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GAAP Matters 

FASB to Amend Liability Requirement for Certain 
Employee Stock Options with Cash Settlement Features  
The FASB has directed its staff to prepare a proposed FASB Staff 
Position (FSP) that will amend paragraph 32 of FASB Statement 
No. 123(R), Share-Based Payment.  Paragraph 32 currently 
requires liability classification and mark-to-market accounting for 
employee stock options if cash settlement can be required outside 
of the control of the company.  An example of such an 
arrangement is an option that permits the employee to require the 
employer to cash settle an award if a change of control occurs. 

The FASB has been in contact with many of its constituents and 
has determined the following: 

• Option arrangements that would result in liability accounting 
under paragraph 32 are not uncommon, and 

• A number of preparers did not understand the requirements of 
paragraph 32, nor did they appreciate that Statement 123(R) 
differed in this area from APB Opinion No. 25, Accounting for 
Stock Issued to Employees. 

For arrangements accounted for under paragraph 32, it appears 
that the Proposed FSP will require liability and mark-to-market 
accounting only when cash settlement is contingent upon an 
event (outside the employer’s control) that is probable of 
occurrence.  As currently written, Statement 123(R) requires 
liability classification regardless of probability, i.e., even in those 
situations where the occurrence of the contingent event (and, 
hence, the related cash settlement) is remote.   

If this FSP is finalized, public companies will still be required to 
present these options as “mezzanine equity,” outside of 
permanent equity, in accordance with SEC Accounting Series 
Release No. 268, Redeemable Preferred Stocks, and EITF Topic 
No. D-98, “Classification and Measurement of Redeemable 
Securities.” 

Global Offerings Services (GOs) comprises a global team of 
practitioners assisting non-US companies and non-US practice 
office engagement teams in applying US GAAP and in 
complying with the SEC's financial reporting rules.  For more 
information please contact the GOs Center leader nearest you. 

New York – Joel Osnoss 
+1 (212) 436 3352 

Hong Kong – Jay Harrison 
+852 2852 6337 

London - Donna Ward 
+44 (20) 7007 0902 

Madrid – Manuel Arranz 
+34 (91) 514 5072 

Mexico City – Bill Biese 
+52 (55) 5080 6197 

Paris – Don Andrade 
+33 (1) 4088 2508 

Sao Paulo – Ed Ruiz 
+55 (11) 5185 2500 

Toronto - Rod Barr 
+1 (416) 874 3630 

Deloitte periodically publishes Accounting Roundup. Click here 
to access the published issues.   

 

We expect that the proposed FSP will be (1) posted to the FASB’s 
Web site some time in the next two weeks, (2) exposed for 15 
days, and (3) effective by mid February 2006.   

Transition guidance for the proposed FSP has not yet been 
established.  Companies—especially those that that have 
adopted Statement 123(R) and have arrangements accounted for 
under paragraph 32—should monitor developments.  Similarly, 
public companies with arrangements accounted for under 
paragraph 32 that have not yet adopted Statement 123(R) should 
monitor developments and consider the required disclosures 
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under SEC Staff Accounting Bulletin No. 74 (SAB Topic 11.M), 
Disclosure of the Impact That Recently Issued Accounting 
Standards Will Have on Financial Statements of a Registrant 
When Adopted in a Future Period, if they issue financial 
statements before the effective date of any final FSP.  

 

FASB Developments 

FSP AAG INV-1 and SOP 94-4-1 on Fully Benefit-
Responsive Investment Contracts 
FSP AAG INV-1 and SOP 94-4-1 provides guidance for 
investment companies that: 

• Are established under a trust adopted as part of one or more 
qualified employer-sponsored defined-contribution plans, and 

• Invest in fully benefit-responsive investment contracts. 
Traditional and synthetic guaranteed investment contracts 
(GICs) and contracts that have similar characteristics may be 
fully benefit-responsive. 

The FSP requires such an investment company to present these 
contracts on its balance sheet at fair value with an additional 
single line item that adjusts the net assets attributable to the 
contracts from fair value to contract value (which generally 
equals the principal balance plus accrued interest). 

Appendix A of the FSP provides the following example 
presentation for the statement of assets and liabilities: 

Investments (at fair value)                                         $8,800,000 

Wrapper contracts (at fair value)                                    100,000

Total assets                                                               $8,900,000 

Total liabilities                                                                 200,000 

Net assets reflecting all investments at fair value     $8,700,000 

Adjustment from fair value to contract value for 

fully benefit-responsive investment contracts             1,100,000

 

Net assets                                                                 $9,800,000 

Contract value is considered the relevant measurement attribute 
because that is the amount participants would receive if they 
initiated permitted transactions (e.g., withdrawals) under the terms 
of the underlying defined-contribution plan. 

The FSP also: 

• Includes the criteria that an investment contract must meet in 
order to be considered fully benefit-responsive, and 

• Outlines additional disclosures required in the schedule of 
investments and the footnotes (e.g., a description of the nature 
of the investment contracts, the average yield earned by the 
entire fund, sensitivity analyses, etc.). 

Effective Date and Transition — The financial statement 
presentation and disclosure guidance is effective for annual 
periods ending after December 15, 2006. The revised definition of 
fully benefit-responsive is effective for all investment contracts as 
of the last day of the annual period ending after December 15, 
2006. Earlier application to interim or annual periods is permitted. 
If comparative financial statements are presented, the guidance 
should be applied retroactively to all prior periods presented. 

To be considered within the scope of the FSP, any portion of the 
net assets attributable to a plan investee that is not held in trust 
for the benefit of participants in a qualified employer sponsored 
defined-contribution plan is not permitted to increase after 
January 15, 2006, except for reinvestment of income earned. 
Investment companies that are not considered within the scope of 
the FSP as of the effective date for reasons described in this 
paragraph should report all investment contracts, regardless of 
whether they are considered fully benefit-responsive, at fair value. 

Click here for the text of the FSP. 

 

FSP SOP 94-6-1 on Concentrations of Credit Risk in Loan 
Products  
Statement 107 requires disclosures about all significant 
concentrations of credit risk arising from all financial instruments. 
FSP SOP 94-6-1 addresses (1) the circumstances under which 
the terms of loan products give rise to a concentration of credit 
risk and (2) the disclosures or other accounting considerations 
that apply for entities that originate, hold, guarantee, service, or 
invest in loan products with terms that may give rise to a 
concentration of credit risk. 

Some loan products have contractual features that provide for 
reduced payment requirements in the early part of the loan's term. 
The terms of such loans may delay a creditor's determination that 
the conditions have been met for the accrual of a loss and the 
establishment of an allowance for loan losses. Other loans have 
initial payment requirements that are less than or equal to the 
contractual interest amount (e.g., negatively amortizing loans, 
interest-only loans, etc.). Future increases in repayment amounts 
can affect the borrower's ability to repay the loan. 

The FSP is intended to emphasize the requirement to assess the 
adequacy of disclosures for all lending products and the effect of 
changes in market or economic conditions on the adequacy of 
those disclosures. 

The FSP indicates that possible shared characteristics for 
determining concentrations of credit risk include: 

• Borrowers subject to significant payment increases, 

• Loans with terms that permit negative amortization, and 

• Loans with high loan-to-value ratios. 

Additionally, Statement 107 encourages the disclosure of (1) 
quantitative information regarding market risks of financial 
instruments consistent with the way those risks are managed or 
adjusted and (2) how underwriting procedures are designed to 
control the credit risk that may arise from future payment 
increases. 

Entities should also consider the applicability of the following 
accounting literature: 

• AICPA Statement of Position 94-6, Disclosure of Certain 
Significant Risks and Uncertainties. 

•  FASB Statement No. 95, Statement of Cash Flows. The FSP 
indicates that to the extent interest income that is recognized 
before it is received (e.g., in negatively amortizing loans) is 
significant, it is required to be included in the reconciliation of 
net income to net cash flows from operating activities. 

• FASB Statement No. 140, Accounting for Transfers and 
Servicing of Financial Assets and Extinguishment of Liabilities. 
The FSP highlights Statement 140's requirement for disclosure 
of risk characteristics used to stratify recognized servicing 
assets for the purposes of measuring impairment. 

 

http://www.fasb.org/fasb_staff_positions/fsp_aag_inv-1&sop_94-4-1.pdf


• FASB Statement No. 91, Accounting for Nonrefundable Fees 
and Costs Associated With Originating or Acquiring Loans and 
Initial Direct Costs of Leases. The FSP indicates that if a loan's 
stated interest rate increases during the term of the loan (so 
that interest accrued under the interest method in the early 
periods would exceed interest at the stated rate), interest 
income should not be recognized to the extent that the net 
investment in the loan would exceed the amount at which the 
borrower could settle the obligation. 

• SEC Rules and Regulations: 

o SEC Regulation S-K, Item 303, "Management's 
Discussion and Analysis of Financial Conditions and 
Results of Operations"; 

o SEC Regulation S-X, Rule 9-03, "Balance Sheets”; and 

o SEC Industry Guide 3, “Statistical Disclosure by Bank 
Holding Companies.” 

The guidance for determining concentrations of credit risk is 
effective for interim and annual periods ending after December 
19, 2005. The disclosures required by Statement 107 for products 
that are determined to represent a concentration of credit risk 
should be provided for all periods presented. 

Click here for the text of the FSP. 

 

FASB Announcement of New Effective Date for 
Guidance on Uncertain Tax Positions 
At its January 11 meeting, the FASB redeliberated aspects of its 
project on uncertain tax positions.  The FASB announced that the 
final Interpretation will be effective as of the beginning of the first 
annual period beginning after December 15, 2006. Early 
application is encouraged provided the entity has not publicly 
released financial statements for the period of initial application. 

Click here for current details of the FASB project. 

 

AICPA Developments  

TPAs Regarding the Application of SOP 03-3 on Acquired 
Loans and Debt Securities 
The AICPA recently issued a series of TPAs (27 in total) related 
to the application of AICPA Statement of Position 03-3, 
Accounting for Certain Loans or Debt Securities Acquired in a 
Transfer. Some of the topics addressed by the TPAs include the 
following: 

• The scope of SOP 03-3; 

• Acquired loans that were classified by the seller as non-accrual; 

• Carrying over the allowance for loan and lease losses on 
acquired loans; 

• EITF Issue No. 01-7, “Creditor's Accounting for a Modification 
or Exchange of Debt Instruments,” implications with a 
restructured or refinanced loan under SOP 03-3; and 

• Accounting for a loan upon removal from a pool of loans.  

Click here to view full details of the TPAs. 

 

Regulatory Developments 

Accounting Highlights of the AICPA’s December 5–7, 
2005 SEC & PCAOB Conference 
Annually, the American Institute of Certified Public Accountants 
(AICPA) hosts a conference featuring speeches by, and question 
and answer sessions with, members of the SEC, the Public 
Company Accounting Oversight Board (PCAOB), and other 
standard-setters. The linked issues of Heads Up focus on 
speeches and other remarks that deal with financial accounting 
and reporting in accordance with U.S. generally accepted 
accounting principles. 

Click here for Heads Up Volume 12 Issue 12. 

Click here for Heads Up Volume 12 Issue 13. 

 

SEC Issues Questions and Answers on Securities 
Offering Reform 
In mid-2005, the SEC issued the Securities Offering Reform rule, 
which modified the registration, communications, and offering 
processes under the Securities Act of 1933.  The rule became 
effective December 1, 2005. On November 30, 2005, the SEC 
published a second series of questions and answers addressing 
the following topics related to the Reform rule: 

• Filing requirements related to free writing prospectuses (a  
written communication that constitutes an offer to sell or a 
solicitation of an offer to buy securities that are or will be the 
subject of a registration statement) 

• The definition of well-known seasoned issuers  

• The definition of ineligible issuers 

•  Requirements related to automatic shelf registration statements 

• Availability of "Access Equals Delivery" provisions (Rule 172)  

• Timing of required notifications to purchasers of registered 
securities (Rule 173) 

• Determination of the principal amount of securities being 
registered for the purposes of Rule 3-10 ("Financial Statements 
of Guarantors and Issuers of Guaranteed Securities Registered 
or Being Registered") of Regulation S-X. 

Click here for the text of the questions and answers. 

 

SEC Amends Filing Deadlines, Proposes Rule on 
Easing Delisting by Foreign Companies, and Updates 
Current Accounting and Disclosure Document 

Amendments to Accelerated Filer Definition and Filing 
Deadlines 
The SEC has delayed by one additional year the final phase-in of 
Form 10-K filing deadlines for “large accelerated filers.”  Large 
accelerated filers will continue to be subject to the current 75-day 
deadline for Form 10-K for an additional year.  Beginning with 
fiscal years ending on or after December 15, 2006, large 
accelerated filers will become subject to a 60-day deadline for 
Form 10-K. 

The SEC amended the definition of “accelerated filer” by creating 
a new category, referred to as “large accelerated filers.”  This 
category is for companies that have an aggregate worldwide 
market value of $700 million or more and meet the other 
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conditions in Exchange Act Rule 12b-2 that apply to accelerated 
filers (e.g., having previously filed at least one annual report).  
Accelerated filers other than large accelerated filers are those 
companies with an aggregate worldwide market value of at least 
$75 million but less than $700 million. 

Accelerated filers, other than large accelerated filers, will continue 
to be subject to the current 75-day deadline.  The current Form 
10-Q deadlines will be maintained for all filers.  As such, the 
deadlines are as follows: 

 Form 10-K 
Deadline 

Form 10-Q 
Deadline 

Large accelerated 
filers: 

• Fiscal years 
ending prior to 
December 15, 
2006 

• Fiscal years 
ending on or after 
December 15, 
2006 

75 days after year 
end 

60 days after year 
en 

40 days after 
quarter end  

40 days after 
quarter end 

Accelerated filers 75 days after year 
end 

40 days after 
quarter end 

Nonaccelerated 
filers 

90 days after year 
end 

45 days after 
quarter end 

 

Additionally, the amendments will ease some of the current 
restrictions on the exit of companies from accelerated filer status. 

Click here for the text of the final rule. 

 

Update to Current Accounting and Disclosure Issues 
Document 
The SEC has released its most recent version of “Current 
Accounting and Disclosure Issues in the Division of Corporation 
Finance.”  The document, which is an update of the March 4, 
2005, publication, captures the SEC’s significant rulemaking 
developments and current thinking on a variety of accounting and 
disclosure topics.  Click here for the December 2005 edition. 

 

Proposed Rule to Ease Delisting by Foreign Private 
Issuers 
Under current rules, foreign private issuers are allowed to 
terminate their Exchange Act registration and reporting 
requirements if the class of the issuer's securities has less than 
300 record holders who are U.S. residents. The SEC is proposing 
Exchange Act Rule 12h-6 to ease these requirements. Equity 
Securities — A foreign private issuer would be eligible to 
terminate its Exchange Act registration and reporting obligations 
regarding a class of equity securities under proposed Rule 12h-6 
if it meets the following conditions: (1) it must have filed or 
furnished all required reports, including at least two annual 
reports, (2) it must not have sold securities in the U.S. during the 
preceding 12 months, and (3) it must have maintained a listing of 
securities on an exchange in the home country (as defined on 
Form 20-F), which constitutes the primary trading market for the 
securities. Well-known seasoned issuers may terminate the 
reporting obligation when: 

• The U.S. daily average trading volume is no greater than 5 
percent of the average trading volume in its primary market and 
U.S. residents hold no more than 10 percent of the issuer's 
worldwide public float, or 

• U.S. registrants hold less than 5 percent of the issuer's 
worldwide public float. 

Only the latter criterion applies to foreign private issuers that are 
not well-known seasoned issuers. Additionally a company may 
terminate its registration and reporting requirements if the class of 
securities is held by less than 300 persons on a worldwide basis 
or less than 300 U.S. residents. Additionally, the proposal would 
immediately apply the exemption under Exchange Act Rule 12g3-
2(b) to a foreign private issuer upon its termination of Exchange 
Act registration and reporting regarding a class of equity 
securities. However, a foreign private issuer must publish in 
English the home country materials required by Rule 12g3-2(b) on 
its Web site or through an electronic information delivery system 
that is generally available to the public in its primary trading 
market. 

Debt Securities — A foreign private issuer would be eligible to 
terminate its Section 15(d) reporting obligations regarding a class 
of debt securities under proposed Rule 12h-6 if it meets the 
following two criteria: (1) the issuer has filed or furnished all 
required reports, including at least one annual report, and (2) the 
class of debt securities is either held by less than 300 persons on 
a worldwide basis or less than 300 U.S. residents.  

Counting Method — The proposed rule also limits the search a 
company is required to perform when counting the number of 
U.S. residents holding its securities. 

New Form 15F— Under proposed Rule 12h-6, a foreign private 
issuer would have to file new Form 15F certifying compliance 
with the requirements for termination of its Exchange Act 
reporting obligations and provide specified supporting information. 
The filing of Form 15F would automatically suspend an issuer's 
reporting duties and the suspension would become a permanent 
termination if the SEC has not objected within 90 days. 

The SEC is currently soliciting comment on the proposed rule.  
Comments are due February 28, 2006.  Click here for the text of 
the proposal. 

In view of the number of questions contained in the proposal and 
to ease the burden on registrants, we have prepared a summary 
questionnaire for registrants.  The questionnaire addresses the 
overall themes on which the SEC is soliciting comment.  We will 
use the feedback from this questionnaire to prepare a response to 
the SEC solicitation for comment.  If you have not received a copy 
and would like to, please contact your local GOs professional or 
click here to receive a copy directly. 

 

PCAOB Issues Report on Initial Implementation of 
Auditing Standard 2 
On November 30, 2005, the Public Company Accounting 
Oversight Board (“PCAOB”) issued its "Report on the Initial 
Implementation of Auditing Standard No. 2,  An Audit of Internal 
Control Over Financial Reporting Performed in Conjunction With 
an Audit of Financial Statements" (the "Release"). This report 
discusses issues identified in the course of the PCAOB's 
monitoring of the implementation of Auditing Standard 2.  The 
PCAOB found that both firms and issuers faced enormous 
challenges in the first year of implementation and identified areas 
in which the effectiveness and efficiency of audits could have 
been improved.  The report identifies areas in which auditors 
should be able to make their audits more effective and efficient in 
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the future.  The PCAOB also found that improvements are already 
becoming apparent in the second year of implementation, as 
auditors and their clients gain experience and as challenges that 
were unique to the first year's implementation abate. 

The Release does not amend or modify PCAOB Auditing 
Standard 2.  Although we do not believe that this Release will 
result in significant changes to our existing methodology and 
guidance, we are currently analyzing the Release and evaluating 
the need for any changes. 

 

Lean and Balanced: How to Cut Costs without 
Compromising Compliance 
While many executives acknowledge the benefits of Sarbanes-
Oxley on financial reporting and corporate governance, the cost of 
compliance often remains a concern. Executives are under 
pressure to reign in costs, but are unsure about the best means of 
doing so. 

To help organizations capture opportunities for safely reducing 
compliance expenses, Deloitte has released a new publication, 
Lean and Balanced: How to Cut Costs Without Compromising 
Compliance. This readiness publication discusses a Control 
Rationalization Approach, which is based on two principles: a top-
down, risk-based methodology and a lean and balanced control 
design. This Control Rationalization Approach can result in 
immediate compliance cost reductions as well as position your 
organization to enhance its compliance risk profile and achieve 
longer term compliance efficiencies. 

Click here for the publication. 

 

Survey on 404 Costs and Implementation Issues: 
Double-click the paperclip icon (above) for a survey on Section 
404 of the Sarbanes Oxley Act of 2002, which was released today 
based on information provided by the four largest US accounting 
firms (Deloitte & Touche LLP, Ernst & Young, KPMG and 
PricewaterhouseCoopers). This survey is an update of a similar 
survey released in early 2005, and was compiled by CRA 
International (formerly Charles River Associates), an economic 
and business consulting firm, at the request of the four largest 
US accounting firms.  CRA asked the firms to provide data on 
randomly selected US based  Fortune 1000 audit clients and 
smaller audit clients with market capitalization ranging from $75 
million to $700 million.  Please note that nothing in the survey 
projects year 2 Section 404 related audit fees, the projections 
relate only to total Section 404 costs for US-based public 
companies.  

The key findings of the CRA report are: 

 Total 404 implementation costs (internal and external) are 
projected to decline substantially in the second year for both 
larger companies and smaller companies in the survey.  

 The number of key controls tested in year two is projected to 
fall sharply for both larger companies and smaller companies 
in the survey. 

 As suggested by regulators’ guidance of May 16, 2005, 
auditors say they expect to rely more heavily on the work of 
others in the second year. 

 The declines in costs and testing levels reflect the elimination 
of significant start-up factors, such as initial documentation that 
does not need to be repeated; the benefits of experience; and 
reduced remediation requirements. 
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EXECUTIVE SUMMARY 


Implementation of Section 404 of the Sarbanes-Oxley Act (“SOX”), which requires manage-
ment and their independent auditors to issue separate assessments of a public company’s 
internal control over financial reporting, has sparked significant public debate over the relative 
costs and benefits of the reporting process.  To assist in the evaluation of the various views 
Deloitte & Touche LLP, Ernst & Young LLP, KPMG LLP, and PricewaterhouseCoopers LLP 
(the “Accounting Firms”) asked CRA International (“CRA”) in early 2005 to review data for a 
sample of the firms’ Fortune 1000 clients with market capitalization over $700 million (“Larger 
Companies”).  That study (the “Original Study”), which was issued in April 2005, provided 
data on average year-one Section 404 implementation costs.  It also included data on the 
number of control deficiencies identified and remediated as a result of Section 404, and in-
cluded an estimate of expected cost changes in the second year of implementation.   


As a follow up to that study, the Accounting Firms engaged CRA to examine second-year 
costs for both the Fortune 1000 clients that were included in the April study and a separate 
group of smaller public companies with market capitalization between $75 million and $700 
million (“Smaller Companies”).  It is our understanding that all of the companies included in 
this study implemented Section 404 in the first year. The current study (the “Updated Study”), 
which is presented in this report, also includes information about auditors’ methodology and 
the key factors driving costs. 


The data shows that average costs are expected to decline in the second year of Section 404 
implementation – a development that the survey indicates is attributable, in large measure, to 
first-year implementation work that is not expected to be repeated in the second year, and 
expected efficiency gains as a result of experience.  


The Updated Study’s findings include: 


For companies for which survey data was obtained (“Subject Companies”), average 
total 404 implementation costs are expected to decline in the second year for both 
Smaller Companies and Larger Companies in the survey.  


• Survey data indicated that Section 404 implementation costs for Smaller Companies 
are expected to decline an average of 39 percent in the second year from $1.5 million 
to $900,000.  Total implementation costs for Larger Companies are projected to de-
cline an average of 42 percent in the second year from $7.3 million to $4.3 million.  


• Survey data indicated that year-one Section 404 audit-related fees account for a mi-
nority of total 404 implementation costs.  Survey data also indicated that audit fees 
related to Section 404 implementation account for approximately 35 percent of total 
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Section 404 implementation costs for Smaller Companies and 26 percent of total 
Section 404 implementation costs for Larger Companies in year one.  


Survey data indicate that the number of key controls tested in year two is expected to 
decline for both Smaller Companies and Larger Companies. 


• For Smaller Companies, the number of key controls tested by auditors is expected to 
decline nearly 22 percent on average from 262 to 206 from year one to year two.  
The average number tested by companies is expected to decline 17 percent from 
359 to 298 from year one to year two. 


• For Larger Companies the average number of key controls tested by the auditor is 
expected to fall more than 19 percent from 669 in year one to 540 in year two.  The 
average number tested by the company is expected to fall nearly 13 percent from 
992 to 867 from year one to year two. 


Subject Companies’ independent audit engagement teams are expected to rely more 
heavily on the work of others in the second year. 


• During the second year, auditors on Smaller Company engagements expect that on 
average they will rely on the work of others for approximately 22 percent of the audit 
evidence obtained in support of the 404 opinion, up from 11 percent in year one. 


• Auditors on Larger Company engagements expect that on average they will rely on 
the work of others for approximately 25 percent of the audit evidence obtained in 
support of the 404 opinion in the second year, up from 15 percent in the first year.   


Independent auditors working on Subject Company engagements say the expected 
cost declines are primarily attributable to first-year documentation that is not expected 
to be repeated in year two, the benefits of experience and reduced control remediation 
requirements not expected to be needed in year two. 


The top three primary reasons given by the auditors for the expected cost savings for both 
Larger Companies and Smaller Companies are:  


• Reduced documentation from year one to year two was given by 53.4 percent of Lar-
ger Companies and 41.6 percent of Smaller Companies as the most important 
source of expected cost reductions; 


• Increased efficiency because of progress on the learning curve was given by 17.8 
percent of Larger Companies and 31.5 percent of Smaller Companies as the most 
important source of expected cost reductions; and   


• Remediation efforts that should not recur in year two was given by 13.7 percent of 
Larger Companies and 5.6 percent of Smaller Companies as the most important 
source of expected cost reductions. 
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INTRODUCTION 


In July 2002, the U.S. Congress passed the Sarbanes-Oxley Act of 2002 (“SOX”) into law 
with the intention of restoring investor confidence.  Section 404 of SOX, in conjunction with 
related rules issued by the Securities and Exchange Commission (“SEC”) and Auditing Stan-
dard No. 2 (“AS No. 2”) promulgated by the Public Company Accounting Oversight Board 
(“PCAOB”), requires management of a public company and the company’s independent audi-
tor to issue two new public reports:  


• A management report on the effectiveness of the company’s internal control over fi-
nancial reporting.  


• In conjunction with the audit of the company’s financial statements, an independent 
auditor’s report that includes both an opinion on management’s assessment and an 
opinion on the effectiveness of the company’s internal control over financial reporting.   


The provisions of SOX are applicable to all publicly registered companies under the 
jurisdiction of the SEC.  Section 404 of SOX is currently applicable to all accelerated filers, a 
term that is defined by the SEC rules and regulations, and focuses on the underlying controls 
related to the significant processes that lead into and comprise public companies’ financial 
reporting.  For a company’s management to make affirmative assertions on the effectiveness 
of its internal controls, management is required to document, evaluate, and test controls that 
are deemed significant to the financial reporting process.   


In the spring of 2005, the Accounting Firms asked CRA International, Inc. (“CRA”) to assist 
them in gathering and compiling data pertaining to implementation costs and identified control 
deficiencies. The Accounting Firms asked CRA to review relevant cost and implementation 
data for a sample of 90 of their Fortune 1000 clients.  In April 2005, CRA issued a report1  
pertaining to the Original Study that presented the following findings based on the data from 
the Subject Companies:  


• The average per-company Section 404 total implementation costs were estimated to 
be approximately $7.8 million, which represents approximately 1/10th of one percent 
of Subject Company revenues;  


• Average per-company auditor fees were estimated to be approximately one-quarter 
of the total implementation costs or 1/40th of one percent of Subject Company 
revenues; 


                                                 


1        “Sarbanes-Oxley Section 404 Costs and Remediation of Deficiencies:  Estimates from a Sample of Fortune 
1000 Companies”, Charles River Associates, April 2005.  
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• Year-two total implementation costs were expected to decrease approximately 46 
percent compared to year-one costs, suggesting substantial non-recurring start up 
and “learning curve” costs; and  


• On average, each company identified 348 deficiencies and remediated 271 
deficiencies, and was expected to remediate an additional 77 deficiencies.  


In October 2005, the Accounting Firms requested that CRA expand the Original Study to 
include data from companies with market capitalization between $75 million and $700 million 
and to include more recent Section 404 implementation cost and audit data for the Fortune 
1000 companies included in the Original Study.  The primary goals of the Updated Study are 
to: 


• Provide estimates of the effects of Section 404 on Smaller Companies;  


• Determine whether cost estimates from the Original Study for Larger Companies 
have changed with the availability of more recent data; and 


• Provide insights into the factors influencing the expected decrease in year-two 
implementation costs compared to year-one costs. 


For this study, CRA provided each of the Accounting Firms with two randomly selected 
samples of companies from each accounting firm’s Larger Companies and Smaller 
Companies, respectively.  Each accounting firm in turn requested certain cost and audit data 
for these companies from the sample companies’ audit teams.  Each of the Accounting Firms 
provided CRA with average cost and audit data for each of the two groups.  CRA then 
calculated average responses for each of the two groups across all the respondents of the 
Accounting Firms.   The respondent averages across all Accounting Firms form the basis for 
the data presented in this report.2    


                                                 


2  For a more detailed description of the sample methodology please see the Appendix. 
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SMALLER COMPANIES 


AVERAGE YEAR-ONE IMPLEMENTATION COSTS 


The survey data for the Smaller Companies, i.e., companies with market capitalization 
between $75 million and $700 million, is shown in Figure 1.  Total Section 404 costs, 
although substantially lower than those incurred by Larger Companies in absolute dollar 
terms, were higher than those incurred by Larger Companies when expressed as a 
percentage of company revenues.  


Figure 1 


Year-One Average per Company  
Section 404 Implementation Costs 


for Smaller Companies 


 


The survey data for Smaller Companies indicated that they incurred an average of $1.5 
million in total Section 404 implementation costs in year one. This amount is approximately 
one-fifth the amount incurred by Larger Companies.  Approximately $520,000, or 35 percent 
of the total, is comprised of Section 404 Audit-Related Fees.  Total implementation costs 
represent approximately 0.46 percent of the average revenue of the companies for which 
data was requested.  Section 404 Audit-Related Fees represent approximately 0.16 percent 
of average revenue.  


Average Issuer Cost 
(excluding Average 
Section 404 Audit-
Related Fees) as a 


Percentage of Total 
Average Issuer Cost


Average Section 404 
Audit-Related Fees as 
a Percentage of Total 
Average Issuer Cost
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Year 1 Year 2


$1.5 Million


$0.9 Million


39% Decline


Table 1 


Year-One Section 404 Implementation Cost Summary 
Average per Smaller Company 


 


Section 404 Audit-Related Fees $520k


Implementation Costs Other than Section 404 Audit-Related 
Fees 


$980k


Total Implementation Costs $1.5m


Average Company Revenue $324m


Total Implementation Costs as a Percentage of Revenue 0.46%


404 Fees Paid to Auditors as a Percentage of Revenue 0.16%


 


CHANGE IN AVERAGE YEAR-TWO IMPLEMENTATION COSTS 


There has been substantial concern expressed regarding the extent to which year-one 
implementation costs will persist into future years.  The results of the Original Study 
suggested that for the Subject Companies one-time factors in year-one costs are not 
expected to recur in year two.  Survey data for the Smaller Companies shown in Figure 2 
indicated that average total implementation costs in year two are expected to decline to 
approximately $900,000, which is 39 percent lower than year-one costs.   


Figure 2 


Expected Change in Average Total 404 Implementation Costs  
for Smaller Companies Year 1 to Year 2 
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LARGER COMPANIES 


AVERAGE YEAR-ONE IMPLEMENTATION COSTS 


The updated survey data for the Larger Companies confirm the results presented in the 
Original Study.  Section 404 Audit-Related Fees for Larger Companies included in the survey 
accounted for approximately 26 percent of total Section 404 implementation costs. 


Figure 3 


Year-One Average per Company  
Section 404 Implementation Costs  


 for Larger Companies 


 


The updated data for the Larger Companies indicated that Subject Companies incurred an 
average of $7.3 million in total Section 404 implementation cost in year one.3  Approximately 
$1.9 million, or 26 percent of the total, is comprised of Section 404 Audit-Related Fees.  Total 
implementation costs for the Larger Companies represent approximately 0.09 percent of the 
average revenue of the total Subject Companies. Section 404 Audit-Related Fees represent 
approximately 0.02 percent of average revenue of the total Subject Companies.   


                                                 


3 This is slightly lower than the $7.8 million estimated in the Original Study. 


Average Section 404 
Audit-Related Fees as 
a Percentage of Total 
Average Issuer Cost


Average Issuer Cost 
(excluding Average 
Section 404 Audit-
Related Fees) as a 


Percentage of Total 
Average Issuer Cost
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Table 2 


Year-One Section 404 Implementation Cost Summary 
Average per Larger Company   


 


  


Section 404 Audit-Related Fees $1.9m 


Implementation Costs Other than Section 404 Audit-Related 
Fees 


$5.4m 


Total Implementation Costs $7.3m 


Average Company Revenue $7.9b 


Total Implementation Costs as a Percentage of Revenue 0.09% 


404 Fees Paid to Auditors as a Percentage of Revenue 0.02% 


 


CHANGE IN AVERAGE YEAR-TWO IMPLEMENTATION COSTS 


The updated survey data for the Larger Companies confirm the results of the Original Study.  
Figure 4 shows that for the companies included in the survey, average total implementation 
costs are expected to fall to less than $4.3 million for the Subject Companies (versus $4.2 
million in the Original Study) in year two, which is 42 percent lower than year-one costs 
(versus a 46 percent decline in the Original Study).   


Figure 4 


Expected Change in Average Total Section 404 Implementation Costs  
for Larger Companies Year 1 to Year 2 


 


 


 


 


 


 
Year 1 Year 2


$7.3 Million


$4.3 Million


42% Decline


Year 1 Year 2


$7.3 Million


$4.3 Million


42% Decline
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SUBSTANTIAL COST DRIVERS AFFECTING YEAR-TWO 
IMPLEMENTATION COSTS  


To better understand the factors explaining the expected decline in year-two implementation 
costs, survey questions requested a ranking of the most significant drivers of the change in 
year-two versus year-one implementation costs.   


The survey results for Larger Companies and Smaller Companies are summarized on Table 
3.  The top three cost drivers are identical for the two groups of companies.  The number one 
reason given for the expected decline in year-two implementation costs for the Subject 
Companies is the expectation that much of the initial year-one Section 404 documentation will 
not be necessary in year two.  The other top reasons given for explaining the expected 
declines in total year-two implementation costs for the Subject Companies are learning curve 
effects, and decreases in remediation efforts in year two compared to year one.  


Table 3 


Percentage of Auditors that Rank Item 
As the Most Significant Cost Driver 


For Year 1 to Year 2 Change in Implementation Costs 
 


Cost Driver Percent of Respondents 


 Smaller Companies Larger Companies 


1. Change in documentation efforts 41.6% 53.4% 


2. Increased efficiencies in testing internal controls 31.5% 17.8% 


3. Change in remediation efforts 5.6% 13.7% 


 


RELIANCE ON THE WORK OF OTHERS 


A portion of the evidence used by independent auditors in testing and documenting internal 
controls is obtained as the result of the work of non-auditors (e.g., management, internal 
auditors, and third party consultants).4  Survey questions were asked to determine the extent 
to which independent auditors rely, or are expected to rely, on the work of others in obtaining 


                                                 


4  The May 16, 2005, guidance from the PCAOB specifies that independent auditors should, “take advantage of the 
significant flexibility that the standard allows to use the work of others”, see  
http://www.pcaobus.org/News_and_Events/News/2005/05-16.aspx.   
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this evidence.  Figure 5 shows a significant increase in the independent auditor’s expected 
reliance on the work of others from year one to year two for the Subject Companies.  For 
Larger Companies, evidence obtained as a result of the work of others is expected to 
increase from 15 percent in year one to 25 percent in year two.  Expected increases for 
Smaller Companies are even more pronounced.  For these companies evidence obtained 
from the work of others is expected to increase from an average of 11 percent in year one to 
22 percent in year two.   


 


Figure 5 


Percentage of Audit Evidence Obtained by 
Independent Auditor by Reliance on the Work by Others 


 


Year 1 Year 2 Year 1 Year 2


11%


22%


15%


25%


Smaller Companies Larger Companies


Year 1 Year 2 Year 1 Year 2


11%


22%


15%


25%


Smaller Companies Larger Companies
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NUMBER OF KEY CONTROLS TESTED 


The survey also requested information regarding the average number of key controls tested 
by both independent auditors and issuers of financial statements.  The average results for the 
Subject Companies are shown in Table 4.  For Larger Companies the average number of 
controls tested by the issuer was 992 in year one.  The number of controls tested by the 
company is expected to decline by 13 percent on average to approximately 867 in year two.  
The number of controls tested by the auditor at Larger Companies is expected to decline in 
year two by 19 percent from an average of 669 to 540.   


Similar results are given for Smaller Companies.  The number of key controls tested by 
Smaller Companies is expected to decline by about 17 percent on average from 359 to 298.   
The number of key controls tested by independent auditors at Smaller Companies is 
expected to fall by nearly 22 percent on average from 262 to 206. 


Table 4 


Number of Key Controls Tested 
Year One and Year Two 


 


Larger Companies  Smaller Companies  


Year 
One 


Year 
Two 


%  
Change 


Year 
One 


Year 
Two 


% 
Change 


Key Controls Tested by Issuer 992 867 (12.6%) 359 298 (17.1%) 


Key Controls Tested by Auditor 669 540 (19.3%) 262 206 (21.5%) 
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APPENDIX:  SURVEY METHODOLOGY 


Description of Survey Methodology 


The methodology followed for the Updated Study is substantially similar to the Original Study.  
For these studies, the Accounting Firms engaged CRA to assist them in gathering and com-
piling information pertaining to the implementation of Section 404 of SOX.  The Accounting 
Firms developed a list of the survey questions in conjunction with CRA to obtain information 
regarding Section 404 costs and implementation issues.  


To provide a representative sample of Fortune 1000 clients of the Accounting Firms, the Ac-
counting Firms were asked to request survey data from a total of 96 clients randomly selected 
from the population of the firms’ Fortune 1000 audit clients.5  Each Accounting Firm was re-
quested to provide information on 24 of the 96 Larger Companies.  In the Original Study, the 
Accounting Firms were able to supply at least some responses for 90 of these companies. 


For the Updated Study, partial or full responses were provided for 79 of the Larger Compa-
nies. The respondents in the Updated Study were based directly on the sample companies in 
the Original Study and are substantially similar to the respondents in the Original Study.  
However, in certain instances replacement companies were used (e.g., a respondent in the 
Original Study changed auditors) or data for a Subject Company in the Original Study was not 
available for use in the Updated Study.  


In addition to the Larger Companies, the Updated Study requested survey data from a sec-
ond group of 120 companies with market capitalization between $75 million and $700 million 
(i.e., Smaller Companies).  Each Accounting Firm was requested to provide information on 30 
of the 120 companies.  Full or partial responses were obtained for 101 of these companies.  


To measure the implementation costs of Section 404 for the public companies in the two 
samples, the Accounting Firms provided data pertaining to the year-one and year-two total 
issuer costs for Section 404 implementation.  Total costs include Section 404 audit fees as 
well as the cost of hours expended by issuer personnel, fees paid to providers other than the 
independent auditor, and out-of-pocket expenses for travel, recruiting, hiring new personnel, 
training, software purchase, etc. directly related to Section 404 implementation. 


 


                                                 


5 The resulting samples for both the Larger Companies and Smaller Companies are 
representative of the population of companies for each of the two groups in terms of 
revenues.   
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"Section 404 Audit-Related Fees" in this report represent the audit fee attributed to the 
incremental audit procedures required to audit an issuer’s internal control over financial 
reporting as required by Section 404.  In year one, Section 404 Audit-Related Fees represent 
a minority of total Section 404 implementation costs and a portion of the total audit fees paid 
by public companies.  In some cases, independent auditors, and the companies they audit, 
agreed on a single integrated audit fee, which included both the financial statement audit and 
the audit of internal control over financial reporting.  In these cases, the respondents to this 
survey were asked to estimate the portion of the integrated fee representing the incremental 
fees for the audit of internal control over financial reporting.  The Section 404 Audit-Related 
Fees contained in this report represent the audit engagement team's best attempt to isolate 
those audit fees solely attributable to the Section 404 requirements. 


Audit teams for each of the companies included in the sample were provided the survey 
questions and were asked to collect the company-specific data on Section 404 Audit-Related 
Fees and non-audit costs and implementation data for the first fiscal year for which Section 
404 pertained (year one).  The audit teams also provided estimates of year-one and year-two 
total Section 404-related issuer costs.  The qualitative data in the survey update was col-
lected in the same manner.  The Accounting Firms then averaged the results for the compa-
nies for which survey data was obtained. 


In order to maintain the confidentiality of company specific survey responses, the Accounting 
Firms provided CRA with only respondent averages, the number of responses, and a meas-
ure of response variability. CRA calculated average responses for all respondents in the sur-
vey by weighting the average responses provided by each of the Accounting Firms by the 
number of respective respondents for the firms.    
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