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Today, the Committee on Capital Markets Regulation will issue its first report on
regulatory changes needed to maintain and improve the global competitive position of
U.S. capital markets for investors. Our 135-page report offers numerous
recommendations and suggestions for areas of further study–principally for regulation,
though, in some cases, for legislation. The theme is simple: To maintain and enhance
the value of U.S. public markets, we must do a better job of assessing and evaluating
the benefits and costs of our regulatory and legal system and strengthen the rights of
shareholders.
Our 22-member committee’s initial recommendations should be
implemented: They represent the consensus of a diverse group of legal and
finance scholars, CEOs, auditors, practicing corporate attorneys, institutional
investors and investor advocates drawn from both political parties. Taken
together, the proposed changes would enhance shareholder value by
Visitingreducing the cost of capital, increasing expected firm cash flows, and
Scholar R.reducing excessive risk aversion of corporate managers, auditors and
Glenndirectors.
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Public capital markets play a vital role in any modern economy. They offer the means
for growing firms to finance investment. They allow investors’ funds to flow to the
most promising opportunities. And the risk-sharing, liquidity and information services
provided by well functioning capital markets enhance the value of investors’ assets and
lower the cost of capital for firms. Legal and regulatory regimes that promote
shareholder rights, accountability, disclosure and transparency are an important
element in the success of capital markets and the economy as a whole.

In our column on this page late last month, we observed that U.S. capital markets are
losing their competitiveness in global markets, to the detriment of investors. Our
report concludes that regulatory and legal costs play a leading role in this adverse shift.
And the debate over foreign listings in the U.S. is instructive.
Foreign firms still receive a benefit on average from listing in the U.S., according to
evidence from economic research. But that benefit has declined in recent years. Since
2002, the average listing premium has declined 19 percentage points. Of particular
interest is the variation across countries. It might be that extra regulation is harmful for
firms from countries with poor corporate governance–the cost of meeting the standards
is difficult to bear by any measure. On the other hand, the new regulation might be
beneficial, even for companies from countries with strong corporate governance — but
too costly relative to the benefits. In this case, the decline in listing premiums should
be for firms in countries with good corporate governance (that is, who already have the
benefit, but now must pay higher costs).
The report presents evidence to support the latter view. In concert with evidence on
global IPOs and private equity transactions, this finding underscores the need to
balance costs and benefits of regulation to maintain the global position of U.S.
markets. Doing so requires examining all pieces of the puzzle to ensure that regulation
enhances shareholder value by improving the incentives of corporate managers,
auditors and directors while advancing shareholders’ rights in the markets for
corporate control.
***
Sarbanes-Oxley Section 404 can be implemented more cost-effectively. Section 404 is
aimed at reducing the market impact of accounting “errors” — whether from fraud,
inadvertent misstatements or omissions — by assuring investors that public companies
maintain effective controls over financial reporting. The issue is not the statute’s
underlying objectives, but whether the implementation approach taken by the SEC and
the Public Company Accounting Oversight Board (PCAOB) strikes the right cost-benefit
balance. The evidence about declining listing premiums suggests that it has not.
Combined with other evidence presented in the report, this point leads us to conclude
that the costs of Section 404 are substantial — many multiples of the SEC’s original
estimate.
Better implementation of Section 404 can lead to a capture of benefits at a lower cost.
First, reform should start by revising the materiality standards in Auditing Standard No.
2 to ensure that reviews are truly risk-based and focus on significant control

weaknesses, as the SEC and the PCAOB are now acknowledging. The SEC should define
materiality quantitatively and consistently with the definition of materiality in financial
reporting.
Second, the SEC and PCAOB should clarify and permit greater judgment as to the
auditor’s role in understanding and evaluating management’s assessment process.
Third, consistent with the objective of focusing control review on higher-risk
components of financial processes, the SEC and the PCAOB should give guidance to
management and auditors to allow multiyear cycling of testing where appropriate.
Fourth, small companies (under $75 million market capitalization) should either be
subject to the same (revised) Section 404 requirements as large companies, or
Congress should consider reshaping Section 404 for small companies by eliminating
auditor attestation while providing for a reasonable form of certification of internal
controls by management. Finally, we would not apply Section 404 to non-U.S.
companies subject to equivalent home-country requirements.
***
The U.S. litigation and enforcement system requires reform. Our enforcement system
has many virtues. A vigorous system that includes civil and criminal enforcement
against individual wrongdoers, including CEOs, makes financial markets safer and more
competitively attractive. We do conclude, however, that our private litigation system
needs modification in several important ways, and the criminal enforcement system
needs better balance.
First, for private enforcement, while claims under Rule 10b-5 account for the bulk of
securities litigation, considerable uncertainty exists about many of the elements of
10b-5 liability as a result of conflicting court interpretations over the years. The size
and frequency of damage settlements in securities class-action suits, moreover, sets
the U.S. apart from other major financial centers and is an important factor in the
declining competitive position of our securities markets. The SEC should provide more
guidance, using a risk-based approach. This review should include materiality, scienter
(knowledge of wrongdoing), and reliance.
Second, criminal enforcement against entire companies, reflecting the experience with
the (now vacated) Arthur Andersen decision, should be truly a last resort, reserved for
companies that have become criminal enterprises from top to bottom. In addition, the
Justice Department’s Thompson Memorandum makes the decision to prosecute a firm
turn in part on whether the firm is willing to refuse to advance legal fees to employees
who are being prosecuted and waive its attorney-client privilege. A district court has

held these restrictions to be unconstitutional. The Justice Department should revise its
prosecutorial guidelines to prohibit federal prosecutors from seeking waivers of
attorney-client privilege or the denial of legal fees to employees, officers or directors.
***
Shareholder rights should be strengthened. Matters of corporate control are part of the
fundamental framework of shareholder rights. And a well functioning market for
corporate control is crucial to an efficient and competitive capital market. The
combination of a poison pill and a staggered board raises barriers to hostile bids,
impairing the market for corporate control and investors’ asset values. Classified
boards should be required, as a matter of course, to obtain shareholder authorization
prior to the adoption of a poison pill, unless the firm is the target of a takeover. In that
case, the firm should be given no more than three months to obtain shareholder
authorization.
Another element of shareholder rights is the need to allow shareholders to devise
private alternatives to the present costly litigation system. Such procedures might
include the waiver of jury trials (a waiver already commonly made in a variety of
circumstances) or arbitration (with or without class actions). This choice should be
afforded for IPOs as part of an initial public offering for new companies, provided it is
done by shareholder vote after the IPO. Shareholders of companies that are already
public should similarly be able to amend their charters and bylaws.
In addition, we applaud the increasing number of companies that have adopted
majority voting requirements. Majority voting is a cornerstone of any effective system
of shareholder rights, along with the right of shareholders to vote on poison pills and
alternative remedies. In a related area, the SEC should resolve the confusion over the
ability of shareholders to place their own director nominees on the company’s proxy
(confusion created by a recent decision of the Second Circuit Court of Appeals in
AFSCME v. AIG).
Finally, the SEC’s new executive-compensation disclosure requirements should be
rigorously assessed before assessing any policy changes toward the market for
executive talent.
***
Excessive gatekeeper litigation is harmful to shareholders. Gatekeepers such as
auditors and directors play critical roles in monitoring corporate management on behalf
of shareholders. Significant increases in potential liability for these gatekeepers in

recent years can induce risk aversion behavior not in shareholders’ long-term interests
and possibly reduce the supply of willing and competent professionals to perform
these tasks.
Audit firms play the part of ensuring the integrity of financial statements and the
effectiveness of internal controls of public companies. Remedies for excessive litigation
here will require congressional action. Like so many of the issues touched on by our
committee, this is a complex area. Nevertheless, we recommend that Congress explore
alternatives to avoid catastrophic loss and its consequences. One approach would be to
set a cap on auditor liability (an approach some European countries already pursue, and
which Charlie McCreevy, Commissioner for Internal Markets, has recommended for the
European Union). An alternative would be to create a safe harbor for certain defined
auditing practices. Preventing economic damage awards against audit firms and their
employees at a level that would destroy the firm would allow insurers to re-enter this
market. Insurance would allow audit firms to conduct prudent oversight with a
knowable risk and create an additional source of recovery for shareholders. To ensure
that investors are protected against auditor misconduct, such legislation could provide
that invocation of a cap or safe harbor by an audit firm would trigger an investigation
by federal regulators, who, based on their findings, may impose appropriate sanctions
on the firm.
Likewise, we should not hold outside directors responsible for corporate malfeasance
they cannot possibly detect. In particular, the SEC should modify Rule 176 to make an
outside director’s good faith reliance on an audited financial statement or an auditor’s
comfort letter sufficient for meeting this standard of care.
***
Effective regulation requires economic analysis. While there are existing mechanisms at
the SEC for applying cost-benefit analysis to proposed rules and regulations, we
believe more can be done in this regard to assure that regulations are achieving the
intended effects of investor protection at a cost that is sensible in the context of
individual firms, the markets at large, and the economy as a whole. The SEC and selfregulatory organizations need to engage in a more risk-based process, focused
explicitly on the economic costs and benefits of regulation (as is the case for the FSA in
the United Kingdom) for companies and investors, while strengthening shareholder
protections. In weighing the costs and benefits of new rules, regulators should assess
and rely on empirical evidence to the extent possible.
***

A broader policy engagement is now required. Because the competitiveness and
integrity of U.S. capital markets are central to overall national economic health and
investors’ well being, we recommend that the president direct his Working Group on
Financial Markets to evaluate these key legal and regulatory issues and formalize a
process of cost-benefit analysis for capital markets regulation. This opportunity–
affecting our nation’s wealth and future growth–is one that transcends politics. And it
calls for action.
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