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CRE’s Findings

Requirement

Basis Established/I ssue Basis Not
Adequacy Addressed Established/I ssue Not
Adequately Addressed

1. Compelling Public Need \Y

2. Consistency with Statutory Mandate; Promotion of \Y%
President’s Priorities

3. Assessment of Quantifiable Costs/Benefits \Y

4, Assessment of Adverse/Beneficial Effects on the National \Y
Economy

5. Assessment of Qualitative Impacts \Y%

6. Alternatives to Adopting a Regulation \Y

7. Alternative Regulatory Approaches \Y%

8. Netting to Select of Most Beneficial Alternative \Y

9. Identification of Problem Necessitating Regulation \Y

10. Role of Existing Legal Requirements in Creating the Problem (Not applicable)

11. Assessment of Relative Risk \Y

12. Design of Regulation in Most Cost Effective Manner \Y%

13. Data Supporting Selected Regulatory Approach \Y%

14. Adoption of Performance-Based, Rather Than Command-and- \Y
Control Regulatory Solutions

15. Compatibility with Regulations of Other Federal Agencies \Y%

16. Narrowly-Tailored Requirement \Y%

17. Easy-to-Understand Requirement \Y

18. Characterization as “ Significant Regulatory Action” (Not applicable)

19. Maximalization of Involvement of Affected Parties \Y

20. Consideration of Consensual Mechanisms Such as Negotiated \Y
Rulemaking

21. OIRA Review of Significant Regulatory Actions (Not applicable)

22. Adequacy of Opportunity for Notice and Comment \Y%

23. Determination of “Significant Economic Impact” on \Y

“Substantial Number of Small Entities’




24. Inclusion of the Planned Regulation in the Unified Federal
Regulatory Agenda

25. Initial Regulatory Flexibility Analysis

26. Review of Initial Regulatory Flexibility Analysis by Small
Business Administration

(Unclear)

27. Special Notice and Consultation Requirements for Small
Businesses

28. Adequacy of PRA Notice and Opportunity to Submit
Commentsto OMB

29. Purpose, Need and “Practical Utility” Requirements

30. Accuracy of Burden Estimates

31. Preparedness of Designated Agency Office to Process the
Information to Be Collected; Plan for Effective and Efficient
Management of the Information

32. Testing of Proposed Information Collection

(Not applicable)

33. Duplicativeness with Information Otherwise Available to the

Agency
34. Understandability of Paperwork Requirements \Y
35. Implementation Consistent and Compatible with Existing \Y%
Requirements
36. Duration of Record Retention Period \Y%
37. Allowance of Reduced or Alternate Requirements for Small
Businesses
38. Use of Information Technology to Reduce Burden \Y%

39. Consideration of, and Certification Regarding, Public
Comments on Items 40-49

40. Duty to Promulgate Regulations That Discourage Litigation

(Status unclear)

41. Use of Voluntary, Private-Sector Consensus
Standards

42. Consultation with Private-Sector Standard-
Setting Bodies

43. Reporting to OMB Through NIST

44. Notice and Comment re Government-Unique
Standards
45, International Harmonization of Standards

46. Family Considerations in Policy Formation and \Y
Implementation

47. Characterization as “Major Rule” (Pending)

48. Transmission of Report and Supplementary Materials to (Pending)

Congress and GAO




A. Goals, Methodology, Conclusions and Recommendations.

1. Goals.
The gods of this Report Card are:

--  Toddineate sygematicdly the policies and requirements impasaed by Congress and the
Adminidration on the Securities and Exchange Commisson's (“SEC”) rulemaking
procesding to promulgate a regulaion governing auditor independence.

--  Toasessthe extent to which the SEC has complied with these policies and requirements
and

--  Totheextent tha infirmities are identified, to uggest what the SEC (and overdght agendies
such asthe Office of Management and Budget (“OMB”) and the Congressond Budget
Office (“CBQ") could do to correct the infirmities

2. Methodology.

CRE reviewed nine Satutes and executive orders, and developed arogter of 48 principlesand
reguirements designed by Congress and the Clinton Adminidration to ensure thet Federd
agendes address the fallowing broad concerns

--  Claity of theresuilt to be achieved by the regulation, teking into account the agency’s
delegated authorities and seriousness of the problem addressed by the regulaion;

--  Opennessand indusion of al sakenalders induding meaningful consderation of concans
addressed by sakeholders;

--  Pradticd efectiveness of the gpproach sdlected by the agency, taking into account
dternative gpproachesto achieve the same result; and

--  Appropriateness of cogts semming from the regulation, taking into account demondrated
need.

These four broad concerns pervade the 48 specific principles and requirements addressed in the
peges thet fallow.



For each of the 48 reguirements, CRE reviewed the adminidrative record, and in particular the
NPRM, the Initid Regulatory Hexibility Andyss prepared by the SEC in support of the NPRM,
and the " Supporting Statements’ submitted by the SEC to OMB pursuant to the Pgperwork
Reduction Act. CRE ds0 took into condderation the written testimony of withesseswho gave
testimony a the hearing held by the SEC on its proposad rule.

Conclusions and Recommendations.

CRE s condusions and recommendations are summirized in the chart on pages 1-3 above, and
are detalled under the “COMPLIANCE/NONCOMPLIANCE” and “SUGGESTED REMEDIAL
ACTION" headingsfor each of the 48 rulemaking principles and requirements. Thefalowing
summarizes the geps that mugt be taken to cure the dted defidendesin the rule and the
rulemaking process

a  The SEC mugt congder whether anew regulation would be gopropriate at the present time
in light of the exiding private sector sandards and the in-progress efforts of the
Independent Standards Board (“1SB”).

b.  Inordertojudify any ruemaking, the SEC must document thet: (i) thereisaproblemin
need of asolution; and (i) the agency has chosen the leest-codtly regulatory dternetive.

c. If the SEC continuesto bdieve that anew rule would be gppropriate, the SEC mugt satisfy
various procedurd and subgantive requirements st forth in gpplicable Federd law. This
would likely require publication of anew natice of proposed rulemaking (“NPRM”).

d.  OMB andthe CBO nead to provide gregter overgght in ensuring the SEC' s compliance
with these recommendations and the 48 Requirements generdly.

CRE notes thet the prindples and requirements described in this Report Card were imposed by
Congress, the Clinton Adminigration, and oversght agendies such as OMB to ensure that
regulations, such asthe SEC' s proposad auditor independence regulation, would be
proceduraly and substantively fair to dl affected parties. These requirements are designed to
ensurethat dl concavable impacts of a proposed rule are adequatdly addressed by the
promulgating agency and that any and dl concerned members of the public have and opportunity
to know and undersand the issues and to have ther voices meaningfully consdered before the
agency mekesitsfind dedson.



Executive Order 12866 on Regulatory Planning and Review.

Preliminary Note: Although the prindples of regulatory planning and review set forth in
Executive Order 12866 are not legdlly binding on independent agendies virtudly al Federd
agencies recogni ze that these principles represent the accepted sandard of good practicesin
conducting rulemaking procesdings. Moreover, during the Reegan Adminidration the SEC
informally agreed to comply with the predecessor to this executive order, which st forth
subgantidly the same prindiples

Compelling Public Need.

REQUIREMENT: A federd agency should not promulgete aregulaion unlessthereisa
“compdling public nead, such as materid falures of private marketsto protect or improvethe
hedth and sSfety of the public, the environment, or the wel-being of the American people”
(Exec. Order 12866 8 1(a).) Compelling public need should take into account coss and
benefits Id.

CoMPLIANCE/NONCOMPLIANCE: The SEC'sjudification for the proposed ruleistwofold.
Hrg, the SEC dates that there might be alack of independence and objectivity inthe
performance of audits by accounting firms providing non-audit services to the same audit dients
Sacond, the SEC datesthat, even if thereisnot an actud independence/objectivity problem, it
may be the case that investors percaive such aproblem. The evidence in the record so far,
however, demon-

dratesthat neither of these two possible problemsin fact exists, and that, on the contrary, privete
market mechaniams established by the securitiesindudtry, together with exiding SEC rules, have
done ayeoman'sjob of setting aglobd sandard of excdlence in accounting and auditing
practices

ACTUAL INDEPENDENCE AND OBJECTIVITY

(@ Pratticd incentives Accounting firms have anumber of practica incentive to ensure
independence and objectivity in the performance of audits Theseindude (i) therisk of
legd lighility for improperly performed audits and (ji) the necessity to mantain the firm's
reputation S0 asto atract future busness from the audit dient, aswel asfrom other dients.
It isprecisaly because these practicd incentives exig that Congress drafted the securities
lawsin away that permits the audit dient to pay the auditor’ sfee
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Acoounting irregularities, and related negtive public perceptions, harm both the audit dient
and the accounting firm. The latter suffers damegeto its ability to retain, and attract new
work from, the audit dient, in addition to harming the accounting firm's reputation within the
indudry. These congderations result in acoounting firms imposing asgnificant degree of
odf discipline

US Chamber of Commerce sudy. The US Chamber of Commerce reviewed the empiricd
data, and conduded that “the accounting professon is exerddng its respongbilities with the
reguisite degree of independence and discretion.”

Saement of former SEC Commissioner Wdlmen. According to former SEC
Commissone Steve Wdlmean, “a prohibitive goproach focusng on the provison of non-
audit sarvices to audit dients..gppears to be whally without empirical support indicating
any lack of objectivity in fact resuiting from the provison of non-audit sarvices to audit
dients”

Office of the Comptrdller of the Currency sudy. An OCC sudy of bank financid
datements condluded thet there was no evidence of audit fallure linked to the provison of
non-audit servicesto audit dlients

Genegrd Accounting Office gudy. A GAO sudy found that, not only is there no condusive
evidence that providing traditiona management consulting sarvices compromises auditor
independence, but the synergiesinherent in providing many types of sarvices benefits both
the audit dient and investors. (GAO. “The Accounting Professon, Mgor Issues
Progressand Concerns’ (Sept. 1996).)

O Maley Pand report. According to the O'Mdley Pand study, which was conducted &
the behest of the SEC, “[t]he QPR [Quas Peer Reviewd did not identify any indancesin
which providing non-audit sarvices hed a negative effect on audit effectiveness. On about a
quarter of the engagements in which nonaudit services had been provided, the QPR
reviewers conduded that those sarvices had a pogtive impact on the effectiveness of the
audit” (The Pand on Audit Effectiveness Report and Recommendations, Exposure Draft
15.17 a 103 (May 31, 2000).)




(o)

)

@

0)

INVESTOR PERCEPTIONS

Eandiffe dudy. Theindependent survey conducted by Earnsdiffe Research &
Communicationsin 1999 (“Earndiffe gudy”) conduded thet: (i) the vast mgority of
respondents believe that auditors presently conform to a high sandard of objectivity and
independence; (i) modt interviewees fdlt thet the generd gandard of finandid reporting in
the USisthe highest intheworld; and (jii) the role played by periodic datementsin
iInvestor decisonmaking and investor confidence is dedining, due to theincreesing role
played by time-sengtive information.

Tedimony of J Tary Srange J. Terry Strange, who testified on behdf of KMPG LLP,
pointed out thet if investors percaived thet the provison of both audit and non-audit
sarvices to the same company presented a problem, as suggested by the SEC, then: (i)
such investorswould “pendize’ such companies by imposing ahigher cost of capitd” ; and
(i1) accounting firms that provide both types of sarvices would “experience higher lidhility
insurancerates” The factsthat investors do not impose ahigher cost of cgpitd on
companies recaving both audit and non-audiit services from the same accounting firm, and
that insurers do not impose higher lidhility premiums on such accounting firms digoroves the
SEC sthessthat the provison of both types of services might impair investor confidencein
the integrity of finanad reports

Tedimony of Robert Garland. According to Robert Garland of Ddloitte & Touch LLP, “I
bdieve the SEC has been largdy respongble for promoating this(i.e., the perception of
independence] issue....If it were widespread, we would see evidence asto a confidence
crigsinthe cgoitd marketls Thissmply isnot the case”

Comment of US Chamber of Commerce In aletter dated August 7, 2000 to Chairman
Levitt, the US Chamber of Commerce gated thet “our members bdieve thar nesds are
being met, and they are, in fact, pleasad that the accounting profession is expanding its
roder of avalable savicesto hdp meat the changing needs of the information age

SUGGESTED REMEDIAL ACTION: The SEC should recondder the need for underteking any
regulatory action in light of the agency’ sfailure to establish any maerid failure on the part of the
private markets to adequatdy sdf-regulate auditing practices.

Consistency with Statutory Mandate; Promotion of President’sPriorities.




REQUIREMENT: “Federd agendies should promulgate only such regulations as are required by
law, [or] are necessary to interpret thelaw.” (Exec. Order 12866 8 1(a).) Rulemaking agencies
should “ensure that new or revisad regulations promaote the Presdent’ s priorities” (1d. 84.)

CoMPLIANCE/NONCOMPLIANCE: The SEC has not complied with this principle for the
fallowing reesons Frg, no regulaory interpretation of the term “auditor independence’ is
necessaty, because in laie 1999 the SEC oversaw the promulgation of a complete regulatory
regime to govern auditor independence. (See discussion a Requirement No. 6.) Second,
Congress did not authorize the SEC to set sandards for auditor independence, and cartainly did
not empower the SEC to restructure the entire accounting indudtry. Thereisa serious question as
to whether the proposad rule is conggent with the SEC' s Satutory authority. Third, thereisno
evidence in the adminidrative record thet auditor independence is an Adminidraion priority.

SUGGESTED REMEDIAL ACTION: The SEC should rescind or subgtantidly curtal the
proposed rule.

Assessment of Quantifiable (Economic) Costs/Benefits.

REQUIREMENT: “[A]gendes should assessdl costs and benefits of availadle regulatory
dternatives, induding the dternative of nat regulating. Cogts and benfits shdl be understood to
incdlude bath quantifiable messures (to the fullest extent that these can be usefully meesured) and
quditative messures of cogts and bendfits that are difficult to quantify, but nevertheess essentid to
condder.” (Exec. Order 12866 § 1(a).)

“Each agency shdl assess both the costs and the bendfits of the intended regulation and,
recognizing that some costs and benefits are difficult to quantify, propose or adopt aregulation
only upon areasoned determination thet the bendfits of the intended regulaion judtify its costs”
(d. § 1(b)(6).)

COMPLIANCE/NONCOMPLIANCE: The NPRM faled to address the fallowing eght
categories of cods

(@ Log work opportunities for accounting firms due to express prohibitionsin the proposed
rue The accounting firm would in many indances have to choose between acoepting audit
or non-audit assgnmentsinvolving both the audit dient and its afiliates No attempt was
mede in the NPRM to estimate extent of such lost business opportunities and the assodiated
costs.
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Thisimpact is exacerbated due to the fact thet the prohibitions in the proposad rule would
aoply to “affiliates of” the accounting firms, which is defined extremdy broadly to cgpture
companies with which firms have only the most minima connection.

Lost work opportunities for accounting firms dueto lack of darity asto whet is prohibited.
In addition to logt business opportunities semming from express prohibitionsin the
proposed rule, accounting firms would aso have to forego work opportunities whereit
would be undear whether the opportunity is authorized or prohibited. Asissat forth a
Requirement No. 17 below, anumber of the rul€ s provisons are contradictory or undesr,
30 thet the accounting firm would have to et on the Sde of caution and forego certain types
of work to avaid enforcement or avil ligaility.

Lossof qudified employees  According to the O'Mdley Pand report, “[dttracting and
retaining [qudified employess with diversfied skillg), and mativating them to provide direct
audit support, may well be hampered sgnificantly if they were to be prohibited from
providing non-audit services to public audit dients” (O’ Mdley Pand Report 1549 a
118) Dataon employment in the accounting indudtry indicates thet there has been a geedy
dedline, bath in the number of accounting graduates, and in the number of accounting
graduates who acogpt employment in accounting, as opposad to conaulting, firms. The
proposed rule would aggravate this trend.

Increased cods to audit dients of audit and non-audit services According to the
Earngdiffe sudy, “[rJoughly hdf of the CEO' sand CFO'sinterviewed said thet they liked
to usether audit firmsfor non-audit assgnments, because they felt thet it waslikdy to result
in better consulting & amore reasonable codt. They reasoned thet their auditors were
better able to undergand their needs, thet they had ardationship that worked, and thet the
audit firm would be moativated to do a good job and charge reasonable fees, knowing thet
the dient was long term, important relaionship.”

Codtsto audit dients semming from impaired audit qudity. (See discussion of the audit
qudity issue & Requirement 5(a).)

Loss of employment to individua employees due to accounting firm cut-backs necesstated
by the proposed rule. (See discussion of the audit qudity issue a Requirement 4(c).)

Redtructuring cogts to accounting firms required to segregete their audit and non-audit
functions. Acocounting firmswould incur Sgnificant corporate restructuring cogts.
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(h) Codsto audit dients sSemming from interruptions and ineffidendes in the procurement of
audit and non-audit sarvices, Under the proposed rule, companies presently employing one
firm to provide audit and non-audit services would be forced to go through the cost and
didraction of choosing new vendors for sarvices

Sgnificantly, some of the above cogs are likdly to be passed through to shareholders and thus
will harm public investors aswell as the affected accounting and SEC regidrant companies.

SUGGESTED REMEDIAL ACTION: The SEC should not proceed with its proposed rule until it
has adequatdy assessed the quantitative economic impects of eech of the above categories. The
SEC should provide natice in the Federd Regider of how it arived & its quantitative esimeates
for each of the above categories, and provide the public with an opportunity to comment on the
sane

4. Assessment of Adverse/Beneficial Effects on the National Economy.

REQUIREMENT: The cost-benefit andyss mugt address “any adverse effects on the efficient
functioning of the economy, private markets (induding productivity, employment, and
competitiveness).” (Exec. Order 12866 § 6(a)(3)(C)(ii).)

COMPLIANCE/NONCOMPLIANCE: The NPRM does not address the following negative
impects of the SEC' s proposl:

(@ Impact on produdtivity. The proposed rule would prevent accounting firms from
deveoping and evolving skills required in the “New Economy,” such as medery of kills
necessary to audit sate-of-the-art information technology sysems, due to the prohibition
agang performing non-audit work for audit dients. (See Summary of Tesimony for
KPMG LLP (“investorsin the New Economy need accounting firms with a broad range of
skills and technologica expertise to enable accurate and effective audits respongve to new
technologies and busnessmodds  The neads of investorsin the New Economy requires
further sudy by Congress before the SEC imposes aregulatory restriction on accounting
firms scope of practice”).)

(b) Impect onsmdl busnesses According to the US Chamber of Commerce, the proposd
rule would “[p]ersuade some accounting firms, espedidly a the regiond levd, to diminate
catain sarvices making it more difficult for smaler busnessesto obtain the professond
assisance they need a areasonable cod.” (See letter of US Chamber of Commerceto
Charman Levitt (Aug. 7, 2000).)

11



(©) Impactson employment. The proposed rule would have two negative impacts on
employment. Frg, it would “[f]orce busnesses to dismiss auditors who have parformed
wadl in order to avall themsdves of needed non-audit services from the auditor’ sfirm.
(See ldter dated Augudt 7, 2000 from US Chamber of Commerce to Chairmen Levitt.)
Second, the propased rule would meke it difficult for acoounting firmsto atract new taent.
(See Summary Tegtimony of KPMG LLP (“[i]n order to recruit world-class professonds,
acoounting firms mugt offer avariety of chdlenging opportunities on the cutting edge. The
best and the brightest will not be drawn to ether a gpecidized audit-only firm or afirm thet
can only sarve 60% of the market in the same way they are drawvn to amulti-practice
cutting-edge firm thet provides a broad range of services and career opportunities’).)

SUGGESTED REMEDIAL ACTION: See Suggested Remedid Action & Requirement No. 3.

Assessment of Qualitative |l mpacts.

REQUIREMENT: The cost-benefit andysis mugt incorporate an andyss of “ quditative messures
of cods and benefits that are difficult to quantify, but nevertheless essntid to congder.” (Exec.
Order 12866 § 1(a).)

CoMPLIANCE/NONCOMPLIANCE: The NPRM failed to consder the fallowing quditative
conddaaions

(@ Enhancement of audit gudity Semming from nonraudit reationship. When an accounting
firm provides both audit and non-audit sarvices to an audit dient, the qudity of the audit is
enhanced, because the accounting firm develops afamiliarity with and undergtanding of dl
of the audit dient’ s busness operations. (See letter dated August 7, 2000 from US
Chamber of Commerceto Chairman Levitt (the SEC proposal would “[lJead to less
effective audits because auditors will be walled off from the expertise now provided by
non-audiit professonads Thiswould be particularly unfortunate in an erain which the
increased speed and complexity of business dedlings places apremium on both technica
and inditutiond knowledge').)

In addition, some audits require input from non-audit professonas, such asinformation
technology professonds. The proposed rule would disallow thiskind of conaultation, and
henceimpair audit qudity. Moreover, if the accounting firm conducting the audit were
required to seek outdde asssance, the firm would be less able to impose qudity controls.
(Tesimony of Robert Garland.)

12
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(@)

itative impact semming from insbility to g&ff the audit. In order to perform aqudity
audit, members of audit team may be required to possess knowledge of such diversefidds
asinformation technology systems, derivatives portfolios, business processes and controls,
corporate finance, going concern/work-out Stuations, government contracts, insurance
resarves environmenta exposures - - dl in addition to traditiond auditing/accounting skills
If team members are prohibited from working in the eforementioned non-audit aress, then
they will be unabdleto bring these skillsto the audit function.

- - Thus the O'Mdley Pand report noted that “these professondls maintain and build
their skills by providing non-audit services....another unintended consequence of a
prohibition would be to reduce audit effectiveness” (O'Malley Pand Report 15.49
a 118))

Impact on audit dients of the inahility to obtain time-sendtive services from acocounting
firms According to the O' Mdley Pand report, “[w]hen timing of aprgject iscriticd and
requires the rgpid deployment of killed personnd, a company should nat be denied access
to the sarvices of itsaudit firm. Thisis particularly true when the company bdievesthat the
firm, because of itsknowledge of the dient, is best cgpeble of providing the srvicesand
doing o onatimdy bass Thisisafrequently occurring, very practical consderation thet
ought nat to be overlooked.”

Accessto, and qudity of, sarvices The SEC proposd would “[clompd busnessesto
acoept their sscond choice for non-audit services in order to maintain ardationship with
thar exiding auditor.” (See letter dated August 7, 2000 from US Chamber of Commerce
to Chairman Levitt)

SUGGESTED REMEDIAL ACTION: The proposed rule should be rescinded in light of the
negdive quditative impacts identified above,

Alternativesto Adopting a Regulation.

REQUIREMENT: “Each agency shdl identify and assess avallable dternatives to direct
regulation, induding providing economic incentives to encourage the desired behavior, such as
use fees or marketable permits; or providing information upon which choices can be mede by the
public.” (Exec. Order 12866 8 1(b)(3).)

13



COMPLIANCE/NONCOMPLIANCE: Thereisan exiding, daborate, private-sector framework
in place to addressissues of auditor independence. In particular, the SEC created the ISB in
order to renlve such issues. See SEC Rdease 33-39676, which datesthat:

“[ T]he Commission expects thet the public interet will be served by having the
|SB take the lead in establishing, maintaining, and improving auditor
independence requirements; and that operation of the |SB will promote
effidency, competition, and cgpitd formation. The ISB, which is compaosd
equaly of public members...and practicing accountants, has undertaken to
deveop aninditutiond framework that will permit prompt and respongble
actions by the 1B and its g&ff flowing from reseerch and objective
condderation of theissues Collectivdy, the |SB members bring subgtantid
experience and expartiseto the process. In addition, the accounting
professon’s commitment of finandd resourcesto the |SB is evidence of the
private sector’ swillingness and intention to support the ISB. Under these
crcumdtances, the Commission expects that determinations of the |SB wiill
preserve and enhance the independence of public accountants, and thereby
promote the interests of investors” (Commisson Statement of Policy onthe
Egtablishment and Improvement of Standards Related to Auditor
Independence, Exchange Act Release No. 34-39676 (Feb. 18, 1998).)

The1SB recently issued severd sandards rdaing to auditor independence. Theearethe
functiond equivdent of anegatiated rulemaking, in which the SEC fully partidpated and gaveits
blessng.

ThelSB isds far dong in devdoping acomprehensve framework for evaluating auditor
Independence issues.

Additiondly, the indudry trade group, the American Inditute of Certified Public Accountants
(“*AICPA™), has acomprehensve Code of Professona Conduct to which dl of its membersare
ubject, and the SEC Practice Section has various rules governing auditors who represent SEC
regidrants. Further, the SEC Practice Section (* SECPS’) has awel developed peer review
program, pursuant to which members are subject to review every three years.

Asmany of the new |SB sandards did not go into effect until this year, and the Conceptud

Framework Process has not yet been completed, it would be ingppropriate for the SEC to
effectively invaidate them through a preemptive, commeand-and-control regulation before thereis

14



an opportunity to review thar effectiveness. (See Tedimony of William Allen (detrimenta impect
the SEC' s proposed rule would have on deve opment of the | SB’s Conceptud Framework
Project.)

SUGGESTED REMEDIAL ACTION: The SEC should not act until the |1SB sandards and other
efforts are given an opportunity to prove ther effectiveness.

Alternative Regulatory Approaches.

REQUIREMENT: Onceit isdetermined thet thereisavdid need to adopt aregulation, the
agency must develop arogter of regulatory dterndtives. (See Exec. Order 12866 § 1(0)(8).)

COMPLIANCE/NONCOMPLIANCE: Asdaed a Reguirement No. 6 above, the new
regulatory sandards governing auditor independence have just goneinto effect. The SEC fully
participated in the development of these dandards, and gpproved ther contents. These efforts,
coupled with adeguete SEC adminidrative enforcement of existing regulations governing the audit
function, condtitute a regulaory dternative which was not adequately conddered by the SEC.

SUGGESTED REMEDIAL ACTION: See Suggested Remedid Action & Requirement No. 6.

Netting to Select the M ost Beneficial Alternative.

REQUIREMENT: “[l]n choosng among dterndive regulatory gpproaches, agendes should
sdect those gpproaches that maximize net benefits (induding potentia economic, environmentd,
public hedth and sefety, and other advantages; didributive impects, and equity), unlessadatute
requires another regulatory approach.” (Exec. Order 12866 § 1(a); seedsoid. § 1(b)(6) (the
agency may impose agiven regulaory dterndtive “only upon areesoned determingtion that the
bendfits...judtify its cogts’).)

COMPLIANCE/NONCOMPLIANCE: Given the quantitative and quditative cogts that would be
imposed by the SEC' s proposad rule, and given the fact the accounting industry has dready
commenced compliance with various |SB sandards, dlowing the privete sector to proceed
represents the most codt-effective dternative regulatory gpproach.

SUGGESTED REMEDIAL ACTION: See Suggested Remedid Action & Requirement No. 6.
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10.

11.

I dentification of Problem Necessitating Regulation.

REQUIREMENT: “Each agency shdl identify the problem that it intends to address (induding,
where goplicable, thefallures of private markets or public inditutions that warrant new agency
action) aswdl as the Sgnificance of the problem.” (Exec. Order 12866 8 1(b)(1).)

COMPLIANCE/NONCOMPLIANCE: The SEC hasidentified whet it bdievesisa problem, but
has not provided any evidence in support of itsbdigf.> Accordingly, it was not possble for the
Commission to represent the degree of Sgnificance.

SUGGESTED REMEDIAL ACTION: The NPRM should be withdravn unless the SEC can
document the exigence of a problem and thet the problem is suffidently Sgnificant to warrant the
extreme measures proposed.

Role of Existing L egal Requirementsin Creating the Problem.

REQUIREMENT: *“Each agency shdl examine whether exiding regulaions (or other law) have
created, or contributed to, the problem that anew regulaion isintended to correct and whether
thase regulations (or other law) should be modified to achieve the intended god of regulation
more effectively.” (Exec. Order 12866 8 1(b)(2).)

COMPLIANCE/NONCOMPLIANCE: Thisisnot anissuein the present rulemaking procesding.
SUGGESTED REMEDIAL ACTION: (Not gpplicable)

Assessment of Relative Risk.

REQUIREMENT: “In sdtting regulatory priorities, each agency shdl condder, to the extent
reasonable, the degree and nature of the risks posed by various subgtances or activities within its
juridiction.” (Exec. Order 12866 8 1(b)(4).)

! Thisis despite the fact that the SEC acknowledged in 1997 that updated research on

the question of investor confidence was nesded before aregulation could be promulgated. See L etter
from SEC Chief Accountant Michad Sutton to 1SB Chairman William Allen (Dec. 11, 1997) (“[i]t
agopearsthat in certain areas, new, updated research is needed--focusing on invetors: confidencein the
audit process and in the markets-before the | SB consders whether to abandon gpproaches that have
been in place for 60 years. The current sysem, dthough it may bein need of repair, has worked”).
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12.

13.

COMPLIANCE/NONCOMPLIANCE: ThisReport Card hasidentified a number of adverse
quantitative and quantitative impacts thet would result from promulgation of the SEC's present
proposd. The SEC has nat, to date, evauated these risks or impacts, nor weighed them againgt
the potentia benefits envisoned by the SEC.

SUGGESTED REMEDIAL ACTION: See Suggested Remedid Action a Reguirement 3.

Design of Regulation in M ost Cost Effective Manner.

REQUIREMENT: “When an agency determines that aregulation isthe best avalale method of
achieving the regulatory objective, it shl desgn its regulaionsin the mogt cost-effective manner
to achieve the regulaory objective. In doing S0, each agency shdl congder incentivesfor
innovation, condgency, predictability, the costs of enforcement and compliance (to the
government, regulated entities, and the public), flexibility, digributive impects and equity.” (Exec.
Order 12866 8§ 1(b)(5).)

COMPLIANCE/NONCOMPLIANCE: The codsof thisrulemaking are exorbitant to public
invegtors, the accounting indudtry, and SEC regigrants. Any impairment of audit qudity would
inure to the detriment of investors and the public & large. As dated dsawhere, these cogts have
not been documented or weighed againg the purported benefits. In addition, the NPRM does
not reflect any congderation of the factorsidentified in Executive Order 12866.

SUGGESTED REMEDIAL ACTION: The SEC should withdraw the NPRM and modify the
release and the proposed rule to satisfy this requirementt.

Data Supporting Selected Requlatory Approach.

REQUIREMENT: *“Each agency shdl baseits decisons on the best reasonably obtaingble
stientific, technica, economic, and other information concerning the need for, and consequences
of, the intended regulation.” (Exec. Order 12866 8 1(b)(7).)

COMPLIANCE/NONCOMPLIANCE: The dosence of dataiin support of the SEC proposd is
et forth a Reguirement No. 1.

SUGGESTED REMEDIAL ACTION: See Suggested Remedid Actions & RequirementsNos 1
and 3.
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14. Adoption of Performance-Based, Rather Than Command-and-Control

15.

16.

Regulatory Solutions.

REQUIREMENT: “Each agency shdl...to the extent feasble, specify performance objectives
rather than specifying the behavior or manner of compliance thet regulated entities must adopt.”
(Exec. Order 12866 8 1(b)(8).)

COMPLIANCE/NONCOMPLIANCE: The private sector initiatives described a Requirement
No. 6 arelargdy performance-based, particularly 1SB Standard No. 1, which is premised on the
idea thet independent audit committees will oversee auditor independence on acompany-by-
company bags, and that such committees will request additiond information and resolve
problems on acase-by-case bass. The present SEC regulatory proposd, on the other hand, isa
classc command-and-control reguletion, as bath the SEC acknowledges. (See NPRM §VI1.)

SUGGESTED REMEDIAL ACTION: See Suggested Remedid Action & Requirement No. 6.

Compatibility with Regulations of Other Federal Agencies.

REQUIREMENT: “Each agency dhdl avoid regulaionsthat are inconagtent, incompatible, or
duplicative with its other reguletions or those of other Federd agendies” (Exec. Order 12866 §
1(b)(10).)

COMPLIANCE/NONCOMPLIANCE: The SEC sproposd isentirdy duplicative of an exiding
regulatory and sdf-regulatory regime which isin place and which has not been demondrated to
havefaled in any Sgnificant or materid way. (See discusson a Requirement No. 6 above)
SUGGESTED REMEDIAL ACTION: The present NPRM should be withdrawn.

Narrowly-Tailored Requirement.

REQUIREMENT: “Each agency ddl tallor its regulations to impose the least burden on sodiety,
induding individuds, businesses of differing Szes, and other entities (induding smdl communities
and governmentd entities), congstent with obtaining regulatory objectives, teking into accourt,
among ather things, and to the extent practicable, the costs of cumulative regulaions”  (Exec.
Order 12866 8§ 1(b)(11).)
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17.

COMPLIANCE/NONCOMPLIANCE: The SEC proposal would impose massive burdens, bath
quantitative and quditative, on accounting firms and reporting companies. The ddeterious
gualitative impacts that would flow from the SEC proposd are paticularly troubling, because
they havethered potentia to harm the quality and reputation of the US auditing function in the
internationd finendid markets

SUGGESTED REMEDIAL ACTION: The present NPRM should be withdrawn.

Easy-to-Under stand Requir ement.

REQUIREMENT: “Each agency hdl drdft its regulations to be Smple and easy to undersand,
with the god of minimizing the potertid for uncertainty and litigation arising from such
uncertainty.” (Exec. Order 12866 § 1(b)(12).)

COMPLIANCE/NONCOMPLIANCE: The proposed rulefallsthistes, becauseit isunduly
complex, and contains anumber of inconsgendes. Theseincongstencieswould mke it
impossible for accounting firms and SEC regigrants to maintain full compliance with dl of the
ruesprovisons For example, it would be difficult or impossible to didinguish between:

- - “assesament, design, and implementation of internd accounting and risk management
contrals” which would be permitted, ver sus “internd audit sarvices’ or “designing or
implementing a hardware or software system usad to generate informeation thet is Sgnificant
to the audit dient’ sfinandd Satementstaken asawhale” which would be prohibited.
(Proposed § 2-01(c)(4).)

- - thepemitted provison of sarvices rdaed to the management of technology risks acrossan
entire organization, ver sus the prohibited desgn and implementation of information sysems
relaing to finandd datements

- - thepemitted provison of “tax-related sarvices,” ver sus the prohibition againg “[g]ny
appraisa or vauation sarvice” (Proposed § 2-01(c)(4).)

SUGGESTED REMEDIAL ACTION: ThelSB sandards and framework should be given an
opportunity to go into full effect before any additiond, overlgpping requirements are imposed.
Thisis paticularly the case, asthe |SB Standard provides independent audit committees with the
flexihility to addressindividud cases based on individua drcumdtances, which in turn avoidsthe
uncartainties of interpretation and implementation inherent in the SEC propos.
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18.

19.

20.

Characterization as* Significant Regulatory Action.”

REQUIREMENT: The agency and/or OMB must determine whether its proposd condtitutes a
“ggnificant regulatory adtion.” (See Exec. Order 12866 § 3(f).)

COMPLIANCE/NONCOMPLIANCE: Technicdly this requirement does not goply to the present
rulemaking, because the SEC is an independent agency. However, principles of good
government argue srongly in favor of goplication of the Executive Order.

SUGGESTED REMEDIAL ACTION: Given the ggnificant impact the present proposal could
have on the integrity of the US accounting professon and worldwide investor confidencein the
USfinendd markets OMB should exerdse its generd oversght authority and ensurethe
correction of theinfirmitiesidentified in this CRE Report Card.

M aximalization of | nvolvement of Affected Parties.

REQUIREMENT: “[B]eforeissuing anotice of proposed rulemaking, each agency should, where
aopropriate, sk the involvement of those who are intended to benefit from and those expected
to be burdened by any regulation (induding, spedificaly, Sate, locd, and tribd officids). In
addition, each agency should aford the public ameaningful opportunity to comment on any
proposed rulemaking, which in most cases should indude a comment period of not less than 60
days” (Exec. Order 12866 8§ 6(8)(1) (emphadis added).)

COMPLIANCE/NONCOMPLIANCE: The SEC hasnat fully and fairly complied with this
requirement. Although mogt of the key siakeholder groups have been identified, the public
comment period is serioudy inadequate in light of the number of issuesraised and the
documentation required to address those issues. (See discussion a Requirement No. 22 beow.)

SUGGESTED REMEDIAL ACTION: Theagency isin compliance with the requirement thet it
indude the key gakeholder groupsin the process However, the SEC should implement the
Suggested Remedid Action a Requirement No. 22.

Consideration of Consensual M echanisms Such as Negotiated Rulemaking.

REQUIREMENT: *“Each agency isdso directed to explore and, where appropriate, use
consansud mechaniams for developing regulations, induding negatiated rulemeking.” (Exec.
Order 12866 8§ 6(a)(1).)
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21.

22.

COMPLIANCE/NONCOMPLIANCE: Asdestribed a Requirement No. 6 above, the I1SB
gandards and framework represent the product of what wias effectively anegotiated rulemaking
process. By propodng the present regulation, the SEC is essentidly preempting that process.

SUGGESTED REMEDIAL ACTION: The presant NPRM should be withdrawn pending full
implementation and assessment of the effectiveness of the |SB gandards. Should anew
rulemaking be commencad in the future, the SEC should pursue a negatiated rulemaking.

OIRA Review of Significant Regulatory Actions.

REQUIREMENT: If the planned regulatory action is characterized as“ Sgnificant,” the Office of
Information and Regulatory Affars (*OIRA”) within OMB isrequired to review the cos-benfit
ase3ment. (Exec. Order 12866 § 6(8)(2)(B).) However, OIRA does not review non-
gonificat ections (Id. 8 6(b)(1).) Moreover, when the planned regulaory actionis
characterized as“dgnificant,” OMB isrequired to make available to the public “al documents
exchanged between OIRA and the agency during the review by OIRA and the agency under this
section” (Ld. 86(b)(4)(D).)

COMPLIANCE/NONCOMPLIANCE: Seediscussion a Requirement No. 18 above.
SUGGESTED REMEDIAL ACTION: Seediscusson a Requirement No. 18 above.
Administrative ProcedureAct.

Adequacy of Opportunity for Notice and Comment.

REQUIREMENT: “[T]heagency shdl give interested persons an opportunity to participate in the
rule meking through submisson of written data, views, or arguments with or without opportunity
for ord presentation.” (5 U.S.C. §553(c).) The comment period is not adequete if it does not
provide a“meaningful” or “fair” or “reasonadl€’ opportunity to be heard. In paticular, the
agency’sfind rule could be subject to chdlenge to the extent that regulated parties are not
provided with areasonable opportunity to respond, taking into account the facts and
drcumdances. (See Edae of Smith v. Bowen, 656 F. Supp. 1093, 1097-98, 1099 (D. Colo.
1987) (invaidating HHS regulation due to HHS refusal to grant an extengon of the comment

period).)
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23.

(Itisdso noteworthy thet section 6(g)(1) of Executive Order 12866 impliesthat 60 daysisthe
low-end threshold for the length of public comment periods. See quoted language a
Requirement No. 19 above)

COMPLIANCE/NONCOMPLIANCE: A number of witnesses at the SEC hearing argued thet the
75 day time period for public comment st forth in the NPRM is grosdy inedequite, given the
magnitude and importance of theissuesinvolved. (See, eq., letter dated Aug. 7, 2000 from US
Chamber of Commerce to Charman Levitt.)

SUGGESTED REMEDIAL ACTION: A minimum of three additional months should be provided,
S0 that sakeholders can deved op the empiricd datato demondrate the need and efficacy, or lack
thereof, of the proposad rule.

Regulatory Flexibility Act.

Deter mination of “ Significant Economic Impact” on “ Substantial Number of
Small Entities.”

REQUIREMENT: The Regulaory Hexibility Act is drafted in amanner that crestesa
presumption thet aproposed rule would have a“ sgnificant economic impect” on a* ubdantid
number of amal entities” unlessthe agency offiadly “catifies’ othawise (See5U.SC. §
605(b).) If the propased rule would not dgnificantly impact asubgtantid number of amdl
entities, then the agency is exempted from the requirement of preparing initid and find regulatory
flexibility andyses (1d. § 605(b).) The language of section 605 indicates thet an agency’ sfailure
to certify affirmatively thet a proposed rule would not sgnificantly affect amal entitiestriggarsthe
gpplicahility of sections 603 and 604, requiring the initid and find regulatory flexibility andyses
Thisisdgnificant in light of the Regulatory Hexibility Act’sjudicid review provisons (Seeid. §
611.)

COMPLIANCE/NONCOMPLIANCE: The SEC hasnat identified: (i) the full range of types of
“amdl ertities’ that would be significantly affected if the propasad rule goesinto effect; (i) the
number of such entities; and (iii) the types of impects that would goply to eech. Therefore, the
Initid Regulatory Hexihility Analyssisinadequete

SUGGESTED REMEDIAL ACTION: The SEC mug prepare acomplete and accurate Initid
Regulatory Hexibility Andyss. The present NPRM must be withdrawn, and then resubmitted &
such time asacomplete Initid Andlyss has been prepared.
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24.

25.

Inclusion of the Planned Regulation in theUnified Federal Regulatory Agenda.

REQUIREMENT: “[E]ach agency hdl publish in the Federd Regider aregulatory flexibility
agendawhich shl contain...(1) abrief description of the subject areaof any rule whichislikdy
to have agnificant economic impact on asubgantid number of amal entities..” (5U.SC. 8

602(a)(1).)

COMPLIANCE/NONCOMPLIANCE: The SEC hasonly patidly complied with this
requirement. The agency did not publish an entry in the October 1999 Unified Agenda
Although the SEC did indude an entry in the April 2000 Unified Agenda, the entry was cursory
and vague, and incorrectly ligted this rulemaking proceading as “nonggnificant.”  (See 65 Fed.
Reg. 22481, 23959 (Apr. 24, 2000).)

SUGGESTED REMEDIAL ACTION: Thereisno avalable corrective action. However, the SEC
should ensure thet more adequate information is provided in the October 2000 Unified Agenda

Initial Requlatory Flexibility Analysis.

REQUIREMENT: Whenever apropasad rule would have asgnificant economic impact ona
Subgtantia number of smdll entities, the agency must prepare, and make available for public
comment, aninitid regulaory flexibility andyss (5 U.SC. §603(@).) Theinitid andyss mug
identify “any sgnificant dterndivesto the proposed rule which accomplish the Sated objectives
of goplicable gatutes and which minimize any dgnificant economic impact of the proposed rule on
gmdl entities” Spedific dternatives that must be addressed indude:

() Egadlishment of differing compliance or reporting requirements or timetables thet teke into
acoount the resources avallable to amdl entities

(i) Clarification, consolidation, or Implification of compliance and reporting reguirements
under the rulefor such smdll entities

(i) Useof paformance rather than desgn $andards; and
(v) Exemption from coverage of dl or part of the rule for such smdl entities

1d. 8 603(c).
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26.

CoMPLIANCE/NONCOMPLIANCE: The SEC hasfailed to comply with this requirement for
three key reasons. FHr4, what the SEC has denominated as an “Initid Regulatory Hexibility
Andyss” isin redity merdy areguest for information on the number of “smal entities’ to be
affected by the proposd. In other words, the SEC has not complied with the requirement thet a
complete Initid Andysis be prepared as of the date of the NPRM.  Put another way, the
discusson s#t forth in the SEC' s discussion of the Regulatory Hexihility Act should have been
published a the ANPRM dage, i.e., S0 that the SEC would have then been able to prepare an
adeguate Initid Analyss as of the date of the NPRM.

Sacond, the SEC has not adequatdly assessed the impact its proposd would have on smdler
regidrants. And findly, the SEC has nat made any meaningful atempt to develop any of the four
types of dterndives st forth in the Satute desgned to minimize the burden on smdl entities

SUGGESTED REMEDIAL ACTION: The NPRM is prematurein light of the fact that the SEC
hed not completed a proper Initid Regulaiory Hexibility Andyss as of thetime the NPRM was
published in the Federd Regider. Therefore, the NPRM should be withdrawn pending
completion of the Initid Andysis

Review of I nitial Requlatory Flexibility Analysis by Small Business
Administration.

REQUIREMENT: “Theagency sl tranamit acopy of theinitid regulaory flexibility andydsto
the Chief Counsd for Advocacy of the Smdl Business Adminidration.” (5U.SC. §603(9).) If
the agency determines that the proposed rule would not have a Sgnificant economic impact ona
subgtantid number of amdl entities, “[t]he agency shdl provide such certification and Satement to
the Chief Counsd for Advocacy of the Smdl Busness Adminigration.” (1d. § 605(b).)

CoMPLIANCE/NONCOMPLIANCE: Nether the NPRM nor the Initid Regulatory Hexihility
Andyssindicate that SBA has reviewed or commented on the Initid materids prepared by the
SEC.

SUGGESTED REMEDIAL ACTION: OMB should ensure that SBA workswith the SEC to

prepare acomplete and accurate Initid Regulatory Hexibility Analyds and that SBA reviewsthe
sane
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27.

28.

Special Notice and Consultation Requirementsfor Small Businesses.

REQUIREMENT: “When any ruleis promulgated which will have a sgnificant economic impact
on aubgantid number of amdl entities; the heed of the agency promulgating the rule or the
offiad of the agency with gatutory responshility for the promulgetion of the rule shal assure thet
amd| entities have been given an opportunity to participate in the ruemaking for the rule through
the reasonable use of techniques such as.. (3) direct natification of interested amdl entities; and...
(5) the adoption or modification of agency procedurd rulesto reduce the cost or complexity of
paticipation in the rulemaking by smdl etities” (5 U.SC. §609(d).)

CoMPLIANCE/NONCOMPLIANCE: Nether the NPRM nor the Initid Regulatory Hexibility
Andyssindicate that the SEC has complied with this requirement. Thismay account for the
datement in the NPRM to the effect that the SEC was unable to devise a performance-based
mechaniam to ensure auditor independence that could be gpplied to smdl accounting firms.

SUGGESTED REMEDIAL ACTION: See suggested remedid action a Reguirement No. 26.

Paperwor k Reduction Act (“PRA”).

Adequacy of Notice and Opportunity to Submit Commentsto OMB.

REQUIREMENT: Under the Paperwork Reduction Act, 44 U.S.C. 88 3501, et seq., an agency
must obtain OMB’ s goprova before imposing recordkegping or reporting requirements (referred
to as“information collection requirements’) on the public. The natice must provide the public
with aminimum of 30 days within which to submit comments to the gopropriate “ desk officer” a
OMB. (See44 U.S.C. 83507 (a)(2)(D); 5C.F.R. 88 1320.8(d)(1), 1320.11(a).)

ComPLIANCE/NONCOMPLIANCE: The SECisintechnicd compliance with the natice
requirement of the above-ated OMB implementing regulation. However, CRE hasidentified the
fallowing two problemswith the natice. Arg, an extenson of the comment period is nesded S0
that respondents can provide the SEC and OM B with specific data on the recordkegping and
reporting burdens to be imposad by the proposed rule (and hence on the accuracy or inaccuracy
of the SEC sesdimaes of the same). The PRA dearly anticipates atime period in excess of three
months during which stakeholders can submit comments on “proposed information collection
requests’ to both the rulemaking agency (60 days) and OMB (30 days), in addition to thetime
the agency is upposad to take to review comments filed pursuant to the firgt, agency-leve

25



comment period. (Compare 44 U.S.C. 88 3506(c)(2)(A) and 3507(8)(1)(A), (B), (©), (A(2).)

The sscond problem, rdated to the firgt, semsfrom the fact that OMB’ simplementing regulation
isnot in conformity with the PRA. To be in compliance with the Satute, as opposed to the
implementing regulation, there should be two separate and distinct comment periods, a 60-day
comment period a the SEC and a30-day comment period a8 OMB, aswdl asan interim period
during which the SEC is supposed to congder modifying the proposd before trangmitting itsfind
“dearance package to OMB.”

SUGGESTED REMEDIAL ACTION: The SEC and OMB mus provide additiond timeto
dakeholdersto give them areasonable opportunity to demondrate the accuracy or inaccuracy of
the SEC' s burden estimates, aswel asto address other issues under the PRA (described at
Requirements Nos. 29-38 blow). To prevent confuson to the sakeholders and actud OMB
condderation of dl of the comments (i) the deedline should be synchronized with the revised
deadline for non-PRA commentsto befiled in the SEC docket; (i) The SEC should trangmit dl
PRA-rdaed commentsto OMB s0 as to ensure that such comments are consdered by OMB;
and (iii) OMB should agree not to mekeitsfind decison to gpprove or disgpprovethe SEC's
proposed information collection request until after the dose of the comment period and after

2 The purpose of the fird comment period isto enable the agency to pre-view the public
comments, and to revise the proposed information collection request based on those comments prior
to submitting the officid information collection request (also referred to as a“ dearance package’) to
OMB. After thefirg comment period has been completed, the rulemaking agency is supposed to do
thefdlowing: (i) condder the PRA-rdated comments; (i) determine whether theinitia pgperwork
requirements should be revised in light of the comments; (jii) prepare adearance package for OMB;
(iv) indude in the dearance package the ten catifications st forth a section 3506(C)(3)(A)-(J); (iv)
document the cartifications with references to the public comments. (Seeid. § 3506(c)(2), (6)(3).)
After the agency has complied with dl of these requirements, OMB is supposad to provide a sscond
comment period of a least 30 days. The ideabehind having a second comment period isthat: (i) the
paperwork reguirements may have been modified in response to the agency-levd comments; and (i)
the comments are now beaing filed directly with OMB.

Where the proposed information collection request is contained in an NPRM, the PRA dlows
thefird, agency-levd comment period to be subsumed into the APA comment period. However, the
PRA does not anticipate thet the second PRA comment period, i .e., the OMB comment period, isaso
to be subsumed into the APA comment period. The OMB implementing regulation combines both the
agency-leve and OMB-levd PRA comment periodsinto the APA comment period. In doing so, the
OMB regulation violates the Satute it is atempting to implement.
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OMB hasreviewed dl PRA-rdaed commentsin the docket.® While these corrective actions are
pending, OMB should rgect the SEC' s dearance package until such time asthe SEC has
attained full compliance with the subgtantive PRA sandards described & Requirements Nos. 29
38 of this Report Card.

29. Purpose, Need and “ Practical Utility” Reguirements.

REQUIREMENT: Beforeimposing apaperwork requirement on the public, the sponsoring
agency mugt demondreate thet “the proposed collection is necessary for the proper performance
of the functions of the agency, induding whether the information shall have practicd utility.” (44
U.S.C. §3506(C)(Q(A)(1), (9(JA).) “Practicd utility” isdefined as*“the actud, not merdly the
theoreticd or potentid, usefulness of information to or for an agency, teking into account its
accuracy, vdidity, adequecy, and rdiahility, and the agency’ s daility to processtheinformation it
collects..in auseful and timely fashion.” (5 C.FR. 813204(1).) Moreover, aproposed
information collection should be gpproved only if it would “enhance the qudity, utility, and darity
of theinformation to be collected.” (44 U.S.C. 8 3506(C)(2)(A)(iii).)

CoMPLIANCE/NONCOMPLIANCE: The SEC has not made a convindng case that the
collection and disdosure of this datawould in any Sgnificant way enhance investor confidencein
the securities markets* Therefore, the information callection requirements st forthinthe SEC's

3 Alternatively, to correct the procedurd discrepancy caused by OMB'’simplementing
regulation, the SEC and OMB should re-natice the PRA comment periods, in accordance with the
datutory language, asfadlows (i) The natice in the NPRM should be deamed anatice pursuant to
section 3506(c)(2)(A) and (B), and should be extended so that a minimum comment period of 60 days
isprovided. The natice should direct commentsto the SEC, not OMB. (i) After recaiving PRA-
related comments, the SEC should condder the same, determine whether it can make the certifications
s forth at section 3506(c)(3)(A)-(J) in good faith, or, dternatively, whether the proposa should be
revised. (i) The SEC should tranamit its dearance package to OMB. The dearance package should
contain the section 3506(c)(3)(A)-(J) certifications. 1n addition, a second Federd Regigter notice
should be published providing the public with the second, atutorily-required comment period, and
directing commentsto OMB.

4 In 1982, when the SEC rescinded a disclosure requirement Smilar to the one now
under condderation, the Commission conduded thet the informeation was “not generdly of sufficent
utility to investorsto judtify continuation of the disdosure requirement.”  See Accounting Series Rdease
No. 304, “ Rdaionships Between Regigtrants and | ndependent Accountants’ (Jan. 28, 1982).
Although the present NPRM contains destriptions of changes in the accounting industry Snce thet time,
the NPRM does not contain any explanation of why or how the reviva of commeand-and-control
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30.

proposed rule would not have “practicd utility.”

SUGGESTED REMEDIAL ACTION: OMB should disgpprove the proposad informetion
collections st forth in the NPRM.

Accur acy of Burden Estimates.

REQUIREMENT: The“sponsaring agency” (i.e., the SEC) isrequired to “ evauate the accuracy
of the agency’ s edtimate of the burden of the proposad information to be collected.” (44 U.S.C.
8§ 3506(c)(2)(A)(i)).) OMB’songoing and conggtent practice s to require gponsoring agencies
to submit accur ate esimates of burden. When a gponsoring agency’ s burden edimateis
demondrably and maeridly inaccurate, e.g., dueto the fallure to assess whole categories of
burden, OMB’ s practice isto return the “ dearance package’ containing the proposed paperwork
reguirements to the Sponsoring agency, and to reguire the agency to resubmit the dearance
package with corrected burden estimates. The reason for this practice isthat OMB cannot make
key determinations without possessing accurate burden data. For example, without accurate
data, OMB cannot determine whether the pgperwork burdens to be imposed on respondents are
judtified basad on the benefits to be provided by the information to be collected by the agency.

COMPLIANCE/NONCOMPLIANCE: The SEC edimates that one hour would be needed for
issuersto trandate information provided by their auditorsinto useeble data for reporting to the
Commisson. The SEC failed to take into congderation burdensrdating to: (i) desgn, cregtion
and mantenance of computerized dorage sysems, (i) ingructing personnd in the information to
be mantained and procedures for retrievd; (iii) retrievd of datafrom the new information
sysem; (iv) reviewing the dataand compiling it for entry in Schedule 14A or 14C; (v) hiring of
outsde professond to asss in compliance with the new reguirements.

Ancther fundamentd problem with the burden esimates sems from the fact thet the SEC
esimates that only 25% of issuers would be affected. In fact, dthough the percentage might be
within the 25% rangein any one given year, the use by issuers of both audit and non-audit
sarvices of one accounting firm varies from year to year, o that the totd number of companies
that would have to monitor (i.e., maintain records of) their use of specific categories of sarvices
provided by thar acocounting firmswould actudly be much higher.

In addition, it gppears that the SEC may not have adequatdly consdered the fact thet, in some

disdosure requirements would be of “utility” in today’ s globel economy.
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ingances (e.g., when internationd branch offices are involved), respondents would have to work
with “leased” personnd and entitiesto obtain the rdevant information.

SUGGESTED REMEDIAL ACTION: In accordance with its generd practice, OMB should
return the SEC’ s dearance package to the SEC, and require the package to be re-submitted with
corrected burden estimates. Before devel oping such corrected burden estimates and re-
submitting the same to OMB, the SEC should work with key sakeholdersto ensure their
accuracy.

Prepar edness of Designated Agency Officeto Processthe Information to Be
Collected; Plan for Effective and Efficient M anagement of the | nfor mation.

REQUIREMENT: The agency mus certify to OMB that the propased information collection
reguirement “ has been developed by an office that has planned and dlocated resources for the
effiaent and efective management and use of the information to be collected, induding the
processing of information in amanner which shdl enhance, where gppropriate, the utility of the
information to agencies and the public.” (44 U.S.C. 8 3506(c)(3)(H).) Moreover, prior to
submitting the proposed informetion collection to OMB, the agency is required to have
edablished “aplan for the efident and effective management and use of the information to be
collected, induding necessary resources” (Id. 8 3506(C)(1)(A)(vi).)

COMPLIANCE/NONCOMPLIANCE: The SEC has not documented that investorswill be eble
to use the information to be disclosd.

SUGGESTED REMEDIAL ACTION: The SEC should correct thisomisson fromitstwo
“Supporting Satements’ filed with to OMB. OMB should refrain from meking adecison to
goprove or disgpprove the SEC' s propasad callection of informeation until the Supporting
Satements are corrected and the public has had an opportunity to comment on the corrected
submissons

Testing of Proposed | nformation Collection.

REQUIREMENT: The agency mud “review each collection of informeation before submisson to
the Director [i.e., of OMB] for review under this chapter, induding... (v) atest of the collection
of information through a pilot program, if gopropriate” (44 U.S.C. 8 3506(C)(1)(A)(v).)
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35.

COMPLIANCE/NONCOMPLIANCE: Thisreguiremen isarguably ingpplicable to the present
rulemeking.

SUGGESTED REMEDIAL ACTION: (Not gpplicable)

Duplicativeness with I nformation Other wise Availableto the Agency.

REQUIREMENT: The agency mus catify to OMB that, basad on public comments recaived,
the propasad information collection *is not unnecessaily duplicative of informetion otherwise
reasonably accessbleto theagency.” (44 U.S.C. § 3506(c)(3)(B).)

COMPLIANCE/NONCOMPLIANCE: The SEC'sNPRM vidaesthisrequirement. The
NPRM dates that much of the information the SEC seeks to have reported is dready made
avalableto the SEC through the SECPS. (See NPRM a section VI, 4th 1) Moreover, this
data could be made available to the public directly from SECPS, rather than requiring it to be re-
formulated and re-submitted by respondentsin violaion of the PRA.

SUGGESTED REMEDIAL ACTION: OMB should disgpprove the SEC' sinformation collection
request to the extent that information is sought that is dready provided to the SECPS.

Under standability.

REQUIREMENT: The agency mus cartify to OMB that, based on the public comments
recaived, the propased information callection “is written using plain, coherent, and unambiguous
teemindlogy and is understandable to those who are to respond.” (44 U.S.C. 8 3506(c)(3)(D)
(emphasis added).)

CoMPLIANCE/NONCOMPLIANCE: Although the discusson a Requirement No. 17 identifies
anumber of incondgendes which would makeiit difficult for regpondents to know which attivities
would and would not be authorized, it gppears that the reporting requirement would gpply to dl
activities, both authorized and unauthorized. Onthisbes's it tentativey gopearsthat the
“undergandability” requirement of the PRA has been met.

SUGGESTED REMEDIAL ACTION: (The SECisincompliance)

| mplementation Consistent and Compatible with Existing Reguir ements.
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REQUIREMENT: The agency mugt cartify to OMB that, based on the public comments
recaved, the proposed information collection “isto be implemented in ways conagtent and
compatible, to the maximum extent practicable, with the exigting reporting and recordkegping
practices of those who areto respond.” (44 U.S.C. 8 3506(c)(3)(E).)

COMPLIANCE/NONCOMPLIANCE: The proposad ruleis condstent with existing proxy
datement requirements

SUGGESTED REMEDIAL ACTION: (The SEC isin compliance with this Requiremen.)

Dur ation of Record Retention Period.

REQUIREMENT: The agency mugt indicate “for each recordkesping requirement the length of
time persons are required to maintain the records pecified.” (44 U.S.C. § 3506(c)(3)(F).)

COMPLIANCE/NONCOMPLIANCE: To the extent thet the recordkesping and reporting
requirementsin the SEC' s proposed rule are part of the broader proxy rules, and to the extent
that the duration of maintenance of records under the proxy rules are dear, the SEC would
gopear to bein compliance with this PRA requirement.

SUGGESTED REMEDIAL ACTION: The SEC gopearsto bein compliance with this
requirement.

Allowance of Reduced or Alternate Reqguirementsfor Small Businesses.

REQUIREMENT: The agency mus 9gn acatification to OMB gating thet the propossd
paperwork requirements “reduced]] to the extent practicable and gppropriate the burden on
personswho shdl provide informetion to or for the agency, induding with respect to amdl
entities...(i) establishing differing compliance or reporting reguirements or timetables thet take into
acoount the resources available to those who are to respond;...and (iii) an exemption from
coverage of the collection of information, or any part thereof.” (44 U.S.C. 8 3506(c)(2)(C).)

CoMPLIANCE/NONCOMPLIANCE: The SEC has not made areasonable atempt to
determine whether reduced requirements could be dlowed with respect to “smdl entities” In
fact, the SEC gppearsto have prgudged this question by submitting its two Supporting
Saementsfor dearance by OMB without waiting for public comments on this question.
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SUGGESTED REMEDIAL ACTION: OMB should not consder the merits of the SEC's
dearance packages until uch time as the SEC has obtained and congdered public comments
congdering dternative or reduced requirements for smdler regigrants.

Use of I nfor mation Technology to Reduce Burden.

REQUIREMENT: The agency mus cartify to OMB that, based on the public comments
recalved, the proposed information collection “to the maximum extent practicable, uses
information technology to reduce burden and improve data qudity, agency effidency and
regponsvenessto the public.” (44 U.S.C. 8 3506(c)(2)(1).)

CoMPLIANCE/NONCOMPLIANCE: Neither the NPRM nor the SEC' stwo Supporting
Satements address this Requirement. To the extent thet dectronic filing of proxy daementsis
permitted, this Requirement would gppear to be met.

SUGGESTED REMEDIAL ACTION: (Compliance datusundeer.)

Consideration of, and Certification Regarding, Public Comments on
Requirement Nos. 29-38.

REQUIREMENT: Theagency isrequired to “certify (and provide arecord supporting such
cartification, induding public comments recaived by the agency) thet each collection of
information submitted to the Director” of OMB complies with the ten specified Sandards st forth
a section 3506(c)(3). (44 U.S.C. 8 3506(c)(3).) (Theseten sandards correspond roughly to
the issues ddineated a Requirement Nos. 29 through 38 immediatdy aoove)

COMPLIANCE/NONCOMPLIANCE: OMB has essatidly diluted this requirement by issuing a
form containing boxes which are checked off and Signed by an agency offidd. Thisencourages
the agency offidd to check the boxes without serioudy congdering the merits of each
catification. Sgnificantly, OMB’sform does not mention the pulblic-comment-based
documentation that is required by Congressto sarve asthe bads of the certifications. By
bureauicratizing the cartification process, which was intended as a means by which sponsoring
agendes such asthe SEC could engegein internd *due diligence before submitting dearance
packagesto OMB, OMB has deprived this process of any red meaning.

Inthe presant ingtance, it is dear thet the SEC has not complied with the public-comment-based-
documentation requirement, because the SEC has neither obtained nor reviewed any public
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comments under the Paperwork Reduction Act. (See discussion a Requirement No. 31 above)

SUGGESTED REMEDIAL ACTION: In conjunction with the Suggested Remedid Actions st
forth a Reguirement No. 31 above, the SEC should resubmit a corrected dearance package
with the required certifications and supporting documentation from the public comments. In ather
words, the SEC should not seek OMB dearance until such time asthe SEC hesitsf reviewed
comments from the public on PRA-rdaed issues  In addition, OMB should reject the SEC's
two dlearance packages, and reguire the SEC to resubmit a corrected package.

Executive Order 12988 on Civil Justice Reform.

Duty to Promulgate Requlations That Discour age L itigation.

REQUIREMENT: “[E]ach agency promulgating new regulaions..shdl adhere to the fallowing
requirements...(2) [tlhe agency’ s proposed...regulaions shal be written to minimize litigation; and
(3) [t]he agency’ s proposed...regulations shdl provide adear legd sandard for affected conduct
rather than agenerd sandard, and shdl promote smplification and burden reduction.”  (Exec.
Order 12988 § 3(a).)

More specificaly, a proposad regulation must: (i) “gpedify] in dear language the effect on
exiding Federd law or reguldion, if any, induding dl provisons repedled, drcumscribed,
digplaced, impaired, or modified’; (i) “provide]] adear legd Sandard for affected conduct
rather than agenerd sandard, while promating smplification and burden reduction”; and (jii)
“gpedifly] whether adminigrative proceedings are to be reguired before parties may file suit in
court and, if 0, describe]] those proceadings and requird]] the exhaudtion of adminigretive
remedies” (I1d. 8 3(b)(2).)

COMPLIANCE/NONCOMPLIANCE: The NPRM does not address the possible implications of
the proposad rule for securities litigation involving private parties.

SUGGESTED REMEDIAL ACTION: The SEC should explicitly address the question of possble
avil litigation impects of the proposd rule
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National Technology Transfer and Advancement Act of 1995; OMB Circular A-
1109.

Use of Voluntary, Private-Sector Consensus Standar ds.

REQUIREMENT: “[A]ll Federd agencies and departments shdl use technicd Sandardstheat are
deveoped or adopted by voluntary consensus Sandards bodies, using technicd dandardsasa
meansto cary out policy ohjectives or attivities determined by the agendies and departments”
(Tech. Trander Act 8 12(d)(2).) “All federd agencies must use voluntary consensus dandardsin
lieu of government-unique Sandards in their procurement and regulatory activities, except where
inconggtent with law or atherwiseimpracticd.” (OMB Circular A-119 §6.)

COMPLIANCE/NONCOMPLIANCE: Asiss forth in the discusson a Reguirement No. 6, the
SEC paticpated with a voluntary consensus sandards bodly, the 1B, in developing a consensus
gandard, which was promulgated & the end of 1999. The SEC is now proposng agovernment-
unigue gandard that would effectivdy preempt the same voluntary sandard the SEC haesjugt
helped to creete, despite the fact that the SEC has not had an opportunity to assessthe
effectiveness of the |SB voluntary consensus sandard. Thiswould gppeer to fly in the face of the
SEC sonligations under the National Technology Trander Act.

SUGGESTED REMEDIAL ACTION: The NPRM should be withdravn until such time asthe
SEC has had an opportunity to assess the effectiveness of the |SB gandards and framework.

Consultation with Private-Sector Standar d-Setting Bodies.

REQUIREMENT: “In carrying out [Requirement No. 44], Federd agendies and departments
shdl conault with voluntary, private sector, consensus Sandards bodies and shdl, when such
paticipation isin the public interest and is compatible with agency and departmental missons,
authorities, priorities, and budget resources, participate with such bodies in the deve opment of
technicd dandards” (Tech. Trandfer Act 8 12(d)(2).)

COMPLIANCE/NONCOMPLIANCE: It does not gopear from the NPRM thet the SEC
consulted with the 1B regarding such questions as (i) the gopropriateness of promulgating a
command-and-contral regulation immediatdy after particpating in the issuance of avoluntary,
performance-basad dandard; (ii) the impact that a preemptive commeand-and-control regulaion
would have on the ahility to implement 1SB’ s performance-based andard; or (jii) the impact
that the SEC sturnraround will have on the willingness of indudtry dekeholdersto participatein
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any future edtivities of the 1SB, and, hence, on the future vighility of the ISB.

SUGGESTED REMEDIAL ACTION: (See Suggested Remediad Action a Requirement No. 41
above)

Reportingto OMB Through NIST.

REQUIREMENT: Before aFederd agency can lawfully adopt a government-unique sandard
ingteed of an exiging voluntary consensus andard, the agency must provide awritten report to
OMB, through the Nationd Indiitute for Standards and Technology (“NIST”), induding an
“explanation of the reason(s) for usng government-unique fandardsin lieu of voluntary
consensus Sandards.” (OMB Circular A-119 § 6; see ds0 Tech. Trandfer Act 8§ 12(d)(3).)

COMPLIANCE/NONCOMPLIANCE: The NPRM does not indicate thet the SEC has complied
with this requiremen.

SUGGESTED REMEDIAL ACTION: The NPRM should be withdrawvn until such time asthe
SEC complieswith this reguirement.

Notice and Comment re Gover nment-Unigue Standar ds.

REQUIREMENT: “When your agency is propodng to use agovernment-unique Sandard in lieu
of avoluntary consensus Sandard, provide a gatement which identifies such gandards and
provides a preliminary explanaion for the proposad use of agovernment-unique Sandard in lieu
of avoluntary consensus tendard.” (OMB Circular A-119 8 11(a)(1).)

COMPLIANCE/NONCOMPLIANCE: The NPRM does not address, or request public comment
on, whether the SEC' s proposed rule would be conggtent with the SEC' s obligations under the
Nationd Technology Trander Act or OMB’ simplementing Circular A-119. Nor doesthe
Commisson judtify itsfalureto rdy on private initiatives

SUGGESTED REMEDIAL ACTION: (See Suggested Remedid Action a Reguirement No. 43
above)
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I nter national Har monization of Standards.

REQUIREMENT: “Ontheintenationd levd, the U.S. mugt work toward harmonizing, or
recognizing as equivaent, Sandards throughout the world... At the same time, NIST and other
federd agencies mugt identify globaly accepted U.S. devel oped sandards...and other
multinationd Sandards and professond bodies” (NIST “Plan of Implementation” for the
Nationd Technology Trander Act.)

COMPLIANCE/NONCOMPLIANCE: The NPRM does nat take cognizance of the fact thet the
International Federation of Accountants (“1FAC”) has promulgated a* Code of Ethicsfor
Professond Accountants’ which contains a detalled gandard, with commentary, governing
independence. (See IFAC Code of Ethicsfor Professond Accountants, Part B, 88 8.1-8.14.)
More ecificaly, the SEC has nat considered: (i) whether the requirements of the SEC's
proposed rule would conflict with auditors: obligations under the internationd standard; or (ii)
whether the internationa standard would be more gppropriate than the SEC proposd.

SUGGESTED REMEDIAL ACTION: (See Suggested Remedid Action a Requirement No. 43
above)

Executive Order 12606 on Family Considerationsin Policy Formulation and
I mplementation.

| dentification of Family I mpacts of Proposed Regulations.

REQUIREMENT: “Executive departments and agendies shdl identify proposed regulatory and
datutory provisons that may have asgnificant potentid negative impact on the family wel-being
and provide adeguete rationde on why such proposal should be submitted. The head of the
department or agency shdl cartify inwriting that, to the extent permitted by law, such messure
has been assessad in light of the criteriain Section 1 of this Order and how such measures will
enhance family wel-being. Such cetification shdl be tranamitted to the Office of Management
and Budget. Departments and agendies Sl give careful congderaion to family-relaed concarns
and their impect in notices of propasad rulemaking and messages tranamitting legidative
proposasto the Congress.” (Exec. Order 12606 § 2(a).)

Saction 1 criteriaindude whether the proposal would: (i) “hep the family parform its functions’;
or (ii) “incresse or decrease family eamings” (Seeid. § 1(c), (d).)
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COMPLIANCE/NONCOMPLIANCE: The proposed rule may be viewed as advancing family
wdl-bang by narrowing the range of family member invesments and rdaionships thet would be
Ubject to dfiligte limitations

SUGGESTED REMEDIAL ACTION: The SEC isin compliance with this reguirement.

Small Business Regulatory Enfor cement Fairness Act (“SBREFA”) - -

Congressional Review Provisions.

Characterization as“Major Rule.”

REQUIREMENT: The determingtion of whether aruleis“mgor” ismede by OMB. However,
the promulgating agency’s (i .e., the SEC's) determination thet aruleis or isnot “ggnificant”

under Executive Order 12866 and the Regulatory Hexihility Act will have an impact on the
podition to be taken by OMB. For purposes of SBREFA, a“mgor rule’ isonethat “has
resulted in or islikdy to result in -- (A) an annud effect on the economy of $100,000,000 or
more; (B) amgor increase in cogts or prices for consumers, individua indudtries, Federd, State,
or locd government agendies, or geogrgphic regions; or (C) dgnificant adverse effectson
competition, employment, invesment, productivity, innovetion, or on the &bility of United States-
based enterprises to compete with foreign-based enterprises in domestic and export markets” (5
U.S.C. §804(2).)

COMPLIANCE/NONCOMPLIANCE: Although the gatute does not prescribe when OMB mugt
meke its determination regarding the mgor or non-mgor satus of arule, arguebly the
determination is not required to be made until shortly before promulgation asafind rue. CRE
notes that OM B’ s determination should take into account the quantitative estimates submitted by
dakeholders, aswell asthe knowledge gained by OMB asareault of itsreview of the proposed
rule pursuant to the PRA and Executive Order 12866.

SUGGESTED REMEDIAL ACTION: (Compliance deedline pending.)

Transmission of Report and Supplementary Materialsto Congress and GAO.

REQUIREMENT: Upon promulgating afind rule, the agency mud tranamit to each House of
Congress and to the Comptraller Genegrd: (i) acopy of therule (i) acondse generd datement
relaing to the rule, induding whether itisa“mgor rul€’; (iii) the proposed effective dae (iv) a
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complete copy of the cos-benefit andyds of therule; (v) acopy of the agency’ s andyses under
the Regulatory Hexibility Act; (vi) acopy of the agency’ s Satements under the Unfunded
Mandates Reform Act; and (vii) copies of any other Satements or andyses prepared under any
other applicable satutes or executive orders. (5 U.S.C. 8 801(a)(1)(A), (B).)

The purpose of this requirement is to enable Congress to determine whether the find rule should
be invaidated (pursuant to acongressond “joint resolution of disgpprovd”) dueto the agency’'s
fallure to comply with the Satutes and executive orders described in this Report Card.

CoOMPLIANCE/NONCOMPLIANCE: (Compliance deedline pending.) (It isnoteworthy thet, to
the extent that the infirmities set forth in this Report Card are not corrected, Congress may have
ubgantid grounds for enacting ajoint resolution of disgpprovd invdidating any find rule
promulgated by the SEC.)

SUGGESTED REMEDIAL ACTION: The SEC sproposd should be reformulated, in conformity
with dl of the procedurd and substantive requirements described in this Report Card. In
particular, the SEC should comply with both the letter and the spirit of the Stakeholder input
requirements described herain.
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