February 26, 2007

Office of the Secretary
PCAOB

1666 K Street, NW
Washington, DC 20006-2803

Re: PCAOB Rulemaking Docket Matter No. 021
Dear Sir or Madam:

On behalf of the American Federation of Labor anmadess of Industrial
Organizations (“AFL-CIQ”), | appreciate the opparity to comment on the Public
Company Accounting Oversight Board’'s (“PCAOB”) posed auditing standardn
Audit of Internal Control Over Financial Reportifdghat Is Integrated with An Audit of
Financial Statements And Other Related Propof&soposal’). We believe that the
auditors’ report on management’s assessment ohadteontrols over financial reporting
is an integral part of the shareholder protectipmeided by Section 404 of the Sarbanes-
Oxley Act of 2002 (“SOX”) and that, in general, tREAOB has provided appropriate
guidance to auditors and managed the issues sairmu8ection 404 and its application
to smaller companies in a thoughtful and balancadmer.

We support the PCAOB’s adherence to the statutorgdage of Section 404 by
proposing standards that:

apply a single standard to all companies regardiesie;
require companies to test all material controlsuaii;

recognize that a company’s complexity is not simgfynction of
revenue or market capitalization; and

require the outside auditor to perform a genuisedécontrols.

We urge the Commission in the strongest possibles¢o maintain these
requirements in the final rule.
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Union members participate in benefit plans withrgé® trillion in assets. Union-
sponsored pension plans hold approximately $40@miin assets, and union members
also participate in the capital markets as indigldshareholders. In particular, union
members’ pension funds are broadly invested inrigtyeof small-cap index funds and
are sizable shareholders in many smaller publicpzomes.

The AFL-CIO recognizes that small businesses aengime of job creation and
economic growth. However, we continue to belidat bur members and their pension
funds should not assume unmanageable risks whesting in smaller public
companies. More than 18 percent of smaller puddiopanies, defined by the Advisory
Committee on Smaller Public Companies as those avittarket capitalization less than
$787.1 million! reported material weaknesses in their first yéaeporting on internal
controls® Smaller public companies have also historicatiyoainted for the vast
majority of SEC accounting fraud caseéRecent studies reveal that the number of
restatements by large public companies, who impteeteSection 404 in 2004, fell by
nearly 20 percent in 2006 We look forward to similar decreases in smaltempanies’
level of restatements after the Proposal’s impldatem.

We appreciate the opportunity to comment on the@ésal and would like to call
your attention to several areas where we believdifinations will enhance audit quality
and better serve the interests of the investindiqub

We are concerned that the Proposal’s focus onigfity will be misinterpreted
by some issuers and auditors as a license to perf@dequate assessments of internal
controls. The Proposal recommends a “top-down” @ggdn that “directs the auditor's
attention to accounts, disclosures, and asserti@ipresent eeasonablgyossibility of
material misstatement to the financial statemendsralated disclosures,” allows auditors
to rely solely on internal controls to addressribk of material misstatements in smaller
companies’ financial reports, and allows contrstitey at a single central location when
multiple locations are in operatiohWhile we support efforts to enhance efficiency, we
continue to believe that the primary role of theN@B is to prescribe a minimum level
of effectiveness. In view of these concerns, weldioespectfully request that the final
rule emphasize that the top-down, risk-based agprdaes not permit less rigorous
evaluation methods and procedures.

! Final Report of the Advisory Committee on SmalleblR CompaniesS.E.C. (April 23, 2006) (available
at http://www.sec.gov/info/smallbus/acspc/acspc-fiepbirt.pdf (accessed February 26, 2007).

2 Remarks of Charles D. Niemeier on the ProposedtiigdStandard on an Audit of Internal Control Over
Financial Reporting. PCAOB Open Meeting (Decemt8:r2D06); Audit Analytics.

3 SOX and Small Businedsetter to the Editor, Wall St. JAugust 19, 2005

* David Reilly, Restatements Still Bedevil Firnwall St. J. February 12, 2007, at C7.

® An Audit of Internal Control Over Financial Reparg That Is Integrated with An Audit of Financial
Statements And Other Related ProposBISAOB Release 2006-007 (December 19, 2006).
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While we recognize the financial burden smaller pames face in implementing
Section 404 and the desire to avoid duplicativereffby management and external
auditors, we are concerned that allowing auditon®ly excessively on issuers’ internal
reports may not fulfill the requirements of Secté&dd. A 2005 report released by the
American Institute of Certified Public Accountastated that “because management is
primarily responsible for the design, implementatiand maintenance of internal
controls, the entity is always exposed to the danfemanagement override of
controls.® Increased reliance on internal audits createdstantial risk that, in
situations where management is not both competehhanest, external auditors will not
detect misconduct that would affect the financiateaments. We continue to believe that
allowing the independent auditor to rely excesgiveithout testing, on representations
of the issuer’s internal audit staff underminesdtigcal concept that independent audits
are conducted by independent auditors, not the@yaps of the preparér.

In light of the significant potential for weaknesse smaller companies’ internal
controls, we respectfully request that the find mmphasize that the opportunity to scale
the audit of a smaller, less complex company doépermit less rigorous evaluation
methods and procedures. Auditors should be oatiiat they may need to increase
their analysis of a company’s particular circumstmincluding its corporate governance
structure, incentives and opportunities for membéienior management to commit
misconduct, or the competence of personnel whe naditional, concrete evidence is
unavailable. For example, the final standard sthheualunciate that in situations where
auditors are forced to test controls through ingaimd observation or rely on monitoring
performed by senior management the auditors shemrdider opportunities and
incentives for misconduct faced by top management.

We generally support the Proposal’s provisions #tlatv auditors to incorporate
prior years’ assessments of the risks of materisstatements and the competency and
objectivity of management and employees in subsacuelits. Auditors, in the exercise
of their professional judgment, should be permittedse their knowledge of a
company’s internal controls and procedures to datex what testing is necessary to
identify material weaknesses in management’s iatezontrols over financial reporting.
We believe that the Proposal strikes the proparza between effectiveness and
efficiency without violating the annual testing udgment of Section 404 and we would

® Management Override of Internal Controls: The AlesiHeel of Fraud PreventioAmerican Institute of
Certified Public Accountants, The Audit CommittewlaDversight of Financial Reporting. (2005).

" Damon A. Silvers. SpeecBtatement of the American Federation of Laboreds @angress of Industrial
OrganizationsS.E.C. Roundtable on Internal Controls (April 1803) (Copy of transcript on file with the
Securities and Exchange Commission).
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strongly oppose any amendments that allow key otsnto be tested on a rotational basis
as both unwise and contrary to the statute.

We also support the Proposal’s application of #Hraes definition of materiality
for auditors reviewing both annual financial staéeiis and management’s internal
control over financial reporting. We believe thia¢ Proposal’s qualitative approach to
determinations of materiality are supported bySke«, the Financial Standards Board,
and the US Supreme Court and would oppose anyioasiso the Proposal that would
establish a rules-based, numerical formula to ¢aleunateriality®

We commend the PCAOB for formulating an auditiranstard that fulfills the
statutory requirements of Section 404 and spetljiealdresses the concerns smaller
companies face in implementing Section 404. Weekelthat implementation of the
Proposal will go a long way toward restoring ineestonfidence in the quality and
reliability of audited financial statements. Wertkaou for this opportunity to comment
on this Proposal, and hope that the PCAOB will aersour comments in formulating its
final rule.

If you have any questions regarding our commemesse feel free to contact
Damon A. Silvers at (202) 637-3953.

Sincerely,

Richard L. Trumka

RLT/me
opeiu #2, afl-cio

cc: Chairman Christopher Cox
Commissioner Paul S. Atkins
Commissioner Roel Campos
Commissioner Annette L. Nazareth
Chairman Kathleen L. Casey
Chairman Mark. W. Olson
Board Member Kayla J. Gillan
Board Member Daniel L. Goelzer
Board Member Bill Gradison
Board Member Charles D. Niemeier

8 See, e.gSEC Staff Accounting Bulletin: No. 99 — Materiality7 C.F.R. § 211 (Aug. 12, 1999).






