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PCAOB's Future In The Supreme Court's Hands

Law360, New York (January 29, 2010) -- The Supreme Court recently heard oral arguments in a case that will
decide the future of the Public Company Accounting Oversight Board (“PCAOB” or the “Board”). While it is unlikely
that a decision in the case, Free Enterprise Fund v. PCAOB,[1] will result in the PCAOB’s dissolution, it could
significantly change the Board’s jurisdiction over public accounting firms and individual accountants and have a
major impact on its regulatory role.

Since the enactment of its rules in 2004, the PCAOB has initiated 26 cases resulting in 26 settlements.[2] The
PCAOB also performs inspections of accounting firms every year, often requiring the firms to make major changes
to their audit approaches and documentation procedures.

While PCAOB investigations and informal inquiries are confidential, the PCAOB has an active and extensive docket
of cases. If the Supreme Court requires Congress to alter the jurisdiction of the Board or otherwise change how the
PCAOB is run, no one knows the effect such a decision could have on the PCAOB and the accounting firms under its
jurisdiction.

Will the existing settlements be overturned? Will the accounting firms no longer have to make the changes PCAOB
has mandated through the inspection process? Will the PCAOB have to turn over its docket to the U.S. Securities
and Exchange Commission or some other regulatory body?

The PCAOB’s Formation and Role

Congress enacted the Sarbanes-Oxley Act of 2002 (“SOX”)[3] in the wake of accounting scandals like Enron and
WorldCom that highlighted “the critical need for a regular and comprehensive review, by an independent body of
inspectors, of each audit firm’s compliance with audit standards and procedures.”[4]

Title | of SOX established the PCAOB as a private-sector, nonprofit corporation, to oversee the audits of public
companies in an effort to “protect the interests of investors and further the public interest in the preparation of
informative, accurate, and independent audit reports ...”[5]

Pursuant to SOX, the SEC oversees the PCAOB and appoints the Board’s five members after consultation with the
Chairman of the Board of Governors of the Federal Reserve and the Secretary of the Treasury.[6] These Board
members serve five-year, staggered terms and may only be removed by the SEC for “good cause shown.”[7]

Through SOX, Congress bestowed numerous responsibilities upon the PCAOB. The Board can register public
accounting firms,[8] adopt auditing, quality control and ethics standards,[9] conduct periodic inspections of
registered firms,[10] and investigate and discipline registered public accounting firms and individual
accountants.[11]
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If a firm is not registered with the PCAOB, it cannot perform an audit of, or issue an audit report for, a publicly held
company.[12] The sanctions the PCAOB may impose include: censure; additional training or education; temporary
suspension or permanent revocation of registered status; temporary or permanent limitation on the activities
performed by the sanctioned firm or accountant; and a number of monetary penalties.[13]

Although the Board’s actions are subject to SEC oversight to a certain extent,[14] the sheer breadth of the PCAOB’s
powers has called into question not only its nominal status as a private corporation, but also whether its very
existence is constitutional.

Free Enterprise Fund: A Threat to the PCAOB's Constitutionality

The Supreme Court recently heard one such challenge to the PCAOB’s constitutionality in Free Enterprise Fund,
which has been touted as “the most important separation-of-powers case regarding the President’s appointment
and removal powers to reach the courts in the last 20 years.”[15]

This case presents a facial challenge to the Board’s constitutionality based on the Appointment Clause[16] and
separation-of-powers principles.

The main issue before the court is whether SOX violates the Constitution’s separation-of-powers principles by
vesting Board members with broad executive powers without granting the President the authority to appoint or
remove the them.

Beckstead and Watts LLP (“Beckstead”), a small Nevada-based accounting firm, along with the Free Enterprise
Fund (the “Fund”), a public interest organization, initiated Free Enterprise Fund in 2006.

Beckstead was the subject of a 2004 PCAOB inspection, which caused the firm to shut down its auditing practices
due to the time and money expended to comply with the Board’s requirements.[17]

In response, the Fund and Beckstead brought an action in the District of Columbia seeking declaratory and
injunctive relief “declaring unconstitutional the provisions of [SOX] creating and empowering the Board ... [and]
enjoining the Board and its Members from carrying out any of the powers delegated to them by [SOX].”[18]

While both the D.C. District Court and Circuit Court of Appeals upheld the PCAOB’s constitutionality, the Supreme
Court granted certiorari in May 2009.[19]

On Dec. 7, 2009, Beckstead and the Fund argued their case before the Supreme Court. Certain Justices showed
some skepticism about the PCAOB’s constitutionality.[20] For those Justices who seemingly oppose the PCAOB,
their main concern is the way SOX insulates the PCAOB from presidential control.[21]

Chief Justice Roberts questioned whether SOX's two layers of insulation, or “for-cause squared,”[22] violates the
President’s removal powers and asked if there is “any reason Congress couldn’t have achieved [the] same
objectives by establishing the PCAOB as a division within the SEC?”[23]

Similarly, Justice Alito referred to the removal issue, asking whether “the more layers of for-cause removal you
add, the less control the President has?”[24] Conversely, Justices Ginsburg, Breyer and Sotomayor appeared
sympathetic to the Board’s case.[25]

While it is likely that the Court will not return a decision for a few months, the strong arguments against the
PCAOB’s, and by extension SOX'’s,[26] constitutionality have caused many to question what the future holds for the
PCAOB and the accounting profession.[27]
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The Future of the PCAOB
Assuming that the Supreme Court deems the PCAOB unconstitutional, Congress will be forced to rework SOX.

As Judge Kavanaugh in his dissenting opinion in the court of appeals noted, “the constitutional flaws here could be
easily and quickly corrected,” and SOX’s deficiencies remedied in two ways: 1) amend SOX and authorize the
President to appoint and remove Board members; or 2) make the PCAOB part of the SEC.[28]

Additionally, a “simple but, perhaps, inappropriate approach would be to transfer all the [PCAOB’s] functions to
the SEC,”[29] thereby eliminating the PCAOB entirely.

Regardless of the ease with which Congress can remedy the situation, the question remains what effect such a
reformation would have on accounting firms and individual accountants registered with the PCAOB.

PCAOB Settlements and Subject Matter Jurisdiction

As a result of the Board'’s 26 disciplinary proceedings, 19 accounting firms and 30 accountants have been
sanctioned.[30] Each case was resolved through the entry of consent orders, in which firms and accountants
acknowledged the Board’s personal and subject matter jurisdiction and agreed to the imposition of sanctions.[31]

Most commonly, the PCAOB revoked the firms’ registrations and/or barred individual accountants from further
association with any registered public accounting firm.[32] However, four accountants were suspended for one
year, three of which remain in effect.[33]

If the PCAOB is unconstitutional, what happens to these settlements?

The simplest answer would be for disciplined parties to enter new consent orders with whatever organization
takes over the PCAOB’s role, i.e. the SEC or a reworked version of the PCAOB.

The new order would mirror that currently in effect thereby carrying out the sanction imposed. Moreover, if SOX is
amended to afford the president appointment and removal power, there will likely be no need to enter new
orders.

Assuming that a disciplined accountant or firm does not enter a new consent order, would the existing settlements
remain in effect?

Supreme Court precedent suggests that a party disciplined by a government agency can challenge that discipline if
the agency’s officials were improperly appointed.[34] However, it is possible that a decision against the Board
could render the settlements void even without such a challenge.

An analogy can be drawn between consent orders in PCAOB proceedings and consent orders in court proceedings.
To adjudicate a case, a court must have jurisdiction over the subject matter of the case conferred upon it by
statute.[35]

Absent subject matter jurisdiction, any order or judgment the court enters may be set aside as void[36] and
treated as if it never existed.[37] Similarly, if Title | of SOX is unconstitutional, the PCAOB loses its only source of
jurisdiction.
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If the PCAOB lacked subject matter jurisdiction at the time the consent orders were entered, the orders should be
voided. The issue then becomes whether a finding of unconstitutionality would retroactively strip the PCAOB of
jurisdiction and invalidate consent orders previously entered.

It is well established that a finding of unconstitutionality renders a law void ab initio: “[a]n unconstitutional act is
not a law; it confers no rights; it imposes no duties; it affords no protection; it creates no office; it is, in legal
contemplation, as inoperative as though it had never been passed.”[38]

Furthermore, questions of constitutionality should generally be given retroactive effect.[39] Therefore, a decision
in Free Enterprise Fund that Title | of SOX is facially unconstitutional would render Title | void ab initio. Such a
determination should retroactively strip the PCAOB of jurisdiction and invalidate existing consent orders.[40]

Even if the settlements are voided, it is likely in the disciplined parties’ best interests to consent to new orders with
the SEC or the reestablished PCAOB.

In SOX’s current form, the SEC can “regulate the accounting profession ... set standards for accounting or auditing
practices ... or take ... legal, administrative, or disciplinary action against any registered public accounting firm or
any associated person thereof.”[41]

Assuming any prior disciplinary action is considered a nullity, what is to stop the SEC from initiating a second
proceeding?[42] The drain on both financial resources and time that re-defending a case would entail will likely be
too costly for many firms and individuals. Therefore, firms and accountants may be better offer consenting to the
continuation of their existing sanctions.

Open PCAOB Investigations

The fate of the unknown number of individuals and firms currently under investigation[43] will not likely be
significantly affected by a declaration that the PCAOB is unconstitutional.

If Title | of SOX is struck down, investigated parties will presumably have their cases transferred to the SEC or to
another organization. Alternatively, Congress could amend SOX to make it comport with the Constitution, and the
cases would remain with the PCAOB.

Either a transfer of regulatory agency or a revision of Title | could lead to a change in investigatory procedures.
Furthermore, a ruling against the PCAOB will likely halt pending investigations.

Whether the PCAOB is entirely disbanded or Congress amends SOX, the PCAOB, or whatever agency takes over its
role, should be enjoined from carrying out its investigations until the transfer of cases is complete or the law is
rewritten.[44]

As with those already disciplined, the time and money necessary to challenge any procedural change is likely too
great. Additionally, firms that have altered their practices due to PCAOB recommendations,[45] in all probability,
will continue to comply with those recommendations rather than return to their old practices.

Therefore, firms and accountants may be forced to endure a longer investigation if Beckstead and the Fund prevail,
but there is no indication that the outcome of such investigations will differ if the Court deems the PCAOB
unconstitutional.

Whatever the Result in Free Enterprise Fund, There Likely Will Be No Certainty How the New PCAOB Will
Interact With SEC
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There is little doubt that a decision against the PCAOB in Free Enterprise Fund will have a substantial impact on the
accounting profession. However, the effect such a decision will have on the PCAOB’s relationship with the SEC
remains to be seen. Even today, it is unclear how exactly the SEC and the PCAOB interact.

This confusion is evidenced by the debate over the degree of control the SEC maintains over the Board, which is at
the forefront of the parties’ Appointment Clause arguments in Free Enterprise Fund.[46]

If Beckstead and the Fund prevail, will the PCAOB become a part of the SEC? Will the PCAOB cease to exist and the
SEC take over its role? Or will SOX simply be amended and the SEC remain in the supervisory position it is today?

These questions have remained unanswered since the formation of the PCAOB. Indeed, the SEC’s recent
announcement regarding its initiative to encourage cooperation does not mention the PCAOB or how the initiative
may apply to the PCAOB.[47]

In sum, the Supreme Court’s decision in Free Enterprise Fund will resolve, at least for now, the legitimacy of the
PCAOB. The role the agency will play in regulating accountants and accounting firms is yet to be determined.

--By Jonathan J. Walsh (pictured) and Julia B. Mosse, Curtis Mallet-Prevost Colt & Mosle LLP

Jonathan Walsh is a partner with Curtis Mallet-Prevost Colt & Mosle in the firm's New York office focusing on
accounting matters and securities litigation. Julia Mosse, an associate with the firm, contributed to this article.

The opinions expressed are those of the authors and do not necessarily reflect the views of Portfolio Media,
publisher of Law360.
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