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SACKING THE NUMBERS

Outside Audit
Checks on Internal Controls Pay Off

Study Shows Share Prices
Can Climb If a Company
Uncovers, Fixes Prehlems

By DAVID REILLY
May 8, 2006; Puge C3

Critics of a law that requires public companies to prove they have adequate systems
in place to prevent accounting mistakes and fraud argue that the cost of complying
with the rule is too onerous.

But a study to be released this week suggests that shareholders benefit when companies perform checks on their
internal controls: Those companies whose houses are in order enjoy market-beating gains in their share price.
Conversely, the stocks of companies with weak internal controls underperform the market.

Further, the process of checking on internal controls -- even if the checks turn up problems -- can lead companies'
shares to outperform if the companies act on the problems, according to the study by research firm Lord & Benoit
LLC.

"It's like a pro athlete coming off an injury," says Robert Benoit, the firm's founder. "One might expect higher
compensation after proving through an in-depth physical that he is free from that suspected injury."

The study surveyed the share-price performance over two years of 2,481 companies that have had to follow the
internal-controls rules contained in the Sarbanes-Oxley corporate-governance law of 2002. The study's release
comes as the Securities and Exchange Commission and the accounting industry's regulator are weighing whether
to tweak the internal-controls rules.

The SEC and the Public Company Accounting Oversight Board are holding a discussion on the rules on
Wednesday. An SEC small-business advisory group has recommended that regulators scrap the internal-control
rules for companies whose market value is less than $128 million. The advisory group also recommended that
companies with a market value of up to $787 million shouldn't be required to have an auditor sign off on their
internal controls, as the rules now require, although management should still have to attest to the quality of their
controls,

The rules on internal controls were part of a larger effort to improve corporate governance in the wake of scandals
such as at energy company Enron Corp. But they have become a point of contention among small companies,
investors and auditors. Small companies, along with the SEC advisory committee, argue that the requirements are
cumbersome and add burdensome costs. Investors counter that the rules are especially needed at small companies,
which are susceptible to accounting problems.

While the battle lines remain drawn, there is growing acceptance that some changes might be needed, even if it
doesn't mean exempting companies from them. In June, the Institute of Management Accountants plans to release
a study by Parveen P. Gupta, a professor of accounting at Lehigh University, showing that corporate executives
want more guidance on how to follow the rules so they make more sense for their businesses. The institute, an






