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Executive Summary

Under Section 989G(b) of the Dodfdank Wall Street Reform and Consumer Protection
Act (thefiDodd-Frank Act),! the Securities and Exchan@@nmmission(ASEQ or
ACommission) is required to conduestudy to determine how the Commission could reduce
the burden of complying with Section 404(b) of the Sarb&nsy Act of 2002 (fiSection
404(bY) for companies whose market capitalization is betweeraid$250 million, while
maintaining investor prettions for such companieSection 989G(b) also provides that the
study must consider whether any methods of reducing the compliance burden or a complete
exemption for such companies from Section 404(b) compliance would encourage companies to
list on exdanges in the United States in their initial public offeri(fg O ).

This study addresses the auditor attestation requirement with respadssuefs
internal control over financial reportifdlCFR0) pursuanto Section 404(bas required by
Section 989G(b) of the Dodlrank Act. It does not address managen@emesponsibility for
reporting on the effectivenessIGiFR pursuant to Section 404(a) of the SarbaDgkey Act.
Although many of the academic and other studies sudvestate to Section 404 in general and
to Section 404(b) for all issuers, the research discussed in this study primarily focuses on
findings related to accelerated fileddowever, in conducting this study, tB&C Staffts
research and analysisnsideredertain existing information about Section 404 compliance
beyond thespecific areasf the study requirements as provided in the DBdthk Act This
approach was uséd developfindings and recommendatiorsgarding Section 404(tthrough
the analysi®f existing researclgven thougthe purpose of the existing research may have been
broader than the requirements of the current study.

Broadly, the Staff gathered information for this study through: (1) a review of publicly
available information (including th2009 SECStaff study on Section 40discussed in Section
[l of this study), focusing our data analysis on issua would be within the range called for
by the study(2) a review of prior academic and other reskancluding hundreds of studies
and research papers with respect to Section 404; and (3) a request for public comment which

included 23 specific areas of inquiry on how the Commissowid reduce the burden of

1 Pub. L. No. 114203 (Jul. 21, 2010).

215 U.S.C. 720ktseq



complying with Section 404(b) for issuerg$75$250 million in public floatwhile
maintaining investor protections for such issuers, and whether any methods of reducing the
compliance burden or a complete exemption for such issuers from Section 404(b) would
encourage issuers to list on U.Scleanges in theilPOs

The purpose of using these sources wagdlearnabout thespecific characteristics of
theissuersn the range of the studlipw they compare to other issuers reporting as accelerated
filers and noraccelerated filers, and tihenefits anaturrent and historical costs of compliance
with Section 404(b) and current investor protections relating to such isandrg) facilitate the
development opotentialnew ideas for reducing the compliance burden among such issuers,
including the effects of such compliance burden reduction or complete exemption from Section

404(b) to encourage companies to list IPOs in the United States.

Consideration of Prior Action by the Commission and Others

In performing this study, the Staff first considered actions taken by the Commission and
others since the enactment of Section 404{le Staff performed this analysis to consider the
effects of the significant steps that have already been taken teréducverall compliance
burden on the population that is the subject of this stidgadly, the timeline is as follows:

e The Commissiogs initial implementing rule provided a edin approach to
compliance;

e Inresponse to concerns from issuers (pderbunonaccelerated filers) about
compliance costs and managen@ipreparedness, the Commission provided several
extensions to the compliance dates;

e The Commission provided that Section 404 compliance is not required in an IPO and
in the first annuateport after an IPO;

¢ 1In 2007, the Commission issued an interpretive release to provide guidance for
management regarding its evaluation of internal cdsfind disclosure requirements;

e At approximately the same time that the Commis&amterpretive radase was
issued, théublic Company Accounting Oversight Board (fiReCAOBO or fiBoard)
adopted Auditing Standard No.An Audit of Internal Control Over Financial



Reporting that is Integrated with an Audit of Financial Statem@#s 50)° to
addresseedback from constituentsboutthe costof conducting an effective audit of
internal controlsincluding feedback received fromaundtables and othectivities
with the Commission; and

e Additionally, in 2008 the Commission directed the Staff to condgtidy on
Section 404whichwas released in 2009 and forms part of the basis for the current

study

Analysis of the Issuers Subject to this Study

After considering prior actions taken to reduce the compliance burden on all issuers
subject to Section 404he Staff analyzed the characteristics of issuers that are the subject of this
study. The Staff performed this analysis to assist with the development of potential
recommendations specific to any unique circumstances rather than to identify thesérgabfi
issuers as of any point in time that could be affected by any future actions resulting from the
implementation of particular recommendations of the study. The characteristics analyzed
included the following information about the issuers: (1) sizerms of assets and revenues; (2)
industries; (3) locations4f audit fees and scalabilityb) restatement rates; ang) feported
material weaknesses iBFR. The Staff also analyzed changes to the population of the issuers
over time, noting thassuers frequently enter and exit this band of public flath that the
composition changes greatly from year to year.

The Staff identified an illustrative population of issuers as of December 31, 2009 as a
proxy for those in the studied rangeéhe Saff observes that auditor attestation on ICFR has
been required for accelerated filsisce2004 for domestic issuers aB@07for foreign private
issuers The Staffs analysis reveals that the illustrative populatiomishanyimportant
respectssignificantly different from the population of alonraccelerated filer&he group of
issuers permanently exempted from the requirements of Section 404(b) by thEraokid\ct)
particularly in relation to size (by revenue and assets), audit fees rétasivze, restatement
rates and internal control issues discovered by management and audiitany. of the

characteristics point to similar financial reporting ribkesweernthe studied group of issueed

¥ PCAOB Release No. 200J05A (Jun. 12, 2007pvailable at
http://pcaobus.org/Rules/Rulemaking/Docket%20021/2W8712 Release No_ 208J05A.pdf On July 27, 2007,
the Commission approved the issuance of this auditamgdard.SeeRelease No. 386152 (Jul. 27, 2007).
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issuerswith larger public float thadlsomustcomply with Section 404(b)The Staff recognizes,
as would be the case with establishing any numeric thresholds, that issuers at the lower end of
the studied range within the illustrative populatocauld bemore likely to have characteristics
more similar to noraccelerated filers.g., issuers that are just under or just over the $75 million
threshold are likely to have similar characteristics to one anothbig.analysissuggest that
theregenerallyare not unique characteristics in the illustrative population that would suggest
sufficient reasons for differentiating these filers from accelerated fdken as a whole
including the requirement for an auditor attestatiofil@iR0 pursuant to Sectiof04(b).

To understand whether any possible recommendations may encourage companies to list
IPOs in the United States, the Staff analyzed the characteristics of global IPOs with respect to
those likely to be in the range of issuers subject to thiystatthough the U.S. IPO market
over time has recovered from the 2007 levels, it has not reached the 1999 .leyeals
reviewed IPO activity over a range of yearsl noted that it was at a relatively low point during
the financial crisis and has sacecovered, but not to the peak for the range of years studied)
The Staf6s analysis shows that thenited Stateshas not lost U.Sbhased companies filing IPOs
to foreign markets for the range of issuers that would likely be in th&358 million public
float range after the IP@nd that issuers filing IPOs in this range are not likely to remain in this
range for a extended period of timéVhile U.S. marke@share of worlewide IPOs raising
$75$250 million has declined over the past five yetirsre is no conclusivevidencerom the
study linking therequirements of Section 404 () IPO activity In addition as noted abovéhe
Commission has previously taken action to reduce the compliance burden for new issuers by not

requiring the auditor attestation on ICFR for the IPO and the first annual report thereatfter.

Analysis ofthe 2009 SEC Staff Studyon Secion 404

Once the Staff understood the characteristics of the studied group of issuers, it used the
data from its 2009 Section 404 study to analyze the effects of prior efforts to reduce the Section
404(b) compliance burden on such issuers. The Staftifthat the 2007 reforms (broadly, the
Commissiols June 2007 interpretive release and the PC&a@Boption of AS 5) had the
intended effect of reducing the compliance burden and improving the implementation of Section
404, including the requirements of 8en 404(b) for the studied group of issuers. This
information, in conjunction with the analysis of prior reforms and general information about the

characteristics of the studied group of issuers, provided the Staff with a starting point to consider
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new public input, existing academic research, and other information to determine whether there
are additional ways to further reduce the compliance burden of Section 404(b) while maintaining

investor protections for such issuers.

Discussion of Public Commersg

To assist the Staff in considering possible recommendations, the Commission requested
public input or23 specific areagbouthow the Commissionould reduce the burden of
complying with Section 404(b) fahe studied group a$suers, while maintaining investor
protections for such issuers, and whether any methods of reducing the compliance burden or a
complete exemption for such issuers from Section 404(b) would encourage issuers to list on U.S.
exchanges in thelPOs

There were few suggestions provided from the public input that addressed techniques for
further reducing the compliance burden while maintaining investor proteetitreut providing
a complete exemption. For examplee threandustry groups that advaesl an exemption from
Section 404(b) for issuem the studied market capitalization rardijé not provide other
recommendations for reducing the compliance burddme Staff considered this input as well as
public input previously received on the conapice burden of Section 404(b) frguast
Commission and PCAOB actions, but generally did not believe that those suggestions, beyond
those previously implemented, were appropriate recommendations for the issuer group the Staff
was required to studie.g, forms of rotational or reduced testing and raising the threshold of
what constitutes a material weaknesBhe Staff is also aware that there are continniegative
perceptionsattributed tahe Sarbane®xley Act, including Section 404

However, theStaff doesbelieve that certain other suggestidmsn the publichat

involve Commission coordination and support for other grevifpdikely take into account both
the compliance costs aedffectivenessor all issuersincluding those in the studiedrrge. First,
certain commenterecommended that the PCAOB publish additional observations about the
implementation othe PCAOEs auditing standards related to Section 4Q4(juding
comparing such implementation to tR€EAOBG original intent. Theseommenterbelieved
that additional observations could assist auditors in performorgefficient and effective
audts. The Staff supports recommending to the PCAOB that it continuously review inspection
results anadonsidemwhetherpublishingobservationss warranted to improve the effective and

efficient application of its auditing standard. If such observations were publishethakey
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contribute to a reduction in the compliance burdensi&uwersn thestudied rangand also
provide audibrs,issuersjnvestors and othersvith important information abowtudit
performance and quality.

Secondgertaincommenters recommended that the Commission actively participate and
monitorthe Committee of Sponsoring Organizations of the Treadway Cosoni§iCOSQD)
update to itsriternalcontrol ramework. COSO announced plans to update its framework, which
was originally released in 1992, in November of 20I0e stated aims of the update to the 1992
framework do not explicitly address the compliabaeden on issuers that use the COSO
framework to evaluate ICFR, and it is not aimedray particular size of issuer. Howevére t
updates designed talescribe how to evaluate internal controls in an environment that is more
complex than it was wheneloriginal framework was developed. The Staff supports this
recommendation, as the upelaay have implications on tkempliance burden on issuers

including those in the studied range

Summary of Prior Academic and OtherResearch on Section 404

Finally, the Staff considered existing research on Section 404 to understand the trends in
compliance costs and the existing investor protections provided by compliance with Section
404(b), as well as to discern any additional ideas for reducing the emglburden for issuers
in the studied range. The reseands useful to inform the Staé#f broader consideration of how
and if thecomplianceburden could be reduced feuch issuers by examining, for example,
compliance cost trends, listitigends andindividual®decision making in lending and investing
activities

The academiand otheresearch on Section 404:

¢ Indicates thatite cost of compliance with Section 404(b), including both total costs
and audit fees, Isaleclined since the 2007 reforms;

e Does nofprovide conclusive evidence linkinige enactment of Section 404(b)
decisions by issuers to exit the reporting requirements of the SEC, including ICFR
reporting;

¢ Indicates thataditor involvement in ICFRs positively correlated witmore accrate
and reliable disclosure of all ICFR deficiengiasd restatement ratés issuerswith

the auditor attestation is lower than thatifsuers without this attestation; and



¢ Indicates thatidclosure ofmternal control weaknesses conseglevant inbrmation
to investors

The Staff also considered addes not recommerah approach detailed aertain
studiessuggesting that the Commission allow an issa@opt oub of Section 404(b)
compliance.i Opt out 0 approaches c aanispueroptionsle a mecha
regarding compliance rather than a strict requirement. Under suagbpaoachso long as an
investor was informed as to an issuerods deci s
this decision in allocating capital and otlwese making investment decisions. Although some
suggest that allowing flexibility of this type could be beneficial, in the context of Section 404(b)
theStaffc onsi dered the suggestion of an fiopt outo
givent he St a f thetbenefitsiof@awditooirivolvement to reliable ICFR disclosures and
reliable financial reporting. @éademic literatur@lsosuggest# could incentivize insider®
exploit the information asymmetry between tlseteesandotherinvesors about the incidence
and severity of material weaknesses in ICFR.

Conclusionand Recommendations

The information compiled for the stughyovidedthe Staffwith anunderstanding that

e The costs of Section 404(b) have declined since the Commissioamfdsimented
the requirements of Section 404, particulanyesponse to the 2007 reforms;

¢ Investors generally view the audii®atestation on ICFR as beneficial;

¢ Financial reporting is more reliable when the auditor i®ived with ICFR
assessmentsnd

e There is not conclusivevglencelinking the requirements @ection 404(bjo listing

decisions of the studied range of issuers.



The Staff also received public input suggesting certain means to reduce the compliance
burden that were previously considered by the Commission or the PCAQBegrdketermined
not to adopt TheStaff considered this input biielievesthese suggestiongould possibly be
detrimental tceeffectiveness of audits 6€FR and, therefore, not maintain investor protections
provided by Section 404(b).

After considering the information gathered from internal and external sources, the Staff
concludes the study witihe following two recommendations:
1. Maintain existing investor protectionsof Section 404(b¥or accelerated filers,

which h.ave been in place since 2004 for domestic issuers and 2007 for foreign

private issuers

The Saff believes that theexistinginvestor protectionfor accelerated filers to comply
with theauditor attestatioprovisions of Section 404(lshould be maintained €., no new
exemptions) There isstrongevidence that the audif@rrole inauditing the effectiveness of
ICFR improvesthe reliability ofinternal control disclosures afidancial reportingpveralland is
useful to investorsThe Staffdid not findanyspecific evidencéhatsuchpotentialsavings
would justify the loss ofnvestor protections and benefits to issigersject to the studyiven
the auditods obligations to perform procedures to evaluate internal controls evertlvehen
auditoris not performing an integrated aud#lso, while the research regarding the reasons for
listing decisions is inconclusiviéhe evidencedoes nosuggest that granting an exemption to
issuerghat would expect to haw&/5$250 million in public floafollowing an IPOwould, by
itself, encourage companies in theited Statesor abroad to list theilPOsin the Uhited States
The Staff acknowledges that the reasons a company may choose to undertake an IPO are varied
and complex. The reasons are often specific to the company, with each company making the
decision as to whether and where to go public based on its own situaditimceamarket factsr
present at the timeThe costs associated with conducting an IPO and becoming a public
company no doubt factor into the decisions and may be particularly challenging for smaller
companies.The Staffappreciatethat the costs and befits of the regulatory actions that the
Commission taket and does not takiecertainly can impact these decisions. At Chairman
Schapirodés request, the Staff is taking a fre
those related to Sectio®4(b), to develop ideas for the Commission about ways to reduce

regulatory burdens on small business capital formation in a manner consistent with investor



protection’ However, he DoddFrank Actalreadyexempted approximately 60% & porting
issuers fom Section 404(b), and theéa® does not recommeridrtherextending this exemption.
2. Encourage activities that have potential tdurther improve both effectiveness and
efficiency of Section 404(b) implementation

The Saff recommends that the PCAQBonitor its inspection results andnsider
publishing observationdeyond the observations previously published in September @009,
the performancef audits conducted in accordance wAtS 5. These observations could assist
auditors inperforming tg-down, risk based audits 88FR. These communications could
include the lessons that can be learned from internal control deficiencies identified through
PCAOB inspections.

The Saff is observingCOSOs project taeview andupdate its internal control
framework, which is the most common framework used by management and the auditor alike in
perfoming assessments of ICFR. TheafEbelieves that thiprojectcancontribueto effective
and efficient audits by providing maregent and auditors wiimprovedinternal control
guidance that reflects tod@yoperating and regulatory environment and by allowing constituent
groups to share information on improvements that can be thadenhance the ability to design,

implement, ad assess internal controls

* SeeLetter from Mary L. Schapiro, Chairman, U.S. Securities and Exchange Commission, to Congressman Darrell
E. Issa, Chairman, Committee on Oversight and Government Reform, U.S. House of Repres¢Agatti 6, 2011),
available athttp://www.sec.gov/news/press/schapigealetter040611.pdf
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l. Introduction
A. Statutory Mandate, Approach, and Structure
1. Statutory Mandate

Section 989G(b) of the Doedlerank Act directed the SEC to conduct a study with respect
to the auditor attestation requirement under 8acti04(b) for issuers whose market
capitalization is between $#5d$250 million. Specifically, the DodBrank Act provides:

The Securities and Exchange Commission shall conduct a study to
determine how the Commission could reduce the burdeamplying

with section 404(b) of the Sarbar@gley Act of 2002 for companies

whose market capitalization is between $75,000,000 and $250,000,000 for
the relevant reporting period while maintaining investor protections for
such companies. The study ste#lo consider whether any such methods

of reducing the compliance burden or a complete exemption for such
companies from compliance with such section would encourage
companies to list on exchanges in the United States in their initial public
offerings. Na later than 9 months after the date of the enactment of this
subtitle, the Commission shall transmit a report of such study to Congress.

In addition, Section 989G(a) of the De#fdank Act amended the Sarbar@sley Act so that
Section 404(b) does not apply with respedieoy audit report prepared for an issuer that is
neither adarge accelerated filénor andaccelerated fildras thoseerms are defined in Rule
12b-2 of the Commission®
Pursuant to Section 989l of the DeHdank Act, the Government Accountability Office
(AGAOQQO) is required to conduct a study on the impact of the Section 404(b) amendments under
the DoddFrank Act andd submit a reporfinot later than 3 years after the date of enactoant
that Act(July 2013) TheGAO study is to include an analysis of:
(1) whether issuers that are exempt from such section 404(b) have
fewer or more restatements of published acangrdtatements than
issuers that are required to comply with such section 404(b);
(2) the cost of capital for issuers that are exempt from such section

404(b) compared to the cost of capital for issuers that are required to
comply with such section 404(b)

® Supranotel.
®1d.
"1d.
10



(3) whether there is any difference in the confidence of investors
in the integrity of financial statements of issuers that comply with such
section 404(b) and issuers that are exempt from compliance with such
section 404(b);

(4) whether issuers thabdhot receive the attestation for internal
controls required under such section 404(b) should be required to disclose
the lack of such attestation to investors; and

(5) the costs and benefits to issuers that are exempt from such
section 404(b) that voluatily have obtained the attestation of an
independent auditor.

2. Approach to this Study

This study addresses the auditor attestation requirement with respedssoaets ICFR
pursuant t&section 404(basrequired by Section 989G(b) of tBe®ddFrank Act It does not
address manageménrtesponsibilities ptsuant to Section 404(a) of the Sarba@edey Act.

Under the Commissidn rules prescribed pursuant to Section 404(a) of the Sartatheg Act,
issuers, other than registered investhampanies, are required to include in their annual
reports a report of management on the iSsU€FR that (1) states manageméntesponsibility
for establishing and maintaining the internal control structumd (2) includes managemésnt
assessmermf the effectiveness of tHEFR. Section 404(b) requires the auditor to attest to, and
report on, managemeatassessmefitin light of the interrelationship between the requirements
in Section 404(a) and Section 404@)d to be complete in our efterto identify potential
methods of reducing the Section 404(b) compliance burder§tafés research and analysis
includedconsideration otertain existing information about Section 404 compliance more
broadly, particularlywhere such information did not distinguish among the various requirements
in Section 404

In order to fulfill the statutory mandate and produce this study, the Staff has assigned
meaning to certain terms as described below:

e For purposes of this study, the Stgénerallyuses public float as the measure of

market capitalization. As the Commission described in its request for comment in

connection with this studSf

8 SeeExchange Act Rules 1385 and 15615 [17 CFR 1345 and 17 CFR 15d5].

® While the Staff believes that public float is the appropriate measure of market capitalization for the purposes of the
study, an exact measure of public float as reported annually by issuers was not readily available for the dates the
Staff analyzed. IiBections Il and lll, the Staff generally used free float capitalization, as determined by Thomson
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The DoddFrank Act does not defir@market capitalizatiomand it is not
defined in Commission rules. For purposes of the study, we believe that
public float is an appropriate measure of market capitalization. Public
float, which is the aggregate worldwide market value of an iésueting

and nonvoting commorequity held by its noffiliates, is the measure
used in Commission rules for determinifieccelerated filerandflarge
accelerated filérstatus. The Commission has used public float
historically in its actions to phase issuers into Section 404 cameplend
Section 404(c) of the Sarbar@sley Act of 2002, as amended by Section
989G(a) of the DoddFrank Act, provides that Section 404(b) shall not
apply with respect to issuers that are neithdicaxcelerated fileérnor a

flarge accelerated filepursuant to Commission rules, which are
generally issuers with a public float below $75 million. We therefore
believe it would be consistent to use public float between $75 million and
$250 million to describe the group of issuers that are the subjdet of
study.

e fAccelerated filed means an issuer after it first meets the following conditions as of
the end of its fiscal yedt-:

() The issuer had an aggregate worldwide market value of the voting and non
voting common equity held by its natffiliates d $75-$700 million as of the last
business day of the iss@most recently completed fiscal quarter;

(i) The issuer has been subject to the requirements of Section 13(a) or 15(d) of
the Exchange Act for at least twelve calendar months;

(i) The issue has filed at least one annual report pursuant to Section 13(a) or
15(d) of the Exchange Act; and

(iv) The issuer is not eligible to use the requirements for smaller reporting
companies in its annual and quarterly reports.

e flLarge accelerated filemeansan issuer that had an aggregate worldwide market
value of the voting and newoting common equity held by its naffiliates of $700

million or more as of the last business day of the i€surost recently completed

Datastream and defined as the market value of shares available to ordinary investors, as a proxy for public float,
even though free float capitalization exdfis some shares that may considered in calculating public 8eainfra
note52 regarding the use of free float capitalization as a proxydbtipfloat.

19 SeeRelease No. 363108 (Oct. 14, 2010) (footnotes omitted).

1 SeeExchange Act Rule 12B [17 CFR 240.1242].

12



fiscal quarter and also meets the liegments of (ii)i (iv) listedabovein the
definition of accelerated file¥
e The study uses the teriinon-accelerated filerto refer to an issuer that does not meet
the definition of either afiaccelerated fileéror aflarge accelerated fil@érwhich
principally are issuers with a public float of less than $75 million.
e The study uses the terfillustrative population to refer to the group of issuers
identified for the analyses in Section Il of this study.
The methodologies used by the Staff to gaimet analyze data for Section$ W of this
study are described in each of those sections. Broadly, the Staff gathered information for this study
through: (1) a review of publiclgvailable information (including the prior Staff study on Section
404), facusing our data analysis @suers that would be within the range called for by the s{@)ly
a review of prior academic and other researatiuding hundreds of studies and research papers
with respect to Section 404; and (3) a request for public cornwigch included 23 specific areas
of inquiry on how the Commissiarould reduce the burden of complying with Section 404(b) for
issuers witl575$250 million in public floatwhile maintaining investor protections for such issuers,
and whether any methsaf reducing the compliance burden or a complete exemption for such

issuers from Section 404(b) would encourage issuers to list on U.S. exchangediCkeir
3. Structure of this Study
This study is organized into the following sections:

ExecutiveSummaryi The Executive Summary provides an overview of the &tattudy

and alsaecapshe Staffs recommendations.

Section I: _Introductioii This section discusses the statutory mandgiproachand

structure of the studywnd provides a history of Commission action and other

developments related to Section 404.

Section II: Analysis of the Issuers Subject to this Stiidyhis section analyzes

demographic data fan illustrative population of issuers as a proxy for thondbe

studied rangencluding: size; industry; geographic location; audit fees; restatement data;

25eeid.
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and past results of auditor and management assessments of internal controls over

financial reporting. This section also includes data on new listings.

Section Ill: Analysis ofthe2009SEC StaffStudy o Section 404 This sectioranalyzes
the SEC Stafk 2009 study mwSection 404, including further analysis of the data

gathered in that study, focusing on findings related to issuers witB2&@® million in

public float.

SectionlV: Discussion of Public Commesit This section discusses the public

comments received from the Commisg®o@ctober 2010 request for public comment in
connection with this studyas well as comments received from eaflemmission and
PCAOB actions with respect to Section 404

Section V: Summary of Pridkcademic and OthdResearch on Section 404 his

section summarizes the Staffeview of external studies and research reports on Section
404, including research redat to benefits and costs of compliance, internal control
deficiencies, financial reporting quality, cost of debt and equity capital, individuabusers

decisionmaking, and alternatives to existing auditor attestation.

Section VI: Conclusionand Recommendansi This sectiorsummarizeshe Stafts

findingsandalso provides the St@ffrecommendations.

B. History of Commission Action and Other Developments

Since the enactment of the Sarba@edey Act, the Commission has taken several steps

to reducethe burden for issuers to comply with the reporting and attestation requirements under

Section 404. First, the Commiss@nnitial implementing rule provided a phasedapproach to

compliance. Then, in response to concerns from issuers (particldarcoelerated filers)

about compliance costs and manage@egmteparedness, the Commission provided several

extensions to the compliance datikscussed furthaselow. In2007,the Commission issued an

interpretive release to provide guidance for managemegarding its evaluatiaf ICFR and

the relateddisclosure requirements. Additionally, in 20@8 Commission directed the Staff to

conduct a study on Section 404. Each of these initiatives is described below, listed in

chronological order along Wi related actions taken by the PCAOB and others.
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1. Initial Commission Rule

Section 404 of the Sarbar@xley Act provided that the Commission prescribe rules
requiring each Exchange Act annual report to include a report of manageassgssmenf
the effectiveness of ICFR pursuant to Section 404(a) and an independentmati#station to
the effectiveness of those controls pursuant to Section 404(b). Consistent with Sections 404(a)
and 404(b) of the Sarban@xley Act, on June 5, 2003, tilommission adopted initial
amendments to its rules and forms requiring issuers, other than registered investment companies,
to include in their annual reports filed with the Commission a report of management and an
accompanying auditds attestation repodn the effectiveness of thesuets ICFR*® The
Commissiols release provided for a phase in of the compliance dates as fllows:
e Accelerated filers were to comply with the Section 404 requirements for their first
fiscal year ending on or after June 15, 2004; and
e Issuers that were not accelerated filers as of June 15, 2004, including foreign private
issuers that file annual repods Form 26F or Form 40F, were to comply with the

Section 404 requirements for their first fiscal year ending on or after April 15, 2005.
2. First Extension of the Compliance Dates

On February 24, 2004, the Commission extended the compliance dateswas:foll
e Accelerated filers were to comply with the Section 404 requirements for their first
fiscal year ending on or after November 15, 2004; and
¢ Nonaccelerated filers and foreign private issuers that file annual reports on Form 20
F or Form 40F were tocomply with the Section 404 requirements for their first fiscal
year ending on or after July 15, 2005.
The Commission extended the compliance dates in light of the time and resources needed to
properly implement the rules and to provide additional timeéskrers and their auditors to

implementa new auditing standaftof the PCAOB which set forth new standards for

13 SeeRelease No. 38238 (Jun. 5, 2003).
“Note that at the time of tahiesd rfell eeasde ,c attheegroe ywd sn rtch efi |
15 SeeRelease No. 38392 (Feb. 24, 2004).

16 SeePCAOB Rulemaking Docket Matter No. 008: Auditing Standard NoAR Audit of Internal Control Over
Financi al Reporting Performed in Conj unavdldbleat wi th an A
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conducting an audit of ICFR performed in conjunction with an audit of the financial

statements’
3. Subsequent Extensions of the CompliarcDates

In December 2004, the Commission announced that it was establishing the SEC Advisory
Committee on Smaller Public Compani@aCSP®) to assist the Commission in evaluating the
current securities regulatory system relating to smaller public congyamiduding the rules
relating to internal control reportirt§. In addition, the SEC Staff held roundtable discussions on
April 13, 2005 and, jointly with the PCAOB, on May 10, 2006, to obtain input from the public
about their experiences in implementthg Section 404 requirements in order to help develop
policies to effectively and efficiently improve the reliability of financial statemEni&he
roundtable participants included issuers, auditors, investors, representatives of the PCAOB, and
other inteested parties. In addition to these roundtables, SEC Staff also issued staff guidance on
Section 404 compliance in January and May of 2808s discussed below, the Commission
provided further extensions to the compliance dates:

e On March 2, 2005, the @umission extended the compliance date for-accelerated

filers and foreign private issuers that file annual reports on Forfh@CForm 46F
to their first fiscal year ending on or after July 15, 260&he Commission approved
this extension in respo@$o, among other things, the challenges thatuéh issuers

http://pcacbus.org/Rules/Rulemaking/Pages/Docket008.ddpie that AS 2 is not discussed in detail because it
was superseded by a new auditing standard of the PC/A2Rhe discussion of AS 5 in Subsection B.8. of Section
| of this study.

" SeeRelease No. 38392 (Feb. 24, 2004).
18 SeeRelease No. 38514 (Dec. 16, 2004).

19 SeeSEC Press Release 2003, Commission Announces Roundtable on Internal Control Reporting
RequirementgFeb. 7, 2005)available athttp://www.sec.gov/news/press/2008.htm SEC Press Releag805

20, Commission Seeks Feedback and Announces Date of Roundtable on Implementation of-Satenhetzrnal
Control Provisions (Feb. 22005),available athttp://www.sec.gov/news/press/20@8.htm SEC Press Release
200622, Commission and PCAOB Announce Roundtable on Internal Control Reporting Requirements (Feb. 16,
2006),available athttp://www.sec.gov/news/press/2688.htm

®see0f fice of the Chief Accountant, Division of Corporat
on Internal Control Over Financial Reportifiday 16, 2005), an®ivision of Corporatio Finance: Exemptive
Order on Managementdéds Report on Internal Control over |

Frequently Asked Questiofdan. 21, 2005hrvailable athttp://www.sec.gov/smlight/soxcomp.htm

% seeRelease No. 38545 (Mar. 2, 2005).
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faced in complying with the ICFR requirements, including language, culture, and
organization structures that are different than what is found typically inrthedJ
States®” The Commissiormlsonoted that it was important to allow time for the
ACSPC to consider the framework 1@FR applicable to smaller issuers, methods
for managemeid assessment of the controls, and standards for auditing the
controls?®

On September 22, 2005, the Qoimsion extended the compliance date for-non
accelerated filers to their first fiscal year ending on or after July 15,%00fis
extension was consistent with an ACSPC interim recommendatiextend the
compliance datevhile the ACSPC continued its &wuation of the impact of the ICFR
requirements on smaller public companies. Also, COSO was continuing its efforts to
develop guidance for smaller public comparffedhis extension also provided time
for the Commission to review responses to its reqoegtublic comment on several
guestions about the application of the internal control reporting requirements
including questions regarding the amount of time anéese that neaccelerated
filers had incurred to prepare for compliance with the integwitrol reporting
requirement$®

On August 9, 2006, the Commission extendedsthetion 404(bfompliance date for
foreign private issuers thateaccelerated filers arfde annual reports on Form 20

% SeeRelease No. 38618 (Sept. 22, 2005).

% COSO0 is a privatsector organization tharovidesframeworks angjuidance on organizational governance,
businessthics, internal control, enterprise risk management, fraud, and financial reporting.fdtiwed in 1985

to sponsor the National Commission on Fraudulent Financial Reporting, an independenspdi@t@itiative

which studied the causal factorsttiean lead to fraudulent financial reporting. In the adopting release for the initial
rules implementing Section 404, the Commission noted that the rules require management to base its evaluation of
effectiveness of t lasuitable mamework @nd, whiletheeutesdo hot mandate use | s

(O

particular framework, the COSO framework satisfie:

management 6s eval uat i onSedrelahsedNd. 383238¢Jsnus, 2003). e qui r ement s .

% seeRelease No. 38731 (Aug. 9, 2006).
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or Form 40F to their first fiscal year ending on after July 15, 2007" The

Commission extended the compliance date in order to provide foreign private issuers
and their aditorsan additional year to consider and adapt to actigrike

Commission and the PCAOB to improve the implementaiidhe Seabn 404
requirement$® Also, the extension enabled managemerhisfgroup offoreign

private issuers to begin the process of reviewing and evaluating the effectiveness of
ICFR prior to the initial CFR audit.

4. ACSPC Report

On April 23, 2006, the SEE ACSPC issued its final report to the Commission
including, among other things, the following recommendatfons:

e Unless and until a framework for assessing internal control over financial reporting

for such companies is developed that recognizes theiadteaistics and needs,

provide exemptive relief from Section 404 requirements to microcap companies with

less than $125 million in annual revenue, and to smallcap companies with less than

$10 million in annual product revenue, that have or add corporetgrgmce

controls that include:

o adherence to standards relating to audit committees in conformity with Rule 10A
3 under the Exchange Act; and

o0 adoption of a code of ethics within the meaning of Item 406 of Regulation S
applicable to all directorsfficers and employees and disclosure of the code in
connection with the compads/obligations under Iltem 406(c) relating to the
disclosure of the code of ethics.

In addition, as part of this recommendation, we recommend that the Commission
confirm, and ifnecessary clarify, the application to all microcap companies, and
indeed to all smallcap companies also, of the existing general legal requirements
regarding internal controls, including the requirement that companies maintain a
system of effective inteal control over financial reporting, disclose modifications to

%’ SeeRelease No. 38730A (Aug. 9, 2006). Also on August 9, 2006, the Commission issued proposed rules to
further extend the compliance date for ramtelerated filers to their first fiscal year ending onftardecember 15,
2007. SeeRelease No. 38731 (Aug. 9, 2006).

% 5eeSEC Press Release 2006 (May 17, 2006), SEC Announces Next Steps for Sarb@mksy Implementation,
available athttp:/Avww.sec.gov/news/press/2006/2608.htm and PCAOB News Release (May 17, 2006), Board
Announces FouPoint Plan to Improve Implementation of Internal Control Reporting Requirenaematitable at
http://www.pcaobus.org/News_and_Events/News/2006/055px

2 SeefFinal Report of the Advisory Committee on Smaller Public Companies (Apr. 23, 20@figble at
http://www.sec.gov/info/smallbus/acspc/acdipalreport.pdf The CeChairs of the ASCPC included a separate
statement in the report, noting that their intent was
Id. at 124.
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internal control over financial reporting and their material consequences, apply CEO
and CFO certifications to such disclosures and have their management report on any
known material weaknesses

e Unless and until a framework for assessing internal control over financial reporting
for such companies is developed that recognizes their characteristics and needs,
provide exemptive relief from external auditor involvement in the Section 404
processd the following companies, subject to their compliance with the same
corporate governance standards as detailed in the recommendation above:
o Smallcap companies with less than $250 million in annual revenues but more than

$10 million in annual product revea; and

0 Microcap companies with between $125 and $250 million in annual revenue.

e While we believe that the current costs of the requirement for an external audit of the
effectiveness of internal control over financial reporting are disproportionate to the
benefits, and have therefore adopted [the recommendation] above, we also believe
that if the Commission reaches a public policy conclusion that an audit is required,
we recommend that changes be made to the requirements for implementing Section
4046 extenal auditor requirement to a cesffective standard, which we c@hSX,0
providing for an external audit of the design and implementation of internal controls.

¢ Provide, and request that COSO and the PCAOB provide, additional guidance to help
facilitatethe assessment and design of internal controls and make processes related to
internal controls more cosfffective; also, assess if and when it would be advisable to
reevaluate and consider amending AS2.

5. COSO Guidance

Shortly after the release of the ACSPC report, COSO released a document entitled
fAlnternal Control Over Financial Reportiingsuidance for Smaller Public Compani@hich
provides guidance on how to apply the COSO internal control framework to smalésiasd
describes considerations related to designing and implementingftaxstve ICFR®* The
guidance also was intended to be useful to management in more efficiently evaluating ICFR in

the context of guidance provided by regulators.

6. Additional Extension of the Compliance Dates
Based on extensive analysis from investors, issuers, auditors, and others, the Commission
on May 16, 2006 announced a series of actions to improve the implementation of the Section 404

requirements, including(1) issuing guidance for issuers; {@rking with the PCAOB on

%0 Seelnternal Control over Financial Reportingsuidance for Smaller Public Companies, June 2808ilable at
www.c0s0.0rg/ICFRGuidanceforSPCs.htm
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revisions to its internal control auditing stkard;and(3) conducting inspections of the

PCAOB: efforts to improve Section 404 oversightOn July 11, 2006, the Commission issued

a Conept Release to solicit public comment on providing additional guidance for management
on its assessment of the effectiveneskCR.*? The release requestedmmenton a number of
areas, including the level of public interest in any additional guidarttéharappropriate scope

for the guidancé® On December 15, 2006, the Commission provided further relief to non
accelerated filers by

¢ Extending the Section 404(a) compliance date foramuelerated filers to their first

fiscal year ending on or after Bember 15, 2007; and

e Extending the Section 404(b) compliance date foraaelerated filers to their first

fiscal year ending on or after December 15, 2008.

The Commission provided this extension in part because it would shortly be proposing
interpretiveguidance for management regarding its evaluatid@BR and requesting public
comment on the proposed guidariteélhis guidance was designed to increase the efficiency and
costeffectiveness of managemésnevaluation and to provide scalability and fléx§pto
issuers, particularly smaller issuers.

Additionally, the Commission held an open meeting on April 4, 2007 to discuss the
PCAOBG proposedevisedauditing standardn ICFR auditsdescribed belowand to facilitate
the alignment ofhe proposed résed sandard with the Commissinrelated guidanc®. The

open meeting was a continuation of the process announced by the Commission and the PCAOB

31 SeeSEC Press Release 2008, supranote28.

%2 Release No. 384122 (Jul. 11, 2006).

¥ 3eeid.

3% SeeRelease No. 38760 (Dec. 15, 2006).

% SeeRelease No. 38762 (Dec. 20, 2006).

% SeeSEC Press Release 208 ( Mar . 28, 2007), SEC Schedules Open Mee

Auditing Standard and SECO6s Proposed J10z=layaAq,availaebleat Gui dan
http://www.sec.gov/news/press/2007/288.htm
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in May 2006 to inprove the reliability of issuebfinancial statements while providing guidance

to make he Section 404 process more efficient and-etfsctive®’
7. Transition Period for Newly Public Companies

On December 15, 200&he Commission also amended its rules to reduce the burden on
newly public companies by providing that such issuers do not need to comply with the Section
404 requirements until the second annual report filed with the Commiésiire Commission
recognizd that preparation of an iss@efirst annual report is a comprehensive process
involving compilation of information in response to many public disclosure requirearahts
that requiring a newly public company to comply with the Section 404 requirecheing this

same timeframe would impose an additional burden on these id8uers
8. PCAOB Auditing Standard No. 5

On June 12, 2007, the PCAGd3ued AS 5 to address the costs in conducting an
effective audit of internal controls, feedback fronmsfituents, and participation in roundtables
and other activities with the Commission. The Board further explained in the adopting release to
AS 5 its rationale for issuing the new standard:

The Board issued [the AS 5 proposal] with the primary objectifes
focusing auditors on the most important matters in the audit of internal
control over financial reporting and eliminating procedures that the Board
believes are unnecessary to an effective audit of internal control. The
proposals were designed to botbrease the likelihood that material
weaknesses in compangsternal control will be found before they cause
material misstatement of the financial statements and steer the auditor
away from procedures that are not necessary to achieve the intended
berefits. The Board also sought to make the internal control audit more
clearly scalable for smaller and less complex public companies and to
make the text of the standard easier to underéfand.

The Board also stated that AS 5 aligned closely with guiddratette Commission had

proposed in December 2006 (and adopted in June 2007, as described below) to help management

¥ Seeid.
% SeeRelease No. 38760 (Dec. 15, 2006).
¥ 3eeid.

“CPCAOB Release No. 200J05A (Jun. 12, 2007gvailable at
http://pcaobus.org/Rules/Rulemaking/Docket%20021/20B12 Release No 20aJ05A.pdf

21


http://pcaobus.org/Rules/Rulemaking/Docket%20021/2007-06-12_Release_No_2007-005A.pdf

(not the auditor) evaluate internal controls for the purposes of its annual asséSshmnent.
PCAOB, while acknowledging fundamental differences in the evaluations performed by
management and auditors, described its auditing standard as @Gigipglawrd approach,

similar to that performed in financial statement audits and closely aligried tmncept
described by the Commission in ggidance fomanagement assessngeaf ICFR AS 5
contained provisions on scaling ICFR audits for smaller and less complex issuers, including
consideration of how smaller issuers achieve control objectnea@dress risk of management

override differently than larger issuers.
0. Commission Interpretive Release

On June 20, 2007, the Commission issued an Interpretive Release é@tithachission
Guidance Regarding Managem@nReport on Internal Control avEinancial Reporting Under
Section 13(a) and 15(d) of the Securities Exchange Act ofdl@8nagement Guidanog
which described &top-down, risk based evaluatidoas one way that registrants could satisfy the
requirements of Rules 13a(c) and 15dL5(c)*?

Althoughthe Management Guidance appliesll issiers, it specifically encourages
smaller issuerfto take advantage of the flexibility and scalability to conduct an evaluation of
ICFR that is both efficient and effective at identifying matievieaknesses> The Commission
further indicated that it believdgrinciplesbased guidance permits flexible and scalable
evaluation approaches that will enable management of smaller public companies to evaluate and
assess the effectiveness of ICFR withundue cost burdens’

10. Guide for Small Businesses on Section 404

In January 2008, the SEC Staff published a guide for small businesses to assist these

issuers in understanding the steps necessary in connection with their initial evaluations of

“13eeid.

2 SeeRelease No. 38810 (Jun. 20, 2007). The Managem@uidance had been proposed by the Commission in
December 2006SeeRelease No. 38762 (Dec. 20, 2006).

3 Release No. 38810 (Jun. 20, 2007).

“Idat 50. SEC Staff issued further guidance in the f
September 2007Seehttp://www.sec.gov/info/accountants/controlfag.htm
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internal controlé® This publication also provided information on other sources of guidance to

assist management in performing its assessment of internal controls.
11 Further Extension of the Compliance Dates

On June 26, 2008, the Commission approvadtaer extension of the Section 404(b)
compliance date for neaccelerated filers to fiscal years ending on or after December 15,
2009%® The extension was to allow time for the PCAOB to issue final staff guidance on auditing
ICFR of smaller issuers aridr the SEC Staff to undertake a study to help determine whether AS
5, and the Commissi@ManagemenGuidance on evaluating ICFR, were facilitating more

costeffective ICFR evaluations and audits.
12 PCAOB Staff Views on Integrated Audits

On Januarg3, 2009, the PCAOB issued its staffiews on integrated audits under AS
5. The guidance was provided to assist auditors in designing and executing audit strategies that
would achieve the objectives of AS 5. Specifically, the expressed purposegfitlincevas
to fAhelp auditors apply the provisions of [AS 5] to audits of smaller, less complex public
companieg and to providdidirection to auditors on scaling the audit based on a conpaizng
and complexity*’ Theguidancediscussed the selectioi controls to test, testing the operating
effectiveness of controls, evaluating entityel controls, and determining the effect of entity
level controls on other controls. The guidance also addressed, among other things, assessing the
risk of managemd override, evaluating mitigating controls (including audit committee
oversight and whistleblower programs), and evaluating segregation of duties.

13  SEC Staff Study on Section 404; Final Extension of the Compliance
Date

On October 2, 2009, theE® Staff released its study on Section 404 (discussed in

Section Il of this study). Due to the proximity of the date of the &tatlidy to the proposed

5 SeeSarbane®xley Section 404 A Guide for Small Businessyailable at
www.sec.gov/info/smallbus/404quide.pdf

“° Release No. 38934 (Jun. 26, 2008).

7 Staff Views- An Audit of Internal Control that integrated with an Audit of the Financial Statements: Guidance
for Auditors of Smaller Public Companies (Jan. 23, 208@jlable at
http://pcaobus.org/Standards/Auditing/Doamts/AS5/Guidance.pdf
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date that Section 404(b) compliance would have been required absent the further delay, on
October 132009, the Commission provided a final extension of the Section 404(b) compliance
date for noraccelerated filers to fiscal years ending after June 15, P0l0the release, the
Commission noted thdill steps necessary to implement the requiremerecion 404 of the
Sarbane€xley Act have been completed, and ramtelerated filers should work with their

auditors to comply with Section 404(b) for annual reports for fiscal years ending on or after June
15, 201@ and that the Commissigioes not exgct to further defer the obligation of non
accelerated filers to comply with Section 4044b).

14.  Section 404(c) of the Sarbane®xley Act, as added by the Dodd
Frank Act

On July 21, 2010, the Dodgerank Act was enacted and it added Section 404 {tjeto
Sarbane€xley Act. Section 404(c) provides that Section 404(b) shall not apply with respect to
any audit report prepared for an issuer that is neither a large accelerated filer nor an accelerated
filer.

On September 15, 2010, the Commission amertdedles to conform them to the new
Section 404(cY° Prior to enactment of the Dodetank Act, noraccelerated filers would have
been required, under existing Commission rules, to include an auditor attestation rééfRon
in the annual report filed Wi the Commission for fiscal years ending on or after June 15, 2010.

15. PCAOB Small Business Forums

Since 2004, the PCAOB has been holding forums throughout the year to share
information about PCAOB activities with auditors operating in the small bustoessiunity.
Auditors working with small businesses have an opportunity to share their concerns with Board
members and staff. At the forums, SEC staff provides updates on recent SEC activities and
observations about common financial reporting issuesdeasimaller public companies.

Feedback received from these forums is used to assist the PCAOB in understanding and

considering the unique needs and challenges of the small business community.

8 SeeRelease No. 38072 (Oct. 13, 2009).
“d.

* SeeRelease No. 38142 (Sept. 15, 2010).
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16.

Tabular Summary of the Final Compliance Dates

The followingtable summarizes the final compliance dates for issuers considering the

actions described above and enactment of the {Poddk Act. Note that accelerated filers with

a public float between $7&nd$250 million, which are the subject of this study, hbgen

required to comply with Section 404(b) since 200¢f6r foreign private issuersince 200},

and they have now benefited from the 2007 refaftims Commissio®s Management Guidance

and the PCAOBs AS 5)for several years. In contrasnaccelerated filers have never been

required to comply with Section 404(b).

Filer Status

Managements Report

Auditor &s Attestation

Large Accelerated
Filer OR Acceleratec
Filer

Annual reports for fiscal years
ending on or after Novembép,
2004

Annual reports for fiscal years
ending on or after November 1
2004

U.S. Issuer A I s for fiscal
nnual reports for fiscal years
Non-accelerated File|ending on or after December 15, Exempt as a result of the Dod
Frank Act
2007

Large Accelerated |Annual reports for fiscal years |Annual reports for fiscal years

Filer ending on or after July 15, 2006 |ending on or after July 15, 200
Foreign Accelerated Eiler Annual reports for fiscal years |Annual reportgor fiscal years

Private Issuer

ending on or after July 15, 2006

ending on or after July 15, 200

Non-accelerated File

Annual reports for fiscal years
ending on or after December 15,
2007

Exempt as a result of the Dodc
Frank Act

U.S.Issueror
Foreign
Private Issuer

IPO

Second Annual Report

SecondAnnual Report'

*1 The auditor attestation is not required in any period where the issuer does not meet the definition of an accelerated

filer or large accelerated filer.
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[I.  Analysis of the IssuersSubiject to this Study

The Staff analyzedertaincharacteristics of issuens the studied rangéncluding past
costs of compliance with Section 404(b). Specifically, we ident#redlustrativepopulation of
issuersas ofDecember 31, 2008s a proxy for those in the studied range. We titdained and
analyzed data abottte issuers in the illustrative population, includi(ij:size n terms of assets
and revenueg?) industries(3) locations (4) audit fees and scalabilitys) restatement rates;
and(6) reported material weaknessed@#R. In addition to conducting an analysis of the
characteristics of thissuers in the 2009 illustrative populatiore elsoseparately conducteah a
analysis ohow the composition of issuengthin a$75$250 million rangehanged from 2065
2009,

The purpose of #se analy®s wereto assist with the development of potential
recommendations specific to any unique circumstaot¢he issuersubject to this studyather
than to identify the exact listing of issuers as of any point in time that could be affected by any
future actions resulting from the implementation of particular recommendafitvesStaff also
sought to understand the exist investor protections relating to these issugasticularly those
protections provided by Section 404(b)

The findings of the analysif the illustrative population demonstrates that the issuers in
the studied range differ substantially frovon-accelerated filersaken as a wholevhich are
already exempt from Section 404(l) terms of the characteristics noted aboVhe Staff
recognizesas would be the case with establishing any numeric threskimddisssuers at the
lower end of the $7$250 million range within the illustrative populati@ould bemore likely
to have characteristics more similar to remtelerated filerd.g., issuers that are just under or
just over the $75 million threshold are likely to have similar characteristiacsetamother).
Importantly, howeverthe Stafés analysis of the population over time demonstrated that issuers
frequently enter and exit this band of public float, such that the composition changes greatly
from year to yearAs discussed further in Section Wlased orthe Stafés analysisthere
generallydo notappear to benique characteristics in the illustrative population thaild
suggest sufficient reasons fifferentiating them from accelerated filéeken as a tole,
including with respect to compliance with Section 404(b).

To understand whether any possible recommendations may encourage companies to list

IPOs in the United States, the Staff analyzed the characteristics of global IPOs with respect to
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those likelyto be in the range of issuers subject to this stldhe Stafs analysis shows that the
United States has not lost Ulsased companies filing IPOs to foreign markets for the range of
issuers that would likely be in the range of issuers that are tiexsobthis study. In addition,

U.S. markets have experienced a decline in overall share of thewidddPO market

beginning in 2001. While this decline in market share could be attributed to, among other things,
additional regulations imposed in U18arkets after 200hs discussed belowhe study

produced no conclusivevidencdinking the requirements of Section 404¢b)IPO activity

A. Population Size Over Time
The number of issuers with public float between &@8%$250 million changes over time
due to fluctuations in public float, new issuers entering the reporting system, and issuers exiting
the reporting systemT he table below shows the numbeissuers at December 31 2005
2009 with $753$250 million offifree floab capitalization as determined by Thomson
Datastreani? Within eachyear the Staff then determinethe number of thosissuerghat
reported as accelerated filers and large accelerated filers during thatlpesigzbrtaining each

issuefs self-reported filing status in its annual repdtt

*2 Free float capitalization is defined by Thomson Datastream as the market value of shares avaiidibieryo

(i.e.,not strategic) investors. The Staff used free float capitalization as a proxy for public float because an exact

measure of public float as reported annually by issuers was not available for the dates the Staff analyzed. Data on

free floa capitalization was available for all periods studied and was the measure used to define public float in the
Staffés 2009 study described in Section |11 of this st
shares that, if applicable,owld be considered in calculating public float. However, in light of the use of free float
capitalization as a proxy for public float, the Staff also analyzed the 2009 data using a proxy for public float that

added back certain strategic holdings exclidedo m f ree fl oat <capitalization that
affiliates (the fAmodi fied free float populationdo). Su
not result in any materially different conclusions compardatieacharacteristics of the 2009 illustrative population

as defined by free float capitalization.

>3 Sources: EDGAR and Audit Analytics. A proxy for the number of accelerated filers in the population is the
number of issuers that filed an auditor attiéstaon ICFR, even though they may not have checked a filing status
box on the Form &. The population of issuers with an auditor attestation on ICFR includes a small number of
non-accelerated filers that voluntarily obtained the attestation.

The large number of issuers in the table that selforted as large accelerated filers in 2008 may result from the
fact that filing status is measured as of the issueros
measurement of public float for purmssof this analysis was as of December 31. In 2008, there was a broad and
significant decline in equity markets, with the S&P 500 dropping 38.5% in that year, and dropping 29.4% from June
30 (when a significant number of issuers measure their publicf@iodetermining filing status) to December 31.
Source: Standard & Poorbés. Large accelerated filers m
capitalization is substantially diff e mastrdcentlyicampleteict ual |
second quarter.
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Year | 2005 2006 2007 2008 2009

Issuers withfree float capitalizationof

$75$250 million at December 31 1,016 1,010 1,096 911 967
Those reporting as accelerated filers ** * 634 827 708 766
Thosereporting as large accelerated filers *| * 16 24 83 2
Those with auditor attestation on ICFR 756 735 867 826 818

* Data not available

** Filing status as selfeported by issuers in their annual repottsuers with public float of $7$250

million as of December 31 of a given year may not have been accelerated filers for that year if their public
float as of thenost recently completed second quawtas less than $75 millioor more than $700 millian
Further, newly public issuers amet considered accelerated filers until their second annual report.

Using this dataapproximately 2,300niqueissuers had &ee float capitalization
between $7%nd$250 millionat December 31 for at least one of the yéans 20052009
However, mly approximately 5%net the$75$250 millionfloat criterion for all five years®
Issuersentered and exited the list due to growth and contraction in public float, mergers, and
securities registration termination (including for bamqkay). Additionally, of the approximately

2,300issuersapproximately40%appeared only once in the fiyear period?®

B. 20009 lllustrative Population

For purposes of analyzing the demographiassferghat are the subject of this stydy
the Staffidentified a population of issuers with a free float capitalizatidb7&$250 million at
December 31, 2009 as reported by Thomson Datasfte@meference point of December 31,
2009 was chosen because this is the most recent year where full inforaatigraudit fees,
management and auditor ICFR assessments, and other matters was available as of the writing of
this study. Thé&taff analyzed these matters to ascertain the characteristics of the illustrative
populationand to compare such characterstic those of all accelerated filéeken as a whole

and to those of allon-accelerated filersaken as a wholthat filed an annual report with the

> Source: Thomson Datastream.

5 Source: Thomson Datastream.

¢ Source: Thomson Datastream.

>’ This includes any issuer with a fiscal year that ended in 2009, not just issuers with a fiscal year end of December
31, 2009. In addition, because the Staff used free float capitalization from Thomson Datastream, the float amount
could differ fromtheamunt i n t he -Kos20& f#led &ith thE ©@mmissibr) which is calculated as of

the | ast day of the issuer 6s mo $aregarding why thé Staff usednrpd et e d
float capitalization as a proxy for those in the standard range for this portion of the study.
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Commission on Form 1B or 20-F for fiscal years ending anytime in 200Bhe Staff usediush
informationto facilitate thedevelopment of potentiasécommendationfor reducingthe
compliance burdeamong these issuanghile maintaining investor protections.

There wereabout 1,000ssueran the2009illustrative population Approximately %
of theissues reported in EDGARas accelerated filera 2009 (and would have had to comply
with Section 404(b) for that yeagndappoximately 20% reported in EDGA&S non
accelerated filer;n 2009because the public float reported for thest reently completed
secondiscal quartermay have been less than $75 million or the issuer may not have otherwise
met the definition of an accelerated fiférTwo issuers in the illustrative populatioeported as
large accelerated fileia 2009>°

The Staffalso evaluated the distribution of issuers overall by filing status. According to
EDGAR, there were 9,092 uniqissuer§’ thatfiled annual reports with the Commission on
Forms 16K or 20-F for fiscal years ending anytime in 20809 Issuers that reporteas non

accelerated filers for 200®hich generally would be exempt from Section 404(b) if their filings

8 For example, the issuer may have been reporting for less than one year. Pursuantto thd Comnéiss r ul e's
implemented as a result of the DeBrhnk Act, noraccelerated filers are now exempt from Section 404(b).

9 Such issuers would be part of the illustrative population if public float fell below $250 million from the most

recently completed send quarter to December 31, 2009. Large accelerated filers may also be in the illustrative
population if free float capitalization is substantiall
most recently completed second quarter.

% The number of unique issuers excludes investment companies, asset backed securities issuers that file annual

repotsonForm & but are not required to file audited financi
internal control over financial repiimg, issuers that file annual reports on ForreKlBut are not required to file
audited financial statements or management®s assessmend|

are considered inactive under Ruld Bof Regulation & [17 CFR 210.311], certain Canadian issuers that file
annual reports on Form 48 guarantors that are issuers for purposes of the federal securities laws but for which
there is not separate reporting under Ruld3f Regulation S([17 CFR 210.310], and ertain financial

institutions that report to other regulators pursuant to Section 12(i) of the Exchange Act. The number of unique
filers also excludes filers that were delinquent with their 2009 annual report as of January 4, 2011.

%1 About 3% of issuer with public float between $75250 million at December 31, 2009 did not file an annual
report for a year ended in 2009, either because theirgyahfell in the first week of 2010 (and the previous year

end was in 2008), they were late in filing theardut were still required to file, or they registered securities in a
time frame where an annual report was not required in 2009. For these issuers, the filing status from the annual
report closest to 2009 was used, or the filing status was assumethtt s indicated by the public float at
December 31, 2009 for those with recent registration statements.
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statuses did not change for 20t@nade up 60.7% of all filersThe uniqudssuergeported the

following statuses in the annual reports filed fo020

Large Accelerated Fil 1,67( 18.4%
Accelerated File 1,87¢ 20.6%
NornrAccelerated File 5,51¢ 60.7%
Status Unknown or Not Indicat 29 0.3%
Total 9,092

Comparing to the table above, the issuers in the illustrative poputatnstituteapproximately
10% of all issuers that filed am@ual report with the Commission on FormsKLOr 20-F for
fiscal years ending any time in 2009. The issuers in the illustrative population constituted
approximately 40% of all accelerated filers and approximately 4% of alhoosglerated filers.

The renainder of this Section Il analyzes the illustrative population against all
accelerated filers and naccelerated filersThe primary purpose of this analysis i<timpare
theillustrative populatiorto nonraccelerated filersand also to highlighthe difference between
all nonaccelerated filers and all accelerated fild#awever, because the illustrative population
accounts for 40% of the all accelerated filers group, we do not base our findings on the analysis

of differences between the illustragipopulation and all accelerated filers.
1 Size Information

Figure 1 shows the percentagdssueran theillustrative population,andall accelerated
filers and all noraccelerated filerffom the EDGAR populatigrwithin certain ranges of
revenue$® Theillustrative populationhas anuch lower percentage issuers witHess than $10
million in revenue than the neaccelerated filer populatian EDGARtaken as a whole

%2 As discussed in more detail below, although-nonelerated filers generally are exempt from Section 404(b),
some of these issuers comply voluityawith Section 404(b) and include an auditor attestation on ICFR with their
annual report filings to the Commission.

% Source: Audit Analytics. Issuers with no information reported to Audit Analytics for revenues are excluded,

including foreign priate issuers that do not report such information under Generally Accepted Accounting
Principles in the United States (AU.S. GAAPO). |l ssuer :
development stage companies. Ten million and $250 millioe weleosen for analysis, as these amounts of revenue

were discussed as scaling thresholds for Section 404(b) in the final report of the ACSPC. We also used these

amounts to present the assets of the illustrative population with those of acceleratedditevaaccelerated filers.

30



Figure 1- Size of Selected Issuers by Revenue, 2009
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Figure 2 shows the percentagdassiuergn theillustrative population andall accelerated
filers andall non-accelerated fileri'om the EDGAR populationwithin certain ranges of total
asset$? Theillustrative populationhasa much lower percentage isbuerswith less than $10
million in asset@and a much higher proportion of issuers with more than $250 million in assets
than the noraccelerated filer populatidmken as a wholeThe revenue and asset information
suggestshte illustrative population is composed of a higher percentage of issuers with substantial

assetghan those in the population of all rancelerated filers.

% Source: Audit Analytics. Issuers with no information reported to Audit Analytics for assets are excluded,
including foreign private issuers that do not report such information under U.S. GAAP.
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Figure 2- Size of Select Issuers by Assets, 2009
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2. Industry Information

Table 1 shows the industry classifications ofithustrative population andll accelerated
filers andall non-accelerated filerf'om the EDGAR populationThe industry classifications are
derived from the reported SIC codes of registranESEDGAR and mapped to the 49 industry
categories devised by Fama and Frefich.

Issuerdn the illustrative populatiorepresent almost all industries represented by other
filer groups. Compared @l accelerated filextaken as a wholeéssuerdan the ilustrative
population wereepresented

¢ more frequently in the medical equipment, pharmaceutical product, business services,

and communication industrieand

8 E.F. Fama & K.R. French, Indtry Costs of Equity, 43.FIN. ECON. 153 (1997). Using the Fanfaench

categorization results in a manageable number of industry descriptions for purposes of this study, compared to over
440 unique SIC classifications used by issuers. The faprech tassification system is used in many academic

papers researching industry cost of equity and other industry topics in finance.
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e less frequently in the banking and trading industa#kpugh the banking industry
was thdargest individual industry group for both tilestrative population and the
group of all accelerated filefeom the EDGAR populatiaf®

Because the group of accelerated filers is 40% comprised of the illustrative population, these
differencesreported above, would be even more pronounced if the illustrative population were
compared only to those accelerated filers not in the illustrative population.

Compared tall nonaccelerated filexr taken as a whalessuersn the illustrative

populationwererepresented

¢ more frequently in the medical equipment, pharmaceutical prdoakjng and
insurancendustries and

¢ lessfrequently in theentertainment, mining, real estate and tradeg, security and
commodity brokering)ndustries

While issuersn the illustrative populationepresent almost all industries represented by other
filer groups the Staff considered the effect of certain recommendations for reducing the
compliance burden of Section 404(b) on financial institutions subjdiceteederal Deposit
Insurance Corporation Improvement Act of 148EDICIA®),®” and on pharmaceutical and
medical product issuethathave $75$250 million in free float capitalization but little or no

reported revenue.

% As discussed above, financial institutions that do not report to the Commission under Section 12(i) of the
Exchange Act are na@onsidered in the illustrative population nor in the entire population of accelerated filers or
nonaccelerated filers.

57p.L. 102242, 105 Stat. 2236.
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Table 1- Fama-French Industry Classification, 2009

lllustrative Population All Accelerated Filer All Non-Acceleratec All Filers
N % N % N %

1 Agriculture 4 0.4% 11 0.6% 23 0.4% 35 0.4%

2 Food Products 12 1.2% 19 1.0% 69 1.3% 119 1.3%

3 Candy & Soda 1 0.1% 1 0.1% 7 0.1% 15 0.2%

4 Beer & Liquor - 0.0% 2 0.1% 20 0.4% 32 0.4%

5 Tobacco Products - 0.0% 1 0.1% 3 0.1% 9 0.1%

6 Recreation 4 0.4% 7 0.4% 36 0.7% 47 0.5%

7 Entertainment 8 0.8% 25 1.3% 121 2.2% 161 1.8%

8 Printing and Publishing 10 1.0% 13 0.7% 42 0.8% 66 0.7%

9 Consumer Goods 9 0.9% 20 1.1% 56 1.0% 94 1.0%
10 Apparel 6 0.6% 14 0.7% 40 0.7% 73 0.8%
11 Healthcare 16 1.7% 38 2.0% 61 1.1% 116 1.3%
12 Medical Equipment 43 4.4% 66 3.5% 156 2.8% 258 2.8%
13 Pharmaceutical Products 86 8.9% 135 7.2% 266 4.8% 466 5.1%
14 Chemicals 17 1.8% 23 1.2% 128 2.3% 186 2.0%
15 Rubber and Plastic Products 4 0.4% 12 0.6% 43 0.8% 60 0.7%
16 Textiles 1 0.1% 3 0.2% 11 0.2% 16 0.2%
17 Construction Materials 12 1.2% 21 1.1% 62 1.1% 108 1.2%
18 Construction 11 1.1% 22 1.2% 46 0.8% 90 1.0%
19 Steel Works Etc. 10 1.0% 20 1.1% 26 0.5% 74 0.8%
20 Fabricated Products 1 0.1% 5 0.3% 10 0.2% 18 0.2%
21 Machinery 25 2.6% 43 2.3% 86 1.6% 182 2.0%
22 Electrical EqQuipment 9 0.9% 27 1.4% 58 1.1% 103 1.1%
23 Automobiles and Trucks 15 1.6% 26 1.4% 45 0.8% 91 1.0%
24 Aircraft 3 0.3% 10 0.5% 17 0.3% 37 0.4%
25 Shipbuilding, Railroad Equipment 5 0.5% 4 0.2% 2 0.0% 9 0.1%
26 Defense 2 0.2% 4 0.2% 5 0.1% 12 0.1%
27 Precious Metals 11 1.1% 11 0.6% 102 1.8% 121 1.3%
28 Non-Metallic and Industrial Metal Mining 6 0.6% 18 1.0% 291 5.3% 329 3.6%
29 Coal 5 0.5% 7 0.4% 11 0.2% 29 0.3%
30 Petroleum and Natural Gas 46 4.8% 79 4.2% 295 5.3% 468 5.1%
31 Utilities 16 1.7% 35 1.9% 96 1.7% 234 2.6%
32 Communication 30 3.1% 42 2.2% 168 3.0% 289 3.2%
33 Personal Services 12 1.2% 33 1.8% 66 1.2% 115 1.3%
34 Business Services 73 7.5% 126 6.7% 480 8.7% 689 7.6%
35 Computers 13 1.3% 27 1.4% 60 1.1% 116 1.3%
36 Computer Software 51 5.3% 99 5.3% 262 4.7% 441 4.9%
37 Electronic Equipment 68 7.0% 120 6.4% 219 4.0% 437 4.8%
38 Measuring and Control Equipment 15 1.6% 32 1.7% 74 1.3% 130 1.4%
39 Business Supplies 5 0.5% 15 0.8% 22 0.4% 52 0.6%
40 Shipping Containers - 0.0% 2 0.1% 6 0.1% 17 0.2%
41 Transportation 32 3.3% 57 3.0% 74 1.3% 195 2.1%
42 Wholesale 27 2.8% 37 2.0% 160 2.9% 242 2.7%
43 Retail 34 3.5% 79 4.2% 165 3.0% 329 3.6%
44 Restaurants, Hotels, Motels 9 0.9% 27 1.4% 57 1.0% 106 1.2%
45 Banking 111 11.5% 236 12.6% 479 8.7% 822 9.0%
46 Insurance 26 2.7% 56 3.0% 67 1.2% 203 2.2%
47 Real Estate 9 0.9% 17 0.9% 235 4.3% 260 2.9%
48 Trading 50 5.2% 116 6.2% 548 9.9% 799 8.8%
49 Other 4 0.4% 16 0.9% 123 2.2% 154 1.7%
50 None Specified - 0.0% 16 0.9% 19 0.3% 38 0.4%

967 1,875 5,518 9,092
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3. Geographic Information

The Staff analyzed the geographic location of the illustrative population to ascertain if
there were any particulaharacteristics that may be relevant to identifying potential methods for
reduang the compliance burderApproximately 90%of issuers in the illustrative populatiamne
based and incorporated in theitéd Statesand filed annual reports with the Commiss on
Form 16K in 2002 This compares tapproximately 80%f non-acceleratedilers basedand
incorporatedn theUnited Statesndapproximately 90%f accelerated filers basand
incorporated in th&nited States frorthe EDGAR populatiof?

Only approximately 4%of the illustrative populatiofiled their annual reports on Form
20-F and therefore wereonsidered foreign private issuers under the Exchang® Aot
contrastapproximately8% of accelerated filesndapproximatelys.5% of nonacceleated
filers wereforeign private issueiis the EDGAR population

Foreign private issuers filing on Form-EGhave the option to prepare their financial
statements in accordance with U.S. GAARernational Financial Reporting Standasgsissued
by thelnternational Accounting Standards Bo&itFRS0), or another basis of accounting (if
accompanied by a reconciliation to U.S. GAAPNearly threequarters of éreign private
issuers in thdlustrative population use U.S. GAAP in preparingheir financial statements
compared t@pproximately 65% dfforeign private issuers thatereacceleratedilers and
approximately 50% of foreign private issuers that wereamuelerated filersn the EDGAR
population’

The data demonstrate that issuers inrémge contemplated by Section 989G(b) of the
Dodd-Frank Act are predominantly U.S. issuersssuers thadtherwise file using U.S. GAAP.
This indicates thainyrecommendatiothat wouldreduce the compliance burden issuers that

% Source: EDGAR. The percentages exclude issuers based in the U.S. that are foreign prisate issue

% Foreign private issuers are foreign issuers that do not have more than 50% of their outstanding voting securities
directly or indirectly held by residents of the U.S. and either (1) the majority of their executives officers or directors
are not U.Scitizens or residents, (2) more than 50% of their assets are located outside the U.S., or (3) their business
is not administered principally in the U.SeeExchange Act Rule 34 [17 CFR 240.34].

0 SeeRule 401(a)(2) of Regulation-X [17 CFR 2104-01(a)(2)].

"M Source: EDGAR.
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file using U.S. GAARwhich includes U.S. issuerg)ould havean effect onthe vast majority of

the illustrative population.
4. Audit Fees

Audit fees are one component of the total cost of compliance with Section 484ih).
fees comprise costs relating to the finanstatement audit and to the auditoattestation on
ICFR. The Staff analyzed audit feesassesshe current compliance burden on issuers for the
audit component of total Section 404(b) cost aneMaduatethe trend in such fees over time,
including snce the 2007 reforms that were intended to reduce compliance blidamalyze
total audit fees, we separatdtk illustrative populatiomto those reporting as neaccelerated
filers and those reporting as accelerated filers, because the tbauersreaccelerated filers
werealready subject to Section 404(b), while the-acnelerated filerarerenot. The audit fees
of accelerated filers include fees relating to the auditor attestation under Section 404(b), while
audit fees for nomaccelerated filess do not include such fees unless the isgakmtarily elected
to have the auditor attestation.

The mean and median audit fees for issuers in the illustrative poputsioeported as
nonraccelerated filers wemagnificantly higher thamean and median fees for all ron
accelerated filerifom the EDGAR population The mean and median audit fees for those in the
illustrative population thateporedas accelerated filekgerelower than thenean and median
feesfor all accelerated filexfrom the EDGAR populationBecause the group of accelerated
filers is 40% comprised of the illustrative population, these differences, reported above, would be
even more pronounced if the illustrative population were compared only to those accelerated
filers not in the illustrative population.

These findings demonstrateat audit fees were positively correlated with float, as the
population of all accelerated filers includes those issuers with public float greater than $250
million. Figure3 shows the men and median audit fees fssuerdn theillustrative population

compared to othassuerswith the same filing statusom the EDGAR populatian
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Figure 3- Audit Fees of Select Issuers, 2009
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Figures4 and5 show the mean and median audit fees as a percentage of revenues and
assets, respectively, fmsuerdn theillustrative populationandfor all accelerated filers and all
nonaccelerated filer; the EDGAR populatiod? As shown in Figured and5, the nean and
median ofaudit fees as a percentage of revenue and of dsseixcelerated filers in the
illustrative populatiorweresimilar to those oéll accelerated filex(which, as noted above,
includesa substantial portion d@he illustrative populatio) and less than those all non
accelerated filersr the EDGAR populationThis demonstrates that teealability of audits for
accelerated filers in the illustrative population is similar to that of all accelerated thilarss
those in thellustrative population incurred audit fees as a percentage of revenue andregsets
weresimilar to the percentages incurred for all accelerated féden as a wholeThe non
accelerated filers in the illustrative population incurred similar feesp@scentage of revenues
compared to all neaccelerated filertaken as a wholm the EDGAR populationbut the issuers
in the illustrative population and in the overall raacelerated filer populaticarenotrequired
to comply with Section 404(b).

"2Source: Audit Analytics. In calculating the mean audit fees as a percentage of both revenue and assets, issuers in
all categories with less than $100,000 in either revenue and assets are excluded. As a result, some of these issuers
have audit fees aspercentage of revenue and assets that are over 100,000%. Such issuers are not excluded from
the calculation of the medians.
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Figure 4- Audit Fees of Select Issuers as Percentage of Revenue, 2009
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Figure 5- Audit Fees of Select Issuers as Percentage of Assets, 2009
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The Staff separately analyzéte mea and median audit fees for 268609 ofissuers
identified in SectionllA. that reported as an accelerated filer or large accelerated filer. As
shown in Figures, the overall trend from 2008009 is a modeshcreasen the mean and
median audit feesThe increase could be caused by a number of factors, including general fee
inflation, different characteristics of the issuers reporting in each of the periods, and changes in
audit risk. As discussed above, the reduction in equity values across pulbketsim 2008
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resulted in manyssuersdropping below $250 million ifree 1oat capitalization although some
of these issuensere large by other measures, such as assgtsenues.Many of hesessuers
possess characteristics such as financial teygocomplexity and geographical diversity that
may haveesuledin mean and mediaaudit feeghat were higher in 2008 compared to other
years, asome of thesessuers likely did not have $&250 million infree float capitalization
before or after 208

Figure 6- Mean and Median Audit Fees forAccelerated Filers
and Large Accelerated Filers, 200&009

$1,200,000

$1,000,000 A\
$800,000 ‘/'//Q.

$600,000 —0—Mean

== Median

$400,000

$200,000

$0 T T T 1
2006 2007 2008 2009

5. Restatements

The Staff analyzed restatement data to deterrhthe illustrative populatiomas unique
characteristics that indicate a particular needHerinvestor protectionzrovided by Section
404(b). To analyze restatement rates in the illustrative population, we separated it into those
reporting as noiaccelerated filers and those rejpay as accelerated or large accelerated filers
because the issuers that are accelerated filers are already subject to Section 404(b), while the
nonaccelerated filers are noEigure7 shows the restatement rates for restatement periods
ending anytime ir2009 forissuerdn theillustrative population and foall accelerated filers and

all nonaccelerated filers in the EDGAR populatidhThe data show higher restatementsite

3 Source: Audit Analytics. The table counts incidents of restatement of 2009 periods by issuers, not by number of
restatements. Issuers with multiple restatements of 2009 periods are only counted once. In addition, the
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theillustrative population As noted previously, because both comparison groups contain the
illustrative population, these differences would be even more pronounced if the illustrative
population was removed from the comparison grodpss suggests thagsuers in the

illustrative population may benefit from the auditor focusing on ICFR to reduce such
restatements.

Issuers with a requirement to have an auditor attestation on ICFR ir{eg04ll
accelerated filergn the EDGAR populatiomnd accelerated filers in the illustratipepulation)
generally had a lower rate of restatentéan issuers that did not have such a requirement
These findings suggest that Section 404ghy contribute tovaluable investor protectign
Approximately 84% of theestatements in thustrative populationwere caused by
misapplication of GAAPcompared to approximately 81% for all accelerated filers and
approximately 94% for ation-accelerated filers in tHEDGAR populatior

Figure 7- Restatement Rates for Select Issuers, 2009
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0.00% T T )

All Accelerated All Nont $75250 $75250 Non
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restatements reported may haveuwoed after 2009. The data for this table is the number of restatements relating to
2009 periods reported as of January 10, 2011. As discussed BRraiteve, the Staff also analyzed results using a
modified free float population. For restatement rates, the Staff notes that the modified free float population did not
result in a significantly different restatement rate for those reporting aeiated filers, but would result in a

reduction in the restatement rate for ramtelerated filers from approximately 11% as reported in Figure 7 to
approximately 8%.

" Source: Audit Analytics
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6. Management ICFR Assessment

The Staff analyzed the management ICFR reports of issuers in the illustrative population
to assess whether thature ofthe material weaknesses in this population may be relevant to
identifying potential methods for redugithe compliance burder©f those in the illustrative
population witha managementeport onlCFR, approximately?% reported ineffective ICFR
Forall accelerated filersn the EDGAR population with a management report on ICFR,
approximatelyt.5% reportedneffective ICFR. For all noraccelerated filers in the EDGAR
population with a management report on ICFR, approximately 28% reported ineffectivé’lCFR.

Of those with ineffective ICFR as determined by managerkégire8 below shows the
perentages of material weaknesses by categboy.2009all non-accelerated filerhad
disproportionately more material weaknesses relating to segregation of duties and to ineffective
audit committeethanaccelerated filex For 2009 hon-acelerated files alsochad
disproportionatelyewer material weaknesses relating to material y@ad adjustments, account
reconciliationsand norroutine transactions than accelerated dilérhe relationship of the
illustrative population to all neaccelerated filers in the EDGAR population ysdimilar
differences.This suggests that the control environment for issuers in the illustrative population,
which the auditor tests for operajieffectiveness, was similar to that of accelerated fidesn
as a wholen 2009. As to the larger proportion ofom-accelerated filersiith material
weaknesses related to segregation of dutiesagoalerated fileras a groupend to be more
centralzed and less compldgkan accelerated filerbutsometimesiave less sophisticated

governance and fewer personnel to which to assign duties.

> Source: Audit Analytics. The sample does not incluseated management ICFR disclosures and excludes
issuers that were required to file the management report but had not yet done so for 2009 as well as newly public
issuers that were not yet required to provide a management report on ICFR.

® The ineffectivelCFR rate in management reports for the modified free float population was approximately 11%,
compared to approximately 7% for the illustrative population.
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Figure 8- Categories of Material Weaknesses Identified by Management, 2009
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60% 1 m Nontroutine transaction control
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b4
m Inadequate disclosure controls
40% +— (timely, accuracy, complete)
30% m Information technology, software,
0 security & access issue
20% - B Accounting personnel resources,
competency/training
10% - . .
Material and/or numerous auditor
0% - /YE adjustments
Accelerated Filers Non-accelerated lllustrative u Accounting documentation, policy
filers population and/or procedures

7. Auditor Attestation on ICFR

Of theissuerdn theillustrative population,approximately 85%ncludedan auditor
attestation on ICFR for 2009 Thisincludes60 nonaccelerated filerthatvoluntarilyincluded
such an attestation. Of those in ilhgstrative population with an ICR report from their
auditor,approximately 4%nad ineffective ICFR as reported by the auditor before considering
any restatement of the ICFR opini6hThe rate is lower than the ineffective rate for
management reports in the illustrative populagoren the illustrative population includes
issuers that were not required to have an awditttestation anthatmore frequently have

segregation of duties deficiencies that prevent management from asserting that the issuer has

""Source: Audit Analytics. The sample does not include restated ICFR opinions and excludestaddites that
were required to file the auditordés attestation but
registration statements that do not need to file such reports.

8 The ineffective ICFR rate in auditor reports for the modifieee float population was approximately 6%,
compared to approximately 4% for the illustrative population.
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effective ICFR. Thesessiers do not have an aud@attestation on ICFR but are required to
have a management assessment on ICFR.

Forall accelerated fileren the EDGAR populatiomearly 99% included aauditor
attestation on ICFR, of whicipproximately 4.5%ad ineffectivdCFR. For nonraccelerated
filers in the EDGAR groupapproximately8.2% included an auditor report on ICFR, of which
approximately 6%nad ineffective ICFR according to their auditors.

The relatively low rate of ineffective ICFR in all three groupsy s@gestthat an auditor
attestation on ICFRontributes positively to the maintenance of effective controls and therefore
provides a valuable investor protectiofhs noted previously, the neaccelerated filers were not
required to comply with Section 404(lbutmay have doneo voluntarily.

Figure9 below showghatthe percentages of material weaknesses by categasgstmrs
in theillustrative population all accelerated filetsandall nonaccelerated filersomplying
voluntarily with Section 404(b) The percentage by category did not differ substantially among

these groups.

Figure 9- Categories of Material Weaknesses Identified by Auditor, 2009
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C. New Public Listings

To understand whether any possible recommendations may encourage cotodesies
IPOs in the United States, the Staff analyzed the characteristics of global IPOs with respect to
those likely to be in the range of issuers subject to this study. Although the U.S. IPO market
over time has recovered from the 2007 levels, it lvhsaached the 1999 levdis., we
reviewed IPO activity over a range of years and noted that it was at a relatively low point during
the financial crisis and has since recovered, but not to the peak for the range of years studied)
The Staf6s analysishows that the kited Stateshas not lost U.Sbhased companies filing IPOs
to foreign markets for the range of issuers that would likely be in th&258 million public
float range after the IPO. However, the analysis does show that the U.S. Gehudketof
world-wide IPOs raising less than $250 million has declined over the past five years and further
shows a dramatic decline in the number of smaller IPOs since 1996 i§im® conclusive
evidencdrom the study linkinghe requirements of Sectid®4(b)to IPO activity The Staff
notes that the Commission has previously taken action to reduce the compliance burden for new
issuers by not requiring the auditor attestation on ICFR for the IPO and the first annual report
thereafter and that the poptibn of smaller issuers has been the subject of many of the reforms
related to Section 404.

Figure D shows the number dPOs in the Uited Statesand abroad that raisédtween
$75and$250 million from19952010”°

¥ Source: Thomson Reuters SDC Platinum. Figure 10 excludes the IPOs of investment funds, as these funds are not
required, under existing SECruléeso have an auditor attestation on | CFR,
also excludes IPOs for which the market location is not reported by Thomson.
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Figure 10- Number of new listings with proceeds of $7%$250 million, 19952010
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Although an issuetthat raises between $&5d$250 million in an IPO will not
necessarilype an accelerated filer when the issuer assess@sadt®n 404(brompliance
requirement&? this data provides useful information in determining the relative mimasket§*
wherecompanies that have an IR@I potentially have a public float between $@6d$250
million. Less tharfive U.S-basedcompanieshat raisd $75$250 millionlistedin a foreign
marketin an IPO in each year from 20eB01Q This suggestthat the Uited Stateshasnot log
a significant amount of offerings the Lhited Statesthat raise $78250 millionto foreign
jurisdictions due to Seacn 404(b) which was in effect for this entire periaut,for any other
reason.

Both U.S. and foreigmarketssaw a significant plunge in new listings in the $2%0
million range from 2007 to 2008hich coincided with théecline in equity marketsorldwide

in 2008 discussed abof&.In this size rangel30foreign IPOsoccurredin foreignmarketsin

8 Measures of amounts raised in Figure 10 are not necessarily the same as what willibednasgsublic float

when an issuer is required to determine filing status. Assuming no other market movements, IPO proceeds would be
presumed to equal public float on the day of the offering if the remaining common equity held before the offering

was reained by affiliates. Newly public issuers do not need to comply with Section 404(b) until they file their

second annual report with the Commission (assuming they meet the definition of an accelerated filer at that time).

8 Markets include exchanges angeethe-counter bulletin board markets.
8 without regard to the $7$250 million range, the percentage of U.S. issuers choosing to list only on foreign

exchanges increased from 8.6% in 2007 to 20% in 28@@L etter from Congressman Darrell E. Issa, i@han,
Committee on Oversight and Government Reform, U.S. House of Representatives, to Mary L. Schapiro, Chairman,
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2010, compared to 57 U.BsuerghatlistedIPOsin U.S.marketsn that year.Also in this size
range 30 foreignissuerdisted IPOs in the bited Statesin 2010. All jurisdictions saw increased
listings since 2008 in this size range. Foreign listings in theedStateshave rebounded to
levels of 2007, while foreign listings in foreign markets have increased since 200@ Istitl
significanty below 2007 level&® The table does, however, show that U.S. markets have
experienced a decline in overall share of the waiilde IPO market beginning in 2001.

Figures 11 and12 show that the number of IPOs in U.S. markets with proceeds less than
$75 and $50 million, respectively, has declined dramatically since 28®@e this data does
not necessarily indicate that the issuer would be aacoglerated filer when it first deteines
its filer status, it does indicate a decline in smaller IR®Da population of issuers that has been
the subject of many of the prior actions related to Section #A&. analysiss consistent with
the view thathere is no conclusive evidendeking Section 404(bjo the reduction in IPOs
among smaller companidsecause such companies were never the subject of such

requirement§*

U.S. Securities and Exchange Commission (Mar. 22, 2011). This may not be due to compliance costs alone,
however, as the evidence shows didedn the relative liquidity of the U.S. market attributable primarily to an
increase in the liquidity of equity markets in other countriéeeM. Halling, M. Pagano, O. Randl & J. Zechner,
Where is the Market? Evidence from Crosslistings in the BES. FIN. STUDIES 21, 72561 (2008).

8 According to Thomson Reuters SDC Platinum, the total number of new listings on AIM (domestic and
international) for companies with proceeds of $250 million were 4, 24, 38, 11, 3, and 6 for 2005, 2006, 2007,
2008,2009, and 2010, respectively.

8 The Staff recognizes that while the issuers in this range were never subject to Section 404(b), for most of the
period between 2003 and 2010, the fact that compliance was simply deferred may have had an impact on eventual
compliance costs. However, as noted in Figures 11 and 12, the trend in U.S. IPOs in this range began to
significantly decrease well before 2003, when the Commission adopted rules that would have subjected such issuers
to Section 404(b) but for the repedtcompliance deferrals.
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Figure 11- Number of new listings with proceeds of less than $#&illion, 19952010
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Figure 12- Number of newlistings with proceeds of less than $5Million, 19952010
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Figurel3shows the number of IPOs in thaitéd Statesand abroad that raised between
$50and$500 million from 19952010% There is a similar trend in listings for this group
compared to those raisibgtweers75and$250 million discussed above. This illustrates that
our findings concerning listings in foreign jurisdictions would not have been materially different

by contemfating this wider range of proceeds.

8 Source: Thomson Reuters SDC Platinum
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Figure 13- Number of new listings with proceeds of $5500million, 19952010
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[ll.  Analysis of the2009SEC Staff Study on Section 404

This section of the study analsthe datagatheredrom the SECStaffts 2009study on
Section 404° The Staff believes that an assessment of theeptfrted views about the costs of
compliance under Section 404(b) and the impact of the 2007 reforms is useful in our broader
evaluation of ways to reduce the burden costs of Se¢@d(b). Specifically,the Staff
endeavored tanderstand the extent to which the 2007 reforms had the intended effect of
improving the implementation of Section 404, including the requirements of Section 404(b).
This information, in conjunction with the general information about the characterisisssiers
in Section 1] providedus with a starting point to consider new public input, existing academic
research, and other information to determine whether there are additional ways to further reduce
the compliance burden of Section 404(b) forrduege of issuers identified in Section 989G(b)
while maintaining investor protections

In connection with this current studyatafrom the 2009 studthe Staffdetermined to be
most relevantor this studywerepartitioned into four groups based on publiaffé(< $75
million, $75-$250 million, $256$700 million,and > $70 million) and then primarily examined
to analyze the reported cost under Section 404(b) to detetineim@mpact of th007 reforms
(the Commissioids Management Guidance and the PCAORBSS5) on Section 404(b)
compliance costsWe reanalyze the data in thisnannerbecause the 2009 study did not analyze

the population of accelerated filers that had a public float betweeargi#250 million

8 SeeSEC Study of the Sarban€xley Act of 2002 Section 404 Internal Control over Financial Reporting
Requirements, Office of Economic Analysis, September 28@#i|able at
http://www.sec.gov/news/studies/2009/stB4 _study.pdf The 2009 study was based on viesed survey
responses from 3,138 corporate executives. The study also involved sepatepehimterviews of a sample of 30
users of financial statements, including lenders, securities analysts, auditors, ratoigsage other investors.
The response rate to the wirased survey was 49% among all 404binpliant companies and 55% among

domestic 404(by o mpl i ant compani es. Based on the survey dat a,
compliancdecr eased foll owing the Commissionés reforms introc
based on respondent és estimates for the fiscal year in

perceive the reformsto havebeema gni f i cant «c at aldys967. fnaddition remstte c hanges. 0
perspective of the financial statement users involved, they generally regarded ICFR disclosures to be beneficial and
indicated that Section 404(a) and Section 404(b) compliamedid a positive impact on their confidence in

i ssuersd6 financial statements.

Based on the 2009 study, size categories are deter mine
Afree floatd capitali zatfioornt ha,s fAdpiusbcluiscs efd oiant 0Se,c tnmeoans ulrle
relevant fiscal year end date. SEC Study of the Sarb@arkey Act of 2002 Section 404 Internal Control over

Financial Reporting Requiremensgjpranote86a t 3 . The mar ket value of the iss

Thomson Financial Datastream six months prior to the fiscalemdir the day used to assess accelerated filer
staus. Id. at 28.
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separately from other accelerated filev§e separatethe $75$700 million groupfrom the 2009
studyinto two public float groups ($7$250 million ands250$700 millior) to gain more
insightabout the populatiothat is the subject of this studWe thenreviewedissueréviews
on:
o the cost of Semn 404(b) compliance and its components by size and year relative to
the 2007 reforms;
o the cost of Section 404 compliance by total assets, size and years of Section 404(b)
compliance experience;
e the impact othe2007reformson the cost of complianceand

e the impact oAS 5on theamount of time required to complete Section 404(b) audits.

As discussed in Sectionl Mhe overallresultsbased on the four public float groups
reveal that compliance costs typicaltgreasd as issuer sizecreases, deeased as issuers
gainedcompliance experiencand decreased after the 2007 refarrAsross all size categories,
including the$75-$250 million rangecompliance costs decredsteadilyfollowing the2007
reforms. Issuers also reportechportantbenefits associated with Section 404 compliance,
including improvements in their internal control structure, financial reporting quality and ability
to prevent and detect fraud. The results suggest that issuers have siyedidantlyreduced
the complance costs burden of Section 404(b) ,aslof the time of the 2009 surveyticipate
further reductions.

In addition, sma#r (< $75 million) issuers in the surveyhich generally provided less
favorableresponses about the costs of compliance and 0ifns havesubsequentlpeen
exemptedrom Section 404(b) The results further show that issuers with a public float of $75
$250 milliontended to beomparable with issuers with a public float of $Z5MO0 million,
demonstrating that the $#250 milion issuers more proportionately benefited from the reforms
than the smaller (< $75 million) issughatare now exemptedTherefore, in light of the
extensive nature of the 2007 reforms, including new auditing standardgetteaigned with
the newManagemenGuidance for issuershe Staff believes that to meaningfully further reduce
the compliance burden of Section 404(b), any additional reforms beyond those implemented in
2007 would have to be significant rather than mardfhalowever, any changef such

8 SeeSection IV.B. of this study.
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magnitude also would most likeadverselyaffect the investor protections provided by Section
404(b).

A. Costs of Section 404(b) Compliance and its Components by Size and Year
Relative to the 2007 Reforms

Tablel revealsmostly adownward trend inotal Section404 compliance costs that is
independent of firm siz&. The declines in costs foreStion404(b)related audit feeand
outside vendocosts between prand pos2007 reform years were statistically significant for
the medum ($75$250 millionand$250$700 million) andarge (>$700 million) issuers:

e Forissuerswith public float between $7&nd$250 million, the average decline in
audit fees{13%) and outside vendor cost21.2%) was significant at the 10% level
and 5% evel, respectively’

e Forissuerswith public float between $258nd$700 million, the average decline in
audit fees{24.2%) and outside vendor cost®4.1%) was highlysignificant at the
1%level.

e Forissuers with public float >$700 million, the averdgeline in audit fees19.5%)
was significant at the 5% level while the decline in outside vendor e848) was
highly significant at 1% level.

e The drop in audit fees and outside vendor costs across time was not statistically
significant for smaller ($75 million) issuerswhich are now exempt from Section
404(b),and was mostly projected by #essuers themselves rather than realiZed.

Further details about the total costs of compliance and its component costs across the four

public float groups are discussed below. Specifically,

8 Table 1 reflects Table 9 in the 2009 study, partitioned into four groups based on public float (< $75 million, $75
$250 million, $2565700 million, and > $700 millionSeeSEC Study of the Sarban@sxley Act of 2002 Section
404 Internal Control over Financial Reporting Requiremenigranote86 at 46.

PA significance | e atthéreisia90% (M1=09) charite ofrtkedimdimgs being true. A
significance | evel of A . 05B06=.96)ccharcéwf theefiadngs bding Bue. At her e i s
significance | evel of fA. 1 0.80=.80) chah@ePthe firelings Iseingtiuat t her e i s

“As noted by the SEC Staff in the 2009 study, fcompare:«
to have less experience with Section 404(b) compliance at the time of the survey. This might explain why the

difference in costs across time is not significant for smaller companies and underscores the importance of
controlling for companies6 compliance experience when ¢
compliance. 0 S E C-Ox8eyy Actdy2002 Sectiorh4®4 I8eaanal lCantrad aver Financial Reporting
Requirementssupranote86 at 45.
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e The average total Section 404 compliance costs decséallows:
0 10.3% for smaller (€75 million)issters;
0 7% and 7.4% for medium ($78250 million and $25&700 million,
respectivelyjssuersand
0 20.9%for large (>$700 million)issuers.
e AverageSection 404(b) audit fees declinasl follows:
0 16.6% for smaller (&75 million)issuers;
0 13% and 24.2% for ntgum ($75%$250 million and $25&700 million,
respectively)ssuers; and
0 19.5% for large (3700 million)issuers.
e Average outside vendor costs declimsdollows:
0 25.9% for smaller ($75 million)issuers;
0 21.2% and 24% for medium ($755250 million andb250-$700 million,
respectively)ssuers; and
0 31%for large (>$700 million)issuers
¢ Following the 2007 reforms, there also was a decreamesiraganternal labor costs
andaveragenon labor costs across all size categorizes, but these resulthosthe
insignificant except for non labor costs for larGe$700 million)issuers
Furtheranalysisof the data ifrable 1 also generally reveals a decline in the-poe¥
reform period in average Section 404(b) audit fees as a percentage of aviataecton 404
compliance cost¥
e Pre2007 reforms:
0 40.4%for smaller (<$75 million)issuers; and
0 29.2%34.5% formedium ($75$250 million and $25&700 million) and
large (>$700 million)issuers.
e Post2007 reforms:
o 37.5%for smaller (<$75 million)issuers; and
o 27.3%28.2% formedium ($75$250 million and $25&700 million) and

large (>$700 million)issuers.

centages are calculated by dividing the mean
4040 costs reported in Table 1.
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Table 17 Cost of Section 404 compliance by size and year relative to 2007 refsr for Section
404(b)companies

This table reports summasyatistics for the total cost of Section 404 complianceitarmbmponents for
Section 408b) complianissuergeported by Audit Analytics in the relevant fiscal yeare{ Post and

Next) Preincludes firmfiscal year observations poating November 3, 2007;Postincludes all
completed firrfiscal year observations pedating November 15, 2007; ahixtincludes all firm
observations referring to the fiscal years in progress at the time of the stihegarliest completed

fiscal year end is Janua8, 2007 and the latest reported fee is for the fiscal year ending December 31,
2009. In cases wherissuershave two complete fiscal yearskme (Pos), we retain the fiscal year

closest to the passage of the refarm, the last (first) fiscal yeaorior to (following) the November 15,
2007 date.This approach resulted in a reduction of the overall sample-{iigal year observations) of
less than 2% and it ensures tissuersare not double counted in any coluntranel A (B, C, D) is
restrictedo issuerswith public float< $75 million §75$250 million, $2566700 million,> $700

million) in the relevant fiscal yearThe public float is from DataStream and measured as of six months
prior to the fiscal year endl'he earliest public float data from July 8, 2006 and the latest data is from
June 30, 2009When survey participants respondembt applicablé for outside vendor costs or non

labor costs, the responses were coded as Rasponses dgicannot estimatewere replaced with the
mean of normissing values conditional on the company assEt® last two columns report differences
in means and medians. ***, ** and * indicate significance at a 1%, 5%, and 10% levels, respectively.

% %
Pre Post Next PostPre  PostPre NextPos NextPos
Panel A: Public float $75M
A. 404(b) audit Mean 310,61 259,004 171,78« -51,609 -16.6% -87,220** -33.7%*
Med 200,00( 157,50C 116,75C -42,50C -21.3% -40,750*** -25.99%p***
N 63 99 162
B. Outside vendor Mean 194,42¢ 144,09¢ 98,55¢ -50,33€ -25.9% -45,538** -31.6%*
Med 98,00C 57,50C 50,00( -40,500*%*  -41.3%** -7,50C -13%
N 76 120 205
C. Internal labor Mean 327,14t 317,84¢ 283,69¢ -9,30C -2.8% -34,147 -10.79
Med 121,00C 145,20 121,00C 24,20C 20% -24,20( -16.79
N 61 98 167
D. Non labor Mean 55,87: 40,882 41,74~ -14,991 -26.8Y 863 2.1y
Med 12,50 10,00C 5,00C -2,50C -20% -5,00( -50¥%
N 76 117 200
Total Section 404
(A+B+C+D) Mean 769,26¢ 690,21¢ 581,17¢ -79,047 -10.3¥ -109,04: -15.8%
Med 579,271 439,46( 365,90( -139,817 -24.1Y -73,56( -16.7%
N 50 83 134
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Table 17 Cost of Section 404 compliance by size and year relative to 2007 reforms for Section

404(b) companies(contdd)
% %
Pre Post Next PostPre PostPre NextPos NextPosI
Panel B: Public float $7$250M
A. 404(b) audit Mean 263,492 229,127 206,57¢ -34,365 -13%’ -22,55! -9.8%
Med 180,00( 147,83¢ 147,00C -32,166* -17.9%** -834 -0.6%
N 364 398 365
B. Outside vendor Mean 189,701 149,43: 97,174 -40,269* -21.2%** -52,258** -35%***
Med 75,00C 60,00C 40,00C -15,000%* -20%**  -20,000*** -33.3%***
N 490 502 472
C. Internal labor Mean 429,64z 397,46( 388,80¢ -32,182 -7.5% -8,65¢ -2.2%
Med 242,00( 217,80( 211,75C -24,200 -10Y -6,05( -2.8%
N 419 437 411
D. Non labor Mean 73,29t 62,39¢ 66,642 -10897 -14.9y 4,24¢ 6.8%
Med 20,00C 13,75C 12,50C -6,250¢ -31.3% -1,25( -9.1%
N 485 492 461
Total Section 404
(A+B+C+D) Mean 903,72t 840,27¢ 728,701 -63,449 -T% -111,57¢ -13.3%
Med 664,00( 574,527 510,392 -89,473**  -13.5%* -64,13¢ -11.2%
N 315 344 314
Panel C: Public float $25870(M
A. 404(b) audit Mean 452,68( 343,30¢ 348,99: -109,375%*  -24.2%*** 5,68¢ 1.7%
Med 303,77¢ 257,07( 250,000  -46,705**  -15.4%*** -7,07(C -2.8%
N 304 331 291
B. Outside vendor Mean 244,904 185,87( 175,87z  -59,034**  -24.1%*** -9,99¢ -5.4%
Med 100,00(¢ 80,00C 75,00C -20,000* -20%’ -5,00( -6.3%
N 448 469 430
C. Internal labor Mean 593,381 590,18¢ 601,237 -3,197 -0.5% 11,05: 1.9%
Med 360,00( 342,73¢ 326,70( -17,267 -4.8% -16,03: -4.7%
N 382 398 369
D. Non labor Mean 107,621 97,88( 93,162 -9,741 -9.1% -4,71¢ -4.8%
Med 35,00 28,50( 25,00C -6,50C -18.6% -3,50( -12.3%
N 447 464 424
Total Section 404
(A+B+C+D) Mean 1,312,68: 1,215,80¢ 1,185,91( -96,874 -7.4% -28,89¢ -2.4%
Med 930,50( 839,64: 812,12¢ -90,857 -9.8% -27,51¢ -3.4%
N 272 288 258
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Table 17 Cost of Section 404 compliance by size and year relative to 2007 reforms for Section
404(b) companies(contdd)

% %
Pre Post Next PostPre PostPre NextPos NextPos
Panel D: Public float >$700
A. 404(b) audit Mean 1,400,44: 1,127,32¢ 1,045,15(  -273,118*  -19.5%** -82,17¢ -7.3%
Med 675,50(C 600,00( 547,08( -75,500* -11.2%** -52,92( -8.8%
N 595 659 598
B. Outside vendor Mean 695,522 479,832 343,88t -215,689*** -31%***  -135,944*** -28.3%***
Med 195,74(C 123,00( 90,00C  -72,740*  -37.2%**  -33,000** -28.8%0***
N 871 959 869
C. Internal labor Mean 2,765,20¢ 2,350,65¢ 2,193,36¢ -414,54¢ -15% -157,29:. -6.7%
Med 968,00( 847,00C 847,00C  -121,000* -12.5%** 0 0%
N 728 820 746
D. Non labor Mean 248,771 208,307 194,58¢ -40,464**  -16.3%** -13,72: -6.6%
Med 100,00( 62,50C 60,00C -37,500 -37.5%’ -2,50( -4%
N 869 954 863
Total Section 404
(A+B+C+D) Mean 5,041,70" 3,986,12: 3,685,747 -1,055,586**  -20.9%** -400,37¢ -10Y
Med 2,446,75( 1,993,80( 1,790,00( -452,950**  -18.5%*** -203,800 -10.2%
N 524 591 533

Table 2 reports the summary statistics for supayicipantdestimates of the percent of
audit fees, outside vendor costs, and internal labor costs attributed to Section 404(b)
compliance”® Overall, the mean share of audit fees allocated to Section 404(b) was significantly
lower post2007 reforms, exapt for smallef< $75 million)issuerghat are now exempt from
Section 404(b) complianceHowever, all issuers projected a statistically significant decline in
the percent of audit fees allocated to Section 404(b) beyond the firsefarsh year.
Regarding outside vendor costs, the mean share was only significantly low20@dseforms
for smaller (< $75 million) issueenda subset of mediun$250-$700 million) issuers. Finally,
the mearsharefor internal labor costs was nsignificantly diferent following the 2007
reforms regardless of size. Specifically,
e The mean share of the total audit fees allocated to Section 404(b) compliance ranged
from approximately35.8% to £.9% of the total compliance cogtse-2007 reforms
andwasinversely elated to théssuefs size During the first pos2007 reforms year,

this share was significantly lowéait the 5% level) for issuers with public float

% Table 2 reflects Table 10 in the 2009 study, partitioned into four groups based on public floan{#i6@5$75
$250 million, $256$700 million, and > $700 million)SeeSEC Study of the Sarban@xley Act of 2002 Section
404 Internal Control over Financial Reporting Requirementgranote86 at 49. Based on the 2009 study, the
values in Table 2 are management estimiatggen that it is an integrated audit, the percentage of audit fees
relating to ICFR is not separately determined.
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between $7&and$250 million, and highly significantly lower (at the 1% level) for
issuers with publi¢loat between $25and$700 million and issuers with public float
greater than $700 milligrwvhile insignificantly lowerfor smaller (<$75 million)
issuers. However, this share wasjected to continue to decreagea highly
significant rate (at the% level)beyond the first posteforms year, regardless of size
with both categories of medium issugrsjecting roughly equal decreases

42.9% to 32.5% [< $75 million]

40.4%to 34.1%[$75$250 million

40.0%to 34.4%[$250-$700 million

35.8%to 30.5%[> $700 millior]

o O O O

The mean share of outside vendor costs that was attributed to Section 404(b)
complianceranged fromapproximatelyl6.6% and &.3% pre-2007 reforms.
Although smaller (%75 million)issuersallocated higher shares of outside veando
costs to Section 404(b) compliance, both the mean and median realized of these costs
are significantly lowethe first postreforms year foboth the smaller ($75 million)
issuersand a subset of medium ($28@00 million)issuers The mean share of
outside vendor costs was mostly projected to continue to decrease beyond the first
postreforms year, regardless of sixath again both categories of medium issuers
projecting roughly equal decreases

0 36.3% to 23.8% [< $75 million]

0 28.5%to 26.7%[$75-$250 million]

0 30.7%to 27.0%[$250-$700 millior]

0 16.6%to 16%][> $700 millior]
The mean share of internal labor costs attributed to Section 404(b) compliance ranged
from approximately24% to 40%pre-2007 reformsand, once again, this share was
inversely reated to size However, it did not appear that this share for internal labor
costs was significantly different following the 2007 reformegjardless of size

0 40.06 to 31.4% [< $75 million]

0 31.9%to 32.6%[$75$250 million

0 32.4%to 33.6%[$250-$700million]

o 24.0%to 24.6%[> $700 millior]
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Table 27 Percent allocation of cost components to Section 404(b) compliance by yedatige to
2007 reforms and size

Survey participants provided an estimate of the percent of total audit fees, outside vestsloarmb
internal labor hours attributed to compliance with Section 404(b) requireme&his.table reports the
summary statistics for these allocations (in percentage ternisunrsize and year relative to the 2007
reforms. Panel A (B, C, D) is restted toissuerswith public float< $75 million ($75%$250 million,
$250$700 million, > $700 million) in the relevant fiscal yedPre, Post andNex). The public float is
from DataStream and measured as of six months prior to the fiscal yeartendarliest public float data

is from July 8, 2006 and the latest data is from June 30, 2B@8el E includes aissuers Preincludes
firm-fiscal year observations pdating November 15, 200Postincludes all completed firdfiscal year
observatios postdating November 15, 2007; aridextincludes all firm observations referring to the
fiscal years in progress at the time of the survéhe earliest completed fiscal year end is January 8,
2007 and the latest reported fee is for the fiscal yeangridecember 31, 2009n cases wher&ssuers
have two complete fiscal yearshme (Pos), we retain the fiscal year closest to the passage of the reform,
i.e., the last (first) fiscal year prior to (following) the November 15, 2007 dakés approachesulted in

a reduction of the overall sample (fitfiscal year observations) of less than 2% and it ensures#ogrs

are not double counted in any columWhen survey participants respondit applicablé for outside
vendor costs or nelabor coststhe responses were coded as zdResponses dicannot estimatewere
replaced with the mean of nanissing values conditional on the company assef® rows labele®ost

Pre (NextPost NextPre) report differences in means and medians. ***, ** ariddicate significance at

a 1%, 5%, and 10% levels, respectively.

Percent of outside vendor costs Percent of internal labor

Percent of audit fees allocated allocated to costs allocated to
to Section 404(b) Section 404(b) Section 404(b)

Mean Median N Mean Median N Mean Median N
Panel A: $75M
Pre 42.9 42.0 63 36.3 40.0 58 40.0 40.0 55
Post 40.5 40.0 99 27.2 20.0 89 36.8 35.0 95
Next 325 34.5 162 23.8 0.0 145 314 30.0 158
PostPre -2.4 -2.0 -9.1* -20.0** -3.2 -5.0
NextPost -8.0%** -5.5%*% -3.4 -20.0 -5.4 -5.0
NextPre -10.4%+* -7.5%x -12.5%+* -40.0*** -8.6**  -10.0**
Panel B$75-$25(M
Pre 404 40.0 364 28.5 20.0 303 31.9 25.0 345
Post 379 35.0 398 29.6 25.0 319 328 30.0 361
Next 341 313 365 267 20.0 316 32.6 25.0 346
PostPre -2.5%% -5.0¢* 11 5.0 09 5.0
NextPost -3.9%** -3.7%** -2.9 -5.0%* -0.1 -5.0
NextPre -6.4%%* -8.7%* -1.8 0.0* 0.7 0.0
Panel C: $25670M
Pre 400 40.0 304 307 20.0 268 324 25.0 303
Post 36.3 35.0 331 259 10.0 303 31.8 25.0 328
Next 344 34.0 291 27.0 10.0 288 336 30.0 302
PostPre -3.7%%* -5.0%** -4.8* -10.0** -06 0.0
NextPost -1.9 -1.0% 11 0.0 18 5.0
NextPre -5.6%** -6.0%** -3.7 -10.0** 1.2 5.0
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Table 27 Percent allocation of cost components to Section 404(b) compliance by yedatige to
2007 reforms and size (contdd)

Percent of outside vendor costs Percent of internal labor
Percent of audit fees allocated allocated to costs allocated to
to Section 404(b) Section 404(b) Section 404(b)

Mean Median N Mean Median N Mean Median N
PanelD: >$700M
Pre 35.8 35.0 595 16.6 0.0 510 24.0 20.0 603
Post 32.2 30.0 659 17.4 0.0 573 25.2 20.0 678
Next 30.5 30.0 598 16.0 0.0 530 24.6 20.0 614
PostPre -3.6%** -5.0%** 0.9 0.0 1.2 0.0
NextPost -1.6%* 0.0** -1.5 0.0** -0.6 0.0
NextPre -5.2%* -5.0%* -0.6 0.0** 0.6 0.0
PanelE Allissues
Pre 38.3 38.8 1,326 24.1 10.0 1,139 28.7 25.0 1,306
Post 35.2 347 1,487 23.1 10.0 1,284 29.3 25.0 1,462
Next 325 31.0 1,416 22.0 0.0 1,279 29.2 25.0 1420
PostPre -3.2%xx -4 1xxx -0.9 0.0 0.6 0.0
NextPost -2.7*+* -3. 7% -1.1 -10.0%** -0.1 0.0
NextPre -5.9%** -7.8%** -2.1* -10.0%** 0.5 0.0

To detemine if experience in&tion 404 compliancean explain the reduction in costs
documentedh the previous table§ able3 reports total 8ction404 compliance costs fgsuers
sorted by public float and the number for years of compliance experienc8esttn404(b)®*
The results show thathen focusing omssuersvith more than one year of compliance
experience, the total costs are significantly logatithe 5% leveljollowing the 2007 reforms
amongmedium($75$250 millionand$2506$700 million) issuerscomplying for the second time
with Section 404(b). In additiorthe total costs are significantly lowgt the 10% level)
following the 2007 reform®or a subset of mediun$250$700 million) issuersomplying for
thethird time with Sction 404(byand highly significantly lower (at the 1%) level for large (>
$700 million) issuers complying for the fourth time.

The data in Table Bz2veals no significant difference in the mean total cost of compliance
as a fraction of assets betwessuerswith a public floatof < $75million and issuersvith a
public floatof $75-$250 million. However, there was a statistically significant difference in the
mean total cost of compliance as a fraction of assets betssarswvith a public floatof $75
$250 million andissuerswith a public floatof $256$700 million.

% Table 3 reflects Table 12 in the 2009 study, partitioned into four groups based on public float (< $75 milkion, $75
$250 million, $2565700 million, and > $700 million)SeeSEC Study of the Sarban@sxley Act of 2002 Section
404 Internal Control over FinaradiReporting Requirementsipranote86 at 53.
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Table 3shows that for 8ction404(b)issuersthe total cost of compliance as a fraction of
asset@appears to decreaasthe size of the issu@ncreases.In addition, for all size cagorizes,
scaled compliance costs typically decreased with the number of yeastiang04(b)
compliance experiencdn particular, a comparison of compliance costs over tirag 4+ yrsi
1 yr) reveals a statistically significant reduction in coraptie costs for medium ($#250
million and $256%$700 million) issuers and large (> $700 million) issuers relative to small (< $75
million) issuers.These reductions may be attributable to the absorption ofugtaxdsts and
other nonrecurring fixed cots, as well as the 2007 reformbloreover, these results are
consistent with the notion that experience widtt®n404 compliance may explain some of the

differences in compliance costs.

Table 371 Total Section 404 compliance cost scaled by total assets, by size and years of Section
404(b) complianceexperience

This table reports mean total cost of compliance with Section 404 as a fractionssugis total assets,
measured at the end of theevant fiscal year.In this table,ssuersare segmented by their public float

and by the number of years of experience complying with Section 404(b) in the relevant fiscdlhgear.

unit of observation is a firdiscal year, the corresponding publiodt is downloaded from DataStream

and measured as of six months prior to the fiscal year end, and Section 404(b) compliance status for the
relevant year is from Audit AnalyticsThe earliest completed fiscal year end is January 8, 2007 and the
latest reprted fee is for the fiscal year ending December 31, 2009. The earliest public float data is from
July 8, 2006 and the latest data is from June 30, 200fhen survey participants respondgaabt
applicabl® for outside vendor costs or ndaibor costs, theesponses were coded as zeResponses of
ficannot estimatewere replaced with the mean of nonissing values conditional on the company assets.
The row labele®@yrs- 1yr [3yrs- 2yrs 4yrs- 3yrs, 4yrs- 1yr] report differences in means between the
corresponding subsamples***, ** and * indicate significance at a 1%, 5%, and 10% levels,
respectively.

Public Float
(1) &) (€) 4
$75M $250M
stats <$75M $250M $700M >$700M (2}(1) (3)x(2) 4)-(3)
1 year mean 0.70 0.77 058 0.14 0.07 -0.20* -0.44x*
N 25 109 68 92
2 years mean 0.53 0.52 0.37 0.11 -0.00 -0.15* -0.27%*
N 20 87 53 82
3 years mean 048 049 0.28 0.11 0.01 -0.21%+* Q.17+
N 40 231 232 453
4+ years mean 0.64 0.41 0.25 0.08 -0.23 -0.164**  -0.17**
N 28 141 177 416
2yrs- 1yr -0.17 -0.25** -0.20* -0.03
3yrs- 2yrs -0.05 -0.04 -0.10* -0.00
4+yrs- 3yrs 0.17 -0.08 -0.02 -0.03***
4+yrs- 1yr -0.05 -0.36*** -0.32%** -0.06***
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B. Survey ParticipantsdPerceptions of the Impact of the 2007 Reforms on the
Costs of Compliance

In an optional section of the survey, participants characterized the imghet2G07
reformson the cost of complying with Section 404quirements.Table 4 reveals that on
average, issuers perceive that the 2007 reforms helped reduce the cost of complying with Section
404 Although this result holds truat a high level of statistical significanz@lependent of the
size of the issuer, large (> $r@nillion) issuers ascribe a larger impact to the reforms, while a

subset of mediunty5$250 million) issuers ascribe a smaller impact to the reforms.

Table 47 Impact of 2007 reforms on cost of compliance for Section 404(bdmpaniesi (Optional
Survey Section)

In an optional section of the survey, participants characterized the impghet2§07 reformsen the costs
of complying with Section 404 requiremeniBhe response could vary betweérand+1, where:-1
referred tafia decreasé 0 referred tailittle or no impac® +1 referred tdfian increase. Alternatively,

the response could Ifiaot sur@ or finot applicable This table is restricted to Section 404igguersand
reports summary statistics for the particip@nesponses to @stions about the isolated and combined
impact of the reforms on compliance codssuersare segmented bad onpublic float, measured as of
2008. The column labeleMeanreports the mean response in the relevant saripie.row labeled2)-
D) [(3)-(2), (3)-(2), (4)-(2), (4)-(2), (4)-(3)] reports differences in mean responses across the relevant
subsamples. ***, ** and * indicate significance at 1%, 5%, and 10% levels, respectively.

decrease/none/increase
N -1 0 1 Mean

<$75M (1) 40 47.5% 50.0% 2.5% -0.450**
Impact ofManagement
Guidance on total cost of $75M-$250M (2) 189 27.%% 66.1% 6.4%  -0.212%+*
compliance $250M$700M @) 187 33.2% 65.2 1.6% -0.316**
>$700M 4) 364 45.3% 53.3% 1.4%  -0.440*+*

@)- (1) 0.238*
(3)- (1) 0.134
(3)-(2) -0.104*
@)- (1) 0.010
@-©2 0.228%*
@)-(3) -0.124**

<$75M (1) 41 48.8% 46.3% 4.9%  -0.439%*
Impact of Auditing Standard No. $75M-$250M (2) 191 39.8% 52.%% 7.%  -0.319%*
5 on total cost of compliance $250M$700M @) 191 56.0% 41.%% 2.6%  -0534**
>$700M @) 373 66.5% 31.4% 2.1%  -0.643**

% Table 3 reflects Table 17 in the 2009 study, partitioned into four groups based on public $8atmillion, $75
$250 million, $2565700 million, and > $700 million)SeeSEC Study of the Sarban@sxley Act of 2002 Section
404 Internal Control over Financial Reporting Requiremenitgranote86 at 70.
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Table 41 Impact of 2007 reforms on cost of compliance for Section 404(bdmpaniesi (Optional
SurveySection) (contdéd)

decrease/none/increase

N -1 0 1 Mean
2)- (1) 0.120
3)- @) -0.095
3)- () -0.215++
@ - Q) -0.204*
@-@) -0.324* *
@-(3) -0.109"*

) ) <$75M (1) 40 55.0% 40.0% 5.0% -0.500%**
Combined impact of

Management Guidance and AS $75M-$250M (2) 192 41.2% 51.0% 7.8%  -0.333**
on total compliance cost $250M$700M @) 190 55.3% 42.6% 2.1%  -0532¢*
>$700M @) 357 69.1% 296% 13% -0.677**
2)- () 0.167
(3)- (1) -0.032
3)- () -0.198++
- @ -0.177*
®-© -0.344%**
@-@ -0.146**

Finally, survey participantended to provide a relatively favorable assessmethieof
impact ofAS 5 in terms of the amount of time required for auditor attestation, ahd difect
and indirecieffects of &ction 404 compliancen a number of factors, including the quality of
the internal control structure and financial reporting and gpingtedecisions’®
e Approximately 60% of all respondents believe AS 5 reduced the time required for
auditor attestation under Section 404¢bgdium ($75$700 million) and large (>
$700 million) issuers perceived the time reduction to be greater thgpeticatved by
smaller (< $75 million) issuer¥.
¢ Overall, some of the positive direct effects to Section 404 compliance ascribed by

respondents included:

% The findings are based on the results from Table 14 and Table 15 in the 2009Sste8FC Study of the
Sarbane®xley Act of 2002 Section 404 Internal Control over Financial ReportaguiRementssupranote86 at
49, 64.

" The findings are based on the results from Table 18 in the 2009 Seeil. at 72.
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improved quality othe internal control structure;

improved confidence by the audit committee inithe s UGFR; 0 s

o O O

improved quality of théssuets financial reportingand

0 improved ability of thassuerto prevent and detect fraud.
When assessing the indirectestts of Section 404 complianceetmajority of
respondents perceived no effect on

o theissuers ability to raise capital;

0 investor®confidence in théssuer;

o the liquidityof the issuegls common stock; or

o the issueds overall value.
Nearly 40% of respondents claimed that they were more confident in the financial
reports of other Section 404mpliant issuersas opposed to only about one in four
that found compliance to improvevestor§confidence in their own compadsy
reports. This discrepancy may imply tiiabrporate insidetgepresentation of the
benefits enjoyed by users of financial statements as a result of Section 404
compliance may be downward biasgg.
The perceived net benefits of Section 404 compliance significantly increased with the
size of thassuer The averagperceived net benefits of Section 404 compliance in
the first fiscal year pos2007 reforms was higher relative to the prior year across all
sizesof issuerssignificantly so for medium ($7$250 million and $25&700
million) issuersand large (> $700 rition) issuers
Net benefits were also expected to continue to be highenbeie first posteform
year.
Although approximately 44% of respondents from UsSuerdndicated that Section
404 requirements prompted their companies to seriously or astgaswhat
consider going private, this result was largely driven by smaller (< $75 million)
issuers, which are now exempt from Section 40%{(ISeventy percertdf smaller (<

$75 million) issuers reported that their companies considered going private as a result

% Sedd. at 57.

9d.
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of Section 404 requirements. Among foreigsuers 26% of respondents reported
their company had seriously considered delisting, while 25% report to have
consideredhis option less seriously. Similar to the evidence for domssters

this result primarily reflects the responses of smaller foreign issuers. The evidence
implies that respondents from small issuers more frequently reported that their

companies hadonsidered delisting than did respondents from larger is&ifers.

10014 at 66.
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IV. Discussion of Public Comments

Input from the public informed the Sté&ffanalysis opotentialways to reduce the
compliance burden for issuers witfi%$250 million in publicfloat.’®* In particular, the
Commission solicited public input about the unique characteristics of these issuers and about
how to reduce the compliance burden of complying with Section 404 (ylaettier it would
encourage the listing of IPOs in thaitéd States. The Staff also considered public input
previously received on the compliance burden of Section 404(b) from other Comnaisdion
PCAOBactions described in Section | of this studyhe Staff is also awatbat there are
continuingnegative percejminsattributed tathe Sarbane®xley Act, including Section 4042

As discussed in Section VI of this studyete were few suggestions provided from the
public input that addressed technigder further reducing the compliance burden while
maintaininginvestor protectionwithout providing a complete exemptiofor examplethe
threeindustry groups that advocated an exemption from Section 404(b) for isstlerstudied
market capitalization rangéid not provideotherrecommendationtr reducirg the compliance
burden Several of the other suggestions short of an exemption were considered by either the
Commission or the PCAOB in adopting the 2007 reforms, but were not adopted.

However, the Staff believes that certain other suggestions from the fut#duce
compliance costs are likely to take into account both the compliance costs and effectiveness for
all issuers, including those subject to this study. These relate to suggestions regarding the
PCAOB potentially publishing additional observasam Section 404(b) implementation and the
COSJs project to update its internal control framework.

19111 addition to recommendations regarding the population of issuers withiZ&GBmillion in public float, several
commenters made recommendations for disclosures for issuers that are already exempt from Section 404(b). One
commenter recommended that the Commission amend certain disclosure requirements for issuers that are exempt
from the reporting requirements of Section 404(b), both by changing the front cover of F&ramtirequiring

more prominent disclosure within tfierm. Another commenter recommended that the auditor be required to state

in its report that it did not audit the ICFR of issuers that are exempt from Section 404(b).

1925ee, e.gWhatever Happened to IPOYPALL ST.J, Mar. 22, 2011. This editorial anitial public offerings

stated that AQxhleey2 OO0a2wéSarribgagneersed bi I | i onapublit dol | ars in
compani esdannektdrngl audit ofé a companyés financi al |
ofthetrali t i onal audits of corporate financial statementséT
benefits of going public are worth the costs. 't ds i n
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A.

Requestfor Public Comment in Connection with this Study

On October 14, 2010, the Commission requested public comment in connection with this

103

study-=" The request invited commerds the following topics:

(1)

(2)

3)

(4)

(5)

(6)

(7)

(8)

(9)

guantitative and qualitative information about the trends of internal and external
costs of having an external auditor attest to managémasgessment under Section
404(b) for issuers with a plib float between $75 million and $250 million from

the first year of required compliance to the present;

current cost of auditor attestation under Section 404(b) in relation to overall cost of
compliance with all of Section 404€., including manageme@ assessment
required by Section 404(a)) and changes to this relative cost over time;

characteristics of internal controls, manager@eavaluation process and corporate
governance of subject issuers that distinguish them tiwer issuers;

unique audit planning and performance characteristics, if any, associated with
subject issuers;

incremental effort for preparers and auditors to comply with the auditor attestation
requirement of Section 404(b) for an integdaseidit beyond the efforts that would
already be incurred to comply with the requirements for a financial statement only
audit, including the requirement to evaluate internal controls in connection with
such an audit, for subject issuers;

whether ad how initiatives of the Commission, such as the CommigSiodance

Regarding ManageméstReport on Internal Control Over Financial Reporting

Under Section 13(a) or 15(d) of the Securities Exchange Act of h834 reduced
the burden of complying withetion 404(b) for subject issuers;

whether and how any aspects of Public Company Accounting Oversight Board
(PCAOB) Auditing Standard No. Such as its focus on risk and materiality,
scalability, tailoring of testing to risk, and extent of peredittse of the work of
others, have reduced costs of compliance with Section 404(b) versus PCAOB
Auditing Standard No. 2 for subject issuers;

whether and how other initiatives of the PCAOB, such as its staff guidance for
auditors of smaller public copanieshave reduced the burden of complying with
Section 404(b) for subject issuers;

whether and how initiatives of the Committee of Sponsoring Organizations of the
Treadway Commission (COSO), such as the June 2006 guidance for smaller public

193 Release No. 363108 (Oct. 14, 2010).
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(10)

(11)

(12)

(13)

(14)

(15)

(16)

(17)

companies on internal control over financial reportiagd the January 2009
Guidance on Monitoring Internal Control Systeimesye reduced the burden of
complying with Section 404(b) for subject issuers;

whether and how initiatives of any other orgaian have reduced the burden of
complying with Section 404(b) for subject issuers;

the possibility that guidance or rules issued by the Commission, PCAOB or others
could further reduce the burden of complying with the auditor attestation
requiremat of Section 404(b), while maintaining investor protection, for subject
issuers, and any specific recommendations concerning any such guidance or rules;

the impact on investor protection, investor confidence, and the cost of capital
arising from the establishment and ongoing compliance with Section 404(b) by
subject issuers, including in the context of initial public offerings;

the degree to whicimvestor protection, investor confidence, and the cost of capital
would increase or decrease, if any, as a function of each specific recommendation
by which the Commission, the PCAOB, or others might reduce the burden of
complying with Section 404(b) foubject issuers, while maintaining investor
protection;

the impact of costs of complying with the auditor attestation requirement of Section
404(b) on company decisions to list on exchanges in the United States versus
foreign exchanges in initial plic offerings for subject issuers after the offering;

the impact of costs of complying with Section 404(b) on company and investor
decisions to engage in initial public offerings versus other financing alternatives for
issuers whose public fload Expected to be between $75 million and $250 million
after the offering;

potential effect on the number of companies listing initial public offerings in the
United States of a complete exemption from the internal control audit requirements
for suhect issuers, and the potential effect on listings for each specific
recommendation for reducing the compliance burden of such requirements on
subject issuers;

any qualitative differences between subject issuers that might list securities on a
U.S.exchange in connection with their initial public offerings if the existing

internal control audit requirement of Section 404(b) remains in effect and subject
issuers that might list securities on a U.S. exchange in connection with their initial
public offerings if subject issuers are completely exempt from the internal control
audit requirements of Section 404(b), and any such qualitative differences that may
arise from each specific recommendation for reducing the compliance burden of
such requirements ®ubject issuers;
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(18)

(19)

(20)

(21)

(22)

(23)

the potential effect of a complete exemption from Section 404(b) for subject issuers
on matters such as: raising capital; engaging in mergers, acquisitions and similar
corporate transactions; and attracting and retaining quailiftexpendent directors;

whether and how the use of the audiattestation report on internal control over
financial reporting for subject issuers differs from the use of the atsldtiestation
report on internal control over financial reporting for issuers whose public float is
greater than $250 million and the reason(s) for those differences;

guantitative and qualitative information about whether and how compliance with
Section 404(b) has benefited investors and other users of financial statements of
subject issuers;

whether and to what extent auditor attestation reports on internal control over
financial reporting enhances confidence in managemeastessment die
effectiveness of its internal control over financial reporting, improves the reliability
of financial reporting and improves the prevention and detection of fraud and other
misconduct for subject issuers;

any additional information for the Comssion to consider to describe the
illustrative population and how the Commission could reduce the burden of
complying with Section 404(b) on that population; and

any other information commenters would like the Commission to consider in
regards tohe study.

1 Summary of Comments Received

The Commission received a total of twelve comment lett¥rshe following table

shows the number of letters received by group:

Investor Groups”

Public Accounting Firms and Affiliated Organizatiofts
Industry Organizatiost’’

Individuals *®

WIWAIN

194 This number reflects comments received throAghil 21, 2011. Full text of these comment letters is available
at http://www.sec.gov/comments/ZB-10/s72910.shtml In addition to these twelve letters, an additional comment

letter (Stephen A. Boyko) was received, addressing subjects not related to the scope of this study.
105 segletters from Council of Institutional Investors (ClIl) and CFA Institute.

1% sedetters from Center for Audit Quality (CAQ), Deloitte & Touche LLP (Deloitte), Ernst & Young LLP (E&Y),
and Grant Thornton LLP (Grant Thornton).

197 sedetters from Biotechnology Industry Organization (BIO), American Bankers Association, and Iddepen
Community Bankers of America (ICBA).

108 segetters from Georg Merkl (Merkl), John L. Pierschbacher, and James Brady Vorhies (Vorhies).
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Following is a summary of comments received, grouped by the subject of the comment.

Whether some portion aésuerswith public float greater than $75 million should be
exempt from 404(b)

Six commenter$® (including all of the Investor Groups and Accounting Firms) stated
that they did not support extending the 404(b) exemption tasaogrswvith public float greater
than $75 million:

o Onecommentel®believes that any such exemption would hafieenative eect on
bothinvestor®ability to review and analyze potential investments in these
companies, and that the exempted issuers themselves will be less rigorous in the
design and application of ICFRsAs a resultthis commentecontendghat
investorsiwill pay with higher longterm capital costs than they would have
otherwise had to pay.

e Anothercommente*! cited a recent study by COSO that analyzed financial
statement fraud cases over the past 10 yéansted thaficompanies committing
fraud had mediarevenues and totaksets just under $100 milligrandfurther
noted that:

In addition to the negative stock market reactions to news announcements
about alleged fraud or fraud investigations, many fraud firms suffered long
term consequences, includibankruptcy, delisting by national exchanges,

and material asset sales. Tweatght percent of fraud firms were bankrupt

or liquidated within two years from the year in which the SEC issued the last
[Accounting and Auditing Enforcement Releasglptedto the fraud, and 47
percent were delisted from a national stock exchange. Material asset sales
also affected about 62 percent of fraud companies. These rates of occurrence
were significantly higher than the experiences ofraad firms during those

yeas.

199 Sedetters from CFA Institute, Cll, CAQ, E&Y, Deloitte, and Grant Thornton.

19 sedetter from CFA Institute.

1 sedetter from CII.

12 Committee of Sponsoring Organizations of the Treadway Commidsiangdulent Financial Reporting 1998

2007, An Analysis of U.S. Public Compargday 2010)available at
http://www.coso.org/documents/COSOFRAUDSTUDY2010.pdf
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e Another commentel*® commenting on the risk of fraud at smaller public companies,
stated:

Further, research has shown that the incidents of material internal control
deficiencies, financial statement restatements, and fraud are all more prevalent
in smdler companies indicating that smaller companies have the greatest need
for improvement in their internal control systems. Accordingly, we strongly
believe that it is neither warranted nor prudent to eliminate compliance with
Section 404(b) for subjectdsers. Section 404 should be viewed as the
underpinning of reliable financial reporting, rather thaxmpliance burden.

Four commenter$? suggested that extending tBection404(b) exemption téssuers
with apublicfloat up to $50 million would be apmpriate:
e Onecommened*that

The overwhelming majority of [biotech] ngpanies do not have revenue and
are years away from putting a product on the market. An exemption from
Section 404(b) for companies with public floats of $250 million or less would
help these companies continue to grow mgithis rough economic climate.

e Another commentét® fistrongly favors extendingthe exemption to public
companiesvith public float between $7&8nd$250 milion, noting thafimicro-cap
and smaHlcap companiedisproportionately share in the compliance burden and costs
of Section 404, particularly the external audit costs of complying with Section
404(bp and theficosts far outweigh the benefis.

e Another commentét’ also supportedxtending the exemption, stagithat although
the costs of compliance have falléthey are still unreasonably large, especially in
relation to the size of these compardes.

Another commentét® did not advocate a complete exemptioni$suerswith market

capitalization up to $250 midin, but rather suggested that certain accelerated filers that did not

113 Sedetter from Grant Thornton.

114 Sedetters from American Bankers Association, BIO, ICBA, and John L. Pierschbacher.
15 Sedetter from BIO.

18 sedetter from ICBA.

17 Sedetter from American Bankers Association.

118 gsedetter from Merkl.
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