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SEC Guidance Regarding Management’s Report on Internal Control Over Financial Reporting

The SEC has published an interpretive release to provide guidance for management regarding its evaluation and assessment of internal control over financial reporting.  The guidance sets forth an approach by which management can conduct a top-down, risk-based evaluation of internal control over financial reporting.  An evaluation that complies with this interpretive guidance is one way to satisfy the evaluation requirements of Rules 13a-15(c) and 15d-15(c) under the Securities Exchange Act of 1934.

The interpretive guidance:

· Explains how to vary evaluation approaches for gathering evidence based on risk assessments;

· Explains the use of “daily interaction,” self-assessment, and other on-going monitoring activities as evidence in the evaluation;

· Explains the purpose of documentation and how management has flexibility in approaches to documenting support for its assessment;

· Provides management significant flexibility in making judgments regarding what constitutes adequate evidence in low-risk areas; and

· Allows for management and the auditor to have different testing approaches.

The Interpretive Guidance is organized around two broad principles.  First, management should evaluate whether it has implemented controls that address the risk that a material misstatement of the financial statements would not be prevented or detected in a timely manner.  The guidance describes a top-down, risk-based approach to this principle, including the role of entity-level controls in assessing financial reporting risks and the adequacy of controls.

Second, management’s evaluation of evidence about the operation of its controls should be based on its assessment of risk.  The guidance provides an approach for making risk-based judgments about the evidence needed for the evaluation.  This allows management to align the nature and extent of its evaluation procedures with those areas of financial reporting that pose the highest risks to reliable financial reporting (that is, whether the financial statements are materially accurate). 

The SEC is also adopting amendments to Exchange Act Rules 13a-15(c) and 15d-15(c) and revisions to Regulation S-X, to (i) clarify that an evaluation that is conducted in accordance with this interpretive guidance is one way to satisfy the annual management evaluation requirement in those rules, (ii) to define the term “material weakness,” and (iii) revise the requirements regarding the auditor’s attestation report on ICFR.  Additionally, the SEC seeks additional comment on the definition of the term “significant deficiency.”

The interpretive guidance addresses the following topics:

A.
The Evaluation Process

1.
Identifying Financial Reporting Risks and Controls

a.
Identifying Financial Reporting Risks

b.
Identifying Controls that Adequately Address Financial Reporting Risks

c.
Consideration of Entity-Level Controls

d.
Role of Information Technology General Controls

e.
Evidential Matter to Support the Assessment

2.
Evaluating Evidence of the Operating Effectiveness of ICFR

a.
Determining the Evidence Needed to Support the Assessment

b.
Implementing Procedures to Evaluate Evidence of the Operation of ICFR

c.
Evidential Matter to Support the Assessment

3.
Multiple Location Considerations

B.
Reporting Considerations

1.
Evaluation of Control Deficiencies

2.
Expression of Assessment of Effectiveness of ICFR by Management

3.
Disclosures about Material Weaknesses

4.
Impact of a Restatement of Previously Issued Financial Statements on Management’s Report on ICFR

5.
Inability to Assess Certain Aspects of ICFR

The evaluation process guidance is described in two sections.  The first section explains the identification of financial reporting risks and the evaluation of whether the controls management has implemented adequately address those risks.  The second section explains an approach for making judgments about the methods and procedures for evaluating whether the operation of ICFR is effective.  Both sections explain how entity-level controls impact the evaluation process, as well as how management should focus its evaluation efforts on the highest risks to reliable financial reporting. 

The SEC has also proposed to more closely align its approach with how it anticipates the PCAOB will revise its proposed auditing standard.  For example, the definition of a material weakness and the related guidance for evaluating deficiencies, including indicators of a material weakness, have been revised.  In addition, alignment revisions were made to the guidance for evaluating whether controls adequately address financial reporting risks, including entity-level controls, the factors to consider when identifying financial reporting risks and the factors for assessing the risk associated with individual financial reporting elements and controls.

The SEC distinguishes between the different roles and responsibilities of management and the auditors with respect to evaluating and auditing ICFR.  Management is responsible for designing and maintaining ICFR, and performing an evaluation annually that provides it with a reasonable basis for its assessment as to whether ICFR is effective as of fiscal year-end.  Management’s daily involvement with its internal control system provides it with knowledge and information that may influence its judgments about how best to conduct the evaluation and the sufficiency of evidence it needs to assess the effectiveness of ICFR.  In contrast, the auditor is responsible for conducting an independent audit ICFR to be integrated with the audit of the company’s financial statements.  The does not have the same information and understanding as management and because the auditor will need to integrate its tests of ICFR with the financial statement audit.  

The SEC adopted a principle based approval and rejected the following proposals:

· the identification of controls that address financial reporting risks;

· the assessment of ICFR risk, including how evidence gained over prior periods should impact management’s assessment of risks associated with controls identified and, therefore, the evidence needed to support its assessment;

· how varying levels of risk impact the nature of the evidence necessary to support its assessment;

· when on-going monitoring activities, including self-assessments, could be used to support management’s assessment and reduce direct testing;

· sampling techniques, sample sizes, and testing methods;

· the type and manner in which supporting evidence should be maintained;

· including specific guidelines regarding the amount, form and medium of evidence; and

· how management should document the effectiveness of monitoring activities utilized to support its assessment, as well as how management should support the evidence obtained from its daily interaction with controls as part of its assessment.

In a companion release, the SEC adopted an amendment to clarify that an evaluation which complies with the Commission’s interpretive guidance is one way to satisfy the requirement for management to evaluate the effectiveness of the issuer’s internal control over financial reporting. The SEC also amended its rules to define the term material weakness and to revise the requirements regarding the auditor’s attestation report on the effectiveness of internal control over financial reporting. The amendments are intended to facilitate more effective and efficient evaluations of internal control over financial reporting by management and auditors.

The SEC has adopted a definition of material weakness since it is an integral term associated with Sarbanes-Oxley and the Commission’s implementing rules. Management’s disclosure requirements with respect to ICFR are predicated upon the existence of a material weakness.

Therefore, the final rules define a material weakness as a deficiency, or a combination of deficiencies, in ICFR such that there is a reasonable possibility that a material misstatement of the registrant’s annual or interim financial statements will not be prevented or detected on a timely basis.  The SEC anticipates that the PCAOB’s auditing standards will also include this definition of material weakness.

In response to the comments regarding the need for the Commission to define the term “significant deficiency,” the SEC is seeking additional comment on a definition of that term.
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