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Pre-2002

Sinece 1978, U.S.-registered punlic cempanies
nave heen reguired te have: reasenanie systems
off Internal controels; and te keepr acecurate hoeeks
and records; (Section 13(1)(2) of the Securities
Exchange Act)

IHowever, the SEC toek a narmew. View: ofi the
statute (see Exchange Act Rel. No. 17500 Jan.
29, 1981) andl did not aggressively: enfierce. the
reguirements

Enren: dramatic internal controels failure




SOX’s Statutery Reguirements

Section 302: CEO and CFO must attest to
elffectiveness ol internal controls anad
[eport significant deficiencies; te auditors
and beard audit conmmittee

Section 404: Vianagement must assess the
efliectiveness oif Internal contrel GVer
financial reporting, and: aua/tor: must: attest
10, and! report on that assessment




SEC Rule-making| (2003)

Rule 138-15: IMPoSes two separate internal centrels
system evaluations: “disclosure controls and! precedures”
andl “nternal contrel ever financial reporting™ (ICER).
ICER must be evaluated based on a “sultable, recegnized
control framework” (e.g., COSO)

Management's assessment of ICER! effiectiveness; must
Include disclosure off any “material weakness identified
By Management and any: changes durngl the most
recent fiscall penod (Item 308} ofi Reg|. S-K)




Auditor Attestation

Rule 2-01(1), Reg. S-X: Auditer must “clearly: state
Whether management's assessment ofi the effiectiveness
Off the! registrant's internallcontrol over financiall reperting
IS fairly: statediin all-matenall respects” and I net, Wiy
flo)

Key' negotiation’ point: What dees; “materal weakness:
mean?




PCAOB' Rule-making

Auditing StanedardiNe. 2 (2004): auditer must search fior
“significant deficiencies,” I.e., Gne o more flaws i ICER
Suchi that “there Is a moere than remote likelihneed” of a
misstatement Inl the cempany/ s financials “that Is moere
than| nconsequential.” i turn, a matenal Weakness IS
@RE or moere significant deficiencies; that create a “mere
than a remoete” likeliheod that a material misstatement 1n
the financials will not e prevented or detected.

AS-2 hecame the' gé facto)standard for management
evaluation; and reperting as wellfas auditer atiestation




Costs

Substantial Increases Inf cempliance cests and
audit fees fier the firSt group: eff companies e
face requirements (“accelerated filers®) —
Immediate: politicall contreVersy.

Increased delistings (f“goeing pHvate™ and - “goeing
dark®) anaravoeidance: ofi ULS. markets: (Carmey,
20)0]6))

Costs decrease In 2006-07 for accelerated: filers,
PUL remain censiderable (FEI, 2008)




Benetfits and Other ConsequUences

EVidence: ofi better “guality”™ financial repoerting
(I"e., less;abnoermal accrual, nMere CoRsernvausm
— See Doyle, Ge & NMcVay, 2007). Disclosure: of
materaliweakmnesses Is Valued By the market
(Hammersiey, Vyers & Shakespeare, 2008)." For
discussions ofi kenefits, see Shakespeare, 2008;
Coates, 2001.

Increased managerial risk-aversion (Bargeron,
Lehn & Zutter, 2008)7?




DIagnesIS

Widespread perception that intermal
CONtIrols; costs Were excessive even
assuming| significant Penefits;, Pt Why?

One: pessihility: standaras pPeory or
Inadeguately speciified

Another possibility: Pest=SOX reni-
Seeking™ lay accountants, Iawyers,
consultants, etc. (Langevoeort, 2006)




Regulatory Response: 2007

SEC prevides formal guidance giving Issuer
Mmanagement nmoere discretieon In assessing
financialfreporting sk and designing an
apprepriate’ intermal contrel respense and
creates a “safier naor: ol compliance therewith
(Rel. 33-8809, June 20, 2007)

PCACB Withdraws AS-2 andfadepis new: AS-5
(May: 24, 2007)




Key: Changes

SEC guidance and AS-5 ane coerdinated
(theughr net identical) terhe “tep-dewn™
and “rsk-pbasead,” I.e., not a reutinized
IRguIR Inter all transaction; PrecEesSeS; DUl
ravher anrallecation of intermalfcontrol
[esources 1o the places most likely: te
clieate risk of fialse or misieading
disclosure. Explicitly “principles-hased.”




“Material Weakness”

Redefined te mean Gne or more
deficiencies “such that there is a
feasoenanle possibility: that a material
misstatement: ofi the company s annual or
IRternm financiall statements Will net: e
prevented o detected onla timely hasis*
(Ruler 12=2)




Smaller Issuers

Cost concerns strongest: (as Is evidence: of
delistings;, aveidance; ete.) With' iespect 1o
smaller ISsuers

SEC deferred! internal contrel reguirements; for
“non-accelerated filers.” Such Issuers must
PEgIN management repoerts on Internall Controls
for: fiscal years ending| afterr bee. 15, 2007, As
pPrepesed, auditor attestatien Will net he
reguired until fiscall years ending after Dec. 15,
2009 (See Rel. No. 33-8689, Eeh. 1, 2008)




Smaller Issuers (cont'd)

SEC guidance and AS-5 betih enmphasize
that ICER In smaller;, lessicomplex
companies can e less adetailed

PCAOB and COSO are developing
additienall guidance With respect: to simaller

Issuers (see PCAOB! press release, Oct. 1.7,
20007




Alternative Hypothesis

The 2007 changes will reduce coests /i
Implemented as intended

Auditers (and lawyers, consultants, ete.) have
penefited from’ pest-SOX regulateny envirenment
and may: e relictant: to; embiEce changes

Lrability, risks — PCAOB discipline,, SEC
enfercement, prvate lingation — stillisignificant
threat




Auditers” Bargaining Pewer

SOX Increased auditors’ bargaining PowWer: oVer:
management Wnen: disagreements arise: oVer:
Intermal controels or financialfreporting

Audit committee (Independent directors — often
Accountants, IaWyers o financiall executives: (See
Linck et al., 2008)) mediates (Rule 10A=1(19)(2))

Offficers) may. net “coerce, manipulate, misiead: o)
fratdulently’ nfiluence™ any: auditer (Rule 13152-

2(9),

Diminished competition 1R audit Industry




Conclusion

Optimal regulatory: strategy regardingfinternal
controls Is Unclear. Risk of overregulation
femains

Corp_orate JovEance: — MOre: PROCESS, MOre
caution

Costs boerne by shareholders; but are they the
enly intended beneficiares? SOX (Including but
Ret limited tor ICER) may: e a renegoetiation of
Corpolatie gevernance onrbehall of a hroader
range ofi public stakehelders, Including the
govermment (lLangeveort, 20017)
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