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SARBANES-OXLEY AND SMALL BUSINESS:
ADDRESSING PROPOSED REGULATORY
CHANGES AND THEIR IMPACT ON CAPITAL
MARKETS

WEDNESDAY, APRIL 18, 2007

UNITED STATES SENATE,
COMMITTEE ON SMALL BUSINESS AND
ENTREPRENEURSHIP,
Washington, D.C.

The Committee met, pursuant to notice, at 10:30 a.m., in room
428-A, Russell Senate Office Building, Hon. John F. Kerry, Chair-
man of the Committee, presiding.

Present: Senators Kerry, Bayh, Pryor, Tester, Snowe, Coleman,
Thune, and Corker.

OPENING STATEMENT OF THE HONORABLE JOHN F. KERRY,
CHAIRMAN, SENATE COMMITTEE ON SMALL BUSINESS AND
ENTREPRENEURSHIP, AND A UNITED STATES SENATOR
FROM MASSACHUSETTS

Chairman KERRY. This hearing will come to order. I apologize to
everybody for the delay, but we had two votes in the Senate, as I
think you know, and we just finished the second one, so people are
hustling over here.

I want to thank SEC Chairman Cox, the PCAOB Chairman
Olson, and all of our witnesses for taking time out of busy sched-
ules to be here to testify at this hearing, in which we will examine
the effects that the Sarbanes-Oxley regulations are having on small
llousiness and how we can help small businesses to comply with the
aw.

Let me say up front that we are all proud that our country
boasts the fairest and most transparent and efficient financial mar-
ketplace in the world. We have achieved this status by developing
a regulatory approach that ensures investors around the world can
have confidence in our markets. However, between the years 1998
and 2000, there were 464 financial restatements by public compa-
nies. That number was higher than the previous 10 years com-
bined, and too often, those public companies were overstating their
income in order to attract investors or hold on to investors.

The trust and confidence of the American people in their finan-
cial markets was dangerously eroded by the actions of WorldCom,
Enron, Arthur Andersen and others, and the shocking malfeasance
by these businesses and accounting firms put a strain on the
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growth of our economy, cost investors billions in assets and hurt
the integrity of financial markets around the world.

By all accounts, the Sarbanes-Oxley Act has brought back ac-
countability to corporate governance and to auditing and to finan-
cial reporting for public companies. The audit of internal controls
over financial reporting has produced significant benefits, and pub-
lic company financial reporting has improved overall. As a result,
investor confidence in our capital markets has been restored and
our Nation’s economic growth continues.

Recent published reports show that accounting restatements on
large companies’ financial results declined by 20 percent last year.
This is important evidence that Sarbanes-Oxley is working. These
improvements, however, have not come without some drawbacks
and complications. Too many small public companies who have
played by the rules are now expected to deal with the time and fi-
nancial burden required by the Sarbanes-Oxley law. Last year,
businesses with less than $75 million in assets saw the number of
financial restatements increase by 46 percent. This shows that
businesses getting ready to comply with Sarbanes-Oxley are having
trouble. I believe that we will all benefit when small businesses are
prepared for compliance with Sarbanes-Oxley.

However, according to a recent U.S. Government Accountability
Office study requested by Senator Snowe, the cost of compliance
and the time needed for small companies to comply with Sarbanes-
Oxley regulations has been disproportionately higher than for large
public companies. Firms with assets of $1 billion or more spend
about 13 cents per $100 in revenue for audit fees, while small busi-
nesses are forced to spend more than $1 per $100 in revenue to
comply with the same rules.

As we will hear from witnesses on the second panel today, this
disproportionate burden faced by small public companies may be a
deterrent to other small businesses interested in going public.
These small businesses aren’t resistant to fair and open financial
reporting, but they are hesitant to make this transition because of
the burdensome costs involved with compliance.

Small businesses, we all know, are vital participants in capital
markets. They play a critical role in future economic growth and
high-wage job creation. I have no doubt that small public compa-
nies will be able to comply with the Sarbanes-Oxley law just as big
business is doing today. All small public companies know it is in
their best interest to have regulations in place that provide trans-
parency and accountability. These are the qualities that encourage
investor confidence in U.S. markets, giving them access to more in-
vestors and increasing the pool of available capital, while keeping
their competitors from manipulating the marketplace through
faulty accounting.

But, and this is an important but, I think each of us on this
Committee, wherever we have gone in the country, when talking
to business people, hear anecdotally that there is sort of an over-
reach or an excessiveness, that we could, perhaps, accomplish the
goals of Sarbanes-Oxley perhaps with a little less financial and ad-
ministrative burden. It is important for us to listen to that, to take
it into account, to try to figure out if that is true. I think the real
measure of this hearing is whether we can sustain the goals, the
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accountability, and the transparency while minimizing the disrup-
tive features and costs so that you maximize your competitive abili-
ties and your growth, and that is the balance we would obviously
like to find.

We need to find a way, I think, to help some of these small busi-
nesses, the backbone of the American economy, to make this transi-
tion and make it effectively and smoothly. To that extent, I am
very pleased that the Securities and Exchange Commission and the
Public Company Accounting Oversight Board are currently consid-
ering final rules and guidance on the implementation of Sarbanes-
Oxley that will make it easier for small businesses to comply with
the law.

And while I acknowledge that the intent of the rule changes is
to make it easier and less burdensome for small businesses to com-
ply, we all know that the devil is always in the details. So I look
forward to hearing from Chairmen Cox and Olson on the status of
the rulemaking progress and see how those regulations will take
into consideration the concerns of the small business community.

As we move forward, there are additional steps that could be
taken to assist small businesses, and I want to work with Senator
Snowe and others on this Committee to find, hopefully, a common
ground on how we could do that.

I recently wrote to the SEC and the PCAOB with Senator Snowe
urging the regulators to give small businesses up to an additional
year to comply with the pending changes to Sarbanes-Oxley regula-
tions. I believe this added time will help small businesses adapt to
the changing regulatory structure and make it easier for those who
lack the expertise or the financial resources to be able to comply
with the law. I thank Chairman Cox for his previous support in
providing small public companies with additional time to comply
with Sarbanes-Oxley.

As Chair of the Committee on Small Business and Entrepreneur-
ship, I will continue to closely follow this impact on small firms and
very much look forward to working with Senator Snowe and our
colleagues to try to help small companies be able to abide by the
law while simultaneously allowing them to focus on what they do
best, which is creating jobs and growing our economy by partici-
pating in the capital markets.

So we look forward to hearing from our witnesses today. Before
I introduce them, let me turn—Senator Snowe, I know, is on her
way, but let me turn to Senator Coleman. Do you have any opening
statement, Senator?

OPENING STATEMENT OF THE HONORABLE NORM COLEMAN,
A UNITED STATES SENATOR FROM MINNESOTA

Senator COLEMAN. Just very briefly. I want to thank the Chair
for convening this hearing. As I travel around my State and I talk
to small businesses, this and health care are the two single most
common concerns and complaints.

I would just also take a note of personal pride in that both our
witnesses before us, Chairman Cox and Chairman Olson, both have
ties to St. Paul, Minnesota, having been born there or lived there,
so I know they have the right kind of background to be very sen-
sitive to these concerns and are smart enough to handle the con-
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cerns. I look forward to their testimony and the testimony of the
other witnesses.

Again, I want to thank the Chair for his leadership on this very
critical issue.

Chairman KERRY. Thank you. You are not going to claim there
is something in the Mississippi River water, are you?

[Laughter.]

Chairman KERRY. Senator Tester?

OPENING STATEMENT OF THE HONORABLE JON TESTER, A
UNITED STATES SENATOR FROM MONTANA

Senator TESTER. I also want to thank the Chairman. I want to
thank Chairman Cox and Chairman Olson for being here. It is a
delicate balance between regulation and what is appropriate and I
look forward to hearing your perspective on Sarbanes-Oxley and
how we can make it better. Thank you.

Chairman KERRY. Thank you very much.

Senator Corker?

OPENING STATEMENT OF THE HONORABLE BOB CORKER, A
UNITED STATES SENATOR FROM TENNESSEE

Senator CORKER. In the interest of time, I just want to thank you
for the hearing and our witnesses and I will associate myself with
Mr. Coleman’s comments. Thank you.

Chairman KERRY. Thanks a lot, Senator.

Senator Bayh?

Senator BAYH. I have no opening statement.

Chairman KERRY. We welcome Chris Cox, the 28th Chairman of
the Securities and Exchange Commission. He was appointed by
President Bush in 2005, and prior to his appointment, he spent 17
years in the House of Representatives.

Our second witness is Mark Olson, Chairman of the Public Com-
pany Accounting Oversight Board. He served as a member of the
Federal Reserve Board of Governors, the Federal Local Market
Committee since December of 2001.

Both are highly qualified and we really welcome you here today.
Thanks for taking the time to come.

Mr. Cox?

STATEMENT OF THE HONORABLE CHRISTOPHER COX,
CHAIRMAN, U.S. SECURITIES AND EXCHANGE COMMISSION

Mr. Cox. Thank you very much, Mr. Chairman, Ranking Member
Snowe when she arrives, and members of the Committee for invit-
ing me to testify on behalf of the Securities and Exchange Commis-
sion concerning the application of Section 404 of the Sarbanes-
Oxley Act to small business.

Mr. Chairman, you asked in your opening statement whether or
not the United States can achieve the goals of accountability and
transparency that underlie Section 404 of the Sarbanes-Oxley Act
while simultaneously minimizing the costs and the disruption, es-
pecially for small business. The answer to that, in the view of the
Securities and Exchange Commission, and I dare say in the view
of the PCAOB, is yes.
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Your Committee’s charge is a vitally important one concerning
costs of Sarbanes-Oxley to small business in particular, and even
more generally, given the importance of small business to our econ-
omy. For our part, the SEC’s charge in the statute includes the
promotion of capital formation upon which small businesses, of
course, depend. So like you, therefore, we are completely committed
to fostering the climate of entrepreneurship that is so essential to
growth and the success of smaller public companies.

For a small business, raising private capital often depends upon
the future prospective possibility of tapping the public market. So
it isn’t just that the companies that are already public or ready to
go public today are affected by how we implement Sarbanes-Oxley.
It is also true that companies of all sizes are similarly affected.
Every start-up, every new business idea, every determined woman
with a dream or a man striking out on his own needs a flourishing
IPO market.

America, as you well know in this Committee, creates far more
new businesses than does Europe, absolutely and on a percentage
basis, and our capital markets have a far higher percentage of indi-
vidual owners of securities. So it is essential for the vitality of our
economy that we protect both the opportunity for small businesses
to raise the capital that they need to innovate and the savings of
the individuals, the many individuals, who have invested their
money in the securities of smaller companies.

Today, 4 years after the Sarbanes-Oxley Act was signed into law,
over 6,000 public companies still aren’t required to provide the au-
dited internal control reports that are called for by Section 404 of
the Act. As a practical matter, almost every public company with
securities registered by the Commlssmn if it has $75 million or
less in public equity, falls into this category They haven’t been re-
quired to comply with Section 404, as you noted, Mr. Chairman, be-
cause the Commission has been very sensitive to the special con-
cerns of smaller public companies. All other public companies in
the United States already have 3 years of reporting on internal
controls under their belts.

The Commission has delayed Section 404 compliance for smaller
companies because of the disproportionately higher cost that they
face, just as you pointed out. Our experience in the first 3 years
told us that the way that 404 was being implemented was too ex-
pensive for everyone; so imposing that system on the smallest com-
panies would impose unacceptably high costs from the standpoint
of the companies’ investors, who, after all, pay the bills.

So the Commission and the Public Company Accounting Over-
sight Board set out to address the unique concerns of small busi-
ness. We further delayed the implementation of 404 for smaller
public companies until Chairman Olson and I, working together
with the full Commission and the full Board and our professional
staffs, could replace the current inefficient system of Section 404
implementation with a more streamlined approach that focuses on
the material risks but that still provides for effective and meaning-
ful internal control audits to protect investors.

The focus of this hearing is on the proper implementation of Sec-
tion 404. Focusing on the implementation of 404 rather than
changing the law is consistent with the SEC’s view that the prob-
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lems we have seen with 404 to date can be remedied without
amending the Sarbanes-Oxley Act. And, despite the unduly high
costs of implementing Section 404, I believe that the Act overall,
including Section 404, may be fairly credited with correcting the
most serious problems that beset our capital markets just a few
years ago.

So as the Commission and the PCAOB move forward with our
plans to make the application of Section 404 workable for smaller
companies, it is important to remember that Congress’s focus on in-
ternal controls was not a mistake. It was and it remains exactly
the right thing to do.

It is also important to keep in mind that the Congress didn’t in-
vent the internal control provisions of Sarbanes-Oxley out of thin
air. There were clear antecedents for SOX 404 in the Federal De-
posit Insurance Corporation Improvement Act, FDICIA, and before
that in the Foreign Corrupt Practices Act. Since the internal con-
trol requirements in those Acts hadn’t resulted in unexpected high
costs, it was reasonable for Congress to assume that Section 404
wouldn’t be disruptive, either.

In the case of FDICIA, however, the banking regulators hadn’t
adopted a highly prescriptive standard to implement the statute’s
internal control provisions. But, following the passage of SOX in
2003, the PCAOB and the SEC adopted a very different Auditing
Standard Number 2 to implement Section 404. It was approved for
use by auditors starting with internal control attestations in 2004.
Following the implementation of AS2, many companies increased
the documentation of their controls and formalized the procedures
they use to identify, test, and analyze the effectiveness of those
controls.

The cost of this exercise far outstripped all expectations, includ-
ing the formal estimate made by the Securities and Exchange Com-
mission when the reporting requirements of 404 implementation
were approved. It is undoubtedly true that some of these higher-
than-expected costs reflected long-neglected maintenance of inter-
nal control systems, but it is equally true and undeniable that
much of the extra cost was and continues to be the result of exces-
sive, duplicative, and misdirected effort.

That concern is one of the reasons that, even now, smaller com-
panies aren’t yet required to comply with Section 404. In a mo-
ment, Chairman Olson will talk about the particulars of the pro-
posed new auditing standard that the PCAOB is working on to re-
place AS2. But it isn’t just the auditing standard that is being re-
fashioned.

The SEC is simultaneously writing guidance specially directed to
the management of companies to give them a truly scalable ap-
proach to designing controls that will work for the particular cir-
cumstances in which they find themselves, especially for small
business. And we are coordinating the two proposals by eliminating
from the new auditing standard any language that would create an
expectation that the controls would be designed to fit the audit
rather than the audit being designed to fit the controls.

It is our intention that the new guidance for management will
work together with the PCAOB’s proposed auditing standard to
clearly delineate the auditor’s responsibility for opining on manage-
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ment’s assessment, on the one hand, and the company’s responsi-
bility for the methods and the procedures that it uses in its inter-
nal controls evaluation process, on the other hand. In combination,
the Commission’s proposed guidance and the PCAOB’s proposed
auditing standard should result in the management of smaller com-
panies being able to use a top-down, risk-based approach to their
evaluation of the internal controls. And the new approach to 404
implementation should shift discussions between managements
and auditors away from management’s evaluation process and to-
ward what matters most to investors, the risk that material
misstatements in the company’s financials won’t be prevented or
detected in a timely manner.

By the way, managers and auditors should talk to each other,
and not just managements, but audit committees and boards of di-
rectors should have a healthy and ongoing dialogue with their
auditors about the company’s internal controls. There is no auditor
independence rule or any other rule or standard that stands in the
way of this kind of useful communication.

The comment periods for both the Commission and the PCAOB
proposals closed on February 26 of this year. The Commission re-
ceived 205 comment letters from a broad cross-section of investors,
small companies, large companies, accountants, lawyers, regu-
lators, and academics.

In our outreach to small business throughout this process, the
SEC has been aided by the exceptional work of our Office of Small
Business Policy located within the Division of Corporation Finance.
The Office of Small Business Policy and its very able Director
Gerry Laporte are focused on making sure that the unique needs
of small business are reflected in our rules and in the interpreta-
tions and guidance that we provide to the public.

The Office of Small Business Policy also served as the secretariat
for the Advisory Committee on Smaller Public Companies, which
issued its report to the SEC in April 2006. That report was the
first to focus on the problems with Section 404 implementation in
a systematic way, and it has informed many of the solutions that
we are now implementing.

Of special significance to this Committee is that the comments
from the small business community that we received on the pro-
posed new 404 procedures were generally consistent with those
that we received from other commentators. Almost three-quarters
of the comment letters from small business interests indicated that
the SEC’s proposed guidance would allow managements to tailor
their evaluation to the facts and circumstances of their particular
companies and help to focus the 404 process on the areas that are
most important to reliable financial reporting.

Sixteen of the 42 comment letters representing small business
also emphasized the need to allow sufficient time for smaller com-
panies to consider the final guidance issued, or to be issued, by the
Commission and the final auditing standard that we expect will be
adopted by the PCAOB before they are required to implement fully
Section 404 of Sarbanes-Oxley. We take all these comments that
we have received very seriously, and we are working hard to ad-
dress these concerns.
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Very recently, on April 4, Chairman Olson and I held an open
meeting to review the general nature of the public comments and
the work that remains to be done to address them. At that meet-
ing, the Commission made it clear that we are very pleased with
the progress that we and the PCAOB are making in our collabora-
tion, and we focused on four remaining areas where we believe ad-
ditional work is necessary.

First, we need to better align the proposed PCAOB audit stand-
ard and the Commission’s proposed guidance.

Second, we need to improve the discussion in the proposed audit-
ing standard of how auditors can scale the audit procedures, which
will be of a special benefit for smaller companies.

Third, we need to do further work to ensure that it is crystal
clear that auditors should use their professional judgment in deter-
miﬁing audit procedures and testing based on their assessment of
risk.

And fourth, the auditing standard needs to use broader prin-
ciples rather than prescriptive rules to describe when auditors may
use the work of others. This last will ensure that auditors can rely,
for example, upon work obtained from management’s risk assess-
ments and monitoring activities when those are found to be com-
petent and objective.

As this Committee is aware, the Commission has carefully
phased in application of the 404 reporting requirements. Specifi-
cally, smaller companies would file management reports on their
internal controls along with their annual report for their first fiscal
year ending after December 14, 2007. For calendar year-end com-
panies, this would mean March 2008.

We aim to implement Section 404 just as Congress intended, in
the most efficient and effective way to meet our objectives for the
investor protection, well-functioning financial markets, and healthy
capital formation by companies of all sizes. We won’t forget, Mr.
Chairman, the failures that led to the passage of the Sarbanes-
Oxley Act in the first place, and we won’t forget that, for small
business to continue to prosper in America, strong investor protec-
tion has to go hand-in-hand with healthy capital formation.

The reforms that we are making to the Sarbanes-Oxley 404 proc-
ess are intended to be of direct benefit to American small busi-
nesses and the millions of Americans who work for them, who in-
vest in them, and who benefit from the goods and the services that
they provide. We are reorienting 404 to focus on what truly mat-
ters to investors and away from expensive and unproductive make-
work procedures that waste investors’ money and distract attention
from what is genuinely material. No longer will the 404 process tol-
erate procedures performed solely so someone can claim that they
considered every conceivable possibility.

Mr. Chairman, these next few weeks are a critical time for small
business as we approach the finish line in our work to rationalize
404. We look forward to working with you and all the members of
this Committee in the days ahead on these issues as well as on the
many other issues that face our Nation’s small businesses.

Thank you again for the opportunity to speak on behalf of the
Commission, and of course I will be happy to take your questions.

[The prepared statement of SEC Chairman Cox follows:]
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TESTIMONY OF CHRISTOPHER COX
CHAIRMAN
U.S. SECURITIES AND EXCHANGE COMMISSION

CONCERNING REPORTING ON THE INTERNAL CONTROLS OF SMALL
BUSINESSES UNDER SECTION 404 OF THE SARBANES-OXLEY ACT OF 2002

‘BEFORE THE
COMMITTEE ON SMALL BUSINESS & ENTREPRENEURSHIP
UNITED STATES SENATE

April 18, 2007

Chairman Kerry, Ranking Member Snowe, and Members of the Committee:

Thank you for inviting me to testify on behalf of the Securities and Exchange
Commission concerning the application of section 404 of the Sarbanes-Oxley Act to
small business.

This committee's charge is a vitally important one, both to the millions of small
businesses in America, and to our economy. For our part, the SEC is charged by statute
with the promotion of capital formation, upon which our small businesses depend. Like
you, we are therefore completely committed to fostering the climate of entrepreneurship
that is the key to small business growth, and to the creation of so many jobs and so many
goods and services in our country.

For a small business, raising private capital often depends upon the future viability of
tapping the public markets. It isn't just the company that is ready to go public today that
benefits from a healthy market in publicly traded securities. Every startup, every new
business idea, every determined woman with a dream and every man striking out on his
own need a flourishing IPO market.

America creates far more new businesses than does Europe. And our capital markets
have a far higher percentage of individual owners of securities. So it's essential for the
vitality of our economy that we protect both the opportunity for small businesses to raise
the capital they need to innovate, and the savings of individual investors that are invested
in the securities of public companies.

Today, four years after the Sarbanes-Oxley Act was signed into law, over 6,000 public
companies still aren't required to provide the audited internal control reports required by
section 404. Generally, every public company with securities registered with the
Commission, if it has less than $75 million in public equity, falls into this category. They
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have not been required to comply with section 404 because the Commission has been
very sensitive to the special concerns of smaller public companies. All other public
companies in the United States already have three years of reporting on internal controls
behind them.

The Commission has delayed section 404 compliance for smaller companies because of
the disproportionately higher costs they face compared to larger companies. Qur
experience of the first three years told us that the way 404 was being implemented was
too expensive for everyone — and imposing that system on the smallest companies would
impose unacceptably high costs from the standpoint of the companies’ investors, who
would have to pay the bills.

So the Commission and the Public Company Accounting Oversight Board (PCAOB) set
out to address the unique concerns of small business. We further delayed the
implementation of 404 for smaller public companies until Chairman Olson and 1,
working together with the full Commission and PCAOB, could replace the current
inefficient system of 404 implementation with a more streamlined approach that focuses
on material risks — but that still provides for effective and meaningful internal control
audits to protect investors.

The focus of this hearing is on the proper implementation of section 404. Focusing on
the implementation of 404, rather than changing the law, is consistent with the SEC's
view that the problems we've seen with 404 to date can be remedied without amending
the Sarbanes-Oxley Act. And despite the unduly high costs of implementing section 404
of the Act, I believe that the Act overall - including section 404 — may be fairly credited
with correcting the most serious problems that beset our securities markets just a few
years ago, and with restoring investor confidence in our markets.

One reason the Congress can be confident that the law you wrote is having the desired
effect of improving the integrity of financial reporting is that many of its provisions are
being replicated by other nations around the world. That is true even for section 404,
albeit not the audit requirement. Variations of the law’s internal control reporting
requirements are being adopted in Japan, France, China, Canada, and several other
countries. Still other nations, including the United Kingdom, have adopted a comply-or-
explain approach to managements’ assessments of internal controls and auditor reports on
those assessments.

So as the Commission and the PCAOB move forward with our plans to make the
application of section 404 workable for smaller companies, it is important to remember
that Congress’s focus on internal controls was not a mistake — it was, and remains,
exactly the right thing to do.

It's also important to keep in mind that the Congress didn't invent these internal controls
disclosure requirements out of thin air. SOX 404 was not the first effort by Congress to
focus public companies on the need for strong internal controls over their financial
reporting and accounting.



11

The very first legislation in this area was enacted in 1977, in response to the discovery
that a number of companies had falsified financial records in order to disguise or conceal
the source and use of “stush funds.” Those slush funds were used to make questionable
or illegal payments to foreign officials, and for a number of other illegal purposes. The
year before that law was passed, in a report on these cases that the SEC made to the
Senate Committee on Banking, Housing and Urban Affairs, we stated that:

The almost universal characteristic of the cases reviewed to date by the
Commission has been the apparent frustration of our system of corporate
accountability .... Millions of dollars of funds have been inaccurately recorded in
corporate books and records to facilitate the making of questionable payments.
Such falsification of records has been known to corporate employees and often to
top management, but often has been concealed from outside auditors and counsel
and outside directors.

So in January 1977, the Commission proposed four rules to address the issues covered in
that report to Congress.

Two of the Commission’s four proposals eventually resulted in the accounting and
internal control provisions of the Foreign Corrupt Practices Act. Among other things,
these two provisions require each public company to make and keep books, records, and
accounts which, in reasonable detail, accurately and fairly reflect the transactions and
disposition of the assets of the company. In addition, the company must maintain a
system of internal accounting controls to provide reasonable assurances that transactions
are recorded as necessary for the preparation of financial statements according to
generally accepted accounting principles.

The remaining two proposals were adopted as rules by the Commission. One prohibits
anyone from falsifying corporate books and records. The other prohibits officers and
directors from lying to auditors.

Following adoption of the Foreign Corrupt Practices Act in 1977, various private sector
commissions and task forces recommended that companies and their auditors issue public
reports on their level of compliance with the internal control provisions of the new law.
And some companies voluntarily issued management reports about their system of
internal controls. Some of those reports, typically from larger companies, also expressed
views regarding the effectiveness of the company’s system of internal controls.

On two occasions, in 1979 and again in 1988, the SEC proposed rules that would have
required reports from both management and the auditors on a company's internal control
system. Although those proposals weren't adopted, the Commission encouraged private
sector initiatives to review the need for this kind of disclosure.

Meanwhile, both through additional legislation and continued private sector efforts, the
concept of an internal controls review was given sharper definition. In 1988, Congress
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amended the Foreign Corrupt Practices Act to define “reasonable assurances” to clarify
that the standard does not require an unrealistic degree of exactitude or precision. Then
in 1991, in response to a financial institution crisis following many savings and loan
association failures, Congress enacted the Federal Deposit Insurance Corporation
Improvement Act—FDICIA. That Act includes an internal control provision that is
nearly identical to Section 404. And in 1992, the Committee of Sponsoring
Organizations, or COSO, funded the publication of a framework for companies to use in
developing internal control systems. COSO emphasized that internal controls should
include the processes designed by a company to test whether its financial reporting
objectives are being met. Organizations in other countries, as well as academics and
professional associations, also helped in the 1990s to define and explain what is meant by
an effective system of internal controls over financial reporting.

With all of this as background, it wasn't surprising that five years ago, when Congress
was again faced with the problem of egregious financial reporting and governance
failures, one of the solutions at hand was to revisit the rigor of internal controls. In
section 404 of Sarbanes-Oxley, Congress mandated that managements disclose their own
conclusions about the effectiveness of their internal controls. And section 404 enhanced
the credibility of that disclosure by also requiring that auditors attest to and report on the
assessment made by management. The clear antecedents for this provision were FDICIA
and the Foreign Corrupt Practices Act. Since the internal control requirements in those
Acts had not resulted in unacceptably high costs, it was reasonable for Congress to
assume that section 404 would not be disruptive, either. In the case of FDICIA, of
course, the banking regulators did not adopt a prescriptive standard to implement the
statute’s internal control section.

In order to meet the requirements in section 404 of Sarbanes-Oxley, however, in 2003 the
PCAOB adopted its very different Auditing Standard Number 2 under section 404. The
SEC approved it for use by auditors starting with 2004 internal control attestations.

Following the implementation of AS 2, many companies increased the documentation of
their controls, and formalized the procedures they use to identify, test, and analyze the
effectiveness of those controls. The cost of this exercise far outstripped all expectations —
including the formal estimate made by the SEC when the reporting requirements for 404
implementation were approved. It's undoubtedly true that some of these higher-than-
expected costs reflected long-neglected maintenance of internal control systems. But it is
also undeniable that much of the extra cost was, and continues to be, attributable to
excessive, duplicative, or misdirected efforts.

The Commission is determined to see to it that all waste of investors' money is eliminated
from reporting under section 404. We and the PCAOB are working to re-focus 404 on
the statutory purpose of informing investors about weaknesses in a company's internal
controls that are truly material and really matter. The information conveyed to investors
about the nature of those weaknesses has to be helpful to them in making investment
decisions.
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It was, of course, never intended that the 404 process should become inflexible,
burdensome, and wasteful. Following the Commission's adoption of rules to implement
section 404 in May 2003, we indicated that the methods used to evaluate the

effectiveness of internal controls would, and should, vary from company to company.
Early on, the SEC recognized that the approach taken by a Fortune 500 company
wouldn’t be right for a small company. The operating and financial environments in a
small business are very different from those in large companies. That concern was one of
the reasons that, even now, smaller companies are not yet required to comply with section
404.

But in 2004, when Auditing Standard No. 2 went into effect, it laid out in too-elaborate
detail what an audit of internal control over financial reporting should look like. And
because AS 2 contained language that created auditor expectations for the way
management would conduct its evaluation process, AS 2 became the de facto guidance
for management’s evaluations and assessments. The resulting lack of flexibility for
companies to design the internal controls best suited to their circumstances is one of the
fundamental flaws in AS 2 that we are now working to address.

In a moment, Chairman Olson will talk about the particulars of the proposed new
auditing standard the PCAOB is working on to replace AS 2. But it isn't just the auditing
standard that is being refashioned. The SEC is simultaneously writing guidance specially
directed to the company's management, to give them a truly scalable approach to
designing controls that will work in their particular circumstances — especially for smaller
companies. And we are coordinating the two proposals by eliminating from the new
auditing standard any langnage that would create an expectation that the controls would
be designed to fit the audit, rather than the audit being designed to fit the controls.

The proposed standard, and the Commission’s proposed management guidance, would
also make clear that auditors are not opining on the methods or on the procedures
management uses to evaluate its internal controls. Rather, they are opining on the
effectiveness of the internal control structure and procedures.

During the first few years of SOX implementation, we've learned a great deal from both
the companies and the auditors who have had to implement section 404. We've listened
at roundtables, studied comment letters, and paid close attention to the hearings and
studies conducted by this Committee and the rest of the Congress. We have benefited
from a great many academic and private sector studies. Almost all of them have
concluded that the cost of compliance with section 404 has thus far exceeded the benefits
that we've achieved.

In July 2006, the Commission issued a concept release covering potential reforms of
section 404 implementation, and in reply we received over 150 comment letters. Many
suggested specific areas that we should cover in our guidance and the type of guidance
that would be most helpful.
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After considering those comments carefully, last December the Commission formally
proposed the new interpretive guidance I just mentioned to assist managements in
developing a process for evaluating their internal controls over financial reporting.

An overarching objective of the Commission’s proposed guidance is to allow
managements to focus on the areas that present the greatest risk of material misstatements
in the financials. This is what the law has always intended we be focused on. It's also
what investors care about. It is, in short, what's important for achieving reliable financial
reporting.

The guidance we proposed allows each company to exercise significant judgment in
designing an evaluation that is tailored to its individual circumstances. Unlike external
auditors, management in a smaller company tends to work with its internal controls on a
daily basis. They have a great deal of knowledge about how their firm operates. Our
new guidance would allow management to make use of that knowledge.

Our proposed guidance also recognizes that those companies that are already complying
with section 404 have invested considerable resources in the design and implementation
of their processes. The Commission’s proposed guidance should not disrupt or require
any changes to those companies’ processes. At the same time, we believe that not only
small businesses but companies of all sizes will benefit from our proposed new guidance.
We also expect that, over time, even some larger companies may choose to adjust their
404 evaluations in response to the guidance.

When the Commission proposed its guidance, we also made clear that it provides one, but
not the only, way to comply with the 404 requirement for an annual assessment of
internal controls. We've made it clear that management can follow other reasonable
approaches, too. For those managements that do follow the basic approach described in
our guidance, we've proposed a rule that gives them the comfort of knowing that by
doing so they have satisfied their obligation to evaluate their internal controls.

It is our intention that the proposed auditing standard and our proposed guidance for
management will work together to clearly delineate the auditor’s responsibility for
opining on management's assessment, on the one hand, and the company's responsibility
for the methods and procedures it uses in its internal controls evaluation process, on the
other hand. In combination, the Commission’s proposed guidance and the PCAOB's
proposed auditing standard should result in management using a top-down, risked-based
approach to its evaluation of internal controls. And they should shift discussions between
managers and auditors away from management’s evaluation process to what matters most
to investors — the risk that material misstatements in the company's financials won't be
prevented or detected in a timely manner.

By the way — managers and auditors should talk. And not just managements, but audit
committees should have a healthy and ongoing dialogue with their auditors about the
company’s intemnal controls. There is no auditor independence rule, or any other rule or
standard, that stands in the way of this kind of useful communication.
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The comment periods for both the Commission and the PCAOB proposals closed on the
same day — February 26 of this year. The Commission received 205 comment letters
from a broad cross-section of investors, small companies and large companies,
accountants, lawyers, regulators, and academics. About 70% of the respondents to the
Commission’s proposed guidance also provided comments to the PCAOB on its
proposed auditing standards. The percentage that commented to both of us would have
been higher, except that we received 48 letters from a class at the University of
Wisconsin, who apparently found writing to the SEC a more appealing assignment than
commenting to the PCAOB.

In our outreach to small business throughout this process, the SEC has been aided by the
exceptional work of our Office of Small Business Policy in the Division of Corporation
Finance. The Office of Small Business Policy is focused on making sure that the unique
needs of small business are reflected in our rules, and in the interpretations and guidance
we provide to the public. The Office of Small Business Policy served as the secretariat
for the Commission’s Advisory Committee on Smaller Public Companies, which issued
its report to the Commission in April 2006. That report was the first to focus on the
problems with section 404 implementation in a systematic way, and it has informed many
of the solutions that we are now preparing to put into effect.

While the Commission hasn't yet made any final decisions based on the comments we've
received, there are a few recurring themes in the letters that stand out.

First, there is overall support in the comment letters for the principles-based nature of the
Commission’s management guidance. Many commenters believe that this will encourage
a healthy use of judgment and common sense in formulating the procedures companies
use to evaluate whether material weaknesses exist in their internal control systems.

A significant number of commenters, however, are concerned that the principles-based
guidance from the Commission may not be well-aligned with the more prescriptive
auditing standards proposed by the PCAOB.

These commenters expressed concerns that having a more detailed auditing standard
could drive managements to perform procedures or create documents during their
evaluation process that would be unnecessary under the Commission’s guidance. They
believe managements may feel compelled to perform this unnecessary work, or to create
documents solely so the auditors will have them during the subsequent audit process.
Essentially, the commenters are concerned that having a more prescriptive auditing
standard will needlessly drive up costs, especially for smaller companies. It would mean
that the company and its investors either have to pay the auditor to do additional testing
and documentation that wasn't required by the SEC's guidance, or the company will have
to do that otherwise unnecessary work itself, so that it can be relied upon by the auditors.

Several suggestions were made in the comment letters about how to better align the
Commission and PCAOB documents. Many of the comments focused on the need to
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insure that after all of this effort we do not simply end up with, once again, an auditing
standard that drives a significant amount of management’s work. In particular,
commenters suggested that the PCAOB allow auditors to use more professional judgment
in determining the necessary amount of testing and documentation. In other words, they
suggested making the audit standard less prescriptive by removing requirements that
could lead to unnecessary documentation and testing.

Several commentators also noted that differences in certain definitions and terms in the
proposals could be sources of confusion. These discrepancies between the SEC and
PCAOB definitions of the same terms, they said, could also lead to over-documentation
and 'over-testing. As a result, they asked that the Commission and the PCAOB more
closely align our terminology.

Of special significance to this Committee is that the comments from the small business
community generally were consistent with those received from other commenters.
Almost three-fourths of the comment letters from small business interests (31 of 42)
indicated that our proposed guidance would allow managements to tailor their
evaluations to the facts and circumstances of their particular companies and focus on the
areas that are most important to reliable financial reporting. Many of these commenters
also noted the need to better align the Commission and PCAOB documents and to reduce
the prescriptive nature of the PCAOB document, and suggested additional areas to be
covered in the Commission’s guidance.

Sixteen of the 42 comment letters representing the small business community also
emphasized the need to allow sufficient time for smaller companies to consider the final
guidance issued by the Commission, and the final revisions to the auditing standard
adopted by the PCAOB, before they're required to implement the 404 reporting
requirements.

We take all of the comments we've received seriously, and we're working hard to address
these concerns.

Very recently, on April 4th, the Commission held an open meeting to review the general
nature of the public comments and the work that remains to be done to address them.
Chairman Olson and Jeff Steinhoff, the Managing Director for Financial Management
and Assurance at the Government Accountability Office, also participated in that
meeting. At the meeting, the Commission made it clear we're very pleased with the
progress that we and the PCAOB are making in our collaboration, and we focused on just
four remaining areas where we believe additional work is necessary:

» First, we need to better align the proposed PCAOB audit standard and the
Commission’s proposed guidance, as I just described.

* Second, we need to improve the discussion in the proposed auditing standard of
how auditors can scale the audit procedures, which will be a particular benefit for
smaller companies.
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* Third, we need to do further work to insure it's crystal clear that auditors should
use their professional judgment in determining audit procedures and testing based
on their assessment of risk.

¢ And fourth, the auditing standard needs to use broader principles rather than
prescriptive rules to describe when auditors may use the work of others. This last
will ensure that auditors can rely, for example, upon work obtained from
management’s risk assessments and monitoring activities when those are found to
be competent and objective.

In addition, in furtherance of the integrated audit that is contemplated by section 404, the
Commission directed our staff to work with the PCAOB to ensure that there is better
integration of the financial statement audit (which itself includes an assessment of
internal controls) with the internal control audit required by the PCAOB.

We’re pedal-to-the-metal on finishing this work, and we won't require smaller public
companies to have a section 404 audit until the new guidance and the new auditing
standard are available to them with plenty of time to prepare. As this Committee is
aware, the Commission has carefully phased in application of the 404 reporting
requirements. We have continued to defer 404 compliance for small companies. The
result of our determination to phase in 404 for smaller companies is that we’ve had the
opportunity to field test the requirements first. Now, we’re using what we've learned to
lessen the burden not only for smaller companies that will eventually comply with the
requirements, but for companies presently subject to the requirements as well.

The rules the Commission adopted in December 2006 will permit smaller public
companies — those with $75 million or less of public float — to postpone their first 404
audit until the first fiscal year ending after December 14, 2008. For calendar year end
companies, this would mean March 2009,

In the meantime, those smaller companies can begin to get ready for full SOX 404
compliance by undertaking the less burdensome part of 404 beginning with their SEC
reports the year after next. Specifically, smaller companies would file management
reports on their internal controls along with their annual report for their first fiscal year
ending after December 14, 2007. For calendar year end companies, this would mean
March 2008.

One of the suggestions that has been made is that, even though as things now stand
smaller companies won't be required to come into full compliance with SOX 404 until
March 2009, the Commission should provide for a further extension of an additional
year. If we were to do that, the first 404 audit reports wouldn't be filed until three years
from now, beginning in March 2010.

In the Commission’s release last December, when we issued the latest rules on the timing
of these requirements, we stated that if we have not issued additional guidance for
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management on how to complete its assessment of internal controls in time to be of
sufficient assistance in connection with annual reports for 2007, we will consider whether
we should further postpone the requirement. That remains true today.

We also stated that we would consider further postponing the requirement of eventual
404(b) compliance after considering the PCAOB’s anticipated revisions to the auditing
standard — and that remains true as well.

But that's not Plan A. As I described, we're working diligently to provide both guidance
for managements and a new auditing standard in time for companies and their auditors to
use them in connection with annual reports to be filed in 2008. In the next few weeks, we
intend to finish our work on management's guidance, and to coordinate those efforts with
what should be a new AS 5 adopted by the PCAOB. We aim to implement section 404
just as Congress intended: in the most efficient and effective way to meet our objectives
of investor protection, well-functioning financial markets, and healthy capital formation
by companies of all sizes. We won't forget the failures that led to the passage of the
Sarbanes-Oxley Act in the first place. And we won't forget that for small business to
continue to prosper in America, both strong investor protection and healthy capital
formagion must go hand in hand.

The reforms we're making to the SOX 404 process are intended to be of direct benefit to
America's small businesses — and the millions of Americans who work for them, invest in
them, and benefit from all that they provide to our economy. We're re-orienting 404 to
focus on what truly matters to investors ~ and away from expensive and unproductive
make-work procedures that waste investors' money and distract attention from what's
genuinely material. No longer will the 404 process tolerate procedures performed solely
so someone can claim they considered every conceivable possibility.

Mr. Chairman, these next few weeks are a critical time for small business as we approach
the finish line in our work to rationalize 404. We look forward to working with you in
the days ahead on these issues, as well as on the other important issues facing our
nation’s small businesses. Thank you again for the opportunity to speak on behalf of the
Commission. I would be happy to answer any questions that you may have.

Chairman KERRY. Thank you very much, Mr. Cox.
Mr. Olson?

STATEMENT OF THE HONORABLE MARK W. OLSON, CHAIR-
MAN, PUBLIC COMPANY ACCOUNTING OVERSIGHT BOARD

Mr. OLSON. Thank you very much, Chairman Kerry, and mem-
bers of the Committee, for inviting us to be here. It is a privilege
to be here with Chairman Cox. We have had the opportunity to
work on this important issue and I have been pleased at the
amount of time that he has accorded this issue in order that we
can achieve, as you appropriately pointed out, the retention of
transparency in the U.S. capital markets while at the same time
making the cost consistent with the incremental benefit.

We look at our charge as the overseer of the accounting profes-
sion with a very significant small business focus. First of all, from
the standpoint that, as you know, every accounting firm, auditing
firm, that either audits or wishes to audit a company that is pub-
licly traded must register with us. There are over 1,700 firms
around the world that have registered with us, and of that number,
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just under 1,000 of them are domestic and they come from all over
the country. As a matter of fact, of that number, we have—let me
see, there are, regrettably, zero from South Dakota, but 21 from
Tennessee, 10 from Minnesota, 31 from Massachusetts, 1 from
Montana, 11 from Indiana, and 2 from Arkansas. So as you can
see, they do cover all of America and most of them are very small.

Of the number, only a handful, about 125, audit more than five
publicly-traded companies. The foundation of the statute is that if
you choose to access the capital markets, there is an expectation
for the level of internal controls that you are expected to have, and
the external auditor is expected to opine on that. This is not an un-
reasonable expectation for accessing the U.S. capital markets and
it is perfectly consistent, I think, with what you said earlier about
maintaining the transparency of the markets while at the same
time maintaining confidence in the markets. Senator Tester called
it a delicate balance and we believe that is exactly the case.

With respect to small businesses and small firms, unquestion-
ably, the factors of scale alone will mean that the burden will fall
disproportionately to the smaller firms if it is not addressed. I
think your 13 cents per hundred for the large businesses and a dol-
lar per hundred for the small businesses is probably pretty accu-
rate in terms of cost if we do not pay specific attention to them.
I would like to focus on the manner in which we have done that
so far and then talk about some of the things that we can continue
to do in the future.

First of all, we have had small business audit forums around the
country for the last several years. We have had 19 forums in 14
cities, and those forums have helped the small firms learn how
they can do audits in the post-Sarbanes-Oxley environment. We
have had 1,400 auditors attend, and in many cases, we have also
had representatives of audit committees attend.

The manner in which we do the supervision, or oversight, of the
small firms is very different from the larger firms. In many of the
cases, we do not need to be intrusive to the point that we need to
be on site. Much of it can be off-site. The manner in which we do
the inspections is consistent with the level of involvement that they
have with publicly-traded companies.

We are in the process now, and I think that this is very key, of
developing guidance for auditors of small public companies. The
guidance we are developing is through the volunteer efforts of 12
practitioners from 12 firms around the country who are looking at
the scalability of the small audits and trying to make sure that we
can define, in a very specific way, how they can be scalable and,
cost effective for the smaller public companies. That is due to be
made public later this year.

Chairman Cox talked about some of the goals for a revised
Standard AS2, which will be replaced by what we expect will be
AS5. We will help address that as well.

AS5 will be focused on controls that really matter. It will be writ-
ten in understandable language as opposed to audit-speak, and we
think that this will help in the manner in which audit committees
or CFOs work on the engagement with the external auditor. Ulti-
mately, working with the SEC, I am very confident that we will get
the words right.
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But as you suggested, the devil is in the details. Implementation
is really key; that is going to involve PCAOB and the SEC with our
respective guidance that we are putting out. Very importantly, it
will involve the firms themselves. The issue is for the firms to rec-
ognize that there is an expectation for a certain level of internal
controls that hopefully will be respected and appreciated.

Very importantly, the auditing firms need to be involved. They
need to be involved in the sense that they need to scale the manner
in which they are making the audits more efficient. Just today, Mr.
Chairman and members of the Committee, we issued what we call
a 4010 Report where we have summarized some of what we noticed
in the efficiencies of the audits as they were done in 2006, and we
pointed out in a very specific way how the efficiency has been im-
proved and pointed out ways that it can be even more improved.

As Chairman Cox said, this is at least the third time, I think,
that the Congress has mandated an expectation that there will be
a requirement for internal controls over financial reporting,
FDICIA was the next-to-the-last and the Foreign Corrupt Practices
Act was the first.

One final point I would like to make gets to the U.S. competitive-
ness issue. In the relatively brief period of time that the PCAOB
has been functioning, we have noticed that in almost all the devel-
oped countries of the world there has been a PCAOB-like organiza-
tion started. As capital markets improve around the world, we are
also finding around the world that there is a need for a govern-
ment-mandated entity that would focus on oversight over the ac-
counting and auditing professions.

Next month, we will be holding a workshop here in the United
States for our peers around the country. It can be a learning expe-
rience for all of us. Interestingly, there are people from 44 different
countries who represent organizations like the PCAOB who are
coming here to participate in the workshop.

Mr. Chairman, that concludes my statement. We have a formal
statement that we have submitted for the record. I would be happy
at this point to answer any questions.

[The prepared statement of PCAOB Chairman Olson follows:]
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Chairman Kerry, Ranking Member Snowe, and Members of the Committee:

| am pleased to appear on behalf of the Public Company Accounting Oversight
Board ("PCAOB" or the "Board") to speak about the impact of the Sarbanes-Oxley Act
of 2002 (the “Act”) on small business, and, in particular, the PCAOB’s oversight of small
audit firms. | am also pleased to join Chairman Cox before you today. The PCAOB
works closely with the Securities and Exchange Commission (“SEC”) to achieve our
shared goal of protecting the interests of the investing public in the preparation of
informative, accurate and independent audit reports on public company financial
statements.
L Introduction and Background

This Commitiee’s focus on small business and entrepreneurship and the
Committee’s particular focus today on the impact of the Act are both appropriate and
very timely. The PCAOB, along with our colleagues at the SEC, are in the final stages
of replacing Audit Standard 2, which | will later describe in greater detail. A priority
concern that triggered our current efforts is the desire to assure that the audit standard
mandated by the Act can be conducted in a manner consistent with the size and
complexity of America’s small publicly traded companies.

Mr. Chairman and Committee members, we see two important dimensions to the
PCAOB focus on small business. First, of the 1,000 plus domestic audit firms that have
registered with the PCAOB, the overwhelming majority are small firms. While our

experience in examining these firms varies fo some extent, we are reassured to
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discover that many very small firms provide audits of consistently high standard for their
clients, many of whom are small businesses.

The second dimension of our small business focus is our recognition that these
small businesses constitute the largest segment of entities impacted by our audit
standards, and we need to be cognizant of their needs as we develop the standards.

With more than half of all American households invested in U.S. public
companies,’ the discoveries of financial reporting and auditing improprieties at
numerous public companies earlier this decade sweiled in 2002 to a national crisis in
confidence in the integrity and reliability of public companies’ financial statements.
V\_/idespreaq investor risk aversion across markets adversely affected innovation and the
economy more broadly.g/ This led to a predictably strong response on the part of the
investing public, as well as boards of directors at public companies, the accounting
profession, regulators, and Congress. There was an increased recognition of the need

to bolster internal controls over financial reporting and bring an enhanced focus to

corporate governance. Congress reacted by passing the Act, which among other things

¥ Due to the expansion of defined contribution plans and other incentives, nearly 57 million U.S.

households own stocks directly or through mutual funds, according to a study by the Investment
Company Institute and the Securities Industry Association. See Equity Ownership in America: 2005
{November 2005), available at hitp:/iwww.ici.org/pdfirpt_05_equity_owners.pdf.

¥ By all measures, the forward risk premium for the S&P 500 swelled in October 2002 to nearly
double the historical mean. The forward risk premium reflects the additional risk that investors perceive
exists in the stock market, as compared to the bond markel. See Monthly Eamings Report, Lehman
Brothers, at p. 72 (April 7, 2004). The effect of this risk aversion was not limited to U.S. markets. For
example, in 2002 it led to the collapse of Germany’s Neuer Markt, a young stock market designed to
provide capital opportunities for small European companies and thus to compete with U.S. markets for
shares of new “dotcoms” and other technology companies. See Benoit, B., Skorecki, A., and Stafford, P.,
‘Deutsche Borse to Close Neuer Markt Next Year,” Einancial Times (September 27, 2002).
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established the PCAOB to replace the audit profession’s self-regulatory model with an

independent oversight system.

The PCAOB’s mandate is to oversee the auditors of public companies, in order
to protect the interests of the investing public in the preparation of informative, accurate
and independent audit reports on public company financial statements. The PCAOB
does not set accounting standards or regulate disclosures by public companies; rather,
its role is to enhance the quality of the audits of those companies. Simply put, the
PCAOB's job is to improve the quality and reliability of public company audits, so that
investors can have more confidence in audited financial statements. High quality
financial disclosure by public companies is a cornerstone of U.S. capital markets and is
necessary for the continued growth and competitiveness of the U.S. economy.

With that brief history as context, | would like to devote my time today to
describing the PCAOB's programs, with a particular focus on the PCAOB'’s approach to
small audit firms. In addition, | will describe the PCAOB’s efforts, together with the
SEC, to implement the provisions of the Act related to internal control, again with a
particular focus on preparations for small companies and their auditors to implement
those provisions, according to the timetable established by the SEC.

H. The PCAOB’s Auditor Oversight Programs Foster a Dialogue with Small
Audit Firms to Help Them to Improve Their Audits and Compete in the
Market to Provide Public Company Audit Services.

Subject to the oversight authority of the SEC, the Board is responsible for -

« Registering audit firms that prepare audit reports for U.S. public companies;
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+ Establishing, by rule, auditing and related professional practice standards relating
to the preparation of audit reports for U.S. public companies;

« Conducting inspections of registered firms;

« Conducting investigations of, and imposing appropriate sanctions where justified
upon, registered firms and associated persons of such firms.

| will focus my remarks today on the PCAOB's oversight and interaction with
small firms in particular.

A. More Than 1,700 Accounting Firms Have Registered with the PCAOB.

Early concerns that independent oversight might deter firms, particularly smaller
firms, from continuing to audit public companies have not been borne out. On the
contrary, since the PCAOB opened its doors in January 2003, it has registered more
than 1,700 accounting firms that audit, or wish to audit, U.S. public companies. Of
these firms, about 1,000 are U.S. firms. The firms vary dramatically in size. Some are
multi-office regional firms with several, and sometimes a great number of, partners and
professional staff, and others are sole practitioners with no professional staff. Only
about 125 of these firms had more than five public company clients at the time they
registered. In addition, more than 450 of these firms registered even though they were

not the auditor of record for a public company at the time they registered.?

¥ Importantly, the PCAOB's rules related to registration were designed with care not to impose

unnecessary impediments for small firms, Thus, while a registering firm must demonstrate that the
Board’s approval of its application is consistent with the Board’s responsibilities under the Act to protect
the interests of investors and to further the public interest in the preparation of informative, accurate, and
independent audit reports, firms need not have a current public company audit client in order to register.
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The PCAOB has observed that the market is improving for small audit firms
registered to audit U.S. public companies. While the Big Four firms audit most public
companies, they have reduced their public company audit client base over the past few
years. At the samve time, the next four and even smaller firms have increased the
number of public companies that they audity Indeed, within the last year, two
registered firms have grown their audit practices to such an extent that they now issue
audit reports for more than 100 public companies, which triggers the requirement under
the Act and the Board's rules that the Board conduct annual inspections of those firms.

Smaller firms are likely to continue to seize opportunities to expand their
businesses by taking on new clients appropriate to the size and sophistication of the
firms’ practiceéA At the same time, for their business growth to reach its full potential,
the firms must understand and know what is expected of them within the Sarbanes-
Oxley and PCAOB framework. For smaller firms, the adjustment to that framework can
give rise to issues and questions different from those for the larger firms.

B. The PCAOB Uses Outreach to Small Firms and the Small Business

Community to Provide information About PCAOB Activities and Seek
Insight on Smal!l Business Concerns and Challenges.

The PCAOB has established an ambitious outreach effort directed toward small

registered firms and their audit clients to address their unique issues and questions.

These one- and two-day discussion sessions, called Forums on Auditing in the Small

¥ See Yellow Card Trend Alert, Glass, Lewis & Co,, at 1 (Feb. 15, 2005). According to this study
by Glass, Lewis & Co., in 2004, Big Four firms reduced their public company audit clients by 400, the next
four firms added overall, net, 117 public company audit clients, and ali other accounting firms had a net
gain in public company audit clients of 217.
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Business Environment, follow an in-depth curriculum on PCAOB activities and
developments. They have provided an avenue for small registered firms and small
public companies to obtain a better understanding of the workings of the PCAOB, and
they have fostered a robust dialogue that has given the PCAOB valuable insights to
apply in its programs. In addition, | believe the Forums have better equipped firms with
information to address the challenges of the new regulatory environment.

To date, the PCAOB has held 19 Forums in 14 metropolitan areas across the
country. Nearly 2,000 people involved in the small business community have attended
the Forums, including about 1,400 auditors from smaller public accounting firms. Based
on positive feedback from participants, the PCAOB intends to continue to hold Forums
to further the PCAOB’s dialogue with such firms and companies.

C. The PCAOB’s Supervisory Inspection Program Helps Small Firms

Focus on Audit Quality Necessary to Compete in the Market to
Provide Public Company Audit Services.

While the Forums reach small firm auditors in a group environment, PCAOB
inspections foster an even deeper, one-on-one dialogue between the PCAOB and small
registered firms. Under the Act and the Board’s rules, firms that audit the financial
statements of 100 or fewer public companies are subject to inspection at least once
every three years. The PCAOB has taken a supervisory approach toward implementing
its inspection program. In these inspections, the PCAOB has observed first-hand how
some small firms distinguish themselves professionally and competitively by performing

high-quality audits. In other cases, PCAOB inspections identify areas in which firms
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should do better. For those firms that strive to improve the quality of their audits and
their ability to compete for public company audit clients, the supervisory dialogue
throughout the inspection process helps them to do so.

While the PCAOB's inspection program is the core of its supervision of registered
firms, these inspections take place largely outside the public view. This is because the
Act mandates a significant degree of confidentiality relating to inspection information.
One particular provision relates to any portion of a PCAOB inspection report that
describes criticisms of the firm's system of quality control. Under the Act, a firm has one
year to show that it has satisfactorily addressed those criticisms, and if it does so those
criticisms remain nonpublic. This remediation mechanism reflects Congress's policy
decision to use the possibi!iAty of public disclosure as an incentive to firms to address
systemic problems.¥ It has proven to be a key tool to motivate firms to do better. When
the PCAOB identifies problems, firms typically take those criticisms seriously and make
substantial changes within a year.

Under the Board’s supervisory approach, it is able to use its inspection process
to address most of the individual, or isolated, auditing problems identified, without the

need to invoke its disciplinary authority to enforce applicable laws and standards. For

¥ In order to give the public an understanding of how this incentive works, last year the Board

described its experiences in monitoring firms’ efforts to address problems identified in the first year of
inspections. See PCAOB Release No. 104-2006-078, Observations on the Initial Implementation of the
Process for Addressing Quality Control Criticisms within 12 Months After an Inspection Report, March 21,
20086, available at http//www.pcachus.org/Inspections/ Public_Reports/2003/2006-03-21_Release_104-
2008-078.pdf; see also PCAOB Release No. 104-2006-077, The Process for Board Determinations
Regarding Firms' Efforts to Address Quality Control Criticisms in Inspection Reports, March 21, 20086,
available at hitp://www.pcaobus.org/inspections/2006-03-21_Retease 104-2008-077.pdf.
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example, when an individual audit is not up-to-grade, inspectors discuss with the firm
precisely what the deficiency is. Sometimes this means a firm will perform additional
audit procedures to shore up a weak audit. When the problem relates to an individual
auditor, a firm may provide additional training to or supervision of the person involved or
take other action the firm determines is appropriate. Thus, the PCAOB inspection
process has been able to prompt and facilitate firms' achievement of significant real-
time improvements, often even before an inspection is concluded.

D. The PCAOB Develops Auditing and Related Professionai Practice
Standards with the Needs and Challenges of Small Firms in Mind.

The Act directs the Board o establish certain standards for use by auditors of
public companies. Those include standards for auditing and related attestation work,
standards for quality controls, ethics standards, and independence standards. In order
fo ease firms’' transition to independent oversight, early in the Board's first year of
operation, in 2003, the Board adopted as interim standards certain auditing and related
professional practice standards that had been developed and adopted by the auditing
profession prior to the establishment of the PCAOB. These are standards with which

audit firms large and small were already familiar, as they existed on April 16, 2003.%

Yy In summary, these are: Generally Accepted Auditing Standards (or, “GAAS") as previously
established by the American Institute of CPAs (“AICPA”); Attestation Standards and related
interpretations and Statements of Position as previously adopted by the AICPA; the AICPA's Statements
on Quality Control Standards and certain AICPA SEC Practice Section membership requirements; certain
provisions of the AICPA’s Code of Professional Conduct on integrity and objectivity, and the standards
and interpretations of the independence Standards Board.
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Since adopting this body of pre-existing standards, the Board has adopted four
new standards” as welt as new ethics and independence rules relating to tax services
and contingent fees. To develop new standards and rules, the Board uses a standards-
setting process that provides for public input at a variety of stages. In particuiar, three
times a year the Board holds a public meeting with its Standing Advisory Group.¥ The
advisory group’s 31 members are drawn from a cross-section of the nation's companies
- small and large — as well as auditors from small and large accounting firms, investors
and their advisors, academics, and others. These individuals share their informed
opinions on how the Board, consistent with its mandate, can improve the quality of
audits, including by advising on best practices and emerging issues. Many of the
advisory group’s discussions have focused on matters related to small business and the
audits of small registered firms. On occasion, they have also included dedicated panels
of small firm auditors who can offer their insights on best practices and their

experiences with the unique challenges the small business community faces.?

7

Specifically, the Board's Auditing Standard No. 1 relates to references in auditors’ reports to the
standards of the PCAOB; Auditing Standard No. 2 relates to audits of internal control over financial
reporting; Auditing Standard No. 3 relates to audit documentation, and Audit Standard No. 4 relates to
auditors’ reporting on whether a previously reported material weakness continues to exist. They are
available on the Board's Web site at htip://www.pcaobus.org/Standards/Standards_and_Related_Rules/
index.aspx, along with the Board’s new ethics and independence rules.

¥ The Board convened its Standing Advisory Group pursuant to Section 103(a)(4) of the Act. The
Group consists of experts in auditing and financial reporting, including individuals with experience at
institutional investors, accounting firms, and public companies.

B The Board aiso participates as an observer of other agencies’ initiatives to examine issues
germane to the small business community, including the SEC’s Advisory Commiftee on Smaller Public
Companies, the Committee of Sponsoring Organization's Task Force on Guidance for Smaller Public
Companies, and the Financial Accounting Standards Board’s Small Business Advisory Committee.
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In addition to seeking the views of its advisory group members and other
interested persons, the Board seeks public comment on proposed new standards and
rules, makes those comments publicly available on its Web site, and considers them
before adopting final standards or rules. Board standards are also subject to SEC
review, and they do not go into effect unless they are approved by the SEC. 'Y

Tl The PCAOB’s Role in Implementing the Act's Internal Control
Requirements

| would like to devote the remainder of my time today to the PCAOB’s role in
impiementing, through its auditing standards, the provisions of the Act related to internal
control over financial reporting. In particular, Section 404 of the Act requires public
companies annually to provide investors an assessment of their internal control over
financial reporting, accompanied by an auditor’s attestation on the same subject.

A. The Act’s Internal Control Reporting and Auditing Requirements

The term “internal control over financial reporting” refers to a company’s system
of checks and processes designed to protect corporate assets, keep accurate records
of those assets as well as its financial transactions and events, and prepare accurate
periodic financial statements. Investors can have much more confidence in the
reliability of a company’s financial statements if management demonstrates that it
maintains adequate internal control over bookkeeping, the sufficiency of books and
records for the preparation of accurate financial statements, adherence to rules about

the use of company assets, and the safeguarding of company assets. Indeed, research

19" In most cases, applicable securities faws and rules provide for the SEC to publish PCAOB rules

and standards for public comment as part of the SEC’s consideration and approval process.
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shows that disclosures about the reliability of internal control have a significant effect on
companies’ cost of capitai.ﬂ’

Companies have been required to have internal control over their accounting
since Congress enacted the Foreign Corrupt Practices Act in 1977. There is no doubt,
however, that the Sarbanes-Oxley Act's requirement for annual assessments, and
auditor attestations to those assessments, {ook corporate responsibilities for internal
control over financial reporting to an entirely different fevel.

As directed by Section 404(a) of the Act, in June 2003 the SEC established rules
describing companies’ required assessments. In March 2004, the PCAOB implemented
Sections 103, requiring an auditing standard on internal control, and 404(b) of the Act
by establishing a new auditing standard — Auditing Standard No. 2 — fo provide for an
audit of internal control over financial reporting integrated with the audit of the financial
statements themselves. The SEC approved Auditing Standard No. 2 in June 2004

For large, established companies ~ which the SEC calls accelerated filers — the initial

w See Ashbaugh-Skaife, Collins, Kinney and LaFond, The Effect of Internal Control Deficiencies on
Firm Risk and Cost of Equity Capital (April 2006, updated February 2007). Specifically, the researchers
found that when companies report they have corrected a previously reported material weakness in
internal confrol, their cost of capital goes down on average 1.5 percent. Conversely, when companies
report material weaknesses in audited financial reports after they had previously reported in unaudited
statements that internal control was effective, their cost of capital goes up on average almost 1 percent
{93 basis points).

w See SEC Release No. 34-49884, Order Approving Proposed Auditing Standard No. 2, An Audit of
Internal Control Over Financial Reporting Performed in Conjunction with an Audit of Financial Statements
(June 17, 2004).
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assessments and attestations were required by SEC regulations to be included in their
annual Form 10-K filings for fiscal years ending after November 14, 2004 %

The SEC has delayed implementation for smaller companies, i.e., the non-
accelerated filers. Such companies have unti! they file financial statements for a fiscal
year ending on or after December 15, 2007, to file their first management asséssments
of internal control. In addition, the SEC will not require such companies to file audit
reports on such assessments until they file financial statements for a fiscal year ending
on or after December 15, 2008 ¥

B. Although the Act’s Internal Control Reporting Requirements are Not

Yet Applicable to Small Companies, the PCAOB Has Used lIts
Experience Monitoring Large and Mid-Cap Company implementation
to Revise Its Auditing Standard and Develop Tailored Guidance with
Small Companies In Mind. ’

Notwithstanding this delay, there is considerable concern among small public
companies about implementing the Act’s internal control reporting requirements. For its

part, the PCAOB has monitored implementation by companies that are subject to the

requirements, among other things with a view toward easing implementation challenges

¥ Accelerated filers (and large accelerated filers) generally include companies with an aggregate

market value of voting and non-voting common equity held by non-affiliates of the issuer (referred to as
"public float") of § 75 million or more, as of the last business day of the issuer’s most recently completed
second fiscal quarter. See SEC Exchange Act Rule 12b-2, 17 C.F.R. 240.12b-2; see also SEC Release
33-8644, Revisions to Accelerated Filer Definition and Accelerated Deadlines for Filing Period Reports
(December 21, 2005) (amending definition of "accelerated filer” to distinguish between “accelerated filers”
and “large accelerated filers,” which have a public float of $700 miffion or more). According to the SEC,
approximately 44% of domestic companies filing periodic reports are non-accelerated filers. See SEC
Release No. 33-8760, Internal Control over Financial Reporting in Exchange Act Periodic Reports of Non-
accelerated Filers and Newly Public Companies (December 15, 2006), at 11.

1w See SEC Release No. 33-8760, Internal Control over Financial Reporting in Exchange Act
Periodic Reports of Non-accelerated Filers and Newly Public Companies (December 15, 2006).
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smaller companies may face. To this end, based on that experience, the PCAOB
recently proposed a revision of its auditing standard on internal control and is
developing specialized guidance and training for auditors of small companies.

1. The PCAOB Has Monitored Auditors’ Implementation of
Auditing Standard No. 2 and, as Needed, Provided Guidance.

In the nearly three years since the SEC’s rule on management assessments of
internal control and the Board’s related auditing standard went into effect for
accelerated filers, the Board has closely monitored the challenges that those companies
and their auditors have faced. As appropriate, the PCAOB has provided additional
guidance to facilitate implementation. In this regard, the Board's staff has issued five
sets of interpretive guidance that answer 55 frequently asked technical questions on the
implementation of Auditing Standard No. 2% In addition, on May 16, 2005, the Board
issued a policy statement describing ways auditors can make their internal control
audits as effective and efficient as possible. ¢

The PCAOB has also used its inspections of larger firms to monitor firms’

implementation of the Board's auditing standard on internal control. To this end, the

PCAOB issued a report on its inspections and other monitoring, on November 30, 2005.

w These questions and answers are available at hitp/Awww.pcaobus.org/Standards/

Standards_and_Related Rules/Auditing_Standard_No.2.aspx.
w See PCAOB Release No. 2005-009, Palicy Statement Regarding Implementation of Auditing
Standard No. 2 (May 18, 2005).
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That report describes best practices and provides additional guidance on how auditors
can make their work more efficient. X/

The PCAOB's monitoring has also included participating, along with the SEC, in
iwo roundtable discussions with representatives of public companies, auditors, investor
groups, and otﬁers; meeting with its Standing AdVisory Group; receiving feedback from
participants in the Board's Forums on Auditing in the Small Business Environment; and
reviewing academic, government, and other reports and studies, including the

Government Accountability Office’s April 2006 report to this Committee on Sarbanes-

Oxley Act: Consideration of Key Principles Needed in_Addressing Implementation for

Smaller Public Companies, and the Final Report of the SEC’s Advisory Committee on
Smaller Public Companies issued the same month.'®

2. The Board Has Proposed a Revision of Its Standard, to
Promote Efficiency and Eliminate Unnecessary Procedures,

The Board is determined to make internal control audits as cost-effective as
possible for companies that are required by the SEC's rules to obtain an audit report on

internal control. Therefore, based on its experience monitoring implementation, on

w See PCAOB Release No. 2005-023, Report on the Initial Implementation of Auditing Standard
No. 2 (November 30, 2005), available at http://www.pcacbus.org/Rules/Docket 014/2005-11-
30_Release_2005-023.pdf. Importantly, in the first of those reports, issued after the first year of
implementation, the Board found that many auditors faced tight deadlines, staffing and other resource
constraints, and significant training needs. Moreover, their clients faced similar hurdles that were, in
many cases, exacerbated by having to make up for deferred maintenance on internal control systems that
had not kept up with the company’s growth and development.

8 See GAO, Sarbanes-Oxley Act: Consideration of Key Principles Needed in_Addressing

Implementation_for Smalier Public Companies (April 2006, GAO-06-361); Final Report of the Advisory
Committee on Smaller Public Companies (April 23, 20086), available at
hitp:/fwww.sec.goviinfo/smallbus/acspc/acspe-finatreport.pdf.
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December 19, 2006, the Board proposed a revision of its auditing standard on internal
control, along with related amendments and rules.'* Among other things, the proposed
standard includes explicit guidance on scaling audits to reflect the attributes of smaller,
less complex companies. In addition, the proposal is designed to -

¢ Focus the audit on the matters most important to internal control by,
among other things, directing the auditor's testing to the most important
controls; emphasizing the importance of risk assessment; revising the
definitions of significant deficiency and material weakness, as well as the
"strong indicators” of a material weakness; and clarifying the role of
materiality, including interim materiality, in the audit;

+ Eliminate unnecessary procedures by, among other things, removing
the requirement to evaluate management's process; permitting
consideration of knowledge obtained during previous audits; refocusing
the multi-location testing requirements on risk rather than coverage;
removing barriers to using the work of others; and recalibrating the
walkthrough requirement;

« Simplify the requirements by, among other things, reducing detail and
specificity; better reflecting the sequential flow of an audit of internal
control; and improving readability. .

The Board has received thoughtful public comment on the proposal and, after
considering those comments, expects to finalize a new standard in the near future.
3. The Board Plans Guidance for Auditors of Small Companies.
Based on the experience of small companies and auditors who have been ~ and
are currently going — through the process of evaluating internal control, the Board is
also working with practitioners to develop tailored implementation guidance for audits

small public companies. This guidance should emphasize the scalability of internal

W At the same time, the SEC has proposed guidance that can be used by management in making
the assessment required by Section 404(a) of the Act. See SEC Release No. 33-8782, Management's
Report on Internal Controt Over Financial Reporting (December 20, 2006).
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confrol audits at a practical level, by providing auditors with examples of how the
internal control audit process can and should be scaled to fit the relative sizes of small
companies, from those that are on the cusp of accelerated filer status to those that have
merely a handful of employees. The PCAOB is targeting publication of this guidance
later fhis year, after the proposed revised standard is finalized.

Finally, the Board is exploring various means of facilitating training for auditors of
smaller public companies on auditing internal control.  With constructive, practical
guidance, the Board hopes that small companies and their investors will be able to reap
the benefits of internal control reporting without unnecessary costs.

IV.  Conclusion

The PCAOB works hard to achieve the objectives Congress set for it in the Act.
The oversight program it has in place is reducing the risk of financial reporting failures
and renewing confidence in the financial reports of public companies and, ultimately, in
the U.S. securities markets. The Board continues to assess its oversight programs,
however, and in doing so it takes into account the effect on, and perspective of, the
small business community. As | have described, the Board has and will continue to
make appropriate adjustments to assure that it achieves the objectives of the Act in the
most effective and efficient manner possible. In particular, the Board is committed to
ensuring that its standard on internal control lays the foundation for efficient audits that
are cost-effective for small business and maintain the benefits intended by the Act.

Thank you. | will be pleased to answer any questions.
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Chairman KERRY. Thank you very much, Mr. Olson.

That was very helpful, both testimonies, and we appreciate them
very much.

Senator Snowe is now here. Senator, do you want to wait and
sort of gather for a minute——

OPENING STATEMENT OF THE HONORABLE OLYMPIA J.
SNOWE, A UNITED STATES SENATOR FROM MAINE

Senator SNOWE. Thank you, Mr. Chairman. I appreciate it and
I am going to dispense with my opening statement, but I want to
thank you for holding this hearing today because this is a critical
issue that has an enormous impact on small public companies.

I want to welcome Commissioner Cox, with whom I have had the
privilege of serving in the U.S. House of Representatives. I am de-
lighted that he is continuing his record of standing public service
to the SEC. To Chairman Olson, thank you for your contributions
and charting a new course as Chair of the Public Company Ac-
counting Oversight Board, so we thank you very much.

These are critical issues and I will get into it in my questioning.
We obviously have to address the challenge of harmonizing the reg-
ulations and the direction from both the SEC and from the Board
itself. That is one of the issues that I have heard from the small
business community in my State and across this country. It is cre-
ating a lot of confusion and the impact of the cost compliance is be-
coming exorbitant for many small public companies that otherwise
should be channeling their resources in the direction of job creation
and innovation rather than paying the unnecessary expenses asso-
ciated with regulatory compliance. I have introduced a bill to ad-
dress the impact of the regulations on small public companies, as
well, because I think that these carts should be assessed along the
way.

But we will get into that in the questions and I thank you both
for being here and the other witnesses, as well. Thank you, Mr.
Chairman.

[The prepared statement of Senator Snowe follows:]
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Senator Olympia J. Snowe
Senate Committee on Small Business and Entrepreneurship
Hearing on “Sarbanes-Oxley and Small Business: Addressing Proposed
Regulatory Changes and their Impact on Capital Markets”
April 18,2007

Opening Statement

Good morning. Thank you Senator Kerry for holding this critical hearing
to analyze the proposed regulatory changes for small businesses and their
impact on capital markets. Our nation’s small stock companies are the
cornerstone of our entrepreneurial economy, and it is essential that we carefully
address the regulatory barriers that impede their growth. This hearing is also
timely as the Securities and Exchange Commission (SEC) and Public Company
Accounting Oversight Board (PCAOB) are finalizing rules that will mandate
how small public companies must comply with the Sarbanes-Oxley Act’s

internal control requirements.

I want to welcome all of our witnesses, and express our deep gratitude to
them for participating this morning. I especially want to recognize and
commend Commissioner Cox’s tremendous efforts. On a personal note, let me
just say how much I, along with many others, appreciated then-Congressman
Cox as an esteemed colleague in the U.S. House of Representatives. I am pleased
that he is continuing his record of public at the SEC.

I also want to thank Chairman Olson for being here today. In the short 10
months he has served, Chairman Olson has worked diligently to include small
companies in the regulatory formulation process by holding field tests,
inspections, and carefully considering small companies’ comment letters.

Commissioner Cox, since beginning your tenure you have demonstrated
concern for small companies. You established the Advisory Committee on
Smaller Public Companies, and have worked with the PCOAB to hold public
meetings on this issue — where, I understand, many passionate small business
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owners spoke their minds! 1 also want to thank the SEC for taking the time
recently to answer the questions posed by a small company from Presque Isle,
Maine, about the proposed rule changes. Chairman Cox, I want to thank you
for encouraging your staff to be accessible to these companies and I look
forward to our continued collaboration on this issue.

1 believe that the Sarbanes-Oxley Act was essential in restoring investor
confidence after accounting fraud and massive company deceptions shook the
public’s trust in U.S. markets. The horrendous debacle of corporate greed from
companies like Enron and Worldcom forced not enly thousands of employees to
lose their jobs, but also wiped out the life savings of many retirees. Now, as we
refine Sarbanes-Oxley’s regulations, we must carefully preserve investor

protections and ensure company transparency and accountability.

In my home state of Maine, small publicly-traded companies are
indispensable to the strength and renewal of our economy. However, the fact is
these small stock companies are struggling with the cost of Sarbanes-Oxley
compliance, regardless of their industry. Whether it’s a utility company, a dairy
pharmaceutical company that makes large animal vaccines, or a community
bank that fears being smothered by the combined weight of Sarbanes-Oxley and
banking regulations, it is crucial that Maine’s home grown companies focus
their energies on developing new products, entering new markets, and creating

jobs — not on compliance.

Regulations disproportionately affect small businesses and significantly
hinder their competitiveness. In 2004, Senator Enzi and I jointly requested that
the Government Accountability Office study the effects of the Act on small
public companies’ access to capital. As this chart demonstrates, the study found
that the costs for complying with Sarbanes-Oxley were nine times greater for
smaller companies than for large stock companies. We must reduce the burden
imposed by Sarbanes-Oxley so that our small stocks in Maine, and nationally,
continue to be some of the world’s fastest growing and most innovative

companies.
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Commissioner Cox and Chairman Olson, I have been a measured
advocate for refining and “right-sizing” Sarbanes-Oxley regulatory
requirements for small businesses. However, for these reforms to work, it is
absolutely paramount for our nation’s small businesses that the SEC and the
PCAOB harmonize its final rules. Currently, many small businesses are
concerned that while the SEC’s pending guidance is too vague -- and conversely
that the PCAOB’s requirements are too specific. It is imperative that the two
organizations’ final requirements do not create conflicting standards which lead
to confusion, waste, and additional, unnecessary expenses for small companies in

order to achieve regulatory compliance.

Additionally, I believe small companies will require time to understand
and implement the final guidance that is scheduled to be issued by the SEC and
PCAOB in June. I urge the SEC to extend small public companies’ compliance
date by up to one year after final rules are published.

Frankly, the impact of the SEC’s and PCAOB’s forthcoming final rules on
small companies must be thoroughly considered and evaluated. In an effort to
facilitate that process, I plan to introduce the Small Business Regulatory Review
Act. Before issuing final guidance, my bill would mandate the SEC to assess the
cost of its rules under the Regulatory Flexibility Act, and publish a small
business compliance guide to help small companies implement these new rules.
It would also require the GAO to subsequently investigate how these
requirements are impacting small public companies.

These review measures will help to assure that small stock companies do
not suffer from additional unintended consequences which harm their ability to
compete, innovate, and grow.

I’d like to again thank our witnesses for their attendance. I look forward

to your testimony.
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Chairman KERRY. Thank you very much, Senator Snowe.

We will try to proceed as quickly as we can, maybe 5-minute
rounds to start with and if we need more time, I am happy to open
it up to do that.

I want to start. I appreciate the testimony of both of you, and
it is helpful. As a starting principle, an awful lot of small busi-
nesses that we meet with say to us, “Senator, I am not a big cor-
poration. I don’t have the same money. I can’t afford all of this. I
am just starting up. I don’t have as much working capital. These
guys can afford all of these accountants,” et cetera. You have set
a principle here, which I think is important for us to air as a
threshold principle with which we are dealing, which is essentially:
If you want to get into the marketplace, if you decide to go public,
there is a standard of behavior that you have to adhere to.

Is it fair to say that has to be without regard to cost and there-
fore, you are loath to draw a distinction between the big companies
and the small companies, so everybody in the marketplace is the
same? Is that a fair statement?

Mr. OLSON. The audit itself, Mr. Chairman, should be very idio-
syncratic and it should be based on the size and complexity of the
individual firm. We have heard examples of relatively small compa-
nies that have, for instance, a very high degree of complexity if
they are doing a lot of derivative activities. We have also heard of
simple companies that are accelerated filers. In other words, they
have passed the threshold of being very large, but in fact, they are
a very uncomplicated company. And so the audit itself ought to re-
flect that complexity——

Chairman KERRY. And you are saying it doesn’t today?

Mr. OLSON. No, it can and increasingly can. It was the initial ex-
pectation that it could, but that is exactly what we are trying to
do in the rewriting of the AS5. We are in a very specific way de-
scribing how it can be more risk-focused and how it can be de-
siglneal for the particular complexity and size of the company in-
volved.

Chairman KERRY. I see. So in the end, there will be a variation,
but the variation will not be defined by the per se size of the com-
pany. It will be defined by sort of what the company is engaged in
and what kind of activities it is involved in. Is it fair to say that
the discretionary audit standard is going to be applied?

I say discretionary because in reading Chairman Cox’s four
areas, the four areas that you say—or the four remaining areas
where we believe additional work is necessary are not inconsequen-
tial areas. The one in particular that leapt out at me was that we
need to do further work to ensure it is crystal clear that auditors
should use their professional judgment in determining auditor pro-
cedures and testing based on their assessment of risk. That seems
to sort of restore or put back in place a fairly large measure of dis-
cretion. I assume that is the purpose of it.

Mr. OLsON. That is the purpose of it. What the starting point——

Chairman KERRY. Is there a danger in that, where you go back
to where we were?

Mr. OLSON. The starting point is the management itself defining
its critical controls, and then the auditor would come in and attest
to management’s assertions as to the adequacy of those controls.
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What PCAOB does is provide the standard that the external audi-
tor would come in to do in order to make that determination.

What we have now, and they have to be looked at in combina-
tion, is the management guidance provided by the SEC which an-
ticipates that the management will have a very clear hands-on un-
derstanding of which controls are key. In addition, PCAOB has de-
fined a standard as to how you could do the audit but with an em-
phasis on how you can identify the key controls and not simply
make a recitation of all the controls.

Chairman KERRY. So what happens, Mr. Chairman, if the audi-
tor and the management disagree on what either risk is?

Mr. OLSON. That could well happen, and that is a negotiated
process in a sense. But also, what the external auditor is doing is
applying the standard——

Chairman KERRY. Why is it a negotiated process? I mean, pre-
Sarbanes-Oxley, that was also a negotiated process, correct?

Mr. OLSON. Yes.

Chairman KERRY. But what we discovered——

Mr. OLsoN. Well, negotiated in the sense that there could be
agreement—the focus was on the extent to which the control was
a key control and the extent to which they were following appro-
priate audit standards.

Mr. Cox. I would also jump in, if I may, and point out the obvi-
ous, which is that, pre-Sarbanes-Oxley, there was no Sarbanes-
Oxley Section 404 audit of internal controls.

Chairman KERRY. Correct. There were just the standards of the
industry and the sort of-

Mr. Cox. Well, there was a financial statement audit.

Chairman KERRY. Correct. Understood. So the assumption is that
given 404 and its requirements and the level of scrutiny that both
of you will argue here, not to mention the risk in the marketplace
of adverse reporting, you believe that this standard you are looking
for here of professional judgment and testing and assessment of
risk?is the balance? That is effectively what you are looking for
now?

Mr. Cox. That is correct, Mr. Chairman.

Ch‘(;iirman KERRY. And you think that balance can, in fact, reduce
costs?

Mr. Cox. The entire purpose of using judgment is to achieve the
idiosyncratic audit that Chairman Olson is talking about. If an
auditor cannot use his or her judgment, if there is a “check the
box” mentality, then there is absolutely no way to avoid doing
things that everyone knows are wasteful.

Chairman KERRY. What is the check against an overly friendly
relationship building in the assessment process?

Mr. Cox. Well, obviously, we have a great deal of emphasis
placed on the independence of the auditor to begin with. Second,
there is still ample direction for both the auditor in auditing what
management has done and for management itself in terms of what
it is that they are trying to achieve with this whole exercise. It is
supposed to be focused on things that can affect the financial state-
ments, and what we are trying to wring out is any make-work that
has nothing to do with something that might be material to the fi-
nancial statements.
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Chairman KERRY. So it is your judgment that there has been
that kind of make-work in the process to date?

Mr. Cox. That is the testimony that we have had from a number
of commentors at our roundtables, in the report of the Advisory
Committee on Smaller Public Companies, in the letters that we
have received as recently as our latest round of proposals from both
the PCAOB and the SEC. I think everyone is focused on the fact
that investors are doubly injured when their money is wasted on
things that don’t matter, because not only is that money misspent,
but it is also a distraction to the auditors and for the financial
statement integrity away from what truly is material.

Chairman KERRY. Did you find in the process that there was a
distinction between the make-work requirements with respect to
small business and what happens in large business?

Mr. Cox. Not necessarily, although I think it is felt more acutely
by smaller businesses for the reason that you described, that pro-
portionately, those costs fall heavier on smaller businesses.

Chairman KERRY. In the fourth paragraph of the items that you
think need more work, you talked about how the auditing standard
needs to use broader principles rather than prescriptive rules. Can
you sort of fill that out a little bit for us?

Mr. Cox. Yes. I think that that is a cognate of the point we were
just discussing. The hope is that we can avoid waste and ineffi-
ciency in the audit, and both the PCAOB—in its inspection process,
which in part is focused on efficiency—and the SEC—in our provi-
sion of guidance to management want to be sure that that aim is
achieved. By coming at this in a principles-based way, we hold peo-
ple accountable for what truly matters.

In Enron, which gave rise to a great deal of this, there was fa-
mously adherence to a lot of technical rules, but when you stepped
away from examination of the bark on the trees and recognized the
forest, there was a massive fraud underway. A principles-based
system holds people accountable even if they have technically com-
plied with all of the small particular requirements, even if they
have with a check-the-box mentality said, “I complied with these
technical rules.” We want to be sure that we have that kind of safe-
guard built into the system.

Chairman KERRY. A final question. On the consumer side, they
have also weighed in with you. You have received a lot of letters
from everybody on both sides. But they have suggested that the
Commission is more concerned with reducing cost to business than
with ensuring that the audit is effective. Can you speak to that?

Mr. Cox. Our No. 1 concern is investor protection. We want to
make sure that we have financial statements upon which investors
can rely, and we want to make sure that the investors’ money is
being appropriately spent to achieve that objective. As I mentioned
a moment ago, if the investors’ money is being wasted on things
that don’t affect the reliability of the financial statements or their
integrity, then they are being doubly injured because all resources
are scarce, including the auditors’ time. And, if the auditors are
chasing things down rabbit holes that don’t matter, they are prob-
ably missing other things that are truly important.

Chairman KERRY. Thank you, Mr. Chairman.

Senator Snowe?
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Senator SNOWE. Thank you, Mr. Chairman.

Mr. Olson, in the conference report of the Sarbanes-Oxley Act
when it passed, it indicated that internal controls should not be the
subject of a separate audit. I just would like to have clarification
from both of you on how you interpret the intent of Congress. Obvi-
ously, we want to create an important balance here. There is a
public interest at stake. At the same time, I don’t want to stifle
competitiveness and inhibit job creation and job growth and inno-
vation. In the conference report, in referring to the internal control
evaluation reporting, it indicated that any such attestation shall
not be the subject of a separate engagement.

Mr. OLSON. Senator, a couple of points on that. There was some
confusion, I think, or there was some disagreement as to whether
or not an audit could be done on management’s assertions and then
a separate audit done on the controls themselves, and that is one
of the issues that we addressed in AS5. We determined that it was
not necessary to do two audits but, in fact, if you were to focus on
just the controls themselves, you did not have to have a separate
audit done on the management assertions. And so that has been
addressed in AS5.

Furthermore, I think that the previous guidance, under which
the FDICIA 112 audits had been done, the question was raised
that you could focus on either one or the other but you could do
it with a single audit.

Also, I think it is important to know that what we are trying to
do now is to look—if you can combine the audit of internal controls
and the financial audit themselves, there are a lot of efficiencies to
be gained in that. So we have tried to address that question.

Senator SNOWE. Are you in agreement on the fusion of those two
audits, I mean, on the accounting standards side?

Mr. CoX. Senator Snowe, as you may recall, I served on the
House-Senate Conference Committee on Sarbanes-Oxley, and I
think you are exactly right in reading the plain language that you
just quoted. And second, inferring the intent of Congress here, it
was clearly contemplated in Section 404 that we would have an in-
tegrated audit, and for many of the good reasons that Chairman
Olson just specified. So the Commission has directed our staff to
work closely with the PCAOB staff as we finish up this work to en-
sure that there is the best possible integration of the financial
statement audit, which itself includes an assessment of internal
controls, and the internal control audit that is required by the
PCAOB.

Senator SNOWE. In the hearings, in the meetings that you con-
ducted around the country, have you had a chance to get a re-
sponse from small public companies with respect to this integrated
approach at this point? Small companies won’t be able to review
the new requirements until June when these guidelines are issued?

Mr. Cox. We have indeed received many comment letters in the
formal comment process on both the proposed audit standard, and
the SEC’s proposed management guidance and those comments are
generally the same coming from smaller companies as from larger
companies. They think that, in this respect, we are moving in the
right direction.
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Senator SNOWE. I know I have heard from some of the smaller
public companies in Maine, and I want to thank you again, Chair-
man Cox, for you and your staff being responsive to a number of
the questions that they have asked of the SEC. But what I have
heard is that with the 6-month period in which they would have
to conform to those regulations, do you think that that is going to
be a sufficient amount of time for them to do so?

Mr. Cox. I don’t think it would be a sufficient amount of time
to comply in full with Section 404. There are two parts to 404.
There is what management does without its auditors, and then
there is the 404 audit. And in our experience it is that 404(b) re-
quirement, the 404 audit, that is the basis of most of the com-
plaints, most of the stories about distracting non-essential work
and instinct for the capillary instead of instinct for the jugular that
we are trying to fix. And so we have postponed for a further year
the requirement that smaller public companies would have to apply
with that 404 audit piece.

Senator SNOWE. I see. So on that piece, you are deferring for an-
other year?

Mr. CoXx. Another year.

Senator SNOWE. I see. OK. Now——

Mr. Cox. That would be March 2009 for a calendar year-end
company.

Senator SNOWE. I know one of the other issues that has been
raised by the small business community is that the SEC and the
PCAOB should harmonize their rules, because on one hand, the
SEC’s guidelines have been too vague. On the other hand, the
Board’s have been too specific. Do you think you have been able to
fuse the rules sufficiently so that there is clarity in that regard and
provide specific guidance? There is a tremendous burden that is
placed on these small public companies that obviously face the
costs disproportionately than larger companies. Senator Enzi and
I requested a Government Accountability Office study back in 2004
that basically asserted that fact. I think it was $1.14 it cost small
companies for every dollar required for compliance. This was nine
times greater than it was for large companies to comply with the
regulations.

Mr. OLSON. Senator, the operative word that you use is in “har-
mony” and I think that that is exactly what we are trying to
achieve, harmony in this respect. The management guidance that
would come from the SEC is the guidance to management that has
the hands-on familiarity, and in our case, what we are doing is
adopting a standard that the auditing firm would use. The manage-
ment guidance should help in one very important respect: With
that management guidance, our auditing standards should no
longer be the de facto standard against which management would
adopt its standards.

I think that, in addition to being highly prescriptive in the origi-
nal AS2, there was an overabundance of caution, and the auditing
world, the PCAOB, probably the SEC, and even audit committees,
I think, were absolutely over-prescriptive. They wanted to make
sure there were no mistakes made. Well, we have now lived with
Sarbanes-Oxley and we have learned better how we can make it
much more efficient and effective and I think we will move toward
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achieving that. The harmonization between the SEC and the
PCAOB is exactly what we are trying to achieve.

Senator SNOWE [presiding]. That is important and I appreciate
that. Thank you.

Senator Tester?

Senator TESTER. A question for Chairman Olson, and Chairman
Cox, if you wish. First of all, I want to thank the Board for flexi-
bility on Sarbanes-Oxley. I guess my question is going to revolve
around what is going on in other countries. What happens when
we have got a situation where you have got investor protection
versus capital formation in other countries? Is there a Sarbanes-
Oxley out there for other markets? Of course, there will be a follow-
up on this.

Mr. OLSON. Senator, there is indeed, and I think that is one, for
me at least, of the more interesting components of the environment
that we are dealing with. It is following the growth in capital mar-
kets around the world.

If you look at the markets that are growing the fastest right now,
they are in places like India, developed Asia, even a resurgence in
Japan. You see a significant building of capital markets in Europe,
for example, in Eastern Europe, and London has been—has not al-
ways been, but in recent years has become a very attractive mar-
ket. So as you see the capital markets grow and you see more and
more investors in those countries investing in those capital mar-
kets, logically and not surprisingly, what you see is a focus on the
quality of the audits being conducted. As a result, that is why we
see PCAOB-like entities around the world.

I just came from a meeting not long ago where I met with my
counterparts from around the world, all of whom are grappling es-
sentially with this same issue, the appropriate way to monitor and
inspect the auditing profession while at the same time not unduly
interfering with a cost burden.

Senator TESTER. So how do they deal with—are they more oner-
ous or less or similar? With Sarbanes-Oxley, are we putting our
businesses in this country at a competitive disadvantage? I guess
that is ultimately the question.

Mr. OLSON. Let me describe the differences, because you have hit
on a very important point and the differences are really important.
What Sarbanes-Oxley did in establishing the PCAOB is that it re-
quired an independence of the PCAOB separate from the account-
ing profession. So, for example, we do not get funding from the ac-
counting profession. Our funding comes directly from corporate
America, from publicly-traded companies.

In many other countries that have established an organization
like ours, they don’t have the same resources we do. They are not
in all cases able to fund the kind of a staff that we have to do our
inspections, and sometimes they don’t have the same degree of
independence. Bulgaria and Romania do not have the same re-
sources that we do, for example, but they have had somewhat that
same focus.

Senator TESTER. From an investor protection standpoint, where
do we rate in the worldwide economy?

Mr. OLsON. We are not participating in a race to the bottom, and
I think that is the most important point. We are maintaining con-
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fidence in the standards we have in the United States while still
being an attractive marketplace. If you look at the impact of Sar-
banes-Oxley, you can actually track the fact that there has been a
reduced cost of capital for firms that have gotten a clean bill of
health on their ICFR audit. I don’t know where we rank. I wouldn’t
put a number on it, but I think that confidence in the U.S. markets
has been restored.

If you look at the growth of IPOs, we have not grown as fast as
some, but there has been an increase in the number of U.S. IPOs
every year since 2003. We have an increased number of foreign
companies that are issuing stock either as joint issuance or issuing
in the United States. I think that that bodes well for the confidence
in our markets.

Senator TESTER. Thank you, Madam Chairman. Thank you,
Chairman Olson.

Chairman KERRY [presiding]. Thank you. Senator Coleman?

Senator COLEMAN. Thank you, Mr. Chairman. Again, I want to
thank you. I do have a more extended opening statement that I
would like entered into the record.

Chairman KERRY. Without objection, it will be placed in the
record.

Senator COLEMAN. Thank you.

[The prepared statement of Senator Coleman follows:]
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Committee on Small Business and Entrepreneurship
April 18, 2007

Senator Coleman
Opening Statement

Thank you Chairman Kerry for holding this important

hearing.

Before I address the focus of this hearing, I would like to
acknowledge the strong Minnesota presence of the

witnesses before the committee today.

Mark Olson is a life long Minnesotan who has led a
distinguished public service career which has included
serving as member of the Federal Reserve Board. We

welcome you to today’s hearing.
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The current SEC chairman also began his life in Minnesota
before leaving for the sunny climes of southern California
where he eventually became a successful Member of
Congress. I’'m sure though that Chairman Cox would
agree, that while you can leave behind the cold weather, the
warmth of the Minnesota people stays in your heart

forever.

I would also like to acknowledge a third witness: Rich
Wasielewski, who comes here from Wazayta, Minnesota,
where he is CFO of Nortech Systems, a small and

successful electronic manufacturing services company.
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It gives me great pride to see the state of Minnesota so well

represented. Welcome all.

Mr. Chairman, the issue before us today has been of great
concern to me. This is one of the top issues I hear about
from small businesses. As a member of this committee and
a former Mayor, I am very troubled at the compliance
burden of Sarbanes-Oxley on small businesses. Our
economy is powered by small businesses. Our future job
growth depends on small businesses. Our future economic
prosperity and competitiveness depends on the ability of
our small businesses to innovate and grow into industry
leaders — to become the next Medtronic or the next Target —
two great Minnesota companies. In order for small
businesses to do so they need to be able to continue to

access U.S. capital markets as opposed to being effectively
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shut-out of these markets due to the high cost of Sarbanes-
Oxley which are leading companies to go or stay private.
More broadly speaking, I would add that our future
competitiveness also depends on making sure that U.S. is a

welcome home for capital.

Ultimately trust is the capital market’s currency. The
Enron and the WorldCom scandals badly devalued this
currency at great cost to our capital markets, honest
businesses, investors and the economy as a whole. As a
result of the corporate scandals, the bond of trust forged
over decades between the investing public and the capital

markets was unraveling in an electronic trading second.
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While Sarbanes-Oxley has helped in some measure to
restore the investing public’s confidence in our capital
markets it has done so at a great price. As Rich
Wasielewski and others will share with the Committee, the
compliance burden of Sarbanes-Oxley is too great. This
burden is not just a bottom-line issue, but a jobs and a
competitiveness issue. The signs are clear, from the
disproportionate compliance cost faced by small businesses
to the increase in the number of small businesses going

private as reported by a GAO report last year.

Businesses should not have to make the trade-off between
hiring a new worker and/or purchasing new equipment and
putting in place internal controls and hiring auditors to
ensure compliance with Sarbanes-Oxley. Ultimately such a

trade-off is not healthy for our increasingly global
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economy. A better approach is to have small businesses
report trusted and verifiable numbers -- but in a way that
enables to do what they do best — grow jobs and the

economy.

Despite the best efforts of the SEC and PCAOB, it is clear
that both have struggled to achieve the difficult balance of
protecting investors while not burdening businesses with

crushing compliance costs.

That said, I recognize the difficulty in achieving this
balance and commend the SEC and the PCAOB for their
efforts to reach out to the small business community and
develop new rules late last year intended to reduce the

compliance burden. It is my hope that both will continue to
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work with the small business community on this very

important issue.

Thank you Mr. Chairman. I look forward to hearing from

our witnesses.
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Senator COLEMAN. I really appreciate the efforts and the sensi-
tivity of both of the Chairmen here who understand the importance
of us being competitive and small business being able to prosper.
Clearly, some progress is being made even at this stage. We will
have another witness here, a small business person from Min-
nesota, Rich Wasielewski, and my belief is he will talk about some
of the competitive disadvantages that American business faces be-
cause of some of the burdens of Sarbanes-Oxley. So clearly, I think
we are still in search of a more perfect balance.

Chairman Olson, you raise the issue about harmonization. Or
you made the comment about harmonization. I am sure you are
both aware that on February 21, 2007, the SBA Office of Advocacy
sent letters to both of you relating to the proposed internal control
on auditing standard rules. That letter raised, at least from what
I saw, significant concerns about the differences, about this effort
at harmonization. I think it went on to say that despite the work-
ing relationship, it was clear to me that the rules that you are pro-
posing don’t fully comport. For example, according to the comment
letter, to quote, “the SEC guidance seeks to provide flexibility and
scalability to small public companies and therefore does not pre-
scribe a particular methodology of identification of risk and con-
trols. In contrast, the PCAOB’s revised accounting standard is very
prescriptive and contains detailed bullet points on how auditors
must evaluate management’s internal control reporting process.” In
the end, the letter finally stated that “small business representa-
tives have stated that by the use of the PCAOB’s revised auditing
standard as their de facto guidance, they are afraid that following
the SEC’s vague and flexible management guidance results in a
negative audit by an auditor using the more detailed and prescrip-
tive revised auditing standard.”

My question, then, is with these concerns in mind, can you talk
a little bit more about harmonization? Can you more specifically
address this issue so that we don’t have businesses acting in fear
afr}d hgve a sense that they are dealing with the concerns of both
of you?

Mr. OLSON. I would be happy to lead off on that one, Senator.
To go back to when we first issued AS2, that was a well thought-
through, carefully crafted standard that gave a lot of specific guid-
ance as to what auditors might do in auditing the internal controls
of financial reporting. Because of the abundance of caution that I
mentioned, many of those specific examples, then, were determined
to either be mandatory or presumptively mandatory. Some of the
wording and some of the language in there perhaps suggested a
great deal more procedures be done than were necessary. The term
“make work” was used before. I don’t associate with that term. I
don’t think it was make work. I think it was just the fact that peo-
ple were wearing a belt and a pair of suspenders in terms of identi-
fying the number of controls for which they wanted documentation
and they wanted to test them.

And then, immediately following that, in two separate instances,
the PCAOB had issued either questions and answers or additional
guidance as to how you could make the audit more scalable and
less costly and less intrusive. And yet what we discovered was that
the auditing firms were still going back to the original standard.
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They weren’t fully incorporating the subsequent guidance. That is
why instead of amending AS2, we are replacing AS2. I think that
will address the de facto standard issue. Also, the SEC is providing
its new management guidance relatively simultaneously.

Senator COLEMAN. And my concern, and I turn to Chairman Cox,
is that this guidance is not either conflicting or confusing but, in
fact, is harmonization. What I am looking for, I just want to be as-
sured—I want you to assure this Committee that when you finally
get the kind of rules out there that they are not going to create
confusion, that they are not going to be in conflict, and that the dif-
ferences will be resolved. Chairman Cox?

Mr. Cox. Senator, there are two areas of the four that I men-
tioned that we are now focused on in the remaining weeks as we
tie up the loose ends on this major project that relate to what you
are describing. One is harmonizing definitions, and that, as you
can imagine, is vitally important. We don’t want to use the same
terms in different ways as part of the same process, so we are
strongly committed to getting that right.

The second area where harmonization is important and where we
are focused, and I believe this goes directly to the comment that
you are relating to us, is that, to the extent that the SEC’s man-
agement guidance is more principles-based than the current
version of the PCAOB proposed audit standard, we are trying to
get further in harmony there, as well. Because if one is check-the-
box and the other is principles-based, and I don’t mean to use that
characterization because I don’t think that that is where we are at
all, I think we are really down to the short strokes here. But just
to use that as two extremes, if one were check-the-box and the
other were principles-based, then you would almost certainly have
a very serious problem of the check-the-box approach being the de
facto standard. That is what happened last time around, and that
is the very problem we are trying to fix.

Senator TESTER. Thank you. I just again hope that you work to-
gether on this so that those differences are resolved. Thank you,
Mr. Chairman.

Chairman KERRY. Thanks, Senator. I appreciate it.

Senator Bayh?

Senator BAYH. Thank you, Mr. Chairman. Gentlemen, thank you
for your service and your time today.

Mr. Olson, I would like to start with you. The chart that is up
behind us here about the differences in the cost of compliance, is
there any evidence that as we have gone through this cycle now a
couple of times the disparity is shrinking sort of as people get their
feet under them, even in the absence of any additional action by
you and the—I see you are looking at the chart. It just visualizes
what has been orally said about the added cost of compliance for
small business.

[The referenced chart was not available at press time.]

Mr. OLSON. The bar on the left indicates small companies, $75
million and over, and Sarbanes-Oxley does not yet apply to them.
I am assuming that what is shown is an estimate. Section 404 does
not yet apply to them. So I would think that it would not fully take
into consideration




58

Senator BAYH. Well, let me ask, then, for companies above the
bar where it goes into place——

Mr. OLSON. Yes.

Senator BAYH [continuing]. As the auditors and the companies
begin to go through this process, are natural efficiencies due to fa-
miliarity beginning to take place anyway?

Mr. OLSON. Very much so, and I think a couple of things

Senator BAYH. Is that just anecdotal or is there any analysis that
quantifies that?

Mr. OLsSON. Let me tell you why it is difficult to come up with
a real careful quantification. If the external auditor is auditing
both—in other words, doing a consolidated audit of financials and
internal controls, it is tough to break out which of the costs are for
the internal controls as opposed to the financial audit. Anecdotally,
what we are hearing is that firms that have accelerated filers have
their methodology in place, and have their approach to the controls.
In fact, I very recently heard an example of an accelerated filer
that used the occasion of Sarbanes-Oxley to catch up on some of
the internal controls that already needed attention; they used this
as an opportunity.

What I think we are hearing increasingly from the accelerated
filers, and I hear this again and again and again, that they are a
better company today because of Sarbanes-Oxley, but that the in-
cremental cost still exceeds the incremental value and that is what
we are trying to bring into line. We still have a ways to go. I
wouldn’t claim that we have achieved all of that at this point.

Senator BAYH. So some progress, but progress yet to make?

Mr. OLsON. I think that is a fair statement.

Senator BAYH. Chairman Cox, for you, one of the things I have
been interested in since the beginning of this whole thing, and I
know you were there at the inception, as well, I would be inter-
ested to know if anybody in your shop has any data about sort of
the aggregate cost of compliance across the economy versus the ag-
gregate amount of fraud that we have been preventing or that had
been taking place because of this. One of the things that has been
on my mind, it would be ironic if in the name of protecting the
shareholders we actually were imposing more costs on the share-
holders than the harm we were preventing. Is there any data out
there about this?

Mr. Cox. It is a mismatch because there is much harder data on
what we spend to prevent fraud and much softer data on the fraud
that doesn’t occur. Economists make a real and heroic effort to
measure the latter, but as you might imagine

Senator BAYH. How about the fraud we were actually catching?

Mr. Cox [continuing]. Measuring what didn’t happen is very,
very difficult.

Senator BAYH. Pre-Sarbanes-Oxley, there is some data on the
amount of fraud that was actually detected

Mr. Cox. Well, we do know—our economists will now probably
want to restrain me because I am going to

Senator BAYH. You need a one-armed economist.

[Laughter.]

Mr. Cox. I am going to practice amateur economics here, but if
one is willing to do reasonably rough justice about this, it is a fact
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that our markets are healthy now. They were not before. They
were stressed. They were in great difficulty. Investor confidence
was shaken. There were significant problems that were uncovered.
We are, at least right now, at a time when we do not have prob-
lems of that magnitude coming to the fore. We at the SEC look for
them every day.

Senator BAYH. Well, how about the hard data that we do have
on the additional costs of compliance? Are there figures out there
on that?

Mr. Cox. Yes, of course.

Senator BAYH. What would those be?

Mr. Cox. Now, you mentioned specifically that you are looking
for a figure in aggregate for the whole country?

Senator BAYH. I think you know what I am driving at, the appro-
priate additional cost to promote transparency. I am just trying to
do a cost-benefit analysis of what we are spending and the benefit
we are deriving from that.

Mr. Cox. What I would like to do, we have, of course, an Office
of Economic Analysis and it is staffed by top-flight professionals at
the SEC. What I would like to do is get you the very best data that
we have on this rather than trying to wing it. But I assure you,
having looked at this very carefully, that the numbers are going to
be much more reliable on the cost side than they are on the bene-
fits side.

Still, I want to go back to a question Senator Tester put a mo-
ment ago. I think that the fact that so much of the world, and
Chairman Olson mentioned this in his response, is emulating Sar-
banes-Oxley, and there is a lot of competitive marketing going on
in other countries, attacking the brand name of Sarbanes-Oxley
and so on. But if you take a look at the securities regulations that
are being propounded in these other countries, including in the
United Kingdom and many of the leading markets in the world,
they are emulating the major parts of Sarbanes-Oxley, including
internal controls assessments by management. The one respect in
which they have not emulated 404 is the audit piece.

But across the board, I think that, if one is talking about Sar-
banes-Oxley in general and the recent improvements that are being
made to investor protection in the United States of America, the
emulation by other countries and around the world tells us, first,
we are not putting ourselves at a competitive disadvantage because
that is what is going on in these other markets, and second, we
probably did something right.

Senator BAYH. Thank you, gentlemen.

Chairman KERRY. Thank you very much, Senator. I appreciate it.

We have one more Senator and then we do have another panel.
I don’t know, gentlemen, do you have folks here with you who may
be able to stay and hear them, because I find sometimes the regu-
latory folks who come up first would sometimes benefit by hearing
what the other folks have to say.

Mr. OLsON. We have people who will stay, yes.

Chairman KERRY. Thanks. That is great.

Senator Corker?

Senator CORKER. Thank you, Mr. Chairman, and I thank both of
you for your service.
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I want to follow up a little bit on Senator Bayh and Senator Test-
er’'s comments. Before I do that, I do want to thank you for working
together to try to create some harmony. I think “harmony” is the
word that has been used here today, to make sure that companies
don’t feel bifurcated, if you will, in their efforts to satisfy each of
you and end up doing a lot of work that is make-work. I will just
add to Norm Coleman’s comments, as far as what you hear back
in the State of Tennessee from small companies, SOX is a huge
issue and one that they continue to be concerned about.

But I want to take it more to the macro level. I know we are
talking about small business today, but I know that Senator Bayh
was asking more quantitative kinds of questions, and I know it is
hard to come up with those and sometimes even ever find out what
is a true answer to those questions. If you step back and just look
at the macro level in our country and look at the way we are com-
peting with other countries, the tremendous resurgence of private
equity here—I know a lot of that is due to the low cost of debt
today, but tremendous attribution to the regulations it takes to be
in public markets today, we see a tremendous resurgence in Lon-
don and Europe and other countries.

Could you all just give us some editorial comments as to where
you see us as a country relating to public markets over the next
5 or 10 years and just some other editorial comments, because both
of you addressed this, as to what we might ought to look at as a
country to make ourselves more attractive in those ways.

Mr. Cox. Senator, the globalization of markets, which has been
a fact of life ever since we have had public companies, for hundreds
of years, is accelerating in the time in which we live and markedly
so. And so for the Securities and Exchange Commission, focusing
on how we work with our fellow regulators around the world has
been a very, very big part of my job, and to a certain extent, given
the SEC’s history, a surprisingly large part.

As you know, the New York Stock Exchange and Euronext have
combined. The NASDAQ took a 25 percent stake in the LSE. There
are alliances being formed among markets and exchanges around
the world. Increasingly, investors have the opportunity, either di-
rectly or indirectly, to require foreign securities to subject them-
selves to the regulation therefore not of the United States but of
other countries. You mentioned the phenomenon of very large pri-
vate pools of capital, including private equity hedge funds and so
on, all of these changes. And added to that, the development of
large liquidity pools in other countries that are competitive with
the United States that didn’t formally exist and not to that extent
have made the environment a very challenging one for the United
States generally and for regulators specifically.

But here is, if we take a snapshot, where we find ourselves. We
are the largest, deepest, most liquid market in the world by far.
Our exchanges are the largest, deepest, and most liquid by far. We
continue to attract the lion’s share of the world’s investment offer-
ings and there is no other market that comes particularly close to
us. We have no birthright to that, and so we have to constantly
sharpen our competitive edge.

In my view, one of our comparative advantages is that one puts
its, his, or her money into the United States, there is a rule of law
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here and a sense of safety and security that is unparalleled and ex-
ists nowhere else in the world. We want to maintain that competi-
tive and comparative advantage. We also want to make sure that
our regulations, because we have to now work more closely with
other regulators, fit this new increasingly global world in which in-
vestors are living, and that means not so much that we have to di-
minish in any way the ultimate level of protection, but rather that
in order to achieve constantly that same high level of protection,
we have got to keep pace. We have got constantly to change for
that reason.

Mr. OLSON. Senator, let me just follow up. First of all, I associate
myself with Chairman Cox’s remarks. Having come to the PCAOB
from another regulator and having been in a highly regulated envi-
ronment all of my life, there is one fundamental premise that we
in the United States have that most of the rest of the world does
not have, and it is this: The markets in the United States are pre-
sumed to work until such time as there is evidence that there
needs to be some intrusion to correct a market irregularity.

If you look at most of the regulatory burden that exists in the
United States, almost all of it came out of a specific crisis in the
past. All of the agencies that were created—Ilike the Federal Re-
serve Board, the Comptroller of the Currency, the FTC, the SEC,
for example, were designed around addressing specific previous cri-
ses.

So, with much of the rest of the world, what you see is not a very
permissive, very free market; but rather you instead have entities
that are allowed to do only what they are specifically prescribed to
do by law.

I think that we continue to have a free and open marketplace
and it is only when there are events like an Enron or a WorldCom
that create a Sarbanes-Oxley, or a new body of law. I think that
what we need to do is to make sure that we have retained respect
for the fact that markets do work and that we still do not want to
be an environment where individuals, who are investors, cannot
have confidence in the markets.

Fifty-percent-plus now of all U.S. households are investors in one
way or another. That fact, I think, has been an important consider-
ation for assuring that we have a body of law that addresses con-
sumer concerns at the equity investment level. We can do that in
a way that is still cost effective. Things are still out of line, but we
are working very hard to bring them back into alignment.

Chairman KERRY. Thanks, Senator, very, very much.

Just one parting question, if I can, as sort of a summary of this.
We hear from some venture capital folks around the country that
Sarbanes-Oxley is sort of a barrier to start-up here. Is there any
evidence of companies actually making a decision to move to Eu-
rope or elsewhere as a consequence of these rules? It is a derivative
of the question asked earlier by Senator Tester, but it is something
that I have heard lately from some very thoughtful and significant
D.C. types.

Mr. Cox. Senator, I, of course, hear the same thing from the ven-
ture capital community, from their formal association and from in-
dividuals in the industry, so I think at least in some sense, there
is a reality to this. It is the firm conviction of people in that com-
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munity that there are serious problems and problems that affect
their decision making. Whether or not upon the completion of our
work that will remain their opinion is something else. But I think
we all know——

Chairman KERRY. But you are consciously, in the four areas you
talked about and in your approach to these rules that you are re-
fining, you are consciously taking that into account? Is that part
of what you are factoring into this, or not?

Mr. Cox. Yes. We are open to the possibility that many might
persist in their antipathy towards Sarbanes-Oxley, notwithstanding
the reality, and I think the other part of your question might chal-
lenge us to provide data and I think the answer to that question
might be very different. I would be happy, by the way, to follow up
if you would permit with some hard data on that topic

Chairman KERRY. We would like to follow up——

Mr. CoX [continuing]. Because I think we have some.

Chairman KERRY. I will leave the record open for 2 weeks here
to deal with the follow-up with you in writing on a couple questions
because we are pressed for time now, but I think it would be im-
portant to try to determine some of those things, if we can.

We are very, very appreciative. Thank you so much, both of you.
Thank you for the work you are doing. You can tell there is a lot
of serious interest here on this and we will follow it very closely
and we thank you.

Mr. Cox. Thank you, Senator.

Mr. OLsSON. Thank you.

Chairman KERRY. Could I ask the members of the second panel
to come right forward and we will try to continue seriatim here.

First, Tom Venables, the president and chief executive officer of
the Benjamin Franklin Bank in Franklin, Massachusetts, and he
is testifying on behalf of the American Bankers Association, but I
also want to thank Dan Forte and the Massachusetts Bankers for
their efforts on behalf of the financial services industry and par-
ticularly addressing these concerns.

We also have Joseph Piche, the CEO and founder of Eikos, a
high technology company located in Massachusetts.

And third, we will hear from Richard Wasielewski, the vice presi-
dent and chief financial officer of Nortech Systems in Wayzata,
Minnesota, a full-service electronics manufacturer. I might also
note, if my memory serves me correctly, Wayzata is a good feeder
for hockey players in America.

Mr. Venables, please lead off. Go ahead.

STATEMENT OF THOMAS VENABLES, PRESIDENT AND CHIEF
EXECUTIVE OFFICER, BENJAMIN FRANKLIN BANK, ON BE-
HALF OF THE AMERICAN BANKERS ASSOCIATION

Mr. VENABLES. Thank you. Mr. Chairman, I am pleased to rep-
resent the American Bankers Association’s views regarding the im-
pact of the Sarbanes-Oxley Act of 2002 on small businesses. Chair-
man Kerry and Ranking Member Snowe, before I go further, I
would like to thank you both on behalf of the ABA for your efforts
on this issue and specifically the letter that you wrote requesting
an additional extension of the Section 404 compliance date for non-
accelerated filers.
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The ABA is very concerned about the huge time and cost burdens
experienced in complying with the Act as well as business oppor-
tunity costs. The banking industry has significant experience with
management reporting on internal controls because of the FDIC
Improvement Act of 1991, or FDICIA, which has long required
management reports and auditor attestations. Although the Act
used FDICIA as its model, the rules followed for FDICIA were re-
written for Section 404 purposes, resulting in excessive work and
cost. The burdens of Section 404 are also having an impact on non-
registrants as the AICPA and the PCAOB work to make the audit-
ing standards for FDICIA and Sarbanes-Oxley 404 the same.

For illustrative purposes, my own company, the Benjamin Frank-
lin Bank Corp. in Franklin, Massachusetts, a community bank
with $913 million in total assets, employing 186 people, incurred
costs of approximately $420,000 and over 2,200 internal man hours
during 2006 to comply with Section 404. This represents 6 percent
of our normalized 2006 earnings.

My experience is not unusual. Most community banks have simi-
lar scenarios. This expenditure of time and money has not im-
proved our ability to manage the bank.

Given my experience with Section 404, I would like to raise three
areas of concern: The revised and reformed rules, which need to be
finalized with utmost speed; the implementation of the rules, which
needs to focus on cost reductions; and the application of Section
404, which needs to be delayed for non-accelerated filers to give
them time to adjust to the updated rules.

First, the rules related to Section 404 appear to be improving.
The SEC and the PCAOB proposals have the potential to reduce
the cost of compliance for all filers while retaining the strong inves-
tor protections. The proposed guidance and auditing standards
need to be finalized, though, with utmost speed.

Another set of rules, those related to shareholder thresholds for
SEC registration, must be updated. Under the Securities Exchange
Act, companies are required to register if they have total assets ex-
ceeding $10 million and 500 or more record shareholders. Because
nearly all banks exceed the $10 million threshold, the only cri-
terion of importance is the record shareholder threshold. The
shareholder level has remained at the same level since it was first
set in 1964. Accordingly, the ABA strongly recommends updating
the Exchange Act registration shareholder threshold to between
1,500 and 3,000 record shareholders. The threshold for de-registra-
tion should also be brought in line to between 900 and 1,800 record
shareholders.

Second, the implementation of the rules need to focus on cost re-
ductions which will only be realized if the auditing firms apply
them as intended by the rule makers. The SEC and the PCAOB
have achieved the proper balance with their proposals, but moni-
toring the results will be extremely important in determining the
successes of these changes.

Finally, concerning the application of Section 404, non-acceler-
ated filers need a delay of the compliance date. It is imperative
that the rules are successfully implemented and tested before re-
quiring non-accelerated filers to comply. It is also necessary to pro-
vide non-accelerated filers with adequate notice, a minimum of one
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full year in the case of calendar-year companies, in advance of the
required compliance. This prevents the smaller companies from
wasting valuable resources on and overpaying for unnecessary in-
ternal control work.

We are concerned that during the recent Section 404 meeting of
the SEC, there was no mention of a specific delay of the compliance
date for non-accelerated filers. It is urgent that the SEC provide re-
lief to these small businesses in a timely fashion. Non-accelerated
filers are required to produce reports this year on internal controls.
In order to comply, they must decide now whether to follow the old
rules or follow the recently proposed rules. Placing such a signifi-
cant time constraint on these smaller companies is unreasonable.
The clock is ticking for these non-accelerated filers and the alarms
are ringing.

In conclusion, thank you for holding this hearing and allowing us
the opportunity to provide our observations to you.

[The prepared statement of Mr. Venables follows:]
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M. Chairman and members of the Committee, my name is Thomas Venables. Tam Chief
Executive Officer of Benjamin Franklin Bancorp, Inc. in Franklin, Massachusetts. My community
bank has $913 million in total assets, employs 186, and was chartered over 130 years ago. [am
pleased to be hete today to represent the American Bankers Association (ABA) regarding the
Sarbanes-Oxley Act of 2002 (Act) and its impact on small business. ABA, on behalf of the more
than two million men and women who work in the nation’s banks, brings together all categories of
banking institutions to best represent the interests of this rapidly changing industry. Its membership
- which includes community, regional and money center banks and holding companies, as well as
savings associations, trust companies and savings banks — makes ABA the largest banking trade
association in the country.

Before I go any further, we would like to recognize and thank Chairman Kerry and Ranking
Member Snowe for their efforts in advocating an extension of the compliance deadline for non-
accelerated filers. This hearing is timely because, under the curtent Securities and Exchange
Commission (SEC) rules, 2007 is the first year for which non-accelerated filers will be required to
begin complying with the rules of Section 404, which has proven in many ways to be the most
troublesome part of the Act.

First, let me say that the ABA fully supports the establishment and use of strong internal
controls, which are critical to provide users of financial statements with reasonable assurance about
the integrity of financial statements and to provide a foundation for appropriately managing a
company’s tisks. However, we continue to be very concerned about the huge time and cost burdens
experienced in complying with the Act, as well as business opportunity costs. The purpose of this
testimony 1s to share those concerns from a community bank perspective and to provide some
insights for your consideration.

The banking industry has had a significant amount of expetience with management reporting
on internal controls and auditor attestations, because the FDIC Improvement Act of 1991
(FDICIA), and the corresponding banking regulations, have required similar reporting for banks
with total assets of $500 million or more (recently raised to $1 billion). Since then, banks have been
requited to produce annual reports on internal controls, and external audit firms have assessed the
effectiveness of bank internal controls and have attested to these reports. Bankers, banking
regulators, and accounting professionals have spent many hours specifically determining how to
achieve such attestations. In fact, the Act used the FDICIA management repott and attestation as
its model. However, the rules surrounding the FDICIA process were re-written for Section 404
purposes, resulting in excessive work and costs.
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By way of background, my own company, Benjamin Franklin Bancorp, achieved full
compliance with Section 404 as of December 31, 2006. It may be helpful to share several facts
related to our efforts during 2006 in this regard. Our team of officers and employees involved in the
Section 404 effort expended 2,214 hours during 2006 at a cost of $180,082. In addition, we incurred
an fncrease of internal audit costs of $113,080, information technology (IT) audit costs of $48,680,
and additional external audit costs of $78,000, for a grand total of $419,842. During this time, we
decided not 1o employ the services of an outside Section 404 "expert," or the costs would have been
even higher. This expenditure of time and money has not improved our ability to manage
the bank. The FDICIA controls that we have had in place for years are more than adequate to
provide a framework for management to assess and repott on the effectiveness of our internal
controls. To put the approximately $420,000 of Section 404-related expenditures in perspective, this
amount represents 6.1 percent of normalized 2006 earnings! It is not enough to be struggling with
an inverted yield curve and tremendous loan and deposit competition in our markets, but to start off
the earnings year at 94 percent of potential because of the Section 404 compliance costs — well, this
is difficult. Our shareholdets were not well served, as the costs outweighed the benefits. My
experience is not unusual. In fact, most community banks report significant hits to earnings from
these costs.

Given my experience with Section 404, I would like to raise three ateas of concern:
® the revised and reformed rules — which need to be finalized with utmost speed;
® the implementation of the rules — which needs to focus on cost reductions; and

® the application of Section 404 — which needs to be delayed for non-acceletated filers to
give them the time to adjust to the updated rules.

The Rules Need to be Finalized with Utmost Speed

The rules appear to be improving. The ABA appreciates the significant wotk the SEC and
the Public Company Accounting Oversight Board (PCAOB) have done to provide management
guidance and improve the auditing standards. We support the SEC’s position that streamlining of
this guidance is important for both large and small registrants, as implementation costs have been
too high and need to come down.

Chairman Cox and Chairman Olson, particularly, should be commended for their efforts to
streamline the Section 404 process to make it more cost-effective. They have focused on the
appropriate areas, and the new guidance and auditing standards ate clearly headed in the right
ditection. Their proposals provide efficient guidance and standards for management and auditors
that have the potential to reduce costs of compliance fot all filers while retaining the strong investor
protections and risk focus of Section 404, Those proposals, which reduce the level of prescriptive
detail (by shifting from transactions-based to risk-based audits) and eliminate unnecessary
duplication of work, will, hopefully, make the Section 404 process more efficient and less costly.
Thus, this will be a win-win for investors and the companies in which they invest. The proposed
guidance from the SEC and proposed auditing standards from the PCAOB need to be
finalized with utmost speed.

Another set of rules, those related to shareholder threshold for SEC registration, must be
updated as well. Updating the shareholder threshold for SEC registration is a specific action
that could appropriately flow from today’s hearing as a step that would immediately reduce
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regulatory costs on small businesses consistent with protection of shareholders. 1 would be

remiss to not discuss this with you, the Senate Committee on Small Business and Entreprencurship.
This topic is of utmost importance to small businesses, and, without amending Section 404 itself, it
would have an impact on the application of Section 404 by small businesses.

Due to the increasing cost of being a registered public company, 2 number of small
businesses, especially some of our member community banks, have determined that detegistration is
in the best intetests of their shareholders. Under the implementing regulation of Section 12(g) of
the Securities Exchange Act of 1934, Rule 12h-3(b)(1}, companies that wish to deregister must either
have less than $10 million in assets or less than 300 record shareholders. Because ninety-nine
percent of banks exceed the $10 million threshold for registration, the only criterion of importance
to our member institutions in the rule is the record shareholder threshold. Thus, it is very difficult
for most community banks to deregister without buying back shares from investors to retain fewer
than 300 record shareholders. Doing so, however, can have negative consequences for local
communities. Besides reducing small bank access to capital, it deprives small communities of one of
the last opportunities to invest in a local business. Nevertheless, the high costs of Section 404
compliance drives many bankers to choose this less than best option.

Often banks do not choose to become SEC registrants, but are forced into it because of the
otganic growth in shareholder ownership. Without marketing their securities, thany community
banks have seen their shareholder base exceed the 500 mark as successive generations of
shareholders distribute their shares amongst their descendents. Recently, these same institutions
have seen the cost of compliance with Section 404 and other recent regulatoty mandates
significantly impact the profitability of the company. Community banks subject to Section 404 are
experiencing significant hits to earnings. For small institutions, this amount tepresents an enormous
financial burden.

Although the SEC noted its intention to consider updating this threshold back in 1996, the
shareholder level has remained at the same level since it was first set in 1964. At that time, the
indicator of a public market was determined to be 500 shareholders. This indicator is now overdue
for a revision to account for a more than threefold increase in the American populace investing in
exchange-listed companies. In 2007 dollars, after adjusting for inflation, the same market presence
today that 500 shareholders would have occupied in 1964 would be six times as large. In other
words, it would take approximately 3000 shareholders today to equal the market presence of 500
sharcholders in 1964, assuming the average number of shares held by each shareholder and the
average price of each share have not changed. dccordingly, the ABA recommends updating the
Exchange Act registration shareholder threshold to berween 1500 and 3000 record
shareholders. The threshold for deregistration should similarly be brought in line to
between 900 and 1800 record shareholders.

On a related note, it is our understanding that the SEC's Division of Cotpotation Finance is
considering a notice of proposed rulemaking on the definition of "held of record" found in Section
12(g). Under the current definition, only petsons identified in the issuet's records as security holders
are considered "held of record.” This definition inclades shares held in street or nominee name by
financial intermediaties such as banks and broket-dealers. Expanding this definition to include
“beneficial owners,” i.e., equitable owners of the shares, would not only make it difficult to
determine the number of sharcholdets for purposes of the registration requirements, but could
significantly affect smaller companies. Under such an approach, many currently unregistered
community banks and small companies would be required to register undet the Exchange Act and
incur all the concomitant costs of being a public company. If the SEC were to take such a step, we
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believe that many of our smaller community banks will be forced either to sell up or substantially
reduce their shareholder ownership, because they are unable to bear the new regulatory costs.

Implementation of the Rules Needs to Focus on Cost Reductions

Reducing costs and streamlining efforts will only be achieved if the auditing firms have the
incentive to make efficiency a priority. Our primary concern with respect to implementation of
Section 404 involves the uncertainty as to auditor reactions to the combination of the SEC’s final
management guidance and the final auditing standards published by the PCAOB. The first year of
Section 404 saw exorbitant costs attributable to audit firms’ over-testing and evident
misinterpretation of the requirements of Section 404 and the PCAOB’s auditing standards.
Additional costs were incurred internally from hiring consultants and additional compliance
employees to establish documentation and internal controls processes ~ much of which was
unnecessary. These costs made severe dents in many companies’ profitability without a
commensutate return to shareholders.

In May 2005, to address some of the inefficiencies being identified, the PCAOB issued
guidance that was similar to some of what is now being proposed for more formal inclusion in their
rules. Although there was minor improvement in audit firms’ reactions to the May 2005 guidance, it
was insufficient. Clearly, time has passed and new audits are underway, which could result in further
improvements; however, what is the incentive for audit firms to forgo this additional revenue, even
if many clients and shareholders view it as over-auditing?

Efficiencies will only be successful if the auditing firms accept these streamlining efforts.
The realization of the goals of these efforts will be measured by: (1) an evaluation by individual
filers as to whether the work and costs are reduced; and (2) the reviews of auditng firms by the
PCAOB. We believe that the SEC and PCAOB have achieved the proper balance with their
proposals, but monitoring the results will be extremely important in determining the success
of the changes.

The excessive burdens of Section 404 ate also having an impact on small businesses that are
not SEC registrants. For example, banks that are over $1 billion in total assets and are not SEC
registrants are not required to follow Section 404, but must continue to follow FDICIA.
Unfortunately, the auditing firms and the banking regulators are working to make FDICIA
management repotting as burdensome as Section 404. Thus, Section 404 has been costly — even to
those banking institutions that are not SEC registrants. This process should be stopped until we can
better assess the effectiveness and efficiency of the new guidance and standards.

Application Needs to be Delayed for Non-Accelerated Filers

Non-accelerated filers need a delay of the compliance date. We would like to take this
opportunity to thank you, Chairman Kerry and Ranking Member Snowe, for your attention to the
problem of timing of compliance for non-accelerated filers. Although my institution is a small
business, we are an accelerated filer and a delay for non-accelerated filets does not benefit us.
However, I know firsthand how draining the Section 404 ptocess was — and continues to be - on
out resources, and it is imperative that the rules are reasonable before requiring other small
businesses to comply. We fully agree with your letter to Chairman Cox on the need for an
additional delay, and we further believe that the effective date for compliance for non-accelerated
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filers should be delayed until such time as the new rules have been successfully implemented and
evaluated for effectiveness.

In order to allow sufficient time for non-accelerated filers to implement the guidance in the
SEC’s proposal and auditors to adjust to using the PCAOB’s new auditing standards, it is necessary
to provide non-accelerated filers with adequate notice (a minimum of one full year in the case of
calendat year companies) — in advance of requited compliance — so that they are not expected to
invest in outdated processes and have sufficient time to understand and implement any new

guidance.

‘The previous extension granted to non-accelerated filers delayed the financial burdens of
Section 404 and the strain on valuable resources until costs could be reduced through experience,
additional guidance for management, and improvements in the compliance process. This prevented
these smaller companies from wasting valuable tesources on unnecessary testing and overpaying
consultants and auditors for unnecessary internal control work.

"The clock is ticking with respect to non-accelerated filers, and the alarms are ringing. We know
that the SEC and PCAOB are working diligently to finalize their rules. We are concerned that at the
close of the most recent Section 404 meeting of the SEC there was no mention of a specific delay of
the compliance date for non-accelerated filers. It is urgent that the SEC provide relief to these
small businesses in a timely fashion. Non-accelerated filers whose fiscal year coincides with the
calendar year are now required to report in their 2007 annual reports on their internal controls over
financial reporting. In order to comply propetly with this requirement, non-accelerated filer
management must decide now whether to follow the old rules or whethert to follow the proposed rules,
which are supposed to be completed sometime this summer. Moreover, once the proposals have been
issued in final form, both audit firms and registrants must quickly read and understand the final rules,
and then apply themn. Placing such a significant time constraint on these smaller companies is
unreasonable.

Based upon the recent public SEC meeting, there appeated to be agreement between the
SEC and PCAOB that the new rules will significantly change the current rules, providing the SEC
with sufficient justification to provide the much needed delay. It should be noted that smaller audit
firms will also need to develop internal guidance for their auditors to follow subsequent to the release
of the final rules. In all likelihood, smaller companies will not want to begin their processes without
agreement from their auditing firms and there simply is not enough time for small companies to
understand and implement the guidance successfully and efficiently to the satisfaction of their
external auditors. Ideally, non-accelerated filers should not be required to comply until the rules
have been implemented and successfully tested for accelerated filers. This will help ensure that the
efforts to improve the Section 404 process ate actually working prior to requiring Ametica’s small
businesses to comply.

In conclusion, the ABA and 1 appreciate your leadership, Chairman Kerry and Ranking
Member Snowe, on the Section 404 issues and the path you are taking toward making it a
meaningful and efficient process for small business and investors alike. We are glad this Committee
is focusing on these issues that are so important to America’s small businesses.
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Chairman KERRY. Thank you very much, Mr. Venables. That was
very helpful.
Mr. Wasielewski?

STATEMENT OF RICHARD WASIELEWSKI, VICE PRESIDENT
AND CHIEF FINANCIAL OFFICER, NORTECH SYSTEMS, INC.

Mr. WASIELEWSKI. Good afternoon. I would like to thank Chair-
man Kerry, Ranking Member Snowe, and the other Committee
members for this opportunity to share our company’s experience
and insights into the benefits and costs of complying with the Sar-
banes-Oxley Act of 2002 and the increased SEC regulations. I am
also honored to participate in this hearing with Chairman Cox and
Chairman Olson.

My name is Richard Wasielewski and I am the Vice President
and Chief Financial Officer for Nortech Systems, Incorporated. To
provide some background on Nortech, we are a publicly traded
Minnesota corporation organized in 1990. We file annual and quar-
terly reports, proxy statements, and other documents with the
SEC. We are an electronic manufacturing services company with
facilities in Minnesota, Wisconsin, Iowa, and Monterrey, Mexico.
We have over 1,100 employees who manufacture wire harness and
cable assemblies, electric sub-assemblies, and printed circuit board
assemblies for a variety of original equipment manufacturers. Ap-
proximately 950 of these employees are U.S. employees and 150 are
supporting our Monterrey operations. The primary markets we
serve are industrial equipment, medical equipment, military/de-
fense, and transportation.

Our 2006 revenue was just over $105 million, with a net profit
of $1.3 million, or 1.25 percent. Our industry is highly competitive.
We are battling against global competitors with significant greater
resources. We have assets totaling $42 million and a current mar-
ket capitalization of just over $20 million.

Over the last 5 years, our compliance costs have increased almost
214 times, from $376,000 in 2002 to $933,000 in 2006. We estimate
that approximately 50 percent of this increase is the result of the
cost incurred from the Sarbanes-Oxley compliance and internal
control initiatives while the other 50 percent is cost incurred on ex-
panded SEC and Financial Accounting Standards Board reporting
requirements.

Despite these high costs, Nortech’s board of directors, CEO, CFO,
and officers fully support the goals and objectives of the Sarbanes-
Oxley Act of 2002 and believe in the U.S. capital markets. The
major benefits to date of this Act is the assurance and continuous
confidence our investors have in our company reporting of financial
and management performance, along with the additional govern-
ance from a stronger internal control of our financial processes.
Our internal control policy and procedures are benefiting from a
solid structure of clearly defined roles and responsibilities, risk as-
sessment, monitoring, and corrective actions for continued improve-
ment.

However, these benefits come at a significant cost to Nortech
from large administrative costs and fees necessary to meet regula-
tions. Our company faces a competitive disadvantage against large
public companies with great economies of scale, as well as private
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and foreign companies that do not have to comply. Our relatively
small finance department spends a disproportionate amount of
time on regulatory compliance activities rather than supporting the
business and operations.

Every dollar spent on increased regulatory requirements is one
dollar less we are able to spend on growth opportunities, capital in-
vestment, and our ability to attract new investors to our company.
Every hour spent by me and my staff on regulatory requirements
is one hour less that can be devoted to overseeing the critical finan-
cial performance metrics essential for day-to-day operating decision
as well as short- and long-term financial planning.

We know that the SEC and the PCAOB teams are working hard
to understand the impacts increased regulations and oversight
have on small business companies such as Nortech. We look for-
ward to the new guidance on Section 404 for small companies to
help us reduce costs and save time in order to keep us competitive
in our global marketplace and provide our shareholders a fair re-
turn on their investment.

We support the Committee on Small Business and Entrepreneur-
ship and their request that the implementation date of 404 for
small companies be delayed from the current effectivity date. This
delay will allow us to continue to build upon our current internal
control processes without the time and cost pressures the current
deadlines have and also allow us to field test the new guidance for
small businesses.

In conclusion, we believe the great opportunity and major bene-
fits of 404 are already in place. Investors’ confidence has been re-
stored in U.S. capital markets and improved control processes help-
ing companies like Nortech better manage internal control systems
are in place. For the competitive health of smaller U.S. companies
like Nortech Systems, it is vital that our future compliance burden
be scalable.

Thank you again for the opportunity to participate in today’s
hearings and for the Committee’s interest in this critical issue to
Nortech and small businesses.

[The prepared statement of Mr. Wasielewski follows:]
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Chairman Kerry, Ranking Member Snowe and Committee Members, thank you for the opportunity to
share our company’s experiences and insights into the benefits and costs of complying with the
Sarbanes-Oxley Act of 2002 and increased Security and Exchange Commission (SEC) regulations.

My name is Richard Wasielewski, and I am the Vice President and Chief Financial Officer for Nortech
Systems, which is a publicly traded Minnesota Corporation, organized in 1990. We file annual and
quarterly reports, proxy statements and other documents with the SEC. We are an electronic
manufacturing services company with facilities in Minnesota, Wisconsin, Iowa and Monterrey,
Mexico. We have over 1,100 employees who manufacture wire harness and cable assemblies,
electronic sub-assemblies, and printed circuit board assemblies for a variety of original equipment
manufacturers. The markets we serve are Industrial Equipment, Medical Equipment, Military/Defense
and Transportation.

QOur 2006 revenue was just over $105 million, with a net profit of $1.3 million or 1.25% of revenue.
Our industry is highly competitive — we are battling against global competitors with significantly
greater resources. We have assets totaling $42 million with a market capitalization at 2006 fiscal year-
end of just over $20 million.

I’d like to begin by stating that Nortech’s Board of Directors, CEO and Officers fully support the goals
and objectives of the Sarbanes-Oxley Act of 2002. The major benefit of this Act is the assurance and
continued confidence our investors have in our company’s reporting of our financial performance and
management, along with the additional governance from a stronger internal control of our financial
processes. Our internal control policy and procedures are also benefiting from a solid structure of
clearly defined roles and responsibilities, priority management, risk assessment, monitoring, and
corrective actions for continued improvement.

However, these benefits come at a significant cost to Nortech from the large administrative costs and
fees necessary to meet the regulations. Our company faces a competitive disadvantage against larger
public companies with greater economies of scale to deal with increased compliance costs, as well as
private and foreign companies that do not have to comply with Sarbanes-Oxley requirements. In
addition, in order to meet the requirements of Sarbanes-Oxley and other internal control initiatives
from expanded SEC and Financial Statement Standard Board (FASB) reporting requirements, our
relatively small finance department spends a disproportionate amount of time on pure regulatory
compliance activities rather than supporting the business and operations.
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Over the last five years, our compliance costs have more than doubled, from $376,000 in 2002 to
$933,500 in 2006. We estimate that approximately 50% of this increase is a result of costs incurred
from our Sarbanes-Oxley compliance and internal control initiatives. The other 50% is costs incurred
to meet expanded SEC and FASB reporting requirements. A detailed breakdown of Nortech’s total
cost of compliance for financial statement audits, SEC filings and internal controls over the past five
years is included in the table below.

Nortech Systems, Inc., Historical Costs for Audit & SEC Compliance

2002 2003 2004 2005 2006
Actual Fees Paid:
Auditors $103,500 $131,000 $200,000 $224,000 $266,000
Tax, SEC & GAAP $ 52,500 $ 90,000 $113,500 $196,000 $134,000
Consulting & Advising

Sub Total Fees Paid $ 156,000 $221,000 $313,500 $420,000 $400,000

Estimated In-House Costs:
Management & Staff $200,000 $250,000 $300,000 $400,000 $485,000
Expenses $ 20,000 $ 25,000 $ 30,000 $ 40,000 $ 48,500

Total Compliance Costs $376,000 $496,000 $643,500 $860,000 $933,500

Another cost of the Sarbanes-Oxley Act has been the increased need for auditors and their services.
The increased need to hire auditors for attestation reports for the earlier accelerated filers has resulted
in higher compliance costs of our audit, consulting and GAAP advising fees due to the increased
demand for resources.

It should be noted that our current compliance costs do not include the cost for the Sabanes-Oxley
auditor attestation reports, because they are not required