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This Update summarizes recent developments relating to public 
company audit committees and their oversight of financial reporting and 
of the company’s relationship with its auditor. 

SEC Enforcement Hits Company and CFO, CAO, 
Engagement Partner, and Consultant for Mis-
Characterizing Internal Control Weaknesses  
 
On March 10, the SEC announced the settlement of administrative 
enforcement proceedings against Magnum Hunter Resources (MHR), an 
oil and gas exploration and production company, along with the 
company’s Chief Financial Officer, Chief Accounting Officer, audit 
engagement partner, and a consultant retained to assess the company’s 
internal control over financial reporting (ICFR).  The thrust of the case is 
that management, the consultant, and the auditor improperly concluded 
that certain ICFR deficiencies were only significant deficiencies and did 
not rise to the level of material weaknesses.  The case underscores the 
importance the SEC places on the disclosure of material weaknesses, 
even when they are not accompanied by financial reporting violations.  
 
Applying the SEC’s definitions of “material weakness” and “significant 
deficiency” to particular facts and circumstances can require the exercise 
of considerable judgment.  Under SEC Regulation S-X: 

 
 A “material weakness” is a “deficiency, or a combination of 

deficiencies, in [ICFR] such that there is a reasonable possibility 
that a material misstatement of the company’s annual or interim 
financial statements will not be prevented or detected on a timely 
basis.”  In this context, “reasonably possible” means that the 
chance of a misstatement is “more than remote”.  
 

 A “significant deficiency” is a “deficiency, or a combination of 
deficiencies, in [ICFR] that is less severe than a material 
weakness, yet important enough to merit attention by those 
responsible for oversight of the registrant’s financial reporting.”  

 
If a material weakness in ICFR exists at the end of the company’s fiscal 
year, ICFR is, by definition, not effective, and management’s ICFR 
assessment and the auditor’s opinion on ICFR must disclose the material 
weakness.  On the other hand, if only significant deficiencies in ICFR 
exist, controls are effective and the deficiencies do not need to be 
disclosed, although they must be reported to the audit committee and 
steps taken to remediate the deficiencies. 
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According to the SEC’s order against the company, between 2009 and 
2011, MHR made several acquisitions, and this rapid growth imposed 
burdens on its accounting department.  In February 2011, the external 
auditor advised the CFO, CAO, and audit committee that the accounting 
department was experiencing "manpower issues" and “lacked sufficient 
personnel to complete required tasks on a timely basis.”  Beginning in 
November 2011, the company failed to complete its standard monthly 
close process and began closing its books on a quarterly basis, with only 
sporadic monthly closes.   
 
For the year ending December 31, 2011, MHR retained an outside 
consultant to document and test its controls.   In February, 2012, the 
consultant issued a report to management and the audit committee.   
The report stated that the “accounting and financial reporting team has 
experienced significant delays in preparing financial statements and 
reports” and identified control deficiencies, including: “(a) instances in 
which reconciliations were not prepared, reviewed, or approved on a 
timely basis; (b) failures to document the completion of required monthly 
management reviews; and (c) significant delays in preparing financial 
statements and reports due to ‘inadequate and inappropriately aligned 
staffing.’”  The report also stated: 
 

“[T]he potential for error in such a compressed work environment 
presents substantial risk. With complex financial and reporting 
structures there are few individuals within the team with the capacity 
to perform many tasks and there is little time for senior reporting 
personnel to review, analyze, and evaluate because they are 
performing transaction level reporting tasks.”  (emphasis in SEC 
order) 

 
The consultant concluded, however, that these control problems 
represented a significant deficiency, not a material weakness, in ICFR.  
The company accepted this conclusion, and management’s 2011 ICFR 
assessment reported that ICFR was effective as of December 31, 2011.  
 
In performing the 2011 audit, the outside auditor identified the same 
ICFR issues as did the consultant.  The engagement partner reported to 
the audit committee that “there is not adequate internal control over 
financial reporting due to inadequate and inappropriately aligned 
staffing.”  He also noted that “this factor increases the possibility of a 
material error occurring and being undetected and reduces the 
Company’s ability to file its 10-K on time.”  Nonetheless, the engagement 
partner also decided that these control deficiencies rose only to the level 
of significant deficiencies, rather than material weaknesses.  The SEC 
order states that both management and the auditor based their 
conclusions, at least in part, on the fact that there were no material errors 
in the 2011 financial statements.  
 
The severity of Magnum’s ICFR issues came to light in late 2012.  On 
November 14, the company restated it second quarter Form 10-Q to 
correct a material error related to stock-based compensation.  In 
connection with the restatement, management disclosed that material 
weaknesses existed as of June 30, 2012 related to, among other things, 
“a lack of sufficient, qualified personnel to design and manage an 
effective control environment.”  In its 2012 Form 10-K, the company 
disclosed 14 material weaknesses, including that “[i]n certain areas the 
Company did not have sufficient personnel with an appropriate level of 
knowledge, experience and training commensurate with the growth of the 

http://www.sec.gov/litigation/admin/2016/34-77345.pdf
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Company's corporate structure and financial reporting requirements” and 
not upgrading “resources around internal audit, tax, financial reporting 
and certain accounting areas.” 
 
The SEC found that MHR and the individuals failed to properly evaluate 
and apply applicable ICFR standards and improperly concluded that 
MHR had no material weaknesses as of December 31, 2011. 
As stated in the SEC’s MHR order: 
 

“[W]hile actual errors may inform assessments of control 
deficiencies, the presence of an actual error is not a prerequisite to 
concluding that a material weakness exists. Rather, management is 
to consider whether there is a reasonable possibility that a material 
misstatement will not be timely detected or prevented. In addition, 
the effectiveness of a company’s ICFR is assessed at a specific 
point in time—as of the end of the fiscal reporting period. Planned or 
anticipated remedial efforts are irrelevant to the analysis.” 

 
Without admitting or denying the violations, the company consented to 
the issuance of the SEC’s order directing it to cease-and-desist from 
violating the reporting and internal control provisions of the Securities 
Exchange Act.  The company also agreed to pay a civil penalty of 
$250,000.  Cease-and-desist orders by consent were also entered 
against the CFO, CAO, engagement partner, and consultant.  The 
consultant and CFO were also ordered to pay civil penalties of 
respectively $15,000 and $25,000.  The engagement partner and CAO 
were barred from practicing before the Commission, with the right to 
seek reinstatement after one year.  
 
Comment:  As discussed in prior Updates (e.g., February-March 2016 
Update and October-November 2014 Update), the SEC’s enforcement 
program (like the PCAOB’s inspection program) is focused on ICFR 
compliance.  This case is a reminder that the requirement to maintain 
effective internal control is a statutory obligation, violations of which can 
result in enforcement action, independent of the existence of any 
financial reporting violations.   The SEC staff has in the past raised 
questions about the fact that material weaknesses are seldom disclosed 
until the company is compelled to restate to correct a material error in its 
financial reporting.  See January 2014 Update.  This case illustrates the 
Commission’s willingness to examine whether restating companies 
should have disclosed material weaknesses prior to the restatement and 
to impose penalties when it appears that individuals were aware of the 
weaknesses. 
 
For audit committees, the lesson is that it is important to ask questions 
and understand management’s rationale when the committee is informed 
that there are significant deficiencies in ICFR.  While the committee 
should not be expected to substitute its judgment for that of experts as to 
whether a deficiency is material or significant, audit committees should 
recognize that the absence of material errors in the financial statements 
is not a basis for concluding that a control deficiency is not a material 
weakness.    
 

http://www.bakermckenzie.com/files/Uploads/Documents/Publications/NA/nl_na_auditupdate_febmar16.pdf
http://www.bakermckenzie.com/files/Uploads/Documents/Publications/NA/nl_na_auditupdate_febmar16.pdf
http://www.bakermckenzie.com/files/Publication/76a142ba-ce58-4e74-8bb7-6fe51bb80dff/Presentation/PublicationAttachment/c63a8810-4af2-4a3f-9917-72ed25259fb3/al_bf_auditcommitteeupdate_octnov14.pdf
http://www.bakermckenzie.com/files/Publication/2e1778a8-3a73-46f9-8efa-6b6e79c3dcae/Presentation/PublicationAttachment/660e93e5-453f-4c64-8db3-715577a0cb97/Al_Global_AuditCommitteeUpdate_Jan14.pdf


 

Update │ April  2016                                                                                                                                                           4 

SEC Chair and Chief Accountant are Concerned 
About the Growing Use of Non-GAAP Financial 
Measures and Warn that Audit Committees 
Should Be as Well  
 
In recent public statements, senior SEC officials have expressed concern 
about the proliferating use of non-GAAP measures in public company 
financial reporting.  These statements have often been accompanied by 
suggestions that the audit committee should be taking a close look at the 
company’s selection and presentation of non-GAAP data.   
 
Non-GAAP measures are numerical financial metrics that are created by 
adjusting a measurement computed under generally accepted 
accounting principles (GAAP) to eliminate elements of the GAAP figure.  
The objective, at least in theory, is to provide a more meaningful 
measure of some aspect of the company’s activities.  Earnings before 
interest, taxes, depreciation, and amortization (EBITDA) is a common 
(and uncontroversial) example.  SEC Regulation G permits companies to 
disclose non-GAAP information that the company believes is relevant 
and useful to an understanding its performance and financial operations, 
but requires the non-GAAP disclosures to be reconciled to GAAP and 
given equal prominence with GAAP financial reporting. 
 
In her December 9, 2015 address to the American Institute of Certified 
Public Accountants’ Conference on SEC and PCAOB Developments 
(see January 2016 Update), SEC Chair Mary Jo White said that non-
GAAP reporting “deserves close attention” and “in some instances, may 
be a source of confusion.”  Regarding company oversight of these 
disclosures she stated: 
 

“While your chief financial officer and investor relations team may be 
quite enamored of non-GAAP measures as useful market 
communication devices, your finance and legal teams, along with 
your audit committees, should carefully attend to the use of these 
measures and consider questions such as:  Why are you using the 
non-GAAP measure, and how does it provide investors with useful 
information? Are you giving non-GAAP measures no greater 
prominence than the GAAP measures, as required under the rules? 
Are your explanations of how you are using the non-GAAP measures 
– and why they are useful for your investors – accurate and 
complete, drafted without boilerplate? Are there appropriate controls 
over the calculation of non-GAAP measures?”  

 
On March 16, Chair White reiterated her concerns about the use of non-
GAAP measures during comments at the U.S. Chamber of Commerce’s 
Capital Markets Summit (available as a video on the Chamber’s website; 
discussion of non-GAAP measures begins at minute 33).  Two days 
earlier, SEC Commissioner Kara Stein also raised questions about non-
GAAP measures – which she referred to as “earnings before bad stuff” – 
in her statement at the SEC’s March 14 public meeting on the PCAOB’s 
2016 budget.  And, on March 22, in an address to the 12th Annual Life 
Sciences Accounting and Reporting Congress, SEC Chief Accountant 
James Schnurr discussed non-GAAP measures:  
 

“I am particularly troubled by the extent and nature of the 
adjustments to arrive at alternative financial measures of profitability, 

https://www.sec.gov/news/speech/keynote-2015-aicpa-white.html
http://www.bakermckenzie.com/files/Uploads/Documents/Publications/NA/nl_na_auditcommitteeupdate_jan16.pdf
http://videos.uschamber.com/detail/videos/capital-markets-summits/video/4805706279001/2016-capital-markets-summit---conversation-with-sec-chair-white
https://www.sec.gov/news/statement/stein-remarks-open-meeting-pcaob-031416.html
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as compared to net income, and alternative measures of cash 
generation, as compared to the measures of liquidity or cash 
generation. In my view, preparers should carefully consider whether 
significant adjustments to profitability outside of customary measures 
such as EBITDA or non-recurring items or other charges to the 
business, such as the sale of portions of the business in order to 
provide the user with an understanding of how these events impact 
trends and future performance, are appropriate. As it relates to cash 
measures, I believe those measures should be reconciled to cash 
flow from operations.” 

 
Like Chair White, Chief Accountant Schnurr urged that the audit 
committee play a role in evaluating the use of non-GAAP measures.  He 
stated that non-GAAP reporting “should warrant increased focus by 
management and the audit committee”  and that this focus “should go 
beyond determinations that the measures comply with the Commission’s 
rules and include probing questions on why, in contrast to the GAAP 
measure, the non-GAAP measure is an appropriate way to measure the 
company’s performance and is useful to investors.” 
 
Comment:  These comments by SEC officials signal that review of non-
GAAP reporting is a priority issue for the SEC.  Audit committees should 
be aware of the non-GAAP measures their company is disclosing and of 
the rationale for those measures.  Attention should also be paid to the 
controls around the accuracy of the calculations involved, particularly 
when those calculations include metrics that are not within the scope of 
ICFR (e.g., changes in number of customers).   The four questions 
suggested by Chair White (and quoted above) would be a good starting 
point for a discussion of non-GAAP measures.  Another useful reference 
is a recent publicly-available Deloitte publication, Top 10 Questions to 
Ask When Using a Non-GAAP Measure.  
 

81 Percent of the S&P 500 Published Sustain-
ability Reports Last Year, and the SEC is Taking 
Notice; Institutional Investors, Not So Much 
 
Voluntary sustainability reporting has become the norm for large public 
companies in the United States, and a new SEC release suggests that 
the Commission is considering whether to change its longstanding 
position and require sustainability disclosures.  At the same time, a 
recent survey finds that most institutional investors do not use 
sustainability information in their decision-making.  
 
G&A Annual Survey  
 
On March 15, the Governance & Accountability Institute (G&A), a 
sustainability consulting firm, released the results of its fifth annual 
analysis of sustainability reporting by S&P 500 companies.  G&A found 
that 81 percent of the companies in the S&P 500 index published a 
sustainability or corporate responsibility report in 2015.  The popularity of 
voluntary sustainability reporting has increased dramatically during the 
past five years.   According to G&A, in 2011, only 20 percent of S&P 
companies released such reports; 53 percent did so in 2012, 72 percent 
in 2013, and 75 percent in 2014.   
 
G&A also reported that, by industry sector, the highest number of non-
reporting companies were in the consumer discretionary sector (24 non-

http://www2.deloitte.com/us/en/pages/audit/articles/hu-top-10-questions-to-ask-when-using-a-non-gaap-measure.html
http://www2.deloitte.com/us/en/pages/audit/articles/hu-top-10-questions-to-ask-when-using-a-non-gaap-measure.html
http://www.ga-institute.com/nc/issue-master-system/news-details/article/flash-report-eighty-one-percent-81-of-the-sp-500-index-companies-published-corporate-sustainabi.html
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reporters/28 percent of the sector), financials (24 non-reporters/27 
percent of the sector), and information technology (15 non-reporters/22 
percent of the sector).  In contrast, the sectors with the lowest number of 
non-reporting companies were consumer staples (1 non-reporter/3 
percent of the sector), telecommunications services (1 non-reporter/ 20 
percent of the sector), and materials (no non-reporters).  (Sector 
percentages in this paragraph were computed by the Update.)    
 
Hank Boerner, G&A’s Chairman, stated in a press release: "As we 
continue to see a steady increase in corporate sustainability and 
responsibility reporting, we wonder what the thinking is in the non-
reporting enterprises. These companies are now clearly laggards in this 
important peer group (the S&P 500), which is a very important 
benchmark for institutional investors.” 
 
SEC Disclosure Effectiveness Concept Release  
 
On April 15, the Securities and Exchange Commission published a 
concept release inviting comments on potential improvements to its 
business and financial disclosure requirements for public companies.  
While not the major thrust of the concept release, one interesting aspect 
is that it suggests that the Commission may consider requiring 
sustainability reporting.  
 
In a press release, the SEC stated that it is seeking “input on whether the 
disclosure requirements continue to elicit the information that investors 
need for investment and voting decisions and how registrants can most 
effectively present the information.”  The Commission also invited 
comment on the costs and benefits of its disclosure requirements.  The 
concept release is part of a broad SEC review of the disclosures that 
companies make to investors and how those disclosure are presented 
and delivered. (The topics addressed in the concept release do not 
include the governance and compensation disclosures that appear in 
proxy statements, although the Commission may invite comment on 
those topics in a later phase of the study.  Similarly, audit committee 
disclosures are not included; however, the SEC invited comment on 
those disclosures last year (see July 2015 Update). 
 
With respect to sustainability disclosure (referred to in the release as 
ESG – environmental, social, and governance), the Commission notes 
that it has “determined in the past that disclosure relating to 
environmental and other matters of social concern should not be required 
of all registrants unless appropriate to further a specific congressional 
mandate [e.g., conflict minerals disclosure – see August-September 
2015 Update] or unless, under the particular facts and circumstances, 
such matters are material.”  The Commission is, however, apparently 
prepared to reconsider this position: 
 

“We are interested in receiving feedback on the importance of 
sustainability and public policy matters to informed investment and 
voting decisions. In particular, we seek feedback on which, if any, 
sustainability and public policy disclosures are important to an 
understanding of a registrant’s business and financial condition and 
whether there are other considerations that make these disclosures 
important to investment and voting decisions. We also seek 
feedback on the potential challenges and costs associated with 
compiling and disclosing this information. 

 

https://www.sec.gov/rules/concept/2016/33-10064.pdf
http://www.sec.gov/news/pressrelease/2016-70.html
http://www.bakermckenzie.com/files/Uploads/Documents/Publications/NA/nl_washingtondc_auditupdate22_jul15.pdf
http://www.bakermckenzie.com/files/Uploads/Documents/Publications/NA/NL_Washington_AuditUpdate23_Aug15.pdf
http://www.bakermckenzie.com/files/Uploads/Documents/Publications/NA/NL_Washington_AuditUpdate23_Aug15.pdf
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*   *   *    
 
“The role of sustainability and public policy information in investors’ 
voting and investment decisions may be evolving as some investors 
are increasingly engaging on certain ESG matters.  According to one 
study, investors are more likely to engage registrants on 
sustainability issues than on financial results or transactions and 
corporate strategy. One observer expressed the view that ESG is not 
only a public policy issue but also a financial issue, noting a positive 
correlation between a ‘strong ESG record’ and excellence in 
operations and management.  Moreover, this observer specifically 
noted that regulatory risks posed by climate change are investment 
issues. Recent studies have also found that asset managers 
increasingly incorporate or have committed to incorporating ESG 
considerations into their financial analyses.” (footnotes omitted) 

 
The comment period on the SEC’s concept release runs until mid-July. 
 
Oppenheimer Institutional/Pensions & Investments  Investor Survey 
 
On March 30, OFI Global Asset Management (an affiliate of 
Oppenheimer Funds) and Pensions & Investments, a newspaper 
covering the money management industry, published the results of a joint 
survey of the “perceptions, attitudes and investment strategies” of 240 
institutional investors.  Survey respondents represented endowments 
and foundations, sponsors of corporate and public defined benefit 
pension plans, and sponsors of defined contribution pension plans.    
 
With respect to the role of ESG in the decision-making, the survey report, 
Institutional Investors: Shared Expectations, Divergent Paths, finds: 
 

“Not least amongst this survey’s compelling findings was the 
reported low rate of adoption of environmental, social and 
governance (ESG) criteria in investment decision-making principles. 
Of the institutional investors surveyed, 77% do not factor ESG 
considerations into their investment making decisions; with almost 
three quarter of respondents stating that either ESG’s value 
proposition is unclear, or that they don’t understand how to measure 
ESG’s success. 
 
“While this might be read as a general lack of interest on the part of 
U.S. institutional investors in ESG, perhaps it is a sign that these 
investors are in the earliest stages of understanding and 
incorporating these principles in their investment decisions. Of those 
that do use ESG principles, the 30% that are driven by expectations 
of better returns may provide an opportunity for managers to hone 
their messages of how their approach to investing based on these 
principles can positively impact returns over time. More generally, it 
presents an opportunity for managers to refine the ways in which 
they articulate their commitment to, and application of, ESG 
principles generally.” 

 
The Oppenheimer/P&I survey presents a different picture of the role of 
ESG in investment decision-making than does a survey released last 
year by the CFA Institute.  As discussed in the August-September 2015 
Update, the CFA Institute reported that 73 percent of the 1,325 Institute 
members (primarily portfolio managers and research analysts) that 

http://www.ofiglobal.com/assets/pdf/shared-expectations-divergent-paths-whitepaper.pdf
http://www.bakermckenzie.com/files/Uploads/Documents/Publications/NA/NL_Washington_AuditUpdate23_Aug15.pdf
http://www.bakermckenzie.com/files/Uploads/Documents/Publications/NA/NL_Washington_AuditUpdate23_Aug15.pdf
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responded to an email survey stated that they take ESG issues into 
account as part of their investment decision-making.   
 
Comment:  Sustainability reporting is rapidly becoming the norm for large 
public (and many smaller and  private) companies.  Depending on the 
industry in which the company operates, it may face investor, customer, 
and/or supplier demands for more transparency concerning a variety of 
ESG issues, particularly those related to its supply chain and carbon 
foot-print.  It is also likely that, over time, sustainability disclosures of 
various types will become mandatory, either as a result of the SEC 
expanding its definition of what is material for securities law reporting 
purposes or through direct Congressional mandates, such as the Dodd-
Frank requirement regarding the use of conflict minerals.  For audit 
committees, these types of disclosures will pose challenges involving 
oversight of compliance with new and possibly complex reporting 
requirements and of controls and procedures to assure the accuracy and 
reliability of these nontraditional disclosures.    
 

PCAOB Finds High Level of Compliance With its 
Audit Committee Communications Standard 
 
On April 5, the PCAOB issued a report entitled Inspection Observations 
Related to PCAOB Rules and Auditing Standards on Communications 
with Audit Committees.  The report, which is based on the Board’s 2014 
and 2015 inspections, provides information on compliance with the 
standards governing the information that auditors are required to 
communicate to public company audit committees.  In general, the report 
finds a high level of compliance with the communications requirements, 
although somewhat lower compliance among smaller audit firms.    
 
Auditing Standard No. 16, effective for audits of fiscal years beginning 
after December 15, 2012, requires the auditor to communicate with the 
company's audit committee regarding certain matters related to the audit 
and to obtain certain information from the audit committee.   In 2014, 
PCAOB conducted inspections of 219 accounting firms.  These 
inspections involved reviewing portions of 789 public company audits, of 
which 551 were subject to Auditing Standard No. 16.  Of these 551 
audits, 335 were performed by member firms of the six largest global 
networks (i.e., the Big Four, plus Grant Thornton and BDO).   In 140 of 
these inspections, the PCAOB staff interviewed the audit committee 
chair. 
 
In 36 audits (or seven percent) of the 551 audits inspected in 2014, the 
PCAOB determined that there were deficiencies in complying with 
Auditing Standard No. 16.  The Board states that these deficiencies 
“were more often identified in audits conducted by firms other than 
member firms of the six largest global networks”.  The deficiencies 
included instances in which firms did not: 
 

 Communicate an overview of the overall audit strategy, timing of 
the audit, and all of the significant risks the firms had identified; 

 

 Communicate, where applicable, that the firm believed there was 
substantial doubt about the issuer's ability to continue as a going 
concern and that it expected to include an explanatory paragraph 
to that effect in its audit report; and 

 

http://pcaobus.org/Inspections/Documents/2016-communications-audit-committees.pdf
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 Sufficiently document oral communications made to the audit 
committee regarding certain matters related to the conduct of the 
audit. 

 
With respect to the interviews of audit committee chairs, the report 
states: 
 

“Most audit committee chairs stated that the significant risks, 
including fraud risks, communicated by the auditor and the planned 
scope of the audit were appropriate. Audit committee chairs also 
noted that they focused their discussion on certain audit risks most 
applicable to the issuer, including revenue due to the presumed 
fraud risk, income taxes, emerging markets in foreign locations, and 
mergers and acquisitions.” 

 
The inspections staff also looked at compliance with auditor 
communications requirements, outside of Auditing Standard No. 16.  As 
to those separate requirements, the most frequently-observed 
deficiencies (usually involving smaller audit firms) included instances in 
which the auditor: 
 

 Did not make the required communications to the audit 
committee concerning independence; 

 

 In required communications with audit committees regarding 
independence, inaccurately described PCAOB rules as requiring 
that the firm describe to the audit committee those relationships 
that, in the auditor's professional judgment, bear on 
independence, when in fact, the relevant rule is not qualified by 
reference to an auditor's professional judgment; 

 

 Did not inquire of the audit committee about the risks of material 
misstatement, including fraud risks; and 

 

 Insufficiently communicated to the audit committee the scope of 
tax services performed and the potential effects of all tax 
services on the independence of the firm. 

  
Comment:  Since auditor/audit committee communications are a PCAOB 
inspections priority, audit committees may want review the PCAOB’s 
report (which is brief) to make sure they are generally comfortable that 
they are receiving the information required under the auditing standards.  
As the report reflects, this is more likely to be an issue with smaller 
accounting firms than with the major firms.  Audit committee chairs 
should also be aware of the PCAOB’s practice of interviewing chairs as 
part of the inspection of the audit firm in order to obtain insight regarding 
auditor/audit committee communications.   Finally, it’s useful not to lose 
sight of the purpose of the communications standards --  to provide the 
audit committee with insight into risks, including fraud risks, audit 
strategy, planned audit scope, and similar issues that are relevant to the 
audit committee’s work.  Rather than a check-the-box compliance step, 
these communications are intended to provide the audit committee with 
information and perspective from the auditor that will aid the committee in 
discharging its oversight responsibilities.    
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Securities Law Class Actions and SEC 
Enforcement Actions Were Both Up in 2015, 
Thanks in Part to Financial Reporting Cases  
 
According to two recent studies, the size of class action settlements, and 
the number of securities law class actions filed, both increased in 2015.  
A significant share of the cases involved financial statement disclosures 
or accounting issues, and smaller companies in particular now seem to 
be in the cross-hairs.  Further, the SEC brought a record number of 
enforcement actions in 2015 and is going strong in 2016, in part because 
it has deployed new analytical tools to identify possible financial reporting 
violations.    
 
Cornerstone Research 
 
Cornerstone’s Research’s annual report on class actions, Securities 
Class Action Settlements--2105 Review and Analysis, released on March 
29, finds that there were 80 securities class action settlements in 2015, a 
27 percent increase over 2014.  This represents the highest number of 
settlements since 2010.  The total dollar amount of settlements increased 
to $3 billion, 9 percent more than the average of the prior five years.  The 
average settlement size was $37.9 million, a 123 percent increase from 
$17 million in 2014. 
 
As to cases involving what Cornerstone characterizes as “accounting 
allegations”, 52 percent of 2015 settled class actions alleged GAAP 
violations, a decrease from 67 percent in 2014.  Restatements were 
involved in 22 percent of the cases.  Compared to cases without 
restatements, restatement cases were associated with settlements that 
were higher as a percentage of the case’s “estimated damages” (as 
computed by Cornerstone).   
 
On an industry basis, 11 of the 80 settled cases involved companies in 
the financial sector, up 57 percent over 2014.  Pharmaceutical sector 
settlements rose from 10 percent in 2014 to 14 percent in 2015.    
 
PWC 
 
During April, PWC released its annual analysis of securities law class 
actions, Small companies, big targets:  2015 Securities Litigation Study.   
PWC finds that there were 195 new federal securities law class action 
filings in 2015, an increase over both 2014 and 2013.  Two-thirds of the 
2015 cases were filed against micro-cap and small-cap companies.   
Smaller companies were especially prone to accounting-related 
allegations.  “While only one-quarter of the federal securities class action 
cases filed in 2015 alleged some form of accounting irregularity, nearly 
70% of those accounting-related suits targeted small- and micro-cap 
companies.”  PWC predicts that accounting litigation against smaller 
companies will continue to increase for two reasons: (1) the new GAAP 
revenue recognition standard, which requires the exercise of 
considerable judgment in revenue accounting, will take effect next year 
(see August-September 2015 Update), and (2)  the relaxation in the 
JOBS Act of reporting requirements applicable to certain smaller 
companies, including the requirement for external auditor ICFR 
attestation.  
 
Other significant points in the PWC study include:  

https://www.cornerstone.com/GetAttachment/a5260f54-a759-4ee3-933e-a83ab3681694/Securities-Class-Action-Settlements-2015-Review-and-Analysis.pdf
https://www.cornerstone.com/GetAttachment/a5260f54-a759-4ee3-933e-a83ab3681694/Securities-Class-Action-Settlements-2015-Review-and-Analysis.pdf
http://www.pwc.com/us/en/forensic-services/publications/assets/pwc-securities-litigation-study.pdf
http://www.bakermckenzie.com/files/Uploads/Documents/Publications/NA/NL_Washington_AuditUpdate23_Aug15.pdf
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 Accounting-related cases.  Fifty of the federal securities class 
actions filed in 2015 included accounting-related allegations (26 
percent of total cases).  Seventy-four percent of those cases also 
included allegations that the accounting irregularities exposed, or 
arose from, a failure to establish adequate internal controls over 
financial reporting.  In 2014, 58 percent of case included ICFR 
allegations.   

 
The most common accounting allegations were improper 
revenue recognition (21 cases) and understatement of liabilities 
and expenses.  Eleven of the 21 revenue recognition cases (42 
percent) alleged that fictitious revenue was recorded. The 
remaining ten cases alleged that revenue was fraudulently 
accelerated prior to meeting all GAAP criteria for recognizing 
revenue.  PWC observes that this “is particularly noteworthy 
given that GAAP rules surrounding revenue recognition are set 
to change (and become more subjective) over the next year.” 

 

 Non-accounting cases.   The great majority of the securities 
class actions filed in 2015 (145 cases or 74 percent of the total) 
did not include accounting-related allegations.  These cases fell 
into four categories:  initial public offerings (23 cases); M&A 
transactions (25 cases); allegedly false or misleading disclosures 
by public companies (60 cases); and allegedly late disclosure of 
negative information including investigations and poor product 
performance (37 cases). 

   

 Officers and directors as defendants.  PWC reports that one or 
more directors were named as defendants in 55 percent of the 
federal securities class actions filed in 2015 – the same 
percentage as in 2014.  PWC also reports that the audit 
committee was named in 9 percent of the cases, as compared to 
4 percent in 2014.  

 
SEC Enforcement 
 
Not to be outdone by the class action bar, the SEC’s enforcement 
program is operating at historically high levels.  According to an article in 
Law 360, on March 10, SEC Director of Enforcement Andrew Ceresney 
told a conference at the Georgetown University Law Center that the 
agency brought a record number of enforcement actions in 2015 and 
“shows no signs of slowing down in 2016.”   In fiscal 2015, the SEC 
brought 807 enforcement actions, the highest number in its history, and 
collected $4.19 billion in sanctions; the comparable numbers in 2014 
were 755 enforcement actions and sanctions of $4.16 billion.  Of the 
2015 SEC actions, 135 were accounting and disclosure cases.  
 
The Law 360 article also states that Mr. Ceresney noted that “new data 
analytics tools make it easier to detect insider trading and financial 
reporting fraud” and that “the SEC has also developed new ways to 
analyze financial reporting to clue the agency to potential misconduct.”  
He is quoted as having said:  “We’ve got this tool that allows us to look at 
the financial statements of companies and compare them to the financial 
statements of other companies, particularly in the industry in which 
they’re in.  Where we see aberrant results, it might suggest that there’s a 
potential issue.”  The enforcement staff has apparently been using these 
analytical tools for several years.  See July 2013 Update.  

http://www.law360.com/securities/articles/769941?nl_pk=181cacd1-3061-4695-ab30-165283bc8d8a&utm_source=newsletter&utm_medium=email&utm_campaign=securities
http://www.law360.com/securities/articles/769941?nl_pk=181cacd1-3061-4695-ab30-165283bc8d8a&utm_source=newsletter&utm_medium=email&utm_campaign=securities
http://www.bakermckenzie.com/files/Publication/7a5337ca-68dd-4868-92ef-d7acb1e3ae43/Presentation/PublicationAttachment/fb218656-2c0c-48f4-b1b4-dab50c6ca1fc/al_bf_auditcommitteeupdate_jul13.pdf
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The enforcement staff’s interest in bringing financial reporting cases does 
not seem to be abating.  On the contrary, Mr. Ceresney said that 
financial reporting “is an area that we are very focused on and I think 
we’ve done well to focus on.” 
 
Comment:  The PWC report offers the following as the lesson of the 
2015 litigation environment: 
 

“A small market capitalization does not shield a public company from 
the large attention of a shareholder suit, nor is regulatory protection 
from disclosure and attestation a defense to inadequate internal 
controls. Any potential accounting issue or disclosure, no matter how 
small, may catch the attention of investors. Issuers must, therefore, 
be open and transparent regarding their business operations and 
financial results, and continuously evaluate the effectiveness of their 
accounting controls and financial reporting and disclosure 
procedures--no matter their size.” 

 
The best protection against litigation is diligence and care in overseeing 
the company’s financial reporting.  At the same time, audit committees 
may want to be especially sensitive to issues arising in the areas that 
have traditionally attracted the attention of the plaintiffs bar and the SEC, 
particularly revenue recognition.  Thoughtful implementation of the new 
revenue recognition standard should also be a priority.      
 

Worldwide, Audit Committees and Internal Audit 
Departments are Working Better Together, But 
There is Room for Improvement  
 
On February 26, the Institute of Internal Auditors announced the release 
of a report, Interacting with Audit Committees:  The Way Forward for 
Internal Audit, which examines, on a worldwide basis, communications 
between internal audit departments and audit committees.  The report, 
authored by former COSO Chair Larry Rittenberg, is based in part on the 
CBOK 2015 Practitioner Survey in which 14,500 internal audit 
professionals in 166 countries and territories participated. The Global 
Internal Audit Common Body of Knowledge (CBOK) is an ongoing study 
of the internal audit profession. 
 
The premise of the report is that internal audit’s interaction with an audit 
committee (or equivalent board committee) is “one of the hallmarks of 
good governance, as well as an important relationship that supports 
internal audit independence and objectivity.”  The IIA’s standards require 
that the chief audit executive (CAE) communicate and interact directly 
with the board, and, as the report notes, “where an audit committee 
exists, the board usually delegates audit and control oversight 
responsibility to the audit committee.”   
 
The report identifies four “key themes” regarding the relationship 
between internal audit and audit committees: 
 

 While audit committee relationships have improved, there are too 
many organizations without effective audit committees.  “CAEs 
need a direct reporting line to the board (or audit committee of 
the board), and the board needs to 1) truly be objective (and not 

http://theiia.mkt5790.com/CBOK_2015_Interacting_Audit_Committees
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automatically defer to executive management, 2) understand the 
challenging role of internal audit, 3) have sufficient experience 
and judgment to exercise their fiduciary role, and 4) be 
knowledgeable about the risks of the organization.” 

 

 The frequency of [audit committee/CAE] meetings varies 
substantially by geographic region and by industry.  “Many 
organizations start with very active, hands-on committees with 
direct oversight over their mandated responsibilities. Over time, 
the audit committees mature as a) the mandate becomes 
clarified, b) needed oversight skills are identified, c) internal audit 
is identified as a key asset, and d) the geographic area from 
which audit committee members are selected is expanded. 
These items, coupled with a strong audit committee chair who 
stays in contact with the CAE, may lead to fewer but more 
effective meetings during the year.”  (footnote omitted) 

 

 Executive sessions [between the audit committee and the CAE] 
have increased, but there are differences between industries and 
regions.  “It is surprising that 25% of the respondents that report 
to audit committees do not have executive sessions with the 
audit committee. This low percentage is partially explained by 
culture, particularly in Asia where the culture values 
management views, and management power often cannot be 
questioned.  This is an area where internal auditors must build 
their relationships with audit committee chairs and ensure that 
executive sessions become part of the audit committee charter 
as well as the internal audit charter. That relationship is crucial to 
ensure that the internal audit activity is structured to add value to 
the organization.” 

 

 Boundaries for management and internal audit are changing.  
“Too often, we find that internal audit functions are ‘aiming’ to 
improve their value-added services in the context of the current 
environment.  *  *  *  In working with the audit committee, internal 
auditors need to understand the bigger picture and not just what 
is true today.  *  *  *  The changing boundaries of audit 
committees can also be seen by examining the agendas of audit 
committees, many of which have been expanded to include 
topics such as *  *  *  [risk management; cybersecurity; internal 
control over financial reporting; compliance; ethics/tone at the 
top; regulation and compliance; oversight of legal processes].   

 
“As their agenda increases, the audit committee needs to either 
a) expand the number of functions that report to the audit 
committee (for example, a compliance group), or b) look to 
internal audit to provide the audit committee with “combined 
assurance.  The combined assurance model presents an 
opportunity for the internal audit profession to leverage its 
presence to the audit committee and to streamline and enhance 
communications with the audit committee.” (footnotes omitted) 

 
The report concludes that, “[t]o succeed in the future, internal auditors 
need to increase the focus on where their organizations are going and 
invest in talent and tools to meet the needs of management and the
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board. Otherwise, there is a risk that the profession may miss 
opportunities to increase its value proposition.” 
 
Comment:  While the IIA report covers audit committee/internal audit 
relationships across a wide range of countries and cultures, the 
conclusion regarding the need for internal audit to focus on the changing 
responsibilities of  the audit committee seems particularly relevant in the 
U.S.  The 2014 TRA survey of internal audit practitioners (see August 
2014 Update) reached a similar conclusion regarding the need to internal 
audit to align its priorities with those of the audit committee.  Audit 
committees should consider whether the resources, responsibilities, and 
skills of their company’s internal audit function are evolving in step with 
changes in the issues and risks facing the company.  
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