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Chairman Huizenga, Ranking Member Maloney, and honorable members of the Subcommittee,
thank you for this opportunity to present testimony on behalf of my organization, the
Competitive Enterprise Institute (CEI), at this hearing reflecting on the 15™ anniversary of the
Sarbanes-Oxley Act of 2002.

CEl is a Washington-based free-market think tank, founded in 1984, that studies the effects of
regulations on job growth and economic well-being. It is our mission to advance the freedom to
prosper for consumers, entrepreneurs, and investors.

In America, we value entrepreneurs and the innovative products and services they bring. It is true
that a lucky few entrepreneurs are finding it easier to raise capital through private offerings
among wealthy angel investors and venture capitalists, who as members of the wealthy
“accredited investor” class are free to buy shares in companies that are not weighed down with
many of the regulatory burdens public companies face. So imagine how many more
entrepreneurs could launch businesses and grow them if the public markets were more open to
them. Unfortunately, many financial regulations imposed over the past 15 years have made
access to those markets much more difficult for many fledgling firms.

Much of the recent debate on financial regulation has focused on the Dodd-Frank Wall Street
Reform and Consumer Protection Act. However, its predecessor, the Sarbanes-Oxley Act, is still
out there and still very much matters. The mandate in the law’s Section 404 to audit “internal
controls,” as interpreted broadly by the Public Company Accounting Oversight Board
(PCAOB)—the accounting body created by this law—remains a major concern for nearly every
company considering going public on U.S. stock exchanges.

Sarbox, or just simply SOX, as the law is colloquially known, has caused auditing costs to
double, triple, and even quadruple for many firms.! We can see this by reviewing the filings of
Form S-1 that companies considering going public must submit to the Securities and Exchange
Commission (SEC). Nearly every S-1 that | have read makes prominent mention of the costs
Sarbanes-Oxley imposes on companies seeking to go public. This has resulted in a rush for the
exits from U.S. exchanges and very slow traffic at the entrance doors for initial public offerings
(IPOs).
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The trivial minutiae that Section 404 requires companies and their accountants to document—at
high cost—nhas done little to prevent massive mismanagement or outright fraud at troubled firms.
Companies fully subject to SOX rules, such as Countrywide Financial and Lehman Brothers, still
published misleading financial reports and imploded in scandal during the financial crisis—
which occurred five years after the law was enacted. As Hal Scott, Nomura Professor of
International Financial Systems at Harvard Law School, has written, despite the “high costs, it
remains empirically unclear whether adherence to SOX 404 achieves its intended benefit:

reduced incidence of fraud or opaque or aggressive accounting practices by public companies.”?

In comparing the public equities markets now versus when SOX was enacted, it becomes
apparent that there are significantly fewer public companies in the United States today. This
year’s slight uptick in IPOs—following a decade-low number of stock offerings in 2016—
obscures that over the past 15 years, the number of firms listed on U.S. exchanges has dropped
off dramatically. In 2001, the year before SOX became law, there were more than 5,100
companies in which everyday U.S. investors could purchase stock on exchanges like the New
York Stock Exchange and NASDAQ. By 2015, there were just 3,700—fewer than during the

“bear market” year of 1975, when publicly traded stocks numbered more than 4,700.

Moreover, this drop appears to be a purely American phenomenon. Non-U.S. stock listings rose
28 percent from 1996 to 2012, according to the National Bureau of Economic Research.*

President Obama’s Council on Jobs and Competitiveness directly fingered SOX when it
observed in its Interim Report:

Well-intentioned regulations aimed at protecting the public from the misrepresentations
of a small number of large companies have unintentionally placed significant burdens on
the large number of smaller companies. As a result, fewer high-growth entrepreneurial
companies are going public.®

There are other adverse consequences of entrepreneurs delaying or forgoing taking their
companies public. One is job growth, or rather the lack of it. As President Obama’s Jobs Council
observed, “the data clearly shows that job growth accelerates when companies go public.” As the
Council and others have noted, 90 percent of a public company’s job creation occurs after it goes
public.®

Another is the diminished ability of the average American investor to build wealth in his or her
portfolio. In the early 1990s, 80 percent of companies launching IPOs—including Starbucks and
Cisco Systems—raised less than $50 million each from their offerings.” Entrepreneurs were able
to get capital from the public to grow their firms, while average American shareholders could
grow wealthy with the small and midsize companies in which they invested.

Today, however, Sarbanes-Oxley is shutting out average investors from the early growth stages
of the next Cisco and Starbucks. A few years after SOX was enacted, 80 percent of firms went
public with IPOs greater than $50 million, while IPOs greater than $1 billion have become a
normal occurrence.® Facebook waited to go public until it could launch an IPO of $16 billion.®

Home Depot went public in 1981, when it had just four stores in the Atlanta area. Co-founder



Bernie Marcus has stated repeatedly that he never could have gone public back then had SOX
been in place.’® Home Depot may never have grown into the chain it is today, but even if it had,
ordinary investors would not have been able to share in that wealth from that growth.

The good news is that members of Congress from both parties have recognized that smaller
public companies should not be subject to all of the same mandates as giant corporations in the
Fortune 500. The Jumpstart Our Business Startups (JOBS) Act, signed by President Obama in
2012, gave small and midsize companies a temporary exemption from the SOX “internal
control” mandates and carved out a path for companies to raise $50 million or less without fully
registering with the SEC.

There is much more to be done, and | urge Congress to pass bipartisan initiatives to allow
ordinary investors to build wealth both by expanding exemptions for investment crowdfunding
and creating ways for non-wealthy American to qualify as accredited investors.

| also urge Congress to narrow Sarbanes-Oxley’s definition of “internal controls” to processes
that have proven their effectiveness in preventing fraud.

Finally, I urge the Securities and Exchange Commission to exercise its authority over the Public
Company Accounting Oversight Board to narrow its definition of “internal controls.”

Thank you again for inviting me to testify. | look forward to your questions.
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Clause 2(g) of rule XI of the Rules of the House of Representatives and the Rules of the Committee

on Financial Services require the disclosure of the following information. A copy of this form should
be attached to your written testimony.
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John Berlau The Competitive Enterprise Institute
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1310 L Street NW, 7th Floor, Washington, DC 20005
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additional sheets.
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organization(s) you are representing. You may list additional grants or contracts on
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