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Stated goal is to ease compliance bur-
dens, particularly on smaller public com-
panies, but questions remain if the
revisions go far enough.

In the closing days of 2006, the Secu-
rities and Exchange Commission (“SEC”
or “Commission”), along with the Public
Company Accounting Oversight Board
(“PCAOB” or “Board”), released pro-
posed new guidance and standards to
assist public companies in complying
with the requirements of Section 404 of
the Sarbanes Oxley Act of 2002 (“Sar-
banes-Oxley” or “Act”)'. The long-
awaited revisions were praised by SEC
Chairman, Christopher Cox, as an
“exceptionally positive step for both
investors and for America’s capital mar-
kets.” It remains to be seen, however,
whether the much anticipated reforms
will be sufficient to appease the criticism
of some business leaders, particularly
those of smaller public companies, who
have grappled with what they perceive to
be burdensome and in some cases
duplicative processes required for compli-
ance with the Act.

The crux of the new revisions entail
two main areas. The SEC is proposing
interpretive guidance for management
regarding its evaluation of “internal con-
trol over financial reporting (ICFR),” a
term created with the SEC’s adoption of
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rules implementing Section 404 of the
Act. The PCAOB is proposing a new
auditing standard titled An Audit of Inter-
nal Control Over Financial Reporting
That Is Integrated with An Audit of Finan-
cial Statements that would supersede
existing Auditing Standard No. 2 (AS2).
Both proposals are intended to address the
dissatisfaction many business leaders
have expressed over the extensive costs in
terms of both money and manpower that
are currently required to comply with
existing regulations.

In an issued statement concerning the
PCAOB?’s proposal to replace AS2, Cox
commented that the “PCAOB’s proposal
to repeal the unduly expensive and ineffi-
cient auditing standard under section 404
of Sarbanes-Oxley — and to replace that
standard with one that strengthens
investor protection by refocusing
resources on what truly matters to the
integrity of financial statements” along
with the SEC’s new interpretive guidance
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for ICFR “should significantly improve
the implementation of Section 404.” Cast-
ing a similar statement, the PCAOB
issued a statement announcing that the
new auditing standard to replace AS2
would be “principles-based” and was
“designed to focus the auditor on the most
important matters, increasing the likeli-
hood that material weaknesses will be
found before they cause material misstate-
ment of the financial statements.” Thus, in
the press releases accompanying these
new proposals, both the SEC and the
PCAOB have made clear that the new
proposals are intended to be “mutually
reinforcing” and together will assist com-
panies’ compliance with Section 404,
thereby making Sarbanes-Oxley more
effective and efficient. Notwithstanding
the comments of the SEC and PCAOB
and the new interpretive guidance and the
proposed auditing standard, some oppo-
nents of Section 404 have continued to
raise concerns with the compliance
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requirements that have been implemented
by the PCAOB.

Congress enacted Sarbanes-Oxley in
the wake of the corporate accounting and
disclosure scandals that plagued the coun-
try’s financial markets in the beginning of
this decade. Repeated corporate scandals
involving inaccurate financial reporting,
malfeasance by corporate officers and
directors and a perceived, if not actual,
lack of fundamental safeguards to ensure
the accurate reporting of financial infor-
mation resulted in a perilous condition
that threatened the public’s confidence in
the nation’s financial markets. Sarbanes-
Oxley was intended to institute a uniform
system of corporate accountability and
disclosure for all public companies in
order to shore up the public’s confidence.
The creation of the PCAOB with its stated
goal to “oversee the audit of public com-
panies...in order to protect the interests of
investors and further the public interest in
the preparation of informative, accurate,
and independent audit reports...” for pub-
lic companies was one of the most signif-
icant provisions of Sarbanes-Oxley.

Since its implementation, Sarbanes-
Oxley has met with some criticism from
the corporate community due to the cost
burdens imposed in order to ensure com-
pliance. One of the main areas of corpo-
rate disapproval has been Section 404 of
the Act and the PCAOB’s AS2, which was
designed to implement Section 404.

Section 404 of the Act requires, among
other things, that a corporation’s annual
report include a certified statement that
the corporation’s management is respon-
sible for ensuring adequate internal con-
trol structures and procedures for
financial reporting. AS2 requires that this
annual certification must be attested to by
the corporation’s external auditor, thus
requiring an “external audit” of manage-
ment’s assessment of the company’s
ICFR. The “external audit” requirement
has resulted in significant financial as
well as manpower costs to public compa-
nies’ compliance with the Act and
imposes particularly negative conse-
quences on small businesses.

AS2 has also had an apparent effect on
the role of outside auditors performing the
“external audit.” In testimony in June
2005 before the Senate Committee on
Banking Housing and Urban Affairs, The
Financial Services Roundtable, an organi-
zation representing 100 of the nation’s
largest integrated financial services com-
panies, noted that implementation of Sec-
tion 404 has “made auditors hesitant to

provide advice to clients, caused auditors
to impose excessive testing and documen-
tation requirements on clients, and signif-
icantly increased the costs of outside
audits.”

As both the SEC and PCAOB noted in
their proposals, two annual financial
reporting cycles have been completed
since outside auditors began applying
AS?2 to audits of the largest public compa-
nies. During this time, the PCAOB over-
saw implementation of AS2 and the
efforts made by auditors to ensure com-
pany compliance and gathered informa-
tion from a variety of sources. In
assessing the information obtained, the
PCAOB concluded that “two basic propo-
sitions have emerged.” One, the external
audit of ICFR has “produced significant
benefits,” including a greater focus on
corporate governance that had not existed
in the past. Two, the PCAOB recognized
that these benefits have come with “sig-
nificant cost,” recognizing the “consistent
message” that compliance with ICFR
under the Act “has required greater effort
and resulted in higher costs than
expected.”

Recognizing that external auditors
should perform ICFR audits as efficiently
as possible, the PCAOB evaluated “every
significant aspect of the audit of internal
control to determine whether existing
standards encouraged auditors to perform
procedures that are not necessary in order
to achieve the intended benefits.” As a
result of the PCAOB review, the new
auditing standard to replace AS2 was cre-
ated.

The new auditing standard is designed
primarily to: 1) focus the audit on the mat-
ters most important to internal control; 2)
eliminate unnecessary procedures; 3)
scale the audit for smaller companies; and
4) simplify the requirements of the audit
by, among other things, reducing detail
and specificity.

Significantly, the PCAOB stressed that
it “continues to believe that the overall
scope of the audit described by AS No. 2
is correct” i.e. to attest to and report on
management’s assessment, the auditor
must test controls directly to determine
whether they are effective.” However, the
PCAOB recognized that the auditor could
still perform an effective audit of internal
control without carrying out a compre-
hensive review of the sufficiency of cor-
porate management’s evaluation process.
Thus, the new auditing standard elimi-
nates the requirement of AS2 to evaluate
management’s annual evaluation process.

The remaining highlights of the
PCAOB?’s proposed new accounting stan-
dard are a scaling of the external control
audit for smaller companies and a simpli-
fication of the requirements in general,
both of which are geared towards alleviat-
ing the impact of Section 404 compliance
on smaller companies who tend to have
fairly simple internal control structures.
The PCAOB recognized that smaller
companies often present “different finan-
cial reporting risks than larger and more
complex ones and that their internal con-
trol systems often appropriately address
those risks in different ways.” In essence,
the new auditing standard would require
auditors to perform tasks that are depen-
dent upon where in the “size and com-
plexity continuum” the company falls.

As a corollary to the PCAOB’s new
auditing standard, the SEC’s new interpre-
tive guidance on ICFR is “intended to
assist companies of all sizes to complete
their annual evaluation in an effective and
efficient manner.” Significantly, the SEC
stated that proposed amendments to its
rules that require management’s annual
evaluation of ICFR will make it clear that
an evaluation that complies with the inter-
pretive guidance is “one way to satisfy
those rules.”

Critics of the external audit require-
ments of Sarbanes-Oxley are not satisfied
with the PCAOB’s new audit standard,
primarily because the PCAOB continues
to insist on an external audit. Opponents
have indicated that the external audit
requirement has been the largest factor in
the greater than expected effort required
and costs incurred in compliance with the
Act. Significantly, they point out that the
actual language of Section 404 does not
require an external audit of ICFR and it
was not a requirement until the PCAOB
issued AS2 in June 2004. According to the
critics, nothing in the new auditing stan-
dard will actually eliminate an external
auditor from performing a full-blown
audit in order to protect themselves from
the possibility of litigation if a problem is
later uncovered.

The proposals are currently subject to
public comment until the end of February,
at which point the SEC and PCAOB will
consider making the new provisions per-
manent and supersede present require-
ments.

' Sarbanes-Oxley is officially known as the “Public Com-
pany Accounting Reform and Corporate Responsibility
Act,” 15 U.S.C. § 7201 et. seq.
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