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Committee of B
Sponsoring Organizations of the Treadway Commission

1211 Avenue of the Americas, 6th Fioor, New York, NY 10036~8775 Telephone (212) 575-6656

May 1, 1991

To: Vincent M. O’Reilly, Coopers & Lybrand
Howard Siers, Consultant
Project Advisory Council to COS0
P. Norman Roy, Financial Executives Institute
William G. Bishop, Institute of Internal Advisors

Gentlemen:

Here is the first batch of seven comment letters on the exposure
draft, "Internal Control -- Integrated Approach.

Sincerely,
Thomas P. Kelley, CPA
Group Vice President

Professional

TPK: jny

Enclosure
Robert L. May. Chairman Alvin A. Arens William G. Bishop Thomas M. O'Toole P. Norman Roy
Representing the Representing the Representing The Representing the Representing the
American Institute of Amencan Accounting Association Institute of internal Auditors National Association of Accountants Financial Executives Institute

Certified Public Accountants



May 1, 1991

To: Vincent M. O’Reilly, Coopers & Lybrand
Howard Siers, Consultant
Project Advisory Council to COSO
P. Norman Roy, Financial Executives Institute
William G. Bishop, Institute of Internal Advisors

Gentlemen:

Here is the first batch of seven comment letters on the exposure
draft, "Internal Control -- Integrated Approach.

Sincerely,

T

Thomas P. Kelley, CPA
Group Vice President
Professional

TPK: jmy
Enclosure
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Kmart Corporation

March 26, 1991

International Headquarters
3100 West Big Beaver Road

. Troy Ml 48084-3163
Comm. of Sponsoring Orgs. Y

of the Treadway Commission
1211 Avenue of the Americas
6th Floor, New York, NY 10036-8775

Dear Sirs:

First, I do not feel comfortable with the proposed definition of
internal control (page 3 of the Exposure Draft dated March 12, 1991) because
of its tone of emphasis and the ability to evaluate certain components as
follows:

By placing emphasis on the first two components (employee integrity,
ethical values and competence... and management philosophy) as the
foundation components, the definition implies that the presence of
these two has more weight than other components. A case in point
could (would) he an excellent ethics environment should override a
Tack of segregation of duties environment.

Since the above components are proposed as the foundation, it would
seem logical that an auditor should be knowledgable in evaluating the
degree of presence of the first two components. Not only do I
believe that most auditors are not equipped or trained in this area,
but also (even if knowledgable) they could (should) not rely upon
their comfort level as an alternative compromise during a
"significant event" of the auditee.

In summary, I have no problem with the nine components. My concern
is the undue emphasis placed on the first two components.

Second, internal auditors spend more of their productive time on
addressing internal controls than any professional group in the business
world. I was surprised that although internal auditors were responsible for
submitting 16% of the Commission's questionnaires (B-4), only one internal
auditor (B-3) was interviewed. This imbalance should be addressed.

Finally, I was impressed with the layout of Appendix C. Although
verbose, I'm sure my staff will consider this checklist as a useful tool in
evaluating control aspects on future audits.

A A

Robert B. Rito
Director of Internal Audit

RBR/ja
3518e
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April 5, 1991

Committee of Sponsoring Organization
of the Treadway Commission

1211 Avenue of the Americas, 6th Floor

New York, NY 10036-8775

To the Committee,

I have reviewed the Exposure Draft dated March 12, 1991.

Here are

my comments on the report:

1.

Definition

I agree with the definition.

Components

The nine components appear to adequately address all aspects
of internal control. I cannot recommend any additions or
deletions.

Evaluation

I believe we plan to use the tools as a supplement in our
organization in evaluating internal control. However, I was
unclear about a specific area in the Appendix C Exhibit C-16
Reference Manual. The letters "O, F, C" in the "Category"
column were not explained. What do they stand for?

I believe guidance material is helpful for companies
publishing reports on internal control because:

a. It gives management a frame of reference, a place to begin.
b. It helps to provide an industry standard so that reports

from different companies can be more easily compared to
each other.

I hope my comments have been helpful.

Sincerely,

Gina Harney ;

Internal Auditor

Varian Associates, Inc. 611 Hansen Way P. O. Box 10800 Palo Alto, California 94303-0883 U.S.A.
415/493-4000 FAX 415/493-0307 Telex 348476
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Georgia Power

(e SOULhErN ©IeCtric s ystem

April 5, 1991

The Committee of Sponsoring Organization
of the Treadway Commission

1211 Avenue of the Americas, 6th Floor
New York, N. Y. 10036-8775

Dear COSO:

We have reviewed the Internal Control Exposure Draft and herewith submit the
attached comments for your consideration.

Should you have any questions, please call me at (404)526-6782.
Sincerely,/
L. D. Vaughna
Manager, Internal Accounting
Controls

LDV:jhu

Attachment



INTERNAL CONTROLS - INTEGRATED FRAMEWORK
COMMENTS

OVERAILL
m The definition of Internal Controls is too long.

Internal Control is the process to help ensure the achievement of the
entity’s operating and reporting objectives. Its foundation is integrity,
ethical values and competence.

PART I - EXECUTIVE BRIEFING

m Internal control is not necessarily part of effective and efficient operations.
Internal Control cannot prevent bad management decisions or ineffective
and inefficient operations. (page 4)

m Management does consider the work done by external auditors a
substantiation and evaluation control. As such, they are part of the control
system. (page 21)

m Methodology: What part does compliance play in assessing reliability of
financial reporting? (page 38)

m The chapter on risk assessment almost completely addresses business
profitability risk. This may just be good management of the business and can
only be reviewed in hindsight. (page 91)

PART II - DEFINITION, COMPONENTS

m These sections are not essential to the draft and serve primarily to contribute
to its length and redundancy.

PART III - MANAGEMENT REPORTING TO EXTERNAL PARTIES

m Report calls for review to cover a period of time or point in time. Ina
footnote it says "From a practical standpoint, an evaluation will not be done
at one point in time. An evaluation program may be carried out at various
times through the year, and updated from the time of evaluation procedures
to the point in time of the report.” (page 180)

This is not practical. The time to update the evaluation or even perform a
complete evaluation every year would be cost prohibitive. Rather, the
evaluation should be ongoing. Management should only make a
statement that they maintain a system of internal controls and continually
monitor and evaluate those controls. Otherwise, one could build in an
expectation that all major controls are effectively working at the time of
the report. This is impossible to achieve.



INTERNAL CONTROLS - INTEGRATED FRAMEWORK
COMMENTS
m The draft seems to avoid the issue of when to report that the company has a
material weakness. (page 157)
A company should probably report the major control weaknesses and the

actions being taken. This should be done in general terms. Also, they
should state the effect on the financial statements.

GENERAL COMMENT

The report is too long and contains some redundancy. As a result, its
usefulness will be limited.
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) CORPORATION

April 10, 1991

"COSO Committee”

1211 Avenue of the Americas

New York, NY 10036

Gentlemen:

Regarding Mr. P. Norman Roy's correspondence of March 12, 1991 concerning the
exposure draft "Internal Control - Integrated Framework," please be advised of the
following responses:

Question 1.

Should the definition "internal control” encompass management controls that
extend beyond financial reporting, as proposed in the draft?

- Yes, for both operating and compliance purposes.
Question 2.

Would the proposed framework of components and evaluation tools be useful
to you in developing a self-assessment of your internal controls?

- Yes.

Question 3.
What additional guidance would you suggest be provided to assist
management in developing a self-assessment of a company's internal control
structure?

- None, at this time.

If you have any further questions, please contact me accordingly.

Vice President and Controller

A1/F6-15

P.O. BOX 8888
CAMP HILL, PA 17001-8888
717/763-7064

E/AC/CFB/PNR
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Donald G. Perry

Certified Public Accountant

533 Airport Bivd. Suite 400
Burlingame, CA 94010
(415) 375-7794

April 18, 1991 Fax: (415) 348-7384

Committee of Sponsoring Organizations
of the Treadway Commission

1211 Avenue of the Americas

Sixth Floor

New York, NY 10036-8775

Re: Internal Controls-Integrated Framework Exposure Draft
Dear Sirs:

Chapter 2 of the Report of the National Commission on Fraudulent Financial
Reporting in Section 7 Guidance on Internal Control says "The Commission
recommends that the organizations sponsoring the organization work together
to integrate the various internal control concepts and definitions and to
develop a common reference point." This recommendation would seem to require
a definition of internal control that would be useable by companies and other
financial reporting organizations in their assessment in reporting on
internal control. I have not been able to find such guidance in the
Integrated Framework Exposure Draft which was issued on March 12th, 1991.

Not only does the Exposure Draft, comprising 163 pages plus extensive
appendencies, seem overly cumbersome and full of irrelevant comments and
discussion, the core definition on Page 51 seems to me to be basically
flawed. Integrity, ethical values and competence as well as risk assessment
and information systems are not components of internal control, they are
rather factors to be considered in evaluation of internal control. It would
seem to me that internal control consists of "interrelated components with
the control environment serving as the foundation for the other components
which are establishing objectives, control procedures and monitoring."
Communication and managing change could be considered although they also seem
to be somewhat extraneous to the definition of internal control.

I have a number of detail comments on the content of the exposure draft which
I will put together and send to COSO later. If the others receiving copies
of this letter are interested, I will be glad to send copies of my comments
to them as well. -

Very truly yours,

f’tﬂcmaé’//? | //)*““"‘7/

Donald G. Perry

cc: National Association of Accountants
Institiute of Internal Auditors
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ARMCO STEEL COMPANY, P 1 ACGON

Vice President-Finonce

703 Curtis Street ® Middletown, Ohio 45043-0001 : and Chief Financial Officer

April 24, 1991

COSO Committee
1211 Avenue of the Americas
New York, New York 10036

To Whom It May Concern:

I would like to forward on to you my views concerning the exposure
draft on internal controls. On the key issues my comments are as
follows:

1.

Should the definition of "Internal Control"™ encompass
management controls that extend beyond financial reporting, as
proposed in the draft?

Yes

Reasons:

— Individuals view internal controls as financial related
matters when, in fact, strong business controls not only
benefit the company but also strengthen the reliability of the

financial statements.

— Control issues relate to process reliability and being able
to evaluate any process within the business.

- Internal control is everyone's business.
Would the proposed framework of components and evaluation tools
be useful to you in developing a self-assessment of your

internal controls?

Yes

Armco/Kowasoki Limited Portnership



April 24, 1991
Page two

Reasons:
- it would help raise the level of internal control awareness
- it would augment the work done by external auditors

- it would help all management be more aware of the
credibility of their system

- if done properly, would probably add value to the business
once completed

3. What additional guidance would you suggest be provided to
assist management in developing a self-assessment of a
company's internal control structure?

— Perhaps a video summarizing the importance and value added
with internal controls, plus some real live horror stories when
structures fail.

One additional note, maybe we need to consider changing the term
"internal control"™ to shed the old assumption that it's financial
related. Just a thought!

y -
Y

S Teceiree
PJP: jo o

P. J. Piccioni
FEI Member
Dayton Chapter



Robert A. Wettle, CIA, CMA, CFE
2246 Angel Avenue

Toledo, OH 43611-1654

April 25, 1991

Committee of Sponsoring Organizations
of the Treadway Commission

1211 Avenue of the Americas

é6th Floor

New York, NY 10036-8775

Internal Control! - Integrated Framework
Exposure Draft — March 12, 1991

Below are some recommended revisions for consideration prior to issuance of
the final report:

Page Paragraph Line Recommended Revision

20 1 2 Change "egregious" to BLATANT
{("egregious" is not a frequently used word)
57 3 1 Change "between" to AMONG
(3 categories are referenced)
60 2 2 Add COMMA after "all"
80 2 2 Change "enabler" to FACILITATOR

("enabler" is not a valid form of the word "enable")

89 Chart of Accounts
Question 3 Change "narrative" to NEGATIVE
(Assuming that this is what the author intended)

144 3 1 Change "between" to AMONG
{3 categories are referenced)

161 3 8 Change "egregious" to BLATANT
("egregious" is not a frequently used word)

C-22 Question 32 Change "narrative" to NEGATIVE
(Assuming that this is what the author intended)

Et i

R. A. Wettle



Committee of
Sponsoring Organizations of the Treadway Commisslon

1211 Avenue of the Americas, 6th Floor, New York, NY 10036-8775 Telephone (212) 575-6656

May 20, 1991

To: Vincent M. O’Reilly, Coopers & Lybrand
Howard Siers, Consultant
Project Advisory Council to coso
P. Norman Roy, Financial Bxecutives Institute
William G. Bishop, Institute of Internal Advisors

Gentlemen:

Here is the next batch of comment letters (there are six) on the
exposure draft, "Internal Control -- Integrated Approach.

Sincerely,

Thomas P. Kelley, CPA
Group Vice President

Professional

TPK: jmy
Enclosure

cc: Richard M. Steinberg

Robert L. May. Chairman Alvin A. Arens William G. Bishop Thomas M». O'Toole P. Norman‘Roy

Representing the Representing the Representing The Representing the Repregenlung the

American Institute of American Accounting Association Institute of Internal Auditors National Association of Accountants Financial Executives Institute
Certitied Public Accountants
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TECHNOLOGY GROUP

30 April 1991

Committee of

Sponsoring Organizations of the Treadway Commission
1211 Avenue of the Americas

6th Floor

New York, NY 10036-8775

Dear Sirs:

After studying your exposure draft "Internal Control - Integrated
Framework," I have the following suggestions which I hope will assist
you in preparation of the final document.

Benefits

I do not believe the exposure draft adequately outlines the benefits
of improved internal control. As stated, the "primary" objective is
to "help management . . . better control their organizations’
activities." How is this study or a common definition of internal
control going to "help" control their organizations? The exposure
draft assumes the readers understand this connection.

I suggest that, first, the exposure draft legitimize the point that
the lack of internal control is costing corporations money, lots of
money, each year in lost productivity, missed economic opportunities,
fraud, theft, etc. Surely, one of the internal control studies done
prior to this exposure draft estimated the cost of internal control
deficiencies. If not, I propose your first job is to determine a
rough cost, otherwise you have not convinced the reader that they need
to be concerned with internal control. Having established that their
is a cost associated with deficient internal control, the exposure
draft should then briefly explain how a common definition and list of
components of internal control can improve the internal control within
an organization which will then lead to increased productivity and
profit.

I believe this will establish the value of this study in the readers
mind. Without establishing a legitimate need and benefit from this
project, the project could be dismissed an "academic" study whose
results will have limited practical value.

Objectives

The stated objectives are to improve management’s control over
enitities’ activities and to provide a single, common definition of
internal control. I strongly support approaching this project from a
broad perspective so as not be limited to financial issues, but the
exposure draft has taken so broad a view as to ignore some meaningful
specifics.

Parent company of Harris Laboratories. Harris Environmental Technologies and other related subsidiaries
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As stated above, deficient internal control has a legitimete doll:ery
cost to society in lost productivity, fraudulent regulatory and
financial reporting, etc. An objective of the study of internal
control must be the reduction of these costs through improvements
organizations’ internal control. The listing of the reduction cf the
costs to society as an objective will not narrow the focus to the
study, but will clearly define the benefits of the study in the
reader’s mind.

Definition

I suggest the definition be changed to

Internal control is . . . obtain acceptable levels of
assurance as to the achievement of specified objectives and
representations made to interested outside parties;

While I do not particularly recommend the work "acceptable," I prefer
it to "reasonable" for two reasons. First, "reasonable assurance" is
a disclaimer term used by public accountants to indicate that they
have not examined a company’s records in detail and, therefore, can
only give limited assurance on the financial statements. The
connotation left with the reader is of "limited" assurance. While
sufficient for confirmation of financial data, is the impression of
"reasonable" assurance enough when the systems in question are of a
more critical nature. Would a reader perceive this "limited" or
"reasonable" assurance adequate for the internal control systems
governing the screening of blood for HIV virus or the dependability of
the space shuttle life support systems? Using the term "reasonable”
when describing internal controls for these processes would give the
public less assurance than they would require.

Secondly, it is possible to establish a internal control procedure to
guarantee virtually 100% compliance with the procedure. While the
cost may be prohibitive, the pecint is that it can ke decne. The word
"reasonable,"” however, implies some single, average level. Another
term is needed to indicate that an internal control system can ensure
various levels of assurance given the cost restraints.

In addition, I have added a reference to representations made to
outside parties because it was the issue of fraud and
misrepresentation to outside parties that brought about this study.
It must, therefore, be recognized that satisfying the external
reporting requirements is an important responsibility of all
organizations as well as a cost to society that must be reduced.
Further, all internal control systems are designed to ensure the
generation of accurate data whether it be that a particular part meets
the required specifications or that balance sheet accurately reflects
operations. To ensure the equal treatment of both, the external data
reporting issue needs to be included in the definition and can not
simply be addressed as one of the "specified objectives" that
management is trying to achieve.



Internal Control in meeting objectives

Several times in the report, it was stated that internal control
systems provide "no more than reasonable assurance that an entity’s
objectives will be achieved." I propose that an internal control
system is designed to test compliance to procedures, rules and
guidelines and provides absolutely no assurance as to the achievement
of an entity’s objectives other than those related to internal control
compliance. The internal control system and objectives are related
but only indirectly. They are indirectly related because it is
supposed that the rules and guidelines to which internal contrel is
testing compliance have been written with the goal of achieving
certain objectives.

It appears, however, you have left this link out of your discussion.
For example, in order to achieve an objective of 18% return on
equipment investments, a system can be designed to authorize only
equipment with estimated returns exceeding 18%. If no proposals
exceed 18%, the control system would correctly reject every proposal.
The objective has not, however, been reached even though the system
has 100% compliance. Thus, I suggest you make the relationship
between internal control and meeting objective clearer.

I hope these suggestions will be useful in the publications of the
final document. 1If you have any questions regarding my comments or
suggestions, contact me at (402)476-2811.

Sincerely,

Wkl T

Michael D. Roe
Financial Consultant



Donald G. Perry 7
Certified Public Accountant
533 Airport Blvd. Suite 47’
Burlingame, CA 94C10
(415) 375-778-
Fax: (415) 348-7364

May 1, 1991

Committee of Sponsoring Organizations
of the Treadway Commission

1211 Avenue of the Americas

Sixth Floor

New York, NY 10036-8775

Dear Sirs:

On April 18, 1991, I sent you my original comments on the Exposure Draft of Internal
Controls-Integrated Framework. Enclosed are my comments on the detailed part of the
Exposure Draft itself. Should you wish further discussion of these comments, please feel free
to contact me.

It is obvious that there has been a good deal of effort extended in the Exposure Draft and I
commend those involved in drafting it. Please accept my comments in the same vein.

Very truly yours,

/'}/

SR

(' - ((//’, // "j L LL;}/ e
Donald G. Perry

/ab



INTERNAL CONTROL-INTEGRATED FRAMEWORK
EXPOSURE DRAFT MARCH 12, 1991
COMMENTS OF DONALD PERRY

The guidance sought by Treadway implicitly looks for a concise definition of internal control.
This Exposure Draft is not concise nor does it guide but rather provides extensive alternatives
to be followed in internal control. The core definition seems to be basically flawed. Integrity,
ethical values and competence as well as risk assessment and information systems are not
components of internal control, they are rather factors to be considered in evaluation of internal
control. It would seem to me that internal control consists of "interrelated components with the
control environment serving as the foundation for the other components which are establishing
objectives, control procedures and monitoring."

On Page 9 in Chapter 1 there is a statement "An effective control system requires an ultimate
owner, the CEO." A better ultimate owner would be the Board of Directors. In addition, there
should be other organizations recognized such as non-profit, joint ventures, partnerships, etc.

Page 13 states "Expectations differ regarding what control systems can be expected to
accomplish.” It seems to me that the guidance being addressed in this Exposure Draft should
remove such differences.

In Chapter 2 the Prudent Person Concept implies the controls are always dependent on a prudent
person. In my opinion controls can be spelled out in procedures and policies and exercised by
any clerk who need not be a prudent person.

"Management override can occur for any number of reasons." I feel that a good control system
should preclude effective management override.

Chapter 3 "Senior managers in charge of organizational units have oversight responsibility for
internal control related to their unit’s objective.” This does not really pertain in well-run entities
where the system can be spelled out to preclude senior managers from having such
responsibility.

"The CFO (is) central to the way management exercises control." The Board of Directors, the
Audit Committee, the CEQ are certainly more central to the way management exercises control
than the CFO. As later stated "All Board Committees, through their oversight roles, are an
important part of the internal control system."

Chapter 4. The statement under "Scope and Frequency" "Integrity and ethical values are
practical at all levels of the organization and its people are competent,” would seen to be
obviated by the statement "control procedures are established to ensure policy compliance in
addressing risks related to achievements of the activity objectives."



What does "Entity-wide and activity objectives and related implementation strategies are
established" mean?

Page 35 in discussing limits on evaluation of internal control systems says "only one category
of objectives, such as those relating to the reliability of financial reporting” might be evaluated.
Rather, it should be limited to an area, such as payroll, revenue, accounts payable etc. A
category of reliability of financial reporting encompasses all functions.

The Evaluation Process puts Understanding the Internal Control System separate and ahead of
Testing. One cannot fully understand without going through the testing process; therefore the
evaluation should combine Understanding and Testing.

In Chapter 6 there is a statement "Integrity is a prerequisite for ethical behavior in all aspects
of an enterprise’s activities, not just those related to internal control." I agree with that
statement and therefore integrity is not really a component of internal control. As it states on
Page 62 "Organizational factors can influence...ethical behavior.” Further, * reducing these
incentives and temptations can go a long way in diminishing undesirable behavior...within the
context of sound and profitable business practices.” I.e., a good system of internal control; or
"a well controlled operational and financial reporting system can serve as a safeguard against
temptation to misstate performance.” This does not sound like a component but a result of
internal control.

Chapter 7 contains "since no two operating divisions or foreign or domestic subsidiaries are
managed in the same way, it is unlikely that their control environments will be the same." This
should be the goal of an internal control system and a result of the control environment and the
"tone at the top."

In Chapter 8 the objectives covered do not involve controls; good control is an objective itself.
"Increase coop allowances by 10 percent"” is not an internal control. As stated at the bottom of
Page 81, "goals and controls differ.” The financial reporting objective examples again are not
controls. These seem to be derived from AICPA literature, not internal control definition. The
bullets on Page 83 are almost ridiculous for a discussion of internal control. Page 85 says
"When objectives depart from past practices...this should lead to different-and tighter-controls. "
This does not follow since past practice could have been based on poor controls which should
not be perpetuated.

Chapter 9. The second paragraph of this chapter states, "The process of identifying, analyzing
and managing risk is an on-going itertive process and is a critical component of an effective
internal control system." In fact, it is a means to identify critical components, not an end in
itself. As stated on Page 95 "Once the significance and likelihood of risk has been assessed,
management needs to consider how the risk should be managed," in other words, after assessing
risk, internal controls can be considered.

Chapter 10. This chapter seems concerned strictly with electronic data processing systems.
There are other systems as well. As Paragraph 2 says, "Control procedures include the
procedures to insure the information systems provide reliable information," not that information



systems are a component of control. Again, Page 109, "The quality of information available
to management depends largely on the functioning of control procedures."

Chapter 11. This chapter too heavily emphasizes the information system from the prior chapter.
The discussion of Entity Specific factors on Page 119 should be covered in Control
Environment, not here in Chapter 11.

Chapter 12. This is the "Tone at the Top," not a component of control in itself. The means
of communication again speaks of control procedures, not components.

Chapter 13. This chapter overall is too detailed for this publication.

There is a cross-reference to Chapter 10 under the caption Identification/Modification Process
that I cannot locate in Chapter 10.

Under the Caption "Mechanisms" is a discussion stating that "a standard for effective internal
control is the existence of mechanisms to opportunely identify changes.” I do not agree that this
1s a standard for internal control.

Chapter 14. I have no comment.

Chapter 15. The chapter is obviated by the comment on the top of Page 144 "It should be
recognized that public management reporting on internal control is not a component of, or
criterion for, effective internal control."

The comments under "Timeframe" are counter to the conclusions to Chapter 1 that "point-in-
time reporting is most appropriate. "

The statement on Page 154 that "No internal control system can guarantee reliable financial
reporting” negates the entire exposure draft and Treadway report.

The illustrative report on Page 156 would seem to require that this document accompany any
such report.

The section headed "Effectiveness" seems to cancel out the preceding 156 pages of the exposure
draft.

R
—&



| Teachers Insurance and Annuity Association Craig P. Milier, CPA
College Retirement Equities Fund Second Vice Presicen:
anu Auditor
730 Third Avenue 212 916-4707

New York, NY 10017

May 2, 1991

COSO Committee
1211 Avenue of the Americas
New York, New York 10036

Dear Sirs:

Thomas Jones, member of the Financial Executives Institute and my
manager, had requested my input to the exposure draft, "Internal Control
-~ Integrated Framework." The following are my summary observations:

. In my view, extending the definition of internal control beyond the
confines of financial reporting is most appropriate. The more
encompassing definition is a necessary extension of the more
traditional and narrower view of what comprises a good internal
control system framework.

. The evaluation tools provided by COSO serve as a good starting
point for evaluation of a company's internal control system. With
the necessary tailoring, the proposed guidelines should serve most
companies' purposes well.

. I would be less concerned with the "unwarranted regulation", which
management seems to fear the COSO report may bring. Any regulation
forthcoming (and there will be) would more likely be lessened by a
more proactive management.

. The exposure draft is quite extensive ... more so then I would have
anticipated. My concern is that the sheer volume of material
provided may discourage reference and use by management rather than
"help management of businesses of other entities better control
their organizations' activities".

Fernaps, presentation in a two booklet format may be more
practical: one with an executive summary, followed by the
background and theory; the other with evaluation guidelines for the
corporate internal control structure.

I thank you, in advance, for considering the above.

Sincerely,

ce: CCR Committee ‘\(\iLQ:jZ—SLL«Q

Thomas Jones

/0.



JOHN R. SCHUYLER
PLANNING & EVALUATION TECHNOLOG Y

RISK AND DECISION ANALYSIS - BUSINESS MODELING - SHORT COURSES

154892 East Chenango Avenue
Aurora, Colorado 80015-1703
(303) 693-1883

May 4, 1991

Committee of Sponsoring Organizations of
the Treadway Commission

1211 Avenue of the Americas, 6th Floor

New York, NY 10036-8775

Dear Colleagues:

I have examined sections of the exposure draft, "Internal
Control - Integrated Framework" (March 12, 1991). I was
hoping to find appropriate recognition of decision analysis
techniques as an integral facet of internal control. This
is not present in the document, and I strongly urge you to
add appropriate mention of these techniques to the final
report.

By decision analysis, I'm referring to the techniques to
assist analysts and managers in making wise determinations
under conditions of risk and uncertainty. The principal
calculation techniques are decision tree analysis and Monte
Carlo simulation. Probability is the language of
uncertainty, and I found no mention of even using
probabilities in the exposure draft (there is a veiled
reference on page 94). Decision analysis is the only
logical and consistent approach for recognizing risks and
uncertainties in an analysis. How could this have been
omitted in a document about control risks?

Among the places to address decision analysis:

- Objectives section. The company's preferences (values,
beliefs, and attitudes) should be expressly recognized.
I advocate segregating preferences into three groups:

. different objectives
. time value of money
. attitude about risk

Unless these preferences can be represented in the
analysis, it is impossible to logically analyze
decision (e.g., control) alternatives.

- Risk Assessment section. Risk analysis is often used
as a synonym of decision analysis; many practitioners
make a distinction, but that is not critical. What is



important is that assessments about the outcomes of
chance events be quantified and used logically in the
analysis.

- Communications section. Subjective and word qualifiers
about risk are inherently imprecise. Alternatively, a
probability distribution completely and unambiguously
represents an expert's judgment about a parameter or
event of concern. A decision analysis provides a
framework for an analysis or decision problem; it
facilitates communication among the analysis team and
other interested parties. It appalls me that most
business projections are still being made with
deterministic models when certain input parameters
should be represented by probability distributions.

I would like to see you release a credible, responsible
document. The exposure draft needs a lot of work to correct
the deficiencies I've touched upon. If your committee would
like to incorporate decision analysis concepts into the
revised document, I would be glad to lend a hand.

Sincerely,

ety & >4¢/7/2/

John R. Schuyler, P.E., C.M.A.
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CENTRAL LOUISIANA ELECTRIC COMPANY, INC.

T. J. Gauthier
Manager, Internal Audit &
Management Consulting

May 9, 1991

Committee of Sponsoring Organizations
of the Treadway Commission

1211 Avenue of the Americas

6th Floor

New York, NY 10036-8775

Dear Sirs:

Enclosed are my comments on the exposure draft
"Internal Control - Integrated Framework" which you issued
March 12, 1991.

Overall, I believe this document to be seriously
flawed in several respects - as I explain on the attached
detailed comments. The fundamental problems have to do
with ambiguities, qualifications and stretched
conceptualizations.

Your definition of internal control is reminiscent of
the classic definition of an elephant given by several
blind men - it was obviously put together to mollify
several different constituencies. It is obviously a
definition by committee.

Your control components are a mixture of philosophical
abstractions and concrete principles. A couple of them
are also subdivided to make two were one will suffice.

Finally, the whole documented is tainted by the
AICPA's primary mechanism for avoiding responsibility for
audit failure - reasonable assurance. This infamous
concept threads its way throughout the document to such an
extent that it renders it useless as a management concept.

Sincerely,

2030 Donahue Ferry Road, F O. Box 5000, Pineville, LA 71361-5000, Telephone 318-484-7400

-
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INTERNAL CONTROL = INTEGRATED FRAMEWORK
DETAILED COMMENTS
THOMAS J. GAUTHIER

Reasonable Assurance

This is an excessively broad and vague term. It is
also objectionable because its use by CPA firms has
come to mean a way they can evade responsibility for
audit failures. In has come to imply that
responsibility for failure can be avoided under its
all encompassing guise. In the vernacular, the term
is "weasel words".

The whole concept of good management implies taking
responsibility. Therefore, we should not undermine
the idea of management responsibility with the the
backsliding concept of reasonable assurance.

If we have to have the concept of assurance in the
definition, and I believe we must,then lets make no
bones about it and just say "Assurance" without
qualification. Of course, we will. have to be prepared
to face the consequences of failure. That is a basic
respons1b111ty managers owe to shareholders, owners,
contributors or taxpayers. Nothlng short of taklng
respon51b111ty for the functioning of the organization
should suffice.

Integrity, Ethical Values and Competence

The concepts of integrity and ethical values too
philosophical in nature to be control components; they
are better suited as guiding principles. Control
components should have some objective standard of
measurement in the ordinary course of business.
Integrity and ethical values are vague concepts that
do not have such standards. The can, in fact, only be
measured in the negative sense - the results which
occur when they are obviously lacking.

Competence, on the other hand, can be measured in both
the positive and negatlve sense. We can define
generally accepted qualifications for each position in
an organlzatlon. We can measure if incumbents possess
these qualification and if they do not. Competence
is, therefore, a true control component in that it can
be measured positively and negatively.

Integrity and ethical values, however, cannot be
measured p051t1ve1y. The only p051t1ve evidence of
their existence within an organization is management
assertions. Never let it be forgotten that the
scoundrel always clothes himself in the rhetorical
fabric of integrity and ethics.



INTERNAL CONTROL - INTEGRATED FRAMEWORK
DETAILED COMMENTS
THOMAS J. GAUTHIER

Integrlty and ethical values should be put forth as
guldlng pr1nc1p1es for all well run organizations;
phllosophlcal underpinnings of good management.
Weaving them into the definition as control components
adds an unacceptable element of ambigquity to it.

Control Environment

This concept is excellent, but it is not fully
defined.

The idea of management philosophy is, like integrity
and ethlcs, an amblguous concept that is more suited
as a guldlng principle. Mixing it into a solid
component is not appropriate.

Control environment should include the plan of
organlzatlon, system of record keeping, and procedures
and practlces management has installed to ensure goals
are achleved efflclently and effectively. The last
duet is of vital importance to the concept of control
environment. All of the practices and procedures and
record keeping should be designed not only to achieve
goals, but to achieve them efficiently and
effectlvely. Any definition of control environment
which fails to mention this duet is deficient.

Control Procedures

This is a subset of the control environment component.
It should be covered by the procedures and practices
part of the control environment definition. It need
not have a separate status as a component.

control procedures are also like information systems,
below, in that they are tools effective management
uses. Tools are not components.

Information Systems

This is one of those items included in the definition
of internal control to mollify someone, probably the
IBM representative.

This is not a control component, it is a management

tool. The organization's information system is a tool
used by management to control the organization. This
does not make it a control component. An organization
can have state-of-the-art information technology that



INTERNAL CONTROL = INTEGRATED FRAMEWORK
DETAILED COMMENTS
THOMAS J. GAUTHIER

is absolutely useless because management does not know
how to use it to control the organization. The
information system, by itself, does not add an element
of control. 1Its use by competent management does.
Therefore, it is only a tool.

Corrective Action

The concept of corrective action is missing from your
list of control components. It may be the most
1mportant. If somethlng goes wrong, mechanisms must
be in place to fix it. Whatever those mechanisms are,
they fall under the concept of corrective action.

Scope of Reporting to External Parties

Why do we want to set out a comprehen51ve framework of
internal control then 1gnore it when it comes time to
report to external parties?

As presenteqd, this section adopts the CPA's limited
view of internal control. It gives the definite
1mpre551on that all of the foregoing is simply
window-dressing.

Yes, investors want to be given assurance that
financial statements are prepared under a sound system
of control. But, don't they also want to be assured
that the organlzatlon is operating eff1c1ently and
effectlvely’ Exceptlonally good financial controls in
an organlzatlon that is operatlng inefficiently and
ineffectively will produce financial statements that
are good representatlons. However, they tell the
investor nothing about how the organization is
operating.

We need a two part reporting process. One citing
financial controls and the other citing the
administrative and operating controls that foster
efficient and effective operations.



Imperial Tobacco Limited /Limitee

Committee of Sponsoring Organizations
1211 Avenue of the Americas,

6 th floor

New-York,

NY 10036 8775

April 26, 1991

RE: COSO Exposure Draft

I found your summary of the exposure draft on Integrated Framework
of Internal Controls - Its Significant to Executives interesting.
I would like to obtain a copy of the C0OSO Exposure Draft. Please
send me one to my business address appearing herein.

Also, once your entire report entitled Internal Control -
Integrated Framework will be available, I would like to obtain a
copy. I find this type of quality material helpful in explaining to
our company's managers the essence of internal controls and the
role of internal auditors in assessing the quality of our
organization's internal and business controls. I also intend to
discuss this report with our Audit Committee of the Borad.

Thank you,

o

/ WA

P e R \//"(. -~
/

Internal Audit Manager




Committee of
Sponsoring Organizations of the Treadway Commission

1211 Avenue of the Americas, 6th Floor, New York, NY 10036-8775 Telephone (212) 575-6656

May 30, 1991

To: Richard M. Bteinberg, Coopers & Lybrand
Howard S8iers, Consultant
Project Advisory Council to €080
P. Norman Roy, Financial Executives Institute
William G. Bishop, Institute of Internal Advisors

Gentlemen:

Here is the third batch of comment letters (there are six) on the
exposure draft, "Internal Control -- Integrated Approach.

Sincerely,

Thomas P. Kelley, CPA
Group Vice President

Professional

TPK: jmy

Enclosure
Robert L. May. Charman . Alvin A. Arens William G. Bishop Thomas M. O'Toole P. Norman Roy
Representing the Representing the Representing The Represen(«ng the Representing the
American Institute of American Accounting Association Institute of Internal Auditors National Association of Accountants Financial Executives Institute

Certified Public Accountants



- TI‘anSOk, InC. ' P.O. Box 3008

Tulsa, Oklahoma 74101

Marjo N. Miller, CPA 918-561-9300

Vice Presigent
Corporate Services

May 9, 1991

Committee of Sponsoring Organizations
of the Treadway Commission

1211 Avenue of the Americas

Sixth Floor

New York, NY 10036-8775

To Whom it May Concern:

Having worked in internal auditing for fifteen years and developed some of their
standards, I looked forward to the COSO document on internal control. It is a
difficult subject that has many applications. All of the organizations which
contributed resources to undertake the study are to be commended.

My suggestions fall into three categories. I believe changes to the draft document
would make the final report more useful to the business community.

Duplicative Components

If internal control is to be reported on, which several groups are currently pushing,
then internal control criteria need to be clear.

This document would be more easily used if the nine internal control elements
were reduced to eliminate overlaps. For example, the Control Environment and
Control Procedures could be combined. These items could even be combined with a
broader discussion of Risk Assessment. Two other items which could be combined
are: Information Systems and Communication; the foregoing is simply one form of
communication.

Another suggestion which would increase readability would be to shorten the
executive summary to less that 10 pages. It will be a rare CEO who reads a 47
page "summary”.

Emphasis on Financial Activities

This document emphasizes internal control as it relates to financial activities.
Internal control concepts are equally applicable to operational activities. COSO
should broaden their approach to this internal control definition so it can be used
by all who must control the many aspects of business. I think that presently the
public and laymen are being mislead that this COSO internal control document
presents an all-encompassing way to prevent fraud when in reality 1t addresses
financial activities only.

A CENTRAL AND SOUTH WEST COMPANY
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Particularly with the narrow financial scope of this document, and its overlapping
and duplicative elements, the cost to comply with this internal control approach
would increase audit fees 10% - 20%. It is well-known that businesses are finding
the rapidly escalating audit fees unacceptable.
Thank you for the opportunity to comment on this document.

Sincerely,

77’?(%7& . TN Len
Marjo N. Mlicr
MNM:mw
¢:  Representative Ron Wyden

2452 Rayburn House Office Building
Washington, DC 20515-3703



THE MICRO PRODUCTS CO.
20 NORTH WACKER DRIVE

CHICAGO. ILLINOIS 60606

(312) 782.7468

TLX - 283545

M. PauL HUNT
PRESIDENT

May 16, 1991

The Committee of Sponsoring Organizations
of the Treadway Commission

1211 Avenue of the Americas, 6th Floor

New York, NY 10036-8775

Subject: Internal Control - Integrated Framework, Part 1
Executive Briefing, Exposure Draft, March 12, 199]

Reference: Page 12 - Management Integrity

Dear Sirs,

Ideally, "a strong active board" could provide the controls that this
study is hoping to establish, but if "absolute control" is the object

of this study, there must be recourse above the board. I wish I
could help, but integrity is rare.

- The government has demonstrated its brand in the "Keating Five".

- Educational institutions demonstrated their brand in the
"allocation of costs" assigned to grants from the government.

- Our public auditing firms are themselves under attack.

Perhaps the news media is the ideal choice to expose abuses in business

practice, and unless or until a better alternative is found, it will
be the "control" of choice.

Sincerely,

N Feul Merrt—

M. Paul Hunt
President

MPH: jo

Enclosures

—
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OBSERVATIONS

Some of the more important observations gained in the conduct of this study are:

o Management Integrity. Management usually is in a position to override
other controls and ignore or stifle communications from subordinates,
enabling a dishonest management which intentionally misreports results
to cover its tracks. There are certain controls which can help to
compensate for this. They include effective upward communication
channels to the board of directors, coupled with strong internal audit and
legal functions with direct access to the board. A strong, active board is
likely to be in the best position to identify and correct such a problem.

o Diverse Views--Common Framework. Throughout the study, a
tremendous diversity of views and of convictions on the subject of
internal control were evident, pointing up the critical need for all parties
to understand each other. To facilitate mutual understanding it is
important that the different parties talk the same language. Once the
language "gap" was bridged by participants in this study, it became
evident that despite the diversity of needs and perspectives, most of the
differences are reconcilable.

For exampie, internal control is viewed broadly by some as
encompassing virtually all activities of a business. Others see it from a
more narrowly focused perspective, dealing primarily with the reliability

. of published financial statements. One view is not "better" than the
other. Each is appropriate in terms of serving different needs. However,
it is possible--with a broad definition of internal control--to accommodate
both views without compromising substance or principle. The
framework presented in this report facilitates management’s view of
controls from the broad perspective of running an enterprise, while it
enables a directed focus on narrower areas.

Although there are diversities of view--many reconcilable, though some
requiring a definitional decision--it's important that a framework provide
common ground on which mutual understanding and language can be
built. The Committee of Sponsoring Organizations of the Treadway
Commission® believes that this report should serve as that framework.
The intent is to provide a starting point for implementation by individual
entities, for education, and for assessments of internal control. 1t is
suggested that other interested parties also use this framework for
initiatives on internal control that may foliow.

3/ These organizations are the American Accounting Association, American
Institute of Certified Public Accountants, Financial Executives Institute,
Institute of Internal Auditors, and National Association of Accountants.
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While Outside Directors’ Pay Increases,
Independence From Managers May Fade

By JoanN S. LUBLIN
Staff Reporter of THE WALL STREET JOURNAL

Lots of people gripe about the pay for
part-time jobs, but Donald P. Jacobs is no
whiner: Last year, he made $198.000 serv-
ing on the boards of five big companies.

That's about $50,000 more than his full-
time salary, as dean of Northwestern Uni-
versity's Kellogg School of Management.

The sweet deal may soon become
sweeter still. Next Monday, Unocal Corp.
shareholders are expected 1o approve a
plan to give Mr. Jacobs and other outside
directors restricted stock once a year. The
shares would come on top of their cash
retainers and fees for attending meetings
and running committees, which for Mr. Ja-
cobs totaled $48.750 last year.

Unocal, like much of corporate Amer-
ica. is fattening compensation packages
for outside directors because liability wor-
ries and increased duties make good board
members harder to find and to keep. But
critics fear the increased compensation
could reduce directors' independence.

Unclear Impact

“If your bread is heavily buttered by
one company, it's going to be a ot harder”
to guit over poor management, says Sarah
Teslik. executive director of the Counrcil of
Institutional Investors in Washington, L.C.
Besides, nobody knows whether compen-
sating - directors better makes them or
their companies perform any better.

Directors’ pay is rising faster than con-
sumer prices and even managers’ salaries.
Last year, retainers and attendance fees
jumped an average of §.3% to $32,352, ac-
cording to a survey of 352 companies by
Korn Ferry International, executive re-
cruiters. This represents an hourly rate of
$352, Korn/Ferry says.

Equally important, more businesses are
expanding executive-style perquisites for
non-management directors beyond the
usual free trave] and free products (at
General Motors Corp., a new car every six
months. at American Telephone & Tele-
graph Co., free domestic long-distance
service; at Hewlett-Packard Co., use of a
laptop personal computer). Increasingly
popular perks include not only long-term
incentives such as stock grants and stock
options but aiso retirement plans, deferred
compensation, life insurance and medical
coverage. There's even talk of annuai bo-
nuses for directors.

The hottest perk, offered by more than
two dozen major corporations, allows
board members to bequeath money—an
average of about $1 million—1to charity at
no cost to their estates. Companies finance
a legacy by taking out an insurance policy
on a director’'s life.

Donald P.
Jacobs

| Dean,

? Northwestern
University'’s
Kellogg School
of Management

CORPORATE BOARD 1990 CASH AND STOCK

Compensation From Multiple Board Seats

Roger
Smith
Retired
chairman und
; chief executive
officer, General
Motors

CORPORATE BOARD 1990 CASH AND STOCK

MEMBERSHIPS COMPENSATION MEMBERSHIPS COMPENSATION

| Commonwesrtn  $40.500° Citicorp $54.250°

; Eduon International Paper $44.000 (estimated;
First Chicago $40.000 pius 200 shares  Johnson & Johnson $45 000
Hartmarx $25.900 PepsiCo $60,000 pius annua!
bl st 750
Whitman $42,675 pius 200 shares Total $203.250 plus Stock
Totai $197,825 plus 400 shares grant vatuec at $18.000
"Assumes 35% attendance record, ua.;e::—on_“ ;Esu$}s—75%_éﬁ£haﬁﬁgoiﬁamn—

1990 board average 1990 board average |

“The idea is to attract the most quali-
fied and able people that exist in this
worid,”' says William W. Warrick, a senior
vice president of American Express Co.,
which provides both the legacy perk and
stock options. "It is a very competitive
marketplace, trying to get people to be-
come directors.” .

In particular, American Express offi-
cials believe stock options enable directors
to think more like stockholders and to be
rewarded for their performance—mirror-
ing a pay trend for managers. Bigger eq-
uity stakes also give outsiders a greater fi-

_nancial inducement to protect shareholder

value by holding chief executives account-
able. proponents say.
Representing Holders

“Stock ownership is a reminder that
you are there representing shareholders,
not management,” says Thomas Neff,
president of SpencerStuart & Associates,
another executive-search firm. He learned
the lesson firsthand in 1988, when British
media magnate Robert Maxwell was bid-
ding for U.S. publisher Macmillan Inc. Mr.
Neff, a Macmillan board member, had to
choose between the Maxwell offer and a
leveraged buy-out proposa! backec by

M

Macmillar management.

At the time, Mr. Neff owned about 5,50
Macmillan shares because he had insisteZ
on being paid entirely in stock. The holding
reinforced his view that a board must “'d<
what's best for the company, not for mar.
agement.”" Mr. Maxwell ultimately snare:
Macmillan with a sweetened offer—ar
Mr. Neff pocketed about $-96,000.

But few directors choose to be paid
stock, and even fewer companies pav i -
entirely in shares. More commor is fcr ¢
rectors to receive shares as a pay supy.-
ment. One-quarter of the companies 17 t: -
Korn/Ferry survey provided stock op:ic:
in 1990—triple the proportion in 19s8¢.

Whether thev're gettine extra cac
shares or other perks, maf.y corpoia’ -
rectors reject the notiun thal a riche: -
package might crimip their ingsperc--
“I don't think (higher compensation .
ters one bit,"" says Hicks Wzidror., rei;>.
chairman and chief executive of A
Products Inc.. and now chairman ¢! B: .
room Consultants Inc. “Once you pe: :
first nickel, there's a risk.”

Indeed. Mr. Waidron says directors ¢
aren’t “'getting paid what they are w. -
Piease Tumm to Page B~ Coiun.r. -




Directors’ Pay Rises,
But Independence -
May Be Diminishing

Continued From Page Bl .
for overseeing multibillion-dollar enter-
prises. He earns $200,000 to $220,000 a year
from board seats on four big companies.
where outside directors dominate all the
committees. “Most of the boards’ work
gets done” in committees these days, he
says. “We're taklng our jobs much more
conscientiously” by challenging manage-
ment harder, he adds.

For instance, Mr. Waldron serves on
two of the four board committees at Rvder
System Inc., a vehicle-leasing firm hased

y <
Spreading Perks = |
Percentage of Fortune 100 industrial compatvies
offering outside directors these benefits

™19e5 IR 1990

czzusggal

Delermai Mmm ek
ol fes plass  programs hur-&

in Miami. The compensation committee at
Ryder and elsewhere used to rubber-stamp
executive pay plans, Mr. Waldron says.
But today, committee members *‘are sim-
ply not accepting [management reecom-
mendations] at face value,”” he says-Ry-
der's board and committees meet for, two
days six times a year. Ten or 20 years ago,
a board typically had just two committees,
committees met once or twice a year, and
many committee members were insiders,
Mr. Waldron adds.

Other corporate directors say theit po-
tentially huge legal liability for not repre-
senting shareholders’ interests will gver-
come any reluctance to bite the hand
that's feeding them better. Though most
companjes provide liability insurance. it
doesn’t provide complete coverage. vThe
fear factor outweighs the greed factor by a
wide margin,” says Lester Korn, chairman
of Korn/Ferry and a director of Hillhaven
Corp., a nursing care-center operator in
Tacoma, Wash. .

Mr. Jacobs, the Northwestern dean.

".| agrees. “There are enough [potential]

plaintiffs out there that would attack™ a di-
rector for failing to act independently, he
says. He adds that he has so little interest
in compensation that he doesn't know how
much his directorships pay or the specifics
of Unocal's restricted stock proposal,

Critics remain unconvinced. “A CEO
runs a board by overpaying them,” says
Robert Monks, a shareholder-rights activ-
ist seeking election next month to Sears.
Roebuck & Co.’s board. ““The phenomennn
of the independent director is being duuted
to the point of illusoriness.™

Besides the possible loss of independ
ence, the appearance of self-dealing by di-
rectors as pay packages get richer :.on
cerns critics. Outside directors generally
contro} the compensation committees.that
concoct board-member pay deals, subject
to the full board's approval. .-

Even some directors worry. “I can see
the potential for being accused of [hqrse)
trading between directors and the manage-

ment,” which wouldn't be in shareholders’ -

interests, says Charles Locke, chairman
and chief executive of Morton Interha-
tional Inc., a salt and chemical company
in Chlcago “You could visualize m'lm oe

‘| ment directors saying [to outside
| tors]: ‘OK, if you double my options, Ifwill

give you this many options' "' in returg.
The scenario distresses Mr. Locke.
*“The first time you start compromising a
director to management, you have de-
stroyed his effectiveness,” he says.

The Morton chairman, who sits on four
other boards, tried and failed to black
Avon from introducing a retirement plan
for outside board members in 1988. *
ple's eyes just glazed over" at the objec-
tions, he remembers. His own compamy
still doesn't give outside directors penginns
or stock options. But he feels he's losng
his battle against such executive- Atyle
perks. ‘I am more and more a dmosaur
he sighs. “It's happening all over.’

—Amanda Bennett contributed to t.'mc
article.
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First Executive Top Officials Protected
~ Their Income While Troubles Mounted

By FRrEDERICK ROSE
Staff Reporter of THE WALL STREET JOURNAL

LOS ANGELES-As First Executive

Corp.’s financial condition was worsening,
top officers of the troubled insurance hold-
ing company took extraordinary steps to
safeguard millions of dollars of their own
income, despite frequent statements that
the company could ride out the storm.
- Chairman and Chief Executive Fred
Carr, the main beneficiary of the moves,
had $10.7 million of his deferred compensa-
tion guaranteed in February by a new
First Executive affiliate that is beyond the
contro} of California insurance regulators.
In November 1990, he sold partnership in-
terests in First Executive's headguarters
building back to the company for $2.7 mil-
lion—interests he apparently bought over
time for $1.5 million.

On Thursday, California’s insurance
commissioner, John Garamendi, took con-
trol of Executive Life Insurance Co., First
Executive's largest unit. The seizure
marks the nation's biggest insurance fail-
ure and the beginning of a rescue effort
that must cover more than $28 billion of
eventual insurance and annuity liabilities
owed to hundreds of thousands of policy-
holders. Loans and policy redemptions
have been suspended, and it’s still unclear
how large eventual losses might be for in-
vestors or holders of various Executive
Life financial instruments.

First Executive has a number of units
in addition to Executive Life, most of them
small. In all, First Executive and its units
had $46.11 billion in insurance in force at
Dec. 31. The second-iargest unit, Executive
Life Insurance Co. of New York, hasn't
been seized by regulators in that state, al-
though such a step may be taken this
week. The New York unit, roughly a third
the size of the California unit, is believed
to be in somewhat better financial condi-
tion. Three insurance units in Nebraska
were taken over by regulators last week.

The actions by Mr. Carr and others to
protect what had been tax-sheltered de-
ferred compensation and to take profits on
an investment at a cost to First Executive
were disclosed in filings with the Securities
and Exchange Commission. They raise
questions about whether First Executive’s
top officers were gloomier about future
prospects than some of the company’s own
statements implied.

A spokesman for First Executive said
that the deferred compensation guaranteed
for Mr. Carr and others as well as the
partnership interests in the company’s
head office were in lieu of a company pen-

sion or retirement program. The spokes-
man said that Mr. Carr's apparent gains
from the sale of his partnership interests
were more than offset by $3.8 million
losses on the sale of First Executive stock
last year. Mr. Carr sold the partnership in-
terests in part to pay off a 1989 borrowing
to buy company stock.

Even while reporting losses totaling
$1.14 billion in the past two years, First
Executive has issued news with a positive
twist. Last summer, for instance, the par-
tial contents of actuarial studies distrib-
uted by the company were deemed proof
that it was on firm ground. The full studies
proved to be limited and less conclusive.

Only a week before the takeover, the
company issued a set of questions and an-
swers apparently prepared for sales per-
sonnel, assuring clients that “‘your policy/
contract is safe,” emphasizing that the
company had $1 billion in cash equivalents
and government securities, and describing
a state-takeover as ‘‘only a possibility at
this time and ... a worse-case [sic} sce-
nario."

Despite these assurances, nearly two
months earlier First Executive officials
took steps to protect a total of $11.3 million
in deferred compensation that was owed
by Executive Life mostly to Mr. Carr, but
with nearly $600,000 spread out among 10
other employees. The amount of deferred
compensation isn't a surprise, since it was
reported each year: much of it was accu-
mulated when First Executive was report-
ing hefty earnings. But the compensation
was at risk if the insurance company
failed, insurance industry officials say, be-
cause such claims would rank with unse-
cured creditors. The industry officials also
expect parent First Executive to file
shortly for protection under federal bank-
ruptcy law.

The sheltering action was taken through
Rhodes Financial Inc., a Delaware com-
pany apparently controlled by another Del-
aware company, Evergreen Acceptance
Corp., a non-insurance regulated concern
with 8 50% interest in Rhodes. The remain-
ing interests are held through two other
First Executive units: Lincoln Liberty Life
Insurance Co., with 18%, now under regu-
lators’ supervision in Nebraska; and First
Delaware Life Insurance Co., with 32%.

Rhodes Financial was capitalized with
$22 million last year and, according to
First Executive's 10K annual report filed
with the SEC, was supposed to set up a
new insurance business to supplant Execu-

Please Turn to Page A6, Column 3
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Continued From Page A3
tive Life's junk bond-based operation.
“Newco,” as it was called, was to be a
back-to-basics insurance company, putting
. money into investment-grade securities.

This February, Rhodes Financial,
though its prospects in the insurance busi-
ness were apparently dim, signed an
agreement with Executive Life, pledging
the $11.3 million—or a little over half its
capital—to guarantee deferred compensa-
tion owed by Executive Life. According to
the guarantee document, the purpose was
to retain the services of Mr. Carr and oth-
ers, who were “to provide the necessary
expertise to operate Newco."

First Executive's spokesman said that
the possibility of Newco's operating as an
insurance company isn't dead. He said that
as recently as a week ago, prior to Califor-
nia’'s intervention at Executive Life, Altus
Finance, 60%-owned by Credit Lyonnais
S.A. of France, had talked about using
Newco as a part of a revitalization effort
for First Executive's insurance opera-
tions.

But Rhodes may soon have to make
good on its pledge. According to Mr. Carr’s
deferred compensation agreement with
Executive Life, his money is payable at
the termination of his employment with
that company, among other things. Mr.

Carr stepped down as the top officer of Ex-
ecutive Life last week, when it was taken
over by regulators. First Executive's
spokesman said that no payment has yet
been made and that exercise of the Rhodes
guarantee s subject to approval by First
Executive's board, of which Mr. Carr re-

mains chairman, chief executive officer, -

and one of six members.

Among other things, the guarantee
agreement calls for Rhodes to pay all legal
expenses if payment of the guarantee is
disputed.

Separately, five former insurance cus-
tomers of First Executive operations sued
top officers and directors for alleged mis-

leading statements about the financial -
heaith of the company. The suit, filed in |

State court in Los Angeles, seeks class ac-
tion status for all purchasers of insurance

products from First Executive companies '

between Jan. 1, 1984, and last Thursday,

when Executive Life was seized by regula-

tors. .

In addition to company officers, the suit
names Deloitte & Touche, First Execu-
tive's former auditors: and A.M. Best Co.,

Dun & Bradstreet Corp.'s Moody's Inves- .

tors Service Inc. unit, and Standard &
Poor’s Co., three prominent rating agen-
cies, which couldn't be reached for com-
ment.
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1211 Avenue of the Americas, 6th Floor Accountants anc

New York, NY 10036-8775 Management Consuizzr:

The U.S. Member Firm ¢

Gentlemen: Grant Thornton Interratic-

This letter is submitted in response to your request for comments concerning the
proposed Integrated Internal Control Framework.

Grant Thornton appreciates the thoroughness and comprehensiveness of the work
performed under COSO's sponsorship. However, we have serious concerns about the
proposed Framework, particularly as it relates to mid-size and smaller entities.

For one thing, the proposed definition of internal control and the accompanying
framework are far too broad. Pursuant to these guidelines (“the process by which an
entity...achieves reasonable assurance as to...(its)...achievement of specified objectives"”)
the inability of an entity to achieve any of its objectives, including those relating to
growth and profitability, could be considered an internal control failure. This serves no
useful purpose.

Except for the forgoing, the proposed Framework may be appropriate for the
largest public companies, but it is much too lengthy and complex for mid-sized and
smaller companies. Few middle market entrepreneurs or busy executives have the time
to wade through all this, and we believe that few such entities could implement it on a
cost effective basis. Accordingly, the adoption of the Framework in its present form
would do a disservice to such companies and impose an unfair burden on their
management.

We also call attention to the following:

1. Enhanced internal controls would undoubtedly lead to improved financial
reporting. However, except perhaps for the largest entities, a system of internal
control is not likely to prevent fraudulent financial reporting when "management
fraud" is involved. For most companies, management has the ability to
circumvent even the toughest system, if so inclined. Accordingly, we believe
COSO should ensure better understanding of this and direct attention to those
measures that might help prevent or detect such management fraud.

2. COSO should also seek to enhance understanding that internal controls are not
necessarily an effective means of ensuring the reliability of management
judgements, or the determination of appropriate accounting estimates (e.g.
allowances for uncollectible accounts, loan insurance and loss reserves etc.). This
is because it is inherently more difficult to "control” the quality of judgements
than to prevent or detect quantitative mistatements.



3. We are, of course, aware that the COSO study does not take a position on the
merits of public reporting on internal control systems by management and/or
independent auditors. However the study presents useful guidance for situations
when such reports are prepared and we urge that this guidance require that any
such reports contain a clause pointing out that the (current) assessment of the
entity's controls cannot be assumed to pertain to future periods. (At the present
time, we do not favor requirements for such public reporting because we believe
that until our profession can obtain greater public understanding of the objectives
of an audit and of the limitations of a system of internal control, unnecessary
additional audit costs will be incurred and undue reliance will be placed on such
reports.) :

We hope you have found the forgoing comments helpful and would be pleased to
discuss any of these matters with you further.

Very tuly yours,
GRANT THORNTON, by,

Hecoe] Spocirgons

National Director of
Accounting and Auditing
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THE UNIVERSITY OF TEXAS AT AUSTIN

The Charlesand Elizabeth Prothro Regents Chair in Business
Department of Accounting* CBA4M.202+ Austin, Texas78712-1172+ (512 ) 471-3632

May 17, 1991

Committee of Sponsoring Organizations
of the Treadway Commission

1211 Avenue of the Americas, 6th Floor

New York, NY 10036-8775

Dear Committee Members:
Re: Internal Control - Integrated Framework

The Exposure Draft identifies two principal purposes of the study and four sets of
questions for readers. Below are my comments on the achievement of purposes, responses
to three of the four sets of questions raised, and comments on the basis for the authors'
conclusions. '

The two principal purposes of the COSO-sponsored study are: "to provide a common
ground for mutual understanding of internal control by all interested parties," and "to
provide criteria against which all entities can assess . . . internal controls."

The study does provide a possible "common ground" for understanding internal control.
The Exposure Draft discusses many relevant concepts and some of their implications for
the design, implementation and evaluation of internal control. However, the 163-page
textual presentation is lengthy and is not sufficiently specific for practical understanding.
In places, treatment of the subject matter is almost academic in that it makes only stylized
reference to actual company experiences. Internal control failures led to the creation of the
Treadway Commission. Are there common threads as to how managements and others
went wrong? Would following the guidance championed in the Exposure Draft have
prevented or detected these problems? If so, how?

The draft does not provide objective standards or "criteria” by which an entity's internal
controls can be judged. Some of the "nine essential components" are vague and need not
be in place for all companies. Also, as outlined under II. below, some of the nine
components simply don't make sense for self-reporting by public companies.

II. Response to questions rai SO:

Definition (Chapter 1 and 5) The Exposure Draft defines internal control as "a
process.” Presumably, management would assert that they have a process that conforms to
standards and auditors would report on its conformance. This definition is in contrast to
existing definitions that refer to a condition or state. For example, under AICPA
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definitions, management can assert that there is low risk that material misstatement would
arise and not be detected by internal controls on a timely basis. There is experience with
assertions of low risk of material misstatement. But can management assert that it has an
adequate process? If management makes such an assertion about a process, then can it be
audited? As to components, can an auditor meaningfully verify top management's
"integrity, ethical values and competence," or its "management philosophy and operating
style"? Idon't see how, and the authors of the study don't offer any suggestions for
guidance.

Components (Chapters 1 and 5 through 14) The nine components identified are
important in an academic discussion of internal control and its effectiveness. Most will
agree that the ideas expressed under Information Systems, Control Procedures,
Communication, Managing Change, and Monitoring are useful. However, the four
remaining components present difficult issues in regard to public reporting by management.

The Integrity, Ethical Values and Competence, Control Environment, Objectives, and Risk
Assessment components are important for control and important for auditor reliance.
However, it is unreasonable to expect that the Integrity and Control Environment
components be part of a self-reporting system by top management. What is the value of
top management's assertion that it has "integrity, ethical values and competence," or a
"good management philosophy and operating style"? Also, the Exposure Draft is vague
about how to evaluate the Objectives and Risk Assessment components.

Management Reporting to External Parties (Chapter 15) The proposed reporting
system utilizes an assertion by management that the company meets the COSO standards.
Pages 156-157 present a "clean report” from management. Several questions arise:

Will stockholders, governmental officials and others believe that management
would ever indicate that it doesn't meet the COSO standard due to top
management's lack of integrity, ethical values or competence?

Will auditors ever take exception to management's "clean report" assertion due to
lack of integrity or to an inadequate management philosophy or operating style?
How could an auditor who wishes to take exception demonstrate such deficiencies
by dtjop management? That is, are these two "most critical components” [p. 69]
auditable?

What does management's report mean? Does it mean that the risk of material
misstatement is low even before the audit? Does it mean that there will be low risk
of material misstatement in unaudited interim financial statements? In short, how
can a user gain useful information from the proposed management report?

In my view, the reporting system simply won't work because the nine component criteria
aren't enforceable.

The study describes its methods as reading or scanning numerous sources, interviews,
questionnaires, and follow-up meetings with various groups. These methods may provide

/7
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useful input. However, they do not form an adequate basis for a policy recommendation
on internal control standards to be applied by all public companies.

- Some relevant questions about the methods of the study are:
Did respondents to the questionnaire frequently mention the nine components?

What alternative guidance was considered? Why were the alternatives rejected by -
the authors?

Would the control procedures and other elements mentioned in the Exposure Draft
have prevented the failures that led to the creation of the Treadway Commission?

Have the recommendations of the study been pilot-tested to see whether they are
feasible? If so, are they cost justified?

Would implementation of the recommended control components by all public
companies be cost effective? -

The FDA doesn't allow new drugs to be sold without product tests. I believe that COSO
should not allow less for a new internal control product that may be broadly applied. The
authors of the study simply have not provided adequate justification-for their conclusions.

To summarize my views, there is no harm in publishing the Exposure Draft discussion to
provide a common ground for understanding internal control concepts. However, it is not
clear that the study is more useful or better presented than the internal control guidance of
other public accounting firms, textbooks or other sources.

I believe that there is considerable danger in adopting the Exposure Draft discussion as a
standard by which internal controls of public companies can be judged. There is no
demonstration that the guidance will work and certainly no indication that it will be cost
effective for firms, or indeed, in the public's interest. I urge COSO not to warrant that the
Exposure Draft discussion provides adequate criteria for evaluating internal control of
public companies.

In closing, I appreciate the opportunity to comment on the exposure draft. Please contact
me if you have questions about this letter.

Sincerely,

LN)ibepor Vs 7

William R. Kinney, Jr.

db
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May 21, 1991

Committee of Sponsoring Organizations of the
Treadway Commission .

1211 Avenue of the Americes, 6th Flocr

New York, NY 10036-8775

RE: Exposure Draft: Intermal Control - Integrated
Framework Dated March 12, 1991

I appreciate the opportunity to comment on this exposure draft. My
observations will follow your suggested format.

Definition

The definition is cumbersome and too long. Perhaps the components
can be separated from a main definition.

For example, I believe an implied function of internal control is
to limit losses to an acceptable level of business risk. Under
the definition, this would have to be a specific objective of
management rather than an implicit function of internal control.

I do feel the final definition must remain broad.

ents

Components and their criteria are acceptable. However, see
suggestion under Definition.

Evaluation

There needs to be greater discussion on the control objectives to
be achieved, the adequacy of the design of the control system and
expansion of the conclusion as to whether the control system is
adegquate and operating as intended.



Committee of Sponsoring Organizations of the
Treadway Commission

May 21, 1991

Page Two

Mana t to 1 ies

- Chapter 15 appears to be the focal point to which the integrated
framework builds. This is confusing because my analysis of the
Treadway Commission’'s recommendation for this research does not
lead me to believe public reporting was intended to be
incorporated.

Nanagement Reporting is a worthwhile topic for research and for an
authoritative paper, but it has no place in this framework.

Geperal Comments

This research provides valuable and needed information on the
topic of internal control. However, redundancy adds bulk and
therefore the presentation is difficult to get your arms around.
The "executive summary"” for example, is too long to expect top
executives, CEO’s and members of Boards of Directors to read as an
overview.

Sincerely,

HLAjr:pc
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May 22, 1991

Committee of Sponsoring Organizations of the Treadway Commission
1211 Avenue of the Americas, 6th Floor
New York, NY 10036-8775 ‘

Dear Committee;

I appreciate the opportunity to comment on the exposure draft of
"Internal Control-Integrated Framework", dated March 12, 1991. My
comments are as follows:

First, regarding definition in Chapter 1, Page 9, the last
paragraph discusses ownership and states "The only truly effective
owner of the control system is the Chief Executive Officer." This
statement appears to mean that if the CEO does not support the
internal control system, then it (an internal control system) does
not exist in the organization. Because of this, I disagree with
the statement that the CEO must be the owner of the internal
control system, I think that if an ultimate owner is necessary
for an internal control system to exist, then that ultimate owner
must be the Board of Directors or, if there is one, the audit
committee of the Board of Directors, I agree that the CEO sets
the tone within the organization for organizational norms, but an -
internal control system must go beyond organizational norms, and
in fact, be above those norms.

Therefore, if the CEO is not a strong proponent of internal
controls (for example an entrerpreneur type person who prefers to
operate in a loose environment) then it is up to the Board to
ensure that internal controls exist. This is especially true if
the definition as proposed on Page 1 is going to be used because
this definition states that "Internal control is the process by
which an 'entity's Board of Directors', management and/or other
personnel obtain reasonable assurance as to achievement of
specified objectives;....." 1In this definition, it is the Board
of Directors mentioned first, not the CEO. This then would assign
ownership responsibility to the Board, in my understanding.

I am not objecting to the definition of internal control as a
process. What I object to is assigning ownership of this process
to the CEO rather than to the Board of Directors., I firmly
believe that ownership of the process must be assigned at the
highest possible level.

Incorporating:
Spring Hill Nurseries ® 110 Elm Street ® Tipp City. Ohio 45371
Breck Holland B.V. ® P.O. 123 @ 2180 AC e Hillegom, Holland
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Second, under "Components®™ I question the use of "information
systems" as one of the nine components., I feel that many
organizations have effective internal control systems without
adequate information systems., I think that the definition that is
being discussed here is irrelevant.

Timely information must flow to management, but that can be
covered under the Communication heading rather than havirg a
separate component called "Information Systems." My reasoning is
that information systems infers an electronic data processing
system. As a matter of fact, many companies refer to their EDP
Departments as Management Information Systems (MIS) Departments,
With the advent of the PC, of course, even small companies have
some sort of electronic data processing but still do not have
effective information systems under the definition that is
suggested here,

Also under "Components" I especially like the discussion regarding
"management of change" whereby it isn't going to look at internal
control systems as static, but rather suggests that "mechanisms
need to be in place to enable the entity to identify, communicate,
evaluate and respond to change on a timely basis."™ I think that
this is critical to a good internal control system,

My final comment under "Components" is the last component of
"monitoring", where it discusses the fact that "monitoring
includes carrying out routine procedures as well as reacting to
input from auditors, regulators and other parties."™ I suggest
that Internal Audit as a function should be prominent in this
discussion. I think that using the all encompassing "auditors"
rather than differentiating between internal and external auditors
is paying short shrift to the Internal Audit function. I believe
that, as is noted on Page 12, "a strong internal audit function
with direct access to the Board is necessary in a good internal
control system.,” And I believe that this should be discussed
under "Components",

On Page 136 of your report there is some discussion regarding the
use of audit findings, Once again I do not believe that this
gives a strong recommendation for the use of the Internal Audit
function. 1In Chapter 4, internal auditors are mentioned on Page
36 under "Who Evaluates", but this statement does not give a
strong recommendation for an internal audit function either, but
states rather that "internal auditors normally perform internal
control evaluations as part of their regular duties,....". It
then goes on to say "Because of their training and objectivity,
internal auditors often play an important role in the context of
an overall evaluation program." I feel a stronger statement could
be macde here for the Internal Audit function.



The internal auditor is a control specialist and as such is
trained in the evaluation of internal controls. This is one of
their primary reasons for existence. Therefore, the committee
should give the Internal Audit function more crediblllty and/or
clout with management by taklng a stronger stance in the
discussion of "Who Evaluates"

A statement should be inserted such as, "Because of their
training, internal auditors are called on to perform internal
control evaluations as part of their regular duties, or upon
special request of Boards of Directors, senior management or
subsidiary or divisional executives., They play an important role
in the context of an overall evaluation program. While it should
be recognized that the Internal Audit function does not....as some
people believe....have primary responsibility for establishing or
maintaining the internal control system. That, as noted, is
management's responsibility. But internal auditors evaluate the
effectiveness of control systems and, thus, contribute to ongoing
effectiveness., Because of organizational position and authority
in an entity, and the objectivity with which it carries out its
activities, an Internal Audit function often plays a very
significant role in effective internal control." Therefore, by
combining the sentences on Page 36 and Page 27, it will give a
stronger position for the Internal audit function,

I hope these comments have been helpful to the committee and I
would be willing to discuss them in further detail at any time,

Sincerely yours,

William E. Grieshober
Vice President/Controller
Spring Hill Nurseries

WEG/neh

Page 3



Commiittee of
Sponsoring Organizations of the Treadway Commission

1211 Avenue of the Americas, 6th Floor, New York, NY 10036-8775 Telephone (212) 575-6656

June 6, 1991

To: Richard M. Steinberg, Coopers & Lybrand
Howard S8iers, Consultant
Project Advisory Council to COS80
P. Norman Roy, Financial Executives Institute
William G. Bishop, Institute of Internal Auditors
Jack Albert, S8ecurities & Exchange Commission
Louis Bisgay, National Association of Accountants

Gentlenmen:

This is the fourth batch of comment letters (there are eight) on
the exposure draft, "Internal Control -- Integrated Approach.

Sincerely,

—

P

Thomas P. Kelley, CPA
Group Vice President
Professional

TPK:jmy
Enclosure

Robert L. May, Chairman Alvin A, Arens William GiBIshop ;homas h: O‘tl;‘oole ;eh;?er::‘r:::{he

Representing the Representing the Representing The eprasenting the :

American Institute of American Accounting Association Institute of Internal Auditors Nationa! Association of Accountants Financial Executives Institute
Certitied Public Accountants
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CABLE ADDRESS: ROHMHAAS TELEX B45-247 TWX 710-870-5335 TELECOPIER (215) 582-3377

ROHM
:HARS

May 21, 1991 COMPANY

The Committee of Sponsoring Organizations
of the Treadway Commission

1211 Avenue of the Americas

6th Floor

New York, NY 10036

Subject: Comments on the Internal Control-Integrated Framework
Exposure Draft

Gentlemen:

The definition of internal control and the guidelines for evaluating these
controls as detailed in the report represent a theoretical ideal. Applica-
tion of these concepts to industry, which operates far from this ideal, would
be a great burden adding significantly to the responsibilities of internal
audit departments and external audit fees while adding nothing to the
competitiveness of American industry. :

This is not a practical document. The theoretical guidelines presented in
the report imply warranties that cannot possibly exist. There is a great
danger that these guidelines, once in the public domain, will provide the
basis for unwarranted liability and regulation at great cost to industry.

Internal control should not be a business goal in itself but part of a much
broader goal of improving a company’s ability to meet customer needs. A
better way to approach internal control would be to strive for quality as
defined by the Malcolm Baldridge Award. An effective system of internal
control is necessary to achieve this goal and the ultimate reward is
increased competitiveness.

Sincerely,

<;§;;2§§%T};;Z; er <%T///~—\

Vice President and
FWS:mjm Chief Financial Offficer



SHERMAN L. ROSENFIELD, CPA, P.A.

8124 S.W. B6th TERRACE
MIAMI, FLORIDA 33143
(305)5895-4742

May 22, 1991

The Committee of Sponsoring
Organizations of The Treadway
Commission

1211 Avenue of the Americas 64
New York, New York 10036-8775

Subject: Exposure Draft of Internal Control --
Integrated Framework dated March 12, 1991

Dear Sirs:

I have one overall comment with regard to the above referenced
Exposure Draft: The entire approach, of the Exposure Draft,
seems to be from the point of view of large, publicly held
companies and their accounting firms (normally "Big Six").

Perhaps you should get some input from, and redirect your thrust
to include, smaller, proprietor managed firms which are not
publicly held.

One source of information, that I think you might find helpful,,
would be the Private Companies Practice Section of the AICPA's
Division for Firms.

I am not surprised at the approach that you took, in the
Exposure Drafts, 'since the individuals who gave input are either
all with large, publicly held companies or with national CPA
firms. However, there are a significant number of proprietor
operated audit clients out there, who prepare financial state-
ments only for their own use,; or for submission to financial
institutions, who have have relatively simple, unsophisticated

control structures and which do not need an elephant gun to
shoot a mosquito.

Very truly yours, \\

Sherman Rosenfield

SLR/djg

A/



VICTOR Z. BRINK, PH.D., C.P.A., CI1.A.

MANAGEMENT CONSULTANT

May 28, 1991

Committee of Sponsoring Organizations
of the Treadway Commission

1211 Avenue of the Americas

New York, NY 10036-8775

Gentlemen:

The writer has reviewed in some detail the Internal
Control - Integrated Framework (ICIF). It is a voluminous
and impressive statement and this reviewer can do. no more
than offer some very broad comments, as follows:

The major problem is that ICIF unduly takes over the
total management process, whereas internal control is essen-
tially a supportive activity and only a portion of the en-
tire management process. Internal control provides its
supportive service in two ways a) as a built-in feature of
the various components of the management process - to the
extent practicable - and b) as deliberate post-operational
audit activities, provided by internal and external auditors.

Here I might add that internal auditors begin as a pro-
tective type service - such as compliance, verification, de-
tection of fraud, etc. - and then build on the protective
services to provide betterment - such as greater effective-
ness of policies and procedures and increased profitabil-
ity. External auditors begin normally with independent
assurance of proper financial statements and then can go
on to provide management assistance. The external auditor
can also provide other services on a special engagement basis.

The second related major problem is that ICIF does
not sufficiently focus on the audit dimension of internal
control.

HereI might add that the management process begins
with resources. Managers take these resources- as they exist
in a particular situation - establish. goals and objectives
and work. toward the realization of those goals and ob-
jectives via strategies, policies, implementing actions, re-
porting, evaluation, and controls. The latter, as previously
stated, «ncludes built-in qualities at all stages and in
all portions of the management process, plus supplemental
audit activities.

4009-3D CALLE SONORA ¢+ LAGUNA HILLS,CA 92653 « (714) 770-2613



VICTOR Z. BRINK, PH.D., C.P.A., C.IA.

MANAGEMENT CONSULTANT

All of the foregoing adds up to the truth that what
internal control is all about is to make management activ-
ities as economical, productive, and effective as is prac-
ticable.

Everything in Parts 1 and 2 of ICIF is useful and rel-
evant but what I think is needed is an introductory base
to set the stage and to show more clearly how all of your
present material fits in. Additionally the treatment of the
Monitoring segment needs to focus more substantively on
internal auditing - how it provides both a) meaningful eval-
uvation of existing internal control and b) betterment po-
tentials everywhere in the management process.

As respects Part 3, I think it would be better if
that subject was dealt with at another time and place. Its
inclusion now unduly complicates an already difficult
blending of the management process and the internal control
process.

I hope that my comments will be helpful

Sincerely,
KT st

ccs B?ggggo§'0¥°§§é%essional Services
The Institute of Internal Auditors

4009-3D CALLE SONORA + LAGUNA HILLS,CA 92653 .« (714) 770-2613



OFFICE OF THE STATE AUDITOR LAWRENCE F. ALWIN, CPA

State Auditor
TWO COMMODORE PLAZA

206 EAST NINTH ST., SUITE 1900 SHARON W. LEQGETT. CPA
AUSTIN, TEXAS 78701 First Assistant

MAILING: P.O. BOX 12067

AUSTIN, TEXAS 78711-2067 7 4
/_J

PHONE: (512) 4794700 FAX 479-4884

May 24, 1991
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Mr. Thomas E. Powell

Director of Professional Practices ce
The Institute of Internal Auditors R IR
249 Maitland Avenue

Altamonte Springs, Florida 32701-4201

Dear Mr. Powell: ﬁ,w\,

s

——

PROFESSIONAL PRACTICES

We have reviewed the exposure draft entitled, "Internal Control-Integrated Framework,"
issued by the Committee of Sponsoring Organizations of the Treadway Commission. The
exposure draft contains a broad definition of internal control that encompasses all aspects of
controlling an organization: controls over financial reporting, compliance with laws and
regulations, and operating activities. It also defines nine inter-related components of internal
control that must function in order to have an effective internal control system.

While the focus of the exposure draft is toward a business in the private sector, it has
general application to government entities as well. In your letter dated April 30, 1991, you
proposed five questions for which you wanted specific comments. We have attempted to address
each of the questions as follows:

Question
1. Do you agree with the proposed definition of internal control, including its nine
components? Is it appropriate, understandable, and useful in the evaluation of
control?
Answer

The exposure draft establishes the following definition of external control:
"Internal control is the process by which an entity’s board of directors,
management, and/or other personnel obtain reasonable assurance as to achievement
of specified objectives; it consists of nine interrelated components, with integrity,
ethical values, competence, and the control environment, serving as the foundation
for the other components, which are: establishing objectives, risk assessment,
information systems, control procedures, communication, managing change, and
monitoring."



Mr. Thomas E. Powell

May 24, 1991

Question

Internal control is an elusive concept that holds different meanings for
management, accountants, auditors, and regulators. A principal objective of the
exposure draft is to integrate various existing internal control concepts into a
common framework in which a common definition is established and control
components and their relationships are identified and defined.

We occur with this board definition of internal control because it addresses
significant control issues that are applicable to state government in Texas. The
big picture integrated system approach to internal control is clearly a significant
and important change in the traditional view of internal control and closely
parallels a management control methodology that we have developed and are
using to evaluate management controls at the 30 largest agencies in the State of
Texas.

The proposed definition is important because it stresses an outcomes-driven
approach tied to the mission, goals, and objectives of the organization. Such an
integrated system, which is a living part of any organization, is the only way that
those who lead organizations can have early warning signals early enough to take
corrective actions before a crisis situation occurs.

Do you believe that the control concepts presented in the exposure draft will be
useful in helping managers improve control over their activities in your
organization?

Answer

Yes, the control concepts presented are critical to any organization. Highly
developed skills in each of these areas is essential to good management as well
as good government.

These elements tie very closely to current issues concerning management of
government agencies in the State of Texas. The need for adequate mission
statements, strategic planning processes with measurable goals and objectives,
adequate information systems, managing change, and the need for more effective
monitoring and evaluation processes tie very closely to the elements presented in
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Qucstion

Question

the exposure draft.

The exposure draft makes two very important points, the first that management is
responsible for the state of their management control systems and the second is
the emphasis on the fact that people are the critical factor in the success of any
control system.

Do you believe that the evaluation tools contained in the exposure draft will assist
your organization in evaluating the adequacy and effectiveness of internal control?
Do you feel that an extended test period is needed to assess applicability across
different organizational environments?

Answer

Yes, we see the tools presented in the exposure draft as useful guidelines for
performing an organization-wide evaluation of internal control. However, they
should not be adopted without adapting them to the specific needs of the
organization being reviewed.

No, an extended test period is not necessary. We feel that the elements presented
in the exposure draft are basic to any comprehensive control system in both
government and private sector organizations.

Do you feel that a discussion on management reporting to external parties should
be an integral part of this study? If not, do you feel that a separate study is
suggested?

Answer

From the government perspective, we feel that the citizens have the right to know
about the status of management controls within any state agency. There is a great
deal of benefit to be derived from a comprehensive study of management controls
for any organization. We are, in fact, performing management control audits at
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Question
5.

the 30 largest state agencies in Texas. Separate management control audit reports
will be issued for each of these reviews.

The issue of the external reporting, especially controls over compliance with laws
and regulations, may be more of a concern for private sector organizations.

Do you feel that the length of the report is appropriate? Should additional
material be added or certain material be removed? What changes would you
suggest to the current presentation?

Answer

We commend this initiative and believe that it goes a long way to ward achieving
the Treadway Commission recommendation calling for development of a common
definition of internal control that can be used by operating and financial
management, internal and external auditors, audit committees, regulators, and
others. We believe the criteria provides a reasonable framework for organizations
to use to evaluate the effectiveness of internal controls. The committee has
provided a valuable service with this study. From an internal audit perspective,
we believe this document will be a valuable resource to state agency internal
auditors in their evaluations of control systems within their agencies.

Thank you for facilitating the comment process for this very important study.

Sincergly,

awrence F. Alwin, CPA
State Auditor

)
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May 29, 1991

Committee of Sponsoring Organizations
of the Treadway Commission

1211 Avenue of the Americas, 6th Floor

New York, New York 10036-8775

Gentlemen:

I was pleased to review the draft results of the study conducted
by your group. The study and resulting redefinition of

internal controls effectively brings together some of the
concepts and ideas that those of us in the internal auditor's
community have been talking and writing about for years.

I would like to propose: however, that serious consideration

be given to addition of another component of internal control.
After reading the document, I see very little, if any, mention of
education of managers and employees regarding internal controls.
In fourteen years of internal auditing, I have found the absence
of a sound understanding of internal control concepts to be a
common weakness with many managers. As a practicing internal
auditor, it remains a continuing source of frustration to have to
educate some managers regarding control concepts while attempting
to provide a useful service that the same managers don't think
they need.

Fundamentally, internal control concepts should be, and are to
some extent, taught in colleges and universities. However, I
think it is equally important for corporate training programs to
emphasize control and to instruct managers "how to" control.

As one of the two primary stated purposes of your study is to
help improve internal controls, I believe education, and/or
training, regarding control concepts is an important issue to
be considered. I would hope that your group would consider the
issue of education as an additional component, or within the
framework of one of the other components, and document the
Committee's thoughts on this subject.

Please contact me if I can be of any assistance.

Sincerely,

A L4

Scott D. White, CIA, CBA, CISA
Audit Manager



KPMG Peat Marwick

Certified Public Accountants

767 Fifth Avenue Telephone 212 909 5000 Telecopier 212 909 5299

New York, NY 10153

May 31, 1991

Mr. Gaylan N. Larson

Chairman

Committee of Sponsoring Organizations
of the Treadway Commission

1211 Avenue of the Americas

6th Floor

New York, New York 10036-8775

Dear Mr. Larson:

KPMG Peat Marwick agrees with the guidance in the exposure draft of the report, Internal
Control—Integrated Guidance, issued by the Committee of Sponsoring Organizations of
the Treadway Commission (COSO report), as a broad framework for management to
evaluate the effectiveness of internal controls. We support the efforts of COSO in
developing internal control guidance, and we believe the reliability of published financial
statements will be enhanced by management reporting on the effectiveness of internal
controls over financial reporting. Although management has been evaluating the
effectiveness of internal control systems for many years, we believe the COSO report is an
excellent tool that can provide additional guidance for management. However, we have the
following comments that we believe would improve the guidance.

Objectives of the Study

The COSO report states that the primary objective of the study is to help management better
control their business. However, we believe that the COSO report should state in chapter 1
that one objective of the report is to provide guidance for evaluating the effectiveness of
internal controls over financial reporting as well as to help management control their
business. By stating this as an objective of the study, the private sector takes a leading
position in this initiative. Also, the cover letter to the COSO report states that the report
was produced as a direct result of the Treadway Commission (Commission)
recommendations which emphasized the need for an effective system of internal control to
prevent fraudulent financial reporting. The suggested change will clarify that the objectives
of the study are consistent with the recommendations of the Commission.

We believe that the COSO report also should emphasize in chapter 1 that the report is a
framework which may be used by management of individual entities to develop specific
programs to evaluate the effectiveness of internal controls over financial reporting. For
example, a manufacturing entity will have to develop specific steps in its evaluation process
that are different from those used by a financial institution.

Definition of Internal Control

We believe the definition of internal control should be modified to exclude the nine
components. Those nine components are simply one of many ways subparts of internal

s,__.. m e
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control may be classified; the classification scheme, in and of itself, is not important to the
definition. Our suggestion for the definition is as follows:

Internal control comprises the environment, plans, policies, systems and
procedures established, executed and monitored by an entity’s board of
directors, management and other personnel to foster achievement of the
entity’s objectives in a prudent, cost-effective manner.

This definition has the following advantages:

» It retains the broad concept of internal control as a process synonymous with
management control of an entity’s resources and activities, along with the concept
that management is responsible for internal control even though many internal
control activities are conducted at lower levels of the organization.

» It retains the concept that internal control is objectives oriented and implies that
internal control design should start with defined objectives.

» It embodies the concept that internal control fosters achievement of an entity’s
objectives rather than provides absolute assurance that defined objectives will be
achieved.

» It embodies the concept that internal control should be considered in light of costs
and benefits.

This suggested definition may be applied to specific objectives within an entity, for
example, objectives relating to financial reporting, in the same manner as is contemplated
elsewhere in the study.

Components

As noted above, we regard the nine components of internal control discussed in the study
as one of many ways the subparts of internal control may be classified. We believe that
any classification scheme is simply a means to organize the discussion and consideration of
those subparts. For example, the definition of internal control proposed in the COSO
report (and the alternative definition we suggest in this letter) is essentially the same as the
broad definition that appears in the professional auditing literature. The only difference is
that the subparts in the auditing literature are classified into only three subparts—the control
environment, the accounting system, and control procedures.

Regardless of the classification scheme used, as one works with the concepts of internal
control, it becomes apparent that an entity’s control activities may be classified in more than
one way. For example, procedures applied by management to follow up on variations
from an entity’s business plan are covered by all three subparts referred to in the auditing
literature.

Recognizing the purpose and inherent limitations of any classification scheme, our
preference would be to reduce the number of classification categories to the following six:

el
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¢ Commitment to Control

Management integrity and style

Corporate culture and ethical values
Corporate oversight (board/audit committee)
Organizational structure

Self-assessment mechanism

e o o o o

* Planning

Goals and objectives
Risk assessment
* Change management

¢ Communication
e Personnel

*  Monitoring and Feedback

¢ Information system
* Internal audit

*  Outside sources

* Response mechanisms

* Control Procedures

We believe that reducing the number of categories makes it easier to work with the
document and the concepts more understandable. We recognize that the classification of
control activities is not as important as whether control objectives are met in a cost-effective
manner.

Material Weaknesses

We agree that the material weakness concept is the best measure for determining the
effectiveness of internal controls over financial reporting. However, we believe that the
cost/benefit concept should not be considered in determining whether a deficiency is a
material weakness as implied on page 160. We also believe that chapter 15 should be
amended to state that management should not issue an unqualified opinion on the
effectiveness of internal control over financial reporting if a material weakness exists.

The points of focus in Appendix C have been presented to assist management in developing
a program to review the effectiveness of an entity’s internal control system. However, in
order to enhance the usefulness of the guidance presented in Appendix C, we believe that
there should be a clear link between the points of focus in Appendix C and material
weaknesses which should be the threshold for measuring effectiveness of internal control.

M . Reportine to External Parti

We agree with the COSO report that there should not be external reporting on the
effectiveness of internal controls over operations or compliance with laws and regulations.
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We do not believe that adequate criteria for evaluating the effectiveness of internal controls
over these categories of controls has been developed. We also believe that the reasons for
not proposing public reporting on internal controls over operations and compliance with
laws and regulations should be included in the final COSO report. The Treadway
Commission’s recommendation for management to report on the effectiveness of internal
controls was not intended to include reporting on such internal control objectives.

We agree that both annual and interim financial statements should be included in the scope
of the management report to clarify which financial statements are covered by
management’s report. Further, in order to ensure that user’s expectations do not exceed the
scope of management’s assertion on the effectiveness of the internal control system
included in its report, a caveat should be included in management’s report for inherent
limitations of internal controls.

On page 152, the COSO report states that a reader of the management report "... might
justifiably assume an internal control system or certain components of the system
considered to be effective at a point in time will continue to be effective in the future." We
believe that the COSO report should more clearly state that the conclusions in the
management report with respect to effectiveness of internal controls over financial reporting
cannot be projected to future periods.

h mm

The COSO report appears to be directed primarily towards large, publicly-owned
corporations rather than smaller entities. Some of the discussion of the components would
not apply to smaller entities. For example, few small entities have an internal audit
function, a formal code of conduct, or an audit committee. Also, the formal evaluation
process as described in the COSO report would be disproportionately time consuming and
costly for the smaller entities. There are other examples throughout the report that may
prove difficult for the small entity to implement. We believe the COSO report should
address the needs of the small entities separately and recognize that the same level of
controls may not be necessary for small entities.

The COSO report refers to but does not include the audit committee guidelines contained in

the Treadway Commission report. We believe such guidance should be included in an
appendix to the COSO report.

* %k %k X%

We would be pleased to discuss any comments that you may have concerning our letter.

Very truly yours,

KPMA foud Wantoeid

KPMG PEAT MARWICK

A>
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Certified Public Accountants

Three Chestnut Ridge Road Telephone 201 307 7000 Telecopiers 201 9308617
Montvale, NJ 07645-0435 Telex 424382 PMONT Ul 2019308759

6859656 PMMONT

June 1, 1991

Committee of Sponsoring Organizations of the Treadway Commission
1211 Avenue of the Americas

6th Floor

New York City, New York 10036-8775

Dear Sirs:

I am writing to comment on the recently exposed document entitled, Internal Control-
Integrated Framework (hereafter, "the document”). My concerns about the document are
described below. However, I must preface these descriptions by noting that, despite the
KPMG Peat Marwick letterhead, I am writing as a member of the academic community.
Specifically, effective this fall I will be leaving my temporary position with KPMG and
returning to the University of Illinois at Urbana-Champaign where I hold a permanent
position as Professor of Accountancy.

As a member of the academic community, I am especially concerned about the nature of
many of the conclusions drawn in the document given the research program which was the
apparent basis for them. I would characterize the research as an opinion survey (coupled
with a literature review). From such a survey one can learn a number of valuable things--
especially what persons' perceptions are. For example, this type of research program is
especially useful for learning that there are many diverse views of what internal control is
and who owns it. However, this type of research program is not very good for drawing
conclusions about actual real-world relationships-- for ¢xample, determining what actually
causes internal control failures or what makes a control system effective. Field studies or
experimentation would seem to be more appropriate if the objective is to address real-world
empirical phenomena. Unfortunately, the comparative advantages and disadvantages of
the research program are not adequately reflected in the document especially pot in the
conclusions drawn therein.

I also think that the role of incentives is not adequately considered within the document.
Indeed, the document virtually ignores incentives. This, of course, is in substantial
contrast with the scholarly accounting literature and is in contrast with much of the popular
business press. As I see it, incentives can be viewed as an alternative to control in the
traditional sense. Indeed, adopting this alternative would provide a much more positive
frame for the whole project relative to that currently in place. That is, in modern business
environs, people are viewed in a positive light, but are recognized as economic animals
who will respond to economic incentives. They are, therefore, empowered to "get the job
done" within a setting in which it will be in their interest to do so. This frame contrasts

Member Firm of
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with the more traditional view-- people are viewed as inherently "evil" and in need of
control.

In addition, I have several concerns related to the definition of internal control. First, I am
concerned about aspects of the notion of "reasonable assurance” and about the
operationalization of this notion in terms of the so-called "prudent person" and in terms of
"cost-benefit analysis." Specifically, consistent with considerable prior literature, the
document states that internal control provides reasonable rather than absolute assurance.
Further, we are told that reasonable assurance envisions that persons will act prudently and
(implicitly) that controls should be instituted to the extent that they are cost beneficial.
These are not new notions. Nevertheless, I have some concerns about the extent to which
they actually can be used in practice to guide the appropriate establishment of controls
which in turn (as the document notes) is intended to ensure reliable financial reporting.
Consider the following example-- Company X could establish control A at a cost of
$1,000,000.00. If control A were established, Company X would save $1,001,000.00
(i.e., a return on the investment of .1%). Thus, from the cost -benefit perspective
presented in the document, it seems that control A should be established. However, if
Company X were to invest $1,000,000.00 to expand its production capacity (instead of
establishing control A), it would earn a return of 15%. Should Company X be expected to
make the investment in the control?

This example points our that the opportunity cost of funds potentially invested in internal
controls must be considered. However, there still are other issues which complicate
practical application of these concepts. To illustrate, it is not clear how even when
alternative uses of funds are considered, focussing on control costs and benefits necessarily
will result in the optimal level of reliable financial reporting?? Similarly, considerable
academic research has reported that people generally do not have a good understanding of
how much they know. Consequently, I am puzzled about the description of a prudent
person as someone who is " . . .aware of his or her own ignorance . . . " Also, it would
seem more appropriate to characterize the level of ability of the prudent person as at least
the average ability of those in his/her profession. This discussion suggests that the notions
of reasonable assurance, the prudent person and cost-benefit analysis are not sufficiently
developed for the purpose of guiding practice with respect to internal control system design
within US companies. Such a concern becomes exacerbated if one recognizes that many
US companies are multinational in character and that there may be substantial differences
amongst nations in terms of how these notions are operationalized.

Lastly, the role of ethical values in the internal control definition remains something of a
dilemma to me. On the one hand, I can see the vaiue of discussing the need for businesses
to encourage employees to do what is "right" as opposed to what is allowed by regulation
or legislation. On the other hand, however, this seems inevitably to lead to a quagmire. To
illustrate, doing what is right seems to require one to articulate a philosophical perspective
which provides the basis for evaluating actions. However, since no one philosophical
perspective can be shown to be better than another and since each could lead to different
notions of what is right, it is not clear that anything will be gained by this (i.e., since any
behavior can be shown to be consistent with some philosophical perspective).
Nevertheless, management will be forced to articulate their philosophy and, perhaps this is
the benefit-- once it is articulated, it is open for scrutiny. Irrespective of the value of such
articulation, I find that the statement in the accompanying discussion that "ethics pays" is
somewhat gratuitous and overly simplified. Clearly, the popular press is full of
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instances (e.g., firms selling chemical weapons to countries like Iran and drug companies
selling AIDS drugs at very high prices) in which this may not be the case unless one is

willing to take an extremely long-term perspective or adopt a very unusual philosophical
perspective.

Sincerely,

g Ll
e

Ira Solomon
Professor of Accountancy
University of Illinois at Urbana-Champaign
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DEKALB |

GENETICS
CORPORATION

3100 Sycamore Road
DeKalb, lllinois 60115
(815) 758-3461

June 3, 1991

Committee of Sponsoring Organizations
of the Treadway Commission

1211 Avenue of the Americas

New York, New York 10036-8775

Dear "COSQ":

I appreciate the effort that went into generating the Internal Control
exposure draft. There is very much in the draft which will be useful.
Understanding a total framework of internal control is a large task which
grows in dimension when trying to write it down. I have not undertaken
such a task, so I feel a bit presumptuous commenting on one that others
have done. None-the-less, I have one comment and one concern associated
with the draft.

THE CONCERN

Having provided something which is reputed to be "everything you ever
wanted to know about internal control", we are likely to have some
regulatory or legislative body attempt to codify it. Then, instead of
having something which is useful in guiding and evaluating our
businesses, we will have something which will be burdensome because it
will not quite fit when it is written in law or regulation.

THE COMMENT
Throughout the draft, it appears that there is confusion about what is
internal control and what is "process". In this statement I define
"process” as the steps necessary to produce an on-spec product or
service. For example, if we want to make a piece out of bar stock,
the "process" defines all of the steps necessary to:

-purchase the proper material and get it to the machining line.
-machine the piece, including appropriate speeds and feeds and other
machining instructions necessary to produce the proper specifications
a predictable percentage of the time (presumable very close to 100% of
the time).

-handle the piece in the processing line and subsequently until the
customer receives the piece and is happy with it.

Telex 210-097
FAX (815) 758-3711



In my opinion, internal control is what you need to do to ensure that
the "process" does what it is supposed to do and is followed. The
same separation of definitions works in the finance area. The process
defines all of the steps necessary to (for example) properly close the
books. Internal control is what you need to do to assure that the
process works and that you actually did what you have previously
defined as the way to properly close the books. Clearly, even though
internal control may be separate from process, the two must be closely
integrated to benefit from timely feedback.

Thank you for an opportunity to comment on such a large undertaking.
Very truly yours,

Vet

Alan D. Skouby™ /77
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Cémmlttee of ,
Sponsoring Organizations of the Treadway Commission

1211 Avenue of the Americas, 6th Floor, New York, NY 10036-8775 Telephone (212) 575-6656

June 12, 1991

To: Richard M. Steinberg, Coopers & Lybrand
Howard Siers, Consultant
Project Advisory Council to €080
P. Norman Roy, Financial Executives Institute
William G. Bishop, Institute of Internal Auditors
Jack Albert, SBecurities & Exchange Commission
Louis Bisgay, National Association of Accountants

Gentlemen:

This is the fifth batch of comment letters (there are six) on the
exposure draft, "Internal Control -- Integrated Approach.

Sincerely,

/

/I

Thomas P. Kelley, CPA
Group Vice President
Professional

TPK: jmy
Enclosure

Robert L. May. Chairman Alvin A. Arens William G. Bishop Thomas M. O'Toole P Norman_Roy

Representing the Representing the Representing The Representing the . Repvesgnlmg the

American Institute of American Accounting Association Institute of Internal Auditors National Association of Accountants Financial Executives institute
Centified Public Accountants
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GROUP INC.

400 Nantk Faurth Street
Bismarck. ND 58501
(707 222-7900

May 29. 1991

COSO Committee
1211 Avenue of the Americas
New York, New York 10036

Subject: Internal Control - Integrated Framework Exposure Draft

I recently reviewed the Exposure Draft (ED} and found the publication to be a
very good reference document for effective internal controls. The primary
objective of the study was to help management of businesses and other entities
Letter conltrol their organizaticn’s activities. I believe the document will be
helpful to managers, and that it does provide a starting point for implementation
bty individual entities, for education and tor assessmenls of internal contrel.
However, much of the ED duplicates practices and evaluations we already complete
al our company, and the document is lengthy and duplicative within itself.

1 agree with the fundamental concepts in the ED definition of internal control
and that the definition should remain broad to encompass all aspects of
controlling a business. The scope of Internal Auditing includes examining and
evaluating the adequacy and effectiveness of the svstem of internal control.
This is to determine whether the system provides reasonable assurance that the
organization’s goals and objectives will be met efficiently and economically,
and that the system is functioning as intended. We review controls regarding
operations and financial reporting, and compliance with contracts, company
policies and procedures, laws and regulations. Accounting, administrative and
operational controls have an important impact on the scope of our work and toward
achievement of management objectives.

The ED definition of internal control contains nine components essential to
effective internal contreol., I agree these components are important for effective
internal control, and discussion regarding each of these items is necessary
toward development or assessment of internal control systems. However, I do not
believe all of these components belong in a definition of internal control. Many
of the components simzly repeat the various functions of management, which makes
the definition of internal control unnecessarily long. Internal controls are
simply whatever process, actions taken, or system is used to plan and direct
accomplishment of management objectives. They can include manual or automated
controls, be preventive or detective controls, and encompass various means and

methods,

The control envircnment provides the foundation for and influences the interual
control svstem. I{ 2ny compcouents remain in the definition of internal control,
"1 would limit the components to the managemsnl environment, along with the need
to establish objectives and control procedvres to achieve the objectives.
Objectives must be identified before internal contrcls can exist. Control
proceduies provide reascenable ascurance of thneir achievement, Each c¢f the other
components discussed in the ED are again basic functious of management, or in
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my opinion, are part of the above components. Strong, effective centrols result
from proper planning, organizing and directing by management personnel.

There are nine chapters in the ED which describe each of the components.
Aprendix € to the LEP includes numerous questions relevant to each of the
compeonents. The Appendix alsc contains a detailed reference manual which
identifies objectives, potential impediments, and control focus points for
various organizaticnal activities. 1 found these chapters and the Appendix to
be very informative, and to provide a good understanding of the criteria- for
effective internal control. However, the chapters are quite duplicative and do
not provide any new evaluation tools for our ccmpany. Thev do provide a good
relerenze for educeating pconle about each of the basic control concepts.

1 expect the final draft will be a good refercnce document for manacement
rersonnel, and thst it will be useful in helping managers to understand ard
improve controls regarding their activities. The evaluation tools contaired in
the ED are helpful but deo not previde anything new to our organization. We have
already ‘ncluded these guestions and evaluation tools in current internal
anditing procedures, as part of a management controls environment questionnaire
we complete aunnually for our external auditors, or as part of the sell-
assessment uestionnaire we completed in conjunction with the Treadway Commission
report. The toolz in the ED would therefore bz used only as a suppliement to our

The ED alsc includes a chapter which discusses management reporting to external
parties, 1 think it is a gcod idea to include this discussion in the document
for those whe nced direction in developing a nauagerent report. We curreatly
inciude in our Annual Repert a management repcrt which saddresses internal
accounting controls as well as specific elenents discuss2d in the ED chapter,
These elemerts include the audit commiittee, written macagement peclicies and
procednre=s, organizatisnal structure, selection and training of personnel, s co