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OVERSIGHT OF THE PUBLIC COMPANY
ACCOUNTING OVERSIGHT BOARD

Thursday, June 24, 2004

U.S. HOUSE OF REPRESENTATIVES,
SUBCOMMITTEE ON CAPITAL MARKETS, INSURANCE AND,
GOVERNMENT SPONSORED ENTERPRISES
COMMITTEE ON FINANCIAL SERVICES,
Washington, D.C.

The subcommittee met, pursuant to call, at 10:03 a.m., in Room
2128, Rayburn House Office Building, Hon. Richard Baker [chair-
man of the subcommittee] presiding.

Present: Representatives Baker, Ose, Gillmor, Oxley (ex officio),
Capito, Tiberi, Sherman, Inslee, Lucas, Clay, Matheson, Emanuel,
Scott and Velazquez. Also present was Representative Maloney.

Chairman BAKER. [Presiding.] I would like to call this meeting
of the Capital Markets Subcommittee to order. Today, the com-
mittee meets for the purpose of reviewing the progress to date of
the Public Company Accounting Oversight Board, created in an en-
vironment where the professional conduct of the accounting profes-
sion had been brought into significant question pursuant to rel-
evant disclosures over the method by which public reporting had
failed to meet professional standards.

In the light of that environment, the creation of this board and
the assignment of the new responsibilities identified was indeed a
significant task for the participants to engage in. Over the course
of the past months, the board has engaged in a number of signifi-
cant steps, including the most recent action on June 18 requiring
even higher standards of audit independence. I have found the ac-
tions of the board to date to be highly appropriate and very respon-
sive to the express concerns, and certainly should be commended
for the manner in which the identified conduct of concern has been
addressed.

More importantly, I think the actions taken extend to market
participants and market observers a higher level of confidence than
ever that the financial statements presented to those who are in-
terested can be more likely relied on as being a true and accurate
statement of financial condition of the corporation than ever before.

It was of concern to me that in the course of the committee’s
work prior to the adoption of Sarbanes-Oxley, we actually had
those in management appear before the committee who indicated
that the preparation of a financial statement was a mutual endeav-
or which was the joint property of management and shareholder.
The view had developed apparently that managing the statement
to meet or beat earnings expectations was somehow in the share-
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holder’s best interest, as opposed to giving a true and accurate con-
dition of the corporation’s actual condition. For these reasons, it
was important to have individuals of the highest professional
standing in order to bring about the necessary accountability. I am
very pleased we have the Chairman of the Board, Mr. William
McDonough here this morning to give us his insights into the steps
taken and to identify any other areas that the Congress may need
to address in light of the work engaged in.

I commend him highly and the board for their great work in the
midst of most difficult conditions, and have confidence that their ef-
forts will give many benefits to a prosperous and growing market-
place. That is a goal which I am sure all of us are very pleased to
see pursued.

With that, I would recognize Mr. Emanuel who may have an
opening statement.

Mr. EMANUEL. Mr. Chairman, thank you for holding this hearing
today. I would also like to thank Chairman McDonough for taking
the time to be with us, and for your leadership over the last 18
months, and most importantly, for restoring trust and account-
ability to the accounting profession and the financial markets,
given the shaky last 2 1/2 years that have existed in the private
sector.

I would also like to thank the Chairman for calling a public
roundtable on July 14 for auditors’ independence. I wish it could
have been July Fourth, which would have been more fitting for
auditors’ independence, but I do appreciate your doing that. Hope-
fully, Congress can be invited to participate in some capacity. This
issue has been raised both in the public and private sector, dealing
with auditors’ independence and the issues associated ‘with it.
There has also been bipartisan legislation in both the House and
Senate. Chairman Oxley and Chairman Baker must be somewhat
tired of hearing me gripe about it.

So I do think this i1s an issue that we need to deal with, and
hopefully we can move on the legislation at some point, or if not,
for a hearing or a markup, because in the last 6 months we have
had an unprecedented suspension of one of the Big Four. It has
never been done before, to my knowledge, and maybe you can shed
some light on that, and continuing revelations just last week in
The Wall Street Journal about one firm which has been offering
advice to companies both on the tax side and on the auditing side
that I think raises questions.

What this is truly in my view not so much that they are doing
something wrong. It is that they are operating in a zone with a
flashing yellow light. It is neither a red light nor a green light. The
consequences of the lack of that what we would call independence
or separation of those functions, how does that spill out and affect
the American people? Accordlng to the GAO, we face a $311 billion
tax gap, much of it due to under-reporting, some of it coming from
either the corporate or high-end sector where people are receiving
tax advice based on unclear rules.

I would hope that we in this committee can begin to deal with
these issues. I would hope that the Board’s July 14 roundtable will
mark the beginning of not just a public discussion, but a clearer
focus on what actions we can take. It is one of the rare moments
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here that we have bipartisan agreement and bicameral agreement,
and we need to deal with this. The consequences are at the end of
the day when you have a $300 billion shortfall of under-reporting
or not paying, is that that burden shifts to middle-class, working-
class families. And nobody then believes the system is fair or that
everybody is playing by the same set of rules. And the system, and
we represent that system, loses confidence by the American people.

So I look forward to your hearing today, asking questions on the
subject, and your leadership on this very one particular point. Not
only your last 18 months, but I hope the next 18 months are as
fruitful for the private sector as the first 18 months.

With that, I yield back.

Chairman BAKER. I thank the gentleman.

Chairman Oxley?

Mr. OXLEY. Thank you, Mr. Chairman.

Less than 1 year ago, this committee held a hearing entitled Ac-
counting Under Sarbanes-Oxley: Are Financial Statements More
Reliable? That was the first time that our distinguished witness,
Chairman McDonough, appeared before Congress as Chairman of
the Public Company Accounting Oversight Board.

I am pleased to report that, due in no small part to his exem-
plary leadership and that of the other board members, the answer
to the question we posed 9 months ago appears to be a resounding
“yes‘”

While the problems that led to the passage of the Sarbanes-Oxley
Act nearly 2 years ago have by no means disappeared, the Act’s
wide-ranging corporate reforms and the effective actions of the
PCAOB have helped to restore the faith of America’s investors.

In his brief tenure, Chairman McDonough has transformed the
board, the centerpiece of Sarbanes-Oxley, into a rigorous, effective
and highly respected overseer of public accounting firms. The board
has spread a little fear, and Chairman McDonough has hit the
proper tough-but-fair tone, in my estimation. I have been reading
your speeches. He has listened to practical implementation prob-
lems and has worked to ease them, provided it does not interfere
with Sarbanes-Oxley or the PCAOB’s mission. The PCAOB has
been a vast improvement in accounting industry regulation.

We will learn today about the inspection process that the board
began during its startup year of 2003 and the auditing and profes-
sional practice standards that the board has both adopted and pro-
posed. I would particularly like to commend Chairman McDonough
for his accommodations on foreign firm inspections.

I am pleased that the Securities and Exchange Commission re-
cently approved the board’s final internal control standard as re-
quired by Section 404 of the Act. The internal control requirement
of the Act has been the focus of some criticism from sectors of the
business community. My view is that these costs, although never
pleasant, are offset by great benefits.

In implementing the protections of Section 404 and, indeed, all
of the Sarbanes-Oxley Act, it is essential that regulators seek to
minimize the cost of compliance as much as possible, consistent
with the Act’s goals. The board has done exactly that, and we will
learn more about that today. At the same time, we must keep the
appropriate perspective. According to one report, there were 323
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companies that restated their results last year. In 58 of those in-
stances, the outgoing accounting firm reported problems related to
internal control. Clearly, the need for strong internal control has
not diminished.

Equally important, I am pleased by reports of the positive effects
of the internal controls requirements on public companies’ busi-
ness. General Electric’s finance chief recently stated, “We have
seen value in the section 404 work. It helps build investors’ trust
and helps give them more confidence. We have gotten positive ben-
efits from it.” This is precisely the purpose of this requirement.

There is much more work to be done, but I remain confident that
Chairman McDonough and his colleagues will continue to ensure
that financial statements are more reliable.

Again, Mr. Chairman, welcome you back to the committee. It is
good to see you again. We look forward to your testimony.

I yield back.

[The prepared statement of Hon. Michael G. Oxley can be found
on page 30 in the appendix.]

Chairman BAKER. I thank the Chairman.

Are there further opening statements? Mr. Scott?

Mr. Scort. Thank you very much, Mr. Chairman.

I, too, want to welcome you, Chairman McDonough, to our hear-
ing. I want to thank Chairman Baker and Ranking Member Kan-
jorski for holding this hearing today on the progress of the Public
Company Accounting Oversight Board.

This hearing is particularly timely, given that the board issued
its first annual report last week. The Sarbanes-Oxley Act of 2002
was enacted to end self-regulation for the accounting profession.
Historically, auditors were regulated by the American Institute of
Certified Public Accountants. The board was created to serve as the
regulator for auditors of public companies and set higher corporate
standards for auditing.

I am very much concerned about the issue of the inspections and
I am very delighted and pleased to learn that the inspections, ac-
cording to you, Mr. McDonough, will go beyond the traditional peer
review and technical compliance, to look at firm culture and prac-
tices to ensure that compliance is encouraged. This is very, very
important. You went on to further note that these limited inspec-
tions disclosed significant audit and accounting issues, and the
need for enhanced standards, and you emphasized the importance
of the information gained through individuals and auditing engage-
ments.

The board’s new standard of guidelines for accountants was ap-
proved by the Securities and Exchange Commission on June 18.
There have been some complaints by public companies about the
costs of complying with these new standards and the clarity of
guidance on complying with the new rules. While some resistance
is expected to new regulations, I would like to better understand
the depth of these concerns, especially on the compliance costs to
small firms.

I look forward to your testimony today, Chairman McDonough,
to detail the progress from the board.

Thank you, Mr. Chairman.

Chairman BAKER. I thank the gentleman.



Ms. Velazquez.

Ms. VELAZQUEZ. Thank you, Mr. Chairman.

First, I want to thank Chairman Baker for holding this oversight
hearing on the PCAOB. The committee’s recent series of oversight
hearings has illuminated many important issues with our nation’s
capital markets regulators, many of which would have not been ad-
dressed had we not undertaken these very hearings. So I am
thankful that this committee has taken its oversight responsibil-
ities seriously.

I believe that the success of our capital markets is dependent on
accurate and truthful information. Without such information, in-
vestors will not be able to make informed decisions. This is why
Sarbanes-Oxley is so important, because it provides investors with
greater confidence in the information they rely on.

The investor population is more diverse today than ever, from
union workers investing through pension plans to professionals in-
vesting through 401(k)s to retirees investing through IRAs. They
all have money invested in public companies. For this new class of
investors, who typically rely on professionals to guide their invest-
ment decisions, increased scrutiny of corporate audits is essential.
It provides these investors with some additional comfort that there
is someone watching the shop on their behalf.

While Sarbanes-Oxley is in the process of bolstering audit re-
quirements and providing increased scrutiny of corporate audits, I
would like to raise one specific issue here today: the potential need
for an alternative audit standard for smaller non-public companies.
Although Sarbanes-Oxley was intended for public companies, it ap-
pears that many smaller, non-public companies may be adopting
PCAOB standards. Often, the adoption of these enhanced stand-
ards is voluntary, but I have a concern that the adoption of the
PCAOB standard may become a quasi-requirement for many non-
public companies.

In many of these cases, the adoption of the standards is not driv-
en by a desire to protect the investing public, but rather to satisfy
other private interests. In addition, the cost of obtaining a full
PCAOB quality audit is quite significant, requiring both a substan-
tial startup investment as well as considerable ongoing costs. In
pursuing this one-size-fits-all approach, I have great concerns that
this will create an excessive burden for many smaller non-public
companies, while at the same time doing little to benefit the invest-
ing public.

These companies represent about half of the U.S. companies and
are a major driver of economic growth in our communities. By un-
necessarily diverting significant resources to PCAOB compliance,
these smaller companies will be unable to expand their operations
or hire new employees. As a result, we may be unnecessarily hin-
dering growth at a time when we need more high-quality new jobs.

I hope to learn more about this issue today and I look forward
to hearing Chairman McDonough’s perspective on this issue.

Thank you, Mr. Chairman.

Chairman BAKER. I thank the gentlelady.

Mr. Lucas, did you have a statement this morning?

Mr. Lucas oF OKLAHOMA. I am looking forward to the Chair-
man’s testimony.
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Chairman BAKER. Great statement.

If there are no further opening statements, at this time I would
like to recognize Mr. William J. McDonough, chairman of the Pub-
lic Company Accounting Oversight Board. Welcome sir. Please pro-
ceed as you choose.

STATEMENT OF WILLIAM J. MCDONOUGH, CHATIRMAN, PUBLIC
COMPANY ACCOUNTING OVERSIGHT BOARD

Mr. McDONOUGH. Thank you.

Chairman Baker, Chairman Oxley, members of the sub-
committee, I am pleased to appear before you today, and I want to
thank the members of the subcommittee and the entire House Fi-
nancial Services Committee for your strong bipartisan support of
the Public Company Accounting Oversight Board. We benefit great-
ly from your wisdom and encouragement.

With the landmark Sarbanes-Oxley Act of 2002, Congress took a
giant step toward restoring investor confidence in financial report-
ing and in the auditing of public companies. No one should doubt
that it is the faith of investors that fuels the growth and competi-
tiveness of our economy, not the freedom of corporate managers
from public regulation and oversight. The Sarbanes-Oxley Act sets
out the blueprint for rebuilding investors’ faith.

Over the last 18 months, we have turned the Sarbanes-Oxley
blueprint into an operating organization. Today, the PCAOB is well
on its way to maintaining a continuous program of auditor over-
sight, to quote from the statute, “in order to protect the interests
of investors and further the public interest in the preparation of in-
formative, accurate and independent audit reports.” Registration of
public accounting firms that audit public companies is the founda-
tion of the board’s authority. Since October 22, 2003, it has been
illegal for any U.S. public accounting firm to prepare, issue or play
a substantial role in an audit report on the financial statements of
a U.S. public company unless the firm is registered with the board.
As of July 19, the same restriction will apply to non-U.S. firms. As
of yesterday, we have registered 1,003 U.S. and non-U.S. public ac-
counting firms that audit or may wish to audit U.S. public compa-
nies, and we continue to receive registration applications.

Once a firm is registered, it is subject to board inspections. The
Act and the board’s rules require annual inspections of the firms
that audit more than 100 public companies. Smaller firms that
have at least one public company client will be inspected every
three years. Although regular inspections began this year, we
launched limited procedure inspections of the Big Four firms in
2003. We recently made our draft reports on those limited proce-
dures available to the Big Four firms.

Even with limited inspections, we learned a great deal about
quality control in the largest firms. In numerous interviews, we
heard audit partners and staff express their perceptions of a re-
newed focus on audit quality. We have seen some evidence of this
renewed focus in firm policies generally, and in internal firm com-
munications about those policies. Even so, we alerted the firms to
quality control concerns and we will continue to look hard at
whether the firms’ conduct mirrors their words.
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We also learned that there is tremendous wisdom and value in
the Act’s requirement that we review selected audit engagements.
Although we reviewed only a small number of engagements in
2003, we identified significant audit and accounting issues. As we
examine more engagements in the future, we expect the prospect
of scrutiny to alter the relative risks and rewards to individual en-
gagement partners who might otherwise consider short-cutting
audit steps or bending to pressures to please clients.

Our inspections also provide valuable information about the need
for enhanced standards. In reviewing audit engagements in 2003,
we became concerned that auditors may place insufficient emphasis
on the importance of thorough documentation of audit work. The
Act expressly required us to adopt an auditing standard on docu-
mentation and we were able to use what we had learned about ex-
isting documentation practices to develop the new standard.

Situations will inevitably arise in which standard setting and in-
spections are inadequate tools for addressing auditing problems.
When we find serious violations of PCAOB standards or the securi-
ties laws, we will use our authority under the act to investigate
and, as appropriate, to seek disciplinary sanctions against the
firms and auditors under our jurisdiction. Those sanctions include
monetary penalties and even revoking a firm’s registration, thus
preventing it from auditing public companies.

We will continue to push forward step-by-step toward the world
envisioned in the Act. It is a world in which public accounting
firms are strong, reliable businesses that compete based on virtue.
It is a world in which the investing public has enough confidence
in the fairness of our capital markets and in the auditors who
stand in their place, to invest their and their children’s futures in
those markets. And it is a world in which U.S. companies have ac-
cess to rich capital markets funded by those investors to grow new
businesses, to develop new products, and to hire new employees to
design and produce those products.

Mr. Chairman, thank you for the opportunity to describe our
progress towards this goal. I will be happy to answer any ques-
tions.

[The prepared statement of William J. McDonough can be found
on page 34 in the appendix.]

Chairman BAKER. Thank you, sir. Once again, I express my ap-
preciation for what appears to be a very well done job over the past
18 months.

I would be interested in your view with regard to the effect of
the new standards, the accountability that is now required with re-
gard to a corporation’s ability to attract capital or investors. Do you
see any measurable improvement, any measurable concern as a re-
sult of the implementation of the standards? There was the view
at the outset by some that this would simply raise the cost to the
corporations without any measurable benefit. Perhaps a better way
to say it, from a cost-benefit analysis, forgetting for the moment
the concerns raised by inappropriate conduct, in real business dol-
lars has this been a net gain for corporate America or is it a net
expense?

Mr. McDoNOUGH. I would say thus far it is a net gain. However,
we did try to put into the internal control standard, our auditing
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standard number two, as much cost-benefit thinking as we possibly
could. I must admit that we stretched the statute as much as we
thought the statute could be stretched in order to do that.

We think that is particularly important because of the concerns
that Congresswoman Velazquez mentioned earlier, and that is the
effect on small-and medium-size companies. If you look at a large
company, as Chairman Oxley mentioned, the excellent remark from
General Electric, they invested I think they said about $30 million,
which is not a great deal of money for General Electric, in 404 im-
plementation and they thought it was money well-spent. In the
case of large firms, first of all, they should have had good internal
control standards, and if they did not and they have new expense
to put in the internal control standards, what it tells us is they
should have done it in the past. I do not have much sympathy for
the large firms in this regard.

There is a requirement, of course, that they document the inter-
nal controls. I always though, in my days of being a chief financial
officer, if you have internal controls, you ought to document them
in any regard, but in some cases they actually had the controls, but
had not documented them very well. That is a new expense. There
is no question that the attestation by the auditor of the adequacy
of internal controls is a new expense, one that I think is justified.

When you get to small-and medium-size companies, I think what
has to be used and what we try to push very hard is that both the
issuers themselves and private companies, for that matter, have to
use good judgment. I think one of the greatest things in God’s work
in creating human beings is the giving of judgment. A small-or me-
dium-size company simply does not need the bells and whistles on
internal controls that General Electric needs. It would be very ill-
advised and a terrible waste of money for them to have all those
bells and whistles. So we expect them to look at the nature of their
business, how complicated it is, how difficult are the internal con-
trols, to make sure that they have the level of internal control that
they really need.

Then we also expect the audit firms to use their judgment to say,
given the reality of this firm, do the internal controls set up by
management actually meet the test of good judgment? If the an-
swer to that is yes, then in our inspections I will expect our inspec-
tors to say, if the firm used good judgment, if the company used
good judgment, whether or not our inspector would have done it ex-
actly that way is not important.

The important thing is, did the company and the audit firm use
good judgment? If the answer to that is yes, we should bless it, be-
cause we do not want to have unnecessary expense. I believe vehe-
mently and have for years, small-and medium-size companies are
the guts of the American economy. They are the net creators of
new jobs. We do not want, and especially I do not want, because
of my long record on this issue, to have anything that PCAOB does
step in the way of growth of the American economy.

Chairman BAKER. Thank you. I have time just to get one more
question in here.

I note that you have made an observation with regard to execu-
tive compensation, and reasonableness. I recently had a document
published by some organization that not single-line businesses, but
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complex, sophisticated financial organizations, that the average sal-
ary, not benefits, was $12 million a year and the average value of
stock held in the institution which they managed was $800 million.
I do not want to call it disturbing, but I was surprised by the num-
bers. These are averages. These are not the extremes.

Is there a better way to have disclosure of compensation pack-
ages so shareholders can make the appropriate judgments? I am
not second-guessing anyone. I am certain there are individuals
worth those dollars. I just think that if you are in an environment
where the company may be losing money, that might be one area
where one would want to focus some attention. Do you have views
on that?

Mr. McDoNOUGH. Mr. Chairman, I have probably reached the
point of being notorious for having views on the subject of executive
compensation. The first time I spoke on the matter was in the
sanctuary of Trinity Church at the foot of Wall Street on the first
anniversary of 9-11, and have been speaking about it ever since.
Why do I think it is important? I think it is important because the
nature of this greatest of all countries is the belief that we are all
in it together; that if you were born in humble circumstances, I
was, that you have full opportunity to participate in the American
Dream.

I think that everybody probably thinks from your district, I hope
that every kid in the district thinks that he could be your successor
some day. I think that a lot of people think they can be President
of the United States. But I am really worried about whether people
think that they can get to the top rungs of business because of this
very high pay, as to whether it is becoming a closed club. I think
the nature of the American society works much better in the old
days; in 1980, the average Fortune 500 CEO made 40 times more
than the average person who worked for him or her. That sounds
pretty reasonable. Now, by 2000, it was between 400 and 500
times, and last year I believe that same study said it was about
530 times.

There is no economic theory on God’s planet that can justify that.
It was a breakthrough of greed in the 1990s, which is understand-
able because it looked as if we had the great economic miracle. I
do not think that there is a way that, and I think your remarks
suggested it, that we can figure out how to legislate a control over
it or how the SEC or anybody else can figure out how to do it.

I think what it comes down to is the common sense, never mind
good judgment, of the people running these major companies. As I
have suggested publicly, if the CEOs do not have enough sense,
well then their boards of directors should decide they probably
need a new CEO. Somebody with such lousy judgment probably
should be replaced anyway.

So I do think that on a firm-by-firm basis, the private sector has
to, and I spend a lot of time trying to encourage them to take over
the responsibility for doing the right thing. Disclosure I think is
very important, but if what is being disclosed with all the detail
that one can imagine is excessive and inappropriate greed, well, it
will make it more obvious. But I think mainly what we need to do
is to correct a problem that I think is really a difficulty for our soci-
ety that simply must be overcome.
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Chairman BAKER. Thank you, Mr. Chairman.

Mr. Emanuel.

Mr. EMANUEL. Thank you, Mr. Chairman.

Chairman McDonough, some Fortune 500 companies have com-
plained about the costs associated with Sarbanes-Oxley. Could you
compare the compliance costs associated with Sarbanes-Oxley to
some of the Fortune 500 compensation packages for CEOs?

Mr. McDONOUGH. I suppose an easy remark, Congressman
Emanuel, would be that in most cases the cost of implementation
of Sarbanes-Oxley is less than the pay to the CEO.

That is an interesting comparison. I think, as I mentioned ear-
lier, in the case of large companies, it is very clear that the Con-
gress of the United States, 97 to nothing in the Senate, three nega-
tive votes in the House of Representatives, decided that the Amer-
ican private sector had to be run in a somewhat different way, a
bill which I applauded at the time and now am spending a lot of
my life trying to implement.

I think that the money in large companies that is spent for a rea-
sonable implementation of the Sarbanes-Oxley requirements, espe-
cially the internal controls, is fully and unquestionably justified. I
do have the belief, as I mentioned earlier, when you get to small-
and medium-size companies, we ought to size the thing properly.

Mr. EMANUEL. Let me go back to the issue of auditor independ-
ence. I do believe what we have is not a right and wrong. We have
a flashing yellow light and people are unsure of the terrain, the
people being those in the financial services industry and financial
services advice industry to boards and to management, top man-
agement.

Since four major accounting firms basically audit close to 80 per-
cent of the public companies, if we do not act here in Congress and
set some clear guidelines, which is why I think we do need to act,
how do those on the regulatory side deal with the fact that four
companies monitor, audit and offer financial advice to nearly 80
percent of the public companies, and without enacting measures or
penalizing wrongdoers in ways that would harm the financial mar-
kets?

Mr. McDONOUGH. Congressman, I think we have to distinguish
between some of the things that we are reading about in the pa-
pers about the large firms, which are things that they did in the
past I spent a lot of time talking with the leadership of the four
firms, and if there are any people in this world who want to get
that behind them, it is they.

Mr. EMANUEL. I would agree with that.

Mr. McDONOUGH. Let’s say now looking forward, what our re-
sponsibility is . As you know, it is limited to the activities of the
accounting firms in dealing with their audit clients. I think the
area in which you are particularly interested is the area of tax,
which is what our July 14 roundtable is about is auditor independ-
ence as it refers to tax advice. What I have been telling the leader-
ship of the Big Four is that what they have to do is to restore the
faith of the American people in the accounting profession as a pro-
fession and in their firms in particular. The American people do
not make a whit of distinction between the audit practice of the
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firms and the rest of the firm. For the American people, it is one
thing, one firm.

Therefore, I have been very strongly and very vehemently sug-
gesting to them that even though I do not have the legal capability
to tell them what they can do for their non-audit clients, if they
are doing anything that is sort of towards the creative end of just
where the IRS might let somebody get away with it, it is an ex-
traordinarily ill-advised thing for them to be doing because they
will destroy any possibility of restoring the faith of the American
people. So I think the good judgment of the people running the
firms, if they swing into gear and carry out that which I think they
should in their own best interest, then I would have to leave it up
to you and the Congress as to whether you need legislation or not.

Mr. EMANUEL. Let me follow up on that last point. Is it your
view then, that we should be patient here, and see how the market
handles this, both from a regulatory and legislative perspective? Or
should we begin to do something from the legislative side that sets
clearer rules of the road?

Mr. McDoNOUGH. That is a question that comes very close to
one’s personal philosophy, so I will have to share mine with you.
I think that the Congress and those of us who are created by the
Congress have the responsibility to serve the best interests of the
American people and that comes first. We have loaded the private
sector with an awful lot of new things to do, like internal controls.
We have loaded on the accounting firms a new era of oversight, of
very penetrating inspections by the PCAOB people.

That would lead me to believe as a generalization that it would
be wise to let see how it is working out, and especially since I am
seeing in the leadership of the private sector generally, except on
the compensation issue, and in the leadership of the accounting
pOrolfession, a view that they really did get the message of Sarbanes-

xley.

If that is true, one might, at least my philosophy would be to let’s
give it some time and see if it works. If it does not, it is rather
what we say to the accounting profession, you will either restore
the faith of the American people voluntarily or we will make you
do it. It is going to work a lot better if it is done voluntarily.

Chairman BAKER. I thank the gentleman.

Chairman Oxley?

Mr. OXLEY. Thank you, Mr. Chairman.

I want to explore a little bit with you, first of all, I totally concur
with your statement about stretching the statute to accommodate
as best we can the small-and medium-size company. That clearly
is an issue. It is one that comes up quite a bit in my conversations
with CEOs and CFOs. I applaud your foresight and ability to do
that within the bounds of the statute. I think it is critically impor-
tant.

It is also true that in the cost area for Section 404 that we look
at some interesting numbers. The average salary of a Fortune 500
CEO in 2004 was $6.6 million. Richard Scrushy, the former CEO
of HealthSouth, his bonus in 1 year alone was more than $10 mil-
lion, about 10 times what it would cost for a company of that size
to comply with the act. So I think when we put it into that perspec-
tive, clearly we did some things right. I want to applaud you and
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your colleagues there on the board for recognizing that. I think it
is clearly important.

Also, is it not true that once the internal controls are set up, that
is what incurs the most expense in my view of things. That is, once
you have to set up the infrastructure essentially for compliance,
which assuming it is done correctly and approved by you and the
SEC, will be ongoing. So isn’t it true, Mr. Chairman, that a lot of
those costs are a one-shot cost?

Mr. McDoONOUGH. Mr. Chairman, setting up the controls is a
one-time cost. I think, however, that the issuers themselves, the
companies themselves will have to be very careful to keep an eye
on whether their internal controls, which may have been perfectly
wonderful in the year 2004. Perhaps with new information tech-
nology or whatever comes along, you might want to modernize
them in 2007.

When I was Chief Executive Officer of the Federal Reserve Bank
of New York, we put in the COSO implementation of internal con-
trols. After about 3 years, I found that my people were getting a
little relaxed, so I upped the ante and made the internal controls
tougher. I think a CEO might want to do that. The auditor also
will have to take a look and make sure that the internal controls
have not changed, the application of them. So although the first
year expense will be considerably higher, the expense on an ongo-
ing basis will be higher than it was in 2003.

Mr. OXLEY. I accept that. I understand that. Let me also com-
mend you on using what lawyers would call the “reasonable man
test,” because ultimately that really is critically important that we
allow some judgment here, and that we do not get ourselves so
boxed in on compliance that we lose sight of the goals that we are
trying to accomplish. So I applaud you for that attitude.

There will be some people in some quarters, as you know, that
will be more than willing to second-guess and to say that you need
even more strict controls and that you have to go literally by the
letter. Obviously, it just does not work under those conditions. So
I really thank you for your judgment in that area.

One of the things that I think concerns me and others, with the
demise of Arthur Anderson, we are really down to the final four in
terms of a national accounting industry. Does that give you some
pause in terms of the lack, or at least apparent lack of competition
out there? Do you see anything in the future that would maybe
provide that some of these companies actually, and it has been sug-
gested in some quarters, that they split into different parts, or per-
haps the large regional accounting firms kind of stepping up and
becoming national firms? What are your views on that?

Mr. McDoNOUGH. Mr. Chairman, I think that it is the single
most difficult issue in public policy in this area. The GAO was re-
quired by Sarbanes-Oxley to do a study of concentration in the ac-
counting profession. It came to the conclusion, to just slightly over-
simplify, that we have four firms; that the idea of growing a num-
ber five of anything like comparable size out of one of the regional
firms would look pretty tough to do. Therefore, one is left with the
notion of what do you do about the Big Four.

One of the things that came to my mind immediately is you may
remember that I was probably the most vocal person at the Federal
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Reserve on the notion that there was no such thing as a bank too
big to fail, largely because I think as soon as you say a bank is too
big to fail, you have de facto nationalized it. We can also not say
that it is absolutely essential to the American people that each of
the Big Four survive if, heaven knows I hope it does not happen,
if one of the Big Four should so mismanage itself that it does not
deserve to survive.

Now, my conversations with the leadership of the Big Four make
me think that is a very remote likelihood, but we have to make
sure, and I have made very clear to the leadership of the Big Four,
both individually and collectively, that their future depends on
them, not the PCAOB. What I am not sure anybody can figure out
is, if the Big Four either voluntarily or somebody pushing them, di-
vided into the Big X, would the Big X be on average better and
therefore the public interest is served? Or on average less good and
therefore the public interest is disserved, if there is such a word?
I do not know the answer to that question and I am not sure any-
body does. It is an immensely important question and I think we
have to keep figuring out what the real answer to it is, but as of
now I do not know that anybody knows the answer to that.

Mr. OxXLEY. Thank you. If I could just take 1 more minute, Mr.
Chairman, I wanted to just weigh into this executive compensation
issue, only to raise the issue. I do not think anyone is proposing
that government try to manipulate or to change the current sys-
tem, is that correct? I mean, in a direct way, we are not going to
pass a law to deal with executive compensation.

Mr. McDONOUGH. I must admit, Mr. Chairman, that I, in my
sermons to the CEO corps, hold out that if they do not do it volun-
tarily and the American people continue to be very upset about it,
that legislation would have to be considered. I must admit that I
am stepping into the province of the Congress of the United States
when I do that, but I think there has to be at least hanging out
the possibility that if they do not do it voluntarily, the Congress
might try to figure out a way to do it for them.

Mr. OXLEY. What is your view that with the changes taking place
in the boardroom with more emphasis on independent directors
and the like, won’t that in and of itself have a mitigating affect on
executive compensation? Won’t that at least be partly solved in the
marketplace?

Mr. McDoONOUGH. It should be. There is no doubt in my mind
that independent directors, members of compensation committees,
should take on the responsibility of getting executive compensation
back to a more rational level and one which would be more accept-
able to the people of the United States. I hope very much that will
happen. I think you and I both know the kinds of people who serve
on those compensation committees. They are people of good char-
acter and I sincerely hope that they will carry out their responsibil-
ities.

Mr. OXLEY. I am somewhat encouraged by that. You are even
starting to see that in major league sports today, a kind of a leav-
ening of that. I would hope at some point we could get to a point
where some banjo-hitting utility infielder does not necessarily
make $2.5 million a year, but I digress.

[Laughter.]
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I do think it is an issue worth going after. Mr. Chairman, I
would ask unanimous consent, we had a study done by the com-
mittee on the compliance costs for Section 404, based on revenue
of various corporations. I think it really is a quite extraordinary
study, where it says the average salary of a Fortune 500 CEO in
2004 was $6.6 million and the average cost of compliance for do-
mestic companies is $1.92 million. So it is a very interesting sta-
tistic and I would ask unanimous consent that the study be made
part of the record.

Chairman BAKER. Certainly, without objection.

[The following information can be found on page 82 in the appen-
dix.]

Mr. OXLEY. Again, Mr. Chairman, thank you for your appearance
again. It is always good to have you here, and most enlightening
testimony.

I yield back.

Chairman BAKER. Thank you, Mr. Chairman.

Mr. Scott.

Mr. ScorT. Thank you very much, Mr. Chairman.

Chairman McDonough, it seems to me that one of the most effec-
tive tools that you have at restoring investor confidence is within
the periodic inspections. Could you share with us how that is work-
ing, particularly what success it has had in detecting fraud, and
making sure that there is compliance in terms of professional au-
diting standards? That is the first part of my question.

The second one is, is the board making adequate progress in
terms of addressing the concerns of foreign regulators in terms of
overlapping areas of compliance?

Mr. McDoONOUGH. I think we are making good progress on both
of them. The nature of our inspection is we go into a firm and the
main thing is that we start by looking at what we call the tone at
the top. Do the people who run the institution understand what
their requirements are under the Sarbanes-Oxley Act and the fact
that the American people, I always remind them it is the American
people as represented by the Congress, have decided that their pro-
fession needed an outside overseer in the PCAOB.

We want to make sure that they understand that audit is their
most important product. We get into their relative compensation of
partners. We want to see that the good audit partners get well re-
warded and not, for example, that the people who are very good at
bringing in new business get most of the additional compensation.
We also talk with everybody involved in the firm, especially down
to the kids that they hired in the last few years, because we have
to assume that the people running the firm would really have to
be pretty dimwitted if they did not tell us what we want to hear
and what the law says. But that does not do a whole lot of good
unless they get that message really understood by all the people
who work for them. So we look into that.

Then we look into their individual engagements. The amount
that we looked into in the case we did, just the Big Four, as you
know, and we looked at 16 engagements for each of the firms. That
is a very, very small sample and one has to be careful that you do
not draw too many conclusions from that small a sample, but we
think we have some pretty good ideas.
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The inspections that we are doing this year will be much more
detailed. In the case of the Big Four, we will be looking at about
5 percent of their engagements, and the biggest firm has about
3,600 engagements. So 5 percent is a pretty important statistical
sample. In the case of the next lot of firms, we will be looking at
about 15 percent. We look at a combination of what looks like high-
risk clients, very complicated companies, for example, and then we
do a statistical sample so we pick up the rest, a random sample.

When we get to the smaller accounting firms, as we get in there,
we will have to figure out, we are doing those inspections now, and
some of them will probably think, we better look at pretty much
all of their engagements because we are not really sure how good
they are. On the other hand, with others that really seem to be
very, very well organized and really very good, and we look at one
or two engagements and say, wow, they are terrific, well then it
would not be wise to spend their time and money and our time and
the public’s money to do it further. I think that this will be a very
effective tool to restore confidence.

On the second part of your question——

Mr. ScoTT. Before you leave that part about the periodic inspec-
tions, are there notices given to the firms? Is there leeway time or
is it a surprise inspection?

Mr. McDoNOUGH. We give them a very small amount of notice
because it is better if you see them as they really are.

Mr. ScoTT. When you say small amount of notice, how long?

Mr. McDONOUGH. The typical amount would be just a couple of
days, so they cannot pretty themselves up. They know we are com-
ing so, for example, they know that the top of the shop should be
there, but we quite deliberately want a certain level of surprise in
the inspections.

Mr. ScoTT. And you have given them during this last year, is
that right? It has been a year?

Mr. McDONOUGH. Last year, we did a limited inspection, as we
call it, of the Big Four. They, by the way, volunteered to do that
because we began those limited inspections in June and legally we
did not have the right to inspect them until October. By the way,
I thought that was a good sign of good will on their part.

This year, we have a legal requirement to inspect each year eight
firms, because there are eight firms in the United States and one
in Canada which have more than 100 public company clients,
issuers, so we have to inspect them annually. All the rest, which
have one client or one issuer or more, we have to inspect every
three years. That, by the way, is going to be a real chore this year
because we are still a startup and we are still assembling our staff.
Whether I will be able to get to one-third of the rest of them this
year or whether we will have an extra burden in the second and
third year, unfortunately it is likely we will have a bigger burden
in years two and three.

Mr. Scort. I want to get to my second question, too, so bear in
mind my time, Mr. Chairman, but what has been the finding?
What has been the result? In other words, you have given these
periodic inspections to the top four. They have been limited inspec-
tions. Any surprises? What have been the findings?
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Mr. McDoNOUGH. We have made available to the four firms our
reports. They have 30 days from when they got them, which was
in the last day or two, for them to respond. However, the general
feeling that we have, which is what I think you are looking for, is
they are in fact paying attention to doing audits better, but they
did not really have a whole lot of time to improve their perform-
ance before we were in there looking at them.

Therefore, we found some situations where their issuing clients
and the engagements we looked at did not appear to follow GAAP.
That then becomes the province of the SEC, because SEC is in
charge of accounting policy, not the PCAOB, but the auditor should
bring it to the attention of the issuer, which then deals with the
SEC if there is a restatement involved.

In terms of overall really tough application of quality, there is
room for improvement. One thing that I am very certain of is the
inspections are a very good idea. I thought so before we did these
and I am even more sure now.

Mr. ScotT. I think so, too. I think they are the most effective
way to get confidence.

And if you could, my other question concerning the foreign regu-
lators and their concerns over overlapping.

Mr. McDONOUGH. There were enormous concerns and a great
deal of noise coming from quite a number of foreign countries on
the alleged extraterritoriality of Sarbanes-Oxley. The
extraterritoriality comes for a very good reason. Foreign firms and
foreign companies issue securities in the United States and the
Congress wants to protect the American people and other investors
in those securities.

What we have been able to do is essentially the whole thing has
been calmed down. We have had very good discussions with the Ca-
nadians. About one-third of foreign issuers are Canadian. We have
had excellent discussions with the European Community. I made
three trips to Brussels. Fortunately in my previous life at the Fed,
I had worked with exactly the same people. We all figured out that
they are trying to protect investors. We are trying to protect inves-
tors. Why don’t we just do this together?

So the way we are working it out, we have what we call a sliding
scale. If an audit overseer in another country has, it kind of looks
like the PCAOB, essentially that it be free of the profession both
organizationally and financially, and therefore can oversee it as a
true third party. In that case, we would ask that our inspection be
actually conducted by the audit overseer in that country.

So let’s say we are talking about the United Kingdom, we would
ask the United Kingdom overseer to do our inspection. We would
send a couple of people over to make sure that they understood
how we do things. Conversely, if there is an American company
which sells securities in the London market and the UK would de-
cide that they would like to do an inspection, we assume that the
UK audit overseer would ask us to do their inspection for them.

So it is 100 percent reciprocity. If we have a country in which
the audit overseer either does not exist or would not have full con-
fidence, then we will have to do much, much more of the inspection
ourselves.

Chairman BAKER. Mr. Scott, your time has expired.
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Mr. ScoTT. Thank you very much, Mr. McDonough, for your fine
answers, sir.

Chairman BAKER. Ms. Velazquez.

Ms. VELAZQUEZ. Thank you, Mr. Chairman.

Mr. Chairman, while Sarbanes-Oxley was intended to apply to
public companies, it is clear, and we discussed that already, that
many smaller non-public companies are adopting the new PCAOB
audit standards. For instance, not-for-profits with outstanding mu-
nicipal debt, private companies with a large private shareholder
base, or private companies seeking venture capital are finding that
they might have to adopt in full or in part increased audit and in-
ternal control standards.

What is your perspective on the adoption of PCAOB standards by
non-public companies?

Mr. McDoNOUGH. I think, Congresswoman, that there is much,
much to be achieved if we can have essentially single audit stand-
ards. As a legal matter, we have the authority to set the audit
standards for public companies. So there is a question of, well,
what should private companies do? Should they have a separate set
of standards? There is a certain amount of discussion about that,
and I fear that there may be a certain amount of desire in certain
parts of the accounting profession to keep some areas of responsi-
bility, also known as turf, that they used to have.

David Walker, who is a wonderful colleague, the head of the
GAO, as you know, and I invited the head of the Accounting Stand-
ards Board to work with us in a forum so that as much as possible
we could get the yellow book standards for the government, the
public standards which are set by the PCAOB, and standards for
private companies to be as close as possible.

Why would you want the public company audit standards to set
the way? The reason is that there are some public companies that
actually go private, but not very many. Lots of private companies
go public and you would not want an obstacle of vastly different
auditing standards to be in the way.

What I think is helpful, because I very much share the concern
behind your question and your opening comment, is we have to ask
everybody involved, including in the companies and in the audit
firms, would you please use your heads? Figure out how much you
really need in the way of what would be required for a huge com-
pany for the auditing, the methodology, the bookkeeping of a pri-
vate company depending on its size. A large private company, as
you suggested, with lots of private participants in its ownership
probably needs something that looks very much like a public com-
pany.

On the other hand, a rather small public company probably
needs something in the real world that would look much more like
a private company. So in trying to insert what you could either call
cost-benefit or, what I say, really use judgment, we are really try-
ing to make it as possible as I can conceivably make it for smaller
public companies and for small-and medium-size private companies
to participate in this greater insight and credibility of financial
statements without it being a cost which is just not, in some cases
they just cannot bear the cost. They do not make enough money
to do it.
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Ms. VELAZQUEZ. At this point, you do not think that we need to
develop, or that there is a need for an alternative standard that
would apply only for nonprofit companies?

Mr. McDoNOUGH. I do not think that there is such a standard,
but we do not have the authority to do anything except state an
opinion on that.

Ms. VELAZQUEZ. Okay. The PCAOB only annually examines
firms that audit 100 or more public companies. For all others, it
examines on a 3-year cycle. Do you believe that those firms receiv-
ing an annual inspection will be perceived by the marketplace to
be the gold standard, and thus lead to further concentration in the
public accounting industry?

Mr. McDoONOUGH. I do not think it should. Is that a very good
question? You bet. On the other hand, the Big Four really deal
with big companies. The next four tend to deal with the remainder
of the ones in the United States that we inspect annually. They
tend to specialize on essentially medium-size companies. Since they
are to a degree regional, they are medium-size companies in their
o}\;vn area, and they find that that is the best market niche for
them.

I think if I were a small-or medium-size company and I had an
accounting firm that as on the 3-year cycle and I had confidence
in that accounting firm, I would not spend a nano-second thinking
about changing to a big firm just because it got inspected annually.
I just do not think there would be any need to do that.

Ms. VELAZQUEZ. I know that the PCAOB has thought long and
hard about how the results of examinations are going to be made
available. Obviously, providing both investor and corporate clients
with information concerning the degree of the reliability of audit
work is relevant to a whole host of decisions. Could you tell me
what information the public and corporate clients will receive and
in what form?

Mr. McDONOUGH. In the area of quality control, the statute
makes it very clear that if we find things that need improvement,
that is, criticisms in the area of quality control, the firm has a full
12 months from the date of the report to fix those matters. If they
do so within 12 months, it remains confidential forever. There were
people who kind of wondered about that. My own view is that that
gives us a very effective tool to say, fix it within 12 months or it
goes public and you probably do not want it to go public. It is a
wonderful discipline. It is like telling your kid you have to pass
school this year.

More broadly, we do believe that we have an obligation to the
public to have as much to say in the examination reports as the
statute permits. So rather than say we will put out a statement
that says we examined firm X, period, which would be of no earthly
interest to the public or no value to the public, we are interpreting
the statute as one that says, very definitely in the quality control
area, confidential. If we have a discussion of something that had
to do with the experience, say, in accounting or auditing matters,
of a specific issuer, we will discuss the concept, but not mention
who the issuer was.

So it is a very delicate balancing act between our keeping the
confidentiality requirements of the statute and saying enough so
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the American people can judge how much progress is being made
by the profession in general and the firm in particular.

Ms. VELAZQUEZ. Do you intend to create a rating system?

Mr. McDONOUGH. No, we will not have a rating system. I think
that is too simplistic and too given to people interpreting it, taking
it too seriously.

Ms. VELAZQUEZ. Thank you.

Chairman BAKER. Thank you, Ms. Velazquez.

Mr. Sherman.

Mr. SHERMAN. Thank you.

We have been shaken, of course, by the failures, the two kinds
of failures, if I can categorize them. One is exemplified by Enron,
where the auditor pretended that what he saw was okay, and was
being properly described in what turned out to be phony financial
statements; and the WorldCom example where they pretended not
to see the basic facts. There is no accounting principle where you
can take a couple of billion bucks worth of operating expenses and
capitalize them. It is not a matter of twisting a gap; it is more a
matter of covering your eyes.

With that in mind, one of the things I have been talking about
before my colleagues, perhaps more often than they would like to
hear it, is the need to look at the balance of power within the ac-
counting firm, between on the one hand the client partner, who
golfs with Ken Lay; who becomes useless to Arthur Anderson if
Ken Lay takes his business elsewhere, if your job is to service a
client that produces $50 million in revenue and that client goes
elsewhere.

And then the other side of that balance is the review depart-
ment. At Arthur Anderson, perhaps unique among accounting
firms, and this may oversimplify, it had a 100 percent balance of
power in favor of the client partner. The review department was
on a don’t ask/don’t tell basis. If the client partner does not feel he
needs any advice, the review partner does not even see the ques-
tions.

I have urged my colleagues here to provide by statute, it may in
the view of many in Congress be more appropriate for your board
to do this, but what are you doing to make sure that that Arthur
Anderson structure is never allowed and that people whose job it
is to assure quality control, people who never golf with any one cli-
ent because they are involved in 100 audits a year as reviewers,
have the balance of power in their direction, and that if the re-
viewer does not think it flies, it does not go out the door, and that
the reviewer actually gets to look at it before it goes out the door.

Mr. McDoONOUGH. Congressman Sherman, I think that there are
various aspects. We will be looking very closely at quality control
in the firm. That has a lot to do with the review by the concurring
partner.

Mr. SHERMAN. A concurring partner in the same office?

Mr. McDONOUGH. The reviewing partner.

Mr. SHERMAN. Or a review partner probably in the headquarters
office?

Mr. McDONOUGH. It varies a bit with the firm. Essentially what
you want is that there be a quality control in the firm. By the way,
we had a very interesting discussion of this in our standing advi-
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sory group which advises us on how to look at auditing standards.
The person who reviews