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Dennis M. Stevens
Director, Internal Audit
Alamo Group
1502 E. Walnut
Seguin, TX  78155
April 11, 2006

Mr. Christopher Cox, Chairman
Securities and Exchange Commission
100 F Street, NE
Washington, DC 20549

Mr. William Gradison, Acting Chairman
Public Company Accounting Oversight Board
1666 K Street, NW
Washington, DC 20006-2803

Reference: File Number 4-511; Internal Control Roundtable

Gentlemen:

Alamo Group is a leader in the design, manufacture, distribution and service of high quality
equipment for right-of-way maintenance and agriculture.  The Company has over 2,200 employees
and operates fifteen plants in North America, Europe and Australia.  Our net sales for 2005 were $368
million, and our market cap is about $220 million.  I directed our Section 404 internal control
assessment for the past two years, and write to provide an update on compliance efforts in preparation
for the related roundtable discussion scheduled for early May.

Our second Section 404 management assessment was more focused and more efficient as a result of
better organization, a risk assessment performed as part of the planning process, and improved
coordination with our external auditors.  While our external audit fees relating to SOX 404 decreased,
our internal cost of compliance increased. We estimate that our total cost of Section 404 compliance,
including both management’s and our external auditor’s assessments for 2005, decreased roughly
14%.

Our total cost of SOX 404 compliance included management and staff time, outside assistance and
related external audit fees.  The single largest identifiable component, representing over 40% of our
total cost, was the external audit fee associated with Section 404 work.  In 2004, the first year of
compliance, our external audit fees increased roughly 60% due to SOX 404 alone.  In 2005, SOX 404
resulted in our external audit fees remaining roughly 40% higher than they were in 2003.   While we
hope to become still more efficient in the future, we do not foresee any substantive effect on our
external audit fees or our total cost of compliance, which we continue to regard as unacceptably high.

In addition to our experience and concerns about the cost of compliance, we note that most of our
SOX 404 work involved repeating tests to get the same results we obtained in the previous year.  In
many cases we had the same control procedure performed by the same people using the same
computer systems.  We nevertheless spent considerable time performing compliance tests to
document our conclusion that related controls were still working as they were before.   The effort
again required that we redirect our focus from process improvement to process documentation.
Instead of working to get better, we again worked to assemble evidence to support our judgement that
controls were still working.  This repetitive work had little value and contributed to our conclusion
that the substantial costs of compliance were disproportionately high relative to the benefits received.
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Our experience with implementing existing Section 404 requirements for the past two years continues
to suggest a very badly skewed cost/benefit relationship. To improve that relationship, we urge the
Commission and the PCAOB to consider these changes:

A. Define principles-based requirements for management’s assessment.  Although Section 404
of the Act emphasizes the need for management to perform an assessment of internal control, the
extensive rules, regulations and interpretations issued by the Congress, PCAOB and SEC to date
curiously provide very little guidance concerning what is required of management.  In contrast we
note that the Turnbull guidance, which appears to have been successfully applied to matters of
internal control in the UK for a number of years, provides only guidance on what is required of
management and the Board.

While describing results of a progress review in October 2005, the Financial Reporting Council
of the UK noted that “the evidence gathered by the Review Group demonstrated that respondents
considered that the substantial improvements in internal control instigated by application of the
Turnbull guidance have been achieved without the need for detailed prescription as to how to
implement the guidance.  The principles-based approach has required boards to think seriously
about control issues and enabled them to apply the principles in a way that appropriately dealt
with the circumstances of their business.  .  .  . Accordingly, the Review Group strongly endorsed
retention of the flexible, principles-based approach of the original guidance . . . .”

Given the apparent success of the internal control improvement program in the UK together with
the limited guidance presently available to management in the US, we strongly urge the definition
of similar principles-based requirements for management’s assessment.  For purposes of
illustration and discussion, we offer the attached Exhibit A outlining management requirements
that we believe are both reasonable and beneficial to our shareholders.

B. Define similar requirements for the public accountant’s report on management’s
assessment.  Congress passed an Act that requires in its Section 404 that “each registered public
accounting firm that prepares or issues the audit report for the issuer shall attest to, and report on,
the assessment made by the management of the issuer”.  Congress DID NOT require each public
accounting firm to perform its own, independent, comprehensive assessment of internal control
along with management’s assessment.  PCAOB standards suggest that it is neither possible nor
desirable for a public accounting firm to attest to and report on management’s assessment without
first performing their own comprehensive assessment of internal control.  Those standards clearly
indicate each firm’s assessment is to be largely in addition to management’s assessment  “ . . . so
that the auditor’s own work provides the principal evidence for the auditor’s opinion”.

Our experience suggests that this PCAOB requirement gives rise to the largest, single identifiable
component of our compliance cost.  We believe requirements should be better aligned with
Congressional intent by eliminating the need for each accounting firm to perform a second,
independent, comprehensive and redundant assessment of internal control.   We further believe
the PCAOB can and should provide reasonably objective criteria by which each public
accounting firm can attest to and report on management’s assessment.  Assuming management
requirements as described in Exhibit A are made available, illustrative criteria for each public
accounting firm’s attestation and reporting against those requirements are included the attached
Exhibit B.


