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“Fox, socks, box, knocks.
Knox in box, fox in socks,

, knocks on fox in socksin
The Sarbanes-Oxley Act of 2002 (also known as “SOX”) might as oy _Dr. Seuss

well been written by Dr. Seuss. To some people, it makes about

as much sense. Of course, Seuss dealt with a dream world that kids wished was a
reality. Congress passed this law which, to many, has become an expensive
nightmare.

Asyou may be aware, SOX isthe most sweeping financial reporting rules and
regulations ever enacted as aresult of the corporate fraud committed by the likes of
Enron and Worldcom. It was passed to restore public trust in corporate public
reporting, the foundation of our securities industry.

But, from a corporate compliance standpoint, the SOX requirements are confusing
and costly. The three sections of the Act that bring the greatest stress of compliance
are sections 302, 404 and 409. This paper will address the most confusing of the
three - Section 404.

Section 404 states:

“[Each annual report shall contain an internal control report, which shall] contain
an assessment, as of the end of the most recent fiscal year of theissuer, of the
effectiveness of the internal control structure [of the organization.]”

Section 404 of the act may seem semi-harmless until you look under the hood. The
act demands that companies maintain an appropriate internal control framework.
There is no specifically required framework, but the Committee of Sponsoring
Organizations of the Treadway Commission (COSO) published such aframework in
1992. Thisframework isthe most widely-

used criteria to assess the effectiveness of

internal controls.

The most interesting aspect of the COSO
framework isthat it is multi-tiered, and not
linear in fashion. This presents achallenge
to many people because we are conditioned
to thinking linear. For example, from avery
young age, we are taught the alphabet and
numbersin alinear fashion; in other words
to “put things in their order.”
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Even though COSO has linear attributes at each tier level, the COSO framework is
relational. Asiswith life, the framework deals with persona and
business relationships in a manner that more accurately resembles a
“Rubic’s Cube.” For example, in life, when you look at your
relationships, you can look at it linearly like, your Son,
granddaughter, great-granddaughter; i.e., your linear descendents.
Thisview point is“accurate,” but, very limiting as far aslooking at
your family. Inreality afamily is multidimensiondl, i.e., you must
look at your spouse, your in-laws, their ages, locations, political
affiliations, health and of course disposition. Now, you have a

bigger picture of what “family” means.

" Even though COSO

COSO organi zes business relationships into five linear has linear attributes
components. Control Environment, Risk Assessment, Control at each tier level, the
Activities, Information and Communication, and Monitoring. COSO framework is
These linear components (like family decedents) are viewed in relational."

light of three objectives: operations, financial reporting and

compliance with laws. (Like familial political affiliations: Democratic, Republican,
and other.) Thereisathird dimension to the COSO framework, however, whichis
how these objectives and components interact by business unit and business activity.
In our family example, there may additional information on another plane that would
help you make a decision like Aunt Mabel’ s habitual tardiness. So, this additional
information would help you in not assigning Aunt Mabel the Christmas dinner salad
because she always shows up an hour late.

Having said al of this, thereis one more point. It is best described by philosopher

... itisthe Fredrick Hegal, “ Y ou are what you are becoming.” In other words, all these
responsibility of dimensions, categories, objectives and so forth, are aways moving and changing in
the corporate relation to each other. And it isthe responsibility of the corporate executives to keep
executivesto them all straight and honest...so help them God.

keep them all

straight and So, now that | have sufficiently SOX-scrambled

honest...so help

your brain, the next question is how does one

implement it? There have been numerous articles

and several books on this subject since the law was

passed last year. | have seen ERP systems, whose

specialty is transactional processing, create add-on

modules that have specialized reports affecting one

or more aspects of SOX. Likewise, | have seen

“businessintelligence” and “portal” software with

their alerts and drilldowns that enable mangers to see

certain troublesome general ledger or ratio numbers. There are aso projects
incorporating various stand-alone products like Microsoft’ s Visio, Access or
Accelerator that deal with flowcharting, and/or documentation.

them God.
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| am not in a position to determine whether or not these products are implemented

adequately to provide solutions to effectively become compliant

with SOX requirements. However, most if not all, lack the core Thetools currently being

of the SOX spirit, relational. The tools currently being used, in used, in spite of their ability

spite of their ability to show lists, or alerts, or flowcharts, must to show lists, or alerts, or
show the collaborative correlated relationships, the internal flowcharts, must show the
control processes and measures. If one measure, for example, collaborative correlated

customer billing satisfaction is suffering, such a measure should re'at“OI”ShipS’ the i”tgmal
be correlated with such industry measures such as accounts c;g)ga;?rgocaﬁsas an
receivable days or even a decrease in market shareratio. '

These types of correlations are not new to the business environment. They are the
foundation of another established business tool - the balanced scorecard (BSC). The
BSC is amanagement system introduced back in 1990 in a Harvard Business Review
article, “Using the Balanced Scorecard as a Strategic Management System”, by
Robert S. Kaplan and David P. Norton. This system’s premiseisrelational like the
_ COSO framework. The Balanced Scorecard |ooks at multiple,
.. toolsthat can implementa  ghmetimes opposing, perspectives to give a“balanced perspective”
balanced scorecardare”a 40519 | of the factors that impact acompany in view of their
natural” for SOX g eqic plan. For example: The BSC will look at aview comparing
implementations. - . . ;
long-term in light of short-term planning. In the financial
perspective, it would compare revenue growth vs. revenue mix. Inthe customer
perspective, it would compare customer retention vs. a satisfaction survey. Likewise,
in theinternal perspective, it would compare new product revenue vs. product
development cycle. And finally, in
the learning perspective, the
bal anced scorecard would compare
revenue per employee vs. strategic
information available to employees.

There have been many opinions

regarding the BSC model, and this

articleis not promoting, or demoting

it. The point thisarticleismakingis

that tools that can implement a

balanced scorecard are “a natural”

for SOX implementations. In

addition, tools that can integrate a

co-relational scorecard with interactive process mapping can fulfill the requirements
of SOX’s Section 404, and probably other SOX sectionsaswell. Theresult can bea
valuable alignment between the company’ s strategy, operations, and performance.
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Exhibit 1 shows a brief description of how an integrated process engineering map

may be used in showing the
relationship between
Operations and Reporting
Objectives and two of the five
linear components,
Information and
Communication and
Monitoring.

The Process Map in Exhibit 1
islinked to a scorecard that
illustrates the performance of
certain internal control
procedures and how they are
linked to other measures.

Exhibit 1

In Exhibit 2 these measures are related to each other and signal to the user how
internal controls are functioning using a “stoplight” type approach of red, yellow or

Share Measures
Across Multiple
Perspectives -
Define once,
Use Anywhere

Exhibit 2
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green. They arerelationally correlated by category and roll up into higher levelsin
the company to give atotal picture of the internal control’s effectiveness. As
displayed below on the legend on the left, they are segregated by division. These
measures are linked to the process map above showing atotal integration.

In aweb-based mode, Exhibit 3 illustrates atotal collaborative tool that can assist
management with analytical overviews of areas requiring immediate attention.

Asthisillustration demonstrates, the true value of thistypetool liesin its capability to
link process map shapes to related scorecards signaling compliance by department
heads. Color coded alerts keep management at all levels focused on the associated
status and problems on atimely basis. Theresult is better SOX compliance along
with better strategy-focused operating performance.

A Color Bar Alert \
Signifies the company
Health in such items as
Customer Satisfaction,
Production Efficiency,

And Financial Measures/

Exhibit 3

Employing this type of collaborative scorecarding is aso useful for detecting fraud,
e.g., establishing certain measures (like inventory spoilage) and setting alert
thresholds to warrant further investigation.
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To summarize, compliance with the Sarbanes-Oxley Act can be achieved with the
proper usage of relationally integrated scorecard engineering tools giving managers,
controllers and executives peace-of-mind when signing the financial statements, as
required by Sarbanes-Oxley.

In the coming months as the Sarbanes-Oxley time-clock ticks down, the business
community will ook toward these types of solutions to give them timely and
confident abilities to conform to the new law.

From a cost-benefit aspect, the tool can either be purchased or hosted, allowing
companies to allocate resources among the most critical organizational needs.
Additionally, such an application adds value to performance management across all
levels of the organization.
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