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A BALANCING ACT: COST, COMPLIANCE, AND
COMPETITIVENESS AFTER SARBANES-OXLEY

MONDAY, JUNE 19, 2006

HOUSE OF REPRESENTATIVES,
SUBCOMMITTEE ON REGULATORY AFFAIRS,
COMMITTEE ON GOVERNMENT REFORM,
New York, NY.

The subcommittee met, pursuant to notice, at 10 a.m., in the Au-
ditorium of the U.S. Customs House, 1 Bowling Green, New York,
N;[, Hon. Patrick T. McHenry (chairman of the subcommittee) pre-
siding.

Present: Representatives McHenry, Dent, and Maloney.

Also present: Representatives Kelly, and Feeney.

Mr. McHENRY. Come to order. Good morning. I'm Congressman
Patrick McHenry from North Carolina. I am chairing this sub-
committee in Candice Miller’s stead. She has been detained in
Michigan due to a family health emergency. She’s OK. She wanted
me to communicate that, but unfortunately she cannot be here
today.

I'm joined this morning by my colleagues from everywhere from
New York to Florida. To my immediate right would be Mrs.
Maloney, who actually represents Manhattan. And to my left, my
good friend and fellow class representative, Charlie Dent from the
15th Congressional District of Pennsylvania, representing the Le-
high Valley. Next to him is Sue Kelly, representing just to the
north of the city, Westchester and the Hudson Valley, representing
New York’s 19th Congressional District. And to her left is Tom
Feeney from Florida, representing the space coast and Florida’s
24th Congressional District. And we are looking forward to this
hearing today on “A Balancing Act: Cost, Compliance and Competi-
tiveness after Sarbanes-Oxley.”

Both Tom Feeney, Mrs. Kelly and I are members of the House
Financial Services Committee. I am also a member of the House
Government Reform Committee. And under the auspices of the
House Government Reform Committee, of which Charlie Dent and
I both sit on, we're having this hearing today.

I am very pleased to be here in this historic setting discussing
an important issue for our financial markets. New York has long
been considered the financial capital of the world, although we in
North Carolina are very pleased about our banking center in Char-
lotte and I'm pleased to represent a number of folks that work
there. The reason why we’re holding this hearing today is because
of a growing concern that due to certain regulations and regulatory
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matters and legislation that we've passed, America and New York
is losing its lead as a financial capital to foreign exchanges.

To illustrate the point, I would draw your attention to a Wall
Street Journal article of January 26, 2006 that reported: “In 2000,
nine out of every ten dollars raised by foreign companies through
new stock offerings were done in New York. By 2005, the reverse
was true. Nine out of every ten dollars were raised through new
company listings in London or Luxembourg.”

Furthermore, on Tuesday, May 30, 2006, the Journal noted that
the world’s top 10 Initial Public Offerings since the passage of Sar-
banes-Oxley, only 1 occurred on Wall Street.

Finally, it’s not hard to conclude that the announced merger of
the New York Stock Exchange with Euronext is due in part to their
desire to recapture these lost listings. Indeed, the Wall Street Jour-
nal on Friday, June 2nd said this: that one factor pushing the New
York Stock Exchange toward Euronext is the shriveling of initial
public offerings by international companies amid a tougher U.S.
regulatory environment.

Certainly, Sarbanes-Oxley was a reaction to World Com and
Enron-style scandals. But this bill does offer some solid guidance
to businesses. But unfortunately, the implementation, in particular
of Section 404, a section just 168 words long, has resulted in some
unintended consequences that have become a huge handicap for
American businesses.

I've met with a number of business and banking leaders about
this subject around the country and in North Carolina and they
agree. Sarbanes-Oxley has made a dramatic and sometimes nega-
tive impact on the capital markets. Transparency is very important
in corporate governance. We understand that as public policy-
makers. However, as a rule, less government regulation translates
to more productivity, economic expansion and job growth. So we
have to balance those competing interests and needs.

Congress did not intend to handicap U.S. businesses with these
huge costs and the original SEC estimates said that annual compli-
ance cost of the average firm would be somewhere around $91,000.
Today, the average firm spends $3.7 million to comply with the re-
quirements of Sarbanes-Oxley. The SEC underestimated the cost
by a factor of 40 and that is after compliance costs have decreased.
In fact, a moderate size community bank in my District spent
$500,000 last year in direct costs associated with compliance of
Sarbanes-Oxley, on top of all the other indirect costs they tally into
many millions. And this is for a small community bank.

So we have to look at competitiveness around the world, if we’'re
to draw that capital here to the United States and that’s what this
hearing is about today. I look forward to the distinguished panels
that we have here today and my colleagues’ questions as well.

And with that, I would now like to recognize my colleague, Mr.
Dent, from Pennsylvania.

[The prepared statement of Hon. Patrick T. McHenry follows:]
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A Balancing Act: Cost, Compliance, and Competitiveness after Sarbanes-Oxley
Opening Statement by Chairman Patrick McHenry

Committee on Government Reform
Subcommittee on Regulatory Affairs

Monday, June 19 2006, 10:00 a.m.
U.S. Customs House at 1 Bowling Green, New York, NY 10004

Good morning. The Subcommittee on Regulatory Affairs will come to order. 1'would
like to welcome everyone to our hearing today entitled: “A Balancing Act: Cost,
Compliance, and Competitiveness After Sarbanes Oxley.”

I am very pleased to be here at the historic Alexander Hamilton Custom’s House in
Lower Manhattan and 1 have brought with me some of the most distinguished Members
of the U.S. House of Representatives. Unfortunately, Chairman Candice Miller is unable
to attend today's hearing due to family health concerns.

New York City has long been considered the Financial Capital of the World — although
we in North Carolina are proud of our contributions to the financial services community
as well. The reason why we are holding this hearing in Manhattan is because there is a
growing concern that due to certain regulatory measures, America - New York - is losing
its lead as the financial capital to foreign exchanges.

To illustrate this point, 1 would draw your attention to a Wall Street Journal article from
January 26, 2006 that reported: “in 2000: nine out of every ten dollars raised by foreign
companies through new stock offerings were done in New York....But by 2005, the
reverse was true: Nine of every ten dollars were raised through new company listings in
London or Luxembourg..."

Furthermore, on Tuesday, May 30, 2006, the Journal noted that of the world’s top 10
Initial Public Offerings (IPO’s) since the passage of Sarbanes-Oxley, only one occurred
on Wall Street.

Finally, it is hard not to conclude that the recently announced merger of the New York
Stock Exchange with Euronext is due in part to their desire to recapture these lost listings.
Indeed, The Wall Street Journal on Friday, June 2nd said just this: that one factor
pushing NYSE toward Euronext is the shriveling of initial public offerings by
international companies amid a tougher U.S. regulatory environment.

Because of accounting scandals at companies like Enron or World Com- Congress passed
the Sarbanes-Oxley Act that requires significant new disclosure and severe penalties for
corporate officers that violate the law.
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This bill does offer some solid guidance to businesses - but unfortunately, the
implementation of Section 404- a section just 168 words long- has resulted in some
unintended consequences that have become a huge handicap for American business.

I've met with many bank and business leaders in North Carolina as well as around the
country - and they agree: Sarbanes-Oxley has made a dramatic, and sometimes negative,
impact on the capital markets. Transparency in corporate governance is important.
However, as a rule, less government regulation translates to more productivity, economic
expansion and job growth.

Congress did not intend to handicap U.S. businesses with these huge costs. Original SEC
estimates said the annual compliance cost for the average firm would be $91,000. Today-
the average firm spends $3.7 million to comply with the requirements of Sarbanes Oxley.
The SEC underestimated the cost by a factor of 40- and that is after compliance costs
have decreased! In fact a regional community bank in my district spent $500,000 or
more in direct costs to comply with the first round of auditing.

With this high cost, I am concerned that Sarbanes Oxley has become an unwitting
accomplice to assisting our foreign competitors take away American jobs and take away
listings from the American Exchanges. Some of these foreign exchanges actually
advertise themselves as “Sarbanes Oxley Free Zones™!

At today’s hearing, the Subcommittee is seeking to discover how investors use the 404
and 302 disclosures on internal control deficiencies when making stock purchases; we
want to learn from our witnesses how Sarbanes Oxley has really affected the U.S. Stock
markets in terms of liquidity, competitiveness, and overall health; we want to know what
additional protection is provided by the costly Section 404, that Section 302 does not also
provide; and we want to know what are the opportunity costs that investors and
businesses alike must incur when companies spend between 1 and 4 million dollars to
fully comply with Section 404.

This more precise understanding is critical to determine Section 404’s full impact on U.S.
businesses and the domestic stock markets and whether the current cost-benefit equation
is net positive.

I look forward to hearing the testimony of all our witnesses today.
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Mr. DENT. Thank you, Mr. Chairman. I'd also like to thank
Chairman Miller for holding this critical hearing today on Sar-
banes-Oxley Act and also thanks to Mr. McHenry for pinch hitting
for her this morning. As a result of the accounting scandals of
Enron and World Com, Congress passed the Sarbanes-Oxley Act of
2002 with the intent to restore public confidence in the financial
market. SOX requires extensive disclosures about internal controls
for public companies. Specifically, Section 302 requires corporate
managers to attest to the accuracy and reliability of financial re-
ports and disclose material witnesses in internal controls.

Section 404 requires that public companies must disclose their
own financial controls as part of their annual report and requires
an outside accounting firm to audit internal controls and the com-
pany’s attestment before being considered compliant. While the in-
tent may have been positive, regulatory demands of SOX compli-
ance has become extremely expensive for companies to meet and
become a major obstacle, perhaps prohibiting smaller businesses
from going public.

I have had extensive discussions of this act with several constitu-
ents in my District. In fact, my good friend and constituent, Dave
Lobach, is here today or will be here momentarily if he can park
his car. Dave is the CEO of Embassy Bank in the Lehigh Valley.
Dave and Elmer Gates, the chairman of Embassy, have given me
a firsthand perspective as to the obstacles they face as a result of
Sarbanes-Oxley.

Banking is a highly regulated industry in the United States and
as community bankers, they are consistently inundated with var-
ious rules and regulations that go well beyond simple regulation
and I believe it’s safe to say well into the realm of debilitating.
Currently, and this bank in particular, Embassy Bank is reviewed
on an annual basis by the state and the FDIC. Furthermore, in ad-
dition to conducting its own internal audit process, Embassy also
has a number of external auditors who consistently assess a variety
of different criteria ensuring regulatory compliance on many levels.

I can say with certainty that many of the small businesses in my
District see SOX as an anti-competitive initiative which adds addi-
tional process to an already over-regulated industry and adds tre-
mendous cost in a business where the spreads are very thin.

I have concerns that when the financial markets become too du-
plicative and over-regulated, the cost will be passed on to or ab-
sorbed by the consumer. I was shocked when Mr. Lobach informed
me that the costs—he informed me that the costs Embassy Bank
will accrue this year to be SOX compliant will equal the cost of
opening and operating another branch office for a single year.

I'm quite interested in this issue and the effects that the Sar-
banes-Oxley Act has on the small businesses and banks in my Dis-
trict. I do not sit on this subcommittee or the Financial Services
Committee, nor was I a Member of Congress when SOX was en-
acted in 2002. That said, I'm extremely interested in the testimony
of these expert witnesses assembled here today and I'm eager to
hear a bit about it, about their perspective as to the effects of Sar-
banes-Oxley and the evaluation to cost and benefits of being SOX
compliant.

Thank you, Mr. Chairman.
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Mr. McHENRY. At this point I recognize Congresswoman Kelly
for the purposes of an opening statement.

Ms. KeLLY. Thank you, Chairman McHenry, for holding this
hearing.

I'd like to welcome Members of the subcommittee to New York
and I really am very pleased to have the honor to have a constitu-
ent testify and to participate in a much needed discussion of the
impacts of Sarbanes-Oxley Act on businesses in our country and in
New York.

In 2002, I voted for the original Sarbanes-Oxley Act. At that time
it was a much needed response to the scandals at Enron and World
Com that had already hurt millions of small investors and threat-
ened to destroy confidence in America’s securities markets. As
chairman of oversight and investigations, I held the first Enron
and World Com hearings. Voting for Sarbanes-Oxley then was the
right thing to do.

Four years later, America’s economy is growing strong and con-
sumer confidence is high. For all the success of this law, we do see
some issues that demand attention. Employers in New York’s Hud-
son Valley and around the Nation have experienced problems meet-
ing the costs imposed by the regulators’ interpretation of the law.
We will hear the experiences of one of my constituents, David Law-
rence of Warwick, NY, whose employer has brought numerous jobs
to my District, but is struggling to meet the costs.

When Congress passed Sarbanes-Oxley, it never intended to force
any company to choose between following the law and creating
jobs. Sadly, bureaucratic regulation has chosen to interpret the law
in ways that no longer seem to make sense. Although accounting
costs for audits are declining, businesses with less than $100 mil-
lion market cap are having to divert precious personnel and re-
sources to comply with a law that was never intended to cover
America’s smaller or startup companies.

Smaller companies are increasingly raising capital outside the
public markets and the IPOs have been delayed and many have
moved off-shore. Given this situation, I think it’s important that
Congress examine how to ensure that our financial system remains
strong, transparent and clean while allowing innovation and
growth to flourish. Even the best laws need continued oversight in
perfecting modifications.

Today’s witnesses from academia and industry will allow us to
explore the best way to comply with the spirit and the substance
of Sarbanes-Oxley in a way that makes sense for this Nation.

I thank you for holding this hearing and I yield back.

Mr. McHENRY. Thank you, Ms. Kelly. Mr. Feeney.

Mr. FEENEY. Thank you, Mr. Chairman. I'm especially grateful
to you, to Chairman Davis and Chairman Miller for letting Con-
gresswoman Kelly and I kibbutz on your subcommittee’s hearings
because it’s something very important to me. I'll tell you that there
are a couple of traditional truisms in Congress that Sarbanes-Oxley
has, I think, proven in my view. One is that Congress has typically
two speeds, zero and over-react and the second is that often the
law of unintended, unforeseen consequences means that the ad-
verse consequences of a well-intentioned bill are much greater than
the positive consequences.
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I have engaged for the last 9, 10 months in a listening tour,
along with Congressman Meeks, Congressman Pete Sessions, Con-
gressman Mark Kirk, and a few others at times and we have vis-
ited all three of the major exchanges in Chicago. We've been to the
New York Stock Exchange, to the NASDAQ. I look forward to hear-
ing Mr. Wolkoff's testimony which I've read. And I have come to
a conclusion that it is time for a serious review of Sarbanes-Oxley.
We now have enough empirical and anecdotal evidence across the
board to know that the way it has been implemented, especially
404, has been counter productive.

Ultimately, the test is not how many headaches we create for
members of the board of directors, for the CFO or the CEO, ulti-
mately, the test is are we giving net added value to investors? And
I believe the answer is in many cases an overwhelming no and as
we now put small cap companies under the gun, the deadline has
been extended I think until December 16th of this year, but I am
concerned that we are going to have a massive adverse reaction to
imposing these enormously complex requirements on small compa-
nies.

The bottom line is we have a conspiracy of two major problems
that have come under the gun here. No. 1 is the way that Sar-
banes-Oxley 404 has been implemented is very ambiguous in terms
of what is a de minimis accounting error. There are lots of other
standards that are not clearly set and you combine that with the
fact that everybody involved, from the internal and the external
auditors to the members of the board to the CFO, the CEO is
under the gun for both civil and criminal liability. So over-zealous
regulation is always the result when you have ambiguous rules and
when you have essentially the death sentence for everybody in-
volved.

You talked about the $35 billion estimated direct cost of compli-
ance. I am much more concerned about the indirect cost of compli-
ance with Sarbanes-Oxley. The estimates are as much as $1.1 tril-
lion by two separate sources, which means that effectively this is
an 8 or 9 percent regulatory tax on every transaction that occurs
in the United States of America, and I believe that we are quickly
outsourcing our lead in America’s capital markets which we’ve had
for about 100 years.

With that, Mr. Chairman, I'd like to just note that along with
about 22 co-sponsors, I have filed a bill called the Compete Act. I
would encourage people interested in Sarbanes-Oxley issues to take
a look at that bill. We've got eight sponsors and co-sponsors led by
Senator Jim Demint in the U.S. Senate and I'm just again really
thrilled to be here.

Mr. McHENRY. Thank you, Mr. Feeney. Because the Government
Reform Committee has subpoena power, we always swear in our
witnesses, so if you would all please rise with me, raise your right
hands.

[Witnesses sworn.]

Mr. McHENRY. Due to time restrictions, we’d ask you to please
limit your opening remarks to 5 minutes. Your time will begin and
be noted by the green light. They’ll signify—when the yellow light
flashes, it will signify you have 1 minute left. And I would ask you
to please abide by that because we’'d like to get to questions and
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we’d like to have a full hearing and the interaction that we have
with the questions between Members of Congress and the panel is
really where we’ll gain the most knowledge.

So with that, I'd like to recognize Mrs. Kelly for the purposes of
introducing Mr. Factor.

Ms. KELLY. It gives me great pleasure to introduce Mr. Neal
Wolkoff, who is chairman and chief executive officer of the Amer-
ican Stock Exchange and was appointed to the post in April 2005,
after serving as an Acting CEO. Previously, he served as chief op-
erating officer and several other senior level executive positions in
the New York Mercantile Exchange, a member of the bar of the
State of New York, and the U.S. District Court, Southern District
of New York. Mr. Wolkoff received a B.A. from the College of Co-
lumbia University and a J.D. from Boston University School of
Law.

Next is Mr. R. Cromwell Coulson. Mr. Coulson is the chairman
and chief executive officer for Pink Sheets LLC. In 1997, he led a
group of investors in acquiring Pink Sheets’ predecessor, the Na-
tional Quotation Bureau, reforming the company into the corpora-
tion which now exists. Prior to the acquisition of Pink Sheets, he
was a trader specializing in distressed and value-oriented invest-
ments of over-the-counter market maker. He received a BBA from
the Southern Methodist University in Dallas, TX.

Next, we have Mr. Mallory Factor. Mallory Factor is chairman
of the Free Enterprise Fund and president and founder of Mallory
Factor, Inc. He is also the chairman of the New York Public Asset
Fund and Blue Cross Blue Shield Investment Advisory Board. He
serves as a member of the Board of Governors of the New York
State Banking Department. He is a member of the Council on For-
eign Relations and served as vice chair of the Council on Foreign
Relations Task Force on Terrorism Financing. He was appointed by
President Ronald Reagan to the Federal Savings and Loan Advi-
sory Council of the Federal Home Loan Bank. He’s a graduate of
Wesleyan University in Connecticut, attended Columbia University
graduate business and law program.

We welcome you all and look forward to your testimony.

Mr. McHENRY. And we'll begin with Mr. Wolkoff.

STATEMENTS OF NEAL WOLKOFF, CEO, THE AMERICAN
STOCK EXCHANGE; R. CROMWELL COULSON, CEO, THE PINK
SHEETS; AND MALLORY FACTOR, CHAIRMAN, FREE ENTER-
PRISE FUND

STATEMENT OF NEAL WOLKOFF

Mr. WoOLKOFF. Thank you. Chairman McHenry and members of
the subcommittee, on behalf of the American Stock Exchange, I
would like to thank you for allowing me the opportunity to testify.
As was stated before, I have submitted written testimony which I
would like to become part of the official record.

I would like to briefly summarize the written testimony. The
American Stock Exchange is the only national stock exchange
whose business focus is on listing small and mid-cap companies.
And therefore, we feel that the impact of Sarbanes-Oxley on listed
companies, particularly those companies that are in the small-cap
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arena are of particular concern to us, among the other national ex-
changes.

While some of our 600-listed companies are large cap, the vast
majority has capitalization between $50 million and $1 billion and
we find that any regulatory system that discourages these compa-
nies from participating in the public markets is of vital importance
to our exchange and our listed companies.

Our experience in the 4-years since the law was enacted has
been that regulators have yet to determine how best to address
these corporate governance issues without disadvantaging smaller
companies that lack the same resources as larger companies. Key
problems that confront smaller companies involve Section 404 Sar-
banes-Oxley, which requires designing, documenting and ordering
of financial controls. Neither the PCAOB nor the accounting indus-
try have adequately defined what it means or what is necessary to
comply. This lack of clarity has increased costs so that the auditing
firms leave no stone unturned no matter how remote or immaterial
the issue may be.

The new regulations make no distinction between a $50 billion
large-cap company and a $75 million small-cap company. The law’s
failures to recognize the differences makes it extremely difficult for
smaller companies to compete and to grow in this current regu-
latory environment.

The lack of differentiation also places AMEX, as well as other
U.S. exchanges, at a steep competitive disadvantage in listing for-
eign-based companies who instead choose to avoid U.S. capital
markets. The lack of regulatory clarity allows foreign exchanges to
arbitrarily fill in the blanks of Section 404 compliance as they cross
the United States and market their own major benefit which is, of
course, avoidance of Sarbanes-Oxley.

In a recent trip to Tel Aviv, which is a hot bed of entrepreneur-
ship, particularly in health science and technology, I witnessed the
London-based exchange AIM, aggressively marketing its lesser re-
quirements and lower costs of governance contrasted with the
United States. We're seeing firsthand some of the impacts of Sar-
banes-Oxley on smaller companies and our experience to date
raises serious concerns.

Last month, the exchange received a letter from one of our listed
companies advising of its decision to delist its stock from trading
on the AMEX. It went back to the Toronto Stock Exchange, citing
the costs associated with Sarbanes-Oxley as the primary reason.

Another example of the impact of Sarbanes-Oxley occurred in
conjunction with a marketing effort in which I participated several
weeks ago in London. After expressing initial interest in listing on
the AMEX, the chief executive of one of the target companies sent
a message to me, explaining that the Sarbanes-Oxley requirements,
as explained to him by his counsel, prevented any further consider-
ation of the idea and he declined the invitation to attend dinner.

The SEC-appointed Advisory Committee on Smaller Public Com-
panies has issued a report recommending that the SEC exempt
some smaller and small-cap companies that comply with enhanced
corporate governance provisions from Section 404 compliance. We
support the conclusions of the advisory committee, believing that
they represent a sound balancing of interest between regulation
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and economic growth. However, shortly after our May conference of
SOX implementation issues, the SEC and the PCAOB said that
they did support exemption for smaller companies, though they in-
dicated willingness to work with companies on implementation of
the regulators.

This one size fits all approach is taken without regard to the im-
pact of the cost and regulatory burden on the small, but important
segment of the capital market place that smaller companies rep-
resent. In response to growing concerns of small business, Con-
gressman Feeney introduced H.R. 5405, a bill that would modify
Section 404, largely along the lines of the advisory committee rec-
ommendations.

We believe that something must be done. Even if the full range
of the advisory committee’s recommendations is not followed either
by tgle SEC and the PCAOB or if a legislative solution is not en-
acted.

I'd be happy to answer questions, time permitting later on, as to
a possible middle ground, because the American Stock Exchange is
very interested in this issue.

Thank you.

[The prepared statement of Mr. Wolkoff follows:]
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Testimony of
Neal L. Wolkoff, Chairman and Chief Executive Officer
American Stock Exchange
before the
Subcommittee on Regulatory Affairs, House Committee on Government Reform
June 19, 2006

Madam Chairman and members of the Subcommittee, on behalf of the American
Stock Exchange (Amex or the Exchange), | would like to express our appreciation for
the opportunity to comment on issues related to the implementation of the Sarbanes
Oxley Act of 2002.

Against the backdrop of highly publicized failures of major companies, Congress
sought to address public concerns and restore investor confidence in capital markets
through the passage of the Sarbanes-Oxley legislation. In the years since the
legistation was originally enacted, implementation of the broadly based regulatory
initiative has been met with both praise and criticism. In connection with the
implementation of Section 404, the Securities and Exchange Commission (SEC or the
Commission) established the Public Company Accounting Oversight Board ("PCAOB")
and created the Advisory Committee on Smaller Public Companies. Similar to the
experience with other aspects of the Sarbanes-Oxley legislation, recently released
recommendations of the Advisory Committee on Smaller Public Companies were met
with praise by some and with criticism from others. The Advisory Committee
recommended exempting most small and mid-cap companies from the full
requirements of Section 404. On one side are those who say that such an exemption
would potentially leave 80 percent of public companies exempt from Section 404
requirements. On the other side, supporters of the Advisory Committee
recommendations point out that the companies affected are relatively small —
comprising only about 6 percent of total market capitalization, thus 94 percent of the
equity market capitalization would be fully subject to Section 404 requirements.

With so much at stake, we believe that it is worthwhile to examine the possibility of a
compromise that aims to address concerns on both sides. Our testimony today
includes an examination of alternative approaches to addressing the needs of policy
makers, regulators, and small businesses.

! Final Report of the Advisory Committee on Smaller Public Companies to the Securities and Exchange
Commission, April 23, 2006, page 7. http//www sec.gov/into/smallbus/acspe/acspe-tinalreport. pdf
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The Amex has substantial experience with smaller public companies
As the only national stock exchange whose business focus is on listing small and mid-

sized companies, we feel uniquely qualified to voice concerns on the effects of
Sarbanes-Oxley (SOX) on this particular area of the capital market community.

While some of our 600 listed companies are large-cap companies, the majority has
small and mid-capitalization between $50 million and $1 billion. Any regulatory
system that discourages such companies from participating in the public markets is of
vital importance to our Exchange and our listed companies.

Sarbanes-Oxley and the rules associated with it were established in 2002 to improve
corporate governance and internal controls after a wave of accounting scandals that
left a black eye on corporate America. These new regulations, however, made no
distinction between a fifty billion-doliar large-cap company and a $75 million small-cap
company. The law's failure to recognize the differences makes it extremely difficult for
smaller companies to compete and grow in this current regulatory environment,

The lack of differentiation also places Amex and other U.S. exchanges at a steep
competitive disadvantage in listing foreign based companies who instead chooses to
avoid U.S. capital markets.

Ownership and investor interest is different for small companies

Investors need to be protected from the corporate scandals that became the impetus
for Sarbanes-Oxley, but context is important. The large scandals that led to passage
of Sarbanes-Oxley involved large companies or, like Enron, companies that pretended
to be large companies. Large-scale investor concerns that were implicated in the
Enron scandal typically are not pervasive in the case of small and micro-cap stocks,
which, from looking at a sample of Amex-listed companies, frequently have substantial
ownership in common between the entrepreneurs and their families who founded the
company and public shareholders. The owners are not out to cheat themselves. The
exchange'’s regulation of our listing requirements provides significant investor
protection.

Regulators have yet to determine how best to address these corporate governance
issues without disadvantaging smaller companies that lack the same resources as
larger companies. Key problems that confront smaller companies involve Section 404
of Sarbanes Oxley, which requires designing, documenting and auditing of financial
controls. Neither the PCAOB nor the accounting industry have adequately
defined what it means-or what is necessary-to comply. This lack of clarity has
increased costs so that the auditing firms “leave no sfone unturned” no matter
how remote or immaterial the issue may be.

Complaints by smaller companies about inconsistency and lack of a uniform approach
by accounting firms are supported by recent inspection reports posted on PCAOB's
website.2. On June 8, a series of 14 inspection reports were added to the reports
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listed on the website, PCAOB found deficiencies in all 14 companies in over twenty
five categories ranging from valuation of an intangible asset to revenue and testing for
existence and completeness of a company’s outstanding shares. The widespread
problems with the accounting firms as reported by the PCAOB give support to those
concerned over the lack of regulatory consistency and clarity.

This lack of regulatory clarity also allows foreign exchanges to arbitrarily “fill in the
blanks” of Section 404 compliance as they cross the U.S. and market their own major
benefit -~ avoidance of Sarbanes Oxley.

The SEC has taken steps to address these issues by creating an advisory committee
to examine the impact of Sarbanes-Oxley and other aspects of the federal securities
{aws on smaller companies. In April, the Advisory Committee on Smaller Public
Companies transmitted their recommendations, developed over the previous year with
significant public input. As one of those invited to participate in one of several public
hearings conducted by the Advisory Committee, the Exchange reached out to
numerous Amex-listed companies - who represent the living concerns of this advisory
committee - about their thoughts and recommendations on the “one size fits all’
approach of SOX Section 404.

The Amex sought input from our market participants, and we received detailed and
passionate feedback from the heads of listed companies that were not complaints
about the SEC but thoughtful insights on how to implement securities regulations to
accommodate the issues and challenges of smaller companies. The point that the
chief executives of our listed companies wanted the SEC and the PCAOB to
understand and acknowledge is that when it comes to regulating corporate
governance, different standards need to apply to companies with small market
capitalization or minimal revenues.

The most common concerns that our CEOs voiced on Section 404 related to: 1)
duplicative or prohibitive costs, 2) the adverse impact on a company’s relationship
with its auditors, and 3) the requirement of segregation of duties within a small
company.

Regarding costs to be compliant with Section 404, some of our companies told us that
their auditing fees have tripled or quadrupled since the regulation was imposed. A $1
million auditing bill may be a drop in the bucket for a company with a $10 billion
market capitalization, but for a $100 million dollar company that may have little or no
revenue while awaiting FDA approval for a promising drug, or U.S. Patent Office
approval for a new medical device, that is a significant amount of money.

Smaller companies consider overseas exchanges — Loss of business and

requlatory oversight
Uncertainty over the extent to which Section 404 requirement will be applied has led

to some smaller companies’ consideration of utilizing non-U.S. capital markets. A
May 8 article in Forbes magazine describes how concerns on Section 404 have led
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smaller companies to look outside the U.S. for capital.® The article discusses recent
decisions by smaller companies to eschew U.S. capital markets in favor of listing on
foreign-based exchanges. in describing efforts by one exchange, the following
passage is telling:

“Other foreign markets have made gains, too, but London's AIM has been
particularly persistent. In recent months AIM executives have hosted more than
30 pitchfests (sic) in the U.S., wooing investors in New York, Boston, Silicon
Valley, Atlanta, Denver and Minneapolis. "It's not particularly subtle,” says
Graham Dallas, a senior international development manager at the London Stock
Exchange. "We tell them there is an opportunity-rich landscape for them to
exploit. The rules are quite simple and short. Otherwise, companies will spend all
their time on compliance and not enough time building wealth." (IBID)

The Financial Times in an opinion piece dated March 27, 2006 lauded London’s mix of
“measured regulation” and “pro-competition orientation” as the engine for the growth
of London’s role as a financial center. Sarbanes Oxley was labeled in this piece
simply as one of “others’ mistakes.”

in a recent trip to Tel Aviv, which is a hot bed of entrepreneurship, particularly in
health science and technology, | withessed the AIM marketplace aggressively
marketing its lesser requirements, and lower costs, of governance contrasted with the
United States. However, in exploring in some depth the specific concerns that many
of these companies have, | discovered that most take pride in their internal controls,
and the integrity of financial reporting, so were not scared by the concepts. On the
other hand, the lack of specific, clearly defined standards does frighten potential
entrants to the U.S. markets, as does the annual cost of certification. | believe that
some relatively small tweaking of rules, as well as clearly defined standards that
provide guidance and safe harbors can go a long way to improving the problems with
the statute’s application and perception.

Recently, the Exchange has experienced firsthand the impact of Sarbanes Oxley on
smaller companies seeking equity capital. Last month, the Exchange received a letter
from one of our listed companies advising of its decision to delist its stock from trading
on the Amex.

In a letter to the Exchange informing us of the company’s decision, the executive
explained the decision as related to the U.S. regulatory environment, and stressed
that the company’s stock will continue be traded on the Toronto Stock Exchange;

“In support of this request to voluntarily delist [company name redacted] shares
from AMEX, we note that the shares of [company name redacted] of record are
held by less than 300 persons worldwide and that the primary trading market
for [company name redacted] shares is the Toronto Stock Exchange. We
further note that the Board of Directors of [company name redacted] has
determined that the costs and burdens of maintaining a listing on AMEX and of
complying with U.S. securities regulatory requirements is not a cost effective

* “London Calling; Small companies skip the U.S., go public overseas,” Forbes, Volume 177 Issue 10, May 8,
2006. http:www forbes.com/forhes/2006/0508/05 1 html




15

application of the [company name redacted] financial and managerial resources
as they outweigh the benefits to [company name redacted] and its
shareholders.”

Another example of the impact of Sarbanes Oxley occurred in conjunction with a
European marketing effort in which | participated, the objective of which was to seek
dual listing by European companies on the Amex. The following is the text from an
email response to our invitation sent out in late May:

“My interest in the AMEX was as a potential venue for a dual listing. |
have just mentioned this possibility to our in house counsel and he
went very red. It would appear that Sarbanes Oxley has completely put
paid (sic)[“put an end to”] to any interest we may have had in such a
scheme, so | am afraid to say that | feel there would be no point in my
attending the dinner next week, and | will therefore be declining Mr
Wolkoff's kind invitation.” (Name withheld)

Obviously, U.S. exchanges that cater to smaller companies seeking capital by going
public should be concerned by these recent events. However, those with a desire for
a stronger regulatory approach should be concerned as well, for with the movement to
non-U.S. exchanges, regulatory oversight is lost as well. The Amex believes in a
having a strong regulatory environment, although one that allows competition to thrive.
Further, the Amex believes that this position is consistent with the ‘34 Act.

PCAOB spurns the Advisory Committee recommendations — but is there a
compromise position?

Following a joint SEC-PCAOB roundtable discussion held on May 10 to discuss
implementation issues surrounding Section 404, the SEC and the PCAOB
disappointed many small businesses by largely ignoring the recommendations of the
Advisory Committee on Smaller Public Companies. *° In public statements issued
following the roundtable, both bodies said that though they would attempt to address
implementation issues, that all companies would be expected to be in compliance with
Section 404 requirements beginning with fiscal years starting on or after December
16, 2006.

Most industry experts agree that the legislation’s intent is laudable, in that it punishes
fraudulent behavior and demands executive accountability. However, regulators must
take care to avoid the pitfall of imposing a uniform doctrine on small and mid-sized
companies that are in the formative stages of their growth. Development stage
companies with little or no revenue generally have less complicated financial
statements (e.g., because they do not have revenue recognition issues) requiring less
rigid internal controls.

The Advisory Committee on Smaller Public Companies report (op. c¢it.) recommended
that the SEC give full Section 404 exemptive relief to some microcap and smallcap

4 No Sarbanes-Oxley break for small companies. Reuters, May 17, 2006 http://www.msnbe.msn.cony/id/1 2839694/

SSECAnnounces Next Steps for Sarbanes Oxley Implementation. SEC Digest May 17, 2006, Issue 2006-95.
http://www sec.gov/news/digest/2006/dig051706.txt
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companies that comply with enhanced corporate governance provisions. The
proposed exemption would apply to:

. microcap companies--companies with equity capitalizations below
approximately $128 million--that have less than $125 million in annual revenue; and
u small cap companies--companies with equity capitalizations between

approximately $128 million and $787 million--that have less than $10 million in annual
product revenue.

The committee also recommended that SEC should grant exemptive relief from
external auditor involvement in the Section 404 process to smallcap companies with
less than $250 million but more than $10 million in annual revenues, and microcap
companies with between $125 and $250 million in annual revenues, subject to their
compliance with the same corporate governance standards as the microcap firms.

The Advisory Committee report generated comments, both critical and supportive.
Among other objections to the committee proposal for exemption from certain
requirements of Sarbanes-Oxley Section 404 for smaller companies, was that 80
percent of public companies would be exempted in some way from compliance.®
Supporters of the Committee’s recommendations noted, however, that under the
recommendations, 94 percent of the U.S. equity market capitalization would be fully
covered by Section 404 requirements.

Is there a “middle ground?”
We support the conclusions of the Advisory Committee, and believe they represent a

sound balancing of interests between regulation and economic growth. In its current
form, Sarbanes Oxley reminds one of calls to increase the minimum wage to $15 an
hour: laudable, ethical, but a recipe to move jobs to less laudable jurisdictions. One
Israeli woman had it precisely right when she opined that “Sarbanes Oxley is too
good!”

We also believe that something must be done even if the full range of the Advisory
Committee’s opinions are not followed, either by the SEC and the PCAOB, orifa
legislative solution is not enacted. In an effort to obtain the bare bones of some relief,
given the polarization of views about large-scale exemptions, | believe that
compromise might benefit the process.

Recent statements by the SEC and the PCAOB cited earlier give little relief to smaller
companies concerned with the significant burdens associated with full compliance with
the provisions of Section 404. However, in response to growing concerns of small
businesses, Congressman Tom Feeney introduced H.R. 54057, a bill that modifies
Section 404 of Sarbanes Oxley by making compliance voluntary for companies in the
following categories:

¢ Letter from Damon Silvers, Associate General Counsel, AFL-CIO to Christopher Cox and William Gradison. Mar. 27,
2006, http:/iwww see.govirules/other/263-23/40ci0032706.pdf
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. Total market capitalization for the relevant reporting period of less

than $700 million

. Total product revenue for that reporting period of less than

$125 million

. The issuer has fewer than 1,500 record beneficial holders

. The issuer has been subject to the requirements of sections 13(a) or 15

(d) of the Securities Exchange Act of 1934 for a period of less than twelve
calendar months; or

. The issuer has not filed, and was not required to file, an annual report
pursuant to section 13(a) or 15(d) of the Securities Exchange Act of 1934.

The legislation currently has 22 cosponsors, including the Chairman of this
subcommittee. The Senate companion bill, S. 2824, introduced by Senator James
DeMint has 8 co sponsors. The legislation represents some of the core
recommendations of the SEC Advisory Committee on Smaller Public Companies (op.
cit.) and is fully deserving of consideration.

Prior to the introduction of H.R. 5405, the Exchange offered suggestions on possible
alternatives in a letter to the SEC and the PCAOB for consideration during their May
10 “roundtable” discussion of Section 404 issues®. We proposed that companies with
$200 million in market capitalization and below should be allowed to choose non-
compliance with Section 404, but that such a decision must be publicly disclosed,
along with a statement as to why the company has chosen not to comply and whether
(and if so to what extent) it has taken alternative voluntary steps to monitor its internal
controls. Above that level, Section 404 compliance must be certified and then
recertified every two to three years, not annually, based on capital. For example,
compliance might need to be certified every two years for those companies with a
market capitalization above $500 million but below $1 billion, and every three years for
companies below $500 million, but above $200 million. Fult compliance would be
expected for those companies over $1 billion in capitalization. This approach gives
flexibility to smaller companies, allows for investors {o be informed, and provides for a
path of growth that ultimately leads to full compliance with Section 404 requirements.

| believe that failure to distinguish the fundamental structural and financial differences
between small companies seeking access to U.S. capital markets and larger well
financed and capitalized companies in the application of Section 404 requirements
would be a mistake that could be detrimental to small businesses in particular and to
the U.S. economy in general. Further, the SEC and the PCAOB must be directed to
apply clear, consistent guidelines and definitions to what it expects in Section 404
compliance. Not all business are run by CPAs or corporate attorneys. Applying
Section 404 in a "one size fits all” manner without regard for the disproportionate cost
and regulatory burden on smaller companies, as we have already witnessed in
examples cited earlier, could well lead those companies to move to overseas capital

® Letter from Neal L. Wolkoff to SEC Chairman Christopher Cox and William Gradison, Acting Chairman of the PCAOB,
May 8, 2006.
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markets, resulting in both a loss of business for U.S capital markets, and, perhaps just
as important, loss of any reguiatory oversight that might otherwise be in place.

Global exchange mergers pose additional policy and requlatory questions
Mergers of exchanges, such as the recently proposed merger of the New York Stock
Exchange (NYSE) and Euronext have the potential to pose additional problems for
U.S capital markets, policy makers, and regulators. Already we are withessing efforts
by European, Asian, and other non-U.S. based exchanges to convince U.S.
companies to eschew the U.S. capital marketplace in favor of foreign markets.
Depending on the final structure of the NYSE-Euronext marketplace, the formerly
domestic NYSE could well be in a position to benefit from companies’ concerns over
Sarbanes Oxley by accessing its European regulated arm, Euronext. In the absence
of agreement amongst the respective regulatory bodies, muitinational exchanges
could attract U.S. companies seeking to avoid the expense and regulatory overhead
of Sarbanes Oxley. Such a development would further complicate the current
situation, and would doubtless work to the detriment of domestic capital markets
without a non-U.S. subsidiary. Potentially, smaller companies would increasingly
choose overseas capital markets for initial public offerings, and, arguably, it would be
difficuit to get them to return to the U.S. capital marketplace when they are of a size to
be able to “afford” Sarbanes Oxley. Such a scenario would operate as a disincentive
to US listing and SEC registration resulting in a significant regulatory gap.

We also believe that careful examination of the issues faced by smaller companies in
complying with Section 404 as outlined in the recommendations of the Advisory
Committee on Smaller Public Companies (op. cit.), could lead to a compromise that
would not unduly burden small business, yet would provide investors with confidence.
Recent actions and statements by the SEC and the PCAOB indicate inflexibility and,
we believe, a failure fo fully realize and appreciate the burdens placed on smaller
companies by Section 404, The “one size fits all” approach is taken without regard to
the impact of the cost and regulatory burden on the small but important segment of
the capital marketplace that smaller companies represent. We have offered
suggestions to an alternative approach the preserves the framework of Section 404,
but allows for a more flexible approach to smaller companies. However, the urgency
in clarifying the application of Section 404 is great. The legisiative approach embodied
in H.R. 5405, and Senate companion bill S. 2824 represents a realistic approach to
the need to insure transparency and accountability without the stifling effect of a "one
size fits all” approach to implementation of Sarbanes Oxley, and, if no other
negotiated resolution is feasible, the legislative route should be pursued.

The flight of smaller companies seeking to avoid the expense of Sarbanes Oxley
could ultimately be a “Marshall Plan” for overseas exchanges. Though unintended,
the result of such a movement would certainly work to the detriment of U.S. capital
markets, the U.S. economy, and to the oversight ability of U.S. regulators.

Thank you for the opportunity to provide our experience and input to this important
issue. | will be happy to answer any questions that you may have.
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Mr. FEENEY. Mr. Coulson.

STATEMENT OF R. CROMWELL COULSON

Mr. CouLSsON. I very much appreciate the opportunity to provide
testimony to this subcommittee in connection with its investigation
of the health, liquidity and competitiveness of U.S. equity markets
during the implementation of the Sarbanes-Oxley Act.

Pink Sheets is the leading provider of pricing and financial infor-
mation for the over-the-counter securities markets and, among
other things, operates an electronic quotation and trade negotiation
service for broker-dealers. While Pink Sheets is well known as the
primary trading venue for the stocks of smaller public companies,
the bulk of Pink Sheets trading by dollar volume takes place in dis-
tressed or reorganizing issuers and the securities of large inter-
national issuers.

My message today has four parts. First, we will share some of
our thoughts about SOX, based on what we are hearing from small-
er public companies; second, some statistics on deregistration;
third, a few general observations about the competitiveness of U.S.
markets; and fourth, we will describe our efforts to encourage cost-
effective disclosure that protects investors.

We agree with everything about SOX, except for its costs. SOX
has rightfully forced management to be responsible for their com-
pany’s disclosure and accountants to stand behind their audits. Un-
fortunately, by removing the vendor-client tension from the audit
process, accounting costs are no longer within the audit client’s
control. Regulators have given no guidance so the client can push
back. We sincerely hope that the SEC’s recent initiative to repair
Section 404 audit process will rebalance the client-vendor relation-
ship and rein in the cost burden for all issuers, large and small.

Approximately 500 issuers that have gone dark are currently
trading in the Pink Sheets system. While the number of issuers
going dark may seem high, from 2000 to 2005, over 5,000 issuers
filed Form S—1s or SBTs to register securities in the public markets
for the first time. Already this year over 500 issuers have filed with
the SEC to be registered. So while there’s been an increase in
deregistration activity, it is simply not true that issuers have been
exiting the registration system en masse.

It is true that many small issuers are still watching and if the
costs become too burdensome, those numbers may change.

But this brings us to our third topic, the competitiveness of our
equity capital markets for small companies. There’s been much dis-
cussion lately suggesting that due to SOX 404, smaller U.S. compa-
nies are flocking to the LSE’s alternative investment market. We
don’t really buy the argument that the success of the AIM is due
to SOX 404. We see substantially more Canadian and Australian
companies listing on the AIM than American companies and nei-
th%r of those countries has adopted SOX or requires a Section 404
audit.

If you look at the Toronto Stock Exchange, who has a very suc-
cessful tier for smaller issuers, most of their marketing materials
now are saying why we’re better than the AIM. And so that said,
we think that much can be learned from other markets. In study-
ing the AIM and other successful markets for small companies, we
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are very impressed by the fact that capital raising is perceived as
an integral part of the listing process. The London Stock Exchange
publicized extensively the capital raised for its listed issuers to an
extent that seems odd when compared to U.S. exchanges.

The AIM was designed to provide a successful opportunity for
smaller U.K. companies to raise capital. That has created a com-
munity of advisors and capital providers for smaller U.K. compa-
nies. It is not surprising that by offering attractive capital-raising
opportunities for smaller companies, the AIM is now finding a
worldwide audience.

We have learned much from the AIM. I would respectfully sug-
gest that the subcommittee’s work would be enhanced by a thor-
ough study of the AIM and what ideas can be brought to America.

Fourth, disclosure requirements must be effectively tailored for
smaller companies. The challenge is to encourage disclosure that
will protect investors from questionable issuers without giving—
without driving good companies away. The AIM has an excellent
solution. Smaller companies are required to appoint a professional
gatekeeper which they call the NOMAD who works with the issuer
and performs due diligence so that material information is dis-
closed to investors.

Our new OTCQX listing concept has been borrowed, in large
measure, from the AIM process. Companies listing on the Pink
Sheets OTCQX premium tiers, are required to appoint and pay for
an attorney or broker dealer to review their disclosure. We believe
that this review of an issuer’s disclosure will benefit investors be-
cause much of the disclosure necessary to make good investment
decisions is not contained in a company’s GAAP financial state-
ments or 404 controls.

Investment decisions for smaller issuers are usually based on the
company’s prospects. In contrast, the focus of a U.S. GAAP audit
is on the disclosure of historical numbers. This has been lost in a
lot of what the value of SOX brings. We all know historical per-
formance is no guarantee of future results, as even truer of the
smaller issuer working on a cure for cancer or some new technology
that has no revenues. These plans and prospects must therefore be
clearly described in the nonfinancial portions of an issuer’s disclo-
sure.

We think that the OTCQX disclosure review process will play
such a valuable role for smaller issuers that we are agnostic of
OTCQX issuers are SEC registered or just have audited GAAP fi-
nances. While we expect to attract companies that deregister with
our more intelligent disclosure process, we believe that almost all
of the OTCQX issuers who are interested in raising capital will still
be registered with the SEC. That is because the most attractive
U.S. capital pools for small issuers demand registration rights.

Even with registered issuers, we think the OTCQX review will
serve the useful function of helping the issuer to get it right which
should inspire greater investor confidence in OTCQX issuer disclo-
sure. At Pink Sheets, we see great opportunities to create a vibrant
and successful secondary market for small companies. A study com-
missioned by the AIM, states that a vibrant market for small to
medium enterprises can add as much as 1 percent to the GDP
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growth of a country’s economy. We hope OTCQX becomes a part of
that. Thank you.
[The prepared statement of Mr. Coulson follows:]
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Written Statement by R. Cromwell Coulson
CEO, Pink Sheets, LLC

Before the Government Reform Subcommittee on Regulatory Affairs
Committee on Government Reform
House of Representatives
Congress of the United States

At the Hearing Entitled:
A Balancing Act: Cost, Compliance, and Competitiveness after Sarbanes-Oxley

US Customs House
New York, NY
June 19, 2006

| very much appreciate the opportunity to provide this written statement to the
Government Reform Subcommittee on Regulatory Affairs in connection with its
investigation of the health, liquidity and competitiveness of U.S. equity markets during
the implementation of the Sarbanes-Oxley Act (“Sarbanes-Oxley”).

Pink Sheets is the leading provider of pricing and financial information for the
over-the-counter securities markets and, among other things, operates an Internet-
based, electronic quotation and trade negotiation service for OTC equities for market
makers and other broker-dealers registered under the Exchange Act. While Pink
Sheets is well known as the primary trading venue for the stocks of smaller public
companies, the bulk of Pink Sheets trading by dollar volume takes place in distressed or
reorganizing issuers and the securities of large international issuers.

This written statement describes four of our observations about the impact of
Sarbanes-Oxley. First, based on what we are hearing from issuers, we think Sarbanes-
Oxley has negatively altered the relationship between issuers and auditing firms.
Second, the statistics provide no support for the view that issuers are exiting the
registration system in great numbers, as is sometimes claimed. Third, the evidence
shows that U.S. markets and regulation continue to be competitive, although much can
be learned from other market structures. Finally, we will describe our private initiatives
to encourage cost-effective disclosure that protects investors.

The Effect of Sarbanes-Oxley on the Issuer/Auditor Relationship

| agree with everything about Sarbanes-Oxley, except for its costs. Sarbanes-
Oxley has rightfully forced management to be responsible for their company's
disclosure and accountants to stand behind their audits. Good internal controls are
essential to the integrity of audited financial statements.
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On the other hand, issuers report to us that the intrusion of auditors into the
internal control process has left management without the ability to curtail unnecessary
procedures. If the auditor insists that every paper clip must be counted to have effective
controls, management is powerless to resist. By removing the vendor-client tension
from the audit process, accounting costs are no longer within the audit client's control.
This ha