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Plan for success
SOX 404(b) required of all public companies   Interviewed by Matt McClellan

After years of postponement, non-ac-
celerated filers will need to comply 
with Section 404(b) of the Sarbanes-

Oxley Act, which requires management 
and an external auditor to report on the 
adequacy of a public company’s internal 
control over financial reporting.

Smaller reporting companies with a 
market cap below $75 million have com-
plied with other sections of SOX, but 
now the internal control audit require-
ment will be in place. Wayne Pinnell, 
managing partner of Haskell & White 
LLP, says non-accelerated filers will be 
audited for fiscal years ending on or af-
ter December 15, 2009. 

“Planning is a key to success,” he says. 
“If a company’s initial planning was done 
years ago or they are not feeling pre-
pared, now is the time to review their 
documentation and test their internal 
controls as further delays to the require-
ment are not likely.” 

Smart Business learned more from 
Pinnell about how businesses can pre-
pare for the audit and what they should 
expect.

Are the affected businesses ready to be 
held to SOX’s standards?

Companies have been required for a 
number of years to ensure that their in-
ternal controls are in place, but the ex-
ternal audit for smaller public companies 
had not been a requirement. At recent 
SEC conferences, people have asked if it 
will be delayed again, but that possibility 
does not look likely. Companies that are 
subject to these upcoming audit require-
ments should move forward with the idea 
that there will be no further delay. 

What can businesses do to prepare?

If you are concerned about your inter-
nal controls, consultants are available 
to help with the design and testing with 
SOX in mind. At this point, companies 
should also conduct a planning session 
with their auditor to coordinate testing 
and reporting efforts. One key to stress: 
Focus on the big picture and take a top-
down environmental approach. Mistakes 
can happen when you focus too much 
time on the nuts and bolts of transaction 
processing and fail to recognize the over-
all strengths or weaknesses in the orga-
nizational structure.

Why is a top-down approach better?

Environment controls deal with big-pic-
ture issues such as a company’s industry 
and related business practices, the ability 
to identify and respond to risks, and the 
overall entity structure and line of author-
ity. If, when evaluating internal controls, 
you skip over these ‘global’ areas while 
spending too much time on the minute 
details of issuing a check, for example, 
you are likely to miss more critical weak-
nesses in the operating environment. The 
general COSO framework for internal 
control and the PCAOB audit standard 
focus heavily on the top-down approach. 

What are the consequences that could occur 
for noncompliance?

Noncompliance could result in a dis-
closure of material weaknesses in a com-
pany’s 10-K as reported by management 
and the company’s auditor. It just takes 
one material weakness to receive an ad-
verse auditor opinion on internal control 
effectiveness. For the longer term, public 
companies can find that reporting mate-
rial weaknesses can discredit the orga-
nization in the eyes of investors and po-
tential business partners. While there are 
no direct consequences, such as fines or 

penalties, management of such compa-
nies needs to recognize that SOX is part 
of the overall securities law with which 
they should maintain an attitude of and 
effort for compliance.

How would those consequences change for a 
private company?

 
Slowly but surely, private companies 

have been feeling a trickle-down effect 
for the last three years as a result of 
risk-based audit standards, which have 
focused on internal controls. Creditors 
and investors are very interested in un-
derstanding the nature of the internal 
controls at private companies and may 
begin asking for information about the 
state of a company’s internal controls as 
they evaluate relationships. The second 
issue for private companies centers on 
transactional matters. If they are con-
templating going public or merging with 
a public company, they will need to focus 
on documenting and testing internal con-
trols in the near-term. 

What do you expect the outcome to be?

Due to the sheer magnitude of non-
accelerated filers that will be required 
to comply with SOX 404(b) for the first 
time, a large number of material weak-
nesses could be reported by smaller or-
ganizations as they may not have the 
organizational structure large enough to 
provide for a good segregation of duties 
or they may be lacking in technical abil-
ity or depth of infrastructure. Some inter-
nal control weaknesses can be fixed at a 
relatively low dollar cost by reassigning 
duties. However, the smaller companies 
will also be focused on the overall cost/
benefit argument.

How can businesses find those fixable is-
sues?

Ask your auditors or consultants or net-
work with other companies to see what 
issues they faced and how they fixed 
them. Find an outside seminar or work-
shop on SOX where you may be able to 
ask questions that you are uncomfortable 
asking your own auditors. Since the regu-
lation has been around for a number of 
years, the answers will be available. <<
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