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	   Section 404 of Sarbanes-Oxley has contributed significantly to the improvement of financial reporting, oversight of internal controls, and audit quality.  The public interest and the capital markets have been well served by this legislation.  At the same time, compliance with the provisions of Section 404 has placed important responsibilities on issuers and auditors that are both expensive and time consuming.  Clearly, the important goals of Section 404 must be achieved in the most cost-effective and least burdensome manner, to ensure that the costs of Section 404 do not outweigh the benefits.  This is particularly challenging with respect to smaller public companies. The Advisory Committee on Smaller Public Companies has worked very hard to determine where to strike the appropriate balance between the benefits to investors and the burdens on issuers.  The Final Report of the Advisory Committee is the result of that work.  While I respect the Committee’s efforts to find the best possible solutions to these difficult problems, I differ with the majority over one fundamental principle.  In my judgment, sound public policy dictates that the protections provided by Section 404 should be available to investors in all public companies, regardless of size.  Accordingly, our focus at this time should not be on exempting companies from Section 404, but on developing implementation guidance for assessing and auditing internal control over financial reporting for smaller public companies that recognizes the characteristics and needs of those companies.  This guidance should be jointly developed by regulators, issuers and the accounting profession and should be field-tested for effectiveness, including appropriate cost analysis, before implementation. 
	   The Final Report provides extensive root-cause analysis of the costs of compliance with Section 404, but fails to address the reality that economies of scale do influence the relative cost of regulatory compliance and professional services, including audits of financial statements. Therefore, there is need for additional steps to be taken to further improve the execution of Section 404 compliance relative to smaller companies, as described below.  
	  I also believe that PCAOB Auditing Standard No. 2 is fundamentally sound and scalable, and it is not prudent to consider amending the Standard at this time.  The first year of integrating the financial statement audit with the requirements of Auditing Standard No. 2 was a difficult process due to a number of environmental issues that have been well-documented.  Simply stated, the full integration of the financial statement and internal control audit did not occur in year one.  However, my firm’s experience is that the additional year of experience, coupled with the May 2005 guidance from the SEC and the PCAOB, and the efforts of issuers and auditors to improve their respective approaches, has resulted in further integration of the financial statement and internal control audit and is reducing the total cost of compliance.  I believe that issuers and auditors should be allowed the opportunity to introduce incremental effectiveness and efficiency into the compliance process – a migration that will occur naturally as issuers and auditors move forward on the learning curve associated with reporting on internal control over financial reporting. 
	  Because I believe that compliance with the provisions of Section 404 provides needed protection to investors in all public companies, regardless of size, I do not support recommendations III.P.1, III.P.2, and III.P.3 in the Final Report, as each would serve to dilute this protection. 
	  Specifically, Recommendation III.P.3 referencing a standard providing for an audit of the design and implementation of internal control, but not the testing by the auditor of the operating effectiveness, is in my view not advisable.  While clear disclosure that a company has not undergone an audit of internal control over financial reporting is understandable to users, those same users cannot be expected to assess the relative gradations of assurance provided by this proposed distinction in reporting on internal control.  An alternative providing for an auditor’s report only on design and implementation of internal controls, at a time when much attention has been directed toward reporting on the effective operation of internal controls, will result in users’ misunderstanding the level of assurance provided by the auditor.  It is important to note that a well-designed system of internal control, while vital, does not equate to the generation of reliable financial information in the absence of effective operation of internal control.  Accordingly, I believe that Recommendation III.P.3 would serve to widen an already existing expectation gap with respect to audit services at a time when emphasis should be directed toward reducing that gap.     I do not support Recommendations III.P.1 and III.P.2 based on my belief that Section 404 of Sarbanes-Oxley has made and will continue to make significant contributions to improving financial reporting, oversight of internal controls, and audit quality. In my judgment, sound public policy dictates that the protections derived from these contributions should be available to investors in all public companies, regardless of size.     I believe that compliance with the provisions of Section 404 by issuers, and application of the principles of Auditing Standard No. 2 by auditors, represent evolutionary skills that will become more effective and efficient with more experience.  As noted above, the effectiveness and cost-efficiencies of Section 404 execution have improved over the first two years.  However, additional efficiencies and experience with Auditing Standard No. 2 are not likely to fully address the concerns of certain-sized smaller public companies.  Accordingly, I recommend that regulators, issuers and the accounting profession work expeditiously to develop specific guidance, focused on the characteristics of these smaller companies and their internal control structures, which will further improve the execution of Section 404 compliance. I will commit resources of my firm to participate in and support this effort.  Additional implementation guidance specifically tailored to the application of internal control concepts in a smaller company environment should, at a minimum, address the following: significance of monitoring controls, risk of management override, lack of segregation of duties, extent and formality of company documentation and assessment, and evaluation of the competency of a smaller company’s accounting and financial reporting function.  This guidance should address both the assessment to be made by management and the auditor’s performance requirements relevant to such assessment, as well as the execution of auditing procedures pursuant to the provisions of Auditing Standard No. 2.  
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