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The Commission outlined its action
plan as follows:

e Issue guidance on management’s
assessment of internal control over
financial reporting (ICFR) based on —
— Information to be obtained from an

SEC concept release on manage-
ments reports on ICFR and the
Committee  of  Sponsoring
Organizations’ (COSO) guidance
on how to apply its framework in
smaller companies;

— Feedback already obtained at the
May roundtable; from the SEC’s
Advisory Committee on Smaller
Public Companies; and from the
U.S. Government Accountability
Office April 2006 Report, Sarbanes-
Oxley, Consideration of Key Principles
Needed in Addressing Implementation
Jor Smaller Public Companies;

¢ Defer the 404 compliance dates for
non-accelerated filers;

e Work with the PCAOB to revise
Auditing Standard No. 2, An Audit of
Internal Control over Financial
Reporting in Conjunction with an
Audit of Financial Statements, to make
it work efficiently and effectively for
audits of companies of all sizes; and

* Oversee the PCAOB inspection pro-
gram that includes reviewing whether
auditors have efficiently performed
ICFR audits.

The PCAOB’s plan included:
¢ Amend AS 2 to ensure that audits of

the financial statements and ICFR are

integrated and that ICFR audits use a

top-down and risk-based approach;

e Reinforce auditor efficiency through
inspections;

* Develop and implement guidance
and training for auditors of small
companies; and

¢ Continue PCAOB forums on audit-
ing in the small business environ-
ment.

In November, the Committee on
Capital Markets Regulation (also known
as the Paulson Committee) provided
input that targeted Congress as well as
the SEC and other regulators. The

Committee recommended that the SEC
and other regulators move to a more
risk-based regulatory process, and that
regulators should rely on principles-
based rules and guidance. Also, the
Committee commented that small com-
panies should be exempted from Section
404 if it’s too burdensome to imple-
ment. (The Committee’s recommenda-
tions are available at
http:/fwww.capmbkisreg.org

/index.html.) The SEC’s Advisory
Smaller  Public

Companies had made a similar recom-

Committee on

mendation in April when it commented
that smaller public companies should be
exempted from Section 404 require-
ments until a cost-effective framework
for assessing ICFR for these companies
is developed.

The Commission is particularly con-
cerned about the costs and other diffi-
culties that smaller companies and
foreign companies face in implement-
ing Section 404. The SEC believes that
it is inappropriate to require compliance
with the 404 requirements before a
cost-effective means of assessing and
auditing the controls is developed.
Consequently, the Commission
deferred the auditor reporting on man-
agement’s assessment of ICFR for accel-
erated foreign private issuers for one
year, to years ending on or after July 15,
2007.

The SEC also finalized rule amend-
ments to defer implementation of
Section 404 for non-accelerated and
newly public companies. The SEC
extended the effective date for the man-
agement of non-accelerated filers to
report on ICFR five months to fiscal
years ending on or after December 15,
2007, and deferred auditor reporting on
management’s assessment until fiscal
years ending on or after December 15,
2008. The SEC also determined that
reporting on internal control created an
undue burden on newly public compa-
nies and amended the rules to allow
such companies to begin providing

management and auditor reports on
ICFR in their second annual report.

In December, the SEC issued pro-
posed interpretive guidance for man-
agement to assess ICFR that focuses on
two primary tasks:

* The evaluation of the design of con-
trols; and

¢ The gathering of evidence of operat-
ing effectiveness.

The SEC believes the assessment of
the design of controls should use a top-
down, risk- based approach that is
focused on the possibility of material
misstatement. The approach to evalu-
ating operating effectiveness is based on
the concept that the greater the risk of
material misstatement the more robust
the evidence should be, and that the
evaluation methods need to be tailored
to a company’s specific facts and cir-
cumstances.

As a companion to the SEC’s pro-
posed guidance, the PCAOB issued a
proposed new auditing standard that
will replace (not amend) AS 2. The
objective of the standard is to increase
ICFR audit effectiveness and efficiency
by focusing the audit, eliminating
unnecessary procedures, scaling the
audit for smaller companies, and sim-
plifying the audit requirements. The
proposed standard is designed to
address concerns that AS 2 is too pre-
scriptive and to allow for focus and scal-

ability.

Executive Compensation

Disclosure

In August, the Commission completed
new executive compensation disclosure
rules. These rules redefine the executives
whose compensation must be disclosed,
require a new total in the Summary
Compensation Table; supplement the
Summary Compensation Table with a
Grants of Plan-Based Awards Table;
require a new MD&A-like analysis of
compensation —  Compensation
Discussion and Analysis; add five tables
— Outstanding Equity Awards at Fiscal



Year End, Option Exercises and Stock
Vested, Pension Benefits, Nonqualified
Deferred Compensation, and Director
Compensation; and require narrative
disclosure of post-employment com-
pensation payments. The Commission
modified these disclosures in December
to conform the disclosure in the
Summary Compensation Table of stock
and option awards costs to the costs
reported in the financial statements over
the requisite service period in accordance
with FASB Statement No. 123 (Revised
2004), Share-Based Payment.

Stock Options

In September, the Chief Accountant of
the SEC explained the staft’s views on
the accounting consequences of issues
that can arise when investigating past
stock option granting practices. The
staff's views were provided in a letter
that focused on the accounting conse-
quences under APB Option No. 25,
Accounting for Stock Issued to Employees,
of options granted with backdated
award dates, administrative delays,
uncertain validity, and other related
issues. (See
htwp:/fwww.sec.govlinfolaccountants/staffle
tters/fei_aicpa091906.htm.) In January
2007, the staff of the Division of
Corporation Finance provided guidance
on filing amendment and disclosure
requirements when financial statements
for multiple years must be restated. (See
http:/fwww.sec.gov/divisions/corpfin/guid-
anceloilgasltr012007. htm.)

Materiality

Also in September, the staff provided
long-anticipated guidance on evaluat-
ing materiality of errors in financial
statements in Staff Accounting Bulletin
(SAB)  No. 108,  Quantifying
Misstatements in Financial Statements.
The SAB requires issuers to use both of
the two approaches (iron curtain and
rollover) that are currently used. It
requires issuers to adjust their financial
statements if either approach results in

a conclusion that an error is material.
The SAB could significantly affect
many companies’ financial statements.

XBRL

Chairman Cox is very interested in using
technology to improve the usefulness of
financial information to investors and in
furthering the use of Extensible Business
Reporting Language (XBRL) for finan-
cial reporting. Chairman Cox and the
Commission hope to expand participa-
tion in the voluntary program to provide
XBRL financial information, and
announced a $54 million initiative to
transform the SEC’s electronic filings
database into an interactive tool based

on XBRL.

IFRS

The Commission and its staff will con-
tinue to review the implementation of
International  Financial Reporting
Standards. The staff has already begun
its review of the first wave of financial
statements prepared on the basis of
IFRS for 2005, the first year that many
European companies were required to
implement IFRS in their primary finan-
cial statements. Based on the SEC’s
action plan for U.S. and IFRS conver-
gence (also know as the “roadmap”),
IFRS could coexist without reconcilia-
tion to U.S. GAAP in the U.S. capital
markets by 2009.

Personnel Changes

Both the SEC and the PCAOB have
had leadership changes. At the SEC,
Kathleen Casey became a Commissioner
in July, replacing outgoing
Commissioner Cynthia Glassman. John
White, a securities lawyer, became the
Director of the Division of Corporation
Finance in March. Conrad Hewitt
became Chief Accountant in July, and
Zoe-Vonna Palmrose became Deputy
Chief Accountant for Professional
Practice in August. Scott Taub, another

Deputy Chief Accountant, left the
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Commission staff in January 2007. At
the PCAOB, Mark Olson was named
Chairman in July.

New Commission

Rules

Deferral of Internal
Control Reporting for
Non-Accelerated Filers,
Accelerated Foreign
Private Issuers, and First-
Time Filers

(Releases 33-8760 and
33-8730A)

Entering 2006, non-accelerated filers
were scheduled to begin reporting on
the effectiveness of ICFR in fiscal years
ending on or after July 15, 2007.
During 2006, the SEC finalized a fur-
ther deferral for non-accelerated filers,
both domestic and foreign, extended
the deadline for auditor reporting on
management’s evaluation of ICFR for
accelerated foreign private issuers, and
deferred internal control reporting for
newly public companies until their sec-
ond annual report.

In December, the SEC extended the
deadline for the management of non-
accelerated filers to report on ICFR by
five months to fiscal years ending on or
after December 15, 2007. The SEC’s
rulemaking release noted that if the
Commission has not issued additional
guidance for management on how to
assess internal control over financial
reporting in sufficient time, it will con-
sider further postponing this compli-
ance date.

The SEC provided further relief to
non-accelerated filers by allowing them
to take a sequential approach to internal
control reporting, with management
reporting in the first year and auditor
reporting deferred until the second year.
The Commission extended the date that
non-accelerated filers are required to pro-
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vide an auditor’s report on ICFR by sev-

enteen months to fiscal years ending on

or after December 15, 2008. The

Commission added a requirement that

non-accelerated filers clearly disclose in

the first report that management’s assess-
ment of internal control has not been
attested to by the auditor if it is provid-
ing only managements report in the first
year. In addition, first year management-
only ICFR reports will be deemed fur-
nished rather than filed. The SEC’s
rulemaking release noted that it will also
consider postponing this date further
after considering the anticipated revisions

to the PCAOB’s AS 2.

The SEC also postponed the 404
compliance date for first-time filers. The
deadline for newly public issuers to pro-
vide managements’ and auditors’ reports
on internal control over financial
reporting was extended one year to the
filing of a newly public issuer’s second
annual report.

In September, the SEC published
rules that deferred internal control
reporting by auditors of accelerated for-
eign private issuers. As a result:

* The deadline for accelerated foreign
private issuers to provide an auditor’s
report on internal control over finan-
cial reporting was extended by one
year to fiscal years ending on or after
July 15, 2007. The deadline for an
accelerated foreign private issuer’s
management to report on internal

control over financial reporting

remains unchanged at fiscal years end-

ing on or after July 15, 2006.

* The deadline for large (filers with
$700 million or more in market float)
accelerated foreign private issuers to
comply with 404 was retained.
Management and auditors must
report on internal control in fiscal
years ending on or after July 15, 2006.
To maintain consistency with domes-

tic filers, the SEC adopted the same dis-
closure requirement for accelerated
foreign private issuers that initially
report on managements report on inter-
nal control over financial reporting
without an auditor’s report. That is, the
Commission added a requirement that
accelerated foreign private issuers clearly
disclose in the first report that manage-
ment’s assessment of internal control
has not been attested to by the auditor
if it is providing only managements
report in the first year.

The current deadlines are summa-
rized in the table below.

The December Release is available on
the SEC’s website at:
http:/fwww.sec.gov/rules/final/l2006/33-
8760.pdf; the September Release is
available at: hsp:/fwww.sec.gov/rules/
[final/2006/33-8730A. pdf-

Executive Compensation
Disclosure

(Releases 33-8765 and
33-8732A)

In August, the SEC published new rules
regarding executive and director com-
pensation disclosure. The SEC noted
that the purpose of the rules is to require
disclosure of a// components of execu-
tive and director compensation — not to
require any particular practice or regu-
late the amounts of compensation. The
rules as issued required registrants to
report the entire grant date fair value of
option and stock awards to executives
and directors in the Summary
Compensation Table (SCT) and
Director Compensation Table (DCT)
in the year of the grant, regardless of the
extent to which the award had vested.

In December, the SEC amended the
disclosure requirements for stock and
option awards to make the disclosures
more consistent with the amounts
reported for financial statement pur-
poses under Statement No. 123(R).
That is, the revised rules require regis-
trants to report option and stock awards
costs over the requisite service period in
the SCT and the DCT. The disclosure
of the entire grant date fair value will
still be required, but in a different loca-
tion. Now registrants will report the
entire grant date fair value of each
equity award for executives in the
Grants of Plan-Based Awards Table and
for directors in the footnotes to the
DCT.

The rules (including the rule amend-
ment) — and all the disclosures — are
effective for Forms 10-K and 10-KSB

Internal Control Over Financial Reporting — Due Dates

Type of Filer

Non-accelerated Issuer
Newly Public Issuer

Accelerated Foreign
Private Issuer

Large Accelerated
Foreign Private Issuer

Due Date Before
the Amendment

Extended
Due Date

Management Reporting

Fiscal years ending on or after

July 15, 2007 Dec. 15, 2007
First 10-K Second 10-K

July 15, 2006 Unchanged

July 15, 2006 Unchanged

Due Date Before Extended
the Amendment Due Date
Auditor Reporting
]uly 15, 2007 Dec. 15, 2008
First 10-K Second 10-K

July 15, 2006 July 15, 2007

July 15, 2006 Unchanged



for fiscal years ending on or after

December 15, 2006 and for registration

and proxy or information statements

filed on or after December 15, 2006

that are required to include stock com-

pensation disclosures for fiscal years

ending on or after December 15, 2006.

This means that calendar year-end filers

will be required to make the new dis-

closures in their annual reports for

2006. The new rules also apply to small

business issuers, but require less exten-

sive disclosure. The disclosure require-
ments for foreign private issuers are not
affected by the new rules.

The SEC made changes in the exec-
utive compensation disclosure rules that
encompass the following:
¢ Named Executive Officers — The five

included in  the Summary

Compensation Table now add the

principal financial officer to the prin-

cipal executive officer (PEO) and con-
tinue to include the three other most
highly compensated executives.

e Compensation  Discussion and
Analysis (CD&A) — This MD&A-
like analysis requires discussion of
compensation policy and decisions
and provides context for the com-
pensation tables. The Commission
structured the CD&A to support
compliance with the rules by requir-
ing companies to “file” rather than
“furnish” the information and include
the information in materials covered
by the CEO and CFO certifications.

e Compensation Committee Report —
This report has been retained and
now requires the committee to state
whether it has reviewed and discussed
the CD&A with management.
Further, the committee must state in
the report whether, based on the
review and discussions, it has recom-
mended to the board of directors that
the CD&A be included in the com-
pany’s annual report. The report must
include the names of the committee
members.

e Summary Compensation Table —
The SCT adds a “total compensa-

tion” column. The table requires

three years of compensation infor-
mation. That requirement phases in,
so only one year is required in the first
year of disclosure. The stock and
option awards are listed in the SCT
on the same basis as the costs
reported in the financial statements
(over the requisite service period).
The SCT also reports changes in pen-
sion value and above-market earnings
on nonqualified deferred compensa-
tion. All other compensation is dis-
closed in the SCT and includes perks
that must be reported at the incre-
mental cost to the company. Once
the total of the perks exceed $10,000,
the perks must be identified.

Grants of Plan-Based Awards Table —
Includes both cash and equity awards.
For each equity award, this table
reports the number of shares under-
lying the award, the exercise or base
price, the estimated future payout,
and the entire grant date fair value.
The table includes additional columns
with incremental information if either
of the following events occurred: (1)
the grant date of the award is different
from the date on which the compen-
sation committee took action, or (2)
the exercise price of an option grant is
lower than the company’s closing
price on that date.

Outstanding Equity Awards at Fiscal
Year-End Table — Includes informa-
tion on equity awards previously
granted that remain outstanding,
unexercised, unvested, or unearned at
fiscal year end. This table provides a
snapshot of the awards at a point in
time.

Option Exercises and Stock Vested
Table — Discloses the number of
shares acquired as well as the amount
realized when a named executive exer-
cises options or has stock vest during
the most recent fiscal year. This table
provides the “flow” of awards over the
past year.

Pension Benefits Table and Deferred
Compensation Table — These new
tables provide pension benefit and
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nonqualified deferred compensation
information.

e Other Postemployment Payments
Narrative — Requires disclosure of
payments due to named executive
officers at termination or change in
control.

¢ Director Compensation Table — Adds
this table for director compensation.
It is substantially similar to the SCT,
but requires only one year of infor-

mation.

Small Business Issuers — The disclosure

requirements for small business issuers

are less extensive than for regular issuers

and include:

e The SCT and accompanying narra-
tive disclosure;

e The Outstanding Awards at Fiscal

Year-End Table; and
e The DCT.

Small business issuers must provide
the Summary Compensation Table
information for the PEO and the two
other most highly compensated officers
for only the two most recent fiscal years.
Small business issuers are not required
to provide a CD&A or the related
Compensation Committee Report.
Small business issuers must provide nar-
rative disclosure addressing defined ben-
efit plans, defined contribution plans,
and other postemployment arrange-
ments for named executive officers.
However, these issuers are not required
to provide pension plan information for
these executives in the Summary
Compensation Table.

The releases are available on the
SEC’s website at: hetp://lwww.sec.gov/
rules/final/2006/33-8765. pdf and http://
www.sec.govlrules/final/2006/33-8732A.

pdf In October, the SEC staff issued an

FAQ document containing guidance on
these new rules, and it is available on
the SEC’s website at:
http:/fwww.sec.govldivisions/corpfin/fagsle

xeccompqa. pdf-
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E-Proxy Delivery
(Release 34-55146)
In December, the SEC adopted final

rules to allow (not require) companies
to furnish proxy materials to share-
holders through a “notice and access”
model using the Internet. An issuer that
chooses to follow this model must post
its proxy materials on an Internet web-
site and send a notice of Internet avail-
ability of proxy materials to shareholders
at least 40 days before the meeting date.
The rules are effective July 1, 2007 and
early adoption is not allowed.

The Release is available on the SEC’s
website  at:  (bttp:/fwww.sec.gov
lrules/final/2007/34-55146.pdf).

Proposals

Management’s Report on
Internal Control over
Financial Reporting
(Release 33-8762)

In May, the SEC announced the steps it
planned to take for improving the
implementation of the Section 404
internal control requirements of the
Sarbanes-Oxley Act. This announce-
ment was made one week after the
roundtable that the Commission and
PCAOB had organized for constituents
to share their second-year experiences
with internal control reporting and
auditing. The table on the next page
lists the steps and their status as of
December.

In December, the SEC completed
step 3 of the plan and proposed inter-
pretive guidance for management in
assessing ICFR. The proposal provides
guidance for management to use in
evaluating ICFR. The guidance focuses
on two primary tasks:

* The evaluation of the design of con-
trols; and

* The gathering of evidence of operat-
ing effectiveness.

The proposed guidance addresses
four aspects of performing these tasks:
identification of risks to reliable finan-
cial reporting, evaluation of operating
effectiveness, results of management’s
evaluation, and documentation.

The SEC also proposed amendments
to its rules to clarify that performance
by management in accordance with the
guidance would satisfy the SEC’s
requirements for the annual evaluation
of ICFR. Further, the SEC proposed
changes to Regulation S-X to clarify the
auditor’s reporting requirement under
Section 404(b) of the Sarbanes-Oxley
Act. Basically, the rule would state that
when conducting an audit of ICFR, the
auditor is required to only express an
opinion on the effectiveness of ICFR,
and is not required to express an opin-
ion on the process followed by man-
agement in its evaluation.

The Release is available on the SEC’s
website  at hrp:/lwww.sec.gov/
rules/proposed/2006/33-8762.pdf-

E-Proxy Delivery
(Release 34-55147)

In December, the SEC proposed rules
that would require companies to fur-
nish proxy materials to shareholders
through a “notice and access” model
using the Internet. The approach would
be the same as in the final rules dis-
cussed above except the approach would
be mandatory for all matters except vot-
ing on business combination transac-
tions.

The Release is available on the SEC’s
website at: http:/fwww.sec.gov/
rules/propsoed/2007/34-55147. pdf.

Foreign Private Issuer
Deregistration

(Release 34-55005)

In December, the SEC reproposed rules
to allow foreign private issuers to dereg-
ister and terminate their reporting obli-
gations under the Securities Exchange
Act of 1934. The Commission was not

satisfied with the deregistration model
in Release 34-53020 as originally pro-
posed in December 2005. The pro-
posed deregistration model is based on
a foreign private issuer’s average daily
trading volume in the U.S. being no
greater than 5% of its average daily trad-
ing volume in its primary market over a
recent 12 month period.

The proposed rules would provide
U.S. investors with access to material
information about a deregistered for-
eign private issuer of equity securities
through the Internet.

The Release is available on the SEC’s
website at: http:/fwww.sec.gov/
rules/proposed/2006/34-55005. pdf:

Executive Compensation
Disclosure

(Release 33-8655)

In August, the Commission excluded
from the final executive compensation
disclosure rules the narrative disclosures
that it proposed in the so-called “Katie
Couric clause.” This clause would have
required disclosures for up to three non-
executive employees whose total com-
pensation is greater than any of the five
named executive officers. Instead, the
Commission reproposed modified dis-
closure requirements. The disclosures
would be restricted to employees of
large accelerated filers who have signif-
icant policy-making responsibilities and
are located at a principal operating unit
or a significant subsidiary. The modi-
fied disclosure would exclude employees
such as actors, athletes, and traders.
The Release is available on the SEC’s
http:/fwww.sec.gov/
rules/proposed/33-8655. pdf-

website at:

Staff Guidance
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Internal Control Over Financial Reporting — SEC Implementation Plan

Step

1. Defer compliance dates
Non-accelerated filers
Newly public companies

Accelerated foreign private issuers

2. Obtain feedback and

implementation information:

SEC Advisory Committee on
Smaller Public Companies

GAO Report — Sarbanes-Oxley Act —

Consideration of Key Principles
Needed in Addressing
Implementation for Smaller
Public Companies

SEC Concept Release

COSO Guidance for Smaller Public

Companies

3. Issue guidance on management
assessment

4. Work with PCAOB on revising
AS 2

5. Oversee the PCAOB inspection
program

SAB 108 - Quantifying
Misstatements in

Financial Statements

In September, the SEC staff outlined
the approach it believes issuers should
use to quantify the misstatement of cur-
rent year financial statements that
results from misstatements of prior year
financial statements. The staff commu-
nicated its views in SAB No. 108 (Topic
IN). Implementing the approach out-
lined in SAB 108 may require an issuer
to make significant adjustments in its
2006 annual financial statements. An
issuer may also need to disclose the
expected effect of applying SAB 108 in
the interim financial statements it files
before it implements the SAB 108
approach.

Status Reference
Complete

Complete

Complete

Complete

Complete

Complete

http:/fwww.sec.govlrules/final/2006/33-8760.pdf
http:/fwww.sec.govlrules/final/2006/33-8760.pdf
hitp:/fwww.sec.gov/rules/final/2006/33-8730a.pdf

http:/fwww.sec.govlinfolsmallbus/acspclacspe-finalreport.pdf

http:/fwww.gao.gov/new.items/d0636 1. pdf
hitp:/fwww.sec.govlrules/concept/2006/34-54122. pdf

http:/fwww.coso.org/Publications/SB_Executive_Summary.pdf

Complete

Proposal Issued

and hrgp:/fwww.coso.org/Publications/SB_FAQs.pdf

http:/fwww.sec.govlrules/final/2006/33-8762.pdf

http:/fwww.pcaob.org/Rules/Docket_021/2006-12-19_Release_

Proposal Issued
In process

As discussed further below, the SAB
will change practice by requiring issuers
to use both of the approaches for quan-
tifying misstatements that are currently
used. The SAB requires issuers to adjust
their financial statements if either
approach results in a conclusion that an
error is material. The staff recognizes
that this combined approach represents
a change in practice for many issuers.
Consequently, the staff will not require
issuers that followed an acceptable
approach in the past to restate prior
years historical financial statements.
Instead, these issuers can report the
cumulative effect of adopting the new
approach as an adjustment to the cur-
rent year’s beginning balance of retained
earnings. If the new approach is
adopted in a quarter other than the first
quarter, financial statements for prior

No._2006-007.pdf

interim periods within the year of adop-
tion may need to be restated. SAB 108
is effective for fiscal years ending after
November 15, 2006. Thus calendar
year issuers are required to adopt the
new approach in the year ending
December 31, 2006.

Dual Approach

To evaluate whether financial state-
ments are materially misstated, issuers
and auditors typically follow a two-step
process. They (1) identify and quantify
misstatements that have not been cor-
rected and (2) evaluate whether the
effects of those misstatements are mate-
ria. SAB No. 99 (Topic 1M),
Materiality, provides guidance for per-
forming the second step in the process.
SAB 108 addresses the first step.
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The SAB discusses the two
approaches for quantifying errors most
commonly used in practice:
¢ The “rollover” approach — Focuses on

the income statement and quantifies

an error as the amount by which the
current year income statement is mis-
stated. Because the rollover approach
focuses on the income statement, con-
sistent use of it may result in the accu-
mulation of significant misstatements
in the balance sheet; and

e The “iron curtain” approach -

Focuses on the magnitude of the mis-

statement to the current balance

sheet. If a prior year misstatement is
corrected in the current year (e.g., the
current period effect of a prior period
cutoff error), this approach does not
consider the current year financial
statements to be misstated, because
the current balance sheet is correct.

Thus, this approach may not prevent

significant misstatements in the

income statement.

The staff believes that issuers should
quantify the effects of all errors, includ-
ing the effects of correcting prior mis-
statements, on each of the financial
statements and related disclosures. To
accomplish this objective, the staff
advises issuers to quantify and evaluate
errors using a “dual” approach that
includes both an income statement and
a balance sheet approach to quantifying
misstatements. This means that an
issuer that historically used the rollover
approach must also consider whether
correcting misstatements of the balance
sheet that may have built up over many
years are material to the income state-
ment. It also means that if an issuer cor-
rects an error in the current year that
was immaterial in prior years and the
effect of the correction is material to the
current year, the issuer should restate its
prior year financial statements. The staff
notes in the SAB that since the error was
immaterial in prior years, the issuer can
restate prior year financial statements
without amending previously filed
reports (i.e., the issuer can restate prior

years in its current filing). This
approach is consistent with the staft’s
position on reporting accounting
changes not retroactively applied due to
immateriality (see SAB Topic 5F).

The staff views quantifying errors and
assessing materiality as an accounting
issue for which an issuer has primary
responsibility. After the issuer has pre-
pared materially correct financial state-
ments, then the auditor must also
quantify and evaluate errors identified
in the process of the audit.

Effective Date and Transition

Existing Issuers — SAB 108 is effective

for fiscal years ending after November

15, 2006. Although restating prior

years financial statements is permitted,

it is not required 7f' management:

* Properly applied its previous assess-
ment approach (iron curtain or
rollover); and

* Considered all relevant gualitative fac-
tors in its assessment of previous
errors.

These issuers can report the cumula-
tive effect of adopting the SAB 108
approach as an adjustment to the open-
ing balance of assets and liabilities, with
an offsetting adjustment to the opening
balance of retained earnings in the fiscal
year of adoption. (For calendar year
companies, the adjustment would be
reported as of January 1, 2006.) Also,
issuers are required to disclose:

* The nature and amount of each 7ndi-
vidual error being corrected in the
cumulative effect adjustment;

* When and how each error being cor-
rected arose; and

* The fact that the errors had previously

been considered immaterial.

Initial registrations (e.g., IPOs) — The
approach in SAB 108 must be applied
if the registration statement is not effec-
tive on or before November 15, 2006.
The transition approach is significantly
different from the one existing issuers
are permitted to use. If the effect of
applying the SAB 108 approach is

material, the issuer must restate the
financial statements for all periods that
are materially misstated in accordance
with paragraph 25 of FASB Statement
No. 154, Accounting Changes and Error
Corrections.

SAB 108 is available on the SEC
website at: http://www.sec.gov/interps/
account/sab108.pdf.

PCAOB

Developments

During 2006, the PCAOB and its staff
continued to focus on the implementa-
tion of AS 2. As noted above, the
PCAOB action plan issued after the
May roundtable included revising AS
2.

Proposals

In December, the PCAOB voted to

propose new auditing standards on:

¢ Internal control;

¢ Using the work of others;

* Independence and non-audit services;
and

¢ Related amendments to interim stan-
dards.

The PCAOB proposed revisions with
the objective of making the replacement
of AS 2 more efficient. The revisions
include:

* Focusing the audit on the most
important controls using the top-
down approach and emphasize risk
assessment;

¢ Eliminating unnecessary procedures,
including the requirement to evaluate
management’s process, permit con-
sideration of knowledge obtained dur-
ing previous audits, and remove
barriers to using the work of others;

¢ Scaling the audit for smaller compa-
nies; and

¢ Simplifying requirements.

The proposing release on internal
control is available on the PCAOB’s
website at: hrtp:/fwww.pcaobus.org/
Rules/Docket_021/index.aspx.



Final Rules

AS No. 4, Reporting on Whether a

Previously Reported Material Weakness

Continues to Exist provides the structure

for a new voluntary engagement in

which auditors report on the elimina-
tion of a material weakness in a com-
pany’s internal control over financial
reporting. AS 4 was issued in response
to management and user concerns
about the need for a mechanism to pro-
vide assurance on management’s asser-

tion concerning the elimination of a

material weakness. Such engagements

are not required by the Sarbanes-Oxley

Act of 2002 or other securities law and

are voluntary.

This standard is available on the
PCAOB’s website at: hep:/fwww.
peaobus.org/Rules/Rules_of” the_Board/Au
diting_Standard_4.pdf-

The PCAOB isssued new rules relat-
ing to tax services, contingent fees, and
certain general ethics independence
standards. Under these rules, a regis-
tered public accounting firm is not
independent of a publicly held audit
client if:

* The accounting firm provides assis-
tance in planning or providing tax
advice on certain type of potentially
abusive tax transactions to the client;

e Subject to certain exceptions, the
accounting firm provides a tax serv-
ice to a member of management of
the client who serves in a financial
reporting oversight role; or

* The accounting firm receives directly
or indirectly a contingent fee or com-
mission from the client for providing
any service or product.

Also, the new rules require registered
public accounting firms to provide cer-
tain information to audit committees
in connection with pre-approval to pro-
vide tax services.

The rules are available on the
PCAOB’s website at: hup:/fwww.
peaobus.org/Rules/Docket_017/index.aspx.

Guidance

Adjustment to Prior Period
Financial Statements Audited by
a Predecessor Auditor

The PCAOB issued a Staff Question
and Answers document that provides
the staff’s opinions related to adjust-
ments to prior period financial state-
ments audited by a predecessor auditor.
The staff offers guidance to both pred-
ecessor and successor auditors that audit
and report on adjustments to the prior
period audited by the predecessor audi-
tor.

The guidance is available on the
PCAOB’s website at:  hep:/fwww.
peaobus.org/Standards/Staff” Questions_a
nd_Answers/2006/QA_Adjustments. pdyf.

Matters Related to Timing and
Accounting for Option Grants
The PCAOB staff announced that it
would begin publishing Audit Practice
Alerts (Alerts) on an as-needed basis.
Alert No. 1, Matters Related to Timing
and Accounting for Option Grants, was
issued to discuss practices related to the
timing of option grants and how these
practices affect whether the grants in
question were properly recorded or dis-
closed. The Alert discusses the implica-
tions of such practices on financial
statement audits and audits of internal
control over financial reporting, and it
examines factors that may be relevant
to auditors in assessing the risks related
to these practices.

The guidance is available on the
PCAOB’s website at:  hep:/fwww.
peaobus.org/news_and_events/news/2006/
07-28_release.pdf.

Auditing the Fair Value of Share
Options

The PCAOB issued a Staff Question
and Answers document that provides
guidance for auditing the fair value of
share options granted to employees. The
guidance applies to the audit of share-
based payments accounted for under

Financial Reporting

Statement 123(R) and SAB No.107
(Topic 14), Share-Based Payment.

The guidance is available on the
PCAOB’s website at: hep:/fwww.
peaobus.org/Standards/Staff” Questions_
and_Answers/2006/Stock_Options.pdf.

Implementation of Standards

Relating to Fraud

The PCAOB issued a report that dis-

cusses auditors’ implementation of

interim standards regarding the audi-

tor’s responsibility with respect to fraud.

The report addresses the following top-

ics based on observations made during

the Board’s inspection process:

* Auditor’s overall approach to the
detection of financial fraud;

* Required brainstorming sessions and
fraud-related inquiries;

* Auditor’s response to fraud risk fac-
tors;

* Financial statement misstatements;
and

¢ Fraud associated with management
override of controls.

The report does not change or pro-
pose changes to any existing standards
or provide new interpretations. The
Board issued the report to provide infor-
mation that audit committees may find
useful in working with their auditors
and to focus auditors on being diligent
about their responsibilities as they relate
to fraud.

The report is available on the
PCAOB’s website at: hep:/fwww.
peaobus.org/Inspections/Other/2007/01-
22_Release_2007-001.pdjf.

SEC’s Advisory
Committee on
Smaller Public
Companies

In April, the SEC’s Advisory Committee
on Smaller Public Companies finalized

its recommendations on improving the

regulatory system for smaller companies.



Financial Reporting

The Committee was established by the
SEC in December 2004, and its four
subcommittees  (internal  control,
accounting standards, corporate gover-
nance and disclosure, and capital for-
mation) met several times in 2005 and
early 2006.

The Committee’s recommendations
are targeted at the regulation of smaller
public companies, defined as compa-
nies whose aggregate market capitaliza-
tion comprises the bottom 6% of U.S.
equity market capitalization (this
equates to an equity market capitaliza-
tion of below $787 million). Some of
the recommendations apply only to
microcap companies, a subset of
“smaller public companies” as defined
above, which the Committee defines as
companies whose aggregate market cap-
italization comprises the bottom 1% of
U.S. equity market capitalization (this
equates to an equity market capitaliza-
tion of below $128 million).

The Committee’s final recommenda-
tions include the following:

Internal Control Reporting

* Exempt microcap companies from all
internal control reporting require-
ments if they have revenues of less
than $125 million.

* Exempt other smaller public compa-
nies from the outside audit require-
ments of Section 404 if they have
revenues of less than $250 million.
(However smaller public companies

would still be required to perform a
self assessment and issue a manage-
ment report on the effectiveness of
internal controls.)

¢ In the event that the recommendation
to exempt smaller public companies
from the outside audit requirements is
not adopted, then alternatively,
develop a new auditing standard and
approach based on auditor testing of
only the design (not the effectiveness)

of internal controls.

Accounting Standards

* Reduce the number of years of finan-
cial statements smaller public compa-
nies must provide in SEC filings from
three to two.

e Change the auditor independence
rules to permit de minimis violations.

e Permit microcap companies to apply
the same effective dates for adopting
new accounting standards as the
FASB provides for private companies.

* Consider additional guidance regard-
ing materiality that would apply when
correcting errors in previously issued
financial statements.

* Develop a “safe harbor” protocol for
accounting for transactions that
would protect well-intentioned pre-
parers from regulatory or legal action
when the process is appropriately fol-

lowed.

Material Discussed in this Financial Reporting is meant to provide general information and should not be
acted on without obtaining professional advice tailored to your firms individual needs. The information in
this Financial Reporting is for general guidance only and is not a substitute for professional advice.

IRS CIRCULAR 230 DISCLOSURE: To ensure compliance with requirements imposed by the IRS, we
inform you that any U.S. tax advice contained in this communication (including any attachments) is not
intended or written to be used, and cannot be used, for the prupose of (i) avoiding penalties under the Internal
Revenue Code or (ii) promoting, marketing or recommending to another party any transaction or matter

addyessed herein.
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Corporate Governance and

Disclosure

* Asa condition to the relief from inter-
nal control reporting, require (1) addi-
tional disclosure regarding internal
controls and (2) additional audit com-
mittee corporate governance stan-
dards.

¢ Increase the thresholds requiring reg-
istration and permitting deregistration
under Sections 12(g) and 15(d) of the
Exchange Act of 1934.

* Allow smaller public companies to
use Form S-3 and eliminate the
timely filing requirements of Form S-

3.

Capital Formation

* Adopt a new private offering exemp-
tion that does not prohibit general
solicitation and advertising for trans-
actions with certain persons.

* Make it easier for microcap compa-
nies to go private.
Information about the Committee’s

activities is available on the SEC’s web-

site at: hetp:/fwww.sec.gov/ infolsmall-

bus/acspe.shiml.

If you would like to discuss the content of this
Financial Reporting and the impact it may

have on your business, please call:

William S. Andronico, CPA, MBA, MST

Partner

MFA - Moody, Famiglietti & Andronico, LLP

793 Turnpike Street.
North Andover, MA 01845

Tel: (978) 557-5302

Email: wandronico@mfa-cpa.com



