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Questions : 

1. Use EDGAR to search for Tri-Valley Corporation (TVC) and Monarch Staffing Inc. Find 

TVC’s 10-K and Monarch’s 10-KSB for the year ended 12-31-06. 

2. Did either company report material weaknesses in ICFR? If so, what were the 

weaknesses?  

Answer : 

1. Tri-Valley Corporation ( TVC ) 10-k the year 12-31-06 

http://www.secinfo.com/dmZx.u6.htm#1stPage  

Monarch Staffing Inc 10-KSB  for the year ended 12-31-06. 

http://www.secinfo.com/d12PKm.u1p.htm#TOC  

2.   Just two paragraphs out of a 66-page law, section 404 of the Sarbanes-Oxley Act 

created one of the most controversial regulatory requirements since the wave of securities 

regulations following the stock market crash of 1929. The first-year implementation of 

new requirements for public companies' internal control over financial reporting (ICFR) 

proved more burdensome and costly than expected, resulting in an outcry from corporate 

America. 

With two Fall years of ICFR reporting data now available, we ask the question, has section 404 

improved the quality of ICFR? What can small public companies (non-accelerated film) that are 

preparing to comply with section 404 for the first time gain from the experience of large 

companies? Our review is a first step toward answering such questions. 
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Second-year results show that companies have learned from their first year's experience, marking 

clear overall improvement in the number of companies reporting material weaknesses. In year 

one, 3,801 issuers filed form 10-Ks containing management's report on ICFR. Of the 3,801 that 

filed, 598 issuers, or 15.7%, reported that one or more material weaknesses existed in their ICFR 

as of the reporting date. In year two, of the 3,907 issuers that filed management's report on ICFR, 

402 issuers, or 10.3%, reported ineffective ICFR (see Exhibit 1). Comparing year one to year 

two, 154 (38%) of the issuers who reported ineffective ICFR in year two had also reported 

ineffective ICFR in year one, 

The most common material weakness in both year one and year two was GAAP misapplication 

or failure. In fact, the five most common internal control issues leading to material weaknesses 

reported in year two and year one were identical (see Table 1). 

Table 2 reports in order of decreasing frequency, the top five GAAP misapplications or failures. 

Problems with internal controls associated with tax expense and revenue recognition were the 

most common GAAP application failures for companies in both year one and year two. 

Our review reveals a number of trends among the material weakness issuers. Companies with 

lower market capitalizations made up the majority of issuers with ineffective ICFR (see Table 3). 

Companies with market capitalizations of less than $700 million accounted for 64.4% and 63.4%, 

respectively, of the 598 year one and 402 year two issuers who had material weaknesses in ICFR. 

When compared to the total issuer population, a disproportionate number of companies of this 

size reported ineffective ICFR (see Exhibit 2). 

_GLO:jaj/01jun07:76n1.jpg_PHOTO (COLOR): Exhibit 2 Material Weakness Issuers vs. Total 

Issuers by Market Capitalization_gl_ 

We next sorted issuers that reported material weakness by their Standard Industrial Classification 

(SIC) code. The incidence of material weaknesses was concentrated in issuers from a few 

industries. In both year one and year two, manufacturing companies; service companies; and 

finance, insurance and real estate companies accounted for more than 70% of the total population 

of issuers reporting ineffective ICFR (see Exhibit 3). Year one reporting results indicated that 
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more than 15% of the issuers in the retail trade; services; mining; and transportation, 

communications, electric, gas, and sanitary services industries reported material weaknesses in 

ICFR. 

_GLO:jaj/01jun07:80n1.jpg_PHOTO (COLOR): Exhibit 3 Industry Demographics_gl_ 

In year two, the incidence of material weaknesses was dispersed across a larger number of 

industries. The wholesale trade, services, manufacturing, mining, and agriculture, forestry and 

fishing industries were the only industries where more than 10% of the industry issuers reported 

material weaknesses. A comparison of the distribution of internal control reports among 

industries to the rate of material weakness disclosures by industry reveals that in years one and 

two, the frequency of transportation, communications, electric, gas and sanitary services 

companies reporting ineffective ICFR was consistent with the percentage of filed reports for that 

industry. 

Companies in the finance, insurance, and real estate industry filed 24.1% and 25.4% of the total 

404 reports filed in year one and year two, respectively, but only 16.4% and 14.4% of the reports 

indicating ineffective ICFR during year one and year two. The data suggest that on average, 

finance, insurance and real estate companies had more effective ICFR and a lower material 

weakness reporting rate. 

If the year one and year two populations of issuers with ineffective ICFR are sorted by audit firm, 

the data reveal that the Big Four generally provided services to larger issuers that had a lower 

rate of ineffective ICFR (see Exhibit 4). In year one, the percentage of Big Four clients with 

ineffective ICFR ranged from 12.6% to 15.5%, while more than 34% of BDO Seidman's clients 

and nearly 29% of Grant Thornton's clients reported ineffective ICFR. These percentages were 

driven by the underlying distribution of issuers audited by the larger and smaller auditing firms; 

that is, the non-Big Four firms audited a larger proportion of the smaller issuers, which typically 

had a higher incidence of material weakness 

_GLO:jaj/01jun07:80n2.jpg_PHOTO (COLOR): Exhibit 4 Audit Firm Clients_gl_ 
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Year two showed some shifts in the distribution. The percentage of clients with material 

weaknesses fell across all audit firms. BDO Seidman's client base had the highest percentage of 

ineffective ICFR at 25.0%, with all other firms, including the "Other" group, at 14.9% or less. 

The second year's section 404 reporting results were promising and indicated that many 

companies had made significant improvements in ICFR, Although the average number of 

material weaknesses per issuer that reported ineffective ICFR declined only slightly (from 2.41% 

to 2.32%), the percentage of issuers reporting material weaknesses decreased by 34.4%, from 

15,7% of issuers in year one to 10.3% in year two.… 

 


