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SARBANES-OXLEY AT FOUR:
PROTECTING INVESTORS AND
STRENGTHENING MARKETS

Tuesday, September 19, 2006

U.S. HOUSE OF REPRESENTATIVES,
COMMITTEE ON FINANCIAL SERVICES,
Washington, D.C.

The committee met, pursuant to notice, at 2:10 p.m., in room
2128, Rayburn House Office Building, Hon. Michael G. Oxley
[chairman of the committee] presiding.

Present: Representatives Oxley, Baker, Bachus, Royce, Kelly,
Biggert, Fossella, Feeney, Brown-Waite, Neugebauer, Price,
McHenry, Campbell; Frank, Kanjorski, Maloney, Watt, Hinojosa,
Scott, Davis of Alabama, and Cleaver.

The CHAIRMAN. The committee will come to order. Consistent
with the rule 3(f)2 of the rules of the Committee on Financial Serv-
ices for the 109th Congress, the Chair announces that he will limit
recognition for opening statements to the Chair and ranking minor-
ity member of the full committee, the Chair and ranking minority
member of the Subcommittee on Capital Markets, Insurance, and
Government-Sponsored Enterprises, or to their respective des-
ignees, for a period not to exceed 16 minutes, evenly divided be-
tween the majority and minority. Prepared statements of all mem-
bers will be included in the record. The Chair now recognizes him-
self for an opening statement.

Good afternoon. This will likely be the final time I am chairing
the Financial Services Committee, and the subject is most appro-
priate: the Sarbanes-Oxley Act. You may have heard of that. Al-
though it is named for two chairmen, it is the product of our legis-
lative process. Senator Sarbanes and I have received both credit
and blame in approximately equal doses, actually more blame prob-
ably. Nevertheless, Sarbanes-Oxley was necessary given the sub-
stantial damage both to our capital markets and to individual in-
vestors.

The day I took office on July 21, 1981, Americans were faced
with skyrocketing inflation and an Israeli-Lebanese conflict. Then-
Federal Reserve Chairman Paul Voelker testified that day before
the House Banking Committee and said, “Dealing with inflation is
essential to our future wellbeing as a Nation.” The Dow Jones In-
dustrial Average closed at 934; the S&P 500 at 128. At that time,
6.9 million households invested in mutual funds. Mutual funds had
total assets of $241 billion.
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Since that day, the American investor and our capital markets
have weathered many events: the insider trading scandals and the
savings and loan debacle in the mid- and late 1980’s; the deflation
of the Internet and telecom bubbles; and the 9/11 terrorist attacks;
and perhaps the most daunting crisis for the American investor,
the largest corporate scandals in American history in the inaugural
years of this century.

Congress’s response to these scandals was the Sarbanes-Oxley
Act, signed into law on July 30, 2002. With this legislation, Con-
gress set about restoring investor confidence in our capital markets
by strengthening the financial reporting and generally raising the
bar in our public companies.

Nearly every provision in the Act can be tied to improving the
accuracy and reliability of corporate disclosures, which is at the
heart of the Federal securities laws. Sarbanes-Oxley requires more
timely and complete disclosure of material information and under-
scores the duties of the individuals and entities monitoring finan-
cial reporting from management and boards of directors to audit
committees and auditors.

I believe that the Act has been a success. More Americans than
ever are invested in the market. Over 53 million households own
mutual funds, a nearly ninefold increase from my first day on the
job. Americans now have $9.5 trillion invested in mutual funds, 35
times as much as in 1981.

Today the Dow Jones Industrial Average and the S&P 500 are
near their all time highs, and we have indeed become a Nation of
investors. The Act, though, is still in its implementation stage, par-
ticularly for the most criticized of the provisions, Section 404, re-
quiring management’s report on internal controls and an auditor’s
assessment of this report.

I must note that Section 404 was not in the original House
passed bill. So maligned is this provision that some are using it to
try to impede the New York Stock Exchange/Euronext merger or
to try to disrupt other potential cross-border exchange transactions,
claiming that the Act will apply to companies listed solely in Eu-
rope, a claim that is simply false. Sarbanes-Oxley always has ap-
plied only to companies listed in the United States.

Ironically, Section 404, surely the most costly provision from the
company’s perspective, may be one of the most beneficial to inves-
tors. Companies—the board of directors, audit committees, and
management—are more engaged in ensuring a proper system of in-
ternal controls over financial reporting. In a corporate board mem-
ber survey, 81 percent of senior executives reported Section 404
compliance as a success, and 76 percent of senior executives believe
Section 404 compliance has motivated improved internal controls.
Stronger financial reporting benefits investors, and improved ac-
counting transparency fortifies our capital markets.

That being said, Section 404 has proved costlier than originally
anticipated. I continue to believe that these costs are due not to the
text of the Act but to an overzealous implementation of these inter-
nal control provisions.

I commend our witnesses today, our former colleague, Chris Cox,
Chairman, of course, of the SEC, and Mark Olson, Chairman of the
Public Company Accounting Oversight Board, for leading efforts in
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making this implementation effective and cost-efficient. I support
their bold intentions to revise Auditing Standard No. 2 to provide
further implementation and guidance to public companies and their
auditors. I look forward to hearing their views on these efforts as
well as the impact of Sarbanes-Oxley on investor confidence.

With that, I yield to the gentleman from Massachusetts.

Mr. FRANK. Thank you, Mr. Chairman.

I think it is appropriate that you be presiding at your last hear-
ing on the legislation which bears your name, because I think it is
an important part of the legacy that is built of bipartisanship and
of sensible regulation, regulation that is market-enhancing rather
than interfering with the market. I think that ought to be our
watch word.

This is legislation written to help the market work better and
that, I think, is the role that we should be trying to fulfill when
it is necessary to do something and possible to do it in this way.

I also support your view that much of the criticism has been
overborne. I was struck recently by an article, I think, in the New
York Times, that a number of private companies not legally man-
dated to follow Sarbanes-Oxley are finding it useful to adopt some
of the procedures, that they find this enhances their reputation,
that this enhances their ability to deal with a whole range of other
parties, lenders, customers, potential partners and venturers and
others.

I do agree that there is now some need for change, and I have
to say, if having enacted something this far-reaching—and I can’t
claim a lot of credit for this. I was not the ranking member at the
time. Former colleague John LaFalce was, and he deserves a great
deal of credit because he was a leader, as you know, Mr. Chairman,
in that effort with you. But as I look at this, it would be very sur-
prising if we had gotten it 100 percent right the first time in a
somewhat new area. So, clearly, there is room for change.

I do believe that the essential legislative structure is sufficiently
flexible, so there is no need for legislative change. And you and I
have had conversations with both of our witnesses, and I think
there clearly is enough flexibility in the statute as written for the
SEC and PCAOB to be able to make the adjustments that are nec-
essary.

This can be made less burdensome without in any way compro-
mising its core purpose. I look forward to our witnesses being able
to do that in their respective agencies, and my hope is that, early
next year at some point or next spring, we will see some revisions
that they have both put through that will make this more flexible;
as I said, less of a burden but without any serious imposition. I
think some of the burdens have been exaggerated, but I think, in
some cases, more has been required of people than we ought to be
requiring, but in a framework which allows them to cut back on
some of the excessive rules and regulations without compromising
the core.

So I am glad that we are having this hearing in which we can
reinforce what I believe is a consensus view in the Congress, not
unanimous, but representative of a very large number of us, and
I look forward to their doing it. Thank you.

The CHAIRMAN. I thank the gentleman.
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The chairman of the subcommittee is running late, so we will
recognize the gentleman from Pennsylvania, Mr. Kanjorski.

Mr. KANJORSKI. Mr. Chairman, just over 4 years ago, after a
tidal wave of corporate scandals, we adopted the Sarbanes-Oxley
Act. We are meeting today to review the effects of this landmark
law on our capital markets. I believe that it has strengthened cor-
porate responsibility, improved auditing results, and enhanced in-
vestor confidence.

Since the enactment of the Sarbanes-Oxley Act, however, we
have regularly heard complaints from some parties about the cost
of complying with the law. In particular, the statute provisions re-
garding internal control audits have become the subject of an ex-
tensive public debate. I would therefore like to focus my comments
this afternoon on this area of the law.

We designed Section 404 to require publicly-traded companies
and their auditors to assess a firm’s policies, practices, systems,
and procedures to prevent abuse, protect against fraud, and ensure
proper accounting. This provision also requires companies to report
any material weaknesses in these internal controls—and work to
fix those problems—before financial reporting failures occur. This
mandate helps public corporations to decrease their risk of future
stockholder losses.

As I noted last year when we reviewed these matters, Section
404 has another important benefit: This provision is helping execu-
tives to better understand the financial reporting shortcomings
within their companies, allowing them to recognize the nature of
the problems earlier and adopt reforms and accounting procedures
expeditiously. This work also is helping to provide important assur-
ances to the senior officers of public companies who now must sign
statements attesting to the accuracy of their financial statements
under Section 302 of the Sarbanes-Oxley Act.

In May, the Public Company Accounting Oversight Board and
the Securities Exchange Commission announced the steps that
they would take to improve the implementation of Section 404, par-
ticularly for small public companies. Hopefully these efforts will re-
sult in the establishment of a “roadmap” that provides smaller
companies and their auditors with the tools needed to achieve the
benefits of strong internal control without unnecessary cost.

In addition to addressing questions about Section 404 implemen-
tation, I hope that our distinguished witnesses will examine an-
other budding issue: how the Sarbanes-Oxley Act affects listed
companies when an American exchange like the New York Stock
Exchange or NASDAQ purchases or merges with a foreign one. I
would also like to know the thoughts of our expert witnesses about
what reforms, if any, we should adopt to protect investors in our
increasingly interconnected international capital markets. Is it, for
example, timely to consider the creation of an international securi-
ties framework?

In closing, Mr. Chairman, today’s hearing is a fitting way to end
your Congressional career. As the Public Company Accounting
Oversight Board and the Securities and Exchange Commission
work to implement the law that bears your name, it is appropriate
for us to review their progress.

The CHAIRMAN. The gentleman’s time has expired.



5

We now turn to our distinguished witnesses. Chairman Cox, we
will begin with you.

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

Mr. Cox. Thank you very much, Mr. Chairman, Ranking Member
Frank, and members of the committee. I very much appreciate
being invited to testify on behalf of the Securities and Exchange
Commission concerning the impact of the Sarbanes-Oxley Act of
2002. As you know, I have submitted formal written testimony that
has been approved by the entire Commission. With your permis-
sion, I would like at this moment to summarize that testimony and
also to add a few of my own thoughts.

The CHAIRMAN. Without objection.

Mr. Cox. As I mentioned, I am especially pleased to be here, but
particularly so because I am sitting next to Chairman Mark Olson
of the Public Company Accounting Oversight Board. We are work-
ing together very closely to implement the Sarbanes-Oxley Act.

On this fourth anniversary, I would like to begin by recognizing
the leadership of this committee under Chairman Oxley, Ranking
Member Frank, and Ranking Member LaFalce. When President
Bush issued his 10-point plan to improve corporate responsibility
and to protect America’s shareholders on March 7, 2002, in the
wake of the collapse of Enron, this committee put forward a blue-
print that contained many of those elements. Most of the essential
provisions of this committee’s legislation were included in the con-
ference report in the final Sarbanes-Oxley Act.

As a member of this committee, at the time, I well remember the
significant work that preceded the drafting of the legislation, in-
cluding extensive hearings and the considerable effort that you led
to shepherd the bill through the legislative process. I particularly
remember the House-Senate conference and the immediately evi-
dent significance of the eventual product, the most sweeping mod-
ernization of our system of securities regulation since the initial en-
actment of the Federal securities laws more than 70 years ago.

Even though it has only been 4 years since the passage of Sar-
banes-Oxley, the law has done already what few other Congres-
sional enactments can claim: It has entered the popular culture. It
has its own acronyms, its own nicknames, SOX and Sarbox. It has
its own devoted Web sites, including an advice column titled, Dear
Ms. Sarbox.

But most impressive by far is that, in addition to having
spawned an entire industry of books and seminars, SOX now has
its own dummies book: Sarbanes-Oxley for Dummies. Mr. Chair-
man, the SEC and the PCAOB have been working hard to make
404 compliance easier and less expensive, but it would seem that
the marketplace has once again innovated more quickly than the
government and delivered the desired result for a mere $14.95, and
unlike the Commission’s guidance, this has cartoons.

But surely this is a welcome sign not only that SOX has achieved
iconic status but also that its precepts have entered the popular
culture. With this publication, it has joined the ranks of many
other enjoyable and popular pastimes, as evidenced by such titles
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as Wine for Dummies, Poker for Dummies and Formula One Rac-
ing for Dummies. Those are real titles.

The thrust is that, for many good reasons, the legislation we are
meeting here today to discuss has had a very positive effect on cor-
porate governance and on accounting transparency in America. We
have come a long way since 2002. Investor confidence has recov-
ered. There is greater corporate accountability. Financial reporting
is more reliable and transparent. Auditor oversight is significantly
improved.

The legislation that this committee produced 4 years ago under
your leadership, Mr. Chairman, has helped make that happen. The
Act is not perfect in every respect, but the vast majority of its pro-
visions are net contributors to the Nation’s economic health. Those
parts of Sarbanes-Oxley that aren’t working as well as they should,
notably Section 404, could be made to work better through better
implementation. Chairman Olson and I are hard at work on that.

But before providing an update on the Commission’s efforts to
provide better implementation of the Sarbanes-Oxley Act, I would
like to highlight a little-noticed fact. While competitors in other
countries are using Sarbanes-Oxley as a reason for foreign compa-
nies to list in their jurisdictions, many of those same countries are
adopting provisions of the Act as part of their own regulatory re-
gimes.

As we consider the effect of Sarbanes-Oxley on U.S. competitive-
ness, it is important to keep in mind how broadly many of its provi-
sions have been taken up overseas. It would appear, 4 years later,
that America’s approach is not unique; we have just been early
adopters. Of course, each country has implemented these reforms
in slightly different ways, depending on their national legal system,
on their market conditions and on other factors. But it is remark-
able how similar so many of their reforms are to those passed by
the Congress 4 years ago.

Let me give you just some of the examples. Governments in
major markets around the world have established independent
auditor oversight bodies like the PCAOB. For example, the Euro-
pean Union recently adopted a directive requiring all EU member
states to create an auditor oversight body. There is now widespread
agreement that to improve audit quality, the auditor oversight
body should be independent of the industry they oversee.

Other major capital markets have also recognized the conflict of
interest that some non-audit services create and the need to place
restrictions on these services to improve audit quality. The Euro-
pean Union, United Kingdom, France, Hong Kong, China, Japan,
Australia, Canada, and Mexico have all passed reforms requiring
mandatory audit partner rotation, although they vary regarding
the details about how this rotation works.

Audit committee independence is another increasingly common
theme around the world. United Kingdom, Hong Kong, Australia,
Canada, and Mexico have all introduced reforms since 2002 requir-
ing all members of the audit committee to be independent of man-
agement. A number of countries have even adopted requirements
similar to the first half of the controversial Section 404 of Sar-
banes-Oxley which requires management to do its own assessment
of the company’s internal controls over financial reporting. Several



7

countries, including the United Kingdom, Australia, and Hong
Kong have adopted a comply-or-explain approach to a management
assessment.

Japan, France, and Canada all now have legislation or regulation
requiring a management assessment of internal controls. Still oth-
ers, such as Mexico, have corporate governance codes that rec-
ommend having a management assessment of internal controls.

The problems that we have experienced implementing Section
404 arise from the regulatory interpretation of the second half of
this provision, the part that requires an auditor attestation to man-
agement’s assessment, and just as in America, that aspect has
proven more controversial abroad than the assessment itself.

Despite the controversy, however, several other jurisdictions
have adopted some variant of this requirement. For example, the
United Kingdom requires auditors to report on a comply-or-explain
basis if they believe management’s assessment is unsupported. In
China, France, and Japan, there are now rules requiring an audi-
tor’s evaluation of management’s report on a company’s internal
controls but with some differences in the manner in which the eval-
uation is to be conducted that make it far less costly.

Some countries, including Brazil and Australia, require an eval-
uation but don’t require that the evaluation be made public. In-
stead, they require the auditor to report the evaluation to the
board.

Another trend is for corporate governance codes to include a non-
binding recommendation for auditor evaluation. That is done in
Germany and in Mexico. Still other jurisdictions, such as Canada,
are taking a wait-and-see approach to determine the impact of the
auditor attestation requirement here in the United States.

Not only with respect to Section 404, but with the entirety of
Sarbanes-Oxley, the SEC will continue to work with other regu-
lators around the world to encourage effective regulatory standards
that promote capital formation, job creation and economic growth
while at the same time offering a high degree of investor protec-
tion.

As the Congress full well appreciated when it passed Sarbanes-
Oxley, these aren’t inconsistent goals, but rather, they are highly
complementary ones. Since President Bush signed the Sarbanes-
Oxley Act in 2002, the Commission has completed nearly 20
rulemakings and studies that were mandated by the Act. And since
2004, the legislation has resulted in the largest public companies
representing over 95 percent of the total U.S. market capitalization
lg)ecloming subject to all of these new rules mandated by Sarbanes-

xley.

The Section 404 requirements, as I have said, have gotten by far
the most attention, but I would like to mention some of the specific
improvements that have profoundly and positively affected cor-
porate America, public investors and the important work done
every day by the Commission throughout the rest of the Act. One
of the principal objectives of the Act was to improve executive re-
sponsibility and the tone at the top in America’s public companies.
We can credit two sections of the Act in particular for helping to
achieve that objective, Sections 302 and 906. A fraudulent Section
302 certification is subject to civil enforcement by the Securities
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and Exchange Commission, and a fraudulent Section 906 certifi-
cation is subject to criminal enforcement by the Department of Jus-
tice. These dual certification requirements are designed to ensure
that the company’s top leaders are personally involved in the dis-
closure process.

It is one of the hallmark accomplishments of Sarbanes-Oxley
that we now have the corporate equivalent of President Truman’s
oft cited aphorism: “The buck stops here.” Thanks to SOX, the re-
sponsibility for the truthfulness of public company corporate report-
ing and disclosure stops on the desks of our corporate leaders.

Another very significant improvement was made by Section 301
of Sarbanes-Oxley. This section embodies the Congress’s view that
audit committees play a vital oversight role in the financial report-
ing process. The SEC’s rules under Section 301 require that the
audit committees of all listed companies be independent. They
alone are responsible for the appointment, compensation, retention
and oversight of a company’s outside auditor, and the auditor must
report directly to the audit committee.

The audit committee also must establish the level of funding nec-
essary to fulfill its duties including, if necessary, the retention of
independent counsel and other advisors. That is a very significant
change. We have long held that independent auditors ought to be
independent, but their independence rested in large part in the
past on their ability to deal with the sometimes conflicting de-
mands from the same executives who selected them and who deter-
mine their fees. Today’s independent audit committees, thanks to
Sarbanes-Oxley, can retain their own counsel and advisors. They
now have the resources and the protection that they need to carry
out truly independent evaluations.

Beyond the independence of audit committees, Sarbanes-Oxley
has strengthened auditor independence. The entirety of Title 2 of
the Act is devoted to that topic. The intense focus on auditor inde-
pendence reflects Congress’s appreciation that the audit process is
most effective when investors are assured that audits are per-
formed by objective and unbiased professionals. The Act bans audi-
tors from providing the kind of non-audit services to audit clients
that could give rise to financial conflicts of interest. It emphasizes
the role of audit committees in approving other services by audi-
tors, and it requires audit partner rotation. All of this is more pro-
tection for investors and less incentive for the auditors to do any-
thing that detracts from their core mission.

In January 2003, the Commission amended its auditor independ-
ence rules to conform to the Act. As with all of our rules, we are
continually monitoring the implementation of these rules as we re-
spond to requests from companies and accounting firms for inter-
pretive guidance.

Our current enforcement efforts focused on the backdating of
stock options demonstrate the importance of these changes in Sar-
banes-Oxley when it comes to real-time reporting. It was a signifi-
cant improvement brought about by Sarbanes-Oxley that now there
is real-time disclosure of material information by companies and
insiders.

Thanks to changes mandated by the Act, investors are entitled
to review reports of insider transactions, including the receipt of
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option grants, within 2 business days after the transaction occurs.
And all of these reports are now required to be filed on EDGAR,
the SEC’s Web-based disclosure system. The real-time reporting of
grants has eliminated much of the opportunity for backdating that
existed before the law took effect.

One of the most significant changes made by the Sarbanes-Oxley
Act was the creation of the Public Company Accounting Oversight
Board. Investors have been blessed with an exceptionally high cal-
iber of leadership at the PCAOB. Since I became Chairman of the
SEC, it has been my privilege to work first with Chairman Bill
McDonough, then acting Chairman Bill Gradison and, most re-
cently, Chairman Mark Olson, who took the helm this year. Chair-
man Olson is familiar to most of you on this committee, having
served with distinction as a Governor of the Federal Reserve Board
of Governors, among other notable positions.

Chairman Olson is now working closely with the Commission’s
new Chief Accountant, Conrad Hewitt, who is a distinguished lead-
er of the accounting profession and the former chief financial regu-
lator for the State of California, as we continue our joint efforts to
improve investor confidence in the reliability of audit reports.

As T conclude, I would like to turn now to the one notable excep-
tion to the largely positive record of change wrought by the Sar-
banes-Oxley Act. The Section 404 internal control reporting re-
quirements as they have been implemented to date have met with
a variety of criticisms, particularly from smaller companies. What
we have learned from our Section 404 compliance efforts to date is
that the problems issuers have experienced thus far are not inher-
ent in the language of the statute but stem rather from the method
of its implementation.

We have also become convinced that there are no irreparable
problems with Section 404 implementation, although fixing the
problems that we have identified will be challenging. We are work-
ing with the PCAOB to ensure this provision of the law is imple-
mented efficiently and effectively.

Larger domestic companies with a public float of $75 million or
more have now been fully subject to Section 404 requirements for
two full reporting seasons. We have been carefully monitoring com-
pliance efforts each step of the way. On the basis of this experi-
ence, we can report that, while implementation efforts thus far
have resulted in significantly greater than anticipated costs, com-
pliance with Section 404 nonetheless produces significant benefits.
Chief among these benefits is a heightened focus on internal con-
trols at the top level of public companies.

While a portion of the first-year compliance expense undoubtedly
reflected start-up costs and, in many cases, long neglected mainte-
nance of internal control systems and procedures, it is undeniable
that some of the costs were attributable to excessive, duplicative or
misdirected efforts on the part of companies and their registered
public accounting firms.

In response to concerns about these unnecessary costs, the Com-
mission directed the staff to issue additional guidance. The guid-
ance emphasizes that it is management’s responsibility to deter-
mine the form and level of internal controls appropriate for each
company and to determine the scope of its assessment and testing.
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The guidance emphasized that the registered public accounting
firms must recognize a range of reasonable choices by companies
acceptable in the implementation of the Section 404 requirements.
The PCAOB issued complementary guidance in May and November
of 2005 regarding the application of its Auditing Standard No. 2,
and then, in May of this year, the SEC announced a plan to rebal-
ance Section 404 compliance by all of the companies that fall under
our jurisdiction, large and small, foreign and domestic.

On May 17, 2006, the Commission issued a road map laying out
the specific steps we plan to take to make Section 404 compliance
more efficient and cost effective. One of the significant steps on
that road map was the publication on July 11th of a concept re-
lease as a prelude to the issuance of SEC guidance for management
on how to assess the effectiveness of a company’s internal controls.
The public comment period on the concept release just closed yes-
terday.

In addition, last month, the Commission proposed to grant fur-
ther relief from the Section 404 reporting requirements to smaller
public companies. The initial compliance date for these companies
would be extended until fiscal years ending on or after December
15, 2007. The Commission also proposed to extend the date by
which smaller companies, so called non-accelerated filers, must
begin to comply with the section 404(b) requirement to have an
auditor’s attestation as part of their 404 compliance. This deadline
would be moved to the first fiscal year ending on or after December
15, 2008.

As a separate action, in August, the Commission granted relief
from section 404(b) compliance for certain foreign private issuers
that are accelerated filers, and that, according to Commission data,
about 23 percent of the approximately 1,200 foreign private issuers
will receive the one-year extension.

As this brief summary makes clear, Mr. Chairman, much has
been accomplished to strengthen and restore integrity to the U.S.
capital markets since the enactment of Sarbanes-Oxley 4 years ago.
In a time of crisis, you, then Chairman Sarbanes, this committee,
and your colleagues in 