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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 auditot’s report on controls placed in operation also
provides evidence as to whether the controls have been placed in operation (paragraph B30).

We utge 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,

%M

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.

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 ate
two types of attest engagements that provide a high level of assurance on different subject
matter. Although the auditor may gain efficiencies by petrforming 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 setvice.

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.

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 inquities 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
necessaty 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
tramework.

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 Anditor) appropriately describe the auditot’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 requite 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.

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 necessaty 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 40,
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.

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.

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.

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.

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 audits 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 compate
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 clarity 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.

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.

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.

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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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.

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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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.

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.

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?

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 auditot’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.

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.

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 [##le of
management’s report], that W Company maintained effective internal control over financial
reporting as of December 31, 20X3, based on [ldentify 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 [#itle of management’s
repord], 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
(COS0).”].

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’ rules and
regulations.

An auditor is required to adhere to all requirements imposed by the PCAOB’ Auditing and
Related Professional Practice Standards and those imposed directly by the SEC. Accordingly, it is
not necessary to repeat such requitements 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 auditot’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 Sarbanes-
Oxley 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 inquities 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 1806, 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 consi