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W d h g t ~ qDC 20549-9303 
FAX: 202.772.9324 

Re: Input on Improving Regulatory System for Smaller Public Companies 
File N u m k  265-23 

In response t~ the SEC Advisory Committee request for input by smeller public companies 
on their experiences withthe current regulatory framework ,by submits its 
comments on the effectsof the Sarbanes Oxley Act of 2002, specifically Section 404. 

Background 

a wmputtr technology and manufhcturing fixm located in Hemdon, Virginia. Like 
mmy other smaller companies, wa axe in the process of becoming SOX compliant and are very 
intaested h monitoring the compliance experience of smaller companies as well as any potential 
changesin the current regulations. 

At October 31. 2001 reported 8 ~ u a lrevenues of $28.2 million, net loss of $2.5 
million, total cash and oash equivalents of $3,1 million, and total assets of $22.7 million. At 
October 31,2004, the Companyhati 91 employees, workinn capital of S9.9 million and a market 
csp of approximattly $31 million. As a result, ' dlbe requited to comply with the 
regulation by October 3 1,2006. 

-m e n t l ~  s in the early stages of its SOX compliance process, We have recently spent 
sigdflcant amount of tima and rcsomes in the initial stages of the process, Our costs l n c d  to 
date have not been exorbitant, however, based on our rosearch and fi;eodbackh m  om auditom and 
other SOX compliant Arms, we believe that we bave yet to experience fht most costly phases of 
the compliance process (i,e, documentation and testing). As such, we am extrcmoly ooncarned 
about the casts of these stages will impact our Company. Since we art in the b c g h h g  stages of 
the compliance process, many of the follovving comments arc based on our cxpcotetions and 
cstimatcs ratherthan historical axpnimc8. 



The costs to businesses camplying with Section 404 have been staggering -both in terms of t ime 
and expense. Small businesses have had a much harder time complying with same of the basic 
internal controls rcquuements because they do not have the resources of larger companies. 

The notion of staying a public company has oflen been contanplated b) Given our 
current market cap and thc cash outlay r q u i d  to take the Company private, we have chosen to 
remain a public entity. This decision is often tested as we become informed of thb experiences of 
other companies that have completed the compliance process and their assaciated costs of 
compliance. If a company our size that was contemplating an IPO wcrc to seek our advice or 
opinion on the matter we would more than likely recommend against a public ofiring given tbe 
wsts of compliancerequireratntson smallerwmpanies. Although we h o w  every d  l wmpany 
has to evaluate their own circumstances to determine the cost/bcncfit of remaining public. thc 
additional work roquircd of SOX d i v a  attention firom its corporate mission. More importantly, it 
could prevent cornpanics from growing and maintaining profitability. 

In fhB short term, in order to bc compliant within the time fiarne allotted, SOX has diminished the 
value of smaller companies. Although the intention of the legislation is dosirable, the costs (hard 
and soft) to implement become a financial burden for smaller companies witb thinntr ptofit 
margins and limited resources. Larger companies already have additional staff on, hand. indud'mg 
internal audit doparhncnts, which would assist in the compliance process. In addition. the inherent 
risk skholders  have is more likely greater with large companies. SOX should takc this risk into 
consideration in its requirements for smaller companies. 

FOX Section 404hternal Controls 

In a "risk-based"approach, internal controls over financial reporting should rcflcctt thc nature and 
size of the company to which they relate. In detwmining the level of risk (highost to lowest) 
management must consider both qualitative factors, such as the risk associated with particular 
accuunts and processes as well as quantitative factors such as numerical threshold and frequency. 

Section 404 unfairly penalizes s d companies, which lack the sophisticated wntmls of larger 
wmpanies (i.e. custom software eystcms and applications), and as a result are forced to bear a 
disproportioned share of the regulatory burden. To r e d m  the burden, certain controls that do not 
change significantly h m  year to year such as IT systems, purchasing. accounu roceiv~bloand 
fixed assets could be assessed every two to three years. Controls that should continue to be 
asscsssed yearly are ones that are more fluid id the market place such as rcvcnue recognition, 
inventory, management estimates and financial reporting policies and procedures. In addition, 
consideration should be given to reduce thc threshold for doctmmtation needed under the current 
regulations. 

Significant inc~asesin the cost of being a public company are a consequenceof bccomihg SOX 
compliant. Although SOX does contribute to reaching the goals of .improved quality and 
transparency of financial rtporting and audit efhdveness, the costs and additional burdens and 



distractions of SOX (Section 404)for smaller companics, may not outweigh the benofit of the 
Icgielation. 

We bclicvc a total exception fiom SOX is not the answer either for small companiee. We think a 
middle ground can be achieved. Possibly one: that enables a company to utilize other Ccrtifio~tions 
like IS0 9000 (in our am),as a stepping stono to complianca. In addition, a better integration of 
the internal control and the fpnancial statement audit to avoid duplicities and d n b i z e  coats. In 
addition, compliance should be tailoted to the operations of s m a h  companies so that they are not 
forgoing the t h e  and resouroes needed to focus on their cote business. 

SOX has dofinitely chaaged our rclationsbip with our rmrrent auditors. The relatiowhip has turned 
from one of consultants watking togcthcx to achieve a common goal (assistbg with proper 
accounting treatment of signjficant or oomplcx eccouning transactions). to a mose distant and less 
constructive relationship. The relationship is no longer client-service and collaborative but rathex 
more formal and restrained. In addition, we have noticed more tumovcr end naw staff on our 
engagements. 


Extended effective h s for mw accounting standards would ease the burden of implementation 
and reduce wst, especially if paramcttrs exist to allow auditors to provide assislance to ensure 
proper implementation as to avoid future corntiom and adjustments. Specific boundaries should 
be put in place to allow,for this typc of wrnmunication without wnsidering it an independence 
issue. 

The quartedy 10Q is appropriate for small companics because of the timely informadon it provides 
to thc Company's managemnt as well a s  its investors. Chatlges to the cumat reporting 
rquircments would lose comparability and consistcnoy among companies and simply prolong any 
reporting and accounthg challtngcs. Segment information, although very helpful for a larger 
company often loses its useficss when applied to a smaller wmpany. Segments for smaller 
companies result in very granular detail that may not provide much useful data by itself. 

Thc listing standards that require a Mepeadent audit. nombahg and compensation committees 
arc creating a bardship for smalla companies. Smaller companies have smaller Boards and 
therefore only have a certainnumbw of members to comprise W committees. Oftcn times (as in 
our case) many of the eame members sit on multiple committees and as such many of the 
committee itcms are discussed at the Board level. Smaller companies have a haad time finding 
individuats to fi l l  thcsc positions since they cannot necessarily a f f d  to pay large stipends. In 
addition, poteatid m e m h  paceive themselves to have more exposum duo to the size of thc 
Company aad its dircctur and officar's insurancepolicies. 

Disclosum System 



Although not signiticent the costa of preparing and distributing printed paper versions of proxy 
statamaats and annual report8 to shareholdere arc etarting to become unduly high, especially in a 
world where everything seams to be done electronically. 

The phase down to the 16nal accelerated reporting deadlines for poriodic repods under the 1934 Act 
will be burdonsome for smallex' companies especially with the dcmands of impltmenting SOX. 
The dmcaao time in relationship to the Increase hrequirements and transactions &at are affected 
due to lower materiality levels compad to larger company's bas the capaaity to possibly impact 
the integrity of the reports. aiven tho delays we have seem in the possibility of uqelcrating the 
filing requirements for smaller companies, we would concur that cdmpanits under a d c t  
capitalization of $75 million ehould rnnain on the old reporting deadlines and should not be 
requited to adhem to tha accelerated reporting deadlines. 

In surnmsry. we support the idea of implementing compliance standards spccifimlly for smaller 
companies that would reduce the burden while maintaining the intent of the regulation. W e  are 
extremely interested in the o h m c  of the committee's feedback and discussioa as this would 
impact the approach to our compliance as well as the cost of implementation. Should you have 
any questions on our comments or would like additional feedback or comments, please contact us 

, We thank you for soliciting fcodbaok and nachirrg out to smaller public 
companies and we look forward to any changesthatmay result from this exercise. 


