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Foreword

 

In 2013, the Committee of Sponsoring Organizations of the

Treadway Commission (COSO) released an update to its Internal

Control—Integrated Framework (Framework). The original

framework, which was released in 1992, has gained broad

acceptance and is widely used around the world. It is recognized as

a leading framework for designing, implementing, and conducting

internal control and for establishing requirements for an effective

system of internal control. To help users apply the Framework to

internal control over external financial reporting, COSO has released

this companion publication, Internal Control over External Financial

Reporting: A Compendium of Approaches and Examples

(Compendium). More specifically, the Compendium provides

approaches and examples to illustrate how entities may apply the

principles set out in the Framework to a system of internal control

over external financial reporting.

 

In the twenty years since the release of the original framework,

business and operating environments have changed dramatically,

becoming increasingly complex, technologically driven, and global.

At the same time, stakeholders have become more engaged,

seeking greater transparency and accountability for the integrity of

systems of internal control that support business decisions and

governance of the organization. The Framework and the

Compendium incorporate many of these changes including:

 

• Expectations for Governance Oversight—Higher regulatory and

stakeholder expectations require the board of directors to oversee

internal control over external financial reporting. Some jurisdictions

require specific regulatory requirements for expertise and

independence of board members of certain types of entities.
 



• Globalization of Markets and Operations—Organizations expand

beyond domestic markets in the pursuit of value, often entering

into international markets and executing cross-border mergers and

acquisitions.
 

• Changes and Greater Complexities in the Business—

Organizations change business models and enter into complex

transactions in pursuit of growth, greater quality, and productivity,

and in response to changes in market and regulatory

environments. These changes may include entering into strategic

alliances, joint ventures, and other complex contractual

arrangements with external parties, implementing shared services,

and engaging outsourced service providers.
 

• Demands and Complexities in Laws, Rules, Regulations, and

Standards—Regulators and policy makers promote greater

investor protection and confidence in the financial reporting

systems through changes in rules, regulations, and standards.

Also, users of external financial reports seek greater amounts of

information to better evaluate an entity’s financial condition and

operating results as businesses become more complex.
 

• Expectations for Competencies and Accountabilities—Demands

for greater competence and accountability increase as

organizations grow; acquire entities; introduce new products and

services; comply with complex rules, regulations, and standards;

and implement new processes and technologies. Organizations

may flatten and shift management operating models and delegate

greater authority or accountability to certain roles.
 

• Uses of, and Reliance on, Evolving Technologies—An increasingly

mobile and interconnected world has made technology more

essential for many organizations to improve performance,

business processes, and decision making. Entities are investing in

emerging technologies, such as cloud computing, mobile devices,



and social media, and using enterprise resource planning (ERP)

and other technologies to standardize, automate, and streamline

business processes.
 

• Expectations Relating to Preventing or Detecting Material

Omissions and Misstatements and Fraud—Stakeholders today

have higher expectations for effective internal control over external

financial reporting in preventing and detecting material omissions

and misstatements due to error and fraud.

 

Each of these changes requires an organization to periodically

evaluate the implications on its system of internal control over

external financial reporting and to design and implement

appropriate responses so that the system of internal control adapts

and remains effective over time.

 

The Compendium provides practical approaches and examples that

illustrate how the components and principles set forth in the

Framework can be applied in preparing external financial

statements. It neither replaces nor modifies the Framework; rather, it

is a supplemental document that can be used in concert with the

Framework when considering internal control over external financial

reporting.

 

Finally, the COSO Board would like to thank PwC and the Advisory

Council for their contributions in developing the Compendium. Their

full consideration of input provided by many stakeholders and their

attention to detail were instrumental in ensuring that the

Compendium will be helpful to a variety of organizations in applying

the Framework to internal control over external financial reporting.

 

David L. Landsittel

COSO Chair
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1. Introduction

 

COSO’s Internal Control—Integrated Framework (Framework) sets

forth three categories of objectives: operations, reporting, and

compliance. The focus of this publication, Internal Control over

External Financial Reporting: A Compendium of Approaches and

Examples (Compendium) is the external financial reporting category

of objectives, a subset of the reporting category. External financial

reporting objectives address the preparation of financial reports for

external parties, including:

 

• Financial statements for external purposes
 

• Other external financial reporting derived from an entity’s financial

and accounting books and records

 

Using This Document
 

Intended Audience
The Compendium has been developed to assist those users of the

Framework who are responsible for designing, implementing, and

conducting a system of internal control over external financial

reporting (ICEFR) that supports the preparation of financial

statements and other external financial reporting. It is also relevant

to entities that report on the effectiveness of a system of internal

control over external financial reporting relating to the preparation of

financial statements. The preparation of financial statements for

external purposes and other external financial reporting applies to

the following types of entities:

 



• Public Entities—Often, public entities are required to prepare

financial statements for external purposes in accordance with

applicable accounting standards, rules, and regulations.

Additionally, they often prepare other external financial reporting

derived from its financial and accounting books and records, such

as earnings press releases, or information included in stipulated

reports for business partners or lending agencies as required by

contract.
 

• Private Entities—Entities whose ownership may be closely held

may prepare financial statements to provide to banks and other

third parties in order to raise capital or to meet contractual

obligations. These statements can be prepared in accordance with

standards and regulations, even though often, doing so may not

be a requirement for private entities. More commonly, the form of

the financial statements or of other external financial reporting is

stipulated by contractual obligations or a third party.
 

• Not-For-Profit Entities—These entities may prepare financial

statements for external purposes in accordance with appropriate

rules and regulations. However, because the purpose of these

entities is something other than realizing and generating profit,

they may also prepare financial reporting for donors, government

agencies, or other third parties that is not necessarily in

accordance with specific standards, rules, or regulations, but aims

to raise funds to support the stated cause.
 

• Governmental Entities—These entities prepare financial

statements that are required by law. As well, they may prepare

financial reporting in accordance with specific standards, rules, or

regulations, but which is not necessarily required, for the public or

governmental oversight agencies.

 



Approaches and Examples for Applying
Principles
In applying the Framework, users will find relevant approaches and

examples in the Compendium of how organizations may apply the

principles in the design, implementation and conduct of internal

control over external financial reporting. These approaches and

examples relate to each of the five components and seventeen

principles set forth in the Framework.

 

• Approaches describe how organizations may apply these

principles within their system of internal control over external

financial reporting. Approaches are designed to give users of the

Compendium a summary-level description of activities that

management may consider as they apply the Framework in an

ICEFR context.
 

• Examples provide specific illustrations to users on the application

of each principle, based on situations drawn from practical

experiences. Examples illustrate one or more points of focus of a

particular principle. They are not designed to provide a

comprehensive example of how the principle may be fully applied

in practice.

 

Further, the Compendium illustrates how various characteristics of

principles may be present and functioning1 within a system of

internal control relating to external financial reporting objectives.

 

Finally, the Compendium includes an index to all the examples, by

topic, in Appendix A, organized by topics relating to the changes in

business and operating environments noted in the Foreword to the

Framework.

 

Limitations of Illustrations



The approaches and examples do not attempt to illustrate all

aspects of the components and relevant principles necessary for

effective internal control relating to external financial reporting

objectives. Further, they are not sufficient to enable an organization

to determine that each of the five components and relevant

principles is present and functioning. Instead, the approaches and

examples are intended to illustrate how principles may be present

and functioning.

 

The approaches and examples are samples of activities for

management to consider, rather than a complete or authoritative list.

The components, principles, and definitions illustrated in the

Compendium are consistent with those found in the Framework,

and readers should refer to the Framework for a comprehensive

discussion of how entities design, implement, and conduct a system

of internal control, and for the requirements of effective internal

control.

 

Considerations for External Financial
Reporting
This section considers some unique aspects of applying the

Framework in the context of external financial reporting, especially

the preparation of financial statements for external purposes.

 

Types of External Financial Reports
External financial reporting objectives are consistent with

accounting principles suitable and available for an entity and

appropriate in the circumstances. External financial reporting

objectives address the preparation of financial reports, including

financial statements for external purposes and other external

financial reporting derived from an entity’s financial and accounting

books and records.

 



Financial Statements for External Purposes

Financial statements for external purposes are prepared in

accordance with applicable accounting standards, rules, and

regulations.2 These financial statements may include annual and

interim financial statements, condensed financial statements, and

selected financial information derived from such statements. These

statements may, for instance, be publicly filed with a regulator or

distributed through annual meetings, an entity’s website, or other

electronic media.

 

Another form of financial statements prepared for external purposes

may be financial reports prepared in accordance with a special

purpose framework, such as those established by taxing authorities

or regulatory agencies, or those required through contracts and

agreements. These financial reports are typically distributed to

specified external users (e.g., reporting to a bank on financial

covenants established in a loan agreement, reporting to a taxing

authority in connection with filing tax returns, reporting on financial

information to an energy regulatory commission).

 

Other External Financial Reporting

Other external financial reporting derived from an entity’s financial

and accounting books and records rather than from its financial

statements for external purposes may include earnings releases,

selected financial information posted to an entity’s website, and

selected amounts reported in regulatory filings. External financial

reporting objectives relating to such other financial information may

not be driven directly by regulators and standard setters, but

typically stakeholders expect them to align with such standards and

regulations.

 

Objectives Established for External
Financial Reporting



Regulators and accounting standard setters establish laws, rules,

regulations and standards relating to the preparation of financial

statements for external purposes. These form the basis upon which

management specifies suitable objectives for the entity and its

subunits. Regulators, standard-setting bodies, and other relevant

third parties also establish criteria for defining the severity of,

evaluating, and reporting internal control deficiencies. The

Framework recognizes and accommodates their authority and

responsibility as established through laws, rules, regulations, and

standards.

 

In the case of an entity applying a law, rule, regulation, or standard,

management should use only the relevant criteria contained in those

documents when classifying the severity of internal control

deficiencies, rather than the classifications set out in the

Framework. The Framework recognizes that if a deficiency results in

a system of internal control not being effective under such

classification criteria then management cannot conclude that the

entity has met the requirements for effective internal control as set

forth in the Framework.

 

For example, a company that must comply with the classification

criteria established by the United States Securities Exchange

Commission (SEC) would use only the definitions and guidance set

out for classifying internal control deficiencies as a material

weakness, significant deficiency, or control deficiency.3 If an internal

control deficiency is determined to rise to the level of a material

weakness, the organization would not be able to conclude that the

entity’s system of internal control over financial reporting has met

the requirements for effective internal control as set out in the

Framework. If an internal control deficiency does not rise to the level

of material weakness the entity could achieve effective internal

control over financial reporting.

 



Within the boundaries established by laws, rules, regulations, and

standards, management exercises judgment to assess the severity

of an internal control deficiency, or combination of deficiencies, in

determining whether components are present, functioning, and

operating together, and ultimately in concluding that the entity’s

system of internal control is effective.

 

Suitable Objectives of Financial Statements
for External Purposes
 

Applicable Accounting Standards

In specifying the suitability of external reporting objectives relating

to the preparation of financial statements for external purposes,

management considers the accounting standards that apply to that

entity and its subunits. Management then assesses and affirms the

accounting principles that are appropriate in the circumstances. For

example, management may set an entity-level external financial

reporting objective as follows: “Our company prepares reliable

financial statements reflecting transactions and events in

accordance with generally accepted accounting principles.”4

 

Management specifies suitable sub-objectives for the entity’s

divisions, subsidiaries, operating units, and functions with sufficient

clarity to support entity-level objectives. For example, a US

company applies accounting principles generally accepted in the

United States of America (US GAAP) to all subunits in preparing its

consolidated financial statements; its subsidiaries also apply

International Financial Reporting Standards (IFRS) to submit their

subsidiary financial statements in various statutory filings in local

jurisdictions.

 

Further, management assesses and affirms the suitability of the

accounting principles to apply to transactions and events of the

entity. For example, management specifies that FASB Accounting



Standard Codification Topic 605 Revenue Recognition and SAB

101A Revenue Recognition in Financial Statements (US GAAP) or

IAS 18 Revenue Recognition (IFRS) applies to all sales transactions

as applicable to achieve the entity or subunits’ respective external

financial reporting objective.

 

In specifying and using applicable accounting principles,

management exercises judgment, particularly relating to subjective

measurements and complex transactions. For instance,

management judgment is essential for making assumptions and

using data in developing accounting estimates, in applying

accounting principles to complex transactions and events, and in

preparing reliable and transparent presentations and disclosures. In

addition, management regularly updates the specified accounting

principles for any changes in objectives established through law,

rules, regulations and standards.

 

Considers Materiality

Financial statement materiality sets the threshold for determining

whether a financial amount is relevant. Entities must consider

suitable laws, rules, regulations, and standards promulgated by

regulators and standard setters.5

 

Reflects Entity Activities

External financial reporting must reflect the entity’s transactions and

events. When preparing financial statements, management implicitly

or explicitly considers suitable sub-objectives categorized into a set

of assertions (e.g., existence and completeness of transactions)

underlying the financial statements. Accounting standard setters

may set forth these assertions as well as relevant qualitative

characteristics for external financial reporting.

 

Management makes assertions regarding the recognition,

measurement, presentation, and disclosure of accounts,



transactions, and events included in the entity’s financial

statements. For example, one grouping of assertions6 relating to

financial statements is summarized as follows:

 

• Existence or Occurrence—Assets, liabilities, and ownership

interests exist at a specific date, and recorded transactions

represent events that actually occurred during a certain period.
 

• Completeness—All transactions and other events and

circumstances that occurred during a specific period, and that

should have been recognized in that period, have in fact been

recorded.
 

• Rights and Obligations—Assets are the rights and liabilities are the

obligations of the entity at a given date.
 

• Valuation or Allocation—Asset, liability, revenue, and expense

components are recorded at appropriate amounts in conformity

with relevant and appropriate accounting principles. Transactions

are mathematically correct and appropriately summarized and

recorded in the entity’s books and records.
 

• Presentation and Disclosure—Items in the statements are properly

described, sorted, and classified.

 

For example, management specifies sub-objectives for sales

transactions that address relevant financial statement assertions

such as:

 

• All sales transactions that occur are recorded on a timely basis.
 

• Sales transactions are recorded at correct amounts in the right

accounts.
 



• Sales transactions are accurately and completely summarized in

the entity’s books and records.
 

• Presentation and disclosures relating to sales are properly

described, sorted, and classified.

 

Risks to Achieving Suitable Objectives
 

Risk of Material Omission or Misstatement

Management specifies suitable objectives and sub-objectives with

sufficient clarity to be able to identify and analyze risks to the

achievement of those objectives. Financial statements for external

purposes are not considered reliable or fairly presented if material

omissions or misstatements exist in one or more of the amounts or

disclosures. In preparing financial statements, management should

identify those risks that could, individually or in combination, result

in a material omission within or misstatement of the financial

statements.

 

Management’s assessment of such risks involves a dynamic and

iterative process. The initial assessment undertaken by

management likely requires a comprehensive effort to identify and

analyze the risk of not preventing or detecting, in a timely manner, a

material omission within or misstatement of the entity’s financial

statements. The nature and frequency of performing ongoing and

periodic risk assessments vary among entities, based on individual

facts and circumstances.

 

Even though every entity requires a process to identify and assess

the external and internal factors that contribute to the risk of

achieving its objectives, specific changes and rates of changes in

these factors (including those that could significantly impact internal

control over external financial reporting) vary from entity to entity.

For example, different entities and subunits may:



 

• Operate in many industries, markets, geographic territories
 

• Operate in multiple regulatory environments that promulgate

different laws, rules, regulations, and standards
 

• Execute a multitude of contracts with customers, vendors, and

others transacting business with the entity
 

• Acquire, divest, and restructure operations
 

• Deploy new and evolving technologies and information systems
 

• Experience turnover of management and other personnel involved

in the system of internal control

 

Additionally, the size and complexity of the entity play a part in

determining the nature and frequency of the risk assessment

process. Large, complex organizations may require dedicated

cross-functional and cross-territorial management and other

personnel with necessary expertise to perform comprehensive risk

assessments. Management of smaller entities may be able to

perform its risk assessment through direct supervision and day-to-

day involvement in operations.

 

Risk of Material Omission or Misstatement Due to Fraud

Fraudulent reporting can occur when an entity’s reports are wilfully

prepared with material omissions of misstatements. This may occur

by the use of unauthorized receipts or expenditures, financial

misconduct, or other disclosure irregularities. A system of internal

control over external financial reporting is designed and

implemented to prevent or detect, in a timely manner, any material

omissions within or misstatements of the financial statements due

to error or fraud.



 

When assessing risks to the achievement of external financial

reporting objectives, organizations typically consider the potential

for fraud in the following areas:

 

• Fraudulent External Financial Reporting—An intentional act

designed to deceive users of external financial reports and that

results in a material omission within or misstatement of the

external financial reports
 

• Misappropriation of Assets—Theft of the entity’s assets where the

effect may cause a material omission within and misstatement of

the external financial reports

 

As part of the risk assessment process, the organization identifies

the various ways that fraudulent financial reporting can occur,

considering:

 

• Management bias in exercising judgment, for instance in selecting

and using applicable accounting principles and developing

significant estimates
 

• Degree of estimates and judgments underlying the accounting for

and disclosure of transactions and events
 

• Fraud schemes and scenarios common to the industry sectors

and markets in which the entity operates
 

• Geographic regions where the entity does business
 

• Incentives that may motivate fraudulent behavior
 

• Attitudes and rationalizations by individuals engaging in or

justifying inappropriate actions
 


