and I believe that the requirement for the external auditor to test general
computer controls would not have prevented such frauds. As noted in the proposed standard, I
agree that it is appropriate for the external auditor to focus on high risk areas. At some
companies, general controls might be considered a high risk area that deserves focused attention
by the external auditor; however, the risk assessment related to these controls should be the
decision of the external auditor. To require testing of general computer controls by the external
auditor would not recognize the routine nature of many of these controls and the low risk
surrounding general controls at companies like TI.
I also believe that the external auditor should be able to rely upon walkthroughs performed by
the internal auditor. Again, a risk assessment should form the basis of the external auditor’s
determination as to which walkthroughs could be performed by the internal auditor. I agree with
the PCAOB that important evidence about internal control can be obtained through a properly
performed walkthrough. I do not advocate that walkthroughs should be performed by company
personnel who do not have experience in auditing and inquiry procedures, but do believe that the
internal auditor is certainly qualified to perform such procedures, particularly in low risk areas.
The external auditor would gain sufficient evidence of control functioning through a
combination of the control procedures he or she performs in addition to walkthroughs, a review
of the internal auditor’s walkthrough workpapers, and reperformance and follow up inquiry.
I urge the PCAOB to reconsider the use of qualified internal audit departments for testing of
general computer controls and walkthroughs. At TI, we take the requirements of SarbanesOxley and the PCAOB very seriously and have spent a significant effort in both cost and
manpower to comply with these requirements. By restricting the use of internal audit, there will
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significant overlap of work and duplication of effort by the internal and external auditor. This is
disruptive to the operation of our business and does not ultimately benefit our shareholders.
External audit evaluation of the audit committee
It is not appropriate for the external auditor to evaluate the effectiveness of the audit committee.
The Sarbanes-Oxley Act gave the audit committee the authority to engage and compensate the
independent auditor. To require formal evaluation of the audit committee by the external auditor
would reintroduce the conflict of interest that Sarbanes-Oxley sought to eliminate.
At TI, we strongly believe that the audit committee is critical to setting a proper “tone at the
top.” Our audit committee has procedures for performing an ongoing evaluation of our external
auditor and maintains an open dialogue with the external auditor concerning TI’s control
environment and significant accounting policies and practices. Our external auditor also
provides feedback to the audit committee as appropriate concerning audit committee best
practices. We believe that this relationship best serves the interests of both parties and fosters
open communication.
The external auditor should continue to consider audit committee functioning and oversight as
part of its risk assessment process and evaluation of the control environment, but to require a
formal report would be a conflict of interest. If the PCAOB deems it necessary to have a formal
evaluation of the audit committee, it would be more appropriate to have this evaluation
performed on a periodic basis by a party other than the external auditor.
*****
We appreciate the opportunity to comment on the Proposed Standard and would be pleased to
discuss our comments with you in further detail.

Sincerely,

Melanie L. Merrion
Accounting Research Manager
Texas Instruments Incorporated
(214) 480-2341
m-merrion2@ti.com
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Texas Society of
Certified Public Accountants

November 21, 2003
Office of the Secretary
PCAOB
1666 K Street, N.W.
Washington, D.C. 20006-2803
RE:
PCAOB Release No. 2003-017 Proposed Auditing Standard An Audit of
Internal Control Over Financial Reporting Performed in Conjunction With An Audit of
Financial Statements.
—

—

To Whom it May Concern:
One of the expressed goals of the Texas Society of Certified Public Accountants
(TSCPA) is to speak on behalf of its membership when such action is in the best interest
of its members and serves the cause of certified public accountants in Texas, as well as
the public interest. TSCPA has established the Professional Standards Committee to
represent those interests on accounting and auditing issues. This communication is in
accordance with that goal.
Our response to this Proposed Auditing Standard includes our answers to the questions
posed in the document along with additional comments on issues we considered critical
to the final draft of this Standard.
Our Committee believes this Standard will have a significant impact on the audit
landscape. We believe there will be a need for auditors to adjust their approach to an
audit engagement in light of the requirement to attest to the effectiveness of internal
control. This Standard will certainly impact the evidence gathering process and
techniques currently used in performing an audit engagement. We believe this Standard
will dramatically increase the cost of an audit engagement as well as the time needed to
complete the audit process. This Standard will mark the beginning of the “dual
standards” for the performance of audit engagements. We believe the PCAOB should
be cognizant of the potential for the “cascade effect” of its Standards on the audits of
nonpublic companies. Such an event could have a devastating effect on nonpublic
companies and many of the firms that perform their audits.
Comments on Questions Regarding the Proposed Standard
Question 1: Is it appropriate to refer to the auditor’s attestation of management’s
assessment of the effectiveness of internal control over financial reporting as the
audit of internal control over financial reporting?
TSCPA Response: We do not believe it would be appropriate to refer to the auditor’s
attestation of management’s assessment of the effectiveness of internal control as the
audit of internal control over financial reporting. An audit, by definition, implies an
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examination of underlying data. Unless an auditor performs audit tests, he/she cannot
indicate that an audit was performed. An auditor’s attestation of management’s
assessment of the effectiveness of internal control does not, in our opinion, constitute an
audit. Additionally, management is not required to perform tests to determine the
effectiveness of internal control. Management is only required to provide an
assessment. Management can use any number of techniques to make the assessment,
and testing may or may not be among them.
Question 2: Should the auditor be prohibited from performing an audit of internal
control over financial reporting without also performing an audit of the financial
statements?
TSCPA Response: We do not believe an auditor should be prohibited from performing
an audit of internal control without performing an audit of the financial statements. In the
unlikely event that there is a concern over the objectivity of the auditor performing both
the financial statement audit and the audit of internal control, then there should be two
separate auditors. Certainly, from an efficiency and effectiveness point of view, having
the same auditor (audit firm) conduct both audits would be preferable. However, we
don’t think it would be prudent to require that both audits could only be performed by the
same auditor.
Question 3: Rather than requiring the auditor to also complete an audit of the
financial statements, would an appropriate alternative be to require the auditor to
perform work with regard to the financial statements comparable to that required
to complete the financial statement audit?
TSCPA Response: We believe requiring the auditor to perform work with regard to the
financial statements comparable to that required to complete the financial statement
audit to be a requirement that appears to narrowly dictate the scope of the audit of
internal control. Also, isn’t “the performance of work comparable to that required to
complete the financial statement audit,” essentially auditing the financial statements?
We obviously don’t see this as an appropriate alternative.
Question 4: Does the Board’s proposed standard give appropriate consideration
to how internal control is implemented in, and how the audit of internal control
over financial reporting should be conducted at, small and medium-sized
companies?
TSCPA Response: We believe this Standard is aimed at the large publicly traded
companies where internal controls can be implemented in a more cost-effective manner
than is possible in small and medium-sized companies. The requirements of this
standard impose a substantial cost impact on small and medium-sized companies.
Recent reports in the financial press regarding relatively small public companies being
taken private as a result of the requirements of the Sarbanes-Oxley Act indicate a
significant concern about the cost of compliance.
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Question 5: Should the Board, generally or in this proposed standard, specify the
level of competence and training of the audit personnel that is necessary to
perform specified auditing procedures effectively? For example, it would be
inappropriate for a new, inexperienced auditor to have primary responsibility for
conducting interviews of a company’s senior management about possible fraud.
TSCPA Response: There is no question that the Board should specify the level of
competence and training of the audit personnel that is necessary to perform auditing
procedures effectively. Lack of experience on the part of audit staff personnel is one of
the primary factors cited in many of the recent audit failures. These personnel are
performing a significant amount of the audit work without effective supervision. We
believe internal control represents one of the most subjective aspects of a client’s
accounting system. To allow the responsibility for the assessment of internal control to
be put primarily in the hands of inexperience personnel seems contrary to the intent of
the Proposed Standard. The Board should definitely specify the level of experience
necessary to be a part of the audit team evaluating the client’s assertion about the
effectiveness of its internal control.
Question 6: Is the scope of the audit appropriate in that it requires the auditor to
both evaluate management’s assessment and obtain, directly, evidence about
whether internal control over financial reporting is effective?
TSCPA Response: We believe the scope of the audit is appropriate assuming that the
auditor performing the audit of the financial statements also performs the internal control
audit. If the auditor performing the audit of the financial statements is different from the
auditor performing the internal control audit, then issues related to the scope of the audit
of internal control should be addressed in the Standard. However, as mentioned earlier,
we do not believe the scope of the internal control audit should include “work
comparable to that required to complete the financial statement audit.”
Question 7: Is it appropriate that the Board has provided criteria that auditors
should use to evaluate the adequacy of management’s documentation?
TSCPA Response: We believe the Board should provide criteria that auditors can use
in evaluating the adequacy of management’s documentation. An auditor needs to be
provided with guidelines that he/she can use in assessing management’s
documentation. Without such guidelines the audits of internal control performed by
public accounting firms would lack comparability and users would be uncertain as to the
basis for the auditor’s conclusions.
Question 8: Is it appropriate to state that inadequate documentation is an internal
control deficiency, the severity of which the auditor should evaluate? Or should
inadequate documentation automatically rise to the level of significant deficiency
or material weakness in internal control?
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TSCPA Response: Given the fact that documentation is a necessary part of
management’s assessment of internal control effectiveness, we believe inadequate
documentation of internal control would constitute an internal control deficiency.
However, we do not necessarily believe that inadequate documentation of internal
control should automatically be considered a significant deficiency or material weakness
in internal control. The auditor should be cautioned in the Standard to consider whether
such inadequate documentation may indicate a significant deficiency or material
weakness in internal control.
Question 9: Are the objectives to be achieved by performing walkthroughs
sufficient to require the performance of walkthroughs?
TSCPA Response: We believe walkthroughs enhance the auditor’s level of
understanding and should be required. However, it should be pointed out in the
Standard that walkthroughs are a necessary, but not sufficient, condition for an auditor’s
understanding of internal control. An auditor should be required to perform whatever
tests/procedures he/she considers necessary in the circumstances.
Question 10: Is it appropriate to require that the walkthrough be performed by the
auditor himself or herself, rather than allowing the auditor to use walkthrough
procedures performed by management, internal auditors, or others?
TSCPA Response: In addition to our belief that a walkthrough should be required, we
feel the walkthrough should be conducted by the external auditor. However, this should
not preclude the external auditor from placing reliance on the work performed by an
internal audit staff in situations where he/she has determined that the client has a strong,
effective internal audit function. The criteria established for assessing the effectiveness
of the internal audit function in SAS 65, The Auditor’s Consideration of the InternalAudit
Function in an Audit ofFinancial Statements, should be used.
Question 11: Is it appropriate to require the auditor to obtain evidence of the
effectiveness of controls for all relevant assertions for all significant accounts and
disclosures every year or may the auditor use some of the audit evidence
obtained in previous years to support his or her current opinion on management’s
assessment?
TSCPA Response: We believe it would be appropriate to require the auditor to obtain
evidence of the effectiveness of internal controls for all relevant assertions for all
significant accounts and disclosures every year if problems continue to exist in the
effectiveness of the client’s internal controls. However, in situations where the auditor’s
testing showed strong, effective internal controls, the auditor should not be required to
perform tests on an annual basis. Thus, we believe that annual testing should only be
required if the auditor encounters problems in his walkthrough and general assessment
of internal controls. Additionally, yearly testing might be required in situations where the
auditor considers the risk of material misstatement due to fraud to be high.
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Question 12: To what extent should the auditor be permitted or required to use
the work of management and others?
TSCPA Response: In our opinion, the extent to which the auditor should be allowed to
use the work of management and others should be limited to the work performed by the
internal audit staff. This, of course, assumes that the auditor has determined through
assessment of the internal audit function that its work is competent and objective (SAS
65).
Question 13: Are the three categories of controls and the extent to which the
auditor may rely on the work of others appropriately defined?
TSCPA Response: The three categories appear to be appropriately defined.
Question 14: Does the proposed standard give appropriate recognition to the
work of internal auditors? If not, does the proposed standard place too much
emphasis and preference on the work of internal auditors or not enough?
TSCPA Response: We believe that the Proposed Standard is lacking in its recognition
of the work of internal auditors. A competent and objectively placed internal audit
function can provide the external auditor with a great deal of assistance in accomplishing
the objectives of this Standard. If reliance is based on an assessment of the
competence and objectivity of the internal audit function (SAS 65) the external auditor
should have a strong basis for placing reliance on the work of the internal auditor.
Question 15: Is the flexibility in determining the extent of reperformance of the
work of others appropriate, or should the auditor be specifically required to
reperform a certain level of work (for example, reperform tests of all significant
accounts or reperform every test performed by others thatthe auditor intends to
use)?
TSCPA Response: An auditor should be required to reperform the work of others that
he/she plans to rely upon until the auditor feels that the work being performed by others
meets an appropriate level of quality and reliability. Subsequent to the decision to rely
on the work of others, the auditor should exercise professional judgment in determining
when subsequent reperformance of such others’ work should again be considered.
Question 16: Is the requirement for the auditor to obtain the principle evidence,
on an overall basis, through his or her own work the appropriate benchmark for
the amount of work that is required to be performed by the auditor?
TSCPA Response: An auditor’s comfort and reliability level concerning a client’s
internal control should grow over time. Initially, it would appear that the auditor should
have to obtain the principle evidence, on an overall basis, through his/her own work.
The auditor should always be required to perform some first hand analysis of internal
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control. Thus, the Standard should not imply that the auditor can ever rely solely on the
work of others in reporting on management’s assertion about internal control
effectiveness.
Question 17: Will the definitions in the proposed standard of significant
deficiency and material weakness provide for increased consistency in the
evaluation of deficiencies? How can the definitions be improved?
TSCPA Response: We believe the definitions appear to be adequate at this time.
However, we suggest that the Board closely monitor this area of practice and changes in
business environments in an effort to maintain the relevance of the definitions of
significant deficiencies and material weaknesses.
Question 18: Do the examples in Appendix D of how to apply these definitions in
various scenarios provide helpful guidance? Are there other specific examples
that commenters could suggest that would provide further interpretive help?
TSCPA Response: The examples in Appendix D provide helpful guidance. We are
reluctant to provide any additional examples due to the new ground that this Standard
covers. However, we believe that once the Standard is implemented and practitioners
are involved in the process, a number of specific questions will be raised. At that time
the development of more timely and relevant guidance will be possible.
Question 19: Is it necessary for the auditor to evaluate the severity of all identified
internal control deficiencies?
TSCPA Response: We believe that the evaluation of the severity of all identified
deficiencies should be required. Without an evaluation of the severity of all deficiencies,
an auditor might not adequately assess a deficiency that could permit a material
misstatement to occur.
Question 20: Is it appropriate to require the auditor to communicate all internal
control deficiencies (not just material weaknesses and significant deficiencies) to
management in writing?
TSCPA Response: It is important that auditors be required to communicate, in writing,
all internal control deficiencies to management. Such communication is necessary in
assisting the client in deciding whether the deficiency is of a nature that corrective action
should be taken.
Question 21: Are the matters that the Board has classified as strong indicators
that a material weakness in internal control exists appropriately classified as
such?
TSCPA Response: We believe the matters are appropriately classified.
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Question 22: Is it appropriate to require the auditors to evaluate the effectiveness
of the audit committee’s oversight of the company’s external financial reporting
and internal control over financial reporting?
TSCPA Response: We believe the external auditor is appropriately placed to provide
an evaluation of the effectiveness of the audit committee’s oversight of the company’s
external financial reporting and internal control over financial reporting. The fact that the
audit committee is responsible for the appointment of the external auditor may be seen
by some as a deterrent to an objective assessment by the auditor. However, we believe
an ineffective audit committee could cause significant problems with which an auditor
would not want to be associated.
Question 23: Will auditors be able to effectively carry out their responsibility to
evaluate the effectiveness of the audit committee’s oversight?
TSCPA Response: We fully believe an auditor should be able to effectively carry out
his/her responsibility to evaluate the effectiveness of the audit committee’s oversight
responsibility. An auditor’s inability to make this evaluation would most likely be caused
by a limitation of the auditor’s scope by the client. This kind of action would most likely
indicate to the auditor that there is a problem with the oversight function.
Question 24: If the auditor concludes that ineffective audit committee oversight is
a material weakness, rather than require the auditor to issue an adverse opinion
with regard to the effectiveness of the internal control over financial reporting,
should the standard require the auditor to withdraw from the audit engagement?
TSCPA Response: Guidance should be provided to an auditor concerning when
he/she should give serious consideration to withdrawing from an engagement. It would
be quite difficult to provide examples of every scenario that would require the auditor to
withdraw from an engagement. There are so many variables that could be involved in
such a situation that we believe ultimate withdrawal should be left to the auditor’s
professional judgment.
Question 25: Is it appropriate that the existence of a material weakness would
require the auditor to express an adverse conclusion about the effectiveness of
the company’s internal control over financial reporting, consistent with the
required reporting model for management?
Question 26: Are there circumstances where a qualified “except for” conclusion
would be appropriate?
TSCPA Response to Questions 25 and 26: We do not believe the existence of a
material weakness, by itself, should require the expression of an adverse opinion. We
do believe that such a circumstance should, as a minimum, result in a qualified “except
for” opinion. The issuance of an adverse opinion should be left to the judgment of the
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auditor. Setting a requirement that an adverse opinion must be issued when a material
weakness exists, results in treating all material weaknesses the same. We believe that
material weaknesses can vary in degree of the significance regarding a particular entity’s
internal control. Thus, the auditor should be able to assess the impact of the material
weakness on the client in deciding on the type of opinion to issue.
Question 27: Do you agree with the position that when the auditor issues a nonstandard opinion, such as an adverse opinion, that the auditor’s opinion should
speak directly to the effectiveness of the internal control over financial reporting
rather than to whether management’s assessment is fairly stated?
TSCPA Response: When an auditor issues a non-standard opinion on the
effectiveness of an entity’s internal control, the reasons for the departure should be
stated in an explanatory paragraph(s) in the report.
Question 28: Should the Board provide specific guidance on independence and
internal control-related non-audit services in the context of this proposed
standard?
Question 29: Are there any specific internal control-related non-audit services the
auditor should be prohibited from providing to an audit client?
TSCPA Response to Questions 28 and 29: We fully believe the Board should provide
specific guidance on independence and internal control-related non-audit services in the
context of the Proposed Standard. While it might appear appropriate to prohibit the
financial statement/internal control auditor from providing internal control-related nonaudit services, we believe that such a requirement would be counterproductive. The
auditor who performs the internal control audit is in the best position to know where the
deficiencies are and what needs to be done to correct those deficiencies. Therefore, we
believe it would not be an impairment of the auditor’s independence for him/her to
provide consulting services to the client so that the client’s internal control can be
brought into compliance with the requirements of this Standard.
Question 30: Are the auditor’s differing levels of responsibility as they relate to
management’s quarterly certifications versus the annual (fourth quarter)
certification, appropriate?
Question 31: Is the scope of the auditor’s responsibility for quarterly disclosures
about the internal control over financial reporting appropriate?
TSCPA Response to Questions 30 and 31: We find no problems with the differing
levels of responsibility regarding certification or the auditor’s responsibility for quarterly
disclosures.
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Thank you very much for allowing us the opportunity to present these comments in
accordance with the goals stated above.
Sincerely,

C. Jeff Gregg, CPA
Chair, Professional Standards Committee
Texas Society of Certified Public Accountants
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From:
Sent:
To:
Subject:

J.D. Higginbotham [jd@tivo.com]
Monday, October 20, 2003 6:11 PM
Comments
Proposed Auditing Standards

Dear Sirs;
I am writing to express concern over the apparent confusion resulting from the following comments in the recent
Proposed Auditing Standard (Oct 7, 2003):
"The proposed auditing standard ... would allow the auditor to incorporate into the audit ... some of the work performed by
others, such as internal auditors or third parties ...The proposed auditing standard also would require that, overall, the
auditor obtain directly the "principal evidence" about the effectiveness of internal control over financial reporting."
One might understand that this paragraph indicates that the PCAOB expects the auditor to conduct their own work to
obtain the "principal evidence" for their opinion and that the only work performed by internal auditors and third parties that
may be incorporated into the audit would be for other than "principal evidence."
What throws particular confusion into the mix is the preceding paragraph in the proposed standard:
"Thus, the more extensive and reliable management's assessment is, the less extensive and costly the auditor's work will
need to be."
I was happy to believe that the PCAOB was actually considering the exorbitant costs now required in complying with all
the new Sarbanes-Oxley regulations. I wanted to believe that if we, management, did our job of documenting and testing
our internal controls well, that we could reduce the final costs we must bear with regards to the required attestation by
external auditors.
However, I was dismayed after reading a recent Alert from our external auditors, KPMG, that completely omitted the
reference to reduced costs (KPMG Defining Issues No. 03-22). They focused instead on "the proposed standard does
say that, on an overall basis, KPMG's own work would have to provide the principal evidence for their opinion." I was
taken by surprise upon reading this claim and went back to the Proposed Auditing Standard to see how they could
interpret such a position.
After reviewing the paragraph quoted above, I now understand how there could be confusion as to the intent of the
PCAOB. I believe it would be helpful to clarify this point and would suggest that the final wording would allow companies
to fulfill the intent of Sarbanes-Oxley with the least expense possible. At the end of the day, while most investors want to
know they can rely on the financial statements of public companies, they also want to invest in companies that are
increasing the value of their investment rather than spending more to comply with regulations.
David Higginbotham
Assistant Controller and
Chairman, Sarbanes-Oxley Compliance Committee
TiVo Inc.

1

File No. PCAOB-2004-03 Page No. 1594

From:
Sent:
To:
Subject:

Jonathan Trevathan [jonathan@cityofdetroit.com]
Tuesday, November 18, 2003 6:25 PM
Comments
PCAOB Rulemaking Docket Matter No. 008

Hello,
With regards to the section of the proposal on walkthroughs, I agree that a walkthrough is a valuable tool in gaining an
understanding of an organizations control structure. The way the briefing paper is currently worded though, I think may
be unrealistic, or should at least be more specific. Currently, the paper states:
"In a walkthrough, the auditor traces all types of company transactions and events - both those that are routine and
recurring and those that are unusual - from origination, through the company's accounting and information systems and
financial report preparation processes, to their being reported in the company's financial statements."
The way this is worded, it sounds as though the auditor should take a specific customer order, for example, and trace it
from the time the order comes in the door (or over the phone, etc.) through shipment to the customer, creation of the
invoice, and receipt and application of cash. It is often difficult to gather and see all of these events for a single
transaction, in the limited amount of time an auditor is at the client.
It seems it would be more reasonable to break a process into separate units, each of which a walkthrough could be
performed for. Though in an ideal world the walkthrough would be of one transaction, I think it would prove very difficult in
many business environments.
Perhaps this was assumed, but it does not seem clear given the current wording of the paper. Could you update that part
please?
Thank you,
Jonathan Trevathan
_____________________________________________________________
YourName@CityofDetroit.com
Global E-mail Free.
Sign up for FREE email from City of Detroit Official and Non Offical at http://cityofdetroit.com Check out:
http://PeopleShopping.com, http://amerimalls.com http://FreeA.com http://TravelSo.com

1

File No. PCAOB-2004-03 Page No. 1595

αβ

UBS AG
Financial Services Group
P.O. Box, 8098 Zurich
Tel. +41-1-234 11 11
Group Chief Risk Officer
Member of the Group Managing Board

19 November 2003

Walter H. Stuerzinger
GCCR-STR FH507
Pelikanstrasse 6/8, 8001 Zurich
Tel. +41-1-234 40 11
Fax +41-1-234- 48 99
Walter.stuerzinger@ubs.com

Office of the Secretary
Public Company Accounting Oversight Board
1666 K Street, N.W.
Washington, D.C. 20006-2803
USA
Via E-Mail: comments@pcaobus.org
Re: PCAOB Rulemaking Docket Matter No. 008
Dear PCAOB Members:
The Sarbanes-Oxley Section 404 (“SOX 404”) requirements on internal control over
financial reporting are a key initiative in the effort to restore investor confidence and to
ensure integrity in financial reporting. As an SEC registrant, UBS welcomes the
opportunity to provide comments on the PCAOB proposed auditing standard, An Audit
of Internal Control Over Financial Reporting Performed in Conjunction with an Audit of
Financial Statements, (the “Proposed Standard”). The following letter will provide some
general comments followed by specific responses to some of the questions on which the
PCAOB seeks feedback.
General Comments
As you may be aware, UBS is the world’s leading provider of wealth management
services, one of the largest asset managers globally, and among the major global
investment banking and securities houses. Although it is headquartered in Zurich, UBS is
listed on the NYSE and has nearly 40% of its workforce (over 25,000 individuals) located in
the U.S. UBS is committed to meeting the leading corporate governance standards
worldwide and will comply with SOX 404 for its 2005 financial reports.
UBS believes that it is important that foreign registrants (and particularly financial
institutions) have a recognized voice in the comment process related to Sarbanes-Oxley
requirements because of the different perspectives (and often different legal
requirements) under which such companies operate.
UBS strongly supports the Sarbanes-Oxley legislation and the associated rules that have
been developed as they are helping create a level playing field for corporate
governance standards globally. In addition, UBS sees a strong connection between SOX
404 requirements and the qualitative aspects of the operational risk requirements within
the Basel Accord reform proposals.
Indeed, UBS has combined its efforts to comply with these two regulatory requirements
under a broader operational risk management framework and therefore values
alignment of these requirements to the extent possible. UBS appreciates the recognition
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the PCAOB and SEC have provided to the linkage between SOX 404 and the FDICIA
process and hopes that the Basel Committee will recognize the linkages between their
own efforts on operational risk and SOX 404.
In general, UBS supports the general framework outlined by the Proposed Standard as it
will ensure that auditors contribute to the development of sound internal controls over
financial reporting. In particular, UBS believes that the approach of requiring a link from
financial statement assertions and preventive/detective controls to financial accounts
provides an appropriate basis for ensuring that a company’s internal controls have been
appropriately designed and are operating effectively. The following will provide specific
comments in response to the PCAOB questions.
Specific Comments
Question 6: Is the scope of the audit appropriate in that it requires the auditor to both
evaluate management’s assessment and obtain, directly, evidence about whether
internal control over financial reporting is effective?
UBS agrees with the PCAOB’s proposed scope for the audit because it believes that this
will be the only way in which the spirit and intent of SOX 404 can be met. A simple audit
of the management assessment process, and not the controls themselves, would be
insufficient as it would emphasize form over substance. UBS notes here that the
proposed scope appears to go further than what is typically required in other current
auditing standards on internal controls (e.g., SAS 70 in the U.S. and FRAG 21/94 in England
and Wales).
Therefore, UBS believes it would be helpful for the PCAOB to note explicitly the
relationship of the Proposed Standard to SAS 70 to ensure that it is clearly recognized that
the Proposed Standard imposes a stronger requirement (i.e., by requiring the auditor to
not only evaluate whether management has met its stated control goals but also
whether those goals are effective enough to ensure effective internal control over
financial reporting) than a SAS 70 certification. This will help ensure clarity between
different internal control audit processes and ensure that the SOX 404 audit does lead to
greater confidence in financial reporting.
Question 5: Should the Board, generally or in this proposed standard, specify the level of
competence and training of the audit personnel that is necessary to perform specified
auditing procedures effectively? For example, would it be inappropriate for a new,
inexperienced auditor to have primary responsibility for conducting interviews of a
company’s senior management about possible fraud.
Question 7: Is it appropriate that the Board has provided criteria that auditors should use
to evaluate the adequacy of management’s documentation?
UBS sees a linkage between these two questions in that they are related to the ability of
auditors to form an independent judgment on the internal management documentation
and testing. UBS believes it is appropriate for Proposed Standard paragraph 43 to
provide suggested criteria that auditors should look for from management in planning
their audit. However, UBS notes that these suggestions need to be considered carefully
and clearly labeled as examples only in order to ensure that they do not become a
mandatory list of items that auditors require of companies. As such, UBS appreciates the
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statement in Proposed Standard paragraph 44 that “no one form of documentation is
required.” UBS believes that this concept should be emphasized even further.
Within the list contained in paragraph 43, UBS has some concerns about the suggestion
for documentation of “information about how significant transactions are initiated,
recorded, processed, and reported” and “enough information about the flow of
transactions to identify where material misstatements due to error or fraud could occur.”
In particular, UBS is concerned that these suggestions may lead to an auditor
expectation for management to have process or transaction flowcharts available for
review.
In order to ensure effective internal control, UBS believes that management should
identify the key control related responsibilities of the functions that make up the
organization. Implicit in this is an understanding of key process flows. However,
documented process analysis is less important than having clearly identified and
documented functional roles and responsibilities, key control objectives, and related
control standards that ensure the objectives are met. While flowcharts may be useful
training devices in certain cases, they are not necessary tools for ensuring internal
control. In addition, flowcharts also may quickly become outdated as processes adapt
to changing organizational or market circumstances. Thus, a requirement by auditors for
companies to maintain flowcharts merely for the purposes of their audit would be unduly
burdensome.
UBS notes by way of contrast that Proposed Standard paragraph 69 would require the
auditors themselves to identify significant processes and to “understand the flow of
transactions, including how transactions are initiated, recorded, processed, and
reported” and to “identify the points within the process where a misstatement – including
a misstatement due to fraud – related to each relevant financial statement assertion
could arise.” UBS believes that this is an appropriate expectation to place on auditors as
they must be able to understand where the key control points are in a process.
However, auditors should not necessarily expect management to maintain detailed
flowcharts (as might occur given the current drafting of paragraph 43) to assist in this.
This is where UBS sees a connection with PCAOB Question 5. UBS believes that auditors
engaged in the SOX 404 audits should be required to be sufficiently experienced in the
industry that they are auditing to have an understanding not only of the processes of the
company that they are auditing but also where the key control points are likely to be
located within those processes. This will ensure that the SOX 404 audit, which is expected
to be burdensome enough, is as efficient as possible. It will also ensure that auditors are
focused on evaluating the effectiveness of the controls themselves and not the
efficiency of the processes within which the controls are embedded. An emphasis on
flowcharts could result in a focus on documentation of what currently exists as opposed
to what controls should exist in order to ensure effective internal control.
Question 9: Are the objectives to be achieved by performing walkthroughs sufficient to
require the performance of walkthroughs?
Question 10: Is it appropriate to require that the walkthrough be performed by the
auditor himself or herself, rather than allowing the auditor to use walkthrough procedures
performed by management, internal auditors, or others?
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Proposed Standard paragraph 48 states that auditors should obtain an understanding of
the design of controls via procedures that may include inquiry, inspection, observation,
and tracing transactions. In addition, Proposed Standard paragraph 74 states that
auditors should obtain evidence of the effectiveness of controls either by performing
tests or by using the work of others. However, Proposed Standard paragraphs 79 and 104
both state that walkthroughs should be a mandatory procedure for auditors both as part
of the effort to understand and test both the design and operating effectiveness of
controls.
UBS does not object to a requirement for walkthroughs per se, but does believe that the
currently proposed walkthrough requirements may be overly burdensome and
misdirected. Under Proposed Standard paragraph 80, an auditor would be required to
conduct a walkthrough that encompasses “the entire process of initiating, recording,
processing, and reporting individual transactions, and controls for all five internal control
components and fraud, not just control activities.” UBS believes that a walkthrough that
examines every link in a process chain is more than what is actually necessary to
evaluate internal control. In addition, UBS also believes that such a walkthrough may
focus on the efficiency of the process and thereby might lose sight of the internal control
aspects, which should be the primary focus for SOX 404.
Given this, UBS appreciates the statements in proposed paragraph 79 that the
walkthrough should be intended to provide the auditor with evidence to “confirm the
auditor’s understanding of the design of controls”, to “evaluate the effectiveness of the
design of controls” and to “confirm whether controls have been placed in operation.”
However, UBS does not believe that paragraph 79 (and by implication the related
statements in paragraphs 80-83) should state that the walkthrough is intended to provide
the auditor with evidence to “confirm the auditor’s understanding of the process flow of
transactions” and to “confirm that the auditor’s understanding of the process is
complete.”
As noted in its comments on Questions 5 and 7, UBS believes that the auditors performing
the SOX 404 audits should be sufficiently experienced to understand the process flows
within the company that they are auditing without detailed flowcharts or walkthrough
procedures. Instead, the SOX 404 audit should focus solely on an evaluation of the key
control points that must be designed and operating effectively to ensure the reliability of
financial reporting.
Question 11: Is it appropriate to require the auditor to obtain evidence of the
effectiveness of controls for all relevant assertions for all significant accounts and
disclosures every year or may the auditor use some of the audit evidence obtained in
previous years to support his or her current opinion on management’s assessment?
UBS does not believe that auditors should be required to obtain evidence of the
effectiveness of controls over all significant accounts and disclosures via relevant
financial statement assertions on a yearly basis. All controls, accounts, and disclosures
will not necessarily change on a yearly basis. Thus, there may be many cases where a
full re-audit would be redundant. In addition, the requirement for a full audit each year
would preclude the adoption of a risk-based audit approach.
UBS also has concern with two proposed aspects of the auditor requirements for
evaluating operating effectiveness. First, Proposed Standard paragraph 88 states that
an auditor should not only evaluate whether the control is operating as designed but
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also “whether the person performing the control possesses the necessary authority and
qualifications to perform the control effectively.” UBS is concerned that this is a highly
subjective evaluation that could be interpreted as a requirement for a company to justify
the qualifications of its staff. UBS does not believe that this is necessarily the intention of
the PCAOB and suggests that this merely be clarified.
Second, UBS notes that Proposed Standard paragraph 102 makes a distinction between
manual and automatic controls with respect to auditor testing. In particular, the
Proposed Standard states that “manual controls should be subjected to more extensive
testing than automated controls” and that “the more frequently a manual control
operates, the more operations of the control the auditor should test.” UBS does not
believe that these distinctions are meaningful or useful. When evaluating internal
controls, management and auditors should be concerned with whether the control
objectives were met. Whether this is done through a manually applied or an
automatically applied control is not relevant to the determination of whether the control
is operating effectively. The extensiveness and frequency of testing should be
determined by the nature of the control itself (i.e., how important it is to meeting the
objective) and not the form of the control. UBS believes that the proposed distinctions
between manual and automatic controls would only result in additional burdens (from
the need to distinguish those controls that are manually applied from those that are
automatically applied) without substantial additional benefits.
Question 12: To what extent should the auditor be permitted or required to use the work
of management and others?
Question 13: Are the three categories of controls and the extent to which the auditor
may rely on the work of others appropriately defined?
UBS agrees with the goal of the PCAOB to draft the Proposed Standard in such a way
that auditors are provided with flexibility in using the work of others while at the same
time preventing inappropriate reliance on the work of others. This requires a fine
balancing of interests and a clear specification of guidelines for when auditors should
and should not rely on the work of others. In general, UBS agrees with the concept of
having three categories of controls (i.e., those where the auditor cannot rely on the work
of others when performing the evaluation; those where reliance should be limited
because they pose a high risk due to judgmental decisions; and those where reliance is
not limited in any manner).
UBS believes that the list of items where reliance is prohibited in Proposed Standard
paragraph 104 may be too broad in the following two areas:
• Controls that are part of the control environment, including controls specifically
established to prevent and detect fraud that is reasonably likely to result in
material misstatement of the financial statements
• Walkthroughs, as discussed beginning at paragraph 74.
With respect to the first item, it may be appropriate to ask auditors to separately
evaluate the general control environment separately from management. However, this
is an area where it is often difficult to perform specific “tests” of controls as many of the
controls relate to corporate culture and other intangible aspects of a company. UBS
also is not clear about the significance of the separation of the fraud concerns both in
this paragraph and in other paragraphs in the Proposed Standard (e.g., 24-26, 43, 53, 69)
when these are part of the Control Environment component of internal control
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frameworks such as COSO. UBS strongly believes that segregation of duties and the
development of key control objectives is part of the process of addressing the risk of
fraud. An attempt to separate fraud prevention as another activity appears artificial. Of
course, material misstatements that could arise from fraud must be addressed. However,
the identification of fraud controls in several paragraphs of the Proposed Standard may
lead to the assumption that a separate control process is necessary specifically for fraud
issues.
With respect to walkthroughs, please see the comments on Questions 9 and 10.
UBS also notes that Proposed Standard paragraph 53 defines a new term “company
level controls” to include the following items:
• Control environment, including tone at the top, the assignment of authority and
responsibility, consistent policies and procedures, and company-wide programs,
such as codes of conduct and fraud prevention, that apply to all locations and
business units.
• Management’s risk assessment process.
• Centralized processing and controls, including shared service environments.
• Monitoring results of operations.
• Monitoring of controls, including activities of the internal audit function, the audit
committee, and self-assessment programs.
• The period-end financial reporting process.
• Board-approved policies that address significant business control and risk
management practices
Proposed Standard paragraph 54 then suggests that auditors may wish to test and
evaluate these controls first while paragraph 55 states that this testing is not sufficient for
opining on the effectiveness of a company’s internal control. UBS does not object to this
definition and believes it is generally aligned with the term “entity level controls” that has
been used by a number of auditors. In general, when following the COSO or other
internal control frameworks, it is sensible to start with a comprehensive evaluation of the
internal controls. UBS merely seeks clarification around the use of the terms “company
level controls” and “entity level controls” and the limitations imposed under paragraph
104.
Question 14: Does the proposed standard give appropriate recognition to the work of
internal auditors? If not, does the proposed standard place too much emphasis and
preference on the work of internal auditors or not enough?
UBS sees a clear need to give appropriate recognition to the work done by internal audit
and other internal independent control functions regarding assessment of the
effectiveness of the design of the control framework and its operation. A global financial
institution of the size of UBS has a high number of significant processes across many legal
entities and geographical locations that impact the significant accounts and disclosures.
A validation of these activities is achieved through a large number of control activities
carefully located in the front-to-back process chain. Internal audit is particularly well
suited to ensure the integrity and the overall effectiveness of the processes and the
reliability of the financial information flow.
UBS has an internal audit function that is fully independent, has unrestricted audit rights,
and reports significant results to the Board of Directors and the Audit Committee. The
head of internal audit reports to the Chairman of the Board of Directors and has regular
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meetings with the Audit Committee. The methodologies and the quality of work of
internal audit are assessed by the Audit Committee and by external auditors and
regulators (e.g. UK FSA, FED).
UBS agrees with the concept of having three categories of controls that differentiate the
extent to which the external auditors may rely on the work of others when evaluating
internal control in any individual instance. UBS also uses different categories for the
definition of the internal review processes (e.g., the highest level requires an assessment
by a control function independent of the business which is the owner of the control). The
internal audits conducted over time are risk-based and include an assessment of the
overall design of the control framework in the audited area, its documentation and its
effective operation.
The recognition of the work performed by internal audit and other internal independent
control functions would not only provide clear benefits from an efficiency point of view,
but also increase the overall effectiveness of the evaluation of the internal controls in the
front-to-back processes across geographical locations. While UBS understands the
rationale for imposing high standards on the external auditor to obtain independently an
unbiased opinion, UBS believes that the work performed by its internal audit function highly independent from business management - reflects to a high degree the aims of
the walkthroughs described in paragraph 79 through 83. Therefore, the recognition of the
testing performed by internal audit should be better reflected in the relevant sections of
the Proposed Standard where reference is made to the use of the work performed by
management and others (including internal audit).
Question 17: Will the definitions in the proposed standard of significant deficiency and
material weakness provide for increased consistency in the evaluation of deficiencies?
How can the definitions be improved?
UBS appreciates the effort by the PCAOB to provide definitions of key terms such as
deficiency, significant deficiency, and material weakness (Proposed Standard
paragraphs 7-9 and Appendix D Examples D1-D3) and to provide guidance on
significant locations and accounts (Proposed Standard Appendix B paragraphs B4-B19
and examples B1- B4) and materiality considerations (Proposed Standard paragraphs 2123). UBS takes note of the fact that the participants at the PCAOB roundtable did not
express concerns with the existing understanding regarding these definitions in the U.S.
accounting profession.
However, UBS finds the proposed terms confusing and their use within the Proposed
Standard difficult to reconcile. It is logical to distinguish between those control failures
that pose only a slight risk of misstatement in the financial statements and therefore
should be reported to a company’s internal management and audit committee and
those control failures that are deemed so material that they pose a severe risk of
misstatement and therefore should be disclosed to investors and other third parties. It is
unclear, however, why a simple materiality concept cannot be used to distinguish these
two types of control failures and why there needs to be three levels of control failures plus
additional guidance regarding materiality. UBS would prefer a simple materiality
standard that is used to distinguish those control failures that merely indicate some
questions regarding the financial statement reporting process from those control failures
that call into question the reliability and validity of the financial reporting process.
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No matter what definitions are adopted, UBS agrees that the guidance provided in
Appendix B and D of the Proposed Standard are vital to understanding the concepts
that should be applied. As far as UBS is aware, this is the first concrete examples of the
appropriate scope and nature for the SOX 404 evaluations by management and/or
auditors. Therefore, UBS believes that this guidance should be reviewed carefully as it will
likely become the leading reference source for those seeking practical examples when
designing SOX 404 compliance and auditing programs.
Question 22: Is it appropriate to require the auditors to evaluate the effectiveness of the
audit committee’s oversight of the company’s external financial reporting and internal
control over financial reporting?
UBS believes that the Proposed Standard should encourage companies to have strong
internal audit functions. UBS believes that companies should be motivated to have
internal audit functions that are well-staffed with qualified individuals that have
demonstrable independence from management and who comply with best practice
standards. For example, UBS has a clear separation between its Executive Board, which
has management responsibilities, and its Board of Directors, which has oversight
responsibilities. The independent internal audit function reports to the Board of Directors
only. This has provided a sound structure for ensuring the quality of internal auditing
practices. To the extent possible, the Proposed Standard should encourage companies
to develop sound governance structures around internal audit functions as this will help
strengthen the internal controls over financial reporting generally.
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UBS appreciates the opportunity to comment on the Proposed Standard. If you have
any questions on the matters we have raised in this letter or would like to discuss any of
them further, please contact:
Nick Bolton, Group Head of Operational Risk
+41 1 234 90 30, nick.bolton@ubs.com
Peter Thurneysen, Group Controlling and Accounting
+ 41 1 236 87 96, peter.thurneysen@ubs.com
Yours sincerely,
UBS AG
Walter Stuerzinger
Group Chief Risk Officer

Hugo Schaub
Group Controller
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November 21, 2003

Office of the Secretary
PCAOB
1666 K Street, N.W.
Washington, D.C. 20066-2803
Attention: Mr. Thomas Ray, Deputy Chief Auditor
Re:

PCAOB Rulemaking Docket Matter No. 008

Dear Sir:
As a public company and highly regulated banking institution, we would like to take this
opportunity to comment on the PCAOB Proposed Auditing Standard, An Audit of Internal
Control Over Financial Reporting Performed in Conjunction with an Audit of Financial
Statements.
We have reviewed the Proposed Auditing Standard, and while other industries who have not
been exposed to the rigors of FDICIA may need to review these controls as proposed by
PCAOB, banks with assets in excess of $500 million have been required to perform a review of
internal control under the Federal Deposit Insurance Corporation Improvement Act of 1990. We
believe this requirement is more than sufficient to ensure banking institutions have adequate
internal control and management oversight, as well as a regulator (FDIC, State, or Federal) that
ensures compliance. Therefore, we strongly believe that banks with assets over $500 million
and subject to FDICIA should be excluded from the Proposed Standard and allowed to
continue to evaluate internal controls based on the requirements of the Federal Deposit
Insurance Corporation.
Thank you for your attention to this matter.
Very truly yours,

Thomas E. Hales
Chairman of the Board, President, and
Chief Executive Officer
TEH/dh
(Hales:Let\03)PCAOB Standard Rebuttal
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Comptroller General
of the United States
United States General Accounting Office
Washington, DC 20548

December 9, 2003
Office of the Secretary
Public Company Accounting Oversight Board
1666 K Street, NW
Washington, DC 20006-2803
Subject: PCAOB Rulemaking Docket Matter No.008—Proposed Auditing
Standard—An Audit of Internal Control over Financial Reporting Performed in
Conjunction with an Audit of Financial Statements
This letter provides the U.S. General Accounting Office’s (GAO) comments on the
Public Company Accounting Oversight Board’s (PCAOB) October 7, 2003, proposed
standard for the audit of internal control over financial reporting performed in
conjunction with the audit of financial statements.
We commend the PCAOB for giving this important issue high priority and on the
release of the proposed auditing standard. Overall, we support the proposed standard
and believe that it is on track. We especially support the requirements for
•
•

obtaining direct evidence about the design and operating effectiveness of
internal control as well as evaluating management’s assessment; and
requiring tests of controls for “relevant assertions” rather than “significant
controls” in order to link the internal control engagement to the entity’s
financial reporting.

GAO strongly believes that management’s assessment of the effectiveness of internal
control, along with the auditor’s attestation on that assessment, are critical
components of monitoring the effectiveness of an organization’s risk management
and accountability systems. Auditors will better serve their clients and other financial
statement users and will better protect the public interest by providing assurances
about the effectiveness of internal control. In this regard, GAO seeks to lead by
example in establishing an appropriate level of auditor reporting on internal control
for federal agencies and programs, and for entities receiving significant amounts of
federal funding. We already provide opinions on internal control for all our major
federal audit clients, including the consolidated financial statements of the U.S.
government.
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Attached are GAO’s responses to selected questions in PCAOB Release No 2003-017,
along with our additional comments regarding the following:
•
•
•
•
•

nonroutine transactions and processes,
testing IT controls,
materiality considerations,
illustrative auditor’s reports, and
other clarifications.

We thank you for considering our comments on this very important issue.
Sincerely yours,

David M. Walker
Comptroller General
of the United States
Enclosures
cc:

The Honorable William H. Donaldson, Chairman
Securities and Exchange Commission
The Honorable William J. McDonough, Chairman
Public Company Accounting Oversight Board
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GAO’S RESPONSE TO SELECTED QUESTIONS IN
PCAOB RELEASE NO. 2003-017
AND OTHER RELATED COMMENTS

Integrated audit of financial statements and internal control over financial
reporting
Question 1. Is it appropriate to refer to the auditor's attestation of
management's assessment of the effectiveness of internal control over
financial reporting as the audit of internal control over financial reporting?
We believe it is appropriate to refer to an auditor’s attestation of management’s
assessment of the effectiveness of internal control over financial reporting as an
“audit of the effectiveness of internal control over financial reporting.” (We suggest
adding “the effectiveness,” as shown in bold.) As stated throughout the standard, the
auditor will perform procedures and testing that go beyond evaluating management’s
assessment in order to determine whether management’s assessment of the
effectiveness of internal control is fairly stated. This will result in an audit of the
effectiveness of internal controls, which we support.

Question 2. Should the auditor be prohibited from performing an audit of
internal control over financial reporting without also performing an audit of
the financial statements?
Question 3. Rather than requiring the auditor to also complete an audit of
the financial statements, would an appropriate alternative be to require the
auditor to perform work with regard to the financial statements comparable
to that required to complete the financial statement audit?
We believe that it is most efficient for the audit of the effectiveness of internal control
over financial reporting to be performed in conjunction with the financial statement
audit. However, we believe that there should be flexibility should the auditor wish to
perform this work apart from the financial statement audit, and we do not support a
prohibition against doing so.

Audit of internal control over financial reporting
Question 5. Should the Board, generally or in this proposed standard, specify
the level of competence and training of the audit personnel that is necessary
to perform specified auditing procedures effectively? For example, it would
be inappropriate for a new, inexperienced auditor to have primary
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responsibility for conducting interviews of a company's senior management
about possible fraud.
We agree with the criterion set forth in paragraph 31 of the proposed standard “that
the auditor should have competence in the subject matter of internal control over
financial reporting.” We also agree with the additional general guidance in the
proposed standard such as the example cited in question 5, “for example, it would be
inappropriate for a new, inexperienced auditor to have primary responsibility for
conducting interviews of a company’s senior management about possible fraud.” At
the same time, we believe that any additional guidance added to the standard should
avoid becoming overly prescriptive. An alternative would be for the Board to issue
implementing guidance on this issue to supplement the standard if it further specified
the level of competence and training.

Evaluation of management’s assessment
Question 6. Is the scope of the audit appropriate in that it requires the
auditor to both evaluate management's assessment and obtain, directly,
evidence about whether internal control over financial reporting is effective?
To provide an opinion on management’s assessment of the effectiveness of internal
control, it is necessary for the auditor to both evaluate management’s assessment and
obtain direct evidence about whether internal control is effective.

Question 8. Is it appropriate to state that inadequate documentation is an
internal control deficiency, the severity of which the auditor should
evaluate? Or should inadequate documentation automatically rise to the
level of significant deficiency or material weakness in internal control?
Inadequate documentation of management’s assessment, by itself, does not meet the
definition of material weakness or significant deficiency. We agree with the guidance
provided in paragraphs 43-47 of the proposed standard, that inadequate
documentation is a deficiency that the auditor should evaluate to determine whether
management can demonstrate adequate monitoring of internal control over financial
reporting by other means.

Obtaining an understanding of internal control over financial reporting
Question 9. Are the objectives to be achieved by performing walkthroughs
sufficient to require the performance of walkthroughs?
We agree that performing walkthroughs can provide the auditor with helpful
information about internal control design and operations. At the same time, we
believe that walkthrough procedures are not always necessary or appropriate. For
Page 4
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instance, performing walkthroughs of highly automated processes or certain unusual
nonroutine transactions could be extremely difficult or even impossible. Therefore,
we suggest that the Board encourage auditors to use such procedures for relevant
assertions for all significant accounts and disclosures but, at the same time, allow
auditors to use other means for obtaining an understanding of internal control and
determining the nature and extent of testing where appropriate. When alternative
procedures are used, those procedures should provide the auditor with a similar level
of evidence as walkthrough procedures would provide for understanding internal
control and determining the appropriate level of testing.

Question 10. Is it appropriate to require that the walkthrough be performed
by the auditor himself or herself, rather than allowing the auditor to use
walkthrough procedures performed by management, internal auditors, or
others?
Under certain conditions it is appropriate for the auditor to use walkthrough
procedures performed by internal auditors. Internal auditors can play an important
role in concluding about the effectiveness of internal control. In some cases, the
internal auditors may be assisting management with its assessment of internal
control. In other cases, internal auditors may be testing controls and testing
management’s assessment. In either scenario, there are contributions that the
internal auditor can make to the external auditor’s understanding of internal
control—including the results of procedures such as walkthroughs—as input to the
auditor’s determination of the nature and extent of testing to be conducted as part of
the audit of internal control. However, the work of the internal auditor should not be
used as the principal evidence, and the external auditor will need to determine the
level of reliance to place on that work. Such a determination should be made on a
case-by-case basis, based on facts, circumstances, and risk. We believe that the
guidance in paragraph 108 for relying on the work of internal auditors is appropriate
for making this determination.
If the auditor uses walkthrough procedures performed by management or a
consultant hired by management, the auditor should test the walkthrough for validity
and completeness, as the auditor would test any information provided by
management.

Requirement for the auditor to obtain evidence of the effectiveness of
controls for all relevant assertions for all significant accounts and
disclosures every year
Question 11. Is it appropriate to require the auditor to obtain evidence of
the effectiveness of controls for all relevant assertions for all significant
accounts and disclosures every year or may the auditor use some of the audit
evidence obtained in previous years to support his or her current opinion on
management's assessment?
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We support a requirement for the auditor to obtain evidence every year of the
effectiveness of internal control for assertions for material accounts and disclosures
that present moderate or high risk, as opposed to a requirement for the auditor to
obtain evidence of the effectiveness for all relevant assertions for all significant
accounts and disclosures every year.
We also believe that rotational testing of controls would be acceptable under the
following conditions: (1) control risk is evaluated as low, the control environment is
strong, and inherent and fraud risk factors are low, (2) the auditor possesses from
past and current work a foundation of audit evidence on which to develop current
audit conclusions; (3) financial reporting controls over all significant cycles or
applications have been evaluated and tested during a fairly recent period (no more
than 3 years); and (4) no specific reporting or risk issues preclude the use of rotation.
A requirement for evaluating the effectiveness of controls for all relevant assertions
for material accounts and disclosures presenting moderate or high risk every
year would not only guide the auditor in the audit of effectiveness of internal control,
but would also contribute to the quality of the financial statement audit. This is a
powerful means for linking the financial statement audit and the audit of the
effectiveness of internal control and gaining synergy and overall improved audit
quality.

Extent of reliance on the work of management and others
Question 12. To what extent should the auditor be permitted or required to
use the work of management and others?
Question 13. Are the three categories of controls and the extent to which the
auditor may rely on the work of others appropriately defined?
Question 14. Does the proposed standard give appropriate recognition to the
work of internal auditors? If not, does the proposed standard place too much
emphasis and preference on the work of internal auditors or not enough?
This section of the standard should be made more specific to indicate that this
section does not deal with the auditor’s reliance on the work of other external
auditors. Our answers are based on the assumption that the board will provide
separate guidance for relying on the work of another external auditor.
We agree with the concept of delineating controls and procedures for which it is not
appropriate that the auditor rely on the work of management and consultants hired
by management. We would suggest, however, that the terminology “use the work of
others” be changed to “rely on the work of others.” Certainly, the auditor would
want to use any information or evidence provided by management or consultants
hired by management about control problems. The key point is that the auditor would
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not rely on that work, but use it as part of the process of gaining an understanding of
controls to determine the nature, timing, and extent of the auditor’s tests.
We agree with the category of controls and with the degree of reliance set forth in
paragraph 106; specifically, that the auditor might decide to use the results of tests
performed by management and others within the company in areas such as controls
over routine processing of significant accounts and disclosures without specific
limitation.
We disagree, however, with the classification of controls and procedures listed in
paragraphs 104 and 105. For instance, in paragraph 105, the proposed standard states
that the auditor’s use of the results of procedures performed by management and
others should be limited for (1) controls over significant nonroutine and
nonsystematic transactions, and (2) controls over significant accounts, processes, or
disclosures where the auditor has assessed as high the risk of failure of the controls
to operate effectively. We believe that these are significant controls and that the
auditor should not rely on procedures performed by management or consultants
hired by management for these controls. However, the auditor could, based on the
auditor’s assessment of the internal audit function in accordance with criteria set
forth in paragraph 108, determine the appropriate reliance to place on the internal
audit function for the controls and procedures listed in both paragraphs 104 and 105.
Finally, as stated in our answers to questions 9 and 10, we believe that the auditor
could place some reliance on walkthrough procedures performed by internal
auditors. If the auditor uses a walkthrough provided by management or another
party (such as a consultant hired by management), the auditor should test the
walkthrough for such factors as validity and completeness, as the auditor would in
testing any information received by management.
Therefore, we suggest restructuring and rewording paragraphs 104 and 105 to read as
follows:
The following are controls for which the auditor should not rely on the results of
testing performed by management or by consultants hired by management:
•

controls that are part of the control environment, including controls
specifically established to prevent and detect fraud that is reasonably likely to
result in material misstatement of the financial statements;

•

controls over the period-end financial reporting process, including controls
over procedures used to enter transaction totals into the general ledger; to
initiate, record, and process journal entries in the general ledger; and to record
recurring and nonrecurring adjustments to the financial statements (for
example, consolidating adjustments, report combinations, and
reclassifications);
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•

controls that have a pervasive effect on the financial statements, such as
certain information technology general controls on which the operating
effectiveness of other controls depend;

•

controls over significant nonroutine and nonsystematic transactions (such as
accounts involving significant judgments and estimates); and

•

controls over significant accounts, processes, or disclosures where the auditor
has assessed as high the risk that the controls will fail to operate effectively.

In some cases, it may be appropriate for the auditor to place some reliance on
work performed by the internal auditor related to the above controls. Based on
risk and the auditor’s assessment of the internal audit function in accordance with
criteria in paragraph 108, the external auditor should determine the appropriate
level of reliance to place on the internal audit function.

Question 16. Is the requirement for the auditor to obtain the principle
evidence, on an overall basis, through his or her own work the appropriate
benchmark for the amount of work that is required to be performed by the
auditor?
As we commented in our response to question 14, this section of the standard should
be made more specific to indicate that it does not deal with the auditor’s reliance on
the work of other external auditors. Therefore, our answer to question 16 also is
based on the assumption that the board will provide separate guidance for relying on
the work of another external auditor.
We agree that requiring auditors overall to obtain the principal evidence through their
own work (when relying on the work of internal auditors, management, or
consultants hired by management) is an appropriate benchmark for the amount of
work that is required to be performed by the auditor. We also agree with the criteria
set forth in paragraph 103 for determining whether to use work performed by
management and others. We further agree with the recognition given to the unique
position of internal auditors in this process as set forth in paragraph 108.

Evaluating results
Question 17. Will the definitions in the proposed standard of significant
deficiency and material weakness provide for increased consistency in the
evaluation of deficiencies? How can the definitions be improved?
We support the revised definitions of significant deficiency and material weakness as
set forth in paragraphs 8-9 of the proposed standard. The revised definitions are
more specific and provide clearer guidance to the auditor than the previous
definitions from AU section 325 and AT section 501.
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Question 19. Is it necessary for the auditor to evaluate the severity of all
identified internal control deficiencies?
Unless clearly inconsequential, the auditor should evaluate the severity of all
identified internal control weaknesses in order to determine whether the deficiencies,
individually or in combination, are significant deficiencies or material weaknesses.

Question 20. Is it appropriate to require the auditor to communicate all
internal control deficiencies (not just material weaknesses and significant
deficiencies) to management in writing?
With regard to communicating results that are not significant deficiencies, we
recommend that the Board adopt requirements similar to Government Audit
Standards, which state “When auditors detect deficiencies in internal control that are
not reportable conditions, they should communicate those deficiencies separately in
a management letter to officials of the audited entity unless the deficiencies are
clearly inconsequential considering both quantitative and qualitative factors. Auditors
should use their professional judgment in deciding whether or how to communicate
to officials of the audited entity deficiencies in internal control that are clearly
inconsequential. Auditors should include in their audit documentation evidence of all
communications to officials of the audited entity about deficiencies in internal
control found during the audit.”1

Forming an opinion and reporting
Question 25. Is it appropriate that the existence of a material weakness
would require the auditor to express an adverse conclusion about the
effectiveness of the company's internal control over financial reporting,
consistent with the required reporting model for management?
Question 26. Are there circumstances where a qualified "except for"
conclusion would be appropriate?
We agree that it is only appropriate for the auditor to issue an unqualified opinion on
internal control when there are no identified material weaknesses and when there
have been no restrictions on the scope of the auditor’s work.
When there is one or more material weaknesses, we believe that it is appropriate for
the auditor to express an adverse or qualified opinion about the effectiveness of the
company’s internal control over financial reporting, depending on the facts and
circumstances. In certain circumstances, qualified or “except for” reports could be
1

Government Auditing Standards (GAO-03-673G, June 2003), paragraph 5.16.
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appropriate for localized deficiencies, deficiencies involving one control cycle, or
material weaknesses that are detected and corrected by management. Therefore, we
do not support a requirement that would direct the auditor to issue an adverse
opinion on internal control in the event of one or more material weaknesses. Instead,
we believe the auditor would need to consider issuing an adverse opinion based on
the facts and circumstances surrounding the weaknesses identified.

Auditor independence
28. Should the Board provide specific guidance on independence and internal
control-related non-audit services in the context of this proposed standard?
29. Are there any specific internal control-related non-audit services the
auditor should be prohibited from providing to an audit client?
We believe that the proposed standard, as written, provides an appropriate level of
guidance on auditor independence. In particular, we are pleased that paragraphs 3235 of the proposed standard incorporate GAO’s two overarching principles for
auditor independence. The GAO independence standard emphasizes a substanceover-form approach. We recommend that any additional requirements in the
standards should take this approach, as follows:
In making judgments on independence, audit organizations and audit
committees should take a substance-over-form approach and consider the
nature and significance of the services provided to the audited entity and the
facts and circumstances surrounding those services. Before an audit
committee approves and before an audit organization agrees to perform
nonaudit services, careful consideration should be given to avoid situations
that could lead reasonable third parties with knowledge of the relevant facts
and circumstances to conclude that the auditor is not able to maintain
independence in conducting the audits. It is imperative that auditors always be
2
viewed as independent in fact and appearance.
GAO issued its independence standard in January 2002,3 and due to the many
inquiries we received and the standard’s significant effect on auditors of federal
entities and programs, we subsequently provided additional guidance in the form of
questions and answers to assist in implementing the standard.4

2

Adapted from Government Auditing Standards: Answers to Independence Standard Questions
(GAO-02-870G, July 2002).
3
Government Auditing Standards Amendment No. 3: Independence (GAO-02-388G, January 2002).
4
Government Auditing Standards: Answers to Independence Standard Questions (GAO-02-870G,
July 2002).
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Additional GAO Comments
Nonroutine Transactions and Processes
Controls over nonroutine transactions and processes may be less well developed and
more susceptible to management override and therefore have increased risk of being
ineffective. In paragraphs 74-78 on identifying controls to test, we suggest that the
standard provide a more explicit requirement on testing controls over nonroutine
transactions and indicate that normally the auditor should expand testing of these
controls. We also suggest that the discussion of fraud considerations in paragraphs
24-26 emphasize controls over nonroutine transactions.

Testing IT controls
Paragraph 41 of the proposed standard states that, when obtaining an understanding
of the entity’s internal control over financial reporting, the auditor should determine
whether management has addressed the need to test controls “including information
technology general controls, on which other controls are dependent.” In addition,
paragraphs 53 and 61 seem to make reference to IT controls as company-level
controls, but they are not specific. We suggest that the standard be expanded to
include general controls, application controls, and controls over IT security. We also
suggest that the standard incorporate guidance as to what is needed to evaluate
management’s assessment process of these IT controls and for the auditor’s testing of
IT controls.
Paragraph 70 is unclear about how the requirements of AU 319 relate to this standard.
Instead of referring to Paragraphs 16-20 of AU section 319, Consideration of Internal
Control in a Financial Statement Audit, in paragraph 70 of the proposed standard,
we suggest that the PCAOB update and expand the guidance of this AU section and
include it in this proposed standard. In today’s environment, auditors normally would
not be able to attest to the effectiveness of an entity’s internal control without
understanding and testing relevant IT controls.
Materiality Considerations
We believe that the concepts in the second and third sentences of paragraph 21 of the
proposed standard could more clearly convey that, depending on the facts and
circumstances, the auditor should consider materiality at the financial-statement
level and/or at the individual account-balance level in determining whether a
deficiency represents a significant deficiency or a material weakness.
Materiality considerations for internal control over financial reporting would logically
follow the materiality considerations for the financial statement audit. However, this
is one area where we believe the financial audit standards need to be strengthened.

Page 11

File No. PCAOB-2004-03 Page No. 1616
Enclosure

For instance, we suggest that financial auditing standards require the auditor to
document (1) the planning materiality selected, (2) the method of determining
planning materiality, (3) the auditor’s consideration of materiality in designing the
nature, timing, and extent of audit procedures, and (4) the auditor’s consideration of
materiality in evaluating the results of audit procedures. We encourage the PCAOB
to give high priority to revising the interim standards on materiality, which are in AU
section 312, Audit Risk and Materiality in Conducting an Audit. We believe that
additional guidance on applying the concept of materiality is needed in areas such as
estimating materiality, determining an appropriate materiality base, and applying
materiality concepts in audit planning and reporting. We also believe that the
standard should require auditors to quantify and document their consideration of
materiality.

Illustrative Auditor Reports
• Unqualified Opinion, Example A-1
In the illustrative report expressing an unqualified opinion, we believe that the
opinion paragraph should be revised to clearly state the following: (1)
management’s assessment of internal control over financial reporting, (2) whether
the auditor agrees with management’s assessment, and (3) the auditor’s opinion
on the effectiveness of internal control.
Management has assessed the internal control over financial reporting of W
Company, and has concluded that internal control over financial reporting was
effective as of December 31, 20x3. We agree with management’s assessment.
In our opinion, management’s assessment that W Company maintained, in all
material respects, effective internal control over financial reporting as of
December 31, 20x3., is fairly stated, in all material respects, based on [identify
criteria…]
• Adverse Opinion, Example A-2
In the illustrative report expressing an adverse opinion, we suggest that the last
sentence of the explanatory paragraph should be revised as indicated below:
…We considered this material weakness in determining the nature, timing, and
extent of the audit procedures applied in our audit of the 20x3 financial
statements. As a result of performing these revised audit procedures, we were
able to express an opinion on W Company’s 20x3 financial statements.
However, information that management uses in making decisions during the
year, as well as information presented in its quarterly reports, could be
misstated as a result of the material weakness. This material weakness was
considered in determining the nature, timing, and extent of audit tests applied
in our audit of the 20x3 financial statements, and this report does not affect
our report dated [date of report…] on those financial staztements.
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• Disclaiming An Opinion, Example A-4
In the illustrative report disclaiming an opinion, we believe that guidance is needed
for an auditor’s explanation of how the disclaimer on the effectiveness of internal
control over financial reporting affects the auditor’s opinion on the entity’s
financial statements.
• Report That Refers to the Report of Other Auditors, Exhibit A-5
In the illustrative report that refers to the report of other auditors as a basis, in
part, for the auditor’s opinion, we believe that the introductory and opinion
paragraphs are unclear and suggest revision to clarify that the opinion and the
responsibility belong to the auditor of the consolidated entity. Even when a wholly
owned subsidiary is autonomous of its parent, the parent establishes the
subsidiary’s overall control environment and the “tone at the top.” We suggest that
the last sentence of the introductory paragraph be revised as follows:
The effectiveness of B Company’s internal control over financial reporting was
audited by other auditors whose report has been furnished to us, and we
considered their report and evidence obtained during our audit in order to
form our opinion on the effectiveness of W Company’s internal control over
financial reporting. our opinion, insofar as it relates to the effectiveness of B
Company’s internal control over financial reporting, is based solely on the
report of the other auditors
• Combined Report, Example A-6
In the illustrative combined report expressing an unqualified opinion on financial
statements and an unqualified opinion on management’s assessment of the
effectiveness of internal control over financial reporting, we suggest revising the
opinion paragraph to state: (1) management’s assessment of internal control over
financial reporting, (2) whether the auditor agrees with management’s assessment,
and (3) the auditor’s opinion on the effectiveness of internal control. This parallels
our recommendation for revising the opinion of the illustrative report expressing
an unqualified opinion in Example A-1.
Management has assessed the internal control over financial reporting of W
Company effective as of December 31, 20x3. We agree with management’s
assessment. Also in our opinion, management’s assessment that W Company
maintained, in all material respects, effective internal control over financial
reporting as of December 31, 20x3,., is fairly stated, in all material respects,
based on [identify criteria…]

Other Clarifications
•

Clarify example of evaluating the operating effectiveness of internal control

In the second example provided in the last sentence of paragraph 93 of the proposed
standard, reperforming the control is recommended as a procedure for testing the
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control. We do not believe that this procedure provides the auditor with evidence of
the effectiveness of the control. We suggest that instead, the auditor should be
advised to ask the person responsible for signing the voucher what he or she looks
for when approving packages and how many errors have been found on vouchers. We
also suggest that the auditor be advised to ask others with knowledge of the
procedure about their understanding of the number of errors found. The auditor
could also ask whether management has knowledge of any errors that the person
responsible for signing the vouchers failed to detect.
•

Reconsider requirement regarding subsequent discovery of information
existing at the date of the auditor’s report on internal control over financial
reporting

The PCAOB should reconsider the requirement that the auditor determine “whether
there are persons currently relying on or likely to rely on the auditor’s report” as
discussed in paragraph 180 of the proposed standard in the context of AU section
561, Subsequent Discovery of Facts Existing at the Date of the Auditor’s Report.
Specifically, the requirement for the auditor to determine “whether there are persons
currently relying on or likely to rely on the auditor’s report” is not always possible in
light of today’s technology. The auditor cannot reasonably determine who may rely
on an auditor’s report when these reports are readily available on the Internet, often
from the Web site of the Securities and Exchange Commission.
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United States Steel Corporation
600 Grant Street
Pittsburgh, PA 15219-2800
412 433 4961
412 433 1131 Fax
grhaggerty@uss.com

Gretchen R. Haggerty
Executive Vice President, Treasurer &
Chief Financial Officer

November 21, 2003
Office of the Secretary
Public Company Accounting Oversight Board
1666 K Street, NW
Washington, C 20006-2803
Subject: PCAOB Rulemaking Docket Matter No. 008
Ladies and Gentlemen:
These comments are submitted on behalf of United States Steel Corporation in response to the
Proposed Auditing Standard, An Audit of Internal Control Over Financial Reporting Performed in
Conjunction with an Audit of Financial Statements, (the Proposed Standard) contained in PCAOB
Release No. 2003-017.
United States Steel Corporation supports and commends the PCAOB as it continues its rigorous efforts
to implement new rules and regulations to improve the quality of audits, and thus their utility to
investors. We offer the following comments with regard to the Proposed Standard.
With respect to the second to last paragraph preceding Question 11, although not stated directly, we
are interpreting this paragraph to imply that if testing is performed earlier in the year, management, as
well as the auditor, must perform additional testing at the end of the fiscal year. We feel that this would
place an onerous burden on management and should not be required unless a change had occurred to
materially impact reliance on the previous testing.
With respect to Question 17, we consider the use of the term “more than a remote likelihood” to be
overly restrictive and having the potential to inappropriately render control deficiencies as significant
and weaknesses as material. The word “remote” may move the bar so low that it is possible that all but
an absolute lack of likelihood could be construed as more than remote. AU 325 defines a material
weakness as a condition in which the design or operation of one or more of the internal control
components does not reduce to a relatively low level the risk that misstatements caused by error or
fraud in amounts that would be material in relation to the financial statements may occur and not be
detected within a timely period by employees in the normal course of performing their assigned
functions. We believe that this definition of a material weakness should be maintained.
We appreciate the opportunity to comment on the proposed statement. If you have any questions
on our comments, please feel free to call me at (412) 433-4961 or Richard Belasco at (412) 4335642.
Sincerely,

s/Gretchen R. Haggerty
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United Technologies Corporation
United Technologies Building
Hartford, CT 06101
Jay L. Haberland
Vice President, Business Controls

Office of the Secretary
Public Company Accounting Oversight Board
1666 K Street, N. W.
Washington, D C 20006-2803

November 19, 2003

Dear Sir or Madam:
Re.: PCAOB Rulemaking Docket Matter No. 008
We appreciate this opportunity to comment on the proposed auditing standard – An Audit
of Internal Control Over Financial Reporting Performed in Conjunction with An Audit of
Financial Statements. We applaud the Board’s effort to strike an appropriate balance that
considers the varied interests of the parties involved in the financial reporting process.
We also appreciate the Board’s willingness to seek comments to improve the proposed
Standard.
The proposed Standard requires an audit of internal control over financial reporting, and
the Release implicitly concedes that an audit of internal control over financial reporting is
different from an audit of management’s assessment of the effectiveness of internal
controls over financial reporting. To preclude confusion, if the final Standard preserves
the requirement for a scope that is more fairly characterized as an audit of internal control
over financial reporting, we believe it would be better to expressly acknowledge the
difference and set forth the reasons why the PCAOB believes that an audit of internal
control over financial reporting is necessary to fulfill the requirements of the Act, Rules
and sound policy.
In the proposed Standard, the PCAOB attempts to strike a balance between the exercise
of judgment on the part of the auditor and prescription of specific audit rules. We
strongly encourage the Board to focus on the exercise of judgment by the auditor in the
final Standard. Several of the questions posed by the Board ask whether the final
Standard should provide more specific direction to the auditor and, therefore, reduce the
amount of judgment that the auditor can employ in certain situations. As we have seen
with the promulgation of accounting principles, standards that are too prescriptive lend
themselves to potential abuse through a strict interpretation of the “letter” vs. the “spirit”
of the standard. This is particularly true in situations that deviate from the norm or those
situations envisioned when the rules were developed. It is difficult to envision
prescriptive rules that would apply equally well to a large, diversified, multinational,
corporation and a small single segment business.
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Office of the Secretary
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Our specific responses to the thirty-one questions posed by the Board are included as
Attachment 1 to this letter. In general, we ask the Board to keep in mind that the process
of maintaining a sound system of internal control is a dynamic one. As such, the
requirements for these controls must: satisfy multiple constituencies by being useful for
those employing the controls; allow for the application of the controls to ever changing
situations; and, facilitate the on-going maintenance of the control system. Similarly, the
evaluation of the internal control system by management must be meaningful and
sustainable. Requirements which are inflexible or impose an unnecessary burden will be
much more difficult to sustain and will diminish in their usefulness.
We would be pleased to discuss our comments with you in greater detail. Please feel free
to contact the undersigned at (860) 728-7604.

Yours very truly,

Jay L. Haberland
Vice President, Business Controls

Attachment 1
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PCAOB Questions for Comment
1. Is it appropriate to refer to the auditor’s attestation of management’s
assessment of the effectiveness of internal control over financial reporting as
the audit of internal control over financial reporting?
The proposed Standard requires an audit of internal control over financial
reporting, and the Release implicitly concedes that an audit of internal control
over financial reporting is different from an audit of management’s assessment of
the effectiveness of internal controls over financial reporting. Accordingly, it is
not appropriate to imply that they are the same. To preclude confusion, if the
final Standard preserves the requirement for a scope that is more fairly
characterized as an audit of internal control over financial reporting, we believe it
would be better to expressly acknowledge the difference and set forth the reasons
why the PCAOB believes that an audit of internal control over financial reporting
is necessary to fulfill the requirements of the Act, Rules and sound policy.

2. Should the auditor be prohibited from performing an audit of internal
control over financial reporting without also performing an audit of the
financial statements?
This seems to us unnecessary as a practical matter. Section 404 of the Act and
Rules require that the proposed audit of internal control over financial reporting
be conducted by the issuer’s independent auditor and not as an engagement
separate from the annual audit of the financial statements. We believe that these
Act-driven requirements are sound, because it will be far more cost efficient to
have the same auditor perform both the audit of internal control over financial
reporting and the audit of the financial statements. In particular, we believe that
the scope of the audit of the financial statements can be appropriately adjusted to
reflect the audit evidence gained from thoroughly evaluating the internal control
over financial reporting.
Therefore, the question would only have practical consequence if an issuer had
some reason to require another separate audit of its internal controls over financial
reporting. We are unable to imagine one, but if such a case exists, it is clear in
theory that an audit of internal control over financial reporting is not identical to
an audit of financial statements. The PCAOB’s Release acknowledges that
human behavior and compliance are an absolute limitation on the effectiveness of
even well-designed and operated internal controls. For purposes, if any, that are
distinct from satisfying the requirements of the Act and Rules, issuers should be
free to procure audits of their internal controls over financial reporting without the
necessity that such an audit scope include the financial statements themselves.
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3. Rather than requiring the auditor to also complete an audit of the financial
statements, would an appropriate alternative be to require the auditor to
perform work with regard to the financial statements comparable to that
required to complete the financial statement audit?
It is not clear to us what the advantage would be (from either a cost or efficiency
standpoint) of requiring the auditor to perform a level of work comparable to that
required to complete an audit of the financial statements but not also be
responsible for the audit of those financial statements.
4. Does the Board’s proposed standard give appropriate consideration to how
internal control is implemented in, and how the audit of internal control over
financial reporting should be conducted at small and medium-sized issuers?
The evaluation of internal control requires judgment. It also requires an
understanding that inherent in the establishment of a system of internal control is
the evaluation and assumption of risk. These factors should be considered both in
the formulation of an appropriate system of internal control and in the evaluation
of that system. For example, a small issuer might not be able to effectively
implement the desired level of preventative controls but might be more able than
a larger business to effectively implement and carry out “after the fact detective
controls." The auditor must consider these differences in his or her evaluation of
control and be astute enough to evaluate a particular control in a given
circumstance. Appendix E should expressly address this possibility, so that
auditors will be more comfortable making such judgments.
5. Should the Board, generally or in this proposed standard, specify the level of
competence and training of the audit personnel that is necessary to perform
specified audit procedures effectively? For example, it would be
inappropriate for a new, inexperienced auditor to have primary
responsibility for conducting interviews of a company’s senior management
about possible fraud.
The example provided is sufficiently clear that it seems unlikely to occur.
Beyond such an easy case, we do not believe that a level of specificity greater
than that contained in paragraph 31 regarding qualifications of the auditor is
necessary or advisable. The original generally accepted auditing standards
required that audit work be performed by “persons having adequate technical
training and proficiency as an auditor." It would also not be realistic (if even
possible) to specify the level of competence and training necessary for all the
situations that might be encountered.
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6. Is the scope of the audit appropriate in that it requires the auditor to both
evaluate management’s assessment and obtain, directly, evidence about
whether internal control over financial reporting is effective?
As a normal outgrowth of expressing an opinion on management’s assessment,
we would expect the auditor to directly obtain a certain amount of evidentiary
matter. However, because a major emphasis of the auditor’s work should be
directed toward opining on management’s assertion, we would expect the auditor
to focus heavily on the work performed by management and others. We would
expect the auditor to perform enough work to determine the veracity of the work
performed by management and others to support their assessment of the internal
control over financial reporting.
7. Is it appropriate that the Board has provided criteria that auditors should
use to evaluate the adequacy of management’s documentation?
We are concerned that the criteria set forth in paragraph 43 could be too narrowly
interpreted by the external auditor as being required for each element of
documentation. The Board’s guidance regarding documentation contained in
paragraph 44 is appropriate. Above all, documentation should be useful for the
users and sustainable over the long term. Documentation requirements that are
too prescriptive run the risk of reducing the usefulness of the documentation and
increasing the likelihood that it will not be properly maintained.
8. Is it appropriate to state that inadequate documentation is an internal
control deficiency, the severity of which the auditor should evaluate? Or
should inadequate documentation automatically rise to the level of a
significant deficiency or material weakness in internal control?
The determination that documentation is inadequate implies that, the lack of
proper documentation has caused the internal control over financial reporting to
function in a less than adequate fashion. The auditor should consider the outcome
from the lack of proper documentation. The lack of proper documentation, in and
of itself, may or may not rise to the level of a significant deficiency or a material
weakness. As with any other deficiency, the auditor should evaluate the
significance of the weakness in light of the overall system of internal control
9. Are the objectives to be achieved by performing walkthroughs sufficient to
require the performance of walkthroughs?
Walkthroughs should be treated as any other audit test. The auditor should be
permitted to use judgment in determining when walkthroughs are appropriate and
whether they need to personally perform the walkthrough or can rely on a
walkthrough performed by management or others.
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10. Is it appropriate to require that the walkthrough be performed by the
auditor himself or herself, rather than allowing the auditor to use
walkthrough procedures performed by management, internal auditors, or
others?
As indicated in our response to question 9, the decision regarding whether the
auditor needs to personally perform the walkthrough or can rely on a walkthrough
performed by management or others should be left to the judgment of the auditor.
This decision needs to be performed on a case-by-case basis and should consider
the significance of the area being reviewed and the expertise of the party
performing the walkthrough. The proposed auditing standards should not
preclude the auditor from using walkthrough procedures performed by third
parties, especially internal auditors or other audit professionals hired by
management to perform reviews of internal controls.
11. Is it appropriate to require the auditor to obtain evidence of the effectiveness
of controls for all relevant assertions for all significant accounts and
disclosures every year or may the auditor use some of the audit evidence
obtained in previous years to support his or her current opinion on
management’s assessment?
The auditor, in conjunction with management, should be required to determine if
significant changes in internal control over financial reporting have occurred from
year to year. If no significant changes have occurred, the auditor should be able
to limit his or her work to determining that the internal controls still function as
intended. This would limit the need to obtain evidence for all assertions or
significant accounts each year.
12. To what extent should the auditor be permitted or required to use the work
of management and others?
The auditor should be permitted to exercise professional judgment to use the work
of management and others. The auditor should only be required to perform
enough work on their own to determine that the work of management and others
is credible. The final auditing standards should not establish detailed prescriptive
measures of when the work of management or others cannot be used. This would
be consistent with the concept embodied in the Act and Rules that the auditor is
opining on management’s assertion regarding the effectiveness of internal control
over financial reporting.
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13. Are the three categories of controls and the extent to which the auditor may
rely on the work of others appropriately defined?
We believe that the three categories of control and the degree to which the auditor
may rely on the work of others are too narrowly defined in the sense that they
appear to severely limit the amount of reliance that the auditor can place on the
work of others. We believe that the auditor should be permitted to exercise
judgment in determining where they may place reliance on the work of others.
Preliminary discussions with our external audit firm would indicate that they
believe the amount of reliance that they may place on the work of others,
including internal audit, would be very limited under the proposed Standard.
14. Does the proposed standard give appropriate recognition to the work of
internal auditors? If not, does the proposed standard place too much
emphasis and preference on the work of internal auditors or not enough?
The auditor should have the ability to exercise judgment in deciding when to use
the work of internal auditors just as they do when deciding when it is appropriate
to rely on the work of others. They need to assess the quality, competence and
credibility of any third party (management or others) upon which they may
choose to rely. They then need to evaluate the situation in which they intend to
rely on the work of others on a case-by-case basis. Once again, the final auditing
standards should not establish detailed prescriptive measures of when the work of
management or others cannot be used.
15. Is the flexibility in determining the extent of reperformance of the work of
others appropriate, or should the auditor be specifically required to
reperform a certain level of work (for example, reperform tests of all
significant accounts or reperform every test performed by others that the
auditor intends to use)?
The auditor must be permitted to exercise judgment in determining to what extent
they need to reperform the work of others. The greater the level of work
performed by others upon which the auditor intends to rely, the greater the level
of comfort they would need in the quality and credibility of that work. We
strongly urge the Board to not further curtail the auditor’s ability to exercise
judgment. In our opinion, to do so would substantially increase the costs of the
audits of internal control over financial reporting and preclude the exercise of
appropriate professional judgment in such examinations. As management is
required to exercise judgment in making their assertion, so should the auditor be
in assessing management’s assertion and the effectiveness of the internal control
over financial reporting. Once again, the final auditing standards should not
establish detailed prescriptive measures of when the work of management or
others cannot be used.
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16. Is the requirement for the auditor to obtain the principle evidence, on an
overall basis, through his or her own work the appropriate benchmark for
the amount of work that is required to be performed by the auditor?
The auditor’s conclusion regarding the effectiveness of internal control over
financial reporting should be based on all of the evidence obtained by the auditor.
The specific source of the evidence should be left to the professional judgment of
the auditor but the auditor should be required to evaluate credibility of the source
from which the evidence was obtained.
17. Will the definitions in the proposed standard of significant deficiency and
material weakness provide for increased consistency in the evaluation of
deficiencies? How can the definitions be improved?
We do not believe that the new definitions of significant deficiency and material
weakness will significantly alter the consistency in evaluation of weaknesses.
Given that the determination of a significant deficiency or material weakness
involves judgment, we would not recommend that the Board attempt to provide
additional clarification. However, it would be helpful for the Board to reconcile
the auditor’s responsibility for reporting significant deficiencies and material
weaknesses under the proposed standard with their existing responsibilities with
respect to audits of financial statements. Presumably, the auditor should have
previously reported these deficiencies and weaknesses to the registrant.
18. Do the examples in Appendix D of how to apply these definitions in various
scenarios provide helpful guidance? Are there other specific examples that
the commenters could suggest that would provide further interpretive help?
We believe the Board should exercise caution in determining when and whether
to provide examples of significant deficiencies and material weaknesses. The
determination of these conditions requires the exercise of considerable judgment
on the part of management and the auditor and must be evaluated in light of a
number of factors. We are concerned that the auditor could too narrowly construe
the examples and restrict the exercise of judgment in their evaluation.
19. Is it necessary for the auditor to evaluate the severity of all identified internal
control deficiencies?
The auditor must always evaluate the severity of an identified control weakness to
determine what, if any, action is to be taken. The auditor must also always
evaluate the severity of identified weaknesses in the aggregate, as well as
individually. It is quite possible that for minor deficiencies the evaluation will be
relatively informal.
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20. Is it appropriate to require the auditor to communicate all internal control
deficiencies (not just material weaknesses and significant deficiencies) to
management in writing?
Yes. This is no different from the past when auditors would communicate the
internal control deficiencies through a management letter.
21. Are the matters that the Board has classified as strong indicators that a
material weakness in internal control exists appropriately classified as such?
Yes, however, the auditor must still use judgment to evaluate these indicators
before reaching the conclusion that a significant deficiency or material weakness
exists.
22. Is it appropriate to require the auditors to evaluate the effectiveness of the
audit committee’s oversight of the company’s external financial reporting
and internal control over financial reporting?
One could argue that there is a potential conflict of interest in asking the auditor
formally to evaluate the committee charged with selecting, engaging and
supervising the auditor. Indeed, this principle is normally considered essential to
the effectiveness of significant internal controls (e.g. approval of expense reports)
and forms the basis of significant personnel policies in most companies. We
believe that, rather than “evaluate” the committee’s performance, the auditor
should identify and recommend policies and processes to the audit committee,
where appropriate, to ensure that the committee receives all material information
required to fulfill its responsibilities to oversee the issuer’s external financial
reporting.
23. Will auditors be able to effectively carry out their responsibility to evaluate
the effectiveness of the audit committee’s oversight?
See answer to question 22.
24. If the auditor concludes that ineffective audit committee oversight is a
material weakness, rather than require the auditor to issue an adverse
opinion with regard to the effectiveness of the internal control over financial
reporting, should the standard require the auditor to withdraw from the
audit engagement?
See answer to question 22. If the final Standard preserves the concept that the
independent auditor should evaluate the effectiveness of the audit committee, we
think that the decision on whether to issue an adverse opinion or withdraw from
the audit engagement should be left up to the auditor.
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25. Is it appropriate that the existence of a material weakness would require the
auditor to express an adverse conclusion about the effectiveness of the
company’s internal control over financial reporting, consistent with the
required reporting model for management?
While the distinction is probably not particularly meaningful, the sample opinions
in Appendix A are inconsistent. The “unqualified” opinion expresses an opinion
on management’s assessment while the “adverse” opinion expresses an opinion
on the system of internal control over financial reporting and not on
management’s assessment as required by paragraph 153 (l) of the proposed
standard. It seems to us that the auditor should be held to the same reporting
standard in terms of what is reported on (i.e. management’s assessment or the
system of internal control) regardless of their opinion.
26. Are there circumstances where a qualified “except for” conclusion would be
appropriate?
No.
27. Do you agree with the position that when the auditor issues a non-standard
opinion, such as an adverse opinion, that the auditor’s opinion should speak
directly to the effectiveness of internal control over financial reporting rather
than to whether management’s assessment is fairly stated?
This gets to the question of whether the auditor is opining on management’s
assertion or on the internal control over financial reporting. If the auditor is
opining on management’s assertion, the auditor’s opinion should state whether
management’s statement is correct.
28. Should the Board provide specific guidance on independence and internal
control-related non-audit services in the context of the proposed standard?
We do not believe than any guidance beyond that already mandated is necessary.
29. Are there any specific internal control-related non-audit services the auditor
should be prohibited from providing to an audit client?
The auditor should be prohibited from performing all internal-control related nonaudit services for their audit clients.
30. Are the auditor’s differing levels of responsibility as they relate to
management’s quarterly certifications versus the annual (fourth quarter)
certification, appropriate?
We believe that the differing levels of responsibility are appropriate.
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31. Is the scope of the auditor’s responsibility for quarterly disclosures about
internal control over financial reporting appropriate?
We believe that the scope of the auditor’s responsibility for quarterly disclosures
is appropriate.
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From:
Sent:
To:
Subject:

Eleanor Bloxham [ebloxham@thevaluealliance.com]
Friday, November 21, 2003 4:12 PM
Comments
Docket 008

Thank you for the opportunity to comment.
Comments on the Paragraphs:
The wording in paragraphs number 5 and 28 are important. I agree with the wording and do not believe it should be
diluted.
Regarding paragraphs 21, 22, and 23: Because of the critical importance to many constituents, it should be made clear
that the issues of materiality should also apply to FAS 131 segment reporting.
Regarding paragraphs 32, 33, 34 and 35, Having the same external auditor make "substantive recommendations as to
how management may improve the design or operation of the company's internal controls" and also audit those controls
does not represent independence. There are plenty of resources for managements beyond external auditors, including
professional organizations like the Institute of Internal Auditors, and other audit related firms and consultancies who are
well equipped to make "substantive recommendations as to how management may improve the design or operation of
the company's internal controls". I strongly urge you to address this issue and not permit the external auditor to provide
internal control services. Even if it passes the fact test (and human nature would make that difficult in terms of objectivity),
it does not pass the appearance test. (Anonymous 22 shows the difficulties this can cause real people.)
The wording of paragraph 46 appears to be appropriate.
Regarding paragraphs 56, 57, 58 and 59: Having the external auditor who is hired by the audit committee evaluate the
audit committee is inappropriate and may be meaningless (have no teeth). I agree with Mr. William McDonough's
statement in the Financial Times that it is problematic. If a statement of evaluation of the audit committee is to be made
and to be meaningful, it should be made by a third party approved by shareholders, in a separate evaluation, not by the
external auditor. To have this evaluation made by the external auditor undermines the accountability of the external
auditor to the audit committee.
Regarding paragraphs 60 -65: Although paragraph 63 alludes to FAS 131 segment reporting (arguably one of the most
important sets of information to investors), the significance of segment reporting itself (as opposed to the accounts within
a segment) is not adequately addressed. Because of the critical importance to many constituents, it should be made
clear that the issue of "significance" not only applies to significant accounts but also to FAS 131 reportable segments.
Regarding paragraphs 190, 191, 192 and 193, all deficiencies and acts of fraud or illegality should be reported to the audit
committee who has hired the external auditor for the purpose of their assessments. This information provides an early
warning signal to the committee of potential cultural issues that may need to be addressed at the senior management
level. At a minimum, audit committees should be the ones to direct the level of detail they should receive (beyond that
currently specified in these paragraphs) and external auditors should be required to seek that guidance. The rules should
not limit or imply a limit of information flow to the audit committee, nor should the external auditor determine the full extent
of information they will provide based on their own interpretations of PCAOB rules.
Comments on the Questions:
I agree with the American Accounting Association's answer to question 4. New sentencing guideline recommendations in
the area of compliance also support the idea that small companies will need control structures in place to meet those
requirements as well.
Regarding question 5, specification would be useful. Commenter Anonymous 22 alludes to potential competency issues
with perceived little recourse. Specification could help. Also, since the external audit team is hired by the audit committee,
it would be appropriate for the audit committee to perform an annual evaluation of the audit team and its members (using
input as required) - with a report to the supervisor of the partner in charge on issues to be addressed in team composition
and skills required for future audits. This approach could be useful in improving the quality of audits especially given that a
company's strategic areas of focus may change over time and require changing specialized expertise.
Regarding questions 6 and 7, the scope is appropriate and should specify obtaining direct evidence, and the guidance is
1
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useful.
Regarding questions 9 and 10, the requirements are justified.
Regarding questions 12 - 16, it is appropriate to say that "the auditor's own work must provide the principal evidence for
the audit opinion."
Regarding questions 22 and 23, see comments on paragraphs 56, 57, 58 and 59 above.
Regarding questions 28 and 29, see comments on paragraphs 32 - 35. There are no circumstances under which the
external auditor should provide internal control services. It is a conflict of interest and compromises external auditor
independence by creating the appearance, if not the fact, of lack of independence. A similar analogy is external auditors'
involvement in consulting services with respect to financial systems, which is now prohibited.
If you have any questions or comments on any of the above, please feel free to call me at 614-571-7020 or email
ebloxham@thevaluealliance.com.
With best regards,
Eleanor Bloxham
President, The Value Alliance
and Corporate Governance Alliance
www.thevaluealliance.com
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From:
Sent:
To:
Subject:

Vanzanen, Roger [Roger.Vanzanen@premcor.com]
Wednesday, November 12, 2003 12:13 PM
Comments
PCAOB Rulemaking Docket Matter No. 008

Sirs:
I believe the rule proposes inadequate audit activities with regard to management's Notes and MD&A to the Financial
Statements, Its Certifications with regard to the Disclosure Process (Section302) and the Internal Controls surrounding
that disclosure process which would assure that all disclosable items are considered for disclosure.
1. I believe the Directive now contained at SEA(1934) 13a #5. "No person shall knowingly circumvent or knowingly fail to
implement a system of internal accounting controls or knowingly falsify any book, record or account described in
paragraph (2)", must be certified by management and the basis for that assertion must be adequately audited by the
external auditor.
2. The matters for Section 302 Certification include: 1. No untrue statements of material facts, 2. No omissions of
material fact, 3. Fairly present (which by logic includes compliance with Section 401 disclosures including those
concerning Off-Balance Sheet relationships), 4. Disclosure control design, 5. Internal control evaluation at end of
period, 6. Conclusion formed by the Internal Control evaluation is presented in the filing, 7. Have disclosed all significant
weaknesses to the auditors and Audit Committee, 8. Have disclosed any fraud by an employees with significant internal
control responsibility, 9. Have disclosed in the filing all significant changes in Internal Control, including corrective
actions, 10. Under 401, the existence and operation of the Disclosure
Committee, 11. Under 403, transactions by management and principal Officers (Section 16), 12. Under 406, the
existence of a Code of Ethics, 13. Under 407, the Financial expert on the Audit Committee, 14. Under SEA(1934),
Section 13a. Directive 5. "No person shall knowingly circumvent or knowingly fail to implement a system of internal
accounting controls or knowingly falsify any book, record or account described in paragraph (2)". The Company's Code of
Conduct should include prohibitions against: 1. Conflict of Interest, 2. Giving gifts, 3. Receiving gifts, 4. Competition
with the company, 5. Non-compliance with laws and regulations, 6. Fraud, including tampering with records, mail and
wire fraud, providing untruthful or misleading supporting documentation for company payments and
causing transactions to be recorded incompletely or inaccurately, 7. The
use of unrecorded company funds, 8. Failure to cooperate with auditors or
attempting to influence them unduly or misleading them, 9. Insider
Trading violations.
Management's design of a data collection process that justifies these assertions by the CFO/CEO might include an
annual cascading representation against a checklist of all relevant compliance issues and quarterly "negative assurance"
against that same list, supplemented by specific responses in their areas of expertise by designated Subject Matter
Experts.
The effectiveness of the process behind the 302 Certifiation should be commented on by the Auditor, whether or not he
feels it is adequate.

Roger Van Zanen
Internal Audit
fax 314-719-8150
414-975-2721 in Milwaukee
262-754-0616 at home
rognaree@hotmail.com

**********************************************************************
This email and any files transmitted with it are confidential and intended solely for the use of the individual or entity to
whom they are addressed. If you have received this email in error please notify the system manager.
1

File No. PCAOB-2004-03 Page No. 1634
This footnote also confirms that this email message has been swept by MIMEsweeper for the presence of computer
viruses.
www.mimesweeper.com
**********************************************************************
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From:

Curt Verschoor [cverscho@condor.depaul.edu]

Sent:

Friday, November 21, 2003 4:34 PM

To:

Comments

Subject: Docket 008

General Comments:
1. In Paragraphs 13 and 14, the Exposure Draft (ED) sets forth the COSO Framework as suitable for use
in developing management’s assertion and presumably, the auditor’s attestation. The ED also refers to
COSO’s important place in the auditing literature regarding internal control in AU 319. In spite of this,
however, the ED deviates from the established standard of internal control effectiveness contained in
COSO, the presence and effective functioning of all five internal control components. By adopting a
new effectiveness standard based on absence of identified material weaknesses, the ED focuses too
much context on only one COSO component, control activities.
Granted, the need to consider all five components has been inserted in various paragraphs, including 43,
80, 101. Nevertheless, the overall thrust of the document concerns specific controls concerning
assertions that relate to: 1) significant accounts and disclosures (¶ 41, 43, 45, 74, 75), 2) significant
processes (¶ 69, 79). There is insufficient reference to the auditor's need to assess the strength of overall
controls.
Because of emphasis on specific transaction-based controls, rather than company-wide and more general
controls, the internal control evaluation process risks becoming merely an automated box-checking
process. Excessive costs and efforts may thereby be spent on the documentation and testing of routine
transactions, and insufficient efforts on the controls resulting from operation of the control environment
and risk assessment. The Board is no doubt aware of the marketing efforts of consultants and software
developers who promise easy compliance with repetitive aspects of controls identified with specific
transactions.

2. Because of its importance and the fact that it has a pervasive effect on internal control, an expanded
several paragraph discussion of the control environment, including integrity and ethical values, should
be set forth at the beginning of the ED, perhaps before ¶ 24. Thereafter, the ED should guide the auditor
to consider controls that result from the control environment in each aspect of the audit.
As stated in the AICPA Audit Guide on internal control: “The effectiveness of internal control cannot
rise above the integrity and ethical values of the people who create, administer, and monitor them.
Integrity and ethical values are essential elements of the control environment, affecting the design,
administration, and monitoring of other internal control components.”
Section 301 of The Sarbanes-Oxley Act of 2002 requires public company audit committees to establish
procedures for employees to confidentially submit complaints about internal controls. In addition, the
recently enacted listing standards of the stock exchanges require companies to have a code of conduct
and effective compliance measures. Consequently, inadequacies in either of these two areas should be
included in ¶ 126 as a strong indicator of a material weakness. (See below).
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3. The subject of risk assessment also requires expanded coverage in the ED. Otherwise, unnecessary
efforts may be expended in evaluating the design, functioning, and monitoring of controls (for example,
over routine recurring transactions) where there is a limited risk of material misstatement. The auditor
should concentrate his/her efforts where risks are highest. Therefore, the auditor’s evaluation of the
client’s risk assessment should precede the auditor’s understanding of existing internal controls in
Paragraph 48. A listing of factors that would alter risks relevant to financial reporting would be helpful:
 Changes in operating environment
 Changes in management structure, acquisition or divestiture
 New personnel or personnel reductions
 New or revamped information systems
 Rapid growth, new products or production processes
 Developments in foreign operations
 New accounting pronouncements
Specific Comments:
In ¶ 19, a reference to ¶ 50 may be helpful.
Factors contained in ¶ 24 transcend fraud considerations and should not be identified as
necessarily fraud-related. A listing of the red flags from AU 316 would be helpful in alerting the
auditor.
3. In ¶ 50, the reference should state ‘the design of control resulting from the operation of all five
control components.
4. Some references (¶ 80, 101) to the five components of internal control describe the need to
consider ‘the controls for all components.’ The five components are not control objectives. Rather
these references should state a need to consider ‘the controls resulting from the operation of all
five control components.’
5. “Ineffective procedures to ensure compliance with either the entity’s code of conduct or with
procedures designed to enable employee complaints on internal controls over financial reporting”
should be added to ¶ 126.

1.
2.

Answers to questions:
1. Yes, so long as there is reference to the fact that it is an attestation of management’s
assertions.
2. Yes
3. No, this does not appear to be economically feasible.
5. If expressed in the positive, ie, the qualities necessary for effective auditing, then OK.
6. Yes
7. Yes
8. Yes
9. Some walkthroughs are helpful and necessary, but the ED should not imply or even hint they
are required for every significant account or process every year. The ED should clarify this
point.
10. No, as some authorities believe walkthroughs are helpful in pointing out only the most
egregious control weaknesses.
11. Audit evidence gathered in previous years may be used if the auditor is satisfied that no
changes have occurred.
14. Not enough, if the auditor is able to satisfy him/herself of the quality of the internal audit
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activity.
19. Yes
20. Yes
21. No, see addition at Specific Comment No. 5 above.
22. Not as an end in itself, however, the auditor must include an evaluation of the strength of the
controls added by the audit committee in his/her overall assessment of controls over financial
reporting.
23. Yes, if they follow present and future (expanded) ethical guidelines.
24. No
28. Yes, and clarify and restate the guidance already given through FAQ’s.
29. Yes, and they have already been stated, but apparently not in sufficient clarity.
Respectfully submitted,
Curtis C. Verschoor
Research Professor, School of Accountancy and MIS
DePaul University
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November 14, 2003
Office of the Secretary
Public Company Accounting Oversight Board
1666 K Street
N.W.
Washington, D.C. 20006-2803
Re: PCAOB Rulemaking Docket Matter No. 008

We appreciate the opportunity to provide comments to the Public Company Accounting
Oversight Board (PCAOB) regarding the Proposed Auditing Standard, “An Audit of
Internal Control Over Financial Reporting Performed in Conjunction With an Audit of
Financial Statements”.
We have two specific comments that we respectfully submit to the PCAOB for your
consideration. Our suggestions address the following requirements of the standard:
°
°

Level of testing required
Effective date

Level of testing required
Question 12 - To what extent should the auditor be permitted or required to use the
work of management and others?
We agree with the proposed standard allowing the auditors to rely on the work of
management and others, however, we believe the prohibition against reliance in two of
the areas, specifically the period-end financial reporting process and IT general controls,
is not appropriate.
Excerpts from the draft standard currently state: There are a number of areas in which
the auditor should not use the results of testing performed by management and others,
including:
° Controls that are part of the control environment, including controls specifically
established to prevent and detect fraud…
° Controls over the period-end financial reporting process, including controls over
procedures used to enter transactions totals into the general ledger; to initiate,
record and process journal entries in the general ledger; and to record recurring
and nonrecurring adjustments to the financial statement (for example,
consolidating adjustments, report combinations and reclassifications).

1
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°
°

Controls that have a pervasive effect on the financial statements, such as certain
information technology general controls on which the operating effectiveness of
other controls depend.
Walkthroughs…

For large multi-national companies with internal audit departments that have a high
degree of competency and objectivity, it seems overly prescriptive for the standard not to
permit any reliance on the results of testing performed by management or others on the
(1) period-end financial reporting process and (2) information technology general
controls where management can demonstrate the objectivity and competence of those
performing the tests. We feel it would be better to leave the degree of reliance up to the
auditors in these two areas rather than having the standard state that no reliance can be
placed.
Effective Date
We believe a delay in the effective date of the rules consistent with the timing of the
issuance of the final standard by the PCAOB is necessary to provide additional time for
companies and their auditors to adjust work already completed for any changes made to
the proposed standard and to adequately develop testing plans, train staff and document
the performance of the required testing.
Assuming the PCAOB issues its final standard by the end of December, companies with
non-calendar year ends (e.g. June 30th and September 30th) and their auditors will be
operating under compressed time frames in order to comply with the final standard. If
the final standard is issued any later than December, the issue will be further exacerbated.
Many consultants are recommending that companies should be complete with
documentation and testing three to six months prior to yearend to ensure adequate time
for the audit process, issue resolution and any desired remediation activities; a June 30 or
September 30 year end company following this best practice would have very little time
to comply, if the final standard is issued in late December. Accordingly, assuming a final
standard is issued in December, we recommend that the Section 404 reporting
requirements be effective for fiscal years ending after December 15, 2004.

Thank you for considering our comments on the proposed auditing standard. We would
be happy to discuss our concerns in more detail, if desired.
Sincerely,
/s/ Brent A. Woodford
Brent A. Woodford
Senior Vice President, Corporate Controllership
The Walt Disney Company
(818) 973-4030

2
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Re:

One Park Avenue

Telephone: (212) 447-7300

New York, New York 10016

Facsimile: (212) 683-6031

Website: www.watsonrice.com

E-mail: watsonrice@watsonrice.com

PCAOB Rulemaking Docket Matter No. 008

Comments on Proposed Auditing StandardAn Audit of Internal Control over Financial Reporting Performed In Conjunction with an Audit of
Financial Statements
After careful review of the standard on auditing internal control as part of the financial statement audit it
is clear that the standard intends to accomplish both adequate reliance on the underlying internal control
and also the financial statements. The auditor would be required as part of the financial statement audit to
obtain all the necessary understanding of the systems in place to design and test the system in rendering
an opinion on the system of internal control and the financial statements.
While we realize this is a major initiative for each firm in executing this plan it is also a major initiative
for any organization that might be subject to the standard. There is sure to be a need for greater staffing at
both the accounting firm and at the organization to meet the need of adherence to this standard. With that
in mine, there will be far greater costs associated with this standard for the organization. This will indeed
affect management planning initiatives and the overall strategies that may exist in any organization.
To this end, we suggest this standard require public accounting firms engage the use of smaller firms,
including minority owned accounting firms, to assist in their performance of the work required related to
internal control. We believe the access to greater markets, so often sought by smaller firms and, the lower
cost structure would benefit both any organization and also do greater good in opening access to the
market place for those firms who have never received this opportunity. The larger firms could provide
oversight in the review of the work to maintain assurance in opining on internal control. The standard
does provide some guidance on this issue under “using the work of Management and Others,” which
clearly stipulates that such a practice is acceptable.
Should you have any questions or require additional information, please call me at (212) 447-0813.

Sincerely,
Watson Rice LLP

Raymond P. Jones, CPA, CFE
Managing Partner
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Michael T. Williams, Esq.
Williams Law Group, P.A.
Tampa, FL 33611
Phone: 813-831-9348
e-mail: wmslaw@tampabay.rr.com
November 14, 2003
Public Company Accounting Oversight Board
Via e-mail and attachment
Release No. 2003-17
Dear Sirs:
I am writing to comment on the above-release.
I am a former SEC staff member now in private practice. I primarily represent small businesses
seeking to secure a qualification for quotation for their securities on the over-the-counter bulletin
board. I currently represent 10 companies trading on the over-the-counter bulletin board.
It was with great dismay that I note numerous references to an audit committee and independent
directors in the Release. The Release presupposes that all OTCBB issuers must have
independent directors and audit committees. The release implies that the failure of an OTCBB
SEC reporting issuer to have an audit committee could lead to a conclusion that the issuer is
somehow in violation of Section 404 of the Sarbanes-Oxley Act and/or that an auditor of such an
issuer would not be able to issue an unqualified 404 certification.
THIS CONCLUSION IS INCORRECT AND IS IN FACT DIRECTLY CONTRARY TO
CONGRESSIONAL INTENT.
Although most provisions of the Sarbanes-Oxley Act apply to small business OTCBB issuers, in
Section 301 of the Act, Congress specifically exempted OTCBB issuers from the independent
director/audit committee requirements.
“Section 301. Public Company Audit Committees” of the Act provides as follows:
Section 10A of the Securities Exchange Act of 1934 (15 U.S.C. 78f) is amended by
adding at the end the following:
(m) STANDARDS RELATING TO AUDIT COMMITTEES –
(1) COMMISSION RULES
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(A) IN GENERAL - Effective not later than 270 days after the date of enactment of this
subsection, the Commission shall, by rule, direct the national securities exchanges and
national securities associations to prohibit the listing of any security of an issuer that is
not in compliance with the requirements of any portion of paragraphs (2) through (6).
As noted on the SEC’s website:
Will the rules relating to Section 301 apply to issuers whose securities are traded on the
over-the-counter bulletin board market?
Answer: No. Securities traded on the over-the-counter bulletin board market currently
are not considered listed securities.
In Section 301, Congress clearly indicates that the lack of an audit committee or independent
directors should not be considered in determining compliance by an OTCBB issuer with the Act,
including Section 404, so long as the OTCBB issuer otherwise was in compliance with the Act,
including Section 404. Certainly Congress was not saying OTCBB issuers explicitly don't need
independent directors and audit committees in Section 301 but somehow do need them to be in
compliance with the Act, including Section 404. Such a conclusion would be illogical.
If Congress thought independent directors and audit committees were a consideration in
determining compliance by OTCBB issuers with the Act, including Section 404, they would not
have written Section 301 the way they did. Indeed, a conclusion that the lack of an audit
committee or independent directors should be considered in determining compliance by an
OTCBB issuer with the Act, including Section 404, would make Section 301 irrelevant, which is
certainly not consistent with congressional intent.
As Congress clearly and explicitly concluded that OTCBB reporting issuers do not need
independent directors or an audit committee to comply with the Act, it would be completely
inappropriate for the PCAOB to bootstrap in such requirement, in a manner directly contrary to
congressional intent, through an implication that the failure to have independent directors or
audit committee should somehow be a consideration in determining compliance by and OTCBB
issuer with the Act, including Section 404, or that an auditor of such a company would have to
consider the issue in making an unqualified 404 certification in these circumstances.
What should the PCAOB do: Revise the release to be consistent with congressional intent by
clarifying that the lack of independent directors or an audit committee in small business OTCBB
issuers who are not required to have them under Section 301 of the Sarbanes-Oxley Act will not
be a consideration in determining compliance by an OTCBB issuer with the Act, including
Section 404 and that auditors for these issuers need not consider the issue in making an
unqualified 404 certification so long as the same type of communication, analysis and interaction
the Release indicates must be made with an audit committee is made to or with the entire board
of the OTCBB issuer.
This is consistent with Section 205(58) of the Act which provides:
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SEC. 205. CONFORMING AMENDMENTS.
DEFINITIONS- Section 3(a) of the Securities Exchange Act of 1934 (15 U.S.C.
78c(a)) is amended by adding at the end the following:
(58) AUDIT COMMITTEE- The term `audit committee' means-(A) a committee (or equivalent body) established by and amongst the board of directors
of an issuer for the purpose of overseeing the accounting and financial reporting
processes of the issuer and audits of the financial statements of the issuer; and
(B) if no such committee exists with respect to an issuer, the entire board of directors of
the issuer.
Thank you for your consideration.

Sincerely,
/s/ Michael T. Williams, Esq.
Michael T. Williams, Esq.
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November 21, 2003

Via Electronic Mail
Office of the Secretary
Public Company Accounting Oversight Board
1666 K Street, N.W.
Washington, D.C. 20006-2803

Re:

PCAOB Rulemaking Docket Matter No.008 – Proposed Auditing Standard – An Audit of
Internal Control over Financial Reporting Performed in Conjunction with an Audit of
Financial Statements

Ladies and Gentlemen:
Wells Fargo & Company is a diversified financial services company with over $390 billion in
assets providing banking, insurance, investments, mortgage and consumer finance. We
appreciate the opportunity to comment on the proposed auditing standard (“Proposed Standard”),
recently published by the Public Company Accounting Oversight Board (the “Board”), covering
internal control over financial reporting implementing Section 404 of the Sarbanes-Oxley Act of
2002 (the “Act”).
We support the Board’s efforts to establish standards to carry out Section 404 of the Act but have
outlined below strong reservations about aspects of the Proposed Standard.
Extent of Work to be Performed by Auditor is Excessive
We believe that the Board has unnecessarily gone beyond the statutory requirements of Section
404 of the Act by requiring the independent auditor to audit and report upon a company’s
internal control over financial reporting instead of attesting to management’s assertion regarding
the effectiveness of those controls. In light of the work that management must perform under
Section 404 of the Act, the ongoing activities of the internal audit function and the work
performed by the independent auditor during the course of the financial statement audit, the
requirement to separately audit the controls in lieu of attesting on management’s assertion is
redundant.
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Auditor’s Professional Judgment is Overly Restricted
We believe the Board should permit independent auditors to rely upon the work of others,
including the internal audit function, in fulfilling responsibilities under the Proposed Standard.
SAS 651 provides an appropriate framework for auditors to use their professional judgment to
determine when and to what extent they should rely on the internal audit function. The strength
of the internal audit function, the overall control environment and management will vary from
company to company and industry to industry and auditors should be able to adjust the extent of
their testing accordingly. For example, as an insured depository institution and bank holding
company, we are required by the Federal Deposit Insurance Corporation Improvement Act of
1991 to make an annual assertion regarding the effectiveness of our internal control structure and
procedures on which our auditor opines. Consequently, we already use reliable and tested
internal systems to monitor our control effectiveness. Prohibiting auditors from using their
discretion to determine the level of reliance and extent of testing over these systems would
subject us to significant additional cost yielding little or no improvement in the reliability of
these controls.
In addition, we believe the requirement in paragraph 109 of the Proposed Standard that the
auditor’s own work serve as the principal evidence for its audit opinion should be removed from
the Proposed Standard and the requirement to obtain sufficient competent evidence to support
the opinion should be retained. The auditor should be able to obtain sufficient competent
evidence to support its opinion, whether that evidence is derived principally from the auditor’s
own work or from reliance on others. Qualitative restrictions on the reliance an auditor can place
on other’s work is appropriate, but quantitative thresholds should not be imposed.
Remote Threshold is Not Workable
The Proposed Standard would preclude an auditor from giving an unqualified opinion if the
auditor identified a “material weakness,” defined as any significant deficiency that results in
more than a remote likelihood that a material misstatement of the annual or interim financial
statements will not be prevented or detected. We believe this definition sets far too low a
threshold for what constitutes a material weakness. The new SEC rules under Section 404 of the
Act prohibit management from concluding in its annual internal control report that internal
control over financial reporting is effective when one or more material weaknesses exist. In its
adopting release for the rules covering Section 404 of the Act, the SEC defined material
weakness by reference to current accounting literature, as a “reportable condition” in which the
design or operation of one or more internal control components does not reduce the risk of
misstatement to a relatively low level.2 We urge the Board to take a similar approach, and to
define material weakness as a significant deficiency that results in a “reportable condition” in
which the design or operation of one or more internal control components does not reduce the
risk of misstatement to a relatively low level. We do not think that the definition of material
weakness will be workable unless the Board uses the same definition of material weakness used
by the SEC.
1

Statement on Auditing Standards No. 65, The Auditor’s Consideration of the Internal Audit Functions in an
Audit of Financial Statements.
2
See Final Rule: Management’s Reports on Internal Control Over Financial Reporting and Certification of
Disclosure in Exchange Act Periodic Reports, Release No. 34-47986 (June 5, 2003), 68 Fed. Reg. 36,636 (June 18,
2003), available at http://www.sec.gov/rules/final/33-8238.htm.
-2-
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The proposed definition of “significant deficiency” raises similar problems. “Significant
deficiency” would be defined as an internal control deficiency or a combination of such
deficiencies that results in more than a remote likelihood that a financial misstatement of more
than an inconsequential amount will not be prevented or detected. For the reasons described
above, we think the concepts of “remote” and “more than an inconsequential amount” sets far
too low a threshold and should be replaced with the SEC language of reducing to a “relatively
low level” that a significant financial misstatement will not be prevented or detected.
Furthermore, the use of different terms in reference to the same section of the Act will result in
significant confusion in practical implementation.
Guidance Required for Audit Report Bring-down Procedures
We believe that it is vitally important that the Board clarify in paragraph 181 of the Proposed
Standard the scope of the required bring-down procedures with regard to the filing of auditor
consents (e.g., relating to registration statements) because these consents can occur numerous
times throughout the fiscal year and on relatively short notice. As currently drafted, the extent of
the bring-down procedures required by the Proposed Standard may not be practical, particularly
by large diversified organizations given the timing of these consents. As a practical alternative,
we propose that the bring-down procedures be applied only to material adverse changes in
controls.
Remove Prescriptive List of Strong Indicators of Material Weaknesses
Paragraph 126 of the Proposed Standard would mandate that auditors conclude any one of the
various conditions noted as a significant deficiency and “a strong indicator” that a material
weakness may exist. The list of strong indicators contained in paragraph 126 includes any
material misstatement in a current period that was not initially identified by a company’s internal
control over financial reporting. Audit adjustments are often made to balances requiring a
significant degree of judgment about factors that are not known or measurable and thus arise
because of differences of opinion between management and the auditor, not because of a
breakdown in internal control. This is particularly true for valuation of financial instruments and
other assets for which no ready market exists, as well as for assessments about the collectibility
of loans and about the probability and potential magnitude of contingent liabilities such as those
arising from pending litigation. The Proposed Standard should permit auditors to use
professional judgment in determining whether an audit adjustment is attributable to a material
weakness in internal control over financial reporting and should not impose a presumption in this
regard.
The Proposed Standard Should Provide Guidance Regarding Business Combinations
Consummated Late in the Audit Cycle
Companies that combine by merger, acquisition or other transactions may have very different
systems of internal control over financial reporting. In circumstances where these events occur
late in the audit cycle, it may not be possible to evaluate internal control for the combined
company without relying on the work of management and the auditor of the acquired company.
Accordingly, we urge the Board to provide guidance to management and auditors of surviving
companies of business combinations consummated late in an audit cycle, indicating the extent to
-3-
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which they may rely on work performed by management and auditors of the constituent
companies, including separate evaluations of the effectiveness of those companies’ controls.

* * * * * *

We appreciate the opportunity to comment on proposed standards of the Board. If you have any
questions, please contact me at (415) 222-3119.

Sincerely,
/s/ Richard D. Levy
Richard D. Levy
Senior Vice President, Controller

-4-
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H. W. Willoughby

November 20, 2003
Office of the Secretary
Public Company Accounting Oversight Board
1666 K Street, N. W.
Washington, D C 20006-2803
Dear Sir or Madam:
Re.: PCAOB Rulemaking Docket Matter No. 008
Thank you for the opportunity to comment on the proposed auditing
standard – An Audit of Internal Control Over Financial Reporting Performed in
Conjunction with An Audit of Financial Statements. In general, the PCAOB is to
be commended for attempting to comply with the unrealistic deadlines and
requirements imposed by a law that was rushed through the political smoke and
haze created by the colossal failure of large public companies and large public
accounting firms during the final phases of another classic bubble in the stock
market.1 However, this well intended “rush to comply” has resulted in the
publishing of a draft auditing standard that contains several material weaknesses
and significant deficiencies that should be remedied before the final standard is
issued. A summary of such items is included in Attachment 1, together with
comments on selected questions posed by the PCAOB in the preamble to the
draft standard.
Plopping down the conceptual COSO framework (1992), which is largely
obsolete as measured in 2003 internal control currency, as the gold standard for
righting the wrongs of the aforementioned “bubble” is also fraught with significant
problems. COSO is an interesting thought piece, which provides very little
practical implementation guidance. It stands as hollow shell testimony to the
most recent previous significant bubble of S&L failures and financial reporting
frauds in the 1980’s. This misguided attempt to “right the wrongs” conjures up
images of the big parade scene at the end of the movie Animal House, except
this time, the PCAOB and SEC staffers are sitting behind the wheel instead of
John Belushi and an oversized COSO cube is stuck to the front bumper of the
vehicle, which is careening madly down regulatory lane.
Having spent the large majority of my career in the auditing profession,
both external and internal, it is almost painful to read the proposed PCAOB
auditing standard. Many of the terms of art embodied in the now “capped off”
AICPA standards have been twisted almost beyond recognition in the draft
standard. To add insult to injury, explanatory footnotes have not been added to
1

Reference Extraordinary Popular Delusions And The Madness Of Crowds, Charles MacKay, 1841
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these mutations so that the trained professionals can follow this kitchen sink
attempt to write an auditing standard on internal control over financial reporting.
Preparation of financial statements and the related internal control over
financial reporting are quintessential derivatives of business operations. Please
take the time to consider all of the recommendations made by the various
constituencies so that these derivatives are properly accounted for by
management and audited by the external auditors.
Sincerely,

H. W. Willoughby
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General Comments:
A. Implementation Dates – The extended June 15, 2004 effective date is
ridiculous given the enormity of your undertaking. Regardless of election year
pressure, do not give in to the long-standing practice of providing sufficient
time for transition. At a minimum, consider moving the date back to
December 15, 2004.

B. Information Technology - The draft standard is woefully inadequate in its
attempt to address the role of information technology in businesses today,
including its integral use in preparing financial statements and the related
internal control over financial reporting. COSO is also bereft of meaningful
guidance on information technology, leaving a huge void in this critical area.
In an attempt to provide something where nothing exists, the Big 4 firms used
ISACA to sponsor an October 2003 publication entitled IT Control
Objectives for Sarbanes-Oxley – The Importance of IT in the Design,
Implementation and Sustainability of Internal Control Over Disclosure
and Financial Reporting – www.isaca.org.
In keeping with the spirit of rushing a standard in to meet an already extended
deadline, PCAOB should strongly consider incorporating by reference, much
like the COSO “pull in”, the extruded CoBIT thought piece discussed above.
Although far from perfect (and ignoring for now the additional billing
opportunities teed up by the Big 4 for themselves), something is better than
nothing in this case. (The ISACA document contains SEC and PCAOB
disclaimers, which ostensibly could be removed if incorporated by the new
PCAOB standard.)

C. Internal Auditing – The best positioned Internal Audit departments live in the
gray space discussed by Teddy Roosevelt in his famous quote: “Far better it
is to dare mighty things, to win glorious triumphs, even though checkered by
failure, than to take rank with those poor spirits who neither enjoy much nor
suffer much, because they live in the gray twilight that knows not victory nor
defeat.”2 Internal Auditors are still generally viewed as “tools of
management”, regardless of the attempts by the Institute of Internal Auditors
(IIA) to insert Internal Auditing at the pinnacle of corporate governance. Even
the IIA is currently sponsoring research on the nature of internal audit’s role in
another well-intended self-promotion effort.3

2
3

Speech before the Hamilton Club, Chicago, April 10, 1899
Internal Audit Reporting Relationships – Serving Two Masters, The IIA Research Foundation (2003)
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Additionally, none less than that bastion of corporate governance – the New
York Stock Exchange - recently updated its listing standards to require an
internal audit function for its listed companies.
However (comma) no one outside of (most) internal auditors knows exactly
what it is that internal auditors are supposed to do – a game of pinball comes
to mind for some reason.
The external audit profession’s role has been hardened via the securities law
and a recent dunking of the AICPA – not a good year for SRO’s. Additionally,
PCAOB is now looking to take a new hunk out of the collective hide of the
remaining Final Four.
If, in fact, the concepts embodied in SAS 65 are to survive, the standard is in
need of significant coordinated (IIA, ISACA) update to provide current context
for the internal audit profession, which is currently hamstrung over the moat
that exists between Board Audit Committees and the senior management
group that signs its paycheck.

D. Incorporating Internal Audit Reports by Reference – Par. 191 – The
concept of incorporating by reference internal audit reports into the external
auditor communications is a non-starter. Internal Audit does not follow the
PCAOB standard and does not have a three tier control weakness
identification system that ostensibly could be “piggybacked” under the
proposed scheme. Internal Audit generally spends most of its time in the
operational and IT areas, which is the core of a business, not the derived
financial reporting area which is a low/no value proposition for internal
auditors. The best internal audit shops do as little as possible in the area of
external audit assistance as it is well known that the business risks do not live
in this domain of the vaunted COSO cube.
See item C. regarding the coordinated update of SAS 65 language.

E. Impact of Restatements on Internal Control Opinions – The draft standard
does not provide adequate guidance on restating internal reports to address
the need to perform multi-period restatements for material financial statement
errors. Assuming the goal is to have some sense of parallel, it would appear
that each internal control report presented would have to be “restated” and
reissued if and when needed.
Similar guidance should be provided with respect to quarterly reporting
restatements vis a vis 302/404.
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F. Reliance on Internal Control in Performing a Financial Statement Audit –
as this pending standard will essentially blow a hole in the pre-existing
financial statement audit model as it relates to internal control interaction with
substantive testing decisions, additional detailed guidance should be provided
via a de facto update of SAS 78 and other relevant guidance in the standard.
The current guidance in paragraph 136 et al is wholly insufficient, as it does
not address depth and breadth of assurance in this pivotal point of the
integrated audit.

G. SAS 70, Trust Services, Agreed-Upon Procedures, Other Internal
Control Related (SSAE) Reports – with a new requirement for an audit of
internal control (however ultimately defined), the aforementioned AICPA
artifacts have either been wholly or partly subsumed and / or made obsolete.
To ensure some semblance of relevancy and reliability, the context for
providing these services on an ongoing basis should be updated concurrent
with the issuance of the new PCAOB standard. A simple example – does the
SAS 70 Type I and Type II distinction sufficiently parallel the design and
operational effectiveness language in the draft PCAOB? Paragraph B33 has
a “do some stuff” feel in the event SAS 70 is not available – is this the intent?

H. Requirement for Written Representations – provide an example
representation letter as an appendix to the standard. If this is not done, the
representation letters may be longer than the documentation developed in
support of the management assertion.
Paragraph 130. states “AU sec. 333, Management Representations, explains
matters such as who should sign the letter, the period to be covered by the
letter, and when to obtain an updating letter.” At a minimum, update AU Sec.
333 or supplement in PCAOB to name the Chief Information Officer (or
equivalent – the Principal Information Technology Officer) as a required
signature for the representation letter. CEO and CFO generally do not have a
specific competency in this area. With all of the focus on lawyers and their
noisy withdrawals, consideration should also be given to requiring general
counsel (or equivalent) signature as a standard.

PCAOB Questions for Comment – Selected Responses – “No comment” on
the other items (excluded from the items listed below).
1. Is it appropriate to refer to the auditor’s attestation of management’s
assessment of the effectiveness of internal control over financial reporting
asthe audit of internal control over financial reporting?
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Yes. The proposed scope change is so significant and so fundamental that there
are now two (integrated) audits required for public companies on an annual
basis. This fact should be reflected in the characterization of the scope of
services.

4. Does the Board’s proposed standard give appropriate consideration to
how internal control is implemented in, and how the audit of internal
control over financial reporting should be conducted at small and mediumsized issuers?
No. In fact, the guidance muddies the water. Just as the big company little
company GAAP debate has carried on for years with no resolution, this is a
similar topic. A well-written standard and considered professional judgment in
the application and interpretation thereof are sufficient.

5. Should the Board, generally or in this proposed standard, specify the
level of competence and training of the audit personnel that is necessary to
perform specified audit procedures effectively? For example, it would be
inappropriate for a new, inexperienced auditor to have primary
responsibility for conducting interviews of a company’s senior
management about possible fraud.
No. This is another Pandora’s box topic. The next step might be overlaying
government employee classifications on the public accounting profession’s
staffing model.
I believe that SAS 99 may contain guidance in this area on the issue of fraud.

6. Is the scope of the audit appropriate in that it requires the auditor to both
evaluate management’s assessment and obtain, directly, evidence about
whether internal control over financial reporting is effective?
Yes.

7. Is it appropriate that the Board has provided criteria that auditors should
use to evaluate the adequacy of management’s documentation?
Yes. Reference is made to ISACA’s October 2003 Discussion Paper – IT Control
Objectives for Sarbanes-Oxley (www.isaca.org) - Page 28 – How Compliance
Should be Documented section. Without going out on a limb or getting overly
specific, the PCAOB standard should adopt a similar approach to that of ISACA –
such guidance is generally expected in a “standard”.
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8. Is it appropriate to state that inadequate documentation is an internal
control deficiency, the severity of which the auditor should evaluate? Or
should inadequate documentation automatically rise to the level of a
significant deficiency or material weakness in internal control?
Yes. However, context must be clearer. See item 7 above.

9. Are the objectives to be achieved by performing walkthroughs sufficient
to require the performance of walkthroughs?
The term “Walkthroughs” is so generic as to be almost meaningless, much like
the term Gateway in the information technology world. Frankly, this lingo sounds
like it came out of an academic who never engaged in the professional practice
of auditing. Its current positioning over emphasizes the importance thereof and
should be significantly toned down. Walkthroughs, however defined, are not a
panacea and should be considered one element of a good start in understanding
internal control.

10. Is it appropriate to require that the walkthrough be performed by the
auditor himself or herself, rather than allowing the auditor to use
walkthrough procedures performed by management, internal auditors, or
others?
No. If a requirement is needed in this area, it would be much more logical to
require management to document the ‘walkthrough’. The control owner should
be in a much better position to document the internal control process, much as a
registrant prepares its own financial statements, which should then be tested by
the auditor as part of the engagement.

11. Is it appropriate to require the auditor to obtain evidence of the
effectiveness of controls for all relevant assertions for all significant
accounts and disclosures every year or may the auditor use some of the
audit evidence obtained in previous years to support his or her current
opinion on management’s assessment?
Yes. The world claims internal control is dynamic and ever changing, why permit
reliance on stale information when defining this assurance service? Avoid the
urge to backslide on this one.
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12. To what extent should the auditor be permitted or required to use the
work of management and others?
To the same extent that Arthur Andersen should have been allowed to rely on the
work of Scott Sullivan, Andy Fastow and the former Andersen employees at
Waste Management. Who are you kidding???
As discussed above, Internal Audit currently lives in the gray twilight between
management and the Board audit committee. Nonetheless, SAS 65 concepts
should be updated and carried forward into the new standard if any forward
progress is to be made in this bifurcated arena.

13. Are the three categories of controls and the extent to which the auditor
may rely on the work of others appropriately defined?
No. This approach is broken. See comment 12.

14. Does the proposed standard give appropriate recognition to the work of
internal auditors? If not, does the proposed standard place too much
emphasis and preference on the work of internal auditors or not enough?
No. See comment 12. Additionally, there is no workable basis for tying ‘other
third parties’ into the mix at this time. Keep it simple by focusing on modernizing
standards guiding the interaction of external and internal auditors.

15. Is the flexibility in determining the extent of reperformance of the work
ofothers appropriate, or should the auditor be specifically required to
reperform a certain level of work (for example, reperform tests of all
significant accounts or reperform every test performed by others that the
auditor intends to use)?
Yes. See comment 14 regarding adding additional clarity to the interaction of
internal and external audit.

16. Is the requirement for the auditor to obtain the principle evidence, on an
overall basis, through his or her own work the appropriate benchmark for
the amount of work that is required to be performed by the auditor?
Why is this question even being posed? There’s only one firm signing that
integrated audit report. The firm must be in full control of the nature, timing and
extent of testing to be performed to accomplish the stated objective. Cleaning up
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the draft standard to determine what is allowable on the internal audit reliance
front will assist the external auditor in this process.

17. Will the definitions in the proposed standard of significant deficiency
and material weakness provide for increased consistency in the evaluation
of deficiencies? How can the definitions be improved?
Reference an Internet quote - Work that some call “obscene” may be “art” to
others. Justice Potter Stewart once said he couldn't define obscenity, but "I know
it when I see it." The ambiguity of definition still exists and is becoming even
more problematic with the Internet.”
The same situation exists with the shades of gray used to paint internal control
“weaknesses”. Good luck on your current attempt.

18. Do the examples in Appendix D of how to apply these definitions in
various scenarios provide helpful guidance? Are there other specific
examples that the commenters could suggest that would provide further
interpretive help?
See item 17.

19. Is it necessary for the auditor to evaluate the severity of all identified
internal control deficiencies?
How can the proposed three-tier classification scheme otherwise be complied
with? See item 17.

20. Is it appropriate to require the auditor to communicate all internal
control deficiencies (not just material weaknesses and significant
deficiencies) to management in writing?
Yes. The vehicle for such reporting should be clear because current
management letter practices (for internal control deficiencies) are scattered and
not all “weaknesses” (to be better defined by PCAOB) currently make their way
from the working papers into the “management letter”, which will no longer be an
optional deliverable. Additional guidance in the standard language is required.
Perhaps a parallel can be drawn with SAS 61 and disclosure of ‘passed
adjustments’ – this may even be considered as context for delivery of “Tier 3”
weaknesses…
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22. Is it appropriate to require the auditors to evaluate the effectiveness of
the audit committee’s oversight of the company’s external financial
reporting and internal control over financial reporting?
No. Provision of such service is beyond the current competency of most auditing
firms, creates a direct conflict with the Committee and is generally nonsensical.
The listing standards and regulatory Charter requirements should guide efforts in
this area. Consideration should be given to creating a checklist of audit
committee best practices that would be completed by the Audit Committee,
signed by the Audit Committee Chair and Chairman of the Board and filed as part
of either the 10-K or the annual proxy statement. No need for a separate audit or
attestation would be necessary.

23. Will auditors be able to effectively carry out their responsibility to
evaluate the effectiveness of the audit committee’s oversight?
See item 22.

24. If the auditor concludes that ineffective audit committee oversight is a
material weakness, rather than require the auditor to issue an adverse
opinion with regard to the effectiveness of the internal control over
financial reporting, should the standard require the auditor to withdraw
from the audit engagement?
See item 22. Firms should follow their existing and soon to be revised practices
to manage their risk with respect to audit committee effectiveness. Resignation
with the resultant 8-K filing provides an adequate vehicle for raising issues in this
area if and when needed.

27. Do you agree with the position that when the auditor issues a nonstandard opinion, such as an adverse opinion, that the auditor’s opinion
should speak directly to the effectiveness of internal control over financial
reporting rather than to whether management’s assessment is fairly
stated?
See item 1.

28. Should the Board provide specific guidance on independence and
internal control-related non-audit services in the context of the proposed
standard?
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Yes. There is such a billing bonanza and variety of services been driven into the
existing client base right now, including establishing dependencies on the
incumbent external audit firm. Registrants need to know as soon as possible if
their existing arrangements violate independence standards so that new
arrangements can be made on a timely basis to comply with the stringent
pending deadlines.

29. Are there any specific internal control-related non-audit services the
auditor should be prohibited from providing to an audit client?
See item 28.
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Rose Mary Woods
711 Louisiana St., Suite 1300
Houston, Texas 77002

Office of the Secretary
PublicCompanyAccountingOversightBoard
1666 K Street, N.W.
Washington,DC 2006-2803

Re: PCAOB RulemakingDocket Matter No. 008 - PotentiallyPerjurious
Testimonyby Ernst& Young at HealthSouthCongressionalHeadng.
Dear Board Members:
Having been closelyassociatedwith individualsworkingon the HealthSouth
audit it may be interestingto ask- would the proceduresoutlinedin your
proposedrules have helpedthe externalauditor, Ernst& Young, in identifying
this fraud. The answer is a simple no. To understandwhy that is one needs
to understand that what happened at HealthSouth(and Enron and the other
infamousaudit failures)was not only an elaboratefraud but a significant
failureof a financialaudit by the auditors.
Obviouslythe professiondoes notwant to admit that and will work hard to
defend themselves againstsuch acquisitions.The reality is - the auditfailed.
Lookingmore closelyat HealthSouth may help to shed some lighton this
issue.
The Audit Procedures that Emst & Young used in executing their audit
of HealthSouth were deficient. They did not adhere to Generally
Accepted Auditing Standards in performing the audit.
For example,their proceduresaround investigatinginternalcontrols("Tone at
the Top") were defective. Mr. Lamphronand Mr. Dunn, the Ernst& Young
professionals,testifiedto congressthat they reliedon a procedureknown in
the trade as "Inquiry"when auditing(assessing)HealthSouth's control
environment. They failed to receive any "corroborativeevidence" when they
reportedlyasked the chief complianceofficer, KellyCullison,aboutthe nature
of any reports and investigationsconducted.
The SEC staff has notedthat generallyaccepted auditingstandardsprovides
guidelinesfor how to evaluate the sufficiency,persuasiveness,and verifiability
of evidentialmatter. In Statement on AuditingStandards No. 31, Evidential
Matter specificguidance is providedfor the purposesof evaluatingthe
sufficiency, persuasiveness,and verifiabilityof evidence.
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In their testimony to congress the audit partners described a situation
whereby they interviewed one or two key members of the compliance group
on potential frauds in a meeting on December 3,d. They seemed to suggest
that no matter what they did they were in effect duped because the fraud
existed at the highest levels within the HealthSouth organization. Taken on
the surface these are great sound bites. The reality is - Ernst & Young did
not perform sufficient procedures to understand the true nature of compliance
activity. The quality of the audit was deficient.
Every first year auditor knows that inquiry alone is not a sufficient audit
procedure. Inquiry in fact is the least persuasive form of evidentiary matter.
They did not seek to review any of the report logs or even fully understand
how matters were brought forward to the compliance group. Ernst & Young's
evaluation of these "entity level" controls was defective. They did not
sufficiently probe to even ascertain if the dismissive statement they received
was credible.
A close examination of the facts might cause one to question the
truthfulness of Ernst & Young's testimony.
Mr. Lamphron testified that he met with Kelly Cullison and/or Tony Tanner
more then 50-100 times. This is not only highly unlikely - it is likely to be an
intentionally misleading, or at the very least a Clintonese type statement to
somehow suggest that his procedures were in fact appropriate. Had he met
with either of these parties as much as he claimed and performed any sort of
evidentiary procedure beyond a very basic inquiry then he very possibly might
have identified the concerns raised by Diane Henze in 1999.
The Auditors lacked sufficient knowledge of the client's business
system to effectively perform the audits.
The client had implemented a fairly complex accounting system. Ernst &
Young was very involvedin evaluatingthe controlsand accounting
functionalityof this system. They even helped develop businessprocedures
and accountingrules on how this systemshouldbe utilized. This work was
done by a Ernst& Young audit professionalsat enormous expense to
HealthSouth. The audit partnerssuggestedto management that these
services were necessary in orderfor them to effectivelyperformfuture audits.
They generated substantialfees from these engagements.
The ironicthing is- that much of the fraud that was perpetratedwas done so
usingthese systemsfor whichtheir auditorhelped design"effective"controls.
The interestingthing is that although Ernst& Young apparentlyhelped them
design effectivecontrolsthe financial auditorslackeda sufficient
understandingof this systemto effectivelyaudit it. They could not effectively
conducttests (beyond an inquiry) of this systembecause they lacked the
technicalknowledgeof how this systemoperated. Perhaps they mistakenly
assumed that since their ownorganizationwas involvedin assessing,
evaluatingand documentingthe controlsof this system,no additionaltest of
details was needed.
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This is a classic example of why the independent auditor should not be
engaged to performthese types of services. There is a propensityto place
undue relianceupon work performed by your own organization. After all how
couldthe system be wrongwhen Ernst & Young collectedover $288,500
(more then 25% of the total auditfees) in 2001 performingthe "Oracle System
ControlsAssessment"for HealthSouth? After all weren't they engaged to
make sure the systemwas right? The same holdstrue for the original
accountingsystemwhichwas placed intoservice in 1997.
Some might argue there is something more significant going on here, and that
is that the auditorslack the technicalcompetencyto effectivelyconductaudits
of their clientscomplex IT environments. Had the auditorshad an appropriate
understandingof the importanceof these accountingsystemsto the overall
activitythat was being performed they would have (or shouldhave) been able
to design appropriateproceduresto assess riskand perform an appropriate
audit. This is somethingthey clearly did notdo at HealthSouth.
Individuals performing field level work did not have sufficient training
and experience to conduct an effective audit.
Accordingto existingregulationsand professionalstandardsthat were in
place priorto Sarbanes-Oxley,this fraud shouldhave been detected. The
Securitiesand ExchangeCommissionrequires underthe SecuritiesAct, that
auditsof publiccompaniesmust include"proceduresdesignedto provide
reasonableassurance of detectingillegalacts that would have a direct and
material effect on the determination of financialstatementamounts."
Accordingly,the provisionsof SAS 53 and SAS 54 require auditorsto have
sufficientproceduresand tests to effectivelyidentifyfraud that couldbe
materialto the financialstatements.
The audit procedures used at HealthSouth were not sufficient in this regard.
Clearly for a fraud of this magnitudeto have occurredover a period of seven
years one mustassumethat the audit itselfwas defectiveby design. Ernst&
Young, and every other majoraccountingfirm, shouldseriouslyscrutinize
their existingmethodologies,which, based on recent events, appear to be
deficient. Not onlywas the approach deficientbut many of the people
performing the field work were not properlytrained and supervised as they
executed the tasks assigned to them.
There was pressure on the staffto perform activitieswithin an aggressive
budget dictatedand controlledby the seniormanagers and partnerson the
engagement. This environmentforced staff and seniorauditorsto ignorethe
sufficiency,adequacy, and completenessof their audit proceduresand tests.
Exceptionsthat occurred(which may have uncoveredthe fraud as early as
1997) were not pursueddue to pressurefrom Managers and Senior
Managers on the engagement to get work done on time and on budget. Staff
and Seniorswho went over budgetor raisedquestions aboutthe quality of the
work were likelyto receive lower performance ratingsand/or were often
transferredto other accountsor "counseledout"of The FIRM.

File No. PCAOB-2004-03 Page No. 1662

The pressure from Senior Partners to ignore potential issues was rampant
and with good reason. Non-Audit Fees were more then 2X the audit fees.
The Senior Partners spent time building deep personal relationships with the
senior executives. The fact is they ignored their own team and spent very
little of their actual time working on the engagement activities. Instead they
spent (and charged time to the engagement) building personal relationships
and entertaining the client executives. They wanted to affiliate themselves
with some of Birmingham's most elite and admired power brokers. They did
so at the expense of their own judgment, integrity, and team.
The congressionalinvestigatorsshouldhave interviewedformer staff and
seniorsabout the activitiesthey performed relativeto their superiorsto get a
real perspectiveof howinadequate and deficientthe auditwas. As much as
they seemed to suggestthat this accountwas very small and insignificantto
the whole firm, anyone who workedin the Birminghamoffice knew this was a
"flagship"accountto work on. Again, the auditorsdemonstratea patternof
misleadingcongress as they tried to suggestthat this accountwas some how
insignificantto the revenue of The Firm. They testifiedthat this accountwas
insignificant- yet much of their personal incomewas directly attributableto
the success of this one account.
This Fraud was so massive the auditors should have discovered.
Instead Ernst & Young, like their predecessor Andersen, made
statements to Congress that are not entirely true.
Existing professional standards and existing regulations require auditors to
develop procedures sufficient to uncover a fraud of this magnitude. The Ernst
& Young Partner, Mr. Lamphron, testified at the Congressional hearings that
they have taken corrective measure in response to the new "fraud standards"
and regulationsthat have come out under Sarbanes-Oxley. They made a
statementthat they have conductedover "300,000" hours of fraud trainingfor
their employees. The implicationbeing that these new standardsare
somehowgoing help prevent anotherauditfailure.
There are two problemswiththese misleading,if not deliberatelyuntruthful,
statements.First of all, under existingprofessionalstandardsthere is and
shouldbe no reasonthat they missedthis massive of a fraud except for one
factor:,the designand executionof their auditwas deficient.
The second, and perhaps more incriminatingproblemwiththis statement,and
their testimony,is that it is simplyuntrue. Again, they appear to be engaged
in an Andersen like patternof misleadingcongress. Ernst& Young has not
conducted over 300,000 hours of fraud trainingfor all of their auditorsas
Mr. Lamphron testified.Not only are they misrepresentingthe facts they have
plagiarizedstatementsmade by one of their competitorsin this regard.
Earlier this year- executivesfrom PriceWaterhouseCoopers(PWC) were
quoted in the Wall Street Journal and print ads as sayingthat they were
"undertaking an initiative"to train their auditorsin fraud discoverytechniques.
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PWC claimed that they planned to provide fraud training in the neighborhood
of 300,000 hours for some of their professional staff. Last I heard, EY and
PWC have not formally merged. Yet, Mr. Lamphron testified to congress that
they have actually performed that which their competitors intended to do.
Perhaps these auditors are simply oblivious to the concept of truthfulness and
accuracy whether that be in their testimony or in their client's financial
statements.
The veracity of the Ernst & Young Partner's statements should be carefully
examined. The Ernst & Young statements and testimony was not only highly
deceptive - but it is simply untrue. Do the math. If they have 22,000
employees that would mean that every employee has gone through
approximately 2 days (or 16 hours) of fraud training. This has not happened.
This is a false and deliberately misleading statement. The fact that Ernst &
Young is now defending itself by plagiarizing statements from their
competition in a Congressional Hearing highlights just how corrupt the
accounting profession has become.
In conclusion, it seems that although you have defined some rather broad and
all encompassing rules. These rules are somewhat pointless if the auditors
don't do their job and that is: audit the financial statements. The proposed
standard is far too broad and far too reliant upon the work of inexperienced
and unqualifiedaudit professionals. Where is the boundarybetweensensible
policymakingand unreasonableenforcement?
The proposedstandardseems to suggestthat a needless and senseless
vaccine knownas the documentationof internalcontrolscan somehowcure
all that ails our capital markets. This is absurd. The realityis quite clearinternalcontrolsare far more complex and elusive. Documentationand
testingof those controlsby unqualified,inexperienced,and incompetent
auditorsis not and will not be an adequate prescription.
This will not help auditorsidentifyand detect nefarious executiveswho are
comfortable violatingtheir own responsibilitiesfor personalgain. Teresa
Sanders, the former Chief Auditorof HealthSouthtestifiedto Congress that
when you have a collusivefraud at the seniorlevels of management it is very
easy to defeat a financialstatementaudit. Why would an audit of internal
controlsas you have proposedbe any different? It would not be and therein
lays the problemwiththe proposedstandard.
If the PCAOB is seriousaboutimplementingreform,then you shouldtable
these proposedrules untilyou can adequately addressthe reform that is truly
needed. Rather then create a whole new opportunityfor auditorsto escape
responsibilityfor performingan adequate audit you shouldinsteadfocus on
definingrules that would make financial audits more effective. Insteadof
burdeningcompanieswithbureaucraticrequirementsthat providelittleif any
value or benefit- you should:
-

Establishrules that requireauditorsto be completelyindependentof
their auditclients. This mightincludeplacingrestrictionson the firm's
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ability to hire-back or hire-outtheir professionals to their clients. (A
common practicethat causes seriousissues/conflicts).
-

Bar auditorsfrom performingother lucrativeservicessuch as internal
audit and systemauditsfor their clients. This would includerequiring
the firms to disbandtheir tax, legal, and otherconsultingpracticesfrom
their audit business

-

Ban auditorsfrom entertainingtheir clientsand ban clientsfrom
entertaining their auditors. As seen in the HealthSouthsituationthese
close personal relationshipscaused the auditorsto shelve their
judgmentfor socialadvantage.

-

Restrictauditorsfrom assistingtheir clients in assessing, designing,
developinginternalcontrolsystemsthat they later need to rely upon to
executetheir audit. This obviousconflictimpairsindependenceand
underminesthe entire purposeof your intended rules. Companies
shouldengage other independentfirms to assistin providingthese
services and/or do the work themselvesinternally.

-

Table the impendingrules untilyou have sufficienttime to examine the
other more seriousissuesthat have contributedto failed audits.

Thank you for consideringthese observationsand commentsas you move
forward in the rulemakingprocess. It is importantthat accountingreform take
place. Unfortunatelythe proposedprescriptionmay not be the rightcure for
today's ailment.
Sincerely,

Rose Mary Woods

CC:

The Committee on Energy and Commero_
2125 Raybum House Office Building
Washington, DC 20515
(202) 225-2927
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Yellow Corporation
November 21, 2003
PCAOB
1666 K Street, N.W.
Washington, DC 20006
To Whom It May Concern:
After 45 days of reading and trying to determine how the proposed Auditing
Standard will be implemented; I believe the standard needs to be more flexible. The
concern is that more testing or evidence gathering may be performed then the
independent auditor, the Audit Committee or company management determines is
necessary. Performing testing or obtaining evidence only to meet a PCAOB
requirement is something we should all try to avoid. The watch word should be
“One size does not fit all”. Broad guidelines are needed, and make us work out the
detail process even as we ask for more guidance.
I will go into more detail using question eleven put the same holds true for
walkthroughs, reliance on who did the work or when the work was done. Audit
Committees have been significantly upgraded. If there is a difference of opinion
between the independent auditor and the company the Audit Committee should have
the responsibility to resolve the difference.
Question Eleven:
Is it appropriate to require the auditor to obtain evidence of the effectiveness of
controls for all relevant assertions for all significant accounts and disclosures every
year or may the auditor use some of the audit evidence obtained in previous years to
support his or her current opinion on management’s assessment?
The independent auditor should have the flexibility to rely on his or her judgment as
to when previous years can be used to support a current opinion. There are high
volume routine transactions that are significant to the financial statements but the
process does not change from year to year. An example may be accounts payable,
fixed assets, cash application and payroll. These areas are significant but may not
change from year to year. These are also areas where period to period and year to
year comparisons are made to monitor budgets and business forecasts. When to test
the application or how and if to gather evidence should be left to the judgment of the
auditor based on pervasive controls, the extent of the monitoring and other factors
she or he may want to consider.
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It is highly unlikely that a material misstatement will be found testing high volume
routine transactions. These are computer applications and if one is wrong they are
all wrong and that will be noticed.
As you are aware, material misstatements are more likely to occur in judgment areas
like reserves and accruals and that is where the testing is needed each year.
It is very likely that there will be situations where the auditor can and should rely on
evidence obtained in previous years to support his or her current opinion and they
should have the flexibility to do that.
Question Twenty-three:
Will auditors be able to effectively carry out their responsibility to evaluate the
effectiveness of the audit committee’s oversight?
No. You should get agreement on this question from the independent auditor, the
company and the audit committee. The independent auditor is not present at the
Board meetings or in the private meetings with management and that is where the
effectiveness is determined. The auditor can determine the qualifications of the
members but not their effectiveness. There is also the conflict of working for the
committee and than evaluating their effectiveness.
The effectiveness of the audit committee is a Board matter.

Sincerely,

Gary Mielke
Director Audit
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1666 K Street, N.W.
Washington, DC 20006
Telephone: (202) 207-9100
Facsimile: (202) 862-8430
www.pcaobus.org
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)
)
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AN AUDIT OF INTERNAL CONTROL
OVER FINANCIAL REPORTING
PERFORMED IN CONJUNCTION
WITH AN AUDIT OF FINANCIAL STATEMENTS

Summary:

Board
Contacts:

PCAOB Release No. 2004-001
March 9, 2004
PCAOB Rulemaking
Docket Matter No. 008

After public comment, the Public Company Accounting Oversight Board
(the "Board" or "PCAOB") has adopted Auditing Standard No. 2, An Audit
of Internal Control Over Financial Reporting Performed in Conjunction
With an Audit of Financial Statements. This standard is the standard on
attestation engagements referred to in Section 404(b) as well as Section
103(a)(2)(A) of the Sarbanes-Oxley Act of 2002 (the "Sarbanes-Oxley Act"
or "the Act"). The Board will submit this standard to the Securities and
Exchange Commission ("Commission" or "SEC") for approval pursuant to
Section 107 of the Sarbanes-Oxley Act of 2002 (the "Act"). This standard
will not take effect unless approved by the Commission.

Thomas Ray, Deputy Chief Auditor (202/207-9112; rayt@pcaobus.org),
Laura
Phillips,
Associate
Chief
Auditor
(202/207-9111;
phillipsl@pcaobus.org).
*

*

*

The series of business failures that began with Enron in late 2001 exposed
serious weaknesses in the system of checks and balances that were intended to protect
the interests of shareholders, pension beneficiaries and employees of public companies
– and to protect the confidence of the American public in the stability and fairness of
U.S. capital markets.
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From the boardroom to the executive suite, to the offices of accountants and
lawyers, the historic gatekeepers of this confidence were found missing or, worse,
complicit in the breaches of the public trust.
Congress responded to the corporate failures with the Sarbanes-Oxley Act of
2002, creating a broad, new oversight regime for auditors of public companies while
prescribing specific steps to address specific failures and codifying the responsibilities
of corporate executives, corporate directors, lawyers and accountants.
The merits, benefits, cost and wisdom of each of the prescriptions can and will
fuel debate. But the context for the passage of the Sarbanes-Oxley Act, and the
President's signing it into law on July 30, 2002, cannot be ignored: Corporate leaders
and advisors failed. People lost their livelihoods and their life savings. The faith of
America and the world in U.S. markets was shaken to the core.
In that context, the PCAOB adopted the standard for auditors to use when
assessing whether managers of a public company have accurately reported on
companies' internal controls over financial reporting.
Failures in internal control, particularly over financial reporting, were among the
specific concerns addressed by Congress in the Sarbanes-Oxley Act. Congress
required not just that management report on a company's internal control over financial
reporting, but that auditors attest to the accuracy of management's report.
The bottom line for Congress, and for the PCAOB, is the reliability of the
company's financial statements – statements relied on by shareholders, management,
directors, regulators, lenders, investors and the market at large.
To achieve reliable financial statements, internal controls must be in place to see
that records accurately and fairly reflect transactions in and dispositions of a company's
assets; to provide assurance that the records of transactions are sufficient to prepare
financial statements in accordance with generally accepted accounting principles, and
that receipts and expenditures are made only as authorized by management and
directors; and to make sure that steps are in place to prevent or detect theft,
unauthorized use or disposition of the company's assets of a value that could have a
material effect on the financial statements.
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In the simplest terms, investors can have much more confidence in the reliability
of a corporate financial statement if corporate management demonstrates that it
exercises adequate internal control over bookkeeping, the sufficiency of books and
records for the preparation of accurate financial statements, adherence to rules about
the use of company assets and the possibility of misappropriation of company assets.
The Sarbanes-Oxley Act, in Section 404, requires company management to
assess and report on the company's internal control. It also requires a company's
independent, outside auditors to issue an "attestation" to management's assessment –
in other words, to provide shareholders and the public at large with an independent
reason to rely on management's description of the company's internal control over
financial reporting.
Reliable financial reporting is too important to relegate an auditor's attestation to
a rubber-stamped endorsement of management's report on internal controls. As a
result, the PCAOB is requiring that auditors perform an audit of internal control over
financial reporting and to perform that audit in conjunction with the audit of a company's
financial statements.
The one audit cannot be separated from the other. The information the auditor
learns as a result of auditing the company's financial statements has a direct and
important bearing on the auditor's conclusion about the effectiveness of the company's
internal control over financial reporting.
Section 404 and the Board's requirements will entail extra work and, for
companies, extra expense, particularly in the first year of implementation. The PCAOB
will be vigilant in its inspections of accounting firms and conversations with issuers,
particularly small and medium-sized companies, to see that expense isn't increased for
its own sake.
The Board does not underestimate the demands this auditing standard will
impose on auditors and public companies. But in the end, the Board, public companies
and the accounting profession answer to the higher demand of accuracy, reliability and
fairness in the financial statements that provide the basis for trust in our financial
markets.
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A.

The Benefits of Effective Internal Control Over Financial Reporting

Companies use internal controls as checks on a variety of processes, including
financial reporting, operating efficiency and effectiveness, and compliance with
applicable laws and regulations. The Sarbanes-Oxley Act focuses on companies'
internal control over financial reporting.
Internal control over financial reporting consists of company policies and
procedures that are designed and operated to provide reasonable assurance about the
reliability of a company's financial reporting and its process for preparing and fairly
presenting financial statements in accordance with generally accepted accounting
principles. It includes policies and procedures for maintaining accounting records,
authorizing receipts and disbursements, and the safeguarding of assets.
Effective internal control over financial reporting is essential for a company to
effectively manage its affairs and to fulfill its obligation to its investors. A company's
management, its owners – public investors – and others must be able to rely on the
financial information reported by companies to make decisions.
Strong internal controls also provide better opportunities to detect and deter
fraud. For example, many frauds resulting in financial statement restatement relied
upon the ability of management to exploit weaknesses in internal control. To the extent
that internal control reporting can help restore investor confidence by improving the
effectiveness of internal controls (and reducing the incidence of fraud), assessments of
internal controls over financial reporting should emphasize controls that prevent or
detect errors as well as fraud.
Evaluating a company's internal control over financial reporting is not without
cost, but it provides many far-reaching benefits. Regular assessments, and reporting
on those assessments, can help management develop, maintain and improve existing
internal control. Assessments can identify cost-ineffective procedures, reduce costs of
processing accounting information, increase productivity of the company's financial
function, and simplify financial control systems. It also may result in fewer financial
statement restatements and less litigation.
The primary benefit of evaluations, however, is to provide the company, its
management, its board and audit committee, and its owners and other stakeholders
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with a reasonable basis on which to rely on the company's financial reporting. The
integrity of financial reporting represents the foundation upon which this country's public
markets are built.
As with many endeavors, internal control over financial reporting is a process that
involves human diligence and compliance and, consequently, can be intentionally
circumvented. As a result, no system of internal control over financial reporting,
regardless of how well it is designed and operating, can provide absolute assurance
that a company's financial statements are accurate.
Nevertheless, as companies develop processes to assist management in
assessing internal control and as auditors perform their evaluations, the assessment
process should result in a continuous strengthening of internal control over financial
reporting.
B.

Basis for Internal Control Reporting and the Board's Standard

Section 404(a) of the Sarbanes-Oxley Act requires the management of a public
company to assess the effectiveness of the company's internal control over financial
reporting as of the end of the company's most recent fiscal year and to include in the
company's annual report to shareholders management's conclusion, as a result of that
assessment, about whether the company's internal control is effective. The SEC
implemented Section 404(a) in a rule on June 5, 2003.1/
Section 404(b) of the Act requires the company's auditor to attest to and report
on the assessment made by the company's management. Sections 103(a)(2)(A) and
404(b) of the Act direct the PCAOB to establish professional standards governing the
independent auditor's attestation.
In April 2003, the Board adopted pre-existing professional standards as the
Board's interim standards, including a standard governing an auditor's attestation on
internal control. Mindful of the requirements of the Sarbanes-Oxley Act and the need to
evaluate the pre-existing standard, the Board convened a public roundtable discussion
1/

See Management's Reports on Internal Control Over Financial Reporting
and Certification of Disclosure in Exchange Act Periodic Reports, Securities and
Exchange Commission Release No. 33-8238 (June 5, 2003) [68 FR 36636].
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on July 29, 2003, to discuss issues and hear views related to reporting on internal
control. The participants included representatives from public companies, accounting
firms, investor groups, and regulatory organizations.
As a result of comments made at the roundtable, advice from the Board's staff,
and other input, the Board determined that the pre-existing standard governing an
auditor's attestation on internal control was insufficient for purposes of effectively
implementing the requirements of Section 404(b) of the Act and for the Board to
appropriately discharge the Board's standard-setting obligations under Section 103 of
the Act. In response, the Board developed and issued, on October 7, 2003, a proposed
auditing standard titled "An Audit of Internal Control over Financial Reporting in
Conjunction with An Audit of Financial Statements."
The Board received 193 comment letters from a variety of interested parties,
including auditors, investors, internal auditors, issuers, regulators, and others on a
broad array of topics. Those comments led to changes in the proposed standard,
intended to make the requirements of the standard clearer and more operational.
The Board has approved PCAOB Auditing Standard No. 2, implementing the
requirements of the Sarbanes-Oxley Act and incorporating comments received.
This release summarizes the process involved in conducting an audit of internal
control over financial reporting, other significant provisions of PCAOB Auditing Standard
No. 2 and some of the significant considerations of the Board when it initially proposed
this standard and when it evaluated the comments it received. The Board's detailed
analysis of the comments received and the Board's responses are contained in
Appendix E to the standard.
C.

The Audit of Internal Control Over Financial Reporting

In preparing PCAOB Auditing Standard No. 2, the Board was guided by a
number of broad considerations that have effect throughout the standard. Those broad
considerations included: that "attestation" is insufficient to describe the process of
assessing management's report on internal controls; that an audit of internal control
over financial reporting must be integrated with an audit of the company's financial
statements; and that the costs of the internal control audit be appropriate in
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consideration of the expected benefits to investors of improved internal control over
financial reporting.
D.

Attestation vs. Audit

Throughout Auditing Standard No. 2, the auditor's attestation of management's
assessment of the effectiveness of internal control is referred to as the audit of internal
control over financial reporting. The Board has noted, in comment letters and in other
communications, that some people have drawn a distinction between an "audit" and an
"attestation," suggesting that an attestation is a different type of engagement that
involves a lesser amount of work than an audit. This idea is erroneous. An attestation
engagement to examine management's assessment of internal control requires the
same level of work as an audit of internal control over financial reporting.
The objective of an audit of internal control over financial reporting is to form an
opinion "as to whether management's assessment of the effectiveness of the
registrant's internal control over financial reporting is fairly stated in all material
respects."2/ Further, Section 103(a)(2)(A)(iii) of the Act requires the auditor's report to
present an evaluation of whether the internal control structure provides reasonable
assurance that transactions are recorded as necessary, among other requirements.
Importantly, the auditor's conclusion will pertain directly to whether the auditor
can agree with management that internal control is effective, not just to the adequacy of
management's process for determining whether internal control is effective.
An auditing process restricted to evaluating what management has done would
not provide the auditor with a sufficiently high level of assurance that management's
conclusion is correct. The auditor needs to evaluate management's assessment
process to be satisfied that management has an appropriate basis for its conclusion.
The auditor, however, also needs to test the effectiveness of internal control to be
satisfied that management's conclusion is correct and, therefore, fairly stated. Indeed,
as the Board heard at the internal control roundtable and in comment letters, investors
expect the independent auditor to test whether the company's internal control over
financial reporting is effective, and Auditing Standard No. 2 requires the auditor to do
so.
2/

See SEC Regulation S-X 2-02(f), 17 C.F.R. 210.2-02(f).
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E.

Integrated Audit

PCAOB Auditing Standard No. 2 describes an integrated audit of the financial
statements and internal control over financial reporting. Accordingly, it is an integrated
standard that (1) addresses both the work that is required to audit internal control over
financial reporting and the relationship of that audit to the audit of the financial
statements and (2) refers to the attestation of management's assessment of the
effectiveness of the internal control as the audit of internal control over financial
reporting.
The Board decided that these audits should be integrated because the objectives
of, and work involved in performing, an audit of internal control over financial reporting
and an audit of the financial statements are closely related. Furthermore, Section
404(b) of the Sarbanes-Oxley Act provides that the auditor's attestation of
management's assessment of internal control shall not be the subject of a separate
engagement.
Each audit provides the auditor with information relevant to the auditor's
evaluation of the results of the other audit. For example, the auditor's discovery of
misstatements in the financial statements while performing financial statement auditing
procedures indicates that there may be weaknesses in the company's internal control
over financial reporting. Because of the significance of this interrelationship, the Board
has made it clear that, to conduct and report on the results of an audit of internal control
over financial reporting pursuant to Auditing Standard No. 2, the auditor also must audit
the company's financial statements.
Notwithstanding the fact that the two audits are interrelated, the integrated audit
results in two separate objectives: to express an opinion on management's assessment
of the effectiveness of the company's internal control over financial reporting and to
express an opinion on whether the financial statements are fairly stated.
F.

Cost

The Board is sensitive to the costs Section 404 and Auditing Standard No. 2 may
impose on all companies, particularly some small and medium-sized companies. The
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Board anticipates that most companies of all sizes will experience the highest cost of
complying with Section 404 during the first year of implementation.
Internal control is not "one-size-fits-all," and the nature and extent of controls that are
necessary depend, to a great extent, on the size and complexity of the company.
Large, complex, multi-national companies, for example, are likely to need extensive and
sophisticated internal control systems.
In smaller companies, or in companies with less complex operations, the ethical
behavior and core values of a senior management group that is directly involved in daily
interactions with both internal and external parties might reduce the need for elaborate
internal control systems. The Board expects that the auditor will exercise reasonable
professional judgment in determining the extent of the audit of internal control and
perform only those tests that are necessary to ascertain the effectiveness of the
company's internal control.
Management is required to base its assessment of the effectiveness of the
company's internal control over financial reporting on a suitable, recognized control
framework established by a body of experts that followed due-process procedures to
develop the framework.
In the United States, the Committee of Sponsoring
Organizations ("COSO") of the Treadway Commission has published Internal Control –
Integrated Framework. COSO's publication (also referred to simply as COSO) provides
a suitable framework for purposes of management's assessment.
The directions in Auditing Standard No. 2 are based on the internal control
framework established by COSO because of the frequency with which management of
public companies are expected to use that framework for their assessments. Other
suitable frameworks have been published in other countries and likely will be published
in the future. Although different frameworks may not contain exactly the same elements
as COSO, they should have elements that encompass all of COSO's general themes.
The auditor should therefore be able to apply the concepts and guidance in Auditing
Standard No. 2 in a reasonable manner if management uses a suitable framework other
than COSO.
The Board believes that the special considerations for small and medium-sized
companies included within COSO provide well for the auditor's use of such judgment,
more so than the appendix that the Board's proposed standard originally included. For
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this reason, the proposed appendix was removed from Auditing Standard No. 2 and
replaced with a direct reference to the special considerations within COSO.
The Board also was cognizant of audit costs in its consideration of the
appropriate extent to which the auditor may use the work of internal auditors and others
to support the auditor's opinion on internal control effectiveness. Auditing Standard No.
2 provides the auditor with significant flexibility in using the relevant work of highly
competent and objective personnel, while also requiring the auditor to obtain through his
or her own auditing procedures a meaningful portion of the evidence that supports the
auditor's opinion. The Board believes it has achieved an appropriate balance of work
between the auditor and others that will ensure a high quality audit of internal control
and that have the complementary benefit of encouraging companies to invest in
competent and objective internal audit functions.
G.

The Audit Process

An audit of internal control over financial reporting is an extensive process
involving several steps, including planning the audit, evaluating the process
management used to perform its assessment of internal control effectiveness, obtaining
an understanding of the internal control, evaluating the effectiveness of both the design
and operation of the internal control, and forming an opinion about whether internal
control over financial reporting is effective.
The auditor's objective is to express an opinion about whether management's
assessment, or conclusion, on the effectiveness of internal control over financial
reporting is stated fairly, in all material respects. To support his or her opinion, the
auditor must obtain evidence about whether internal control over financial reporting is
effective. The auditor obtains this evidence in several ways, including evaluating and
testing management's assessment process; evaluating and testing work on internal
control performed by others, such as internal auditors; and testing the effectiveness of
the controls himself or herself.
H.

Auditor Independence

The Sarbanes-Oxley Act, and the SEC rules implementing Section 404(a) of the
Act, require the auditor to be independent to perform an audit of internal control over
financial reporting. Under the SEC's Rule 2-01 on auditor independence, an auditor
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impairs his or her independence if the auditor audits his or her own work, including any
work on designing or implementing an audit client's internal control system. PCAOB
Auditing Standard No. 2 explicitly prohibits the auditor from accepting an engagement to
provide an audit client with an internal control-related service that has not been
specifically pre-approved by the audit committee. That is, the audit committee cannot
pre-approve internal control-related services as a category, but must approve each
service.
I.

Key Provisions of Audit Standard No. 2
1.

Evaluating Management's Assessment

The natural starting place for the audit of a company's internal control over
financial reporting is management's assessment.
By evaluating management's
assessment, an auditor can have confidence that management has a basis for
expressing its conclusion on the effectiveness of internal control. Such an evaluation
also provides information that will help the auditor understand the company's internal
control, helps the auditor plan the work necessary to complete the audit, and provides
some of the evidence the auditor will use to support his or her opinion.
The work that management performs in connection with its assessment can have
a significant effect on the nature, timing, and extent of the work the independent auditor
will need to perform. Auditing Standard No. 2 allows the auditor to use, to a reasonable
degree, the work performed by others. The more extensive and reliable management's
assessment is, the less extensive and costly the auditor's work will need to be.
Also, the more clearly management documents its internal control over financial
reporting, the process used to assess the effectiveness of the internal control, and the
results of that process, the easier it will be for the auditor to understand the internal
control, confirm that understanding, evaluate management's assessment, and plan and
perform the audit of internal control over financial reporting. This too should translate
into reduced professional fees for the audit of internal control over financial reporting.
2.

Obtaining an Understanding of Internal Control Over Financial Reporting,
Including Performing Walkthroughs

File No. PCAOB-2004-03 Page No. 1678

PCAOB Release 2004-001
March 9, 2004
Page 12

RELEASE
The auditor should understand how internal control over financial reporting is
designed and operates to evaluate and test its effectiveness. The auditor obtains a
substantial amount of this understanding when evaluating management's assessment
process.
The auditor also should be satisfied, however, that the controls actually have
been implemented and are operating as designed. Thus, while inquiry of company
personnel and a review of management's assessment process provide the auditor with
an understanding of how the system of internal control is designed and operates, they
are insufficient by themselves. Other procedures are necessary for the auditor to
confirm his or her understanding.
Auditing Standard No. 2 directs the auditor to confirm his or her understanding by
performing procedures that include making inquiries of and observing the personnel
who actually perform the controls; reviewing documents that are used in, and that result
from, the application of the controls; and comparing supporting documents (for example,
sales invoices, contracts, and bills of lading) to the accounting records.
The most effective means of accomplishing this objective is for the auditor to
perform "walkthroughs" of the company's significant processes. To introduce a powerful
efficiency, and because of the importance of several other objectives that walkthroughs
accomplish, Auditing Standard No. 2 requires the auditor to perform walkthroughs in
each annual audit of internal control over financial reporting.
In a walkthrough, the auditor traces a transaction from each major class of
transactions from origination, through the company's accounting and information
systems and financial report preparation processes, to it being reported in the
company's financial statements. Walkthroughs provide the auditor with audit evidence
that supports or refutes his or her understanding of the process flow of transactions, the
design of controls, and whether controls are in operation. Walkthroughs also help the
auditor to determine whether his or her understanding is complete and provide
information necessary for the auditor to evaluate the effectiveness of the design of the
internal control over financial reporting.
Because of the judgment that a walkthrough requires and the significance of the
objectives that walkthroughs allow the auditor to achieve, Auditing Standard No. 2
requires the auditor to perform the walkthroughs himself or herself. In other words,
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Auditing Standard No. 2 does not allow the auditor to use the work performed by
management or others to satisfy the requirement to perform walkthroughs. However, to
provide additional evidence, the auditor may also review walkthroughs that have been
performed and documented by others.
The walkthroughs also must be done in each annual audit of internal control over
financial reporting. Important objectives of walkthroughs are to confirm that the auditor's
understanding of the controls is correct and complete. Without actually "walking"
transactions through the significant processes each year, there is too high a risk that
changes to the processes would go undetected by the auditor.
Because of the significance of the objectives they are intended to achieve, and
the judgment necessary to their effective performance, walkthroughs should be
performed by appropriately experienced auditors. Inexperienced audit personnel who
participate in walkthroughs should be supervised closely so that the conditions
encountered in the walkthroughs are considered appropriately and that the information
obtained in the walkthroughs is appropriately documented.
3.

Identifying Significant Accounts and Relevant Assertions

As a part of obtaining an understanding of internal control, the auditor also
determines which controls should be tested, either by the auditor, management, or
others. Auditing Standard No. 2 requires that the auditor obtain evidence about the
operating effectiveness of internal control over financial reporting for all relevant
assertions for all significant accounts or disclosures. This requirement relies heavily on
two concepts: significant account and relevant assertion.
Auditing standards implicitly recognize that some accounts are more significant
than others. Auditing Standard No. 2 provides additional direction on how to determine
significant accounts for purposes of the audit of internal control over financial reporting.
In short, the auditor begins by performing a quantitative evaluation of accounts at the
financial-statement caption or note-disclosure level. Then the auditor expands the
evaluation to include qualitative factors, such as differing risks, company organization
structure, and other factors, which would likely result in additional accounts being
identified as significant.
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Financial statement amounts and disclosures embody financial statement
assertions. Does the asset exist, or did the transaction occur? Has the company
included all loans outstanding in its loans payable account? Have marketable
investments been valued properly? Does the company have the rights to the accounts
receivable, and are the loans payable the proper obligation of the company? Are the
amounts in the financial statements appropriately presented, and is there adequate
disclosure about them? Answering these questions helps the auditor to identify the
relevant financial statement assertions for which the company should have controls.
Identifying "relevant" assertions is a familiar process for experienced auditors,
and because of the importance relevant assertions play in the required extent of testing,
Auditing Standard No. 2 provides additional direction.
Similarly, experienced auditors are familiar with identifying significant processes
and major classes of transactions. Major classes of transactions are those groupings of
transactions that are significant to the company's financial statements. For example, at
a company for which sales may be initiated by customers through personal contract in a
retail store or electronically using the Internet, these would be two major classes of
transactions within the sales process (if they were both significant to the company's
financial statements). Because of the importance of significant processes and major
classes of transaction in the design of the auditor's procedures, Auditing Standard No. 2
provides additional direction here, too.
4.

Testing and Evaluating the Effectiveness of the Design of Controls

To be effective, internal controls must be designed properly, and all the controls
necessary to provide reasonable assurance about the fairness of a company's financial
statements should be in place and performed by appropriately qualified people who
have the authority to implement them. At some point during the internal control audit,
the auditor will need to make a determination as to whether the controls would be
effective if they were operated as designed, and whether all the necessary controls are
in place. This is known as design effectiveness.
The procedures the auditor performs to test and evaluate design effectiveness
include inquiries of company personnel, observation of internal controls, walkthroughs,
and a specific evaluation of whether the controls are likely to prevent or detect financial
statement misstatements if they operate as designed. Auditing Standard No. 2 adopts
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these methods of testing and evaluating design effectiveness. The last step is
especially important because it calls for the auditor to apply professional judgment and
knowledge of and experience with internal control over financial reporting to his or her
understanding of the company's controls.
5.

Testing Operating Effectiveness

Auditing Standard No. 2 requires the auditor to obtain evidence about the
operating effectiveness of controls related to all relevant financial statement assertions
for all significant accounts and disclosures in the financial statements.
For this reason, in addition to being satisfied as to the effectiveness of the design
of the internal controls, the auditor performs tests of controls to obtain evidence about
the operating effectiveness of the controls. These tests include a mix of inquiries of
appropriate company personnel, inspection of relevant documentation, such as sales
orders and invoices, observation of the controls in operation, and reperformance of the
application of the control.
Auditing Standard No. 2 directs required tests of controls to "relevant assertions"
rather than to "significant controls." To comply with the requirements of Auditing
Standard No. 2, the auditor would apply tests to those controls that are important to
fairly presenting each relevant assertion in the financial statements. It is neither
necessary to test all controls nor is it necessary to test redundant controls (unless
redundancy is itself a control objective, as in the case of certain computer controls).
However, the emphasis is better placed on addressing relevant assertions (because
those are the points where misstatements could occur) rather than significant controls.
This emphasis encourages the auditor to identify and test controls that address the
primary areas where misstatements could occur, yet limits the auditor's work to the
necessary controls.
Expressing the extent of testing in this manner also resolves the issue of the
extent of testing from year to year (the "rotating tests of controls" issue). Auditing
Standard No. 2 states that the auditor should vary testing from year to year, both to
introduce unpredictability into the testing and to respond to changes at the company.
However, each year's audit must stand on its own. Therefore, the auditor must obtain
evidence of the effectiveness of controls for all relevant assertions for all significant
accounts and disclosures every year.
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At the Board's roundtable, public company representatives and auditors indicated
that providing examples of extent-of-testing decisions would be helpful. The proposed
auditing standard included several examples, which have been retained in Appendix B
of Auditing Standard No. 2.
6.

Timing of Testing

The Act requires management's assessment and the auditor's opinion to address
whether internal control was effective as of the end of the company's most recent fiscal
year, in other words, as of a point-in-time. Performing all of the testing on December 31
is neither practical nor appropriate, however. To form a basis to express an opinion
about whether internal control was effective as of a point in time requires the auditor to
obtain evidence that the internal control operated effectively over an appropriate period
of time. Auditing Standard No. 2 recognizes this and allows the auditor to obtain
evidence about operating effectiveness at different times throughout the year, provided
that the auditor updates those tests or obtains other evidence that the controls still
operated effectively at the end of the company's fiscal year.
7.

Using the Work of Others

The auditor must consider other relevant and available information about internal
control when evaluating internal control effectiveness. In this regard, Auditing Standard
No. 2 requires the auditor to understand the results of procedures performed by others,
for example, internal auditors, other company personnel, and third parties working
under the direction of management, on internal control over financial reporting.
At a minimum, the auditor should consider the results of those tests in designing
the audit approach and ultimately in forming an opinion on the effectiveness of internal
control over financial reporting. To this end, Auditing Standard No. 2 requires the
auditor to review all reports issued during the year by internal audit (or similar functions,
such as loan review in a financial institution) that address internal controls over financial
reporting and evaluate any internal control deficiencies identified in those reports.
Additionally, the auditor may use the results of testing by others to alter the
nature, timing, and extent of his or her tests of controls. At the Board's roundtable and
in comment letters, public companies indicated their concern that at some point, the
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Board's standard could require an excessive amount of retesting by the auditor in order
to use the work of others, especially internal auditors, and would inappropriately restrict
the auditor's ability to use the work of internal auditors and others.
Public companies were particularly sensitive to this issue because of its direct
bearing on the cost of complying with Section 404. On the other hand, the federal bank
regulators indicated that experience with the Federal Deposit Insurance Corporation
Improvement Act of 1991 ("FDICIA"), which requires internal control reporting similar to
Section 404 of the Act, revealed instances in which the auditor used the work of internal
auditors to an inappropriately high degree, where the auditor himself or herself did not
perform sufficient work to provide a reasonable basis for his or her opinion.
The directions in Auditing Standard No. 2 for using the work of others are based
on the same concepts as Statement on Auditing Standards ("SAS") No. 65, Auditor's
Consideration of the Internal Audit Function in an Audit of the Financial Statements.3/
However, because the subject matter in an audit of internal control – the effectiveness
of the controls – is different from the subject matter in an audit of financial statements –
the reliability of the financial amounts and disclosures – some adaptation of SAS No. 65
was required.
The competence and objectivity factors described in SAS No. 65 were adapted to
the evaluation of persons other than internal auditors, such as members of financial
management, and the evaluation of the nature of the items tested by others was
adapted to the context of an audit of internal control over financial reporting rather than
an audit of financial statements. Additionally, Auditing Standard No. 2 creates an
overall boundary on the use of the work of others in an audit of internal control over
financial reporting not contained in SAS No. 65 by requiring that the auditor's own work
provide the principal evidence for the audit opinion.
Auditing Standard No. 2 describes an evaluation process, focusing on the nature
of the controls subject to the work of others and the competence and objectivity of the
3/

The Board adopted the generally accepted auditing standards, as
described in the American Institute of Certified Public Accountants' ("AICPA") Auditing
Standards Board's ("ASB") SAS No. 95, Generally Accepted Auditing Standards, as in
existence on April 16, 2003, on an initial, transitional basis. SAS No. 65 is one of those
standards.
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persons who performed the work, that the auditor should use in determining the extent
to which he or she may use the work of others.
For example, based on the nature of the controls in the control environment, the
auditor should not use the work of others to reduce the amount of work he or she
performs on the control environment. On the other hand, the auditor could use the work
of others to test controls over the period-end financial reporting process. However,
given the nature of these controls, the auditor would normally determine that he or she
should perform more of these tests himself or herself, and that for any of the work of
others the auditor used, the degree of competence and objectivity of the individuals
performing the work should be high. Therefore, the auditor might use the work of
internal auditors in this area to some degree but not the work of others within the
company. Because of the importance of these decisions, Auditing Standard No. 2
provides additional direction.
Auditing Standard No. 2 also requires that, on an overall basis, the auditor's own
work must provide the principal evidence for the audit opinion. Because the amount of
work related to obtaining sufficient evidence to support an opinion about the
effectiveness of controls is not susceptible to precise measurement, the auditor's
judgment as to whether he or she has obtained the principal evidence for the opinion
will be qualitative as well as quantitative. For example, the auditor might give more
weight to work performed on pervasive controls and in areas such as the control
environment than on other controls such as controls over routine, low-risk transactions.
Also, the work the auditor performs in the control environment and walkthroughs provide
an important part of the principal evidence the auditor needs to obtain.
These principles interact to provide the auditor with considerable flexibility in
using the work of others and also prevent inappropriate over-reliance on the work of
others. Although Auditing Standard No. 2 requires that the auditor reperform some of
the tests performed by others in order to use their work, it does not set any specific
requirement on the extent of the reperformance. For example, the standard does not
require that the auditor reperform tests of controls over all significant accounts for which
the auditor uses the work of others. Rather, Auditing Standard No. 2 relies on the
auditor's judgment, such that the re-testing is sufficient to enable the auditor to evaluate
the quality and effectiveness of the work.
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This considerable flexibility in using the work of others should translate into a
strong encouragement for companies to develop high-quality internal audit, compliance,
and other such functions. The more highly competent and objective these functions
are, and the more thorough their testing, the more the auditor will be able to use their
work.
8.

Evaluating the Results of Testing

Both management and the auditor may identify deficiencies in internal control
over financial reporting. A control deficiency exists when the design or operation of a
control does not allow the company's management or employees, in the normal course
of performing their assigned functions, to prevent or detect misstatements on a timely
basis.
Auditing Standard No. 2 requires the auditor to evaluate the severity of all
identified control deficiencies because such deficiencies can have an effect on the
auditor's overall conclusion about whether internal control is effective. The auditor also
has a responsibility to make sure that certain parties, such as the audit committee, are
aware of control deficiencies that rise to a certain level of severity.
Under Auditing Standard No. 2, a control deficiency (or a combination of internal
control deficiencies) should be classified as a significant deficiency if, by itself or in
combination with other control deficiencies, it results in more than a remote likelihood of
a misstatement of the company's annual or interim financial statements that is more
than inconsequential will not be prevented or detected. A significant deficiency should
be classified as a material weakness if, by itself or in combination with other control
deficiencies, it results in more than a remote likelihood that a material misstatement in
the company's annual or interim financial statements will not be prevented or detected.
The definitions of significant deficiency and material weakness focus on
likelihood and magnitude as the framework for evaluating deficiencies. The Board
anticipates that this framework will bring increased consistency to these evaluations yet
preserve an appropriate degree of judgment. Additionally, Auditing Standard No. 2
includes examples of how these definitions would be applied in several different
scenarios.
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Auditing Standard No. 2 requires the auditor to communicate in writing to the
company's audit committee all significant deficiencies and material weaknesses of
which the auditor is aware. The auditor also is required to communicate to the
company's management, in writing, all control deficiencies of which he or she is aware
that have not previously been communicated in writing to management and to notify the
audit committee that such communication has been made.
9.

Identifying Significant Deficiencies

Auditing Standard No. 2 identifies a number of circumstances that, because of
their likely significant negative effect on internal control over financial reporting, are
significant deficiencies as well as strong indicators that a material weakness exists,
including –
•

Ineffective oversight of the company's external financial reporting and
internal control over financial reporting by the company's audit committee.
Effective oversight by the company's board of directors, including its audit
committee, is essential to the company's achievement of its objectives and
is an integral part of a company's monitoring of internal control. In addition
to requiring the audit committee to oversee the company's external
financial reporting and internal control over financial reporting, the Act
makes the audit committee directly responsible for the appointment,
compensation, and oversight of the work of the auditor. Thus, an
ineffective audit committee can have detrimental effects on the company
and its internal control over financial reporting, as well as on the
independent audit. Auditing Standard No. 2 requires that, as part of
evaluating the control environment and monitoring components of internal
control, the auditor assess the effectiveness of the audit committee's
oversight of the external financial reporting process and internal control
over financial reporting.
To be sure, the company's board of directors is responsible for evaluating
the performance and effectiveness of the audit committee. Auditing
Standard No. 2 does not suggest that the auditor is responsible for
performing a separate and distinct evaluation of the audit committee. If
the auditor concludes that oversight by the audit committee is ineffective,
however, the auditor must communicate that specific significant
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deficiency, or material weakness as the case may be, in writing to the
board of directors.
Normally, the auditor's interests and the audit committee's interests will be
aligned: both should be interested in fairly presented financial statements,
effective internal control over financial reporting, and an effective audit
process. The Board recognizes that a theoretical conflict of interest
results from the audit committee's responsibility to hire and fire the auditor.
However, this type of conflict is one that experienced auditors are
accustomed to bearing and that investors expect an auditor to address:
when the auditor determines that its overseer is ineffective (which
significantly impairs the effectiveness of the financial reporting process),
the auditor must speak up.
•

Material misstatement in the financial statements not initially identified by
the company's internal controls. As previously stated, the audit of internal
control over financial reporting and the audit of the company's financial
statements are an integrated activity and are required by the Act to be a
single engagement. The results of the work performed in a financial
statement audit provide evidence to support the auditor's conclusions on
the effectiveness of internal control, and vice-versa. Therefore, if the
auditor discovers a material misstatement in the financial statements as a
part of the audit of the financial statements, the auditor should consider
whether internal control over financial reporting is effective. That the
company's internal controls did not first detect the misstatement is,
therefore, a strong indicator that the company's internal control over
financial reporting is ineffective.
Timing might be a concern for some issuers, particularly as it relates to
making preliminary drafts of the financial statements available to the
auditor. However, changes to the financial statement preparation process
that increase the likelihood that the financial information is correct prior to
providing it to the auditors likely will result in an improved control
environment. The auditor also must exercise judgment when performing
this evaluation. For example, if the auditor initially identified a material
misstatement in the financial statements but, given the circumstances,
determined that management would have found the misstatement on a
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timely basis before the financial statements were made publicly available,
the auditor might appropriately determine that the circumstance was a
significant deficiency but not a material weakness.
•

Significant deficiencies that have been communicated to management and
the audit committee, but that remain uncorrected after reasonable periods
of time. Significant deficiencies in internal control that are not also
determined to be material weaknesses, as defined in the proposed
auditing standard, are not so severe as to require the auditor to conclude
that internal control is ineffective. However, these deficiencies are,
nonetheless, significant, and the auditor should expect the company to
correct them. If, however, management fails to correct significant
deficiencies within a reasonable period of time, that situation reflects
poorly on tone-at-the-top, and directly on the control environment as a
whole. Additionally, the significance of the deficiency can change over
time (for example, major changes in sales volume or added complexity in
sales transaction structures might increase the severity of a significant
deficiency affecting sales).

10.

Forming an Opinion and Reporting

Auditing Standard No. 2 permits the auditor to express an unqualified opinion if
the auditor has identified no material weaknesses in internal control after having
performed all of the procedures that the auditor considers necessary in the
circumstances. In the event that the auditor cannot perform all of the procedures that
the auditor considers necessary in the circumstances, Auditing Standard No. 2 permits
the auditor to either qualify or disclaim an opinion. If an overall opinion cannot be
expressed, Auditing Standard No. 2 requires the auditor to explain why.4/
4/

See also SEC Regulation S-X 2-02(f), 17 C.F.R. § 212.2-02(f) ("The
attestation report on management's assessment of internal control over financial
reporting shall be dated, signed manually, identify the period covered by the report and
clearly state the opinion of the accountant as to whether management's assessment of
the effectiveness of the registrant's internal control over financial reporting is fairly
stated in all material respects, or must include an opinion to the effect that an overall
opinion cannot be expressed. If an overall opinion cannot be expressed, explain why.").
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In addition, the auditor's report is to include two opinions as a result of the audit
of internal control over financial reporting: one on management's assessment and one
on the effectiveness of internal control over financial reporting. The Board decided that
two opinions will most clearly communicate to report readers the nature and results of
the work performed and most closely track with the requirements of Sections 404 and
103 of the Act.
11.

No Disclosure of Significant Deficiencies

The auditor's report must follow the same disclosure model as management's
assessment. The SEC's final rules implementing Section 404(a) require management's
assessment to disclose only material weaknesses, not significant deficiencies.
Therefore, because management's assessment will disclose only material weaknesses,
the auditor's report may disclose only material weaknesses.5/
12.

Material Weaknesses Result in Adverse Opinion on Internal Control

The previously existing attestation standard provided that when the auditor
identified a material weakness in internal control, depending on the significance of the
material weakness and its effect on the achievement of the objectives of the control
criteria, the auditor might qualify his or her opinion ("except for the effect of the material
weakness, internal control was effective") or might express an adverse opinion ("internal
control over financial reporting was not effective").
The SEC's final rules implementing Section 404(a) state that "Management is not
permitted to conclude that the registrant's internal control over financial reporting is
effective if there are one or more material weaknesses in the registrant's internal control
over financial reporting." In other words, in such a case, management must conclude

5/

It should be noted, however, that the final rules indicated that an
aggregation of significant deficiencies may constitute a material weakness in a
company's internal control over financial reporting, in which case disclosure would be
required. See Final Rule: Management's Reports in Internal Control Over Financial
Reporting and Certification of Disclosure in Exchange Act Periodic Reports, Securities
and Exchange Commission Release No. 33-8238, (June 5, 2003) [68 FR 36636].
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that internal control is not effective (i.e., a qualified or "except for" conclusion is not
allowed).
Similar to the reporting of significant deficiencies, the reporting model for the
auditor must follow the required reporting model for management. Therefore, because
management is required to express an "adverse" conclusion in the event a material
weakness exists, the auditor's opinion on the effectiveness of internal control over
financial reporting must also be adverse; Auditing Standard No. 2 does not permit a
qualified opinion in the event of a material weakness. However, Auditing Standard No.
2 also requires an opinion on management's assessment in every audit report.
In the event of a material weakness, the auditor could express an unqualified
opinion on management's assessment, so long as management properly identified the
material weakness and concluded in their assessment that internal control was not
effective.
If the auditor and management disagree about whether a material weakness
exists (i.e., the auditor concludes a material weakness exists but management does not
and therefore makes the conclusion in its assessment that internal control is effective),
then the auditor would render an adverse opinion on management's assessment.
The Board chose for the auditor's report to express two opinions in part because
it would be more informative when a material weakness exists.
13.

Testing Controls Intended to Prevent or Detect Fraud

Strong internal controls provide better opportunities to detect and deter fraud.
For example, many frauds resulting in financial statement restatement relied upon the
ability of management to exploit weaknesses in internal control. To the extent that the
internal control reporting required by Section 404 can help restore investor confidence
by improving the effectiveness of internal controls (and reducing the incidence of fraud),
the auditing standard on performing the audit of internal control over financial reporting
should emphasize controls that prevent or detect errors as well as fraud. For this
reason, Auditing Standard No. 2 specifically addresses and emphasizes the importance
of controls over possible fraud and requires the auditor to test controls specifically
intended to prevent or detect fraud that is reasonably possible to result in material
misstatement of the financial statements.
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*

*

*

On the 9th day of March, in the year 2004, the foregoing was, in accordance with
the bylaws of the Public Company Accounting Oversight Board,

ADOPTED BY THE BOARD.

/s/ J. Gordon Seymour
J. Gordon Seymour
Acting Secretary
March 9, 2004

APPENDIX – Auditing Standard No. 2 – An Audit of Internal Control Over Financial
Reporting Performed in Conjunction with an Audit of Financial Statements
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Applicability of Standard
1.
This standard establishes requirements and provides directions that apply when
an auditor is engaged to audit both a company's financial statements and
management's assessment of the effectiveness of internal control over financial
reporting.
Note: The term auditor includes both public accounting firms registered with the
Public Company Accounting Oversight Board ("PCAOB" or the "Board") and
associated persons thereof.
2.
A company subject to the reporting requirements of the Securities Exchange Act
of 1934 (an "issuer") is required to include in its annual report a report of management
on the company's internal control over financial reporting. Registered investment
companies, issuers of asset-backed securities, and nonpublic companies are not
subject to the reporting requirements mandated by Section 404 of the Sarbanes-Oxley
Act of 2002 (the "Act") (PL 107-204). The report of management is required to contain
management's assessment of the effectiveness of the company's internal control over
financial reporting as of the end of the company's most recent fiscal year, including a
statement as to whether the company's internal control over financial reporting is
effective. The auditor that audits the company's financial statements included in the
annual report is required to attest to and report on management's assessment. The
company is required to file the auditor's attestation report as part of the annual report.
Note: The term issuer means an issuer (as defined in Section 3 of the Securities
Exchange Act of 1934), the securities of which are registered under Section 12 of
that Act, or that is required to file reports under Section 15(d) of that Act, or that
files or has filed a registration statement with the Securities and Exchange
Commission ("SEC" or "Commission") that has not yet become effective under
the Securities Act of 1933, and that it has not withdrawn.
Note: Various parts of this standard summarize legal requirements imposed on
issuers by the SEC, as well as legal requirements imposed on auditors by
regulatory authorities other than the PCAOB. These parts of the standard are
intended to provide context and to promote the auditor's understanding of the
relationship between his or her obligations under this standard and his or her
other legal responsibilities. The standard does not incorporate these legal
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requirements by reference and is not an interpretation of those other
requirements and should not be so construed. (This Note does not apply to
references in the standard to the existing professional standards and the Board's
interim auditing and related professional practice standards.)
3.
This standard is the standard on attestation engagements referred to in Section
404(b) of the Act. This standard is also the standard referred to in Section
103(a)(2)(A)(iii) of the Act. Throughout this standard, the auditor's attestation of
management's assessment of the effectiveness of internal control over financial
reporting required by Section 404(b) of the Act is referred to as the audit of internal
control over financial reporting.
Note: The two terms audit of internal control over financial reporting and
attestation of management's assessment of the effectiveness of internal control
over financial reporting refer to the same professional service. The first refers to
the process, and the second refers to the result of that process.

Auditor's Objective in an Audit of Internal Control Over
Financial Reporting
4.
The auditor's objective in an audit of internal control over financial reporting is to
express an opinion on management's assessment of the effectiveness of the company's
internal control over financial reporting. To form a basis for expressing such an opinion,
the auditor must plan and perform the audit to obtain reasonable assurance about
whether the company maintained, in all material respects, effective internal control over
financial reporting as of the date specified in management's assessment. The auditor
also must audit the company's financial statements as of the date specified in
management's assessment because the information the auditor obtains during a
financial statement audit is relevant to the auditor's conclusion about the effectiveness
of the company's internal control over financial reporting. Maintaining effective internal
control over financial reporting means that no material weaknesses exist; therefore, the
objective of the audit of internal control over financial reporting is to obtain reasonable
assurance that no material weaknesses exist as of the date specified in management's
assessment.
5.
To obtain reasonable assurance, the auditor evaluates the assessment
performed by management and obtains and evaluates evidence about whether the
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internal control over financial reporting was designed and operated effectively. The
auditor obtains this evidence from a number of sources, including using the work
performed by others and performing auditing procedures himself or herself.
6.
The auditor should be aware that persons who rely on the information concerning
internal control over financial reporting include investors, creditors, the board of
directors and audit committee, and regulators in specialized industries, such as banking
or insurance. The auditor should be aware that external users of financial statements
are interested in information on internal control over financial reporting because it
enhances the quality of financial reporting and increases their confidence in financial
information, including financial information issued between annual reports, such as
quarterly information. Information on internal control over financial reporting is also
intended to provide an early warning to those inside and outside the company who are
in a position to insist on improvements in internal control over financial reporting, such
as the audit committee and regulators in specialized industries. Additionally, Section
302 of the Act and Securities Exchange Act Rule 13a-14(a) or 15d-14(a),1/ whichever
applies, require management, with the participation of the principal executive and
financial officers, to make quarterly and annual certifications with respect to the
company's internal control over financial reporting.

Definitions Related to Internal Control Over Financial Reporting
7.
For purposes of management's assessment and the audit of internal control over
financial reporting in this standard, internal control over financial reporting is defined as
follows:
A process designed by, or under the supervision of, the company's principal
executive and principal financial officers, or persons performing similar functions,
and effected by the company'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 with generally accepted accounting principles and includes those
policies and procedures that:

1/

applies.

See 17 C.F.R. 240.13a-14(a) or 17 C.F.R. 240.15d-14(a), whichever
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(1)

Pertain to the maintenance of records that, in reasonable detail, accurately
and fairly reflect the transactions and dispositions of the assets of the
company;

(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 company are being made only in accordance with
authorizations of management and directors of the company; and

(3)

Provide reasonable assurance regarding prevention or timely detection of
unauthorized acquisition, use or disposition of the company's assets that
could have a material effect on the financial statements.

Note: This definition is the same one used by the SEC in its rules requiring
management to report on internal control over financial reporting, except the
word "registrant" has been changed to "company" to conform to the wording in
this standard. (See Securities Exchange Act Rules 13a-15(f) and 15d-15(f).2/)
Note: Throughout this standard, internal control over financial reporting
(singular) refers to the process described in this paragraph. Individual controls or
subsets of controls are referred to as controls or controls over financial reporting.
8.
A control deficiency exists when the design or operation of a control does not
allow management or employees, in the normal course of performing their assigned
functions, to prevent or detect misstatements on a timely basis.
•

A deficiency in design exists when (a) a control necessary to meet the
control objective is missing or (b) an existing control is not properly
designed so that, even if the control operates as designed, the control
objective is not always met.

•

A deficiency in operation exists when a properly designed control does not
operate as designed, or when the person performing the control does not

2/

See 17 C.F.R. 240, 13a-15(f) and 15d-15(f).
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possess the necessary authority or qualifications to perform the control
effectively.
9.
A significant deficiency is a control deficiency, or combination of control
deficiencies, that adversely affects the company's ability to initiate, authorize, record,
process, or report external financial data reliably in accordance with generally accepted
accounting principles such that there is more than a remote likelihood that a
misstatement of the company's annual or interim financial statements that is more than
inconsequential will not be prevented or detected.
Note: The term "remote likelihood" as used in the definitions of significant
deficiency and material weakness (paragraph 10) has the same meaning as the
term "remote" as used in Financial Accounting Standards Board Statement No.
5, Accounting for Contingencies ("FAS No. 5"). Paragraph 3 of FAS No. 5 states:
When a loss contingency exists, the likelihood that the future event or
events will confirm the loss or impairment of an asset or the incurrence of
a liability can range from probable to remote. This Statement uses the
terms probable, reasonably possible, and remote to identify three areas
within that range, as follows:
a.
b.
c.

Probable. The future event or events are likely to occur.
Reasonably possible. The chance of the future event or
events occurring is more than remote but less than likely.
Remote. The chance of the future events or events
occurring is slight.

Therefore, the likelihood of an event is "more than remote" when it is either
reasonably possible or probable.
Note: A misstatement is inconsequential if a reasonable person would conclude,
after considering the possibility of further undetected misstatements, that the
misstatement, either individually or when aggregated with other misstatements,
would clearly be immaterial to the financial statements. If a reasonable person
could not reach such a conclusion regarding a particular misstatement, that
misstatement is more than inconsequential.
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10.
A material weakness is a significant deficiency, or combination of significant
deficiencies, that results in more than a remote likelihood that a material misstatement
of the annual or interim financial statements will not be prevented or detected.
Note: In evaluating whether a control deficiency exists and whether control
deficiencies, either individually or in combination with other control deficiencies,
are significant deficiencies or material weaknesses, the auditor should consider
the definitions in paragraphs 8, 9 and 10, and the directions in paragraphs 130
through 137. As explained in paragraph 23, the evaluation of the materiality of
the control deficiency should include both quantitative and qualitative
considerations. Qualitative factors that might be important in this evaluation
include the nature of the financial statement accounts and assertions involved
and the reasonably possible future consequences of the deficiency.
Furthermore, in determining whether a control deficiency or combination of
deficiencies is a significant deficiency or a material weakness, the auditor should
evaluate the effect of compensating controls and whether such compensating
controls are effective.
11.

Controls over financial reporting may be preventive controls or detective controls.
•

Preventive controls have the objective of preventing errors or fraud from
occurring in the first place that could result in a misstatement of the
financial statements.

•

Detective controls have the objective of detecting errors or fraud that have
already occurred that could result in a misstatement of the financial
statements.

12.
Even well-designed controls that are operating as designed might not prevent a
misstatement from occurring.
However, this possibility may be countered by
overlapping preventive controls or partially countered by detective controls. Therefore,
effective internal control over financial reporting often includes a combination of
preventive and detective controls to achieve a specific control objective. The auditor's
procedures as part of either the audit of internal control over financial reporting or the
audit of the financial statements are not part of a company's internal control over
financial reporting.
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Framework Used by Management to Conduct Its Assessment
13.
Management is required to base its assessment of the effectiveness of the
company's internal control over financial reporting on a suitable, recognized control
framework established by a body of experts that followed due-process procedures,
including the broad distribution of the framework for public comment. In addition to
being available to users of management's reports, a framework is suitable only when it:
•

Is free from bias;

•

Permits reasonably consistent qualitative and quantitative measurements
of a company's internal control over financial reporting;

•

Is sufficiently complete so that those relevant factors that would alter a
conclusion about the effectiveness of a company's internal control over
financial reporting are not omitted; and

•

Is relevant to an evaluation of internal control over financial reporting.

Committee of Sponsoring Organizations Framework
14.
In the United States, the Committee of Sponsoring Organizations ("COSO") of
the Treadway Commission has published Internal Control – Integrated Framework.
Known as the COSO report, it provides a suitable and available framework for purposes
of management's assessment. For that reason, the performance and reporting
directions in this standard are based on the COSO framework. Other suitable
frameworks have been published in other countries and may be developed in the future.
Such other suitable frameworks may be used in an audit of internal control over
financial reporting. Although different frameworks may not contain exactly the same
elements as COSO, they should have elements that encompass, in general, all the
themes in COSO. Therefore, the auditor should be able to apply the concepts and
guidance in this standard in a reasonable manner.
15.
The COSO framework identifies three primary objectives of internal control:
efficiency and effectiveness of operations, financial reporting, and compliance with laws
and regulations. The COSO perspective on internal control over financial reporting
does not ordinarily include the other two objectives of internal control, which are the
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effectiveness and efficiency of operations and compliance with laws and regulations.
However, the controls that management designs and implements may achieve more
than one objective. Also, operations and compliance with laws and regulations directly
related to the presentation of and required disclosures in financial statements are
encompassed in internal control over financial reporting. Additionally, not all controls
relevant to financial reporting are accounting controls. Accordingly, all controls that
could materially affect financial reporting, including controls that focus primarily on the
effectiveness and efficiency of operations or compliance with laws and regulations and
also have a material effect on the reliability of financial reporting, are a part of internal
control over financial reporting. More information about the COSO framework is
included in the COSO report and in AU sec. 319, Consideration of Internal Control in a
Financial Statement Audit.3/ The COSO report also discusses special considerations for
internal control over financial reporting for small and medium-sized companies.

Inherent Limitations in Internal Control Over Financial Reporting
16.
Internal control over financial reporting cannot provide absolute assurance of
achieving financial reporting objectives because of its inherent limitations. Internal
control over financial reporting is a process that involves human diligence and
compliance and is subject to lapses in judgment and breakdowns resulting from human
failures. Internal control over financial reporting also can be circumvented by collusion
or improper management override. Because of such limitations, there is a risk that
material misstatements may not be prevented or detected on a timely basis by internal
control over financial reporting. However, these inherent limitations are known features
of the financial reporting process. Therefore, it is possible to design into the process
safeguards to reduce, though not eliminate, this risk.

3/

The Board adopted the generally accepted auditing standards, as
described in the AICPA Auditing Standards Board's ("ASB") Statement on Auditing
Standards No. 95, Generally Accepted Auditing Standards, as in existence on April 16,
2003, on an initial, transitional basis. The Statements on Auditing Standards
promulgated by the ASB have been codified into the AICPA Professional Standards,
Volume 1, as AU sections 100 through 900. References in this standard to AU sections
refer to those generally accepted auditing standards, as adopted on an interim basis in
PCAOB Rule 3200T.
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The Concept of Reasonable Assurance
17.
Management's assessment of the effectiveness of internal control over financial
reporting is expressed at the level of reasonable assurance. The concept of reasonable
assurance is built into the definition of internal control over financial reporting and also is
integral to the auditor's opinion.4/ Reasonable assurance includes the understanding
that there is a remote likelihood that material misstatements will not be prevented or
detected on a timely basis. Although not absolute assurance, reasonable assurance is,
nevertheless, a high level of assurance.
18.
Just as there are inherent limitations on the assurance that effective internal
control over financial reporting can provide, as discussed in paragraph 16, there are
limitations on the amount of assurance the auditor can obtain as a result of performing
his or her audit of internal control over financial reporting. Limitations arise because an
audit is conducted on a test basis and requires the exercise of professional judgment.
Nevertheless, the audit of internal control over financial reporting includes obtaining an
understanding of internal control over financial reporting, testing and evaluating the
design and operating effectiveness of internal control over financial reporting, and
performing such other procedures as the auditor considers necessary to obtain
reasonable assurance about whether internal control over financial reporting is effective.
19.
There is no difference in the level of work performed or assurance obtained by
the auditor when expressing an opinion on management's assessment of effectiveness
or when expressing an opinion directly on the effectiveness of internal control over
financial reporting. In either case, the auditor must obtain sufficient evidence to provide
a reasonable basis for his or her opinion and the use and evaluation of management's
assessment is inherent in expressing either opinion.
Note: The auditor's report on internal control over financial reporting does not
relieve management of its responsibility for assuring users of its financial reports
about the effectiveness of internal control over financial reporting.

4/

See Final Rule: Management's Reports on Internal Control Over Financial
Reporting and Certification of Disclosure in Exchange Act Periodic Reports, Securities
and Exchange Commission Release No. 33-8238 (June 5, 2003) [68 FR 36636] for
further discussion of reasonable assurance.
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Management's Responsibilities in an Audit of Internal Control
Over Financial Reporting
20.
For the auditor to satisfactorily complete an audit of internal control over financial
reporting, management must do the following:5/
a.

Accept responsibility for the effectiveness of the company's internal control
over financial reporting;

b.

Evaluate the effectiveness of the company's internal control over financial
reporting using suitable control criteria;

c.

Support its evaluation with sufficient evidence, including documentation;
and

d.

Present a written assessment of the effectiveness of the company's
internal control over financial reporting as of the end of the company's
most recent fiscal year.

21.
If the auditor concludes that management has not fulfilled the responsibilities
enumerated in the preceding paragraph, the auditor should communicate, in writing, to
management and the audit committee that the audit of internal control over financial
reporting cannot be satisfactorily completed and that he or she is required to disclaim an
opinion. Paragraphs 40 through 46 provide information for the auditor about evaluating
management's process for assessing internal control over financial reporting.

Materiality Considerations in an Audit of Internal Control
Over Financial Reporting
22.
The auditor should apply the concept of materiality in an audit of internal control
over financial reporting at both the financial-statement level and at the individual
account-balance level. The auditor uses materiality at the financial-statement level in
evaluating whether a deficiency, or combination of deficiencies, in controls is a
5/

Management is required to fulfill these responsibilities. See Items 308(a)
and (c) of Regulation S-B and S-K, 17 C.F.R. 228.308 (a) and (c) and 229.308 (a) and
(c), respectively.
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significant deficiency or a material weakness. Materiality at both the financial-statement
level and the individual account-balance level is relevant to planning the audit and
designing procedures. Materiality at the account-balance level is necessarily lower than
materiality at the financial-statement level.
23.
The same conceptual definition of materiality that applies to financial reporting
applies to information on internal control over financial reporting, including the relevance
of both quantitative and qualitative considerations.6/
•

The quantitative considerations are essentially the same as in an audit of
financial statements and relate to whether misstatements that would not
be prevented or detected by internal control over financial reporting,
individually or collectively, have a quantitatively material effect on the
financial statements.

•

The qualitative considerations apply to evaluating materiality with respect
to the financial statements and to additional factors that relate to the
perceived needs of reasonable persons who will rely on the information.
Paragraph 6 describes some qualitative considerations.

Fraud Considerations in an Audit of Internal Control
Over Financial Reporting
24.
The auditor should evaluate all controls specifically intended to address the risks
of fraud that have at least a reasonably possible likelihood of having a material effect on
the company's financial statements. These controls may be a part of any of the five
components of internal control over financial reporting, as discussed in paragraph 49.
Controls related to the prevention and detection of fraud often have a pervasive effect
on the risk of fraud. Such controls include, but are not limited to, the:
•

Controls restraining misappropriation of company assets that could result
in a material misstatement of the financial statements;

•

Company's risk assessment processes;

6/

AU sec. 312, Audit Risk and Materiality in Conducting an Audit, provides
additional explanation of materiality.
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•

Code of ethics/conduct provisions, especially those related to conflicts of
interest, related party transactions, illegal acts, and the monitoring of the
code by management and the audit committee or board;

•

Adequacy of the internal audit activity and whether the internal audit
function reports directly to the audit committee, as well as the extent of the
audit committee's involvement and interaction with internal audit; and

•

Adequacy of the company's procedures for handling complaints and for
accepting confidential submissions of concerns about questionable
accounting or auditing matters.

25.
Part of management's responsibility when designing a company's internal control
over financial reporting is to design and implement programs and controls to prevent,
deter, and detect fraud. Management, along with those who have responsibility for
oversight of the financial reporting process (such as the audit committee), should set the
proper tone; create and maintain a culture of honesty and high ethical standards; and
establish appropriate controls to prevent, deter, and detect fraud. When management
and those responsible for the oversight of the financial reporting process fulfill those
responsibilities, the opportunities to commit fraud can be reduced significantly.
26.
In an audit of internal control over financial reporting, the auditor's evaluation of
controls is interrelated with the auditor's evaluation of controls in a financial statement
audit, as required by AU sec. 316, Consideration of Fraud in a Financial Statement
Audit. Often, controls identified and evaluated by the auditor during the audit of internal
control over financial reporting also address or mitigate fraud risks, which the auditor is
required to consider in a financial statement audit. If the auditor identifies deficiencies in
controls designed to prevent and detect fraud during the audit of internal control over
financial reporting, the auditor should alter the nature, timing, or extent of procedures to
be performed during the financial statement audit to be responsive to such deficiencies,
as provided in paragraphs .44 and .45 of AU sec. 316.

Performing an Audit of Internal Control Over Financial Reporting
27.
In an audit of internal control over financial reporting, the auditor must obtain
sufficient competent evidence about the design and operating effectiveness of controls
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over all relevant financial statement assertions related to all significant accounts and
disclosures in the financial statements. The auditor must plan and perform the audit to
obtain reasonable assurance that deficiencies that, individually or in the aggregate,
would represent material weaknesses are identified. Thus, the audit is not designed to
detect deficiencies in internal control over financial reporting that, individually or in the
aggregate, are less severe than a material weakness. Because of the potential
significance of the information obtained during the audit of the financial statements to
the auditor's conclusions about the effectiveness of internal control over financial
reporting, the auditor cannot audit internal control over financial reporting without also
auditing the financial statements.
Note: However, the auditor may audit the financial statements without also
auditing internal control over financial reporting, for example, in the case of
certain initial public offerings by a company. See the discussion beginning at
paragraph 145 for more information about the importance of auditing both
internal control over financial reporting as well as the financial statements when
the auditor is engaged to audit internal control over financial reporting.
28.
The auditor must adhere to the general standards (See paragraphs 30 through
36) and fieldwork and reporting standards (See paragraph 37) in performing an audit of
a company's internal control over financial reporting. This involves the following:
a.

Planning the engagement;

b.

Evaluating management's assessment process;

c.

Obtaining an understanding of internal control over financial reporting;

d.

Testing and evaluating design effectiveness of internal control over
financial reporting;

e.

Testing and evaluating operating effectiveness of internal control over
financial reporting; and

f.

Forming an opinion on the effectiveness of internal control over financial
reporting.
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29.
Even though some requirements of this standard are set forth in a manner that
suggests a sequential process, auditing internal control over financial reporting involves
a process of gathering, updating, and analyzing information. Accordingly, the auditor
may perform some of the procedures and evaluations described in this section on
"Performing an Audit of Internal Control Over Financial Reporting" concurrently.
Applying General, Fieldwork, and Reporting Standards
30.
The general standards (See AU sec. 150, Generally Accepted Auditing
Standards) are applicable to an audit of internal control over financial reporting. These
standards require technical training and proficiency as an auditor, independence in fact
and appearance, and the exercise of due professional care, including professional
skepticism.
31.
Technical Training and Proficiency. To perform an audit of internal control over
financial reporting, the auditor should have competence in the subject matter of internal
control over financial reporting.
32.
Independence. The applicable requirements of independence are largely
predicated on four basic principles: (1) an auditor must not act as management or as an
employee of the audit client, (2) an auditor must not audit his or her own work, (3) an
auditor must not serve in a position of being an advocate for his or her client, and (4) an
auditor must not have mutual or conflicting interests with his or her audit client.7/ If the
auditor were to design or implement controls, that situation would place the auditor in a
management role and result in the auditor auditing his or her own work. These
requirements, however, do not preclude the auditor from making substantive
recommendations as to how management may improve the design or operation of the
company's internal controls as a by-product of an audit.
33.
The auditor must not accept an engagement to provide internal control-related
services to an issuer for which the auditor also audits the financial statements unless
that engagement has been specifically pre-approved by the audit committee. For any
internal control services the auditor provides, management must be actively involved
and cannot delegate responsibility for these matters to the auditor. Management's
7/

01.

See the Preliminary Note of Rule 2-01 of Regulation S-X, 17 C.F.R. 210.2-
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involvement must be substantive and extensive. Management's acceptance of
responsibility for documentation and testing performed by the auditor does not by itself
satisfy the independence requirements.
34.
Maintaining independence, in fact and appearance, requires careful attention, as
is the case with all independence issues when work concerning internal control over
financial reporting is performed. Unless the auditor and the audit committee are diligent
in evaluating the nature and extent of services provided, the services might violate basic
principles of independence and cause an impairment of independence in fact or
appearance.
35.
The independent auditor and the audit committee have significant and distinct
responsibilities for evaluating whether the auditor's services impair independence in fact
or appearance. The test for independence in fact is whether the activities would impede
the ability of anyone on the engagement team or in a position to influence the
engagement team from exercising objective judgment in the audits of the financial
statements or internal control over financial reporting. The test for independence in
appearance is whether a reasonable investor, knowing all relevant facts and
circumstances, would perceive an auditor as having interests which could jeopardize
the exercise of objective and impartial judgments on all issues encompassed within the
auditor's engagement.
36.
Due Professional Care. The auditor must exercise due professional care in an
audit of internal control over financial reporting. One important tenet of due professional
care is exercising professional skepticism. In an audit of internal control over financial
reporting, exercising professional skepticism involves essentially the same
considerations as in an audit of financial statements, that is, it includes a critical
assessment of the work that management has performed in evaluating and testing
controls.
37.
Fieldwork and Reporting Standards. This standard establishes the fieldwork and
reporting standards applicable to an audit of internal control over financial reporting.
38.
The concept of materiality, as discussed in paragraphs 22 and 23, underlies the
application of the general and fieldwork standards.
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Planning the Engagement
39.
The audit of internal control over financial reporting should be properly planned
and assistants, if any, are to be properly supervised. When planning the audit of
internal control over financial reporting, the auditor should evaluate how the following
matters will affect the auditor's procedures:
•

Knowledge of the company's internal control over financial reporting
obtained during other engagements.

•

Matters affecting the industry in which the company operates, such as
financial reporting practices, economic conditions, laws and regulations,
and technological changes.

•

Matters relating to the company's business, including its organization,
operating characteristics, capital structure, and distribution methods.

•

The extent of recent changes, if any, in the company, its operations, or its
internal control over financial reporting.

•

Management's process for assessing the effectiveness of the company's
internal control over financial reporting based upon control criteria.

•

Preliminary judgments about materiality, risk, and other factors relating to
the determination of material weaknesses.

•

Control deficiencies previously communicated to the audit committee or
management.

•

Legal or regulatory matters of which the company is aware.

•

The type and extent of available evidence related to the effectiveness of
the company's internal control over financial reporting.

•

Preliminary judgments about the effectiveness of internal control over
financial reporting.
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•

The number of significant business locations or units, including
management's documentation and monitoring of controls over such
locations or business units. (Appendix B, paragraphs B1 through B17,
discusses factors the auditor should evaluate to determine the locations at
which to perform auditing procedures.)

Evaluating Management's Assessment Process
40.
The auditor must obtain an understanding of, and evaluate, management's
process for assessing the effectiveness of the company's internal control over financial
reporting. When obtaining the understanding, the auditor should determine whether
management has addressed the following elements:
•

Determining which controls should be tested, including controls over all
relevant assertions related to all significant accounts and disclosures in
the financial statements. Generally, such controls include:
–

Controls over initiating, authorizing, recording, processing, and
reporting significant accounts and disclosures and related
assertions embodied in the financial statements.

–

Controls over the selection and application of accounting policies
that are in conformity with generally accepted accounting principles.

–

Antifraud programs and controls.

–

Controls, including information technology general controls, on
which other controls are dependent.

–

Controls over significant nonroutine and nonsystematic
transactions, such as accounts involving judgments and estimates.

–

Company level controls (as described in paragraph 53), including:
–

The control environment and
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–

Controls over the period-end financial reporting process,
including controls over procedures used to enter transaction
totals into the general ledger; to initiate, authorize, record,
and process journal entries in the general ledger; and to
record recurring and nonrecurring adjustments to the
financial
statements
(for
example,
consolidating
adjustments, report combinations, and reclassifications).
Note: References to the period-end financial reporting
process in this standard refer to the preparation of both
annual and quarterly financial statements.

•

Evaluating the likelihood that failure of the control could result in a
misstatement, the magnitude of such a misstatement, and the degree to
which other controls, if effective, achieve the same control objectives.

•

Determining the locations or business units to include in the evaluation for
a company with multiple locations or business units (See paragraphs B1
through B17).

•

Evaluating the design effectiveness of controls.

•

Evaluating the operating effectiveness of controls based on procedures
sufficient to assess their operating effectiveness. Examples of such
procedures include testing of the controls by internal audit, testing of
controls by others under the direction of management, using a service
organization's reports (See paragraphs B18 through B29), inspection of
evidence of the application of controls, or testing by means of a selfassessment process, some of which might occur as part of management's
ongoing monitoring activities. Inquiry alone is not adequate to complete
this evaluation. To evaluate the effectiveness of the company's internal
control over financial reporting, management must have evaluated
controls over all relevant assertions related to all significant accounts and
disclosures.
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•

Determining the deficiencies in internal control over financial reporting that
are of such a magnitude and likelihood of occurrence that they constitute
significant deficiencies or material weaknesses.

•

Communicating findings to the auditor and to others, if applicable.

•

Evaluating whether findings are reasonable and support management's
assessment.

41.
As part of the understanding and evaluation of management's process, the
auditor should obtain an understanding of the results of procedures performed by
others. Others include internal audit and third parties working under the direction of
management, including other auditors and accounting professionals engaged to perform
procedures as a basis for management's assessment. Inquiry of management and
others is the beginning point for obtaining an understanding of internal control over
financial reporting, but inquiry alone is not adequate for reaching a conclusion on any
aspect of internal control over financial reporting effectiveness.
Note: Management cannot use the auditor's procedures as part of the basis for
its assessment of the effectiveness of internal control over financial reporting.
42.
Management's Documentation.
When determining whether management's
documentation provides reasonable support for its assessment, the auditor should
evaluate whether such documentation includes the following:
•

The design of controls over all relevant assertions related to all significant
accounts and disclosures in the financial statements. The documentation
should include the five components of internal control over financial
reporting as discussed in paragraph 49, including the control environment
and company-level controls as described in paragraph 53;

•

Information about how significant transactions are initiated, authorized,
recorded, processed and reported;

•

Sufficient information about the flow of transactions to identify the points at
which material misstatements due to error or fraud could occur;
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•

Controls designed to prevent or detect fraud, including who performs the
controls and the related segregation of duties;

•

Controls over the period-end financial reporting process;

•

Controls over safeguarding of assets (See paragraphs C1 through C6);
and

•

The results of management's testing and evaluation.

43.
Documentation might take many forms, such as paper, electronic files, or other
media, and can include a variety of information, including policy manuals, process
models, flowcharts, job descriptions, documents, and forms. The form and extent of
documentation will vary depending on the size, nature, and complexity of the company.
44.
Documentation of the design of controls over relevant assertions related to
significant accounts and disclosures is evidence that controls related to management's
assessment of the effectiveness of internal control over financial reporting, including
changes to those controls, have been identified, are capable of being communicated to
those responsible for their performance, and are capable of being monitored by the
company.
Such documentation also provides the foundation for appropriate
communication concerning responsibilities for performing controls and for the
company's evaluation of and monitoring of the effective operation of controls.
45.
Inadequate documentation of the design of controls over relevant assertions
related to significant accounts and disclosures is a deficiency in the company's internal
control over financial reporting. As discussed in paragraph 138, the auditor should
evaluate this documentation deficiency. The auditor might conclude that the deficiency
is only a deficiency, or that the deficiency represents a significant deficiency or a
material weakness. In evaluating the deficiency as to its significance, the auditor should
determine whether management can demonstrate the monitoring component of internal
control over financial reporting.
46.
Inadequate documentation also could cause the auditor to conclude that there is
a limitation on the scope of the engagement.
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Obtaining an Understanding of Internal Control Over Financial Reporting
47.
The auditor should obtain an understanding of the design of specific controls by
applying procedures that include:
•

Making inquiries of appropriate management, supervisory, and staff
personnel;

•

Inspecting company documents;

•

Observing the application of specific controls; and

•

Tracing transactions through the information system relevant to financial
reporting.

48.
The auditor could also apply additional procedures to obtain an understanding of
the design of specific controls.
49.
The auditor must obtain an understanding of the design of controls related to
each component of internal control over financial reporting, as discussed below.
•

Control Environment. Because of the pervasive effect of the control
environment on the reliability of financial reporting, the auditor's
preliminary judgment about its effectiveness often influences the nature,
timing, and extent of the tests of operating effectiveness considered
necessary. Weaknesses in the control environment should cause the
auditor to alter the nature, timing, or extent of tests of operating
effectiveness that otherwise should have been performed in the absence
of the weaknesses.

•

Risk Assessment. When obtaining an understanding of the company's
risk assessment process, the auditor should evaluate whether
management has identified the risks of material misstatement in the
significant accounts and disclosures and related assertions of the financial
statements and has implemented controls to prevent or detect errors or
fraud that could result in material misstatements. For example, the risk
assessment process should address how management considers the
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possibility of unrecorded transactions or identifies and analyzes significant
estimates recorded in the financial statements. Risks relevant to reliable
financial reporting also relate to specific events or transactions.
•

Control Activities. The auditor's understanding of control activities relates
to the controls that management has implemented to prevent or detect
errors or fraud that could result in material misstatement in the accounts
and disclosures and related assertions of the financial statements. For the
purposes of evaluating the effectiveness of internal control over financial
reporting, the auditor's understanding of control activities encompasses a
broader range of accounts and disclosures than what is normally obtained
for the financial statement audit.

•

Information and Communication.
The auditor's understanding of
management's information and communication involves understanding the
same systems and processes that he or she addresses in an audit of
financial statements. In addition, this understanding includes a greater
emphasis on comprehending the safeguarding controls and the processes
for authorization of transactions and the maintenance of records, as well
as the period-end financial reporting process (discussed further beginning
at paragraph 76).

•

Monitoring. The auditor's understanding of management's monitoring of
controls extends to and includes its monitoring of all controls, including
control activities, which management has identified and designed to
prevent or detect material misstatement in the accounts and disclosures
and related assertions of the financial statements.

50.
Some controls (such as company-level controls, described in paragraph 53)
might have a pervasive effect on the achievement of many overall objectives of the
control criteria. For example, information technology general controls over program
development, program changes, computer operations, and access to programs and
data help ensure that specific controls over the processing of transactions are operating
effectively. In contrast, other controls are designed to achieve specific objectives of the
control criteria. For example, management generally establishes specific controls, such
as accounting for all shipping documents, to ensure that all valid sales are recorded.
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51.
The auditor should focus on combinations of controls, in addition to specific
controls in isolation, in assessing whether the objectives of the control criteria have
been achieved. The absence or inadequacy of a specific control designed to achieve
the objectives of a specific criterion might not be a deficiency if other controls
specifically address the same criterion. Further, when one or more controls achieve the
objectives of a specific criterion, the auditor might not need to evaluate other controls
designed to achieve those same objectives.
52.
Identifying Company-Level Controls. Controls that exist at the company-level
often have a pervasive impact on controls at the process, transaction, or application
level. For that reason, as a practical consideration, it may be appropriate for the auditor
to test and evaluate the design effectiveness of company-level controls first, because
the results of that work might affect the way the auditor evaluates the other aspects of
internal control over financial reporting.
53.

Company-level controls are controls such as the following:
•

Controls within the control environment, including tone at the top, the
assignment of authority and responsibility, consistent policies and
procedures, and company-wide programs, such as codes of conduct and
fraud prevention, that apply to all locations and business units (See
paragraphs 113 through 115 for further discussion);

•

Management's risk assessment process;

•

Centralized processing
environments;

•

Controls to monitor results of operations;

•

Controls to monitor other controls, including activities of the internal audit
function, the audit committee, and self-assessment programs;

•

The period-end financial reporting process; and

•

Board-approved policies that address significant business control and risk
management practices.

and

controls,

including

shared

service
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Note: The controls listed above are not intended to be a complete list of
company-level controls nor is a company required to have all the controls in the
list to support its assessment of effective company-level controls. However,
ineffective company-level controls are a deficiency that will affect the scope of
work performed, particularly when a company has multiple locations or business
units, as described in Appendix B.
54.
Testing company-level controls alone is not sufficient for the purpose of
expressing an opinion on the effectiveness of a company's internal control over financial
reporting.
55.
Evaluating the Effectiveness of the Audit Committee's Oversight of the
Company's External Financial Reporting and Internal Control Over Financial Reporting.
The company's audit committee plays an important role within the control environment
and monitoring components of internal control over financial reporting. Within the
control environment, the existence of an effective audit committee helps to set a positive
tone at the top. Within the monitoring component, an effective audit committee
challenges the company's activities in the financial arena.
Note: Although the audit committee plays an important role within the control
environment and monitoring components of internal control over financial
reporting, management is responsible for maintaining effective internal control
over financial reporting. This standard does not suggest that this responsibility
has been transferred to the audit committee.
Note: If no such committee exists with respect to the company, all references to
the audit committee in this standard apply to the entire board of directors of the
company.8/ The auditor should be aware that companies whose securities are
not listed on a national securities exchange or an automated inter-dealer
quotation system of a national securities association (such as the New York
Stock Exchange, American Stock Exchange, or NASDAQ) may not be required
to have independent directors for their audit committees. In this case, the auditor
should not consider the lack of independent directors at these companies
8/

See 15 U.S.C. 78c(a)58 and 15 U.S.C. 7201(a)(3).
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indicative, by itself, of a control deficiency. Likewise, the independence
requirements of Securities Exchange Act Rule 10A-39/ are not applicable to the
listing of non-equity securities of a consolidated or at least 50 percent beneficially
owned subsidiary of a listed issuer that is subject to the requirements of
Securities Exchange Act Rule 10A-3(c)(2).10/ Therefore, the auditor should
interpret references to the audit committee in this standard, as applied to a
subsidiary registrant, as being consistent with the provisions of Securities
Exchange Act Rule 10A-3(c)(2).11/ Furthermore, for subsidiary registrants,
communications required by this standard to be directed to the audit committee
should be made to the same committee or equivalent body that pre-approves the
retention of the auditor by or on behalf of the subsidiary registrant pursuant to
Rule 2-01(c)(7) of Regulation S-X12/ (which might be, for example, the audit
committee of the subsidiary registrant, the full board of the subsidiary registrant,
or the audit committee of the subsidiary registrant's parent). In all cases, the
auditor should interpret the terms "board of directors" and "audit committee" in
this standard as being consistent with provisions for the use of those terms as
defined in relevant SEC rules.
56.
The company's board of directors is responsible for evaluating the performance
and effectiveness of the audit committee; this standard does not suggest that the
auditor is responsible for performing a separate and distinct evaluation of the audit
committee. However, because of the role of the audit committee within the control
environment and monitoring components of internal control over financial reporting, the
auditor should assess the effectiveness of the audit committee as part of understanding
and evaluating those components.
57.
The aspects of the audit committee's effectiveness that are important may vary
considerably with the circumstances. The auditor focuses on factors related to the
effectiveness of the audit committee's oversight of the company's external financial
9/

See 17 C.F.R. 240.10A-3.

10/

See 17 C.F.R. 240.10A-3(c)(2).

11/

See 17 C.F.R. 240.10A-3(c)(2).

12/

See 17 C.F.R. 210.2-01(c)(7).
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reporting and internal control over financial reporting, such as the independence of the
audit committee members from management and the clarity with which the audit
committee's responsibilities are articulated (for example, in the audit committee's
charter) and how well the audit committee and management understand those
responsibilities. The auditor might also consider the audit committee's involvement and
interaction with the independent auditor and with internal auditors, as well as interaction
with key members of financial management, including the chief financial officer and
chief accounting officer.
58.
The auditor might also evaluate whether the right questions are raised and
pursued with management and the auditor, including questions that indicate an
understanding of the critical accounting policies and judgmental accounting estimates,
and the responsiveness to issues raised by the auditor.
59.
Ineffective oversight by the audit committee of the company's external financial
reporting and internal control over financial reporting should be regarded as at least a
significant deficiency and is a strong indicator that a material weakness in internal
control over financial reporting exists.
60.
Identifying Significant Accounts. The auditor should identify significant accounts
and disclosures, first at the financial-statement level and then at the account or
disclosure-component level. Determining specific controls to test begins by identifying
significant accounts and disclosures within the financial statements. When identifying
significant accounts, the auditor should evaluate both quantitative and qualitative
factors.
61.
An account is significant if there is more than a remote likelihood that the account
could contain misstatements that individually, or when aggregated with others, could
have a material effect on the financial statements, considering the risks of both
overstatement and understatement. Other accounts may be significant on a qualitative
basis based on the expectations of a reasonable user. For example, investors might be
interested in a particular financial statement account even though it is not quantitatively
large because it represents an important performance measure.
Note: For purposes of determining significant accounts, the assessment as to
likelihood should be made without giving any consideration to the effectiveness
of internal control over financial reporting.
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62.
Components of an account balance subject to differing risks (inherent and
control) or different controls should be considered separately as potential significant
accounts. For instance, inventory accounts often consist of raw materials (purchasing
process), work in process (manufacturing process), finished goods (distribution
process), and an allowance for obsolescence.
63.
In some cases, separate components of an account might be a significant
account because of the company's organizational structure. For example, for a
company that has a number of separate business units, each with different
management and accounting processes, the accounts at each separate business unit
are considered individually as potential significant accounts.
64.
An account also may be considered significant because of the exposure to
unrecognized obligations represented by the account. For example, loss reserves
related to a self-insurance program or unrecorded contractual obligations at a
construction contracting subsidiary may have historically been insignificant in amount,
yet might represent a more than remote likelihood of material misstatement due to the
existence of material unrecorded claims.
65.
When deciding whether an account is significant, it is important for the auditor to
evaluate both quantitative and qualitative factors, including the:
•

Size and composition of the account;

•

Susceptibility of loss due to errors or fraud;

•

Volume of activity, complexity, and homogeneity of the individual
transactions processed through the account;

•

Nature of the account (for example, suspense accounts generally warrant
greater attention);

•

Accounting and reporting complexities associated with the account;

•

Exposure to losses represented by the account (for example, loss
accruals related to a consolidated construction contracting subsidiary);
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•

Likelihood (or possibility) of significant contingent liabilities arising from the
activities represented by the account;

•

Existence of related party transactions in the account; and

•

Changes from the prior period in account characteristics (for example,
new complexities or subjectivity or new types of transactions).

66.
For example, in a financial statement audit, the auditor might not consider the
fixed asset accounts significant when there is a low volume of transactions and when
inherent risk is assessed as low, even though the balances are material to the financial
statements. Accordingly, he or she might decide to perform only substantive
procedures on such balances. In an audit of internal control over financial reporting,
however, such accounts are significant accounts because of their materiality to the
financial statements.
67.
As another example, the auditor of the financial statements of a financial
institution might not consider trust accounts significant to the institution's financial
statements because such accounts are not included in the institution's balance sheet
and the associated fee income generated by trust activities is not material. However, in
determining whether trust accounts are a significant account for purposes of the audit of
internal control over financial reporting, the auditor should assess whether the activities
of the trust department are significant to the institution's financial reporting, which also
would include considering the contingent liabilities that could arise if a trust department
failed to fulfill its fiduciary responsibilities (for example, if investments were made that
were not in accordance with stated investment policies). When assessing the
significance of possible contingent liabilities, consideration of the amount of assets
under the trust department's control may be useful. For this reason, an auditor who has
not considered trust accounts significant accounts for purposes of the financial
statement audit might determine that they are significant for purposes of the audit of
internal control over financial reporting.
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68.
Identifying Relevant Financial Statement Assertions. For each significant
account, the auditor should determine the relevance of each of these financial
statement assertions:13/
•

Existence or occurrence;

•

Completeness;

•

Valuation or allocation;

•

Rights and obligations; and

•

Presentation and disclosure.

69.
To identify relevant assertions, the auditor should determine the source of likely
potential misstatements in each significant account. In determining whether a particular
assertion is relevant to a significant account balance or disclosure, the auditor should
evaluate:
•

The nature of the assertion;

•

The volume of transactions or data related to the assertion; and

•

The nature and complexity of the systems, including the use of information
technology by which the company processes and controls information
supporting the assertion.

70.
Relevant assertions are assertions that have a meaningful bearing on whether
the account is fairly stated. For example, valuation may not be relevant to the cash
account unless currency translation is involved; however, existence and completeness
are always relevant. Similarly, valuation may not be relevant to the gross amount of the
accounts receivable balance, but is relevant to the related allowance accounts.
Additionally, the auditor might, in some circumstances, focus on the presentation and
13/

See AU sec. 326, Evidential Matter, which provides additional information
on financial statement assertions.
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disclosure assertion separately in connection with the period-end financial reporting
process.
71.
Identifying Significant Processes and Major Classes of Transactions. The auditor
should identify each significant process over each major class of transactions affecting
significant accounts or groups of accounts. Major classes of transactions are those
classes of transactions that are significant to the company's financial statements. For
example, at a company whose sales may be initiated by customers through personal
contact in a retail store or electronically through use of the internet, these types of sales
would be two major classes of transactions within the sales process if they were both
significant to the company's financial statements. As another example, at a company
for which fixed assets is a significant account, recording depreciation expense would be
a major class of transactions.
72.
Different types of major classes of transactions have different levels of inherent
risk associated with them and require different levels of management supervision and
involvement. For this reason, the auditor might further categorize the identified major
classes of transactions by transaction type: routine, nonroutine, and estimation.
•

Routine transactions are recurring financial activities reflected in the
accounting records in the normal course of business (for example, sales,
purchases, cash receipts, cash disbursements, payroll).

•

Nonroutine transactions are activities that occur only periodically (for
example, taking physical inventory, calculating depreciation expense,
adjusting for foreign currencies). A distinguishing feature of nonroutine
transactions is that data involved are generally not part of the routine flow
of transactions.

•

Estimation transactions are activities that involve management judgments
or assumptions in formulating account balances in the absence of a
precise means of measurement (for example, determining the allowance
for doubtful accounts, establishing warranty reserves, assessing assets for
impairment).

73.
Most processes involve a series of tasks such as capturing input data, sorting
and merging data, making calculations, updating transactions and master files,
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generating transactions, and summarizing and displaying or reporting data. The
processing procedures relevant for the auditor to understand the flow of transactions
generally are those activities required to initiate, authorize, record, process and report
transactions. Such activities include, for example, initially recording sales orders,
preparing shipping documents and invoices, and updating the accounts receivable
master file. The relevant processing procedures also include procedures for correcting
and reprocessing previously rejected transactions and for correcting erroneous
transactions through adjusting journal entries.
74.

For each significant process, the auditor should:
•

Understand the flow of transactions, including how transactions are
initiated, authorized, recorded, processed, and reported.

•

Identify the points within the process at which a misstatement – including
a misstatement due to fraud – related to each relevant financial statement
assertion could arise.

•

Identify the controls that management has implemented to address these
potential misstatements.

•

Identify the controls that management has implemented over the
prevention or timely detection of unauthorized acquisition, use, or
disposition of the company's assets.

Note: The auditor frequently obtains the understanding and identifies the
controls described above as part of his or her performance of walkthroughs (as
described beginning in paragraph 79).
75.
The nature and characteristics of a company's use of information technology in
its information system affect the company's internal control over financial reporting. AU
sec. 319, Consideration of Internal Control in a Financial Statement Audit, paragraphs
.16 through .20, .30 through .32, and .77 through .79, discuss the effect of information
technology on internal control over financial reporting.
76.
Understanding the Period-end Financial Reporting Process.
financial reporting process includes the following:

The period-end
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•

The procedures used to enter transaction totals into the general ledger;

•

The procedures used to initiate, authorize, record, and process journal
entries in the general ledger;

•

Other procedures used to record recurring and nonrecurring adjustments
to the annual and quarterly financial statements, such as consolidating
adjustments, report combinations, and classifications; and

•

Procedures for drafting annual and quarterly financial statements and
related disclosures.

77.
As part of understanding and evaluating the period-end financial reporting
process, the auditor should evaluate:
•

The inputs, procedures performed, and outputs of the processes the
company uses to produce its annual and quarterly financial statements;

•

The extent of information technology involvement in each period-end
financial reporting process element;

•

Who participates from management;

•

The number of locations involved;

•

Types of adjusting entries (for example, standard, nonstandard,
eliminating, and consolidating); and

•

The nature and extent of the oversight of the process by appropriate
parties, including management, the board of directors, and the audit
committee.

78.
The period-end financial reporting process is always a significant process
because of its importance to financial reporting and to the auditor's opinions on internal
control over financial reporting and the financial statements.
The auditor's
understanding of the company's period-end financial reporting process and how it
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interrelates with the company's other significant processes assists the auditor in
identifying and testing controls that are the most relevant to financial statement risks.
79.
Performing Walkthroughs. The auditor should perform at least one walkthrough
for each major class of transactions (as identified in paragraph 71). In a walkthrough,
the auditor traces a transaction from origination through the company's information
systems until it is reflected in the company's financial reports. Walkthroughs provide the
auditor with evidence to:
•

Confirm the auditor's understanding of the process flow of transactions;

•

Confirm the auditor's understanding of the design of controls identified for
all five components of internal control over financial reporting, including
those related to the prevention or detection of fraud;

•

Confirm that the auditor's understanding of the process is complete by
determining whether all points in the process at which misstatements
related to each relevant financial statement assertion that could occur
have been identified;

•

Evaluate the effectiveness of the design of controls; and

•

Confirm whether controls have been placed in operation.

Note: The auditor can often gain an understanding of the transaction flow,
identify and understand controls, and conduct the walkthrough simultaneously.
80.
The auditor's walkthroughs should encompass the entire process of initiating,
authorizing, recording, processing, and reporting individual transactions and controls for
each of the significant processes identified, including controls intended to address the
risk of fraud. During the walkthrough, at each point at which important processing
procedures or controls occur, the auditor should question the company's personnel
about their understanding of what is required by the company's prescribed procedures
and controls and determine whether the processing procedures are performed as
originally understood and on a timely basis. (Controls might not be performed regularly
but still be timely.) During the walkthrough, the auditor should be alert for exceptions to
the company's prescribed procedures and controls.
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81.
While performing a walkthrough, the auditor should evaluate the quality of the
evidence obtained and perform walkthrough procedures that produce a level of
evidence consistent with the objectives listed in paragraph 79. Rather than reviewing
copies of documents and making inquiries of a single person at the company, the
auditor should follow the process flow of actual transactions using the same documents
and information technology that company personnel use and make inquiries of relevant
personnel involved in significant aspects of the process or controls. To corroborate
information at various points in the walkthrough, the auditor might ask personnel to
describe their understanding of the previous and succeeding processing or control
activities and to demonstrate what they do. In addition, inquiries should include followup questions that could help identify the abuse of controls or indicators of fraud.
Examples of follow-up inquiries include asking personnel:
•

What they do when they find an error or what they are looking for to
determine if there is an error (rather than simply asking them if they
perform listed procedures and controls); what kind of errors they have
found; what happened as a result of finding the errors, and how the errors
were resolved. If the person being interviewed has never found an error,
the auditor should evaluate whether that situation is due to good
preventive controls or whether the individual performing the control lacks
the necessary skills.

•

Whether they have ever been asked to override the process or controls,
and if so, to describe the situation, why it occurred, and what happened.

82.
During the period under audit, when there have been significant changes in the
process flow of transactions, including the supporting computer applications, the auditor
should evaluate the nature of the change(s) and the effect on related accounts to
determine whether to walk through transactions that were processed both before and
after the change.
Note: Unless significant changes in the process flow of transactions, including
the supporting computer applications, make it more efficient for the auditor to
prepare new documentation of a walkthrough, the auditor may carry his or her
documentation forward each year, after updating it for any changes that have
taken place.
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83.
Identifying Controls to Test. The auditor should obtain evidence about the
effectiveness of controls (either by performing tests of controls himself or herself, or by
using the work of others)14/ for all relevant assertions related to all significant accounts
and disclosures in the financial statements. After identifying significant accounts,
relevant assertions, and significant processes, the auditor should evaluate the following
to identify the controls to be tested:
•

Points at which errors or fraud could occur;

•

The nature of the controls implemented by management;

•

The significance of each control in achieving the objectives of the control
criteria and whether more than one control achieves a particular objective
or whether more than one control is necessary to achieve a particular
objective; and

•

The risk that the controls might not be operating effectively. Factors that
affect whether the control might not be operating effectively include the
following:

14/

of others.

–

Whether there have been changes in the volume or nature of
transactions that might adversely affect control design or operating
effectiveness;

–

Whether there have been changes in the design of controls;

–

The degree to which the control relies on the effectiveness of other
controls (for example, the control environment or information
technology general controls);

–

Whether there have been changes in key personnel who perform
the control or monitor its performance;

See paragraphs 108 through 126 for additional direction on using the work
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–

Whether the control relies on performance by an individual or is
automated; and

–

The complexity of the control.

84.
The auditor should clearly link individual controls with the significant accounts
and assertions to which they relate.
85.
The auditor should evaluate whether to test preventive controls, detective
controls, or a combination of both for individual relevant assertions related to individual
significant accounts. For instance, when performing tests of preventive and detective
controls, the auditor might conclude that a deficient preventive control could be
compensated for by an effective detective control and, therefore, not result in a
significant deficiency or material weakness. For example, a monthly reconciliation
control procedure, which is a detective control, might detect an out-of-balance situation
resulting from an unauthorized transaction being initiated due to an ineffective
authorization procedure, which is a preventive control. When determining whether the
detective control is effective, the auditor should evaluate whether the detective control is
sufficient to achieve the control objective to which the preventive control relates.
Note: Because effective internal control over financial reporting often includes a
combination of preventive and detective controls, the auditor ordinarily will test a
combination of both.
86.
The auditor should apply tests of controls to those controls that are important to
achieving each control objective. It is neither necessary to test all controls nor is it
necessary to test redundant controls (that is, controls that duplicate other controls that
achieve the same objective and already have been tested), unless redundancy is itself a
control objective, as in the case of certain computer controls.
87.
Appendix B, paragraphs B1 through B17, provide additional direction to the
auditor in determining which controls to test when a company has multiple locations or
business units. In these circumstances, the auditor should determine significant
accounts and their relevant assertions, significant processes, and major classes of
transactions based on those that are relevant and significant to the consolidated
financial statements. Having made those determinations in relation to the consolidated
financial statements, the auditor should then apply the directions in Appendix B.
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Testing and Evaluating Design Effectiveness
88.
Internal control over financial reporting is effectively designed when the controls
complied with would be expected to prevent or detect errors or fraud that could result in
material misstatements in the financial statements. The auditor should determine
whether the company has controls to meet the objectives of the control criteria by:
•

Identifying the company's control objectives in each area;

•

Identifying the controls that satisfy each objective; and

•

Determining whether the controls, if operating properly, can effectively
prevent or detect errors or fraud that could result in material
misstatements in the financial statements.

89.
Procedures the auditor performs to test and evaluate design effectiveness
include inquiry, observation, walkthroughs, inspection of relevant documentation, and a
specific evaluation of whether the controls are likely to prevent or detect errors or fraud
that could result in misstatements if they are operated as prescribed by appropriately
qualified persons.
90.
The procedures that the auditor performs in evaluating management's
assessment process and obtaining an understanding of internal control over financial
reporting also provide the auditor with evidence about the design effectiveness of
internal control over financial reporting.
91.
The procedures the auditor performs to test and evaluate design effectiveness
also might provide evidence about operating effectiveness.
Testing and Evaluating Operating Effectiveness
92.
An auditor should evaluate the operating effectiveness of a control by
determining whether the control is operating as designed and whether the person
performing the control possesses the necessary authority and qualifications to perform
the control effectively.
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93.
Nature of Tests of Controls. Tests of controls over operating effectiveness
should include a mix of inquiries of appropriate personnel, inspection of relevant
documentation, observation of the company's operations, and reperformance of the
application of the control. For example, the auditor might observe the procedures for
opening the mail and processing cash receipts to test the operating effectiveness of
controls over cash receipts. Because an observation is pertinent only at the point in
time at which it is made, the auditor should supplement the observation with inquiries of
company personnel and inspection of documentation about the operation of such
controls at other times. These inquiries might be made concurrently with performing
walkthroughs.
94.
Inquiry is a procedure that consists of seeking information, both financial and
nonfinancial, of knowledgeable persons throughout the company. Inquiry is used
extensively throughout the audit and often is complementary to performing other
procedures. Inquiries may range from formal written inquiries to informal oral inquiries.
95.
Evaluating responses to inquiries is an integral part of the inquiry procedure.
Examples of information that inquiries might provide include the skill and competency of
those performing the control, the relative sensitivity of the control to prevent or detect
errors or fraud, and the frequency with which the control operates to prevent or detect
errors or fraud. Responses to inquiries might provide the auditor with information not
previously possessed or with corroborative evidence. Alternatively, responses might
provide information that differs significantly from other information the auditor obtains
(for example, information regarding the possibility of management override of controls).
In some cases, responses to inquiries provide a basis for the auditor to modify or
perform additional procedures.
96.
Because inquiry alone does not provide sufficient evidence to support the
operating effectiveness of a control, the auditor should perform additional tests of
controls. For example, if the company implements a control activity whereby its sales
manager reviews and investigates a report of invoices with unusually high or low gross
margins, inquiry of the sales manager as to whether he or she investigates
discrepancies would be inadequate. To obtain sufficient evidence about the operating
effectiveness of the control, the auditor should corroborate the sales manager's
responses by performing other procedures, such as inspecting reports or other
documentation used in or generated by the performance of the control, and evaluate
whether appropriate actions were taken regarding discrepancies.
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97.
The nature of the control also influences the nature of the tests of controls the
auditor can perform. For example, the auditor might examine documents regarding
controls for which documentary evidence exists. However, documentary evidence
regarding some aspects of the control environment, such as management's philosophy
and operating style, might not exist. In circumstances in which documentary evidence
of controls or the performance of controls does not exist and is not expected to exist,
the auditor's tests of controls would consist of inquiries of appropriate personnel and
observation of company activities. As another example, a signature on a voucher
package to indicate that the signer approved it does not necessarily mean that the
person carefully reviewed the package before signing. The package may have been
signed based on only a cursory review (or without any review). As a result, the quality
of the evidence regarding the effective operation of the control might not be sufficiently
persuasive. If that is the case, the auditor should reperform the control (for example,
checking prices, extensions, and additions) as part of the test of the control. In addition,
the auditor might inquire of the person responsible for approving voucher packages
what he or she looks for when approving packages and how many errors have been
found within voucher packages. The auditor also might inquire of supervisors whether
they have any knowledge of errors that the person responsible for approving the
voucher packages failed to detect.
98.
Timing of Tests of Controls. The auditor must perform tests of controls over a
period of time that is adequate to determine whether, as of the date specified in
management's report, the controls necessary for achieving the objectives of the control
criteria are operating effectively. The period of time over which the auditor performs
tests of controls varies with the nature of the controls being tested and with the
frequency with which specific controls operate and specific policies are applied. Some
controls operate continuously (for example, controls over sales), while others operate
only at certain times (for example, controls over the preparation of monthly or quarterly
financial statements and controls over physical inventory counts).
99.
The auditor's testing of the operating effectiveness of such controls should occur
at the time the controls are operating. Controls "as of" a specific date encompass
controls that are relevant to the company's internal control over financial reporting "as
of" that specific date, even though such controls might not operate until after that
specific date. For example, some controls over the period-end financial reporting
process normally operate only after the "as of" date. Therefore, if controls over the
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December 31, 20X4 period-end financial reporting process operate in January 20X5,
the auditor should test the control operating in January 20X5 to have sufficient evidence
of operating effectiveness "as of" December 31, 20X4.
100. When the auditor reports on the effectiveness of controls "as of" a specific date
and obtains evidence about the operating effectiveness of controls at an interim date,
he or she should determine what additional evidence to obtain concerning the operation
of the control for the remaining period. In making that determination, the auditor should
evaluate:
•

The specific controls tested prior to the "as of" date and the results of
those tests;

•

The degree to which evidence about the operating effectiveness of those
controls was obtained;

•

The length of the remaining period; and

•

The possibility that there have been any significant changes in internal
control over financial reporting subsequent to the interim date.

101. For controls over significant nonroutine transactions, controls over accounts or
processes with a high degree of subjectivity or judgment in measurement, or controls
over the recording of period-end adjustments, the auditor should perform tests of
controls closer to or at the "as of" date rather than at an interim date. However, the
auditor should balance performing the tests of controls closer to the "as of" date with the
need to obtain sufficient evidence of operating effectiveness.
102. Prior to the date specified in management's report, management might
implement changes to the company's controls to make them more effective or efficient
or to address control deficiencies. In that case, the auditor might not need to evaluate
controls that have been superseded. For example, if the auditor determines that the
new controls achieve the related objectives of the control criteria and have been in
effect for a sufficient period to permit the auditor to assess their design and operating
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effectiveness by performing tests of controls,15/ he or she will not need to evaluate the
design and operating effectiveness of the superseded controls for purposes of
expressing an opinion on internal control over financial reporting.
103. As discussed in paragraph 207, however, the auditor must communicate all
identified significant deficiencies and material weaknesses in controls to the audit
committee in writing. In addition, the auditor should evaluate how the design and
operating effectiveness of the superseded controls relates to the auditor's reliance on
controls for financial statement audit purposes.
104. Extent of Tests of Controls. Each year the auditor must obtain sufficient
evidence about whether the company's internal control over financial reporting,
including the controls for all internal control components, is operating effectively. This
means that each year the auditor must obtain evidence about the effectiveness of
controls for all relevant assertions related to all significant accounts and disclosures in
the financial statements. The auditor also should vary from year to year the nature,
timing, and extent of testing of controls to introduce unpredictability into the testing and
respond to changes in circumstances. For example, each year the auditor might test
the controls at a different interim period; increase or reduce the number and types of
tests performed; or change the combination of procedures used.
105. In determining the extent of procedures to perform, the auditor should design the
procedures to provide a high level of assurance that the control being tested is
operating effectively. In making this determination, the auditor should assess the
following factors:
•

15/

Nature of the control. The auditor should subject manual controls to more
extensive testing than automated controls. In some circumstances,
testing a single operation of an automated control may be sufficient to
obtain a high level of assurance that the control operated effectively,
provided that information technology general controls also are operating
effectively. For manual controls, sufficient evidence about the operating

Paragraph 179 provides reporting directions in these circumstances when
the auditor has not been able to obtain evidence that the new controls were
appropriately designed or have been operating effectively for a sufficient period of time.
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effectiveness of the controls is obtained by evaluating multiple operations
of the control and the results of each operation. The auditor also should
assess the complexity of the controls, the significance of the judgments
that must be made in connection with their operation, and the level of
competence of the person performing the controls that is necessary for the
control to operate effectively. As the complexity and level of judgment
increase or the level of competence of the person performing the control
decreases, the extent of the auditor's testing should increase.
•

Frequency of operation. Generally, the more frequently a manual control
operates, the more operations of the control the auditor should test. For
example, for a manual control that operates in connection with each
transaction, the auditor should test multiple operations of the control over
a sufficient period of time to obtain a high level of assurance that the
control operated effectively. For controls that operate less frequently,
such as monthly account reconciliations and controls over the period-end
financial reporting process, the auditor may test significantly fewer
operations of the control. However, the auditor's evaluation of each
operation of controls operating less frequently is likely to be more
extensive. For example, when evaluating the operation of a monthly
exception report, the auditor should evaluate whether the judgments made
with regard to the disposition of the exceptions were appropriate and
adequately supported.
Note: When sampling is appropriate and the population of controls to be
tested is large, increasing the population size does not proportionately
increase the required sample size.

•

Importance of the control. Controls that are relatively more important
should be tested more extensively. For example, some controls may
address multiple financial statement assertions, and certain period-end
detective controls might be considered more important than related
preventive controls. The auditor should test more operations of such
controls or, if such controls operate infrequently, the auditor should
evaluate each operation of the control more extensively.
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106. Use of Professional Skepticism when Evaluating the Results of Testing. The
auditor must conduct the audit of internal control over financial reporting and the audit of
the financial statements with professional skepticism, which is an attitude that includes a
questioning mind and a critical assessment of audit evidence. For example, even
though a control is performed by the same employee whom the auditor believes
performed the control effectively in prior periods, the control may not be operating
effectively during the current period because the employee could have become
complacent, distracted, or otherwise not be effectively carrying out his or her
responsibilities. Also, regardless of any past experience with the entity or the auditor's
beliefs about management's honesty and integrity, the auditor should recognize the
possibility that a material misstatement due to fraud could be present. Furthermore,
professional skepticism requires the auditor to consider whether evidence obtained
suggests that a material misstatement due to fraud has occurred. In exercising
professional skepticism in gathering and evaluating evidence, the auditor must not be
satisfied with less-than-persuasive evidence because of a belief that management is
honest.
107. When the auditor identifies exceptions to the company's prescribed control
procedures, he or she should determine, using professional skepticism, the effect of the
exception on the nature and extent of additional testing that may be appropriate or
necessary and on the operating effectiveness of the control being tested. A conclusion
that an identified exception does not represent a control deficiency is appropriate only if
evidence beyond what the auditor had initially planned and beyond inquiry supports that
conclusion.
Using the Work of Others
108. In all audits of internal control over financial reporting, the auditor must perform
enough of the testing himself or herself so that the auditor's own work provides the
principal evidence for the auditor's opinion. The auditor may, however, use the work of
others to alter the nature, timing, or extent of the work he or she otherwise would have
performed. For these purposes, the work of others includes relevant work performed by
internal auditors, company personnel (in addition to internal auditors), and third parties
working under the direction of management or the audit committee that provides
information about the effectiveness of internal control over financial reporting.
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Note: Because the amount of work related to obtaining sufficient evidence to
support an opinion about the effectiveness of controls is not susceptible to
precise measurement, the auditor's judgment about whether he or she has
obtained the principal evidence for the opinion will be qualitative as well as
quantitative. For example, the auditor might give more weight to work he or she
performed on pervasive controls and in areas such as the control environment
than on other controls, such as controls over low-risk, routine transactions.
109. The auditor should evaluate whether to use the work performed by others in the
audit of internal control over financial reporting. To determine the extent to which the
auditor may use the work of others to alter the nature, timing, or extent of the work the
auditor would have otherwise performed, in addition to obtaining the principal evidence
for his or her opinion, the auditor should:
a.

Evaluate the nature of the controls subjected to the work of others (See
paragraphs 112 through 116);

b.

Evaluate the competence and objectivity of the individuals who performed
the work (See paragraphs 117 through 122); and

c.

Test some of the work performed by others to evaluate the quality and
effectiveness of their work (See paragraphs 123 through 125).

Note: AU sec. 322, The Auditor's Consideration of the Internal Audit Function in
an Audit of Financial Statements, applies to using the work of internal auditors in
an audit of the financial statements. The auditor may apply the relevant concepts
described in that section to using the work of others in the audit of internal control
over financial reporting.
110. The auditor must obtain sufficient evidence to support his or her opinion.
Judgments about the sufficiency of evidence obtained and other factors affecting the
auditor's opinion, such as the significance of identified control deficiencies, should be
those of the auditor.
Evidence obtained through the auditor's direct personal
knowledge, observation, reperformance, and inspection is generally more persuasive
than information obtained indirectly from others, such as from internal auditors, other
company personnel, or third parties working under the direction of management.
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111. The requirement that the auditor's own work must provide the principal evidence
for the auditor's opinion is one of the boundaries within which the auditor determines the
work he or she must perform himself or herself in the audit of internal control over
financial reporting. Paragraphs 112 through 125 provide more specific and definitive
direction on how the auditor makes this determination, but the directions allow the
auditor significant flexibility to use his or her judgment to determine the work necessary
to obtain the principal evidence and to determine when the auditor can use the work of
others rather than perform the work himself or herself. Regardless of the auditor's
determination of the work that he or she must perform himself or herself, the auditor's
responsibility to report on the effectiveness of internal control over financial reporting
rests solely with the auditor; this responsibility cannot be shared with the other
individuals whose work the auditor uses. Therefore, when the auditor uses the work of
others, the auditor is responsible for the results of their work.
112. Evaluating the Nature of the Controls Subjected to the Work of Others. The
auditor should evaluate the following factors when evaluating the nature of the controls
subjected to the work of others. As these factors increase in significance, the need for
the auditor to perform his or her own work on those controls increases. As these factors
decrease in significance, the need for the auditor to perform his or her own work on
those controls decreases.
•

The materiality of the accounts and disclosures that the control addresses
and the risk of material misstatement.

•

The degree of judgment required to evaluate the operating effectiveness
of the control (that is, the degree to which the evaluation of the
effectiveness of the control requires evaluation of subjective factors rather
than objective testing).

•

The pervasiveness of the control.

•

The level of judgment or estimation required in the account or disclosure.

•

The potential for management override of the control.

113. Because of the nature of the controls in the control environment, the auditor
should not use the work of others to reduce the amount of work he or she performs on
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controls in the control environment. The auditor should, however, consider the results
of work performed in this area by others because it might indicate the need for the
auditor to increase his or her work.
114.

The control environment encompasses the following factors:16/
•

Integrity and ethical values;

•

Commitment to competence;

•

Board of directors or audit committee participation;

•

Management's philosophy and operating style;

•

Organizational structure;

•

Assignment of authority and responsibility; and

•

Human resource policies and procedures.

115. Controls that are part of the control environment include, but are not limited to,
controls specifically established to prevent and detect fraud that is at least reasonably
possible to result in material misstatement of the financial statements.
Note: The term "reasonably possible" has the same meaning as in FAS No. 5.
See the first note to paragraph 9 for further discussion.
116. The
paragraph
performing
review the
evaluating

16/

auditor should perform the walkthroughs (as discussed beginning at
79) himself or herself because of the degree of judgment required in
this work. However, to provide additional evidence, the auditor may also
work of others who have performed and documented walkthroughs. In
whether his or her own evidence provides the principal evidence, the

See the COSO report and paragraph .110 of AU sec. 319, Internal Control
in a Financial Statement Audit, for additional information about the factors included in
the control environment.
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auditor's work on the control environment and in performing walkthroughs constitutes an
important part of the auditor's own work.
117. Evaluating the Competence and Objectivity of Others. The extent to which the
auditor may use the work of others depends on the degree of competence and
objectivity of the individuals performing the work. The higher the degree of competence
and objectivity, the greater use the auditor may make of the work; conversely, the lower
the degree of competence and objectivity, the less use the auditor may make of the
work. Further, the auditor should not use the work of individuals who have a low degree
of objectivity, regardless of their level of competence. Likewise, the auditor should not
use the work of individuals who have a low level of competence regardless of their
degree of objectivity.
118. When evaluating the competence and objectivity of the individuals performing the
tests of controls, the auditor should obtain, or update information from prior years, about
the factors indicated in the following paragraph. The auditor should determine whether
to test the existence and quality of those factors and, if so, the extent to which to test
the existence and quality of those factors, based on the intended effect of the work of
others on the audit of internal control over financial reporting.
119. Factors concerning the competence of the individuals performing the tests of
controls include:
•

Their educational level and professional experience.

•

Their professional certification and continuing education.

•

Practices regarding the assignment of individuals to work areas.

•

Supervision and review of their activities.

•

Quality of the documentation of their work, including any reports or
recommendations issued.

•

Evaluation of their performance.
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120. Factors concerning the objectivity of the individuals performing the tests of
controls include:
•

•

The organizational status of the individuals responsible for the work of
others ("testing authority") in testing controls, including—
a.

Whether the testing authority reports to an officer of sufficient status
to ensure sufficient testing coverage and adequate consideration
of, and action on, the findings and recommendations of the
individuals performing the testing.

b.

Whether the testing authority has direct access and reports
regularly to the board of directors or the audit committee.

c.

Whether the board of directors or the audit committee oversees
employment decisions related to the testing authority.

Policies to maintain the individuals' objectivity about the areas being
tested, including—
a.

Policies prohibiting individuals from testing controls in areas in
which relatives are employed in important or internal controlsensitive positions.

b.

Policies prohibiting individuals from testing controls in areas to
which they were recently assigned or are scheduled to be assigned
upon completion of their controls testing responsibilities.

121. Internal auditors normally are expected to have greater competence with regard
to internal control over financial reporting and objectivity than other company personnel.
Therefore, the auditor may be able to use their work to a greater extent than the work of
other company personnel. This is particularly true in the case of internal auditors who
follow the International Standards for the Professional Practice of Internal Auditing
issued by the Institute of Internal Auditors. If internal auditors have performed an
extensive amount of relevant work and the auditor determines they possess a high
degree of competence and objectivity, the auditor could use their work to the greatest
extent an auditor could use the work of others. On the other hand, if the internal audit
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function reports solely to management, which would reduce internal auditors' objectivity,
or if limited resources allocated to the internal audit function result in very limited testing
procedures on its part or reduced competency of the internal auditors, the auditor
should use their work to a much lesser extent and perform more of the testing himself or
herself.
122. When determining how the work of others will alter the nature, timing, or extent of
the auditor's work, the auditor should assess the interrelationship of the nature of the
controls, as discussed in paragraph 112, and the competence and objectivity of those
who performed the work, as discussed in paragraphs 117 through 121. As the
significance of the factors listed in paragraph 112 increases, the ability of the auditor to
use the work of others decreases at the same time that the necessary level of
competence and objectivity of those who perform the work increases. For example, for
some pervasive controls, the auditor may determine that using the work of internal
auditors to a limited degree would be appropriate and that using the work of other
company personnel would not be appropriate because other company personnel do not
have a high enough degree of objectivity as it relates to the nature of the controls.
123. Testing the Work of Others. The auditor should test some of the work of others
to evaluate the quality and effectiveness of the work. The auditor's tests of the work of
others may be accomplished by either (a) testing some of the controls that others tested
or (b) testing similar controls not actually tested by others.
124. The nature and extent of these tests depend on the effect of the work of others
on the auditor's procedures but should be sufficient to enable the auditor to make an
evaluation of the overall quality and effectiveness of the work the auditor is considering.
The auditor also should assess whether this evaluation has an effect on his or her
conclusions about the competence and objectivity of the individuals performing the
work.
125. In evaluating the quality and effectiveness of the work of others, the auditor
should evaluate such factors as to whether the:
•

Scope of work is appropriate to meet the objectives.

•

Work programs are adequate.
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•

Work performed is adequately documented, including evidence of
supervision and review.

•

Conclusions are appropriate in the circumstances.

•

Reports are consistent with the results of the work performed.

126. The following examples illustrate how to apply the directions discussed in this
section:
•

Controls over the period-end financial reporting process. Many of the
controls over the period-end financial reporting process address significant
risks of misstatement of the accounts and disclosures in the annual and
quarterly financial statements, may require significant judgment to
evaluate their operating effectiveness, may have a higher potential for
management override, and may affect accounts that require a high level of
judgment or estimation. Therefore, the auditor could determine that,
based on the nature of controls over the period-end financial reporting
process, he or she would need to perform more of the tests of those
controls himself or herself. Further, because of the nature of the controls,
the auditor should use the work of others only if the degree of competence
and objectivity of the individuals performing the work is high; therefore, the
auditor might use the work of internal auditors to some extent but not the
work of others within the company.

•

Information technology general controls. Information technology general
controls are part of the control activities component of internal control;
therefore, the nature of the controls might permit the auditor to use the
work of others. For example, program change controls over routine
maintenance changes may have a highly pervasive effect, yet involve a
low degree of judgment in evaluating their operating effectiveness, can be
subjected to objective testing, and have a low potential for management
override. Therefore, the auditor could determine that, based on the nature
of these program change controls, the auditor could use the work of others
to a moderate extent so long as the degree of competence and objectivity
of the individuals performing the test is at an appropriate level. On the
other hand, controls to detect attempts to override controls that prevent
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unauthorized journal entries from being posted may have a highly
pervasive effect, may involve a high degree of judgment in evaluating their
operating effectiveness, may involve a subjective evaluation, and may
have a reasonable possibility for management override. Therefore, the
auditor could determine that, based on the nature of these controls over
systems access, he or she would need to perform more of the tests of
those controls himself or herself. Further, because of the nature of the
controls, the auditor should use the work of others only if the degree of
competence and objectivity of the individuals performing the tests is high.
•

Management self-assessment of controls. As described in paragraph 40,
management may test the operating effectiveness of controls using a selfassessment process. Because such an assessment is made by the same
personnel who are responsible for performing the control, the individuals
performing the self-assessment do not have sufficient objectivity as it
relates to the subject matter. Therefore, the auditor should not use their
work.

•

Controls over the calculation of depreciation of fixed assets. Controls over
the calculation of depreciation of fixed assets are usually not pervasive,
involve a low degree of judgment in evaluating their operating
effectiveness, and can be subjected to objective testing. If these
conditions describe the controls over the calculation of depreciation of
fixed assets and if there is a low potential for management override, the
auditor could determine that, based on the nature of these controls, the
auditor could use the work of others to a large extent (perhaps entirely) so
long as the degree of competence and objectivity of the individuals
performing the test is at an appropriate level.

•

Alternating tests of controls. Many of the controls over accounts payable,
including controls over cash disbursements, are usually not pervasive,
involve a low degree of judgment in evaluating their operating
effectiveness, can be subjected to objective testing, and have a low
potential for management override. When these conditions describe the
controls over accounts payable, the auditor could determine that, based
on the nature of these controls, he or she could use the work of others to a
large extent (perhaps entirely) so long as the degree of competence and
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objectivity of the individuals performing the test is at an appropriate level.
However, if the company recently implemented a major information
technology change that significantly affected controls over cash
disbursements, the auditor might decide to use the work of others to a
lesser extent in the audit immediately following the information technology
change and then return, in subsequent years, to using the work of others
to a large extent in this area. As another example, the auditor might use
the work of others for testing controls over the depreciation of fixed assets
(as described in the point above) for several years' audits but decide one
year to perform some extent of the work himself or herself to gain an
understanding of these controls beyond that provided by performing a
walkthrough.
Forming an Opinion on the Effectiveness of Internal Control Over Financial
Reporting
127. When forming an opinion on internal control over financial reporting, the auditor
should evaluate all evidence obtained from all sources, including:
•

The adequacy of the assessment performed by management and the
results of the auditor's evaluation of the design and tests of operating
effectiveness of controls;

•

The negative results of substantive procedures performed during the
financial statement audit (for example, recorded and unrecorded
adjustments identified as a result of the performance of the auditing
procedures); and

•

Any identified control deficiencies.

128. As part of this evaluation, the auditor should review all reports issued during the
year by internal audit (or similar functions, such as loan review in a financial institution)
that address controls related to internal control over financial reporting and evaluate any
control deficiencies identified in those reports. This review should include reports
issued by internal audit as a result of operational audits or specific reviews of key
processes if those reports address controls related to internal control over financial
reporting.
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129. Issuing an Unqualified Opinion. The auditor may issue an unqualified opinion
only when there are no identified material weaknesses and when there have been no
restrictions on the scope of the auditor's work. The existence of a material weakness
requires the auditor to express an adverse opinion on the effectiveness of internal
control over financial reporting (See paragraph 175), while a scope limitation requires
the auditor to express a qualified opinion or a disclaimer of opinion, depending on the
significance of the limitation in scope (See paragraph 178).
130. Evaluating Deficiencies in Internal Control Over Financial Reporting. The auditor
must evaluate identified control deficiencies and determine whether the deficiencies,
individually or in combination, are significant deficiencies or material weaknesses. The
evaluation of the significance of a deficiency should include both quantitative and
qualitative factors.
131. The auditor should evaluate the significance of a deficiency in internal control
over financial reporting initially by determining the following:
•

The likelihood that a deficiency, or a combination of deficiencies, could
result in a misstatement of an account balance or disclosure; and

•

The magnitude of the potential misstatement resulting from the deficiency
or deficiencies.

132. The significance of a deficiency in internal control over financial reporting
depends on the potential for a misstatement, not on whether a misstatement actually
has occurred.
133. Several factors affect the likelihood that a deficiency, or a combination of
deficiencies, could result in a misstatement of an account balance or disclosure. The
factors include, but are not limited to, the following:
•

The nature of the financial statement accounts, disclosures, and
assertions involved; for example, suspense accounts and related party
transactions involve greater risk.
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•

The susceptibility of the related assets or liability to loss or fraud; that is,
greater susceptibility increases risk.

•

The subjectivity, complexity, or extent of judgment required to determine
the amount involved; that is, greater subjectivity, complexity, or judgment,
like that related to an accounting estimate, increases risk.

•

The cause and frequency of known or detected exceptions for the
operating effectiveness of a control; for example, a control with an
observed non-negligible deviation rate is a deficiency.

•

The interaction or relationship of the control with other controls; that is, the
interdependence or redundancy of the control.

•

The interaction of the deficiencies; for example, when evaluating a
combination of two or more deficiencies, whether the deficiencies could
affect the same financial statement accounts and assertions.

•

The possible future consequences of the deficiency.

134. When evaluating the likelihood that a deficiency or combination of deficiencies
could result in a misstatement, the auditor should evaluate how the controls interact with
other controls. There are controls, such as information technology general controls, on
which other controls depend. Some controls function together as a group of controls.
Other controls overlap, in the sense that these other controls achieve the same
objective.
135. Several factors affect the magnitude of the misstatement that could result from a
deficiency or deficiencies in controls. The factors include, but are not limited to, the
following:
•

The financial statement amounts or total of transactions exposed to the
deficiency.

•

The volume of activity in the account balance or class of transactions
exposed to the deficiency that has occurred in the current period or that is
expected in future periods.
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136. In evaluating the magnitude of the potential misstatement, the auditor should
recognize that the maximum amount that an account balance or total of transactions
can be overstated is generally the recorded amount. However, the recorded amount is
not a limitation on the amount of potential understatement. The auditor also should
recognize that the risk of misstatement might be different for the maximum possible
misstatement than for lesser possible amounts.
137. When evaluating the significance of a deficiency in internal control over financial
reporting, the auditor also should determine the level of detail and degree of assurance
that would satisfy prudent officials in the conduct of their own affairs that they have
reasonable assurance that transactions are recorded as necessary to permit the
preparation of financial statements in conformity with generally accepted accounting
principles. If the auditor determines that the deficiency would prevent prudent officials
in the conduct of their own affairs from concluding that they have reasonable
assurance,17/ then the auditor should deem the deficiency to be at least a significant
deficiency. Having determined in this manner that a deficiency represents a significant
deficiency, the auditor must further evaluate the deficiency to determine whether
individually, or in combination with other deficiencies, the deficiency is a material
weakness.
Note: Paragraphs 9 and 10 provide the definitions of significant deficiency and
material weakness, respectively.
138. Inadequate documentation of the design of controls and the absence of sufficient
documented evidence to support management's assessment of the operating
effectiveness of internal control over financial reporting are control deficiencies. As with
other control deficiencies, the auditor should evaluate these deficiencies as to their
significance.
139. The interaction of qualitative considerations that affect internal control over
financial reporting with quantitative considerations ordinarily results in deficiencies in the

17/

See SEC Staff Accounting Bulletin Topic 1M2, Immaterial Misstatements
That Are Intentional, for further discussion about the level of detail and degree of
assurance that would satisfy prudent officials in the conduct of their own affairs.
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following areas being at least significant deficiencies in internal control over financial
reporting:
•

Controls over the selection and application of accounting policies that are
in conformity with generally accepted accounting principles;

•

Antifraud programs and controls;

•

Controls over non-routine and non-systematic transactions; and

•

Controls over the period-end financial reporting process, including controls
over procedures used to enter transaction totals into the general ledger;
initiate, authorize, record, and process journal entries into the general
ledger; and record recurring and nonrecurring adjustments to the financial
statements

140. Each of the following circumstances should be regarded as at least a significant
deficiency and as a strong indicator that a material weakness in internal control over
financial reporting exists:
•

Restatement of previously issued financial statements to reflect the
correction of a misstatement.
Note: The correction of a misstatement includes misstatements due
error or fraud; it does not include restatements to reflect a change
accounting principle to comply with a new accounting principle or
voluntary change from one generally accepted accounting principle
another generally accepted accounting principle.

to
in
a
to

•

Identification by the auditor of a material misstatement in financial
statements in the current period that was not initially identified by the
company's internal control over financial reporting. (This is a strong
indicator of a material weakness even if management subsequently
corrects the misstatement.)

•

Oversight of the company's external financial reporting and internal control
over financial reporting by the company's audit committee is ineffective.
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(Paragraphs 55 through 59 present factors to evaluate when determining
whether the audit committee is ineffective.)
•

The internal audit function or the risk assessment function is ineffective at
a company for which such a function needs to be effective for the
company to have an effective monitoring or risk assessment component,
such as for very large or highly complex companies.
Note: The evaluation of the internal audit or risk assessment functions is
similar to the evaluation of the audit committee, as described in
paragraphs 55 through 59, that is, the evaluation is made within the
context of the monitoring and risk assessment components. The auditor is
not required to make a separate evaluation of the effectiveness and
performance of these functions. Instead, the auditor should base his or
her evaluation on evidence obtained as part of evaluating the monitoring
and risk assessment components of internal control over financial
reporting.

•

For complex entities in highly regulated industries, an ineffective
regulatory compliance function. This relates solely to those aspects of the
ineffective regulatory compliance function in which associated violations of
laws and regulations could have a material effect on the reliability of
financial reporting.

•

Identification of fraud of any magnitude on the part of senior management.
Note: The auditor is required to plan and perform procedures to obtain
reasonable assurance that material misstatement caused by fraud is
detected by the auditor. However, for the purposes of evaluating and
reporting deficiencies in internal control over financial reporting, the
auditor should evaluate fraud of any magnitude (including fraud resulting
in immaterial misstatements) on the part of senior management of which
he or she is aware. Furthermore, for the purposes of this circumstance,
"senior management" includes the principal executive and financial
officers signing the company's certifications as required under Section 302
of the Act as well as any other member of management who play a
significant role in the company's financial reporting process.
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•

Significant deficiencies that have been communicated to management and
the audit committee remain uncorrected after some reasonable period of
time.

•

An ineffective control environment.

141. Appendix D provides examples of significant deficiencies and material
weaknesses.

Requirement for Written Representations
142. In an audit of internal control over financial reporting, the auditor should obtain
written representations from management:
a.

Acknowledging management's responsibility for establishing
maintaining effective internal control over financial reporting;

and

b.

Stating that management has performed an assessment of the
effectiveness of the company's internal control over financial reporting and
specifying the control criteria;

c.

Stating that management did not use the auditor's procedures performed
during the audits of internal control over financial reporting or the financial
statements as part of the basis for management's assessment of the
effectiveness of internal control over financial reporting;

d.

Stating management's conclusion about the effectiveness of the
company's internal control over financial reporting based on the control
criteria as of a specified date;

e.

Stating that management has disclosed to the auditor all deficiencies in
the design or operation of internal control over financial reporting identified
as part of management's assessment, including separately disclosing to
the auditor all such deficiencies that it believes to be significant
deficiencies or material weaknesses in internal control over financial
reporting;
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f.

Describing any material fraud and any other fraud that, although not
material, involves senior management or management or other employees
who have a significant role in the company's internal control over financial
reporting;

g.

Stating whether control deficiencies identified and communicated to the
audit committee during previous engagements pursuant to paragraph 207
have been resolved, and specifically identifying any that have not; and

h.

Stating whether there were, subsequent to the date being reported on, any
changes in internal control over financial reporting or other factors that
might significantly affect internal control over financial reporting, including
any corrective actions taken by management with regard to significant
deficiencies and material weaknesses.

143. The failure to obtain written representations from management, including
management's refusal to furnish them, constitutes a limitation on the scope of the audit
sufficient to preclude an unqualified opinion. As discussed further in paragraph 178,
when management limits the scope of the audit, the auditor should either withdraw from
the engagement or disclaim an opinion. Further, the auditor should evaluate the effects
of management's refusal on his or her ability to rely on other representations, including,
if applicable, representations obtained in an audit of the company's financial statements.
144. AU sec. 333, Management Representations, explains matters such as who
should sign the letter, the period to be covered by the letter, and when to obtain an
updating letter.

Relationship of an Audit of Internal Control over Financial Reporting
to an Audit of Financial Statements
145. The audit of internal control over financial reporting should be integrated with the
audit of the financial statements. The objectives of the procedures for the audits are not
identical, however, and the auditor must plan and perform the work to achieve the
objectives of both audits.
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146. The understanding of internal control over financial reporting the auditor obtains
and the procedures the auditor performs for purposes of expressing an opinion on
management's assessment are interrelated with the internal control over financial
reporting understanding the auditor obtains and procedures the auditor performs to
assess control risk for purposes of expressing an opinion on the financial statements.
As a result, it is efficient for the auditor to coordinate obtaining the understanding and
performing the procedures.
Tests of Controls in an Audit of Internal Control Over Financial Reporting
147. The objective of the tests of controls in an audit of internal control over financial
reporting is to obtain evidence about the effectiveness of controls to support the
auditor's opinion on whether management's assessment of the effectiveness of the
company's internal control over financial reporting is fairly stated. The auditor's opinion
relates to the effectiveness of the company's internal control over financial reporting as
of a point in time and taken as a whole.
148. To express an opinion on internal control over financial reporting effectiveness as
of a point in time, the auditor should obtain evidence that internal control over financial
reporting has operated effectively for a sufficient period of time, which may be less than
the entire period (ordinarily one year) covered by the company's financial statements.
To express an opinion on internal control over financial reporting effectiveness taken as
a whole, the auditor must obtain evidence about the effectiveness of controls over all
relevant assertions related to all significant accounts and disclosures in the financial
statements. This requires that the auditor test the design and operating effectiveness of
controls he or she ordinarily would not test if expressing an opinion only on the financial
statements.
149. When concluding on the effectiveness of internal control over financial reporting
for purposes of expressing an opinion on management's assessment, the auditor should
incorporate the results of any additional tests of controls performed to achieve the
objective related to expressing an opinion on the financial statements, as discussed in
the following section.
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Tests of Controls in an Audit of Financial Statements
150. To express an opinion on the financial statements, the auditor ordinarily performs
tests of controls and substantive procedures. The objective of the tests of controls the
auditor performs for this purpose is to assess control risk. To assess control risk for
specific financial statement assertions at less than the maximum, the auditor is required
to obtain evidence that the relevant controls operated effectively during the entire period
upon which the auditor plans to place reliance on those controls. However, the auditor
is not required to assess control risk at less than the maximum for all relevant
assertions and, for a variety of reasons, the auditor may choose not to do so.18/
151. When concluding on the effectiveness of controls for the purpose of assessing
control risk, the auditor also should evaluate the results of any additional tests of
controls performed to achieve the objective related to expressing an opinion on
management's assessment, as discussed in paragraphs 147 through 149.
Consideration of these results may require the auditor to alter the nature, timing, and
extent of substantive procedures and to plan and perform further tests of controls,
particularly in response to identified control deficiencies.
Effect of Tests of Controls on Substantive Procedures
152. Regardless of the assessed level of control risk or the assessed risk of material
misstatement in connection with the audit of the financial statements, the auditor should
perform substantive procedures for all relevant assertions related to all significant
accounts and disclosures. Performing procedures to express an opinion on internal
control over financial reporting does not diminish this requirement.
153. The substantive procedures that the auditor should perform consist of tests of
details of transactions and balances and analytical procedures. Before using the results
obtained from substantive analytical procedures, the auditor should either test the
design and operating effectiveness of controls over financial information used in the
substantive analytical procedures or perform other procedures to support the
completeness and accuracy of the underlying information. For significant risks of

18/

See paragraph 160 for additional documentation requirements when the
auditor assesses control risk as other than low.
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material misstatement, it is unlikely that audit evidence obtained from substantive
analytical procedures alone will be sufficient.
154. When designing substantive analytical procedures, the auditor also should
evaluate the risk of management override of controls. As part of this process, the
auditor should evaluate whether such an override might have allowed adjustments
outside of the normal period-end financial reporting process to have been made to the
financial statements. Such adjustments might have resulted in artificial changes to the
financial statement relationships being analyzed, causing the auditor to draw erroneous
conclusions. For this reason, substantive analytical procedures alone are not well
suited to detecting fraud.
155. The auditor's substantive procedures must include reconciling the financial
statements to the accounting records. The auditor's substantive procedures also should
include examining material adjustments made during the course of preparing the
financial statements. Also, other auditing standards require auditors to perform specific
tests of details in the financial statement audit.
For instance, AU sec. 316,
Consideration of Fraud in a Financial Statement Audit, requires the auditor to perform
certain tests of details to further address the risk of management override, whether or
not a specific risk of fraud has been identified. Paragraph .34 of AU Sec. 330, The
Confirmation Process, states that there is a presumption that the auditor will request the
confirmation of accounts receivable. Similarly, paragraph .01 of AU Sec. 331,
Inventories, states that observation of inventories is a generally accepted auditing
procedure and that the auditor who issues an opinion without this procedure "has the
burden of justifying the opinion expressed."
156. If, during the audit of internal control over financial reporting, the auditor identifies
a control deficiency, he or she should determine the effect on the nature, timing, and
extent of substantive procedures to be performed to reduce the risk of material
misstatement of the financial statements to an appropriately low level.
Effect of Substantive Procedures on the Auditor's Conclusions About the
Operating Effectiveness of Controls
157. In an audit of internal control over financial reporting, the auditor should evaluate
the effect of the findings of all substantive auditing procedures performed in the audit of
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financial statements on the effectiveness of internal control over financial reporting.
This evaluation should include, but not be limited to:
•

The auditor's risk evaluations in connection with the selection and
application of substantive procedures, especially those related to fraud
(See paragraph 26);

•

Findings with respect to illegal acts and related party transactions;

•

Indications of management bias in making accounting estimates and in
selecting accounting principles; and

•

Misstatements detected by substantive procedures. The extent of such
misstatements might alter the auditor's judgment about the effectiveness
of controls.

158. However, the absence of misstatements detected by substantive procedures
does not provide evidence that controls related to the assertion being tested are
effective.

Documentation Requirements
159. In addition to the documentation requirements in AU sec. 339, Audit
Documentation, the auditor should document:
•

The understanding obtained and the evaluation of the design of each of
the five components of the company's internal control over financial
reporting;

•

The process used to determine significant accounts and disclosures and
major classes of transactions, including the determination of the locations
or business units at which to perform testing;

•

The identification of the points at which misstatements related to relevant
financial statement assertions could occur within significant accounts and
disclosures and major classes of transactions;
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•

The extent to which the auditor relied upon work performed by others as
well as the auditor's assessment of their competence and objectivity;

•

The evaluation of any deficiencies noted as a result of the auditor's
testing; and

•

Other findings that could result in a modification to the auditor's report.

160. For a company that has effective internal control over financial reporting, the
auditor ordinarily will be able to perform sufficient testing of controls to be able to assess
control risk for all relevant assertions related to significant accounts and disclosures at a
low level. If, however, the auditor assesses control risk as other than low for certain
assertions or significant accounts, the auditor should document the reasons for that
conclusion. Examples of when it is appropriate to assess control risk as other than low
include:
•

When a control over a relevant assertion related to a significant account or
disclosure was superseded late in the year and only the new control was
tested for operating effectiveness.

•

When a material weakness existed during the period under audit and was
corrected by the end of the period.

161. The auditor also should document the effect of a conclusion that control risk is
other than low for any relevant assertions related to any significant accounts in
connection with the audit of the financial statements on his or her opinion on the audit of
internal control over financial reporting.

Reporting on Internal Control Over Financial Reporting
Management's Report
162. Management is required to include in its annual report its assessment of the
effectiveness of the company's internal control over financial reporting in addition to its
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audited financial statements as of the end of the most recent fiscal year. Management's
report on internal control over financial reporting is required to include the following:19/
•

A statement of management's responsibility for establishing and
maintaining adequate internal control over financial reporting for the
company;

•

A statement identifying the framework used by management to conduct
the required assessment of the effectiveness of the company's internal
control over financial reporting;

•

An assessment of the effectiveness of the company's internal control over
financial reporting as of the end of the company's most recent fiscal year,
including an explicit statement as to whether that internal control over
financial reporting is effective; and

•

A statement that the registered public accounting firm that audited the
financial statements included in the annual report has issued an
attestation report on management's assessment of the company's internal
control over financial reporting.

163. Management should provide, both in its report on internal control over financial
reporting and in its representation letter to the auditor, a written conclusion about the
effectiveness of the company's internal control over financial reporting. The conclusion
about the effectiveness of a company's internal control over financial reporting can take
many forms; however, management is required to state a direct conclusion about
whether the company's internal control over financial reporting is effective. This
standard, for example, includes the phrase "management's assessment that W
Company maintained effective internal control over financial reporting as of [date]" to
illustrate such a conclusion. Other phrases, such as "management's assessment that
W Company's internal control over financial reporting as of [date] is sufficient to meet
the stated objectives," also might be used. However, the conclusion should not be so
subjective (for example, "very effective internal control") that people having competence

19/

See Item 308(a) of Regulation S-B and S-K, 17 C.F.R. 228.308(a) and 17
C.F.R. 229.308(a), respectively.
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in and using the same or similar criteria would not ordinarily be able to arrive at similar
conclusions.
164. Management is precluded from concluding that the company's internal control
over financial reporting is effective if there are one or more material weaknesses.20/ In
addition, management is required to disclose all material weaknesses that exist as of
the end of the most recent fiscal year.
165. Management might be able to accurately represent that internal control over
financial reporting, as of the end of the company's most recent fiscal year, is effective
even if one or more material weaknesses existed during the period. To make this
representation, management must have changed the internal control over financial
reporting to eliminate the material weaknesses sufficiently in advance of the "as of" date
and have satisfactorily tested the effectiveness over a period of time that is adequate for
it to determine whether, as of the end of the fiscal year, the design and operation of
internal control over financial reporting is effective.21/
Auditor's Evaluation of Management's Report
166. With respect to management's report on its assessment, the auditor should
evaluate the following matters:
a.

Whether management has properly stated its responsibility for
establishing and maintaining adequate internal control over financial
reporting.

20

See Item 308(a)(3) of Regulation S-B and S-K, 17 C.F.R. 228.308(a) and
17 C.F.R. 229.308(a), respectively.
21

However, when the reason for a change in internal control over financial
reporting is the correction of a material weakness, management and the auditor should
evaluate whether the reason for the change and the circumstances surrounding the
change are material information necessary to make the disclosure about the change not
misleading in a filing subject to certification under Securities Exchange Act Rule 13a14(a) or 15d-14(a), 17 C.F.R. 240.13a-14(a) or 17 C.F.R. 240.15d-14(a). See
discussion beginning at paragraph 200 for further direction.
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b.

Whether the framework used by management to conduct the evaluation is
suitable. (As discussed in paragraph 14, the framework described in
COSO constitutes a suitable and available framework.)

c.

Whether management's assessment of the effectiveness of internal
control over financial reporting, as of the end of the company's most
recent fiscal year, is free of material misstatement.

d.

Whether management has expressed its assessment in an acceptable
form.

e.

22/

–

Management is required to state whether the company's internal
control over financial reporting is effective.

–

A negative assurance statement indicating that, "Nothing has come
to management's attention to suggest that the company's internal
control over financial reporting is not effective," is not acceptable.

–

Management is not permitted to conclude that the company's
internal control over financial reporting is effective if there are one
or more material weaknesses in the company's internal control over
financial reporting.

Whether material weaknesses identified in the company's internal control
over financial reporting, if any, have been properly disclosed, including
material weaknesses corrected during the period.22/

See paragraph 206 for direction when a material weakness was corrected
during the fourth quarter and the auditor believes that modification to the disclosures
about changes in internal control over financial reporting are necessary for the annual
certifications to be accurate and to comply with the requirements of Section 302 of the
Act.
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Auditor's Report on Management's Assessment of Internal Control Over Financial
Reporting
167. The auditor's report on management's assessment of the effectiveness of
internal control over financial reporting must include the following elements:
a.

A title that includes the word independent;

b.

An identification of management's conclusion about the effectiveness of
the company's internal control over financial reporting as of a specified
date based on the control criteria [for example, criteria established in
Internal Control—Integrated Framework issued by the Committee of
Sponsoring Organizations of the Treadway Commission (COSO)];

c.

An identification of the title of the management report that includes
management's assessment (the auditor should use the same description
of the company's internal control over financial reporting as management
uses in its report);

d.

A statement that the assessment is the responsibility of management;

e.

A statement that the auditor's responsibility is to express an opinion on the
assessment and an opinion on the company's internal control over
financial reporting based on his or her audit;

f.

A definition of internal control over financial reporting as stated in
paragraph 7;

g.

A statement that the audit was conducted in accordance with the
standards of the Public Company Accounting Oversight Board (United
States);

h.

A statement that the standards of the Public Company Accounting
Oversight Board require that the auditor plan and perform the audit to
obtain reasonable assurance about whether effective internal control over
financial reporting was maintained in all material respects;
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i.

A statement that an audit includes obtaining an understanding of internal
control over financial reporting, evaluating management's assessment,
testing and evaluating the design and operating effectiveness of internal
control, and performing such other procedures as the auditor considered
necessary in the circumstances;

j.

A statement that the auditor believes the audit provides a reasonable
basis for his or her opinions;

k.

A paragraph stating that, because of inherent limitations, internal control
over financial reporting may not prevent or detect misstatements and that
projections of any evaluation of effectiveness to future periods are subject
to the risk that controls may become inadequate because of changes in
conditions, or that the degree of compliance with the policies or
procedures may deteriorate;

l.

The auditor's opinion on whether management's assessment of the
effectiveness of the company's internal control over financial reporting as
of the specified date is fairly stated, in all material respects, based on the
control criteria (See discussion beginning at paragraph 162);

m.

The auditor's opinion on whether the company maintained, in all material
respects, effective internal control over financial reporting as of the
specified date, based on the control criteria;

n.

The manual or printed signature of the auditor's firm;

o.

The city and state (or city and country, in the case of non-U.S. auditors)
from which the auditor's report has been issued; and

p.

The date of the audit report.

168. Example A-1 in Appendix A is an illustrative auditor's report for an unqualified
opinion on management's assessment of the effectiveness of the company's internal
control over financial reporting and an unqualified opinion on the effectiveness of the
company's internal control over financial reporting.
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169. Separate or Combined Reports. The auditor may choose to issue a combined
report (that is, one report containing both an opinion on the financial statements and the
opinions on internal control over financial reporting) or separate reports on the
company's financial statements and on internal control over financial reporting.
Example A-7 in Appendix A is an illustrative combined audit report on internal control
over financial reporting. Appendix A also includes examples of separate reports on
internal control over financial reporting.
170. If the auditor chooses to issue a separate report on internal control over financial
reporting, he or she should add the following paragraph to the auditor's report on the
financial statements:
We also have audited, in accordance with the standards of the Public Company
Accounting Oversight Board (United States), the effectiveness of W Company's
internal control over financial reporting as of December 31, 20X3, based on
[identify control criteria] and our report dated [date of report, which should be the
same as the date of the report on the financial statements] expressed [include
nature of opinions].
and add the following paragraph to the report on internal control over financial reporting:
We have also audited, in accordance with the standards of the Public Company
Accounting Oversight Board (United States), the [identify financial statements] of
W Company and our report dated [date of report, which should be the same as
the date of the report on the effectiveness of internal control over financial
reporting] expressed [include nature of opinion].
171. Report Date. As stated previously, the auditor cannot audit internal control over
financial reporting without also auditing the financial statements. Therefore, the reports
should be dated the same.
172. When the auditor elects to issue a combined report on the audit of the financial
statements and the audit of internal control over financial reporting, the audit opinion will
address multiple reporting periods for the financial statements presented but only the
end of the most recent fiscal year for the effectiveness of internal control over financial
reporting and management's assessment of the effectiveness of internal control over
financial reporting. See a combined report in Example A-7 in Appendix A.
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173. Report Modifications. The auditor should modify the standard report if any of the
following conditions exist.
a.

Management's assessment is inadequate or management's report is
inappropriate. (See paragraph 174.)

b.

There is a material weakness in the company's internal control over
financial reporting. (See paragraphs 175 through 177.)

c.

There is a restriction on the scope of the engagement. (See paragraphs
178 through 181.)

d.

The auditor decides to refer to the report of other auditors as the basis, in
part, for the auditor's own report. (See paragraphs 182 through 185.)

e.

A significant subsequent event has occurred since the date being reported
on. (See paragraphs 186 through 189.)

f.

There is other information contained in management's report on internal
control over financial reporting. (See paragraphs 190 through 192.)

174. Management's Assessment Inadequate or Report Inappropriate. If the auditor
determines that management's process for assessing internal control over financial
reporting is inadequate, the auditor should modify his or her opinion for a scope
limitation (discussed further beginning at paragraph 178). If the auditor determines that
management's report is inappropriate, the auditor should modify his or her report to
include, at a minimum, an explanatory paragraph describing the reasons for this
conclusion.
175. Material Weaknesses.
Paragraphs 130 through 141 describe significant
deficiencies and material weaknesses. If there are significant deficiencies that,
individually or in combination, result in one or more material weaknesses, management
is precluded from concluding that internal control over financial reporting is effective. In
these circumstances, the auditor must express an adverse opinion on the company's
internal control over financial reporting.

File No. PCAOB-2004-03 Page No. 1768

PCAOB Release 2004-001
March 9, 2004
Page A–76 – Standard

RELEASE
176. When expressing an adverse opinion on the effectiveness of internal control over
financial reporting because of a material weakness, the auditor's report must include:
•

The definition of a material weakness, as provided in paragraph 10.

•

A statement that a material weakness has been identified and included in
management's assessment. (If the material weakness has not been
included in management's assessment, this sentence should be modified
to state that the material weakness has been identified but not included in
management's assessment. In this case, the auditor also is required to
communicate in writing to the audit committee that the material weakness
was not disclosed or identified as a material weakness in management's
report.)

•

A description of any material weaknesses identified in a company's
internal control over financial reporting. This description should provide
the users of the audit report with specific information about the nature of
any material weakness, and its actual and potential effect on the
presentation of the company's financial statements issued during the
existence of the weakness.
This description also should address
requirements described in paragraph 194.

177. Depending on the circumstances, the auditor may express both an unqualified
opinion and an other-than-unqualified opinion within the same report on internal control
over financial reporting. For example, if management makes an adverse assessment
because a material weakness has been identified and not corrected ("…internal control
over financial reporting is not effective…"), the auditor would express an unqualified
opinion on management's assessment ("…management's assessment that internal
control over financial reporting is not effective is fairly stated, in all material respects…").
At the same time, the auditor would express an adverse opinion about the effectiveness
of internal control over financial reporting ("In our opinion, because of the effect of the
material weakness described…, the company's internal control over financial reporting
is not effective."). Example A-2 in Appendix A illustrates the form of the report that is
appropriate in this situation. Example A-6 in Appendix A illustrates a report that reflects
disagreement between management and the auditor that a material weakness exists.
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178. Scope Limitations.
The auditor can express an unqualified opinion on
management's assessment of internal control over financial reporting and an unqualified
opinion on the effectiveness of internal control over financial reporting only if the auditor
has been able to apply all the procedures necessary in the circumstances. If there are
restrictions on the scope of the engagement imposed by the circumstances, the auditor
should withdraw from the engagement, disclaim an opinion, or express a qualified
opinion. The auditor's decision depends on his or her assessment of the importance of
the omitted procedure(s) to his or her ability to form an opinion on management's
assessment of internal control over financial reporting and an opinion on the
effectiveness of the company's internal control over financial reporting. However, when
the restrictions are imposed by management, the auditor should withdraw from the
engagement or disclaim an opinion on management's assessment of internal control
over financial reporting and the effectiveness of internal control over financial reporting.
179. For example, management might have identified a material weakness in its
internal control over financial reporting prior to the date specified in its report and
implemented controls to correct it. If management believes that the new controls have
been operating for a sufficient period of time to determine that they are both effectively
designed and operating, management would be able to include in its assessment its
conclusion that internal control over financial reporting is effective as of the date
specified. However, if the auditor disagrees with the sufficiency of the time period, he or
she would be unable to obtain sufficient evidence that the new controls have been
operating effectively for a sufficient period. In that case, the auditor should modify the
opinion on the effectiveness of internal control over financial reporting and the opinion
on management's assessment of internal control over financial reporting because of a
scope limitation.
180. When the auditor plans to disclaim an opinion and the limited procedures
performed by the auditor caused the auditor to conclude that a material weakness
exists, the auditor's report should include:
•

The definition of a material weakness, as provided in paragraph 10.

•

A description of any material weaknesses identified in the company's
internal control over financial reporting. This description should provide
the users of the audit report with specific information about the nature of
any material weakness, and its actual and potential effect on the

File No. PCAOB-2004-03 Page No. 1770

PCAOB Release 2004-001
March 9, 2004
Page A–78 – Standard

RELEASE
presentation of the company's financial statements issued during the
existence of the weakness. This description also should address the
requirements in paragraph 194.
181. Example A-3 in Appendix A illustrates the form of report when there is a limitation
on the scope of the audit causing the auditor to issue qualified opinions. Example A-4
illustrates the form of report when restrictions on the scope of the audit cause the
auditor to disclaim opinions.
182. Opinions Based, in Part, on the Report of Another Auditor. When another auditor
has audited the financial statements and internal control over financial reporting of one
or more subsidiaries, divisions, branches, or components of the company, the auditor
should determine whether he or she may serve as the principal auditor and use the
work and reports of another auditor as a basis, in part, for his or her opinions. AU sec.
543, Part of Audit Performed by Other Independent Auditors, provides direction on the
auditor's decision of whether to serve as the principal auditor of the financial statements.
If the auditor decides it is appropriate to serve as the principal auditor of the financial
statements, then that auditor also should be the principal auditor of the company's
internal control over financial reporting. This relationship results from the requirement
that an audit of the financial statements must be performed to audit internal control over
financial reporting; only the principal auditor of the financial statements can be the
principal auditor of internal control over financial reporting. In this circumstance, the
principal auditor of the financial statements needs to participate sufficiently in the audit
of internal control over financial reporting to provide a basis for serving as the principal
auditor of internal control over financial reporting.
183. When serving as the principal auditor of internal control over financial reporting,
the auditor should decide whether to make reference in the report on internal control
over financial reporting to the audit of internal control over financial reporting performed
by the other auditor. In these circumstances, the auditor's decision is based on factors
similar to those of the independent auditor who uses the work and reports of other
independent auditors when reporting on a company's financial statements as described
in AU sec. 543.
184. The decision about whether to make reference to another auditor in the report on
the audit of internal control over financial reporting might differ from the corresponding
decision as it relates to the audit of the financial statements. For example, the audit
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report on the financial statements may make reference to the audit of a significant
equity investment performed by another independent auditor, but the report on internal
control over financial reporting might not make a similar reference because
management's evaluation of internal control over financial reporting ordinarily would not
extend to controls at the equity method investee.23/
185. When the auditor decides to make reference to the report of the other auditor as
a basis, in part, for his or her opinions, the auditor should refer to the report of the other
auditor when describing the scope of the audit and when expressing the opinions.
186. Subsequent Events. Changes in internal control over financial reporting or other
factors that might significantly affect internal control over financial reporting might occur
subsequent to the date as of which internal control over financial reporting is being
audited but before the date of the auditor's report. The auditor should inquire of
management whether there were any such changes or factors. As described in
paragraph 142, the auditor should obtain written representations from management
relating to such matters. Additionally, to obtain information about whether changes
have occurred that might affect the effectiveness of the company's internal control over
financial reporting and, therefore, the auditor's report, the auditor should inquire about
and examine, for this subsequent period, the following:
•

Relevant internal audit reports (or similar functions, such as loan review in
a financial institution) issued during the subsequent period;

•

Independent auditor reports (if other than the auditor's) of significant
deficiencies or material weaknesses;

•

Regulatory agency reports on the company's internal control over financial
reporting; and

•

Information about the effectiveness of the company's internal control over
financial reporting obtained through other engagements.

23/

See Appendix B, paragraph B15, for further discussion of the evaluation of
the controls over financial reporting for an equity method investment.
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187. The auditor could inquire about and examine other documents for the
subsequent period. Paragraphs .01 through .09 of AU sec. 560, Subsequent Events,
provides direction on subsequent events for a financial statement audit that also may be
helpful to the auditor performing an audit of internal control over financial reporting.
188. If the auditor obtains knowledge about subsequent events that materially and
adversely affect the effectiveness of the company's internal control over financial
reporting as of the date specified in the assessment, the auditor should issue an
adverse opinion on the effectiveness of internal control over financial reporting (and
issue an adverse opinion on management's assessment of internal control over financial
reporting if management's report does not appropriately assess the affect of the
subsequent event). If the auditor is unable to determine the effect of the subsequent
event on the effectiveness of the company's internal control over financial reporting, the
auditor should disclaim opinions. As described in paragraph 190, the auditor should
disclaim an opinion on management's disclosures about corrective actions taken by the
company after the date of management's assessment, if any.
189. The auditor may obtain knowledge about subsequent events with respect to
conditions that did not exist at the date specified in the assessment but arose
subsequent to that date. If a subsequent event of this type has a material effect on the
company, the auditor should include in his or her report an explanatory paragraph
describing the event and its effects or directing the reader's attention to the event and its
effects as disclosed in management's report. Management's consideration of such
events to be disclosed in its report should be limited to a change that has materially
affected, or is reasonably likely to materially affect, the company's internal control over
financial reporting.
190. Management's Report Containing Additional Information. Management's report
on internal control over financial reporting may contain information in addition to
management's assessment of the effectiveness of its internal control over financial
reporting. Such information might include, for example:
•

Disclosures about corrective actions taken by the company after the date
of management's assessment;

•

The company's plans to implement new controls; and
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•

A statement that management believes the cost of correcting a material
weakness would exceed the benefits to be derived from implementing new
controls.

191. If management's assessment includes such additional information, the auditor
should disclaim an opinion on the information. For example, the auditor should use the
following language as the last paragraph of the report to disclaim an opinion on
management's cost-benefit statement:
We do not express an opinion or any other form of assurance on management's
statement referring to the costs and related benefits of implementing new
controls.
192. If the auditor believes that management's additional information contains a
material misstatement of fact, he or she should discuss the matter with management. If
the auditor concludes that there is a valid basis for concern, he or she should propose
that management consult with some other party whose advice might be useful, such as
the company's legal counsel. If, after discussing the matter with management and
those management has consulted, the auditor concludes that a material misstatement
of fact remains, the auditor should notify management and the audit committee, in
writing, of the auditor's views concerning the information. The auditor also should
consider consulting the auditor's legal counsel about further actions to be taken,
including the auditor's responsibility under Section 10A of the Securities Exchange Act
of 1934.24/
Note: If management makes the types of disclosures described in paragraph
190 outside its report on internal control over financial reporting and includes
them elsewhere within its annual report on the company's financial statements,
the auditor would not need to disclaim an opinion, as described in paragraph
191. However, in that situation, the auditor's responsibilities are the same as
those described in paragraph 192 if the auditor believes that the additional
information contains a material misstatement of fact.
193. Effect of Auditor's Adverse Opinion on Internal Control Over Financial Reporting
on the Opinion on Financial Statements. In some cases, the auditor's report on internal
24/

See Section 10A of the Securities Exchange Act of 1934, 15 U.S.C. 78j-1.
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control over financial reporting might describe a material weakness that resulted in an
adverse opinion on the effectiveness of internal control over financial reporting while the
audit report on the financial statements remains unqualified. Consequently, during the
audit of the financial statements, the auditor did not rely on that control. However, he or
she performed additional substantive procedures to determine whether there was a
material misstatement in the account related to the control. If, as a result of these
procedures, the auditor determines that there was not a material misstatement in the
account, he or she would be able to express an unqualified opinion on the financial
statements.
194. When the auditor's opinion on the financial statements is unaffected by the
adverse opinion on the effectiveness of internal control over financial reporting, the
report on internal control over financial reporting (or the combined report, if a combined
report is issued) should include the following or similar language in the paragraph that
describes the material weakness:
This material weakness was considered in determining the nature, timing, and
extent of audit tests applied in our audit of the 20X3 financial statements, and this
report does not affect our report dated [date of report] on those financial
statements. [Revise this wording appropriately for use in a combined report.]
195. Such disclosure is important to ensure that users of the auditor's report on the
financial statements understand why the auditor issued an unqualified opinion on those
statements.
196. Disclosure is also important when the auditor's opinion on the financial
statements is affected by the adverse opinion on the effectiveness of internal control
over financial reporting. In that circumstance, the report on internal control over
financial reporting (or the combined report, if a combined report is issued) should
include the following or similar language in the paragraph that describes the material
weakness:
This material weakness was considered in determining the nature, timing, and
extent of audit tests applied in our audit of the 20X3 financial statements.
197. Subsequent Discovery of Information Existing at the Date of the Auditor's Report
on Internal Control Over Financial Reporting. After the issuance of the report on
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internal control over financial reporting, the auditor may become aware of conditions
that existed at the report date that might have affected the auditor's opinions had he or
she been aware of them. The auditor's evaluation of such subsequent information is
similar to the auditor's evaluation of information discovered subsequent to the date of
the report on an audit of financial statements, as described in AU sec. 561, Subsequent
Discovery of Facts Existing at the Date of the Auditor's Report. That standard requires
the auditor to determine whether the information is reliable and whether the facts
existed at the date of his or her report. If so, the auditor should determine (1) whether
the facts would have changed the report if he or she had been aware of them and (2)
whether there are persons currently relying on or likely to rely on the auditor's report.
For instance, if previously issued financial statements and the auditor's report have
been recalled and reissued to reflect the correction of a misstatement, the auditor
should presume that his or her report on the company's internal control over financial
reporting as of same specified date also should be recalled and reissued to reflect the
material weakness that existed at that date. Based on these considerations, paragraph
.06 of AU sec. 561 provides detailed requirements for the auditor.
198. Filings Under Federal Securities Statutes. AU sec. 711, Filings Under Federal
Securities Statutes, describes the auditor's responsibilities when an auditor's report is
included in registration statements, proxy statements, or periodic reports filed under the
federal securities statutes. The auditor should also apply AU sec. 711 with respect to
the auditor's report on management's assessment of the effectiveness of internal control
over financial reporting included in such filings. In addition, the direction in paragraph
.10 of AU sec. 711 to inquire of and obtain written representations from officers and
other executives responsible for financial and accounting matters about whether any
events have occurred that have a material effect on the audited financial statements
should be extended to matters that could have a material effect on management's
assessment of internal control over financial reporting.
199. When the auditor has fulfilled these responsibilities and intends to consent to the
inclusion of his or her report on management's assessment of the effectiveness of
internal control over financial reporting in the securities filing, the auditor's consent
should clearly indicate that both the audit report on financial statements and the audit
report on management's assessment of the effectiveness of internal control over
financial reporting (or both opinions if a combined report is issued) are included in his or
her consent.
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Auditor's Responsibilities for Evaluating Management's Certification
Disclosures About Internal Control Over Financial Reporting
Required Management Certifications
200. Section 302 of the Act, and Securities Exchange Act Rule 13a-14(a) or 15d14(a), whichever applies,25/ requires a company's management, with the participation of
the principal executive and financial officers (the certifying officers), to make the
following quarterly and annual certifications with respect to the company's internal
control over financial reporting:
•

A statement that the certifying officers are responsible for establishing and
maintaining internal control over financial reporting;

•

A statement that the certifying officers have designed such internal control
over financial reporting, or caused such internal control over financial
reporting to be designed under their supervision, to provide reasonable
assurance regarding the reliability of financial reporting and the
preparation of financial statements for external purposes in accordance
with generally accepted accounting principles; and

•

A statement that the report discloses any changes in the company's
internal control over financial reporting that occurred during the most
recent fiscal quarter (the company's fourth fiscal quarter in the case of an
annual report) that have materially affected, or are reasonably likely to
materially affect, the company's internal control over financial reporting.

201. When the reason for a change in internal control over financial reporting is the
correction of a material weakness, management has a responsibility to determine and
the auditor should evaluate whether the reason for the change and the circumstances
surrounding that change are material information necessary to make the disclosure
about the change not misleading.26/

25/

See 17 C.F.R., 240.13a-14a or 15d-14a, whichever applies.

26/

See Securities Exchange Act Rule 12b-20, 17 C.F.R. 240.12b-20.
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Auditor Evaluation Responsibilities
202. The auditor's responsibility as it relates to management's quarterly certifications
on internal control over financial reporting is different from the auditor's responsibility as
it relates to management's annual assessment of internal control over financial
reporting. The auditor should perform limited procedures quarterly to provide a basis for
determining whether he or she has become aware of any material modifications that, in
the auditor's judgment, should be made to the disclosures about changes in internal
control over financial reporting in order for the certifications to be accurate and to
comply with the requirements of Section 302 of the Act.
203. To fulfill this responsibility, the auditor should perform, on a quarterly basis, the
following procedures:
•

Inquire of management about significant changes in the design or
operation of internal control over financial reporting as it relates to the
preparation of annual as well as interim financial information that could
have occurred subsequent to the preceding annual audit or prior review of
interim financial information;

•

Evaluate the implications of misstatements identified by the auditor as part
of the auditor's required review of interim financial information (See AU
sec. 722, Interim Financial Information) as it relates to effective internal
control over financial reporting; and

•

Determine, through a combination of observation and inquiry, whether any
change in internal control over financial reporting has materially affected,
or is reasonably likely to materially affect, the company's internal control
over financial reporting.

Note: Foreign private issuers filing Forms 20-F and 40-F are not subject to
quarterly reporting requirements, therefore, the auditor's responsibilities would
extend only to the certifications in the annual report of these companies.
204. When matters come to auditor's attention that lead him or her to believe that
modification to the disclosures about changes in internal control over financial reporting
is necessary for the certifications to be accurate and to comply with the requirements of
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Section 302 of the Act and Securities Exchange Act Rule 13a-14(a) or 15d-14(a),
whichever applies,27/ the auditor should communicate the matter(s) to the appropriate
level of management as soon as practicable.
205. If, in the auditor's judgment, management does not respond appropriately to the
auditor's communication within a reasonable period of time, the auditor should inform
the audit committee. If, in the auditor's judgment, the audit committee does not respond
appropriately to the auditor's communication within a reasonable period of time, the
auditor should evaluate whether to resign from the engagement. The auditor should
evaluate whether to consult with his or her attorney when making these evaluations. In
these circumstances, the auditor also has responsibilities under AU sec. 317, Illegal
Acts by Clients, and Section 10A of the Securities Exchange Act of 1934.28/ The
auditor's responsibilities for evaluating the disclosures about changes in internal control
over financial reporting do not diminish in any way management's responsibility for
ensuring that its certifications comply with the requirements of Section 302 of the Act
and Securities Exchange Act Rule 13a-14(a) or 15d-14(a), whichever applies.29/
206. If matters come to the auditor's attention as a result of the audit of internal control
over financial reporting that lead him or her to believe that modifications to the
disclosures about changes in internal control over financial reporting (addressing
changes in internal control over financial reporting occurring during the fourth quarter)
are necessary for the annual certifications to be accurate and to comply with the
requirements of Section 302 of the Act and Securities Exchange Act Rule 13a-14(a) or
15d-14(a), whichever applies,30/ the auditor should follow the same communication
responsibilities as described in paragraphs 204 and 205. However, if management and
the audit committee do not respond appropriately, in addition to the responsibilities
27/

See 17 C.F.R. 240.13a-14(a) or 17 C.F.R. 240.15d-14(a), whichever

applies.
28/

See 15 U.S.C. 78j-1.

29/

See 17 C.F.R. 240.13a-14(a) or 17 C.F.R. 240.15d-14(a), whichever

applies.
30/

applies.

See 17 C.F.R. 240.13a-14(a) or 17 C.F.R. 240.15d-14(a), whichever
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described in the preceding two paragraphs, the auditor should modify his or her report
on the audit of internal control over financial reporting to include an explanatory
paragraph describing the reasons the auditor believes management's disclosures
should be modified.

Required Communications in An Audit of Internal Control
Over Financial Reporting
207. The auditor must communicate in writing to management and the audit
committee all significant deficiencies and material weaknesses identified during the
audit. The written communication should be made prior to the issuance of the auditor's
report on internal control over financial reporting. The auditor's communication should
distinguish clearly between those matters considered to be significant deficiencies and
those considered to be material weaknesses, as defined in paragraphs 9 and 10,
respectively.
208. If a significant deficiency or material weakness exists because the oversight of
the company's external financial reporting and internal control over financial reporting by
the company's audit committee is ineffective, the auditor must communicate that
specific significant deficiency or material weakness in writing to the board of directors.
209. In addition, the auditor should communicate to management, in writing, all
deficiencies in internal control over financial reporting (that is, those deficiencies in
internal control over financial reporting that are of a lesser magnitude than significant
deficiencies) identified during the audit and inform the audit committee when such a
communication has been made. When making this communication, it is not necessary
for the auditor to repeat information about such deficiencies that have been included in
previously issued written communications, whether those communications were made
by the auditor, internal auditors, or others within the organization. Furthermore, the
auditor is not required to perform procedures sufficient to identify all control deficiencies;
rather, the auditor should communicate deficiencies in internal control over financial
reporting of which he or she is aware.
Note: As part of his or her evaluation of the effectiveness of internal control over
financial reporting, the auditor should determine whether control deficiencies
identified by internal auditors and others within the company, for example,
through ongoing monitoring activities and the annual assessment of internal
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control over financial reporting, are reported to appropriate levels of management
in a timely manner. The lack of an internal process to report deficiencies in
internal control to management on a timely basis represents a control deficiency
that the auditor should evaluate as to severity.
210. These written communications should state that the communication is intended
solely for the information and use of the board of directors, audit committee,
management, and others within the organization. When there are requirements
established by governmental authorities to furnish such reports, specific reference to
such regulatory agencies may be made.
211. These written communications also should include the definitions of control
deficiencies, significant deficiencies, and material weaknesses and should clearly
distinguish to which category the deficiencies being communicated relate.
212. Because of the potential for misinterpretation of the limited degree of assurance
associated with the auditor issuing a written report representing that no significant
deficiencies were noted during an audit of internal control over financial reporting, the
auditor should not issue such representations.
213. When auditing internal control over financial reporting, the auditor may become
aware of fraud or possible illegal acts. If the matter involves fraud, it must be brought to
the attention of the appropriate level of management. If the fraud involves senior
management, the auditor must communicate the matter directly to the audit committee
as described in AU sec. 316, Consideration of Fraud in a Financial Statement Audit. If
the matter involves possible illegal acts, the auditor must assure himself or herself that
the audit committee is adequately informed, unless the matter is clearly inconsequential,
in accordance with AU sec. 317, Illegal Acts by Clients. The auditor also must
determine his or her responsibilities under Section 10A of the Securities Exchange Act
of 1934.31/
214. When timely communication is important, the auditor should communicate the
preceding matters during the course of the audit rather than at the end of the
engagement. The decision about whether to issue an interim communication should be
31/

See 15 U.S.C. 78j-1.
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determined based on the relative significance of the matters noted and the urgency of
corrective follow-up action required.

Effective Date
215. Companies considered accelerated filers under Securities Exchange Act Rule
12b-232/ are required to comply with the internal control reporting and disclosure
requirements of Section 404 of the Act for fiscal years ending on or after November 15,
2004. (Other companies have until fiscal years ending on or after July 15, 2005, to
comply with these internal control reporting and disclosure requirements.) Accordingly,
independent auditors engaged to audit the financial statements of accelerated filers for
fiscal years ending on or after November 15, 2004, also are required to audit and report
on the company's internal control over financial reporting as of the end of such fiscal
year. This standard is required to be complied with for such engagements, except as it
relates to the auditor's responsibilities for evaluating management's certification
disclosures about internal control over financial reporting. The auditor's responsibilities
for evaluating management's certification disclosures about internal control over
financial reporting described in paragraphs 202 through 206 take effect beginning with
the first quarter after the auditor's first audit report on the company's internal control
over financial reporting.
216.

Early compliance with this standard is permitted.

32/

See 17 C.F.R. 240.12b-2.
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APPENDIX A
Illustrative Reports on Internal Control Over Financial
Reporting
A1.
Paragraphs 167 through 199 of this standard provide direction on the auditor's
report on management's assessment of internal control over financial reporting. The
following examples illustrate how to apply that direction in several different situations.
ILLUSTRATIVE REPORT

PAGE

Example A-1—Expressing an Unqualified Opinion on Management's
Assessment of the Effectiveness of Internal Control Over Financial
Reporting and an Unqualified Opinion on the Effectiveness of
Internal Control Over Financial Reporting (Separate Report) ............................ 92
Example A-2—Expressing an Unqualified Opinion on Management's
Assessment of the Effectiveness of Internal Control Over Financial
Reporting and an Adverse Opinion on the Effectiveness of Internal
Control Over Financial Reporting Because of the Existence of a
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Example A-3—Expressing a Qualified Opinion on Management's
Assessment of the Effectiveness of Internal Control Over Financial
Reporting and a Qualified Opinion on the Effectiveness of Internal
Control Over Financial Reporting Because of a Limitation on the
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Example A-4— Disclaiming an Opinion on Management's Assessment
of the Effectiveness of Internal Control Over Financial Reporting and
Disclaiming an Opinion on the Effectiveness of Internal Control Over
Financial Reporting Because of a Limitation on the Scope of the Audit ........ 101
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Example A-5—Expressing an Unqualified Opinion on Management's
Assessment of the Effectiveness of Internal Control Over Financial
Reporting That Refers to the Report of Other Auditors As a Basis,
in Part, for the Auditor's Opinion and an Unqualified Opinion on the
Effectiveness of Internal Control Over Financial Reporting............................. 103
Example A-6—Expressing an Adverse Opinion on Management's
Assessment of the Effectiveness of Internal Control Over Financial
Reporting and an Adverse Opinion on the Effectiveness of Internal
Control Over Financial Reporting Because of the Existence of a
Material Weakness ............................................................................................... 106
Example A-7—Expressing an Unqualified Opinion on Financial Statements,
an Unqualified Opinion on Management's Assessment of the
Effectiveness of Internal Control Over Financial Reporting, and an
Unqualified Opinion on the Effectiveness of Internal Control Over
Financial Reporting (Combined Report) ............................................................ 109
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Example A-1
ILLUSTRATIVE REPORT EXPRESSING AN UNQUALIFIED OPINION ON
MANAGEMENT'S ASSESSMENT OF THE EFFECTIVENESS OF INTERNAL
CONTROL OVER FINANCIAL REPORTING AND AN UNQUALIFIED OPINION ON
THE EFFECTIVENESS OF INTERNAL CONTROL OVER FINANCIAL REPORTING
(SEPARATE REPORT)1/

Report of Independent Registered Public Accounting Firm
[Introductory paragraph]
We have audited management's assessment, included in the accompanying [title of
management's report], that W Company maintained effective internal control over
financial reporting as of December 31, 20X3, based on [Identify control criteria, for
example, "criteria established in Internal Control—Integrated Framework issued by the
Committee of Sponsoring Organizations of the Treadway Commission (COSO)."]. W
Company's management is responsible for maintaining effective internal control over
financial reporting and for its assessment of the effectiveness of internal control over
financial reporting. Our responsibility is to express an opinion on management's
assessment and an opinion on the effectiveness of the company's internal control over
financial reporting based on our audit.
[Scope paragraph]
We conducted our audit in accordance with the standards of the Public Company
Accounting Oversight Board (United States). Those standards require that we plan and
perform the audit to obtain reasonable assurance about whether effective internal
control over financial reporting was maintained in all material respects. Our audit
included obtaining an understanding of internal control over financial reporting,
evaluating management's assessment, testing and evaluating the design and operating
effectiveness of internal control, and performing such other procedures as we
1/

If the auditor issues separate reports on the audit of internal control over
financial reporting and the audit of the financial statements, both reports should include
a statement that the audit was conducted in accordance with standards of the Public
Company Accounting Oversight Board (United States).
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considered necessary in the circumstances.
reasonable basis for our opinion.

We believe that our audit provides a

[Definition paragraph]
A company's internal control over financial reporting is a process designed to provide
reasonable assurance regarding the reliability of financial reporting and the preparation
of financial statements for external purposes in accordance with generally accepted
accounting principles. A company's internal control over financial reporting includes
those policies and procedures that (1) pertain to the maintenance of records that, in
reasonable detail, accurately and fairly reflect the transactions and dispositions of the
assets of the company; (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
company are being made only in accordance with authorizations of management and
directors of the company; and (3) provide reasonable assurance regarding prevention or
timely detection of unauthorized acquisition, use, or disposition of the company's assets
that could have a material effect on the financial statements.
[Inherent limitations paragraph]
Because of its inherent limitations, internal control over financial reporting may not
prevent or detect misstatements. Also, projections of any evaluation of effectiveness to
future periods are subject to the risk that controls may become inadequate because of
changes in conditions, or that the degree of compliance with the policies or procedures
may deteriorate.
[Opinion paragraph]
In our opinion, management's assessment that W Company maintained effective
internal control over financial reporting as of December 31, 20X3, is fairly stated, in all
material respects, based on [Identify control criteria, for example, "criteria established in
Internal Control—Integrated Framework issued by the Committee of Sponsoring
Organizations of the Treadway Commission (COSO)."]. Also in our opinion, W
Company maintained, in all material respects, effective internal control over financial
reporting as of December 31, 20X3, based on [Identify control criteria, for example,
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"criteria established in Internal Control—Integrated Framework issued by the Committee
of Sponsoring Organizations of the Treadway Commission (COSO)."].
[Explanatory paragraph]
We have also audited, in accordance with the standards of the Public Company
Accounting Oversight Board (United States), the [identify financial statements] of W
Company and our report dated [date of report, which should be the same as the date of
the report on the effectiveness of internal control over financial reporting] expressed
[include nature of opinion].
[Signature]
[City and State or Country]
[Date]
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Example A-2
ILLUSTRATIVE REPORT EXPRESSING AN UNQUALIFIED OPINION ON
MANAGEMENT'S ASSESSMENT OF THE EFFECTIVENESS OF INTERNAL
CONTROL OVER FINANCIAL REPORTING AND AN ADVERSE OPINION ON THE
EFFECTIVENESS OF INTERNAL CONTROL OVER FINANCIAL REPORTING
BECAUSE OF THE EXISTENCE OF A MATERIAL WEAKNESS
Report of Independent Registered Public Accounting Firm
[Introductory paragraph]
We have audited management's assessment, included in the accompanying [title of
management's report], that W Company did not maintain effective internal control over
financial reporting as of December 31, 20X3, because of the effect of [material
weakness identified in management's assessment], based on [Identify criteria, for
example, "criteria established in Internal Control—Integrated Framework issued by the
Committee of Sponsoring Organizations of the Treadway Commission (COSO)."]. W
Company's management is responsible for maintaining effective internal control over
financial reporting and for its assessment of the effectiveness of internal control over
financial reporting. Our responsibility is to express an opinion on management's
assessment and an opinion on the effectiveness of the company's internal control over
financial reporting based on our audit.
[Scope paragraph]
We conducted our audit in accordance with the standards of the Public Company
Accounting Oversight Board (United States). Those standards require that we plan and
perform the audit to obtain reasonable assurance about whether effective internal
control over financial reporting was maintained in all material respects. Our audit
included obtaining an understanding of internal control over financial reporting,
evaluating management's assessment, testing and evaluating the design and operating
effectiveness of internal control, and performing such other procedures as we
considered necessary in the circumstances. We believe that our audit provides a
reasonable basis for our opinion.
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[Definition paragraph]
A company's internal control over financial reporting is a process designed to provide
reasonable assurance regarding the reliability of financial reporting and the preparation
of financial statements for external purposes in accordance with generally accepted
accounting principles. A company's internal control over financial reporting includes
those policies and procedures that (1) pertain to the maintenance of records that, in
reasonable detail, accurately and fairly reflect the transactions and dispositions of the
assets of the company; (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
company are being made only in accordance with authorizations of management and
directors of the company; and (3) provide reasonable assurance regarding prevention or
timely detection of unauthorized acquisition, use, or disposition of the company's assets
that could have a material effect on the financial statements.
[Inherent limitations paragraph]
Because of its inherent limitations, internal control over financial reporting may not
prevent or detect misstatements. Also, projections of any evaluation of effectiveness to
future periods are subject to the risk that controls may become inadequate because of
changes in conditions, or that the degree of compliance with the policies or procedures
may deteriorate.
[Explanatory paragraph]
A material weakness is a control deficiency, or combination of control deficiencies, that
results in more than a remote likelihood that a material misstatement of the annual or
interim financial statements will not be prevented or detected. The following material
weakness has been identified and included in management's assessment. [Include a
description of the material weakness and its effect on the achievement of the objectives
of the control criteria.] This material weakness was considered in determining the
nature, timing, and extent of audit tests applied in our audit of the 20X3 financial
statements, and this report does not affect our report dated [date of report, which should
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be the same as the date of this report on internal control] on those financial
statements.1/
[Opinion paragraph]
In our opinion, management's assessment that W Company did not maintain effective
internal control over financial reporting as of December 31, 20X3, is fairly stated, in all
material respects, based on [Identify control criteria, for example, "criteria established in
Internal Control—Integrated Framework issued by the Committee of Sponsoring
Organizations of the Treadway Commission (COSO)."]. Also, in our opinion, because of
the effect of the material weakness described above on the achievement of the
objectives of the control criteria, W Company has not maintained effective internal
control over financial reporting as of December 31, 20X3, based on [Identify control
criteria, for example, "criteria established in Internal Control—Integrated Framework
issued by the Committee of Sponsoring Organizations of the Treadway Commission
(COSO)."].

[Signature]
[City and State or Country]
[Date]

1/

Modify this sentence when the auditor's opinion on the financial
statements is affected by the adverse opinion on the effectiveness of internal control
over financial reporting, as described in paragraph 196.

File No. PCAOB-2004-03 Page No. 1790

PCAOB Release 2004-001
March 9, 2004
Page A–98 – Standard

RELEASE
Example A-3
ILLUSTRATIVE
REPORT
EXPRESSING
A
QUALIFIED
OPINION
ON
MANAGEMENT'S ASSESSMENT OF THE EFFECTIVENESS OF INTERNAL
CONTROL OVER FINANCIAL REPORTING AND A QUALIFIED OPINION ON THE
EFFECTIVENESS OF INTERNAL CONTROL OVER FINANCIAL REPORTING
BECAUSE OF A LIMITATION ON THE SCOPE OF THE AUDIT
Report of Independent Registered Public Accounting Firm
[Introductory paragraph]
We have audited management's assessment, included in the accompanying [title of
management's report], that W Company maintained effective internal control over
financial reporting as of December 31, 20X3, based on [Identify control criteria, for
example, "criteria established in Internal Control—Integrated Framework issued by the
Committee of Sponsoring Organizations of the Treadway Commission (COSO)."]. W
Company's management is responsible for maintaining effective internal control over
financial reporting and for its assessment of the effectiveness of internal control over
financial reporting. Our responsibility is to express an opinion on management's
assessment and an opinion on the effectiveness of the company's internal control over
financial reporting based on our audit.
[Scope paragraph]
Except as described below, we conducted our audit in accordance the standards of the
Public Company Accounting Oversight Board (United States). Those standards require
that we plan and perform the audit to obtain reasonable assurance about whether
effective internal control over financial reporting was maintained in all material respects.
Our audit included obtaining an understanding of internal control over financial
reporting, evaluating management's assessment, testing and evaluating the design and
operating effectiveness of internal control, and performing such other procedures as we
considered necessary in the circumstances. We believe that our audit provides a
reasonable basis for our opinion.

File No. PCAOB-2004-03 Page No. 1791

PCAOB Release 2004-001
March 9, 2004
Page A–99 – Standard

RELEASE
[Explanatory paragraph that describes scope limitation]
A material weakness is a control deficiency, or combination of control deficiencies, that
results in more than a remote likelihood that a material misstatement of the annual or
interim financial statements will not be prevented or detected. The following material
weakness has been identified and included in management's assessment.1/ Prior to
December 20, 20X3, W Company had an inadequate system for recording cash
receipts, which could have prevented the Company from recording cash receipts on
accounts receivable completely and properly. Therefore, cash received could have
been diverted for unauthorized use, lost, or otherwise not properly recorded to accounts
receivable. We believe this condition was a material weakness in the design or
operation of the internal control of W Company in effect prior to December 20, 20X3.
Although the Company implemented a new cash receipts system on December 20,
20X3, the system has not been in operation for a sufficient period of time to enable us to
obtain sufficient evidence about its operating effectiveness.
[Definition paragraph]
A company's internal control over financial reporting is a process designed to provide
reasonable assurance regarding the reliability of financial reporting and the preparation
of financial statements for external purposes in accordance with generally accepted
accounting principles. A company's internal control over financial reporting includes
those policies and procedures that (1) pertain to the maintenance of records that, in
reasonable detail, accurately and fairly reflect the transactions and dispositions of the
assets of the company; (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
company are being made only in accordance with authorizations of management and
directors of the company; and (3) provide reasonable assurance regarding prevention or
timely detection of unauthorized acquisition, use, or disposition of the company's assets
that could have a material effect on the financial statements.

1/

If the auditor has identified a material weakness that is not included in
management's assessment, add the following wording to the report: "In addition, we
have identified the following material weakness that has not been identified as a
material weakness in management's assessment."
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[Inherent limitations paragraph]
Because of its inherent limitations, internal control over financial reporting may not
prevent or detect misstatements. Also, projections of any evaluation of effectiveness to
future periods are subject to the risk that controls may become inadequate because of
changes in conditions, or that the degree of compliance with the policies or procedures
may deteriorate.
[Opinion paragraph]
In our opinion, except for the effect of matters we might have discovered had we been
able to examine evidence about the effectiveness of the new cash receipts system,
management's assessment that W Company maintained effective internal control over
financial reporting as of December 31, 20X3, is fairly stated, in all material respects,
based on [Identify control criteria, for example, "criteria established in Internal Control—
Integrated Framework issued by the Committee of Sponsoring Organizations of the
Treadway Commission (COSO)."]. Also, in our opinion, except for the effect of matters
we might have discovered had we been able to examine evidence about the
effectiveness of the new cash receipts system, W Company maintained, in all material
respects, effective internal control over financial reporting as of December 31, 20X3,
based on [Identify control criteria, for example, "criteria established in Internal Control—
Integrated Framework issued by the Committee of Sponsoring Organizations of the
Treadway Commission (COSO)."].
[Explanatory paragraph]
We have also audited, in accordance with the standards of the Public Company
Accounting Oversight Board (United States), the [identify financial statements] of W
Company and our report dated [date of report, which should be the same as the date of
the report on the effectiveness of internal control over financial reporting] expressed
[include nature of opinion].
[Signature]
[City and State or Country]
[Date]
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Example A-4
ILLUSTRATIVE REPORT DISCLAIMING AN OPINION ON MANAGEMENT'S
ASSESSMENT OF THE EFFECTIVENESS OF INTERNAL CONTROL OVER
FINANCIAL REPORTING AND DISCLAIMING AN OPINION ON THE
EFFECTIVENESS OF INTERNAL CONTROL OVER FINANCIAL REPORTING
BECAUSE OF A LIMITATION ON THE SCOPE OF THE AUDIT

Report of Independent Registered Public Accounting Firm
[Introductory paragraph]
We were engaged to audit management's assessment included in the accompanying
[title of management's report] that W Company maintained effective internal control over
financial reporting as of December 31, 20X3 based on [Identify control criteria, for
example, "criteria established in Internal Control—Integrated Framework issued by the
Committee of Sponsoring Organizations of the Treadway Commission (COSO)."]. W
Company's management is responsible for maintaining effective internal control over
financial reporting and for its assessment of the effectiveness of internal control over
financial reporting.
[Omit scope paragraph]
[Explanatory paragraph that describes scope limitation]1/
[Definition paragraph]
A company's internal control over financial reporting is a process designed to provide
reasonable assurance regarding the reliability of financial reporting and the preparation
of financial statements for external purposes in accordance with generally accepted
accounting principles. A company's internal control over financial reporting includes
1/

If, through the limited procedures performed, the auditor concludes that a
material weakness exists, the auditor should add the definition of material weakness (as
provided in paragraph 10) to the explanatory paragraph. In addition, the auditor should
include a description of the material weakness and its effect on the achievement of the
objectives of the control criteria.
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those policies and procedures that (1) pertain to the maintenance of records that, in
reasonable detail, accurately and fairly reflect the transactions and dispositions of the
assets of the company; (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
company are being made only in accordance with authorizations of management and
directors of the company; and (3) provide reasonable assurance regarding prevention or
timely detection of unauthorized acquisition, use, or disposition of the company's assets
that could have a material effect on the financial statements.
[Inherent limitations paragraph]
Because of its inherent limitations, internal control over financial reporting may not
prevent or detect misstatements. Also, projections of any evaluation of effectiveness to
future periods are subject to the risk that controls may become inadequate because of
changes in conditions, or that the degree of compliance with the policies or procedures
may deteriorate.
[Opinion paragraph]
Since management [describe scope restrictions] and we were unable to apply other
procedures to satisfy ourselves as to the effectiveness of the company's internal control
over financial reporting, the scope of our work was not sufficient to enable us to
express, and we do not express, an opinion either on management's assessment or on
the effectiveness of the company's internal control over financial reporting.
[Explanatory paragraph]
We have also audited, in accordance with the standards of the Public Company
Accounting Oversight Board (United States), the [identify financial statements] of W
Company and our report dated [date of report, which should be the same as the date of
the report on the effectiveness of internal control over financial reporting] expressed
[include nature of opinion].
[Signature]
[City and State or Country]
[Date]
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Example A-5
ILLUSTRATIVE REPORT EXPRESSING AN UNQUALIFIED OPINION ON
MANAGEMENT'S ASSESSMENT OF THE EFFECTIVENESS OF INTERNAL
CONTROL OVER FINANCIAL REPORTING THAT REFERS TO THE REPORT OF
OTHER AUDITORS AS A BASIS, IN PART, FOR THE AUDITOR'S OPINION AND AN
UNQUALIFIED OPINION ON THE EFFECTIVENESS OF INTERNAL CONTROL
OVER FINANCIAL REPORTING

Report of Independent Registered Public Accounting Firm
[Introductory paragraph]
We have audited management's assessment, included in the accompanying [title of
management's report], that W Company maintained effective internal control over
financial reporting as of December 31, 20X3, based on [Identify control criteria, for
example, "criteria established in Internal Control—Integrated Framework issued by the
Committee of Sponsoring Organizations of the Treadway Commission (COSO)."]. W
Company's management is responsible for maintaining effective internal control over
financial reporting and for its assessment of the effectiveness of internal control over
financial reporting. Our responsibility is to express an opinion on management's
assessment and an opinion on the effectiveness of the company's internal control over
financial reporting based on our audit. We did not examine the effectiveness of internal
control over financial reporting of B Company, a wholly owned subsidiary, whose
financial statements reflect total assets and revenues constituting 20 and 30 percent,
respectively, of the related consolidated financial statement amounts as of and for the
year ended December 31, 20X3. The effectiveness of B Company's internal control
over financial reporting was audited by other auditors whose report has been furnished
to us, and our opinion, insofar as it relates to the effectiveness of B Company's internal
control over financial reporting, is based solely on the report of the other auditors.
[Scope paragraph]
We conducted our audit in accordance with the standards of the Public Company
Accounting Oversight Board (United States). Those standards require that we plan and
perform the audit to obtain reasonable assurance about whether effective internal
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control over financial reporting was maintained in all material respects. Our audit
included obtaining an understanding of internal control over financial reporting,
evaluating management's assessment, testing and evaluating the design and operating
effectiveness of internal control, and performing such other procedures as we
considered necessary in the circumstances. We believe that our audit and the report of
the other auditors provide a reasonable basis for our opinion.
[Definition paragraph]
A company's internal control over financial reporting is a process designed to provide
reasonable assurance regarding the reliability of financial reporting and the preparation
of financial statements for external purposes in accordance with generally accepted
accounting principles. A company's internal control over financial reporting includes
those policies and procedures that (1) pertain to the maintenance of records that, in
reasonable detail, accurately and fairly reflect the transactions and dispositions of the
assets of the company; (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
company are being made only in accordance with authorizations of management and
directors of the company; and (3) provide reasonable assurance regarding prevention or
timely detection of unauthorized acquisition, use, or disposition of the company's assets
that could have a material effect on the financial statements.
[Inherent limitations paragraph]
Because of its inherent limitations, internal control over financial reporting may not
prevent or detect misstatements. Also, projections of any evaluation of effectiveness to
future periods are subject to the risk that controls may become inadequate because of
changes in conditions, or that the degree of compliance with the policies or procedures
may deteriorate.
[Opinion paragraph]
In our opinion, based on our audit and the report of the other auditors, management's
assessment that W Company maintained effective internal control over financial
reporting as of December 31, 20X3, is fairly stated, in all material respects, based on
[Identify control criteria, for example, "criteria established in Internal Control—Integrated
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Framework issued by the Committee of Sponsoring Organizations of the Treadway
Commission (COSO)."]. Also, in our opinion, based on our audit and the report of the
other auditors, W Company maintained, in all material respects, effective internal control
over financial reporting as of December 31, 20X3, based on [Identify control criteria, for
example, "criteria established in Internal Control—Integrated Framework issued by the
Committee of Sponsoring Organizations of the Treadway Commission (COSO)."].
[Explanatory paragraph]
We have also audited, in accordance with the standards of the Public Company
Accounting Oversight Board (United States), the [identify financial statements] of W
Company and our report dated [date of report, which should be the same as the date of
the report on the effectiveness of internal control over financial reporting] expressed
[include nature of opinion].
[Signature]
[City and State or Country]
[Date]
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Example A-6
ILLUSTRATIVE
REPORT
EXPRESSING
AN
ADVERSE
OPINION
ON
MANAGEMENT'S ASSESSMENT OF THE EFFECTIVENESS OF INTERNAL
CONTROL OVER FINANCIAL REPORTING AND AN ADVERSE OPINION ON THE
EFFECTIVENESS OF INTERNAL CONTROL OVER FINANCIAL REPORTING
BECAUSE OF THE EXISTENCE OF A MATERIAL WEAKNESS
Report of Independent Registered Public Accounting Firm
[Introductory paragraph]
We have audited management's assessment, included in the accompanying [title of
management's report], that W Company maintained effective internal control over
financial reporting as of December 31, 20X3, based on [Identify control criteria, for
example, "criteria established in Internal Control—Integrated Framework issued by the
Committee of Sponsoring Organizations of the Treadway Commission (COSO)."]. W
Company's management is responsible for maintaining effective internal control over
financial reporting and for its assessment of the effectiveness of internal control over
financial reporting. Our responsibility is to express an opinion on management's
assessment and an opinion on the effectiveness of the company's internal control over
financial reporting based on our audit.
[Scope paragraph]
We conducted our audit in accordance with the standards of the Public Company
Accounting Oversight Board (United States). Those standards require that we plan and
perform the audit to obtain reasonable assurance about whether effective internal
control over financial reporting was maintained in all material respects. Our audit
included obtaining an understanding of internal control over financial reporting,
evaluating management's assessment, testing and evaluating the design and operating
effectiveness of internal control, and performing such other procedures as we
considered necessary in the circumstances. We believe that our audit provides a
reasonable basis for our opinion.
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[Definition paragraph]
A company's internal control over financial reporting is a process designed to provide
reasonable assurance regarding the reliability of financial reporting and the preparation
of financial statements for external purposes in accordance with generally accepted
accounting principles. A company's internal control over financial reporting includes
those policies and procedures that (1) pertain to the maintenance of records that, in
reasonable detail, accurately and fairly reflect the transactions and dispositions of the
assets of the company; (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
company are being made only in accordance with authorizations of management and
directors of the company; and (3) provide reasonable assurance regarding prevention or
timely detection of unauthorized acquisition, use, or disposition of the company's assets
that could have a material effect on the financial statements.
[Inherent limitations paragraph]
Because of its inherent limitations, internal control over financial reporting may not
prevent or detect misstatements. Also, projections of any evaluation of effectiveness to
future periods are subject to the risk that controls may become inadequate because of
changes in conditions, or that the degree of compliance with the policies or procedures
may deteriorate.
[Explanatory paragraph]
A material weakness is a control deficiency, or combination of control deficiencies, that
results in more than a remote likelihood that a material misstatement of the annual or
interim financial statements will not be prevented or detected. We have identified the
following material weakness that has not been identified as a material weakness in
management's assessment [Include a description of the material weakness and its
effect on the achievement of the objectives of the control criteria.] This material
weakness was considered in determining the nature, timing, and extent of audit tests
applied in our audit of the 20X3 financial statements, and this report does not affect our
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report dated [date of report, which should be the same as the date of this report on
internal control] on those financial statements.1/
[Opinion paragraph]
In our opinion, because of the effect of the material weakness described above on the
achievement of the objectives of the control criteria, management's assessment that W
Company maintained effective internal control over financial reporting as of December
31, 20X3, is not fairly stated, in all material respects, based on [Identify control criteria,
for example, "criteria established in Internal Control—Integrated Framework issued by
the Committee of Sponsoring Organizations of the Treadway Commission (COSO)."].
Also, in our opinion, because of the effect of the material weakness described above on
the achievement of the objectives of the control criteria, W Company has not maintained
effective internal control over financial reporting as of December 31, 20X3, based on
[Identify control criteria, for example, "criteria established in Internal Control—Integrated
Framework issued by the Committee of Sponsoring Organizations of the Treadway
Commission (COSO)."].
[Signature]
[City and State or Country]
[Date]

1/

Modify this sentence when the auditor's opinion on the financial
statements is affected by the adverse opinion on the effectiveness of internal control
over financial reporting.
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Example A-7

ILLUSTRATIVE COMBINED REPORT EXPRESSING AN UNQUALIFIED OPINION
ON FINANCIAL STATEMENTS, AN UNQUALIFIED OPINION ON MANAGEMENT'S
ASSESSMENT OF THE EFFECTIVENESS OF INTERNAL CONTROL OVER
FINANCIAL REPORTING AND AN UNQUALIFIED OPINION ON THE
EFFECTIVENESS OF INTERNAL CONTROL OVER FINANCIAL REPORTING

Report of Independent Registered Public Accounting Firm
[Introductory paragraph]
We have audited the accompanying balance sheets of W Company as of December 31,
20X3 and 20X2, and the related statements of income, stockholders' equity and
comprehensive income, and cash flows for each of the years in the three-year period
ended December 31, 20X3. We also have audited management's assessment,
included in the accompanying [title of management's report], that W Company
maintained effective internal control over financial reporting as of December 31, 20X3,
based on [Identify control criteria, for example, "criteria established in Internal Control—
Integrated Framework issued by the Committee of Sponsoring Organizations of the
Treadway Commission (COSO)."]. W Company's management is responsible for these
financial statements, for maintaining effective internal control over financial reporting,
and for its assessment of the effectiveness of internal control over financial reporting.
Our responsibility is to express an opinion on these financial statements, an opinion on
management's assessment, and an opinion on the effectiveness of the company's
internal control over financial reporting based on our audits.
[Scope paragraph]
We conducted our audits in accordance with the standards of the Public Company
Accounting Oversight Board (United States). Those standards require that we plan and
perform the audits to obtain reasonable assurance about whether the financial
statements are free of material misstatement and whether effective internal control over
financial reporting was maintained in all material respects. Our audit of financial
statements included examining, on a test basis, evidence supporting the amounts and
disclosures in the financial statements, assessing the accounting principles used and
significant estimates made by management, and evaluating the overall financial
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statement presentation. Our audit of internal control over financial reporting included
obtaining an understanding of internal control over financial reporting, evaluating
management's assessment, testing and evaluating the design and operating
effectiveness of internal control, and performing such other procedures as we
considered necessary in the circumstances. We believe that our audits provide a
reasonable basis for our opinions.
[Definition paragraph]
A company's internal control over financial reporting is a process designed to provide
reasonable assurance regarding the reliability of financial reporting and the preparation
of financial statements for external purposes in accordance with generally accepted
accounting principles. A company's internal control over financial reporting includes
those policies and procedures that (1) pertain to the maintenance of records that, in
reasonable detail, accurately and fairly reflect the transactions and dispositions of the
assets of the company; (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
company are being made only in accordance with authorizations of management and
directors of the company; and (3) provide reasonable assurance regarding prevention or
timely detection of unauthorized acquisition, use, or disposition of the company's assets
that could have a material effect on the financial statements.
[Inherent limitations paragraph]
Because of its inherent limitations, internal control over financial reporting may not
prevent or detect misstatements. Also, projections of any evaluation of effectiveness to
future periods are subject to the risk that controls may become inadequate because of
changes in conditions, or that the degree of compliance with the policies or procedures
may deteriorate.
[Opinion paragraph]
In our opinion, the financial statements referred to above present fairly, in all material
respects, the financial position of W Company as of December 31, 20X3 and 20X2, and
the results of its operations and its cash flows for each of the years in the three-year
period ended December 31, 20X3 in conformity with accounting principles generally
accepted in the United States of America. Also in our opinion, management's
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assessment that W Company maintained effective internal control over financial
reporting as of December 31, 20X3, is fairly stated, in all material respects, based on
[Identify control criteria, for example, "criteria established in Internal Control—Integrated
Framework issued by the Committee of Sponsoring Organizations of the Treadway
Commission (COSO)."]. Furthermore, in our opinion, W Company maintained, in all
material respects, effective internal control over financial reporting as of December 31,
20X3, based on [Identify control criteria, for example, "criteria established in Internal
Control—Integrated Framework issued by the Committee of Sponsoring Organizations
of the Treadway Commission (COSO)."].
[Signature]
[City and State or Country]
[Date]
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APPENDIX B
Additional Performance Requirements
Extent-of-Testing Examples

and

Directions;

Tests to be Performed When a Company Has Multiple
Locations or Business Units
B1.
To determine the locations or business units for performing audit procedures, the
auditor should evaluate their relative financial significance and the risk of material
misstatement arising from them. In making this evaluation, the auditor should identify
the locations or business units that are individually important, evaluate their
documentation of controls, and test controls over significant accounts and disclosures.
For locations or business units that contain specific risks that, by themselves, could
create a material misstatement, the auditor should evaluate their documentation of
controls and test controls over the specific risks.
B2. The auditor should determine the other locations or business units that, when
aggregated, represent a group with a level of financial significance that could create a
material misstatement in the financial statements. For that group, the auditor should
determine whether there are company-level controls in place. If so, the auditor should
evaluate the documentation and test such company-level controls. If not, the auditor
should perform tests of controls at some of the locations or business units.
B3.
No further work is necessary on the remaining locations or businesses, provided
that they are not able to create, either individually or in the aggregate, a material
misstatement in the financial statements.
Locations or Business Units That Are Financially Significant
B4. Because of the importance of financially significant locations or business units,
the auditor should evaluate management's documentation of and perform tests of
controls over all relevant assertions related to significant accounts and disclosures at
each financially significant location or business unit, as discussed in paragraphs 83
through 105. Generally, a relatively small number of locations or business units will
encompass a large portion of a company's operations and financial position, making
them financially significant.
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B5.
In determining the nature, timing, and extent of testing at the individual locations
or business units, the auditor should evaluate each entity's involvement, if any, with a
central processing or shared service environment.
Locations or Business Units That Involve Specific Risks
B6. Although a location or business unit might not be individually financially
significant, it might present specific risks that, by themselves, could create a material
misstatement in the company's financial statements. The auditor should test the
controls over the specific risks that could create a material misstatement in the
company's financial statements. The auditor need not test controls over all relevant
assertions related to all significant accounts at these locations or business units. For
example, a business unit responsible for foreign exchange trading could expose the
company to the risk of material misstatement, even though the relative financial
significance of such transactions is low.
Locations or Business Units That Are Significant Only When Aggregated with
Other Locations and Business Units
B7.
In determining the nature, timing, and extent of testing, the auditor should
determine whether management has documented and placed in operation companylevel controls (See paragraph 53) over individually unimportant locations and business
units that, when aggregated with other locations or business units, might have a high
level of financial significance. A high level of financial significance could create a
greater than remote risk of material misstatement of the financial statements.
B8. For the purposes of this evaluation, company-level controls are controls
management has in place to provide assurance that appropriate controls exist
throughout the organization, including at individual locations or business units.
B9.
The auditor should perform tests of company-level controls to determine whether
such controls are operating effectively. The auditor might conclude that he or she
cannot evaluate the operating effectiveness of such controls without visiting some or all
of the locations or business units.
B10. If management does not have company-level controls operating at these
locations and business units, the auditor should determine the nature, timing, and extent
of procedures to be performed at each location, business unit, or combination of
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locations and business units. When determining the locations or business units to visit
and the controls to test, the auditor should evaluate the following factors:
•

The relative financial significance of each location or business unit.

•

The risk of material misstatement arising from each location or business unit.

•

The similarity of business operations and internal control over financial reporting
at the various locations or business units.

•

The degree of centralization of processes and financial reporting applications.

•

The effectiveness of the control environment, particularly management's direct
control over the exercise of authority delegated to others and its ability to
effectively supervise activities at the various locations or business units. An
ineffective control environment over the locations or business units might
constitute a material weakness.

•

The nature and amount of transactions executed and related assets at the
various locations or business units.

•

The potential for material unrecognized obligations to exist at a location or
business unit and the degree to which the location or business unit could create
an obligation on the part of the company.

•

Management's risk assessment process and analysis for excluding a location or
business unit from its assessment of internal control over financial reporting.

B11. Testing company-level controls is not a substitute for the auditor's testing of
controls over a large portion of the company's operations or financial position. If the
auditor cannot test a large portion of the company's operations and financial position by
selecting a relatively small number of locations or business units, he or she should
expand the number of locations or business units selected to evaluate internal control
over financial reporting.
Note: The evaluation of whether controls over a large portion of the company's
operations or financial position have been tested should be made at the overall
level, not at the individual significant account level.
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Locations and Business Units That Do Not Require Testing
B12. No testing is required for locations or business units that individually, and when
aggregated with others, could not result in a material misstatement to the financial
statements.
Multi-Location Testing Considerations Flowchart
B13. Illustration B-1 depicts how to apply the directions in this section to a hypothetical
company with 150 locations or business units, along with the auditor's testing
considerations for those locations or business units.
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Illustration B-1

Multi-location Testing Considerations
150*
Is location or business unit
individually important?
135

15

Evaluate documentation and test
controls over relevant assertions
for significant accounts at each
location or business unit

Yes

No

Are there specific
significant risks?

5

Evaluate documentation and
test controls over
specific risks

Yes

No
130
Are there locations or business 60
units that are not important even
when aggregated with others?

70

No

Are there documented companylevel controls over this group?

No further action
required for such units

Yes

Yes

Evaluate documentation and
test company-level controls over group**

No

Some testing of controls at individual
locations or business units required

* Numbers represent number of locations affected.
** See paragraph B7.

Special Situations
B14. The scope of the evaluation of the company's internal control over financial
reporting should include entities that are acquired on or before the date of
management's assessment and operations that are accounted for as discontinued
operations on the date of management's assessment. The auditor should consider this
multiple locations discussion in determining whether it will be necessary to test controls
at these entities or operations.
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B15. For equity method investments, the evaluation of the company's internal control
over financial reporting should include controls over the reporting in accordance with
generally accepted accounting principles, in the company's financial statements, of the
company's portion of the investees' income or loss, the investment balance,
adjustments to the income or loss and investment balance, and related disclosures.
The evaluation ordinarily would not extend to controls at the equity method investee.
B16. In situations in which the SEC allows management to limit its assessment of
internal control over financial reporting by excluding certain entities, the auditor may
limit the audit in the same manner and report without reference to the limitation in
scope. However, the auditor should evaluate the reasonableness of management's
conclusion that the situation meets the criteria of the SEC's allowed exclusion and the
appropriateness of any required disclosure related to such a limitation. If the auditor
believes that management's disclosure about the limitation requires modification, the
auditor should follow the same communication responsibilities as described in
paragraphs 204 and 205. If management and the audit committee do not respond
appropriately, in addition to fulfilling those responsibilities, the auditor should modify his
or her report on the audit of internal control over financial reporting to include an
explanatory paragraph describing the reasons why the auditor believes management's
disclosure should be modified.
B17. For example, for entities that are consolidated or proportionately consolidated,
the evaluation of the company's internal control over financial reporting should include
controls over significant accounts and processes that exist at the consolidated or
proportionately consolidated entity. In some instances, however, such as for some
variable interest entities as defined in Financial Accounting Standards Board
Interpretation No. 46, Consolidation of Variable Interest Entities, management might not
be able to obtain the information necessary to make an assessment because it does not
have the ability to control the entity. If management is allowed to limit its assessment by
excluding such entities,1/ the auditor may limit the audit in the same manner and report
1/

It is our understanding that the SEC Staff may conclude that management
can limit the scope of its assessment if it does not have the authority to affect, and
therefore cannot assess, the controls in place over certain amounts. This would relate
to entities that are consolidated or proportionately consolidated when the issuer does
not have sufficient control over the entity to assess and affect controls.
If
management's report on its assessment of the effectiveness of internal control over
financial reporting is limited in that manner, the SEC staff may permit the company to
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without reference to the limitation in scope. In this case, the evaluation of the
company's internal control over financial reporting should include evaluation of controls
over the reporting in accordance with generally accepted accounting principles, in the
company's financial statements, of the company's portion of the entity's income or loss,
the investment balance, adjustments to the income or loss and investment balances,
and related disclosures. However, the auditor should evaluate the reasonableness of
management's conclusion that it does not have the ability to obtain the necessary
information as well as the appropriateness of any required disclosure related to such a
limitation.

Use of Service Organizations
B18. AU sec. 324, Service Organizations, applies to the audit of financial statements
of a company that obtains services from another organization that are part of its
information system. The auditor may apply the relevant concepts described in AU sec.
324 to the audit of internal control over financial reporting. Further, although AU sec.
324 was designed to address auditor-to-auditor communications as part of the audit of
financial statements, it also is appropriate for management to apply the relevant
concepts described in that standard to its assessment of internal control over financial
reporting.
B19. Paragraph .03 of AU sec. 324 describes the situation in which a service
organization's services are part of a company's information system. If the service
organization's services are part of a company's information system, as described
therein, then they are part of the information and communication component of the
company's internal control over financial reporting. When the service organization's
services are part of the company's internal control over financial reporting, management
should consider the activities of the service organization in making its assessment of
internal control over financial reporting, and the auditor should consider the activities of
the service organization in determining the evidence required to support his or her
opinion.
disclose this fact as well as information about the magnitude of the amounts included in
the financial statements from entities whose controls cannot be assessed. This
disclosure would be required in each filing, but outside of management's report on its
assessment of the effectiveness of internal control over financial reporting.
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Note: The use of a service organization does not reduce management's
responsibility to maintain effective internal control over financial reporting.
B20. Paragraphs .07 through .16 in AU sec. 324 describe the procedures that
management and the auditor should perform with respect to the activities performed by
the service organization. The procedures include:
a. Obtaining an understanding of the controls at the service organization that are
relevant to the entity's internal control and the controls at the user organization
over the activities of the service organization, and
b. Obtaining evidence that the controls that are relevant to management's
assessment and the auditor's opinion are operating effectively.
B21. Evidence that the controls that are relevant to management's assessment and
the auditor's opinion are operating effectively may be obtained by following the
procedures described in paragraph .12 of AU sec. 324. These procedures include:
a. Performing tests of the user organization's controls over the activities of the
service organization (for example, testing the user organization's independent
reperformance of selected items processed by the service organization or testing
the user organization's reconciliation of output reports with source documents).
b. Performing tests of controls at the service organization.
c. Obtaining a service auditor's report on controls placed in operation and tests of
operating effectiveness, or a report on the application of agreed-upon procedures
that describes relevant tests of controls.
Note: The service auditor's report referred to above means a report with the
service auditor's opinion on the service organization's description of the design of
its controls, the tests of controls, and results of those tests performed by the
service auditor, and the service auditor's opinion on whether the controls tested
were operating effectively during the specified period (in other words, "reports on
controls placed in operation and tests of operating effectiveness" described in
paragraph .24b of AU sec. 324). A service auditor's report that does not include
tests of controls, results of the tests, and the service auditor's opinion on
operating effectiveness (in other words, "reports on controls placed in operation"
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described in paragraph .24a of AU sec. 324) does not provide evidence of
operating effectiveness. Furthermore, if the evidence regarding operating
effectiveness of controls comes from an agreed-upon procedures report rather
than a service auditor's report issued pursuant to AU sec. 324, management and
the auditor should evaluate whether the agreed-upon procedures report provides
sufficient evidence in the same manner described in the following paragraph.
B22. If a service auditor's report on controls placed in operation and tests of operating
effectiveness is available, management and the auditor may evaluate whether this
report provides sufficient evidence to support the assessment and opinion, respectively.
In evaluating whether such a service auditor's report provides sufficient evidence,
management and the auditor should consider the following factors:
•

The time period covered by the tests of controls and its relation to the date of
management's assessment,

•

The scope of the examination and applications covered, the controls tested, and
the way in which tested controls relate to the company's controls,

•

The results of those tests of controls and the service auditor's opinion on the
operating effectiveness of the controls.

Note: These factors are similar to factors the auditor would consider in determining
whether the report provides sufficient evidence to support the auditor's assessed
level of control risk in an audit of the financial statements as described in paragraph
.16 of AU sec. 324.
B23. If the service auditor's report on controls placed in operation and tests of
operating effectiveness contains a qualification that the stated control objectives might
be achieved only if the company applies controls contemplated in the design of the
system by the service organization, the auditor should evaluate whether the company is
applying the necessary procedures. For example, completeness of processing payroll
transactions might depend on the company's validation that all payroll records sent to
the service organization were processed by checking a control total.
B24. In determining whether the service auditor's report provides sufficient evidence to
support management's assessment and the auditor's opinion, management and the
auditor should make inquiries concerning the service auditor's reputation, competence,
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and independence. Appropriate sources of information concerning the professional
reputation of the service auditor are discussed in paragraph .10a of AU sec. 543, Part of
Audit Performed by Other Independent Auditors.
B25. When a significant period of time has elapsed between the time period covered
by the tests of controls in the service auditor's report and the date of management's
assessment, additional procedures should be performed. The auditor should inquire of
management to determine whether management has identified any changes in the
service organization's controls subsequent to the period covered by the service auditor's
report (such as changes communicated to management from the service organization,
changes in personnel at the service organization with whom management interacts,
changes in reports or other data received from the service organization, changes in
contracts or service level agreements with the service organization, or errors identified
in the service organization's processing). If management has identified such changes,
the auditor should determine whether management has performed procedures to
evaluate the effect of such changes on the effectiveness of the company's internal
control over financial reporting. The auditor also should consider whether the results of
other procedures he or she performed indicate that there have been changes in the
controls at the service organization that management has not identified.
B26. The auditor should determine whether to obtain additional evidence about the
operating effectiveness of controls at the service organization based on the procedures
performed by management or the auditor and the results of those procedures and on an
evaluation of the following factors. As these factors increase in significance, the need
for the auditor to obtain additional evidence increases.
•

The elapsed time between the time period covered by the tests of controls in the
service auditor's report and the date of management's assessment,

•

The significance of the activities of the service organization,

•

Whether there are errors that have been identified in the service organization's
processing, and

•

The nature and significance of any changes in the service organization's controls
identified by management or the auditor.
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B27. If the auditor concludes that additional evidence about the operating
effectiveness of controls at the service organization is required, the auditor's additional
procedures may include:
•

Evaluating the procedures performed by management and the results of those
procedures.

•

Contacting the service organization, through the user organization, to obtain
specific information.

•

Requesting that a service auditor be engaged to perform procedures that will
supply the necessary information.

•

Visiting the service organization and performing such procedures.

B28. Based on the evidence obtained, management and the auditor should determine
whether they have obtained sufficient evidence to obtain the reasonable assurance
necessary for their assessment and opinion, respectively.
B29. The auditor should not refer to the service auditor's report when expressing an
opinion on internal control over financial reporting.

Examples of Extent-of-Testing Decisions
B30. As discussed throughout this standard, determining the effectiveness of a
company's internal control over financial reporting includes evaluating the design and
operating effectiveness of controls over all relevant assertions related to all significant
accounts and disclosures in the financial statements. Paragraphs 88 through 107
provide the auditor with directions about the nature, timing, and extent of testing of the
design and operating effectiveness of internal control over financial reporting.
B31. Examples B-1 through B-4 illustrate how to apply this information in various
situations. These examples are for illustrative purposes only.
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Example B-1 – Daily Programmed Application Control and Daily Information
Technology-Dependent Manual Control
The auditor has determined that cash and accounts receivable are significant accounts
to the audit of XYZ Company's internal control over financial reporting. Based on
discussions with company personnel and review of company documentation, the auditor
learned that the company had the following procedures in place to account for cash
received in the lockbox:
a.

The company receives a download of cash receipts from the banks.

b.

The information technology system applies cash received in the lockbox to
individual customer accounts.

c.

Any cash received in the lockbox and not applied to a customer's account is listed
on an exception report (Unapplied Cash Exception Report).
y

Therefore, the application of cash to a customer's account is a programmed
application control, while the review and follow-up of unapplied cash from the
exception report is a manual control.

To determine whether misstatements in cash (existence assertion) and accounts
receivable (existence, valuation, and completeness) would be prevented or detected on
a timely basis, the auditor decided to test the controls provided by the system in the
daily reconciliation of lock box receipts to customer accounts, as well as the control over
reviewing and resolving unapplied cash in the Unapplied Cash Exception Report.
Nature, Timing, and Extent of Procedures. To test the programmed application control,
the auditor:
•

Identified, through discussion with company personnel, the software used to
receive the download from the banks and to process the transactions and
determined that the banks supply the download software.
-- The company uses accounting software acquired from a third-party supplier.
The software consists of a number of modules. The client modifies the
software only for upgrades supplied by the supplier.

•

Determined, through further discussion with company personnel, that the cash
module operates the lockbox functionality and the posting of cash to the general
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ledger. The accounts receivable module posts the cash to individual customer
accounts and produces the Unapplied Cash Exception Report, a standard report
supplied with the package. The auditor agreed this information to the supplier's
documentation.
•

Identified, through discussions with company personnel and review of the
supplier's documentation, the names, file sizes (in bytes), and locations of the
executable files (programs) that operate the functionality under review. The auditor
then identified the compilation dates of these programs and agreed them to the
original installation date of the application.

•

Identified the objectives of the programs to be tested. The auditor wanted to
determine whether only appropriate cash items are posted to customers' accounts
and matched to customer number, invoice number, amount, etc., and that there is
a listing of inappropriate cash items (that is, any of the above items not matching)
on the exception report.

In addition, the auditor had evaluated and tested general computer controls, including
program changes (for example, confirmation that no unauthorized changes are
undertaken) and logical access (for example, data file access to the file downloaded
from the banks and user access to the cash and accounts receivable modules) and
concluded that they were operating effectively.
To determine whether such programmed controls were operating effectively, the auditor
performed a walkthrough in the month of July. The computer controls operate in a
systematic manner, therefore, the auditor concluded that it was sufficient to perform a
walkthrough for only the one item. During the walkthrough, the auditor performed and
documented the following items:
a.

Selected one customer and agreed the amount billed to the customer to the cash
received in the lockbox.

b.

Agreed the total of the lockbox report to the posting of cash receipts in the general
ledger.

c.

Agreed the total of the cash receipt download from the bank to the lockbox report
and supporting documentation.
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d.

Selected one customer's remittance and agreed amount posted to the customer's
account in the accounts receivable subsidiary ledger.

To test the detective control of review and follow up on the Daily Unapplied Cash
Exception Report, the auditor:
a.

Made inquiries of company personnel. To understand the procedures in place to
ensure that all unapplied items are resolved, the time frame in which such
resolution takes place, and whether unapplied items are handled properly within
the system, the auditor discussed these matters with the employee responsible for
reviewing and resolving the Daily Unapplied Cash Exception Reports. The auditor
learned that, when items appear on the Daily-Unapplied Cash Exception Report,
the employee must manually enter the correction into the system. The employee
typically performs the resolution procedures the next business day. Items that
typically appear on the Daily Unapplied Cash Exception Report relate to payments
made by a customer without reference to an invoice number/purchase order
number or to underpayments of an invoice due to quantity or pricing discrepancies.

b.

Observed personnel performing the control. The auditor then observed the
employee reviewing and resolving a Daily Unapplied Cash Exception Report. The
day selected contained four exceptions – three related to payments made by a
customer without an invoice number, and one related to an underpayment due to a
pricing discrepancy.
y

c.

For the pricing discrepancy, the employee determined, through discussions
with a sales person, that the customer had been billed an incorrect price; a
price break that the sales person had granted to the customer was not
reflected on the customer's invoice. The employee resolved the pricing
discrepancy, determined which invoices were being paid, and entered a
correction into the system to properly apply cash to the customer's account
and reduce accounts receivable and sales accounts for the amount of the
price break.

Reperformed the control. Finally, the auditor selected 25 Daily Unapplied Cash
Exception Reports from the period January to September. For the reports
selected, the auditor reperformed the follow-up procedures that the employee
performed. For instance, the auditor inspected the documents and sources of
information used in the follow-up and determined that the transaction was properly
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corrected in the system. The auditor also scanned other Daily Unapplied Cash
Exception Reports to determine that the control was performed throughout the
period of intended reliance.
Because the tests of controls were performed at an interim date, the auditor had to
determine whether there were any significant changes in the controls from interim to
year-end. Therefore, the auditor asked company personnel about the procedures in
place at year-end. Such procedures had not changed from the interim period, therefore,
the auditor observed that the controls were still in place by scanning Daily Unapplied
Cash Exception Reports to determine the control was performed on a timely basis
during the period from September to year-end.
Based on the auditor's procedures, the auditor concluded that the employee was
clearing exceptions in a timely manner and that the control was operating effectively as
of year-end.

Example B-2 – Monthly Manual Reconciliation
The auditor determined that accounts receivable is a significant account to the audit of
XYZ Company's internal control over financial reporting. Through discussions with
company personnel and review of company documentation, the auditor learned that
company personnel reconcile the accounts receivable subsidiary ledger to the general
ledger on a monthly basis. To determine whether misstatements in accounts receivable
(existence, valuation, and completeness) would be detected on a timely basis, the
auditor decided to test the control provided by the monthly reconciliation process.
Nature, Timing, and Extent of Procedures. The auditor tested the company's
reconciliation control by selecting a sample of reconciliations based upon the number of
accounts, the dollar value of the accounts, and the volume of transactions affecting the
account. Because the auditor considered all other receivable accounts immaterial, and
because such accounts had only minimal transactions flowing through them, the auditor
decided to test only the reconciliation for the trade accounts receivable account. The
auditor elected to perform the tests of controls over the reconciliation process in
conjunction with the auditor's substantive procedures over the accounts receivable
confirmation procedures, which were performed in July.
To test the reconciliation process, the auditor:
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a.

Made inquiries of personnel performing the control. The auditor asked the
employee performing the reconciliation a number of questions, including the
following:
y

What documentation describes the account reconciliation process?

y

How long have you been performing the reconciliation work?

y

What is the reconciliation process for resolving reconciling items?

y

How often are the reconciliations formally reviewed and signed off?

y

If significant issues or reconciliation problems are noticed, to whose attention
do you bring them?

y

On average, how many reconciling items are there?

y

How are old reconciling items treated?

y

If need be, how is the system corrected for reconciling items?

y

What is the general nature of these reconciling items?

b.

Observed the employee performing the control. The auditor observed the
employee performing the reconciliation procedures. For nonrecurring reconciling
items, the auditor observed whether each item included a clear explanation as to
its nature, the action that had been taken to resolve it, and whether it had been
resolved on a timely basis.

c.

Reperformed the control. Finally, the auditor inspected the reconciliations and
reperfomed the reconciliation procedures. For the May and July reconciliations,
the auditor traced the reconciling amounts to the source documents on a test
basis. The only reconciling item that appeared on these reconciliations was cash
received in the lockbox the previous day that had not been applied yet to the
customer's account. The auditor pursued the items in each month's reconciliation
to determine that the reconciling item cleared the following business day. The
auditor also scanned through the file of all reconciliations prepared during the year
and noted that they had been performed on a timely basis. To determine that the
company had not made significant changes in its reconciliation control procedures
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from interim to year-end, the auditor made inquiries of company personnel and
determined that such procedures had not changed from interim to year-end.
Therefore, the auditor verified that controls were still in place by scanning the
monthly account reconciliations to determine that the control was performed on a
timely basis during the interim to year-end period.
Based on the auditor's procedures, the auditor concluded that the reconciliation control
was operating effectively as of year-end.

Example B-3 – Daily Manual Preventive Control
The auditor determined that cash and accounts payable were significant accounts to the
audit of the company's internal control over financial reporting. Through discussions
with company personnel, the auditor learned that company personnel make a cash
disbursement only after they have matched the vendor invoice to the receiver and
purchase order. To determine whether misstatements in cash (existence) and accounts
payable (existence, valuation, and completeness) would be prevented on a timely basis,
the auditor tested the control over making a cash disbursement only after matching the
invoice with the receiver and purchase.
Nature, Timing, and Extent of Procedures. On a haphazard basis, the auditor selected
25 disbursements from the cash disbursement registers from January through
September. In this example, the auditor deemed a test of 25 cash disbursement
transactions an appropriate sample size because the auditor was testing a manual
control performed as part of the routine processing of cash disbursement transactions
through the system. Furthermore, the auditor expected no errors based on the results
of company-level tests performed earlier. [If, however, the auditor had encountered a
control exception, the auditor would have attempted to identify the root cause of the
exception and tested an additional number of items. If another control exception had
been noted, the auditor would have decided that this control was not effective. As a
result, the auditor would have decided to increase the extent of substantive procedures
to be performed in connection with the financial statement audit of the cash and
accounts payable accounts.]
a.

After obtaining the related voucher package, the auditor examined the invoice to
see if it included the signature or initials of the accounts payable clerk,
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evidencing the clerk's performance of the matching control. However, a
signature on a voucher package to indicate signor approval does not necessarily
mean that the person carefully reviewed it before signing. The voucher package
may have been signed based on only a cursory review, or without any review.
b.

The auditor decided that the quality of the evidence regarding the effective
operation of the control evidenced by a signature or initials was not sufficiently
persuasive to ensure that the control operated effectively during the test period.
In order to obtain additional evidence, the auditor reperformed the matching
control corresponding to the signature, which included examining the invoice to
determine that (a) its items matched to the receiver and purchase order and (b) it
was mathematically accurate.

Because the auditor performed the tests of controls at an interim date, the auditor
updated the testing through the end of the year (initial tests are through September to
December) by asking the accounts payable clerk whether the control was still in place
and operating effectively. The auditor confirmed that understanding by performing a
walkthrough of one transaction in December.
Based on the auditor's procedures, the auditor concluded that the control over making a
cash disbursement only after matching the invoice with the receiver and purchase was
operating effectively as of year-end.

Example B-4 – Programmed Prevent Control and Weekly Information TechnologyDependent Manual Detective Control
The auditor determined that cash, accounts payable, and inventory were significant
accounts to the audit of the company's internal control over financial reporting. Through
discussions with company personnel, the auditor learned that the company's computer
system performs a three-way match of the receiver, purchase order, and invoice. If
there are any exceptions, the system produces a list of unmatched items that
employees review and follow up on weekly.
In this case, the computer match is a programmed application control, and the review
and follow-up of the unmatched items report is a detective control. To determine
whether misstatements in cash (existence) and accounts payable/inventory (existence,
valuation, and completeness) would be prevented or detected on a timely basis, the
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auditor decided to test the programmed application control of matching the receiver,
purchase order, and invoice as well as the review and follow-up control over unmatched
items.
Nature, Timing, and Extent of Procedures. To test the programmed application control,
the auditor:
a.

Identified, through discussion with company personnel, the software used to
process receipts and purchase invoices. The software used was a third-party
package consisting of a number of modules.

b.

Determined, through further discussion with company personnel, that they do not
modify the core functionality of the software, but sometimes make personalized
changes to reports to meet the changing needs of the business. From previous
experience with the company's information technology environment, the auditor
believes that such changes are infrequent and that information technology process
controls are well established.

c.

Established, through further discussion, that the inventory module operated the
receiving functionality, including the matching of receipts to open purchase orders.
Purchase invoices were processed in the accounts payable module, which
matched them to an approved purchase order against which a valid receipt has
been made. That module also produced the Unmatched Items Report, a standard
report supplied with the package to which the company has not made any
modifications. That information was agreed to the supplier's documentation and to
documentation within the information technology department.

d.

Identified, through discussions with the client and review of the supplier's
documentation, the names, file sizes (in bytes), and locations of the executable
files (programs) that operate the functionality under review. The auditor then
identified the compilation dates of the programs and agreed them to the original
installation date of the application. The compilation date of the report code was
agreed to documentation held within the information technology department
relating to the last change made to that report (a change in formatting).

e.

Identified the objectives of the programs to be tested. The auditor wanted to
determine whether appropriate items are received (for example, match a valid
purchase order), appropriate purchase invoices are posted (for example, match a
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valid receipt and purchase order, non-duplicate reference numbers) and
unmatched items (for example, receipts, orders or invoices) are listed on the
exception report. The auditor then reperformed all those variations in the
packages on a test-of-one basis to determine that the programs operated as
described.
In addition, the auditor had evaluated and tested general computer controls, including
program changes (for example, confirmation that no unauthorized changes are
undertaken to the functionality and that changes to reports are appropriately authorized,
tested, and approved before being applied) and logical access (for example, user
access to the inventory and accounts payable modules and access to the area on the
system where report code is maintained), and concluded that they were operating
effectively. (Since the computer is deemed to operate in a systematic manner, the
auditor concluded that it was sufficient to perform a walkthrough for only the one item.)
To determine whether the programmed control was operating effectively, the auditor
performed a walkthrough in the month of July. As a result of the walkthrough, the
auditor performed and documented the following items:
a.

Receiving cannot record the receipt of goods without matching the receipt to a
purchase order on the system. The auditor tested that control by attempting to
record the receipt of goods into the system without a purchase order. However,
the system did not allow the auditor to do that. Rather, the system produced an
error message stating that the goods could not be recorded as received without
an active purchase order.

b.

An invoice will not be paid unless the system can match the receipt and vendor
invoice to an approved purchase order. The auditor tested that control by
attempting to approve an invoice for payment in the system. The system did not
allow the auditor to do that. Rather, it produced an error message indicating that
invoices could not be paid without an active purchase order and receiver.

c.

The system disallows the processing of invoices with identical vendor and
identical invoice numbers. In addition, the system will not allow two invoices to
be processed against the same purchase order unless the sum of the invoices is
less than the amount approved on the purchase order. The auditor tested that
control by attempting to process duplicate invoices. However, the system
produced an error message indicating that the invoice had already been
processed.
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d.

The system compares the invoice amounts to the purchase order. If there are
differences in quantity/extended price, and such differences fall outside a preapproved tolerance, the system does not allow the invoice to be processed. The
auditor tested that control by attempting to process an invoice that had
quantity/price differences outside the tolerance level of 10 pieces, or $1,000.
The system produced an error message indicating that the invoice could not be
processed because of such differences.

e.

The system processes payments only for vendors established in the vendor
master file. The auditor tested that control by attempting to process an invoice
for a vendor that was not established in the vendor master file. However, the
system did not allow the payment to be processed.

f.

The auditor tested user access to the vendor file and whether such users can
make modifications to such file by attempting to access and make changes to the
vendor tables. However, the system did not allow the auditor to perform that
function and produced an error message stating that the user was not authorized
to perform that function.

g.

The auditor verified the completeness and accuracy of the Unmatched Items
Report by verifying that one unmatched item was on the report and one matched
item was not on the report.
Note: It is inadvisable for the auditor to have uncontrolled access to the
company's systems in his or her attempts described above to record the receipt
of goods without a purchase order, approve an invoice for payment, process
duplicate invoices, etc. These procedures ordinarily are performed in the
presence of appropriate company personnel so that they can be notified
immediately of any breach to their systems.

To test the detect control of review and follow up on the Unmatched Items Report, the
auditor performed the following procedures in the month of July for the period January
to July:
a.

Made inquiries of company personnel.
To gain an understanding of the
procedures in place to ensure that all unmatched items are followed-up properly
and that corrections are made on a timely basis, the auditor made inquiries of the
employee who follows up on the weekly-unmatched items reports. On a weekly
basis, the control required the employee to review the Unmatched Items Report to
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determine why items appear on it. The employee's review includes proper followup on items, including determining whether:
y

All open purchase orders are either closed or voided within an acceptable
amount of time.

y

The requesting party is notified periodically of the status of the purchase order
and the reason for its current status.

y

The reason the purchase order remains open is due to incomplete shipment
of goods and, if so, whether the vendor has been notified.

y

There are quantity problems that should be discussed with purchasing.

b.

Observed the performance of the control. The auditor observed the employee
performing the control for the Unmatched Items Reports generated during the first
week in July.

c.

Reperformed the control. The auditor selected five weekly Unmatched Items
Reports, selected several items from each, and reperformed the procedures that
the employee performed. The auditor also scanned other Unmatched Items
Reports to determine that the control was performed throughout the period of
intended reliance.

To determine that the company had not made significant changes in their controls from
interim to year-end, the auditor discussed with company personnel the procedures in
place for making such changes. Since the procedures had not changed from interim to
year-end, the auditor observed that the controls were still in place by scanning the
weekly Unmatched Items Reports to determine that the control was performed on a
timely basis during the interim to year-end period.
Based on the auditor's procedures, the auditor concluded that the employee was
clearing exceptions in a timely manner and that the control was operating effectively as
of year-end.
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APPENDIX C

Safeguarding of Assets
C1. Safeguarding of assets is defined in paragraph 7 as those policies and
procedures that "provide reasonable assurance regarding prevention or timely detection
of unauthorized acquisition, use or disposition of the company's assets that could have
a material effect on the financial statements." This definition is consistent with the
definition provided in the Committee of Sponsoring Organizations (COSO) of the
Treadway Commission's Addendum, Reporting to External Parties, which provides the
following definition of internal control over safeguarding of assets:
Internal control over safeguarding of assets against unauthorized acquisition, use
or disposition is a process, effected by an entity's board of directors,
management and other personnel, designed to provide reasonable assurance
regarding prevention or timely detection of unauthorized acquisition, use, or
disposition of the entity's assets that could have a material effect on the financial
statements. Such internal control can be judged effective if the board of directors
and management have reasonable assurance that unauthorized acquisition, use
or disposition of the entity's assets that could have a material effect on the
financial statements is being prevented or detected on a timely basis.
C2. For example, a company has safeguarding controls over inventory tags
(preventive controls) and also performs periodic physical inventory counts (detective
control) timely in relation to its quarterly and annual financial reporting dates. Although
the physical inventory count does not safeguard the inventory from theft or loss, it
prevents a material misstatement to the financial statements if performed effectively and
timely.
C3. Therefore, given that the definitions of material weakness and significant
deficiency relate to the likelihood of misstatement of the financial statements, the failure
of a preventive control such as inventory tags will not result in a significant deficiency or
material weakness if the detective control (physical inventory) prevents a misstatement
of the financial statements. The COSO Addendum also indicates that to the extent that
such losses might occur, controls over financial reporting are effective if they provide
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reasonable assurance that those losses are properly reflected in the financial
statements, thereby alerting financial statement users to consider the need for action.
Note: Properly reflected in the financial statements includes both correctly
recording the loss and adequately disclosing the loss.
C4. Material weaknesses relating to controls over the safeguarding of assets would
only exist when the company does not have effective controls (considering both
safeguarding and other controls) to prevent or detect a material misstatement of the
financial statements.
C5. Furthermore, management's plans that could potentially affect financial reporting
in future periods are not controls. For example, a company's business continuity or
contingency planning has no effect on the company's current abilities to initiate,
authorize, record, process, or report financial data. Therefore, a company's business
continuity or contingency planning is not part of internal control over financial reporting.
C6. The COSO Addendum provides further information about safeguarding of assets
as it relates to internal control over financial reporting.
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APPENDIX D
Examples of
Weaknesses

Significant

Deficiencies

and

Material

D1. Paragraph 8 of this standard defines a control deficiency. Paragraphs 9 and 10
go on to define a significant deficiency and a material weakness, respectively.
D2. Paragraphs 22 through 23 of this standard discuss materiality in an audit of
internal control over financial reporting, and paragraphs 130 through 140 provide
additional direction on evaluating deficiencies in internal control over financial reporting.
D3. The following examples illustrate how to evaluate the significance of internal
control deficiencies in various situations. These examples are for illustrative purposes
only.
Example D-1— Reconciliations of Intercompany Accounts Are Not Performed on a
Timely Basis
Scenario A – Significant Deficiency. The company processes a significant number of
routine intercompany transactions on a monthly basis. Individual intercompany
transactions are not material and primarily relate to balance sheet activity, for example,
cash transfers between business units to finance normal operations.
A formal management policy requires monthly reconciliation of intercompany accounts
and confirmation of balances between business units. However, there is not a process
in place to ensure performance of these procedures.
As a result, detailed
reconciliations of intercompany accounts are not performed on a timely basis.
Management does perform monthly procedures to investigate selected large-dollar
intercompany account differences. In addition, management prepares a detailed
monthly variance analysis of operating expenses to assess their reasonableness.
Based only on these facts, the auditor should determine that this deficiency represents
a significant deficiency for the following reasons: The magnitude of a financial
statement misstatement resulting from this deficiency would reasonably be expected to
be more than inconsequential, but less than material, because individual intercompany
transactions are not material, and the compensating controls operating monthly should
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detect a material misstatement. Furthermore, the transactions are primarily restricted to
balance sheet accounts. However, the compensating detective controls are designed
only to detect material misstatements. The controls do not address the detection of
misstatements that are more than inconsequential but less than material. Therefore,
the likelihood that a misstatement that was more than inconsequential, but less than
material, could occur is more than remote.
Scenario B - Material Weakness. The company processes a significant number of
intercompany transactions on a monthly basis. Intercompany transactions relate to a
wide range of activities, including transfers of inventory with intercompany profit
between business units, allocation of research and development costs to business units
and corporate charges. Individual intercompany transactions are frequently material.
A formal management policy requires monthly reconciliation of intercompany accounts
and confirmation of balances between business units. However, there is not a process
in place to ensure that these procedures are performed on a consistent basis. As a
result, reconciliations of intercompany accounts are not performed on a timely basis,
and differences in intercompany accounts are frequent and significant. Management
does not perform any alternative controls to investigate significant intercompany
account differences.
Based only on these facts, the auditor should determine that this deficiency represents
a material weakness for the following reasons: The magnitude of a financial statement
misstatement resulting from this deficiency would reasonably be expected to be
material, because individual intercompany transactions are frequently material and
relate to a wide range of activities. Additionally, actual unreconciled differences in
intercompany accounts have been, and are, material. The likelihood of such a
misstatement is more than remote because such misstatements have frequently
occurred and compensating controls are not effective, either because they are not
properly designed or not operating effectively. Taken together, the magnitude and
likelihood of misstatement of the financial statements resulting from this internal control
deficiency meet the definition of a material weakness.
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Example D-2—Modifications to Standard Sales Contract Terms Not Reviewed To
Evaluate Impact on Timing and Amount of Revenue Recognition
Scenario A – Significant Deficiency. The company uses a standard sales contract for
most transactions. Individual sales transactions are not material to the entity. Sales
personnel are allowed to modify sales contract terms. The company's accounting
function reviews significant or unusual modifications to the sales contract terms, but
does not review changes in the standard shipping terms. The changes in the standard
shipping terms could require a delay in the timing of revenue recognition. Management
reviews gross margins on a monthly basis and investigates any significant or unusual
relationships. In addition, management reviews the reasonableness of inventory levels
at the end of each accounting period. The entity has experienced limited situations in
which revenue has been inappropriately recorded in advance of shipment, but amounts
have not been material.
Based only on these facts, the auditor should determine that this deficiency represents
a significant deficiency for the following reasons: The magnitude of a financial
statement misstatement resulting from this deficiency would reasonably be expected to
be more than inconsequential, but less than material, because individual sales
transactions are not material and the compensating detective controls operating
monthly and at the end of each financial reporting period should reduce the likelihood of
a material misstatement going undetected.
Furthermore, the risk of material
misstatement is limited to revenue recognition errors related to shipping terms as
opposed to broader sources of error in revenue recognition.
However, the
compensating detective controls are only designed to detect material misstatements.
The controls do not effectively address the detection of misstatements that are more
than inconsequential but less than material, as evidenced by situations in which
transactions that were not material were improperly recorded. Therefore, there is a
more than remote likelihood that a misstatement that is more than inconsequential but
less than material could occur.
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Scenario B - Material Weakness. The company has a standard sales contract, but
sales personnel frequently modify the terms of the contract. The nature of the
modifications can affect the timing and amount of revenue recognized. Individual sales
transactions are frequently material to the entity, and the gross margin can vary
significantly for each transaction.
The company does not have procedures in place for the accounting function to regularly
review modifications to sales contract terms. Although management reviews gross
margins on a monthly basis, the significant differences in gross margins on individual
transactions make it difficult for management to identify potential misstatements.
Improper revenue recognition has occurred, and the amounts have been material.
Based only on these facts, the auditor should determine that this deficiency represents
a material weakness for the following reasons: The magnitude of a financial statement
misstatement resulting from this deficiency would reasonably be expected to be
material, because individual sales transactions are frequently material, and gross
margin can vary significantly with each transaction (which would make compensating
detective controls based on a reasonableness review ineffective). Additionally,
improper revenue recognition has occurred, and the amounts have been material.
Therefore, the likelihood of material misstatements occurring is more than remote.
Taken together, the magnitude and likelihood of misstatement of the financial
statements resulting from this internal control deficiency meet the definition of a material
weakness.
Scenario C – Material Weakness. The company has a standard sales contract, but
sales personnel frequently modify the terms of the contract. Sales personnel frequently
grant unauthorized and unrecorded sales discounts to customers without the knowledge
of the accounting department. These amounts are deducted by customers in paying
their invoices and are recorded as outstanding balances on the accounts receivable
aging. Although these amounts are individually insignificant, they are material in the
aggregate and have occurred consistently over the past few years.
Based on only these facts, the auditor should determine that this deficiency represents
a material weakness for the following reasons: The magnitude of a financial statement
misstatement resulting from this deficiency would reasonably be expected to be
material, because the frequency of occurrence allows insignificant amounts to become
material in the aggregate. The likelihood of material misstatement of the financial
statements resulting from this internal control deficiency is more than remote (even
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assuming that the amounts were fully reserved for in the company's allowance for
uncollectible accounts) due to the likelihood of material misstatement of the gross
accounts receivable balance. Therefore, this internal control deficiency meets the
definition of a material weakness.

Example D-3—Identification of Several Deficiencies
Scenario A – Material Weakness. During its assessment of internal control over
financial reporting, management identified the following deficiencies. Based on the
context in which the deficiencies occur, management and the auditor agree that these
deficiencies individually represent significant deficiencies:
•

Inadequate segregation of duties over certain information system access controls.

•

Several instances of transactions that were not properly recorded in subsidiary
ledgers; transactions were not material, either individually or in the aggregate.

•

A lack of timely reconciliations of the account balances affected by the improperly
recorded transactions.

Based only on these facts, the auditor should determine that the combination of these
significant deficiencies represents a material weakness for the following reasons:
Individually, these deficiencies were evaluated as representing a more than remote
likelihood that a misstatement that is more than inconsequential, but less than material,
could occur. However, each of these significant deficiencies affects the same set of
accounts. Taken together, these significant deficiencies represent a more than remote
likelihood that a material misstatement could occur and not be prevented or detected.
Therefore, in combination, these significant deficiencies represent a material weakness.
Scenario B – Material Weakness. During its assessment of internal control over
financial reporting, management of a financial institution identifies deficiencies in: the
design of controls over the estimation of credit losses (a critical accounting estimate);
the operating effectiveness of controls for initiating, processing, and reviewing
adjustments to the allowance for credit losses; and the operating effectiveness of
controls designed to prevent and detect the improper recognition of interest income.
Management and the auditor agree that, in their overall context, each of these
deficiencies individually represent a significant deficiency.
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In addition, during the past year, the company experienced a significant level of growth
in the loan balances that were subjected to the controls governing credit loss estimation
and revenue recognition, and further growth is expected in the upcoming year.
Based only on these facts, the auditor should determine that the combination of these
significant deficiencies represents a material weakness for the following reasons:
•

The balances of the loan accounts affected by these significant deficiencies have
increased over the past year and are expected to increase in the future.

•

This growth in loan balances, coupled with the combined effect of the significant
deficiencies described, results in a more than remote likelihood that a material
misstatement of the allowance for credit losses or interest income could occur.

Therefore, in combination, these deficiencies meet the definition of a material
weakness.
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Introduction
E1.
This appendix summarizes factors that the Public Company Accounting
Oversight Board (the "Board") deemed significant in reaching the conclusions in the
standard. This appendix includes reasons for accepting certain views and rejecting
others.
Background
E2.
Section 404(a) of the Sarbanes-Oxley Act of 2002 (the "Act"), and the Securities
and Exchange Commission's (SEC) related implementing rules, require the
management of a public company to assess the effectiveness of the company's internal
control over financial reporting, as of the end of the company's most recent fiscal year.
Section 404(a) of the Act also requires management to include in the company's annual
report to shareholders management's conclusion as a result of that assessment of
whether the company's internal control over financial reporting is effective.
E3.
Sections 103(a)(2)(A) and 404(b) of the Act direct the Board to establish
professional standards governing the independent auditor's attestation and reporting on
management's assessment of the effectiveness of internal control over financial
reporting.
E4.
The backdrop for the development of the Board's first major auditing standard
was, of course, the spectacular audit failures and corporate malfeasance that led to the
passage of the Act. Although all of the various components of the Act work together to
help restore investor confidence and help prevent the types of financial reporting
breakdowns that lead to the loss of investor confidence, Section 404 of the Act is
certainly one of the most visible and tangible changes required by the Act.
E5.
The Board believes that effective controls provide the foundation for reliable
financial reporting. Congress believed this too, which is why the new reporting by
management and the auditor on the effectiveness of internal control over financial
reporting received such prominent attention in the Act. Internal control over financial
reporting enhances a company's ability to produce fair and complete financial reports.
Without reliable financial reports, making good judgments and decisions about a
company becomes very difficult for anyone, including the board of directors,
management, employees, investors, lenders, customers, and regulators. The auditor's
reporting on management's assessment of the effectiveness of internal control over
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financial reporting provides users of that report with important assurance about the
reliability of the company's financial reporting.
E6.
The Board's efforts to develop this standard were an outward expression of the
Board's mission, "to protect the interests of investors and further the public interest in
the preparation of informative, fair, and independent audit reports." As part of fulfilling
that mission as it relates to this standard, the Board considered the advice that
respected groups had offered to other auditing standards setters in the past. For
example, the Public Oversight Board's Panel on Audit Effectiveness recommended that
"auditing standards need to provide clear, concise and definitive imperatives for auditors
As another example, the International Organization of Securities
to follow."1/
Commissioners advised the International Auditing and Assurance Standards Board "that
the IAASB must take care to avoid language that could inadvertently encourage
inappropriate shortcuts in audits, at a time when rigorous audits are needed more than
ever to restore investor confidence."2/
E7. The Board understood that, to effectively fulfill its mission and for this standard to
achieve its ultimate goal of restoring investor confidence by increasing the reliability of
public company financial reporting, the Board's standard must contain clear directions to
the auditor consistent with investor's expectations that the reliability of financial reporting
be significantly improved. Just as important, the Board recognized that this standard
must appropriately balance the costs to implement the standard's directions with the
benefits of achieving these important goals. As a result, all of the Board's decisions
about this standard were guided by the additional objective of creating a rational
relationship between costs and benefits.

1/

Panel on Audit Effectiveness, Report and Recommendations, sec. 2.228
(August 31, 2000).
2/

April 8, 2003 comment letter from the International Organization of
Securities Commissions to the International Auditing and Assurance Standards Board
regarding the proposed international standards on audit risk (Amendment to ISA 200,
"Objective and Principles Governing an Audit of Financial Statements;" proposed ISAs,
"Understanding the Entity and Its Environment and Assessing the Risks of Material
Misstatement;" "Auditor's Procedures in Response to Assessed Risks;" and "Audit
Evidence").
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E8.
When the Board adopted its interim attestation standards in Rule 3300T on an
initial, transitional basis, the Board adopted a pre-existing standard governing an
auditor's attestation on internal control over financial reporting.3/ As part of the Board's
process of evaluating that pre-existing standard, the Board convened a public
roundtable discussion on July 29, 2003 to discuss issues and hear views related to
reporting on internal control over financial reporting. The participants at the roundtable
included representatives from public companies, accounting firms, investor groups, and
regulatory organizations. Based on comments made at the roundtable, advice from the
Board's staff, and other input the Board received, the Board determined that the preexisting standard governing an auditor's attestation on internal control over financial
reporting was insufficient for effectively implementing the requirements of Section 404 of
the Act and for the Board to appropriately discharge its standard-setting obligations
under Section 103(a) of the Act. In response, the Board developed and issued, on
October 7, 2003, a proposed auditing standard titled, An Audit of Internal Control Over
Financial Reporting Performed in Conjunction with An Audit of Financial Statements.
E9.
The Board received 189 comment letters on a broad array of topics from a
variety of commenters, including auditors, investors, internal auditors, issuers,
regulators, and others. Those comments led to changes in the standard, intended to
make the requirements of the standard clearer and more operational. This appendix
summarizes significant views expressed in those comment letters and the Board's
responses.
Fundamental Scope of the Auditor's Work in an Audit of Internal Control over
Financial Reporting
E10. The proposed standard stated that the auditor's objective in an audit of internal
control over financial reporting was to express an opinion on management's
assessment of the effectiveness of the company's internal control over financial
reporting. To render such an opinion, the proposed standard required the auditor to
obtain reasonable assurance about whether the company maintained, in all material
respects, effective internal control over financial reporting as of the date specified in
3/

The pre-existing standard is Chapter 5, "Reporting on an Entity's Internal
Control Over Financial Reporting" of Statement on Standards for Attestation
Engagements (SSAE) No. 10, Attestation Standards: Revision and Recodification
(AICPA, Professional Standards, Vol. 1, AT sec. 501). SSAE No. 10 has been codified
into AICPA Professional Standards, Volume 1, as AT sections 101 through 701.
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management's report. To obtain reasonable assurance, the auditor was required to
evaluate both management's process for making its assessment and the effectiveness
of internal control over financial reporting.
E11. Virtually all investors and auditors who submitted comment letters expressed
support for this approach. Other commenters, primarily issuers, expressed concerns
that this approach was contrary to the intent of Congress and, therefore, beyond what
was specifically required by Section 404 of the Act. Further, issuers stated their views
that this approach would lead to unnecessary and excessive costs. Some commenters
in this group suggested the auditor's work should be limited to evaluating management's
assessment process and the testing performed by management and internal audit.
Others acknowledged that the auditor would need to test at least some controls directly
in addition to evaluating and testing management's assessment process. However,
these commenters described various ways in which the auditor's own testing could be
significantly reduced from the scope expressed in the proposed standard. For instance,
they proposed that the auditor could be permitted to use the work of management and
others to a much greater degree; that the auditor could use a "risk analysis" to identify
only a few controls to be tested; and a variety of other methods to curtail the extent of
the auditor's work. Of those opposed to the scope, most cited their belief that the scope
of work embodied in the standard would lead to a duplication of effort between
management and the auditor which would needlessly increase costs without adding
significant value.
E12. After considering the comments, the Board retained the approach described in
the proposed standard. The Board concluded that the approach taken in the standard
is consistent with the intent of Congress. Also, to provide the type of report, at the level
of assurance called for in Sections 103 and 404, the Board concluded that the auditor
must evaluate both management's assessment process and the effectiveness of
internal control over financial reporting. Finally, the Board noted the majority of the cost
to be borne by companies (and ultimately investors) results directly from the work the
company will have to perform to maintain effective internal control over financial
reporting and to comply with Section 404(a) of the Act. The cost of the auditor's work as
described in this standard ultimately will represent a smaller portion of the total cost to
companies of implementing Section 404.
E13. The Board noted that large, federally insured financial institutions have had a
similar internal control reporting requirement for over ten years. The Federal Deposit
Insurance Corporation Improvement Act of 1991 (FDICIA) has required, since 1993,
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managements of large financial institutions to make an assessment of internal control
over financial reporting effectiveness and the institution's independent auditor to issue
an attestation report on management's assessment.
E14. The attestation standards under which FDICIA engagements are currently
performed are clear that, when performing an examination of management's assertion
on the effectiveness of internal control over financial reporting (management's report on
the assessment required by Section 404(a) of the Act must include a statement as to
whether the company's internal control over financial reporting is effective), the auditor
may express an opinion either on management's assertion (that is, whether
management's assessment about the effectiveness of the internal control over financial
reporting is fairly stated) or directly on the subject matter (that is, whether the internal
control over financial reporting is effective) because the level of work that must be
performed is the same in either case.
E15. The Board observed that Congress indicated an intent to require an examination
level of work in Section 103(a) of the Act, which states, in part, that each registered
public accounting firm shall:
describe in each audit report the scope of the auditor's testing of the internal
control structure and procedures of the issuer, required by Section 404(b), and
present (in such report or in a separate report)—
(I)

the findings of the auditor from such testing;

(II)

an evaluation of whether such internal control structure and
procedures—
(aa) include maintenance of records that in reasonable detail
accurately reflect the transactions and dispositions of the
assets of the issuer;
(bb) 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 issuer are
being made only in accordance with authorizations of
management and directors of the issuer; and
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(III)

a description, at a minimum, of material weaknesses in such
internal controls, and of any material noncompliance found on the
basis of such testing. [emphasis added].

E16. The Board concluded that the auditor must test internal control over financial
reporting directly, in the manner and extent described in the standard, to make the
evaluation described in Section 103. The Board also interpreted Section 103 to provide
further support that the intent of Congress was to require an opinion on the
effectiveness of internal control over financial reporting.
E17. The Board concluded that the auditor must obtain a high level of assurance that
the conclusion expressed in management's assessment is correct to provide an opinion
on management's assessment. An auditing process restricted to evaluating what
management has done would not provide the auditor with a sufficiently high level of
assurance that management's conclusion is correct. Instead, it is necessary for the
auditor to evaluate management's assessment process to be satisfied that management
has an appropriate basis for its statement, or assertion, about the effectiveness of the
company's internal control over financial reporting. It also is necessary for the auditor to
directly test the effectiveness of internal control over financial reporting to be satisfied
that management's conclusion is correct, and that management's assertion is fairly
stated.
E18. This testing takes on added importance with the public nature of the internal
control reporting.
Because of the auditor's association with a statement by
management that internal control over financial reporting is effective, it is reasonable for
a user of the auditor's report to expect that the auditor tested the effectiveness of
internal control over financial reporting. For the auditor to do otherwise would create an
expectation gap, in which the assurance that the auditor obtained is less than what
users reasonably expect.
E19. Auditors, investors, and the Federal bank regulators reaffirmed in their comment
letters on the proposed auditing standard that the fundamental approach taken by the
Board was appropriate and necessary. Investors were explicit in their expectation that
the auditor must test the effectiveness of controls directly in addition to evaluating
management's assessment process. Investors further recognized that this kind of
assurance would come at a price and expressed their belief that the cost of the
anticipated benefits was reasonable. The federal banking regulators, based on their
experience examining financial institutions' internal control assessments and

File No. PCAOB-2004-03 Page No. 1841

PCAOB Release 2004-001
March 9, 2004
Page A–149 – Standard

RELEASE
independent auditors' attestation reports under FDICIA, commented that the proposed
auditing standard was a significant improvement over the existing attestation standard.
Reference to Audit vs. Attestation
E20. The proposed standard referred to the attestation required by Section 404(b) of
the Act as the audit of internal control over financial reporting instead of an attestation of
management's assessment. The proposed standard took that approach both because
the auditor's objective is to express an opinion on management's assessment of the
effectiveness of internal control over financial reporting, just as the auditor's objective in
an audit of the financial statements is to express an opinion on the fair presentation of the
financial statements, and because the level of assurance obtained by the auditor is the
same in both cases. Furthermore, the proposed standard described an integrated audit
of the financial statements and internal control over financial reporting and allowed the
auditor to express his or her opinions on the financial statements and on the effectiveness
of internal control in separate reports or in a single, combined report.
E21. Commenters' views on this matter frequently were related to their views on
whether the proposed scope of the audit was appropriate. Those who agreed that the
scope in the proposed standard was appropriate generally agreed that referring to the
engagement as an audit was appropriate. On the other hand, commenters who objected
to the scope of work described in the proposed standard often drew an important
distinction between an audit and an attestation. Because Section 404 calls for an
attestation, they believed it was inappropriate to call the engagement anything else (or to
mandate a scope that called for a more extensive level of work).
E22. Based, in part, on the Board's decisions about the scope of the audit of internal
control over financial reporting, the Board concluded that the engagement should
continue to be referred to as an "audit." This term emphasizes the nature of the auditor's
objective and communicates that objective most clearly to report users. Use of this term
also is consistent with the integrated approach described in the standard and the
requirement in Section 404 of the Act that this reporting not be subject to a separate
engagement.
E23. Because the Board's standard on internal control is an auditing standard, it is
preferable to use the term audit to describe the engagement rather than the term
examination, which is used in the attestation standards to describe an engagement
designed to provide a high level of assurance.
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E24. Finally, the Board believes that using the term audit helps dispel the misconception
that an audit of internal control over financial reporting is a different level of service than
an attestation of management's assessment of internal control over financial reporting.
Form of the Auditor's Opinion
E25. The proposed auditing standard required that the auditor's opinion in his or her
report state whether management's assessment of the effectiveness of the company's
internal control over financial reporting as of the specified date is fairly stated, in all
material respects, based on the control criteria. However, the proposed standard also
stated that nothing precluded the auditor from auditing management's assessment and
opining directly on the effectiveness of internal control over financial reporting. This is
because the scope of the work, as defined by the proposed standard, was the same,
regardless of whether the auditor reports on management's assessment or directly on
the effectiveness of internal control over financial reporting. The form of the opinion
was essentially interchangeable between the two.
E26. However, if the auditor planned to issue other than an unqualified opinion, the
proposed standard required the auditor to report directly on the effectiveness of the
company's internal control over financial reporting rather than on management's
assessment.
The Board initially concluded that expressing an opinion on
management's assessment, in these circumstances, did not most effectively
communicate the auditor's conclusion that internal control was not effective. For
example, if management expresses an adverse assessment because a material
weakness exists at the date of management's assessment ("…internal control over
financial reporting is not effective…") and the auditor expresses his or her opinion on
management's assessment ("…management's assessment that internal control over
financial reporting is not effective is fairly stated, in all material respects…"), a reader
might not be clear about the results of the auditor's testing and about the auditor's
conclusions. The Board initially decided that reporting directly on the effectiveness of
the company's internal control over financial reporting better communicates to report
users the effect of such conditions, because direct reporting more clearly states the
auditor's conclusions about the effectiveness of internal control over financial reporting
("In our opinion, because of the effect of the material weakness described…, the
Company's internal control over financial reporting is not effective.").
E27. A number of commenters were supportive of the model described in the previous
paragraph, as they agreed with the Board's reasoning. However, several commenters
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believed that report users would be confused as to why the form of the auditor's opinion
would be different in various circumstances. These commenters thought that the
auditor's opinion should be consistently expressed in all reports. Several auditors
recommended that auditors always report directly on the effectiveness of the company's
internal control over financial reporting. They reasoned that the scope of the audit—
which always would require the auditor to obtain reasonable assurance about whether
the internal control over financial reporting was effective—would be more clearly
communicated, in all cases, by the auditor reporting directly on the effectiveness of
internal control over financial reporting. Other commenters suggested that the auditor
always should express two opinions: one on management's assessment and one
directly on the effectiveness of internal control over financial reporting. They believed
the Act called for two opinions: Section 404 calls for an opinion on management's
assessment, while Section 103 calls for an opinion directly on the effectiveness of
internal control over financial reporting.
E28. The Board believes that the reporting model in the proposed standard is
appropriate. However, the Board concluded that the expression of two opinions—one
on management's assessment and one on the effectiveness of internal control over
financial reporting—in all reports is a superior approach that balances the concerns of
many different interested parties. This approach is consistent with the scope of the
audit, results in more consistent reporting in differing circumstances, and makes the
reports more easily understood by report users. Therefore, the standard requires that
the auditor express two opinions in all reports on internal control over financial reporting.
Use of the Work of Others
E29. After giving serious consideration to a rational relationship between costs and
benefits, the Board decided to change the provisions in the proposed standard
regarding using the work of others. The proposed standard required the auditor to
evaluate whether to use the work of others, such as internal auditors and others working
under the direction of management, and described an evaluation process focused on
the competence and objectivity of the persons who performed the work that the auditor
was required to use when determining the extent to which he or she could use the work
of others.
E30. The proposed standard also described two principles that limited the auditor's
ability to use of the work of others. First, the proposed standard defined three
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categories of controls and the extent to which the auditor could use the work of others in
each of those categories:
•

Controls for which the auditor should not rely on the work of others, such as
controls in the control environment and controls specifically intended to prevent
or detect fraud that is reasonably likely to have a material effect on the
company's financial statements,

•

Controls for which the auditor may rely on the work of others, but his or her
reliance on the work of others should be limited, such as controls over nonroutine
transactions that are considered high risk because they involve judgments and
estimates, and

•

Controls for which the auditor's reliance on the work of others is not specifically
limited, such as controls over routine processing of significant accounts.

E31. Second, the proposed standard required that, on an overall basis, the auditor's
own work must provide the principal evidence for the audit opinion (this is referred to as
the principal evidence provision).
E32. In the proposed standard, these two principles provided the auditor with flexibility
in using the work of others while preventing him or her from placing inappropriate overreliance on the work of others. Although the proposed standard required the auditor to
reperform some of the tests performed by others to use their work, it did not establish
specific requirements for the extent of the reperformance. Rather, it allowed the auditor
to use his or her judgment and the directions provided by the two principles discussed in
the previous two paragraphs to determine the appropriate extent of reperformance.
E33. The Board received a number of comments that agreed with the proposed three
categories of controls and the principal evidence provision. However, most commenters
expressed some level of concern with the categories, the principal evidence provision,
or both.
E34. Comments opposing or criticizing the categories of controls varied from general
to very specific. In general terms, many commenters (particularly issuers) expressed
concern that the categories described in the proposed standard were too restrictive.
They believed the auditor should be able to use his or her judgment to determine in
which areas and to what extent to rely on the work of others. Other commenters
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indicated that the proposed standard did not place enough emphasis on the work of
internal auditors whose competence and objectivity, as well as adherence to
professional standards of internal auditing, should clearly set their work apart from the
work performed by others in the organization (such as management or third parties
working under management's direction). Further, these commenters believed that the
standard should clarify that the auditor should be able to use work performed by internal
auditors extensively. In that case, their concerns about excessive cost also would be
partially alleviated.
E35. Other commenters expressed their belief that the proposed standard repudiated
the approach established in AU sec. 322, The Auditor's Consideration of the Internal
Audit Function in an Audit of Financial Statements, for the auditor's use of the work of
internal auditors in a financial statement audit. Commenters also expressed very
specific and pointed views on the three categories of controls. As defined in the
proposed standard, the first category (in which the auditor should not use the work of
others at all) included:
•

Controls that are part of the control environment, including controls specifically
established to prevent and detect fraud that is reasonably likely to result in
material misstatement of the financial statements.

•

Controls over the period-end financial reporting process, including controls over
procedures used to enter transaction totals into the general ledger; to initiate,
record, and process journal entries in the general ledger; and to record recurring
and nonrecurring adjustments to the financial statements (for example,
consolidating adjustments, report combinations, and reclassifications).

•

Controls that have a pervasive effect on the financial statements, such as certain
information technology general controls on which the operating effectiveness of
other controls depend.

•

Walkthroughs.

E36. Commenters expressed concern that the prohibition on using the work of others
in these areas would (a) drive unnecessary and excessive costs, (b) not give
appropriate recognition to those instances in which the auditor evaluated internal audit
as having a high degree of competence and objectivity, and (c) be impractical due to
resource constraints at audit firms. Although each individual area was mentioned, the
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strongest and most frequent objections were to the restrictions imposed over the
inclusion in the first category of walkthroughs, controls over the period-end financial
reporting process, and information technology general controls. Some commenters
suggested the Board should consider moving these areas from the first category to the
second category (in which using the work of others would be limited, rather than
prohibited); others suggested removing any limitation on using the work of others in
these areas altogether.
E37. Commenters also expressed other concerns with respect to the three control
categories. Several commenters asked for clarification on what constituted limited use
of the work of others for areas included in the second category. Some commenters
asked for clarification about the extent of reperformance necessary for the auditor to
use the work of others. Other commenters questioned the meaning of the term without
specific limitation in the third category by asking, did this mean that the auditor could
use the work of others in these areas without performing or reperforming any work in
those areas?
E38. Although most commenters suggested that the principal evidence threshold for
the auditor's own work be retained, some commenters objected to the principal
evidence provision. Although many commenters identified the broad array of areas
identified in the first category (in which the auditor should not use the work of others at
all) as the key driver of excessive costs, others identified the principal evidence
provision as the real source of their excessive cost concerns. Even if the categories
were redefined in such a way as to permit the auditor to use the work of others in more
areas, any associated decrease in audit cost would be limited by the principal evidence
provision which, if retained, would still require significant original work on the part of the
auditor. On the other hand, both investors and auditors generally supported retaining
the principal evidence provision as playing an important role in ensuring the
independence of the auditor's opinion and preventing inappropriate overreliance on the
work of internal auditors and others.
E39. Commenters who both supported and opposed the principal evidence provision
indicated that implementing it would be problematic because the nature of the work in
an audit of internal control over financial reporting does not lend itself to a purely
quantitative measurement. Thus, auditors would be forced to use judgment when
determining whether the principal evidence provision has been satisfied.
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E40. In response to the comments, the Board decided that some changes to the
guidance on using the work of others were necessary. The Board did not intend to
reject the concepts in AU sec. 322 and replace them with a different model. Although
AU sec. 322 is designed to apply to an audit of financial statements, the Board
concluded that the concepts contained in AU sec. 322 are sound and should be used in
an audit of internal control over financial reporting, with appropriate modification to take
into account the differences in the nature of the evidence necessary to support an
opinion on financial statements and the evidence necessary to support an opinion on
internal control effectiveness. The Board also wanted to make clear that the concepts
in AU sec. 322 also may be applied, with appropriate auditor judgment, to the relevant
work of others.
E41. The Board remained concerned, however, with the possibility that auditors might
overrely on the work of internal auditors and others. Inappropriate overreliance can
occur in a variety of ways. For example, an auditor might rely on the work of a highly
competent and objective internal audit function for proportionately too much of the
evidence that provided the basis for the auditor's opinion. Inappropriate overreliance
also occurs when the auditor incorrectly concludes that internal auditors have a high
degree of competence and objectivity when they do not, perhaps because the auditor
did not exercise professional skepticism or due professional care when making his or
her evaluation. In either case, the result is the same: unacceptable risk that the
auditor's conclusion that internal control over financial reporting is effective is incorrect.
For example, federal bank regulators commented that, in their experience with FDICIA,
auditors have a tendency to rely too heavily on the work of management and others,
further noting that this situation diminishes the independence of the auditor's opinion on
control effectiveness.
E42. The Board decided to revise the categories of controls by focusing on the nature
of the controls being tested, evaluating the competence and objectivity of the individuals
performing the work, and testing the work of others. This allows the auditor to exercise
substantial judgment based on the outcome of this work as to the extent to which he or
she can make use of the work of internal auditors or others who are suitably qualified.
E43. This standard emphasizes the direct relationship between the assessed level of
competence and objectivity and the extent to which the auditor may use the work of
others. The Board included this clarification to highlight the special status that a highly
competent and objective internal auditor has in the auditor's work as well as to caution
against inappropriate overreliance on the work of management and others who would
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be expected to have lower degrees of competence and objectivity in assessing controls.
Indeed, the Board noted that, with regard to internal control over financial reporting,
internal auditors would normally be assessed as having a higher degree of competence
and objectivity than management or others and that an auditor will be able to rely to a
greater extent on the work of a highly competent and objective internal auditor than on
work performed by others within the company.
E44. The Board concluded that the principal evidence provision is critical to preventing
overreliance on the work of others in an audit of internal control over financial reporting.
The requirement for the auditor to perform enough of the control testing himself or
herself so that the auditor's own work provides the principal evidence for the auditor's
opinion is of paramount importance to the auditor's assurance providing the level of
reliability that investors expect. However, the Board also decided that the final standard
should articulate clearly that the auditor's judgment about whether he or she has
obtained the principal evidence required is qualitative as well as quantitative.
Therefore, the standard now states, "Because the amount of work related to obtaining
sufficient evidence to support an opinion about the effectiveness of controls is not
susceptible to precise measurement, the auditor's judgment about whether he or she
has obtained the principal evidence for the opinion will be qualitative as well as
quantitative. For example, the auditor might give more weight to work performed on
pervasive controls and in areas such as the control environment than on other controls,
such as controls over low-risk, routine transactions."
E45. The Board also concluded that a better balance could be achieved in the
standard by instructing the auditor to factor into the determination of the extent to which
to use the work of others an evaluation of the nature of the controls on which others
performed their procedures.
E46. Paragraph 112 of the standard provides the following factors the auditor should
consider when evaluating the nature of the controls subjected to the work of others:
•

The materiality of the accounts and disclosures that the control addresses and
the risk of material misstatement.

•

The degree of judgment required to evaluate the operating effectiveness of the
control (that is, the degree to which the evaluation of the effectiveness of the
control requires evaluation of subjective factors rather than objective testing).
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•

The pervasiveness of the control.

•

The level of judgment or estimation required in the account or disclosure.

•

The potential for management override of the control.

E47. As these factors increase in significance, the need for the auditor to perform his
or her own work on those controls increases. As these factors decrease in significance,
the auditor may rely more on the work of others. Because of the nature of controls in
the control environment, however, the standard does not allow the auditor to use the
work of others to reduce the amount of work he or she performs on such controls. In
addition, the standard also does not allow the auditor to use the work of others in
connection with the performance of walkthroughs of major classes of transactions
because of the high degree of judgment required when performing them (See separate
discussion in paragraphs E51 through E57).
E48. The Board decided that this approach was responsive to those who believed that
the auditor should be able to use his or her judgment in determining the extent to which
to use the work of others. The Board designed the requirement that the auditor's own
work must provide the principal evidence for the auditor's opinion as one of the
boundaries within which the auditor determines the work he or she must perform himself
or herself in the audit of internal control over financial reporting. The other instructions
about using the work of others provide more specific direction about how the auditor
makes this determination, but allow the auditor significant flexibility to use his or her
judgment to determine the work necessary to obtain the principal evidence, and to
determine when the auditor can use the work of others rather than perform the work
himself or herself. Although some of the directions are specific and definitive, such as
the directions for the auditor to perform tests of controls in the control environment and
walkthroughs himself or herself, the Board decided that these areas were of such audit
importance that the auditor should always perform this testing as part of obtaining the
principal evidence for his or her opinion. The Board concluded that this approach
appropriately balances the use of auditor judgment and the risk of inappropriate
overreliance.
E49. The Board was particularly concerned by comments that issuers might choose to
reduce their internal audit staff or the extent of internal audit testing in the absence of a
significant change in the proposed standard that would significantly increase the extent
to which the auditor may use the work of internal auditors. The Board believes the
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standard makes clear that an effective internal audit function does permit the auditor to
reduce the work that otherwise would be necessary.
E50. Finally, as part of clarifying the linkage between the degree of competence and
objectivity of the others and the ability to use their work, the Board decided that
additional clarification should be provided on the extent of testing that should be
required of the work of others. The Board noted that the interaction of the auditor
performing walkthroughs of every significant process and the retention of the principal
evidence provision precluded the need for the auditor to test the work of others in every
significant account. However, testing the work of others is an important part of an
ongoing assessment of their competence and objectivity. Therefore, as part of the
emphasis on the direct relationship between the assessed level of competence and
objectivity to the extent of the use of the work of others, additional provisions were
added discussing how the results of the testing of the work of others might affect the
auditor's assessment of competence and objectivity. The Board also concluded that
testing the work of others should be clearly linked to an evaluation of the quality and
effectiveness of their work.
Walkthroughs
E51. The proposed standard included a requirement that the auditor perform
walkthroughs, stating that the auditor should perform a walkthrough for all of the
company's significant processes. In the walkthrough, the auditor was to trace all types
of transactions and events, both recurring and unusual, from origination through the
company's information systems until they were included in the company's financial
reports. As stated in the proposed standard, walkthroughs provide the auditor with
evidence to:
•

Confirm the auditor's understanding of the process flow of transactions;

•

Confirm the auditor's understanding of the design of controls identified for all five
components of internal control over financial reporting, including those related to
the prevention or detection of fraud;

•

Confirm that the auditor's understanding of the process is complete by
determining whether all points in the process at which misstatements related to
each relevant financial statement assertion that could occur have been identified;
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•

Evaluate the effectiveness of the design of controls; and

•

Confirm whether controls have been placed in operation.

E52. A number of commenters expressed strong support for the requirement for the
auditor to perform walkthroughs as described in the proposed standard. They agreed
that auditors who did not already perform the type of walkthrough described in the
proposed standard should perform them as a matter of good practice. These
commenters further recognized that the first-hand understanding an auditor obtains
from performing these walkthroughs puts the auditor in a much better position to design
an effective audit and to evaluate the quality and effectiveness of the work of others.
They considered the walkthrough requirement part of "getting back to basics," which
they viewed as a positive development.
E53. Some commenters expressed general support for walkthroughs as required
procedures, but had concerns about the scope of the work. A number of commenters
suggested that requiring walkthroughs of all significant processes and all types of
transactions would result in an overwhelming and unreasonable number of
walkthroughs required. Commenters made various suggestions for alleviating this
problem, including permitting the auditor to determine, using broad auditor judgment,
which classes of transactions to walk through or refining the scope of "all types of
transactions" to include some kind of consideration of risk and materiality.
E54. Other commenters believed that required walkthroughs would result in excessive
cost if the auditor were prohibited from using the work of others. These commenters
suggested that the only way that required walkthroughs would be a reasonable
procedure is to permit the auditor to use the work of others. Although commenters
varied on whether the auditor's use of the work of others for walkthroughs should be
liberal or limited, and whether it should include management or be limited to internal
auditors, a large number of commenters suggested that limiting walkthroughs to only
the auditor himself or herself was impractical.
E55. The Board concluded that the objectives of the walkthroughs cannot be achieved
second-hand. For the objectives to be effectively achieved, the auditor must perform
the walkthroughs himself or herself. Several commenters who objected to the
prohibition on using the work of internal auditors for walkthroughs described situations
in which internal auditors would be better able to effectively perform walkthroughs
because internal auditors understood the company's business and controls better than
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the external auditor and because the external auditor would struggle in performing
walkthroughs due to a lack of understanding. The Board observed that these
commenters' perspectives support the importance of requiring the external auditor to
perform walkthroughs. If auditors struggle to initially perform walkthroughs because
their knowledge of the company and its controls is weak, then that situation would only
emphasize the necessity for the auditor to increase his or her level of understanding.
After considering the nature and extent of the procedures that would be required to
achieve these objectives, the Board concluded that performing walkthroughs would be
the most efficient means of doing so. The first-hand understanding the auditor will
obtain of the company's processes and its controls through the walkthroughs will
translate into increased effectiveness and quality throughout the rest of the audit, in a
way that cannot be achieved otherwise.
E56. The Board also decided that the scope of the transactions that should be
subjected to walkthroughs should be more narrowly defined. To achieve the objectives
the Board intended for walkthroughs to accomplish, the auditor should not be forced to
perform walkthroughs on what many commenters reasoned was an unreasonably large
population. The Board decided that the auditor should be able to use judgment in
considering risk and materiality to determine which transactions and events within a
given significant process to walk through. As a result, the directions in the standard on
determining significant processes and major classes of transactions were expanded,
and the population of transactions for which auditors will be required to walk through
narrowed by replacing "all types of transactions" with "major classes of transactions."
E57. Although judgments of risk and materiality are inherent in identifying major
classes of transactions, the Board decided to also remove from the standard the
statement, "walkthroughs are required procedures" as a means of further clarifying that
auditor judgment plays an important role in determining the major classes of
transactions for which to perform a walkthrough. The Board observed that leading off
the discussion of walkthroughs in the standard with such a sentence could be read as
setting a tone that diminished the role of judgment in selecting the transactions to walk
through. As a result, the directions in the standard on performing walkthroughs begin
with, "The auditor should perform at least one walkthrough for each major class of
transactions…" The Board's decision to eliminate the statement "walkthroughs are
required procedures" should not be viewed as an indication that performing
walkthroughs are optional under the standard's directions. The Board believes the
auditor might be able to achieve the objectives of a walkthrough by performing a
combination of procedures, including inquiry, inspection, observation, and
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reperformance; however, performing a walkthrough represents the most efficient and
effective means of doing so. The auditor's work on the control environment and
walkthroughs is an important part of the principal evidence that the auditor must obtain
himself or herself.
Small Business Issues
E58. Appendix E of the proposed standard discussed small and medium-sized
company considerations. Comments were widely distributed on this topic. A number
of commenters indicated that the proposed standard gave adequate consideration to
how internal control is implemented in, and how the audit of internal control over
financial reporting should be conducted at, small and medium-sized companies. Other
commenters, particularly smaller issuers and smaller audit firms, indicated that the
proposed standard needed to provide much more detail on how internal control over
financial reporting could be different at a small or medium-sized issuer and how the
auditor's approach could differ. Some of these commenters indicated that the concepts
articulated in the Board's proposing release concerning accommodations for small and
medium-sized companies were not carried through to the proposed standard itself.
E59. On the other hand, other commenters, particularly large audit firms and
investors, expressed views that the proposed standard went too far in creating too much
of an accommodation for small and medium-sized issuers. In fact, many believed that
the proposed standard permitted those issuers to have less effective internal control
over financial reporting than larger issuers, while providing guidance to auditors
permitting them to perform less extensive testing at those small and medium-sized
issuers than they might have at larger issuers. These commenters stressed that
effective internal control over financial reporting is equally important at small and
medium-sized issuers. Some commenters also expressed concerns that the guidance
in proposed Appendix E appeared to emphasize that the actions of senior management,
if carried out with integrity, could offset deficiencies in internal control over financial
reporting, such as the lack of written policies and procedures. Because the risk of
management override of controls is higher in these types of environments, such
commenters were concerned that the guidance in proposed Appendix E might result in
an increased fraud risk at small and medium-sized issuers. At a minimum, they argued,
the interpretation of Appendix E might result in a dangerous expectation gap for users of
their internal control reports. Some commenters who were of this view suggested that
Appendix E be deleted altogether or replaced with a reference to the report of the
Committee of Sponsoring Organizations (COSO) of the Treadway Commission, Internal

File No. PCAOB-2004-03 Page No. 1854

PCAOB Release 2004-001
March 9, 2004
Page A–162 – Standard

RELEASE
Control—Integrated Framework, which they felt contained sufficient guidance on small
and medium-sized company considerations.
E60. Striking an appropriate balance regarding the needs of smaller issuers is
particularly challenging. The Board considered cautionary views about the difficulty in
expressing accommodations for small and medium-sized companies without creating an
inappropriate second class of internal control effectiveness and audit assurance.
Further, the Board noted that the COSO framework currently provides management and
the auditor with more guidance and flexibility regarding small and medium-sized
companies than the Board had provided in the proposed Appendix E. As a result, the
Board eliminated proposed Appendix E and replaced the appendix with a reference to
COSO in paragraph 15 of the standard. The Board believes providing internal control
criteria for small and medium-sized companies within the internal control framework is
more appropriately within the purview of COSO. Furthermore, the COSO report was
already tailored for special small and medium-sized company considerations. The
Board decided that emphasizing the existing guidance within COSO was the best way
of recognizing the special considerations that can and should be given to small and
medium-sized companies without inappropriately weakening the standard to which
these smaller entities should, nonetheless, be held. If additional tailored guidance on
the internal control framework for small and medium-sized companies is needed, the
Board encourages COSO, or some other appropriate body, to develop this guidance.
Evaluation of the Effectiveness of the Audit Committee
E61. The proposed standard identified a number of circumstances that, because of
their likely significant negative effect on internal control over financial reporting, are
significant deficiencies as well as strong indicators that a material weakness exists. A
particularly notable significant deficiency and strong indicator of a material weakness
was the ineffective oversight by the audit committee of the company's external financial
reporting and internal control over financial reporting. In addition, the proposed
standard required the auditor to evaluate factors related to the effectiveness of the audit
committee's oversight of the external financial reporting process and the internal control
over financial reporting.
E62. This provision related to evaluating the effectiveness of the audit committee was
included in the proposed standard for two primary reasons. First, the Board initially
decided that, because of the significant role that the audit committee has in the control
environment and monitoring components of internal control over financial reporting, an
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ineffective audit committee is a gravely serious control weakness that is strongly
indicative of a material weakness. Most auditors should have already been reaching
this conclusion when confronted with an obviously ineffective audit committee. Second,
highlighting the adverse consequences of an ineffective audit committee would,
perhaps, further encourage weak audit committees to improve.
E63. Investors supported this provision. They expressed an expectation that the
auditor would evaluate the audit committee's effectiveness and speak up if the audit
committee was determined to be ineffective. Investors drew a link among restoring their
confidence, audit committees having new and enhanced responsibilities, and the need
for assurance that audit committees are, in fact, meeting their responsibilities.
E64. Auditors also were generally supportive of such an evaluation. However, many
requested that the proposed standard be refined to clearly indicate that the auditor's
responsibility to evaluate the effectiveness of the audit committee's oversight of the
company's external financial reporting and internal control over financial reporting is not
a separate and distinct evaluation. Rather, the evaluation is one element of the
auditor's overall understanding and assessment of the company's control environment
and monitoring components. Some commenters suggested that, in addition to needing
clarification of the auditor's responsibility, the auditor would have difficulty in evaluating
all of the factors listed in the proposed standard, because the auditor's normal
interaction with the audit committee would not provide sufficient basis to conclude on
some of those factors.
E65. Issuers and some others were opposed to the auditor evaluating the
effectiveness of the audit committee on the fundamental grounds that such an
evaluation would represent an unacceptable conflict of interest. Several commenters
shared the view that this provision would reverse an important improvement in
governance and audit quality. Whereas the auditor was formerly retained and
compensated by management, the Act made clear that these responsibilities should
now be those of the audit committee. In this way, commenters saw a conflict of interest
being remedied. Requiring the auditor to evaluate the effectiveness of the audit
committee led commenters to conclude that the same kind of conflict of interest was
being reestablished. These commenters also believed that the auditor would not have a
sufficient basis on which to evaluate the effectiveness of the audit committee because
the auditor does not have complete and free access to the audit committee, does not
have appropriate expertise to evaluate audit committee members (who frequently are
more experienced businesspeople than the auditor), does not have the legal expertise
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to make determinations about some of the specific factors listed in the proposed
standard, and other shortcomings. These commenters also emphasized that the board
of directors' evaluation of the audit committee is important and that the proposed
standard could be read to supplant this important evaluation with that of the auditor's.
E66. The Board concluded that this provision should be retained but decided that
clarification was needed to emphasize that the auditor's evaluation of the audit
committee was not a separate evaluation but, rather, was made as part of the auditor's
evaluation of the control environment and monitoring components of internal control
over financial reporting. The Board reasoned that clarifying both this context and
limitation on the auditor's evaluation of the audit committee would also address, to some
degree, the conflict-of-interest concerns raised by other commenters. The Board also
observed, however, that conflict is, to some extent, inherent in the duties that society
expects of auditors. Just as auditors were expected in the past to challenge
management when the auditor believed a material misstatement of the financial
statements or material weakness in internal control over financial reporting existed, the
auditor similarly is expected to speak up when he or she believes the audit committee is
ineffective in its oversight.
E67. The Board decided that when the auditor is evaluating the control environment
and monitoring components, if the auditor concludes that the audit committee's
oversight of the company's external financial reporting and internal control over financial
reporting is ineffective, the auditor should be strongly encouraged to consider that
situation a material weakness and, at a minimum, a significant deficiency. The objective
of the evaluation is not to grade the effectiveness of the audit committee along a scale.
Rather, in the course of performing procedures related to evaluating the effectiveness of
the control environment and monitoring components, including evaluating factors
related to the effectiveness of the audit committee's oversight, if the auditor concludes
that the audit committee's oversight of the external financial reporting and internal
control over financial reporting is ineffective, then the auditor should consider that a
strong indicator of a material weakness.
E68. The Board concluded that several refinements should be made to this provision.
As part of emphasizing that the auditor's evaluation of the audit committee is to be
made as part of evaluating the control environment and not as a separate evaluation,
the Board determined that the evaluation factors should be modified. The factors that
addressed compliance with listing standards and sections of the Act were deleted,
because those factors were specifically criticized in comment letters as being either
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outside the scope of the auditor's expertise or outside the scope of internal control over
financial reporting. The Board also believed that those factors were not significant to
the type of evaluation the auditor was expected to make of the audit committee. The
Board decided to add the following factors, which are based closely on factors
described in COSO, as relevant to evaluating those who govern, including the audit
committee:
•

Extent of direct and independent interaction with key members of financial
management, including the chief financial officer and chief accounting officer.

•

Degree to which difficult questions are raised and pursued with management and
the auditor, including questions that indicate an understanding of the critical
accounting policies and judgmental accounting estimates.

•

Level of responsiveness to issues raised by the auditor, including those required
to be communicated by the auditor to the audit committee.

E69. The Board also concluded that the standard should explicitly acknowledge that
the board of directors is responsible for evaluating the effectiveness of the audit
committee and that the auditor's evaluation of the control environment is not intended to
supplant those evaluations. In addition, the Board concluded that, in the event the
auditor determines that the audit committee's oversight is ineffective, the auditor should
communicate that finding to the full board of directors. This communication should
occur regardless of whether the auditor concludes that the condition represents a
significant deficiency or a material weakness, and the communication should take place
in addition to the normal communication requirements that attach to those deficiencies.
Definitions of Significant Deficiency and Material Weakness
E70. As part of developing the proposed standard, the Board evaluated the existing
definitions of significant deficiency (which the SEC defined as being the same as a
reportable condition) and material weakness to determine whether they would permit
the most effective implementation of the internal control reporting requirements of the
Act.
E71. AU sec. 325, Communication of Internal Control Related Matters Noted in an
Audit, defined a material weakness as follows:
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A material weakness in internal control is a reportable condition in which the
design or operation of one or more of the internal control components does not
reduce to a relatively low level the risk that misstatements caused by error or
fraud in amounts that would be material in relation to the financial statements
being audited may occur and not be detected within a timely period by
employees in the normal course of performing their assigned functions.
E72. The framework that defined a material weakness focused on likelihood of and
magnitude for evaluating a weakness. The Board decided that this framework would
facilitate effective implementation of the Act's internal control reporting requirements;
therefore, the Board's proposed definitions focused on likelihood and magnitude.
However, as part of these deliberations, the Board decided that likelihood and
magnitude needed to be defined in terms that would encourage more consistent
application.
E73. Within the existing definition of material weakness, the magnitude of "material in
relation to the financial statements" was well supported by the professional standards,
SEC rules and guidance, and other literature. However, the Board decided that the
definition of likelihood would be improved if it used "more than remote" instead of
"relatively low level." FASB Statement No. 5, Accounting for Contingencies (FAS No. 5)
defines "remote." The Board decided that, because auditors were familiar with the
application of the likelihood definitions in FAS No. 5, using "more than remote" in the
definition of material weakness would infuse the evaluation of whether a control
deficiency was a material weakness with the additional consistency that the Board
wanted to encourage.
E74. AU sec. 325 defined reportable conditions as follows:
…matters coming to the auditor's attention that, in his judgment, should be
communicated to the audit committee because they represent significant
deficiencies in the design or operation of internal control, which could adversely
affect the organization's ability to initiate, record, process, and report financial
data consistent with the assertions of management in the financial statements.
E75. The Board observed that this definition makes the determination of whether a
condition is reportable solely a matter of the auditor's judgment. The Board believed
that this definition was insufficient for purposes of the Act because management also
needs a definition to determine whether a deficiency is significant and that the definition
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should be the same as the definition used by the auditor. Furthermore, using this
existing definition, the auditor's judgment could never be questioned.
E76. The Board decided that the same framework that represented an appropriate
framework for defining a material weakness also should be used for defining a
significant deficiency. Although auditor judgment is integral and essential to the audit
process (including in determining the severity of control weaknesses), auditors,
nonetheless, must be accountable for their judgments. Increasing the accountability of
auditors for their judgments about whether a condition represents a significant
deficiency and increasing the consistency with which those judgments are made are
interrelated. Hence, the same framework of likelihood and magnitude were applied in
the Board's proposed definition of significant deficiency.
E77. In applying the likelihood and magnitude framework to defining a significant
deficiency, the Board decided that the "more than remote" likelihood of occurrence used
in the definition of material weakness was the best benchmark. In terms of magnitude,
the Board decided that "more than inconsequential" should be the threshold for a
significant deficiency.
E78. A number of commenters were supportive of the definitions in the proposed
standard. These commenters believed the definitions were an improvement over the
previous definitions, used terms familiar to auditors, and would promote increased
consistency in evaluations.
E79. Most commenters, however, objected to these definitions. The primary, overarching objection was that these definitions set too low a threshold for the reporting of
significant deficiencies. Some commenters focused on "more than remote" likelihood
as the driver of an unreasonably low threshold, while others believed "more than
inconsequential" in the definition of significant deficiency was the main culprit. While
some commenters understood "more than inconsequential" well enough, others
indicated significant concerns that this represented a new term of art that needed to be
accompanied by a clear definition of "inconsequential" as well as supporting examples.
Several commenters suggested retaining the likelihood and magnitude approach to a
definition but suggested alternatives for likelihood (such as reasonably likely,
reasonably possible, more likely than not, probable) and magnitude (such as material,
significant, insignificant).
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E80. Some commenters suggested that the auditing standard retain the existing
definitions of material weakness and significant deficiency, consistent with the SEC's
final rules implementing Section 404. In their final rules, the SEC tied management's
assessment to the existing definitions of material weakness and significant deficiency
(through the existing definition of a reportable condition) in AU sec. 325. These
commenters suggested that, if the auditing standard used a different definition, a
dangerous disconnect would result, whereby management would be using one set of
definitions under the SEC's rules and auditors would be using another set under the
Board's auditing standards. They further suggested that, absent rulemaking by the SEC
to change its definitions, the Board should simply defer to the existing definitions.
E81. A number of other commenters questioned the reference to "a misstatement of
the annual or interim financial statements" in the definitions, with the emphasis on why
"interim" financial statements were included in the definition, since Section 404 required
only an annual assessment of internal control over financial reporting effectiveness,
made as of year-end. They questioned whether this definition implied that the auditor
was required to identify deficiencies that could result in a misstatement in interim
financial statements; they did not believe that the auditor should be required to plan his
or her audit of internal control over financial reporting at a materiality level of the interim
financial statements.
E82. The Board ultimately concluded that focusing the definitions of material
weakness and significant deficiency on likelihood of misstatement and magnitude of
misstatement provides the best framework for evaluating deficiencies. Defaulting to the
existing definitions would not best serve the public interest nor facilitate meaningful and
effective implementation of the auditing standard.
E83. The Board observed that the SEC's final rules requiring management to report on
internal control over financial reporting define material weakness, for the purposes of
the final rules, as having "the same meaning as the definition under GAAS and
attestation standards." Those rules state:
The term "significant deficiency" has the same meaning as the term "reportable
condition" as used in AU §325 and AT§501. The terms "material weakness" and
"significant deficiency" both represent deficiencies in the design or operation of
internal control that could adversely affect a company's ability to record, process,
summarize and report financial data consistent with the assertions of
management in the company's financial statements, with a "material weakness"

File No. PCAOB-2004-03 Page No. 1861

PCAOB Release 2004-001
March 9, 2004
Page A–169 – Standard

RELEASE
constituting a greater deficiency than a "significant deficiency." Because of this
relationship, it is our judgment that an aggregation of significant deficiencies
could constitute a material weakness in a company's internal control over
financial reporting.4/
E84. The Board considered the SEC's choice to cross-reference to generally accepted
auditing standards (GAAS) and the attestation standards as the means of defining these
terms, rather than defining them outright within the final rules, noteworthy as it relates to
the question of whether any disconnect could result between auditors' and
managements' evaluations if the Board changed the definitions in its standards.
Because the standard changes the definition of these terms within the interim
standards, the Board believes the definitions are, therefore, changed for both auditors'
and managements' purposes.
E85. The Board noted that commenters who were concerned that the definitions in the
proposed standard set too low of a threshold for significant deficiencies and material
weaknesses believed that the proposed standard required that each control deficiency
be evaluated in isolation. The intent of the proposed standard was that control
deficiencies should first be evaluated individually; the determination as to whether they
are significant deficiencies or material weaknesses should be made considering the
effects of compensating controls. The effect of compensating controls should be taken
into account when assessing the likelihood of a misstatement occurring and not being
prevented or detected. The proposed standard illustrated this type of evaluation,
including the effect of compensating controls when assessing likelihood, in the
examples in Appendix D. Based on the comments received, however, the Board
determined that additional clarification within the standard was necessary to emphasize
the importance of considering compensating controls when evaluating the likelihood of a
misstatement occurring. As a result, the note to paragraph 10 was added.
E86. The Board concluded that considering the effect of compensating controls on the
likelihood of a misstatement occurring and not being prevented or detected sufficiently
addressed the concerns that the definitions set too low a threshold. For example,
several issuer commenters cited concerns that the proposed definitions precluded a
4/

See footnote 73 to Final Rule: Management's Reports on Internal Control
Over Financial Reporting and Certification of Disclosure in Exchange Act Periodic
Reports, Securities and Exchange Commission Release No. 33-8238 (June 5, 2003)
[68 FR 36636].
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rational cost-benefit analysis of whether to correct a deficiency. These issuers believed
they would be compelled to correct deficiencies (because the deficiencies would be
considered to be at least significant deficiencies) in situations in which management had
made a previous conscious decision that the costs of correcting the deficiency
outweighed the benefits. The Board observed that, in cases in which management has
determined not to correct a known deficiency based on a cost-benefit analysis, effective
compensating controls usually lie at the heart of management's decision. The
standard's use of "likelihood" in the definition of a significant deficiency or material
weakness accommodates such a consideration of compensating controls. If a
deficiency is effectively mitigated by compensating controls, then the likelihood of a
misstatement occurring and not being prevented or detected may very well be remote.
E87. The Board disagreed with comments that "more than inconsequential" was too
low a threshold; however, the Board decided the term "inconsequential" needed
additional clarity. The Board considered the term "inconsequential" in relation to the
SEC's guidance on audit requirements and materiality. Section 10A(b)(1)(B)5/ describes
the auditor's communication requirements when the auditor detects or otherwise
becomes aware of information indicating that an illegal act has or may have occurred,
"unless the illegal act is clearly inconsequential." Staff Accounting Bulletin (SAB) No.
99, Materiality, provides the most recent and definitive guidance on the concept of
materiality as it relates to the financial reporting of a public company. SAB No. 99 uses
the term "inconsequential" in several places to draw a distinction between amounts that
are not material. SAB No. 99 provides the following guidance to assess the significance
of a misstatement:
Though the staff does not believe that registrants need to make finely calibrated
determinations of significance with respect to immaterial items, plainly it is
"reasonable" to treat misstatements whose effects are clearly inconsequential
differently than more significant ones.
E88. The discussion in the previous paragraphs provided the Board's context for using
"material" and "more than inconsequential" for the magnitude thresholds in the
standard's definitions. "More than inconsequential" indicates an amount that is less
than material yet has significance.

5/

See Section 10A of the Securities Exchange Act of 1934, 15 U.S.C., 78j-1.
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E89. The Board also considered the existing guidance in the Board's interim standards
for evaluating materiality and accumulating audit differences in a financial statement
audit. Paragraph .41 of AU sec. 312, Audit Risk and Materiality in Conducting an Audit,
states:
In aggregating likely misstatements that the entity has not corrected, pursuant to
paragraphs .34 and .35, the auditor may designate an amount below which
misstatements need not be accumulated. This amount should be set so that any
such misstatements, either individually or when aggregated with other such
misstatements, would not be material to the financial statements, after the
possibility of further undetected misstatements is considered.
E90. The Board considered the discussion in AU sec. 312 that spoke specifically to
evaluating differences individually and in the aggregate, as well as to considering the
possibility of additional undetected misstatements, important distinguishing factors that
should be carried through to the evaluation of whether a control deficiency represents a
significant deficiency because the magnitude of the potential misstatement is more than
inconsequential.
E91. The Board combined its understanding of the salient concepts in AU sec. 312
and the SEC guidance on materiality to develop the following definition of
inconsequential:
A misstatement is inconsequential if a reasonable person would conclude, after
considering the possibility of further undetected misstatements, that the
misstatement, either individually or when aggregated with other misstatements,
would clearly be immaterial to the financial statements. If a reasonable person
could not reach such a conclusion regarding a particular misstatement, that
misstatement is more than inconsequential.
E92. Finally, the inclusion of annual or interim financial statements in the definitions
rather than just "annual financial statements" was intentional and, in the Board's
opinion, closely aligned with the spirit of what Section 404 seeks to accomplish.
However, the Board decided that this choice needed clarification within the auditing
standard. The Board did not intend the inclusion of the interim financial statements in
the definition to require the auditor to perform an audit of internal control over financial
reporting at each interim date. Rather, the Board believed that the SEC's definition of
internal control over financial reporting included all financial reporting that a public
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company makes publicly available. In other words, internal control over financial
reporting includes controls over the preparation of annual and quarterly financial
statements. Thus, an evaluation of internal control over financial reporting as of yearend encompasses controls over the annual financial reporting and quarterly financial
reporting as such controls exist at that point in time.
E93. Paragraphs 76 and 77 of the standard clarify this interpretation, as part of the
discussion of the period-end financial reporting process. The period-end financial
reporting process includes procedures to prepare both annual and quarterly financial
statements.
Strong Indicators of Material Weaknesses and DeFacto Significant Deficiencies
E94. The proposed standard identified a number of circumstances that, because of
their likely significant negative effect on internal control over financial reporting, are
significant deficiencies as well as strong indicators that a material weakness exists. The
Board developed this list to promote increased rigor and consistency in auditors'
evaluations of weaknesses. For the implementation of Section 404 of the Act to
achieve its objectives, the public must have confidence that all material weaknesses
that exist as of the company's year-end will be publicly reported. Historically, relatively
few material weaknesses have been reported by the auditor to management and the
audit committee. That condition is partly due to the nature of a financial statement
audit. In an audit of only the financial statements, the auditor does not have a detection
responsibility for material weaknesses in internal control; such a detection responsibility
is being newly introduced for all public companies through Sections 103 and 404 of the
Act. However, the Board was concerned about instances in which auditors had
identified a condition that should have been, but was not, communicated as a material
weakness.
The intention of including the list of strong indicators of material
weaknesses in the proposed standard was to bring further clarity to conditions that were
likely to be material weaknesses in internal control and to create more consistency in
auditors' evaluations.
E95. Most commenters were generally supportive of a list of significant deficiencies
and strong indicators of the existence of material weaknesses. They believed such a
list provided instructive guidance to both management and the auditor. Some
commenters, however, disagreed with the proposed approach of providing such a list.
They believed that the determination of the significance of a deficiency should be left
entirely to auditor judgment. A few commenters requested clarification of the term
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"strong indicator" and specific guidance on how and when a "strong indicator" could be
overcome. A number of commenters expressed various concerns with individual
circumstances included in the list.
•

Restatement of previously issued financial statements to reflect the correction of
a misstatement. Some commenters expressed concern about the kinds of
restatements that would trigger this provision. A few mentioned the specific
instance in which the restatement reflected the SEC's subsequent view of an
accounting matter when the auditor, upon reevaluation, continued to believe that
management had reasonable support for its original position. They believed this
specific circumstance would not necessarily indicate a significant deficiency in
internal control over financial reporting. Others commented that a restatement of
previously issued financial statements would indicate a significant deficiency and
strong indicator of a material weakness in the prior period but not necessarily in
the current period.

•

Identification by the auditor of a material misstatement in financial statements in
the current period that was not initially identified by the company's internal control
over financial reporting (even if management subsequently corrects the
misstatement). Several commenters, issuers and auditors alike, expressed
concern about including this circumstance on the list. They explained that,
frequently, management is completing the preparation of the financial statements
at the same time that the auditor is completing his or her auditing procedures. In
the face of this "strong indicator" provision, a lively debate of "who found it first"
would ensue whenever the auditor identifies a misstatement that management
subsequently corrects. Another argument is that the company's controls would
have detected a misstatement identified by the auditor if the controls had an
opportunity to operate (that is, the auditor performed his or her testing before the
company's controls had an opportunity to operate). Several issuers indicated
that they would prevent this latter situation by delaying the auditor's work until the
issuers had clearly completed their entire period-end financial reporting process
– a delay they viewed as detrimental.

•

For larger, more complex entities, the internal audit function or the risk
assessment function is ineffective. Several commenters asked for specific
factors the auditor was expected to use to assess the effectiveness of these
functions.
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•

For complex entities in highly regulated industries, an ineffective regulatory
compliance function.
Several commenters, particularly issuers in highly
regulated industries, objected to the inclusion of this circumstance because they
believed this to be outside the scope of internal control over financial reporting.
(They agreed that this would be an internal control-related matter, but one that
falls into operating effectiveness and compliance with laws and regulations, not
financial reporting.) Many of these commenters suggested that this circumstance
be deleted from the list altogether. Fewer commenters suggested that this
problem could be addressed by simply clarifying that this circumstance is limited
to situations in which the ineffective regulatory function relates solely to those
aspects for which related violations of laws and regulations could have a direct
and material effect on the financial statements.

•

Identification of fraud of any magnitude on the part of senior management.
Several commenters expressed concern that the inclusion of this circumstance
created a detection responsibility for the auditor such that the auditor would have
to plan and perform procedures to detect fraud of any magnitude on the part of
senior management. Others expressed concern that identification of fraud on the
part of senior management by the company's system of internal control over
financial reporting might indicate that controls were operating effectively rather
than indicating a significant deficiency or material weakness. Still others
requested clarification on how to determine who constituted "senior
management."

E96. A couple of commenters also suggested that an ineffective control environment
should be added to the list.
E97. The Board concluded that the list of significant deficiencies and strong indicators
of material weakness should be retained. Such a list will promote consistency in
auditors' and managements' evaluations of deficiencies consistent with the definitions of
significant deficiency and material weakness. The Board also decided to retain the
existing structure of the list. Although the standard leaves auditor judgment to
determine whether those deficiencies are material weaknesses, the existence of one of
the listed deficiencies is by definition a significant deficiency. Furthermore, the "strong
indicator" construct allows the auditor to factor extenuating or unique circumstances into
the evaluation and possibly to conclude that the situation does not represent a material
weakness, rather, only a significant deficiency.
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E98. The Board decided that further clarification was not necessary within the
standard itself addressing specifically how and when a "strong indicator" can be
overcome. The term "strong indicator" was selected as opposed to the stronger
"presumption" or other such term precisely because the Board did not intend to provide
detailed instruction on how to overcome such a presumption. It is, nevertheless, the
Board's view that auditors should be biased toward considering the listed circumstances
as material weaknesses.
E99. The Board decided to clarify several circumstances included in the list:
•

Restatement of previously issued financial statements to reflect the correction of
a misstatement. The Board observed that the circumstance in which a
restatement reflected the SEC's subsequent view of an accounting matter, when
the auditor concluded that management had reasonable support for its original
position, might present a good example of only a significant deficiency and not a
material weakness. However, the Board concluded that requiring this situation
to, nonetheless, be considered by definition a significant deficiency is
appropriate, especially considering that the primary result of the circumstance
being considered a significant deficiency is the communication of the matter to
the audit committee. Although the audit committee might already be well aware
of the circumstances of any restatement, a restatement to reflect the SEC's view
on an accounting matter at least has implications for the quality of the company's
accounting principles, which is already a required communication to the audit
committee.
With regard to a restatement being a strong indicator of a material weakness in
the prior period but not necessarily the current period, the Board disagreed with
these comments. By virtue of the restatement occurring during the current
period, the Board views it as appropriate to consider that circumstance a strong
indicator that a material weakness existed during the current period. Depending
on the circumstances of the restatement, however, the material weakness may
also have been corrected during the current period. The construct of the
standard does not preclude management and the auditor from determining that
the circumstance was corrected prior to year-end and, therefore, that a material
weakness did not exist at year-end. The emphasis here is that the circumstance
is a strong indicator that a material weakness exists; management and the
auditor will separately need to determine whether it has been corrected. The
Board decided that no further clarification was needed in this regard.
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•

Identification by the auditor of a material misstatement in financial statements in
the current period that was not initially identified by the company's internal control
over financial reporting (even if management subsequently corrects the
misstatement). Regarding the "who-found-it-first" dilemma, the Board recognizes
that this circumstance will present certain implementation challenges. However,
the Board decided that none of those challenges were so significant as to require
eliminating this circumstance from the list.
When the Board developed the list of strong indicators, the Board observed that
it is not uncommon for the financial statement auditor to identify material
misstatements in the course of the audit that are corrected by management prior
to the issuance of the company's financial statements. In some cases,
management has relied on the auditor to identify misstatements in certain
financial statement items and to propose corrections in amount, classification, or
disclosure. With the introduction of the requirement for management and the
auditor to report on the effectiveness of internal control over financial reporting, it
becomes obvious that this situation is unacceptable, unless management is
willing to accept other than an unqualified report on the internal control
effectiveness.
(This situation also raises the question as to the extent
management may rely on the annual audit to produce accurate and fair financial
statements without impairing the auditor's independence.) This situation is
included on the list of strong indicators because the Board believes it will
encourage management and auditors to evaluate this situation with intellectual
honesty and to recognize, first, that the company's internal control should provide
reasonable assurance that the company's financial statements are presented
fairly in accordance with generally accepted accounting principles.
Timing might be a concern for some issuers. However, to the extent that
management takes additional steps to ensure that the financial information is
correct prior to providing it to their auditors, this may, at times, result in an
improved control environment. When companies and auditors work almost
simultaneously on completing the preparation of the annual financial statements
and the audit, respectively, the role of the auditor can blur with the responsibility
of management. In the year-end rush to complete the annual report, some
companies might have come to rely on their auditors as a "control" to further
ensure no misstatements are accidentally reflected in the financial statements.
The principal burden seems to be for management's work schedule and
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administration of their financial reporting deadlines to allow the auditor sufficient
time to complete his or her procedures.
Further, if the auditor initially identified a material misstatement in the financial
statements but, given the circumstances, determined that management ultimately
would have found the misstatement, the auditor could determine that the
circumstance was a significant deficiency but not a material weakness. The
Board decided to retain the provision that this circumstance is at least a
significant deficiency because reporting such a circumstance to the audit
committee would always be appropriate.
•

For larger, more complex entities, the internal audit function or the risk
assessment function is ineffective. Relatively few commenters requested
clarification on how to evaluate these functions. The Board expects that most
auditors will not have trouble making this evaluation. Similar to the audit
committee evaluation, this evaluation is not a separate evaluation of the internal
audit or risk assessment functions but, rather, is a way of requiring the auditor to
speak up if either of these functions is obviously ineffective at an entity that
needs them to have an effective monitoring or risk assessment component.
Unlike the audit committee discussion, most commenters seemed to have
understood that this was the context for the internal audit and risk assessment
function evaluation. Nonetheless, the Board decided to add a clarifying note to
this circumstance emphasizing the context.

•

For complex entities in highly regulated industries, an ineffective regulatory
compliance function. The Board decided that this circumstance, as described in
the proposed standard, would encompass aspects that are outside internal
control over financial reporting (which would, of course, be inappropriate for
purposes of this standard given its definition of internal control over financial
reporting). The Board concluded that this circumstance should be retained,
though clarified, to only apply to those aspects of an ineffective regulatory
compliance function that could have a material effect on the financial statements.

•

Identification of fraud of any magnitude on the part of senior management. The
Board did not intend to create any additional detection responsibility for the
auditor; rather, it intended that this circumstance apply to fraud on the part of
senior management that came to the auditor's attention, regardless of amount.
The Board decided to clarify the standard to make this clear. The Board noted
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that identification of fraud by the company's system of internal control over
financial reporting might indicate that controls were operating effectively, except
when that fraud involves senior management. Because of the critical role of
tone-at-the-top in the overall effectiveness of the control environment and due to
the significant negative evidence that fraud of any magnitude on the part of
senior management reflects on the control environment, the Board decided that it
is appropriate to include this circumstance in the list, regardless of whether the
company's controls detected the fraud. The Board also decided to clarify who is
included in "senior management" for this purpose.
E100. The Board agreed that an ineffective control environment was a significant
deficiency and a strong indicator that a material weakness exists and decided to add it
to the list.
Independence
E101. The proposed standard explicitly prohibited the auditor from accepting an
engagement to provide an internal control-related service to an audit client that has not
been specifically pre-approved by the audit committee. In other words, the audit
committee would not be able to pre-approve internal control-related services as a
category. The Board did not propose any specific guidance on permissible internal
control-related services in the proposed standard but, rather, indicated its intent to
conduct an in-depth evaluation of independence requirements in the future and
highlighted its ability to amend the independence information included in the standard
pending the outcome of that analysis.
E102. Comments were evenly split among investors, auditors, and issuers who
believed the existing guidance was sufficient versus those who believed the Board
should provide additional guidance. Commenters who believed existing guidance was
sufficient indicated that the SEC's latest guidance on independence needed to be given
more time to take effect given its recency and because existing guidance was clear
enough. Commenters who believed more guidance was necessary suggested various
additions, from more specificity about permitted and prohibited services to a sweeping
ban on any internal control-related work for an audit client. Other issuers commented
about auditors participating in the Section 404 implementation process at their audit
clients in a manner that could be perceived as affecting their independence.
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E103. Some commenters suggested that the SEC should change the pre-approval
requirements on internal control-related services to specific pre-approval. Another
commenter suggested that specific pre-approval of all internal control-related services
would pose an unreasonable burden on the audit committee and suggested reverting to
pre-approval by category.
E104. The Board clearly has the authority to set independence standards as it may
deem necessary or appropriate in the public interest or for the protection of investors.
Given ongoing concerns about the appropriateness of auditors providing these types of
services to audit clients, the fact-specific nature of each engagement, and the critical
importance of ongoing audit committee oversight of these types of services, the Board
continues to believe that specific pre-approval of internal control-related services is a
logical step that should not pose a burden on the audit committee beyond that which
effective oversight of financial reporting already entails. Therefore, the standard retains
this provision unchanged.
Requirement for Adverse Opinion When a Material Weakness Exists
E105. The existing attestation standard (AT sec. 501) provides that, when the auditor
has identified a material weakness in internal control over financial reporting, depending
on the significance of the material weakness and its effect on the achievement of the
objectives of the control criteria, the auditor may qualify his or her opinion ("except for
the effect of the material weakness, internal control over financial reporting was
effective") or express an adverse opinion ("internal control over financial reporting was
not effective").
E106. The SEC's final rules implementing Section 404 state that, "Management is not
permitted to conclude that the registrant's internal control over financial reporting is
effective if there are one or more material weaknesses in the registrant's internal control
over financial reporting." In other words, in such a case, management must conclude
that internal control over financial reporting is not effective (that is, a qualified or
"except-for" conclusion is not acceptable).
E107. The Board initially decided that the reporting model for the auditor should follow
the required reporting model for management. Therefore, because management is
required to express an "adverse" conclusion in the event a material weakness exists,
the auditor's opinion also must be adverse. The proposed standard did not permit a
qualified audit opinion in the event of a material weakness.
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E108. Comments received on requiring an adverse opinion when a material weakness
exists were split. A large number affirmed that this seemed to be the only logical
approach, based on a philosophical belief that if a material weakness exists, then
internal control over financial reporting is ineffective. These commenters suggested that
permitting a qualified opinion would be akin to creating another category of control
deficiency—material weaknesses that were really material (resulting in an adverse
opinion) and material weaknesses that weren't so material (resulting in a qualified
opinion).
E109. A number of commenters agreed that the auditor's report must follow the same
model as management' reporting, but they believe strongly that the SEC's guidance for
management accommodated either a qualified or adverse opinion when a material
weakness existed.
E110. These commenters cited Section II.B.3.c of the SEC Final Rule and related
footnote no. 72:
The final rules therefore preclude management from determining that a
company's internal control over financial reporting is effective if it identifies
one or more material weaknesses in the company's internal control over
financial reporting. This is consistent with interim attestation standards.
See AT sec. 501.
E111. They believe this reference to the interim attestation standard in the SEC Final
Rule is referring to paragraph .37 of AT sec. 501, which states, in part,
Therefore, the presence of a material weakness will preclude the
practitioner from concluding that the entity has effective internal control.
However, depending on the significance of the material weakness and its
effect on the achievement of the objectives of the control criteria, the
practitioner may qualify his or her opinion (that is, express an opinion that
internal control is effective "except for" the material weakness noted) or
may express an adverse opinion.
E112. Their reading of the SEC Final Rule and the interim attestation standard led them
to conclude that it would be appropriate for the auditor to express either an adverse
opinion or a qualified "except-for" opinion about the effectiveness of the company's
internal control over financial reporting depending on the circumstances.
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E113. Some commenters responded that they thought a qualified opinion would be
appropriate in certain cases, such as an acquisition close to year-end (too close to be
able to assess controls at the acquiree).
E114. After additional consultation with the SEC staff about this issue, the Board
decided to retain the proposed reporting model in the standard. The primary reason for
that decision was the Board's continued understanding that the SEC staff would expect
only an adverse conclusion from management (not a qualified conclusion) in the event a
material weakness existed as of the date of management's report.
E115. The commenters who suggested that a qualified opinion should be permitted in
certain circumstances, such as an acquisition close to year-end, were essentially
describing scope limitations. The standard permits a qualified opinion, a disclaimer of
opinion, or withdrawal from the engagement if there are restrictions on the scope of the
engagement. As it relates specifically to acquisitions near year-end, this is another
case in which the auditor's model needs to follow the model that the SEC sets for
management. The standard added a new paragraph to Appendix B permitting the
auditor to limit the scope of his or her work (without referring to a scope limitation in the
auditor's report) in the same manner that the SEC permits management to limit its
assessment. In other words, if the SEC permits management to exclude an entity
acquired late in the year from a company's assessment of internal control over financial
reporting, then the auditor could do the same.
Rotating Tests of Controls
E116. The proposed standard directed the auditor to perform tests of controls on
"relevant assertions" rather than on "significant controls." To comply with those
requirements, the auditor would be required to apply tests to those controls that are
important to presenting each relevant assertion in the financial statements. The
proposed standard emphasized controls that affect relevant assertions because those
are the points at which misstatements could occur. However, it is neither necessary to
test all controls nor to test redundant controls (unless redundancy is itself a control
objective, as in the case of certain computer controls). Thus, the proposed standard
encouraged the auditor to identify and test controls that addressed the primary areas in
which misstatements could occur, yet limited the auditor's work to only the necessary
controls.
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E117. Expressing the extent of testing in this manner also simplified other issues
involving extent of testing decisions from year to year (the so-called "rotating tests of
controls" issue). The proposed standard stated that the auditor should vary testing from
year to year, both to introduce unpredictability into the testing and to respond to
changes at the company. However, the proposed standard maintained that each year's
audit must stand on its own. Therefore, the auditor must obtain evidence of the
effectiveness of controls over all relevant assertions related to all significant accounts
and disclosures every year.
E118. Auditors and investors expressed support for these provisions as described in
the proposed standard. In fact, some commenters compared the notion of rotating tests
of control in an audit of internal control over financial reporting to an auditor testing
accounts receivable only once every few years in a financial statement audit. Permitting
so-called rotation of testing would compromise the auditor's ability to obtain reasonable
assurance that his or her opinion was correct.
E119. Others, especially issuers concerned with limiting costs, strongly advocated
some form of rotating tests of controls. Some commenters suggested that the auditor
should have broad latitude to perform some cursory procedures to determine whether
any changes had occurred in controls and, if not, to curtail any further testing in that
area. Some suggested that testing as described in the proposed standard should be
required in the first year of the audit (the "baseline" year) and that in subsequent years
the auditor should be able to reduce the required testing. Others suggested
progressively less aggressive strategies for reducing the amount of work the auditor
should be required to perform. In fact, several commenters (primarily internal auditors)
described "baselining" controls as an important strategy to retain. They argued, for
example, that IT application controls, once tested, could be relied upon (without
additional testing) in subsequent years as long as general controls over program
changes and access controls were effective and continued to be tested.
E120. The Board concluded that each year's audit must stand on its own. Cumulative
audit knowledge is not to be ignored; some natural efficiencies will emerge as the
auditor repeats the audit process. For example, the auditor will frequently spend less
time to obtain the requisite understanding of the company's internal control over
financial reporting in subsequent years compared with the time necessary in the first
year's audit of internal control over financial reporting. Also, to the extent that the
auditor has previous knowledge of control weaknesses, his or her audit strategy should,
of course, reflect that knowledge. For example, a pattern of mistakes in prior periods is
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usually a good indicator of the areas in which misstatements are likely to occur.
However, the absence of fraud in prior periods is not a reasonable indicator of the
likelihood of misstatement due to fraud.
E121. However, the auditor needs to test controls every year, regardless of whether
controls have obviously changed. Even if nothing else changed about the company –
no changes in the business model, employees, organization, etc. – controls that were
effective last year may not be effective this year due to error, complacency, distraction,
and other human conditions that result in the inherent limitations in internal control over
financial reporting.
E122. What several commenters referred to as "baselining" (especially as it relates to
IT controls) is more commonly referred to by auditors as "benchmarking." This type of
testing strategy for application controls is not precluded by the standard. However, the
Board believes that providing a description of this approach is beyond the scope of this
standard. For these reasons, the standard does not address it.
Mandatory Integration with the Audit of the Financial Statements
E123. Section 404(b) of the Act provides that the auditor's attestation of management's
assessment of internal control shall not be the subject of a separate engagement.
Because the objectives of and work involved in performing both an attestation of
management's assessment of internal control over financial reporting and an audit of
the financial statements are closely interrelated, the proposed auditing standard
introduced an integrated audit of internal control over financial reporting and audit of
financial statements.
E124. However, the proposed standard went even further. Because of the potential
significance of the information obtained during the audit of the financial statements to
the auditor's conclusions about the effectiveness of internal control over financial
reporting, the proposed standard stated that the auditor could not audit internal control
over financial reporting without also auditing the financial statements. (However, the
proposed standard retained the auditor's ability to audit only the financial statements,
which might be necessary in the case of certain initial public offerings.)
E125. Although the Board solicited specific comment on whether the auditor should be
prohibited from performing an audit of internal control over financial reporting without
also performing an audit of the financial statements, few commenters focused on the
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significance of the potentially negative evidence that would be obtained during the audit
of the financial statements or the implications of this prohibition. Most commenters
focused on the wording of Section 404(b), which indicates that the auditor's attestation
of management's assessment of internal control over financial reporting shall not be the
subject of a separate engagement. Based on this information, most commenters saw
the prohibition in the proposed standard as superfluous and benign.
E126. Several commenters recognized the importance of the potentially negative
evidence that might be obtained as part of the audit of the financial statements and
expressed strong support for requiring that an audit of financial statements be
performed to audit internal control over financial reporting.
E127. Others recognized the implications of this prohibition and expressed concern:
What if a company wanted or needed an opinion on the effectiveness of internal control
over financial reporting as of an interim date? For the most part, these commenters
(primarily issuers) objected to the implication that an auditor would have to audit a
company's financial statements as of an interim date to enable him or her to audit and
report on its internal control over financial reporting as of that same interim date. Other
issuers expressed objections related to their desires to engage one auditor to provide
an opinion on the effectiveness of internal control over financial reporting and another to
audit the financial statements. Others requested clarification about which guidance
would apply when other forms of internal control work were requested by companies.
E128. The Board concluded that an auditor should perform an audit of internal control
over financial reporting only when he or she has also audited company's financial
statements. The auditor must audit the financial statements to have a high level of
assurance that his or her conclusion on the effectiveness of internal control over
financial reporting is correct. Inherent in the reasonable assurance provided by the
auditor's opinion on internal control over financial reporting is a responsibility for the
auditor to plan and perform his or her work to obtain reasonable assurance that material
weaknesses, if they exist, are detected. As previously discussed, this standard states
that the identification by the auditor of a material misstatement in the financial
statements that was not initially identified by the company's internal control over
financial reporting, is a strong indicator of a material weakness. Without performing a
financial statement audit, the auditor would not have reasonable assurance that he or
she had detected all material misstatements. The Board believes that allowing the
auditor to audit internal control over financial reporting without also auditing the financial
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statements would not provide the auditor with a high level of assurance and would
mislead investors in terms of the level of assurance obtained.
E129. In response to other concerns, the Board noted that an auditor can report on the
effectiveness of internal control over financial reporting using existing AT sec. 501 for
purposes other than satisfying the requirements of Section 404. This standard
supersedes AT sec. 501 only as it relates to complying with Section 404 of the Act.
E130. Although reporting under the remaining provisions of AT sec. 501 is currently
permissible, the Board believes reports issued for public companies under the
remaining provisions of AT sec. 501 will be infrequent. In any event, additional
rulemaking might be necessary to prevent confusion that might arise from reporting on
internal control engagements under two different standards. For example, explanatory
language could be added to reports issued under AT sec. 501 to clarify that an audit of
financial statements was not performed in conjunction with the attestation on internal
control over financial reporting and that such a report is not the report resulting from an
audit of internal control over financial reporting performed in conjunction with an audit of
the financial statements under this standard. This report modification would alert report
readers, particularly if such a report were to appear in an SEC filing or otherwise be
made publicly available, that the assurance obtained by the auditor in that engagement
is different from the assurance that would have been obtained by the auditor for Section
404 purposes. Another example of the type of change that might be necessary in
separate rulemaking to AT sec. 501 would be to supplement the performance directions
to be comparable to those in this standard. Auditors should remain alert for additional
rulemaking by the Board that affects AT sec. 501.

