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PROCEEDINGS

COURTROOM DEPUTY: This is Civil Action Number 06-217,
Free Enterprise Fund, et al. versus Public Company Accounting
Oversight Board, et al. Michael Carvin, Chris Vergonis present
for the plaintiffs; Jeffrey Lamken present for the defendants.

THE COURT: Is there any agreement about who goes first
in your arguments this morning?

MR. CARVIN: Yes, Your Honor. This i1s Michael Carvin
for the plaintiffs, and I think we have an agreement that I go
first.

THE COURT: Okay. Go ahead. I'm happy to hear from
you.

MR. CARVIN: Good morning, Your Honor.

THE COURT: Good morning.

MR. CARVIN: The PCAOB is a substantial governmental
agency with very broad discretion on how to implement the public
interest mandate. It's obviously a very important Jjob it has,
it affects millions of investors across the country, and it also
has enormous coercive power. The regulations it promulgates, if
willfully violated, are actually crimes. And it has essentially
carte blanche on how to fulfill this public interest function,
since the standard is it's to oversee public auditors in the
public interest and to protect investors. A very broad mandate
indeed.

And it would have been perfectly constitutional and
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traditional for Congress to vest this enormous power in an
independent agency appointed by the president and removable by
cause, or to even put it in the SEC, which was, of course,
proposed during the consideration of Sarbanes-Oxley. But
Congress decided that independent agencies weren't independent
enough, that the president had -- even the indirect control that
he exercises over them was not sufficient.

So Congress determined to do something unprecedented
and sever all ties between the president, the democratically
elected representative, and this governmental entity. So he has
absolutely no control over this agency. He can't appoint its
members, he can't remove them directly or indirectly, he can't
review their work product. Indeed, they're a government
corporation that's not even viewed by Congress as a public
agency, and even Congress' power of the purse doesn't apply to
PCAOB. They can raise their own money through taxes they impose
on public companies.

And there was simply no reason for this unprecedented
action. There was no conflict of interest of the sort that was
at play in Morrison with respect to independent counsels. And
the legislative history makes clear, simply a naked desire to
separate and insulate the PCAOB from any kind of democratic
accountability, what Congress called politics, and we would
submit that that desire is one of the central evils that

separation of powers was designed to protect against, vesting
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governmental entities with enormous coercive power and not
allowing the citizens that they regulate any kind of democratic
check against those abuses.

More concretely, obviously, we think this is plainly in
violation of the Court's seminal decision in Morrison v. Olson.
Morrison set forth a very straightforward standard for
determining whether or not the president's power to take care
had been unconstitutionally infringed. It said: Did the
president have and retain sufficient control to ensure that he
could carry out his constitutionally assigned functions; did it
impede his ability to take care that the law was faithfully
executed? Specifically with respect to the president's removal
power, it said, if you completely strip the president of his
ability to remove members, then he would have no means of
fulfilling his constitutionally assigned functions.

And here we have an agency that is undisputed executes
the law, that exercises the executive power, and the president
literally has no control over how they do that.

The defendant's response to all of this is, well, the
SEC, they have some control over the PCACR. And I'll assume for
present purposes only that the SEC does have control over the
PCAOB. But my basic point is, that's entirely irrelevant.
That's beside the point. Article II doesn't protect the SEC, it
protects the president, and the question is, does the president

have any control.
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And the SEC is an independent agency that was designed
specifically to be independent of the president's policy
decisions, and so they're not at all remotely analocgous to the
attorney general or other alter egos of the president in the
cabinet who must follow his every directive.

THE COURT: Did I hear you say in the first couple of
sentences of what you said, however, that if Congress had put
this whole thing within the SEC, it would have been okay?

MR. CARVIN: Yes. I mean, if the SEC -- if the SEC had
been given the power to do what the PCAOB does, then we would
have no constitutional objection.

THE COURT: Okay.

MR. CARVIN: Because the PCAOB is an independent
agency. We don't challenge their constitutionality.

One of the ironies here is that the defendant's
position would threaten the independence of independent
agencies. If you accept the bizarre notion that those
independent agencies are the same as the Attorney General or the
Secretary of State, who must do the president's bidding, you
would be repealing the New Deal and overriding Humphrey's
Executor, and 70 years of understanding about what independent
agencies are and how they're different from the cabinet.

But, of course, although the defendants make some
noises along those lines, at the end of the day, they concede,

as they must, that the SEC is independent of the president, and
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therefore - and this is the key point - the president has no
power to indirectly remove anybody on the PCAOB, and that
therefore has no power to even indirectly control them.

What 1s the power of the SEC to remove PCAOB members?
The statute says that the SEC may, in its exercise of the public
interest, remove certain members of the PCAOB pursuant to
extraordinarily narrow standards for removal. But the key point
here is that that's a discretionary decision. It may do it, it
may not do it. It's the SEC's decision.

And the board has been quite clear that the SEC has no
obligation to follow the president's supervision on
discretionary functions, that the discretion they exercise with
respect to whom they appoint to the PCAOB, or whether or not
they're going to fire the head of the enforcement division at
the SEC, or what lawsuits they're going to bring, those are for
the SEC to decide. And the president can't order them to do
something and then fire them, the commissioners, if they refuse.

So just as the president can't interfere with the SEC's
discretionary decisions on whom to appoint to the PCAOB, or he
couldn't call up the SEC and say, fire the head of the
enforcement division, because that's within the SEC's
discretion; by the same logic, obviously he can't interfere with
their discretionary decision on whether to remove a PCAOB board
member. And again, this is not my standard, this is the board's

itself. It says they don't have any reason to follow the
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president's directive =--

THE COURT: Counsel, 1f the SEC controls the rules that
the PCACB enacts, can review and reverse the decisions that the
PCAOB makes, controls the work of the PCAOB, does it make any
practical difference whether or not the president can fire a
memper of the board? The president can't really fire a junior
clerk at the Internal Revenue Service today, with the civil
service regulations being what they are.

MR. CARVIN: Well, Your Honor, obviocusly a clerk at the
IRS, to deal with your guestions in order, is an employee, he's
not an officer of the United States that exercises significant
governmental authority, much less a principal officer like the
PCAOB. So it makes an enormous difference.

With respect to people who exercise a significant
policy function, the president has to exert control over what
they do. With respect to the SEC commissioners, for example, he
appoints them, he can remove them for cause, and, for example,
he appoints the chairman who serves at his pleasure, not as a
commissioner but as a chairman. So he does exercise that kind
of control over the SEC.

Now, let's again not focus on what the SEC can do to
the PCAOB for the moment --

THE COURT: Why not?

MR. CARVIN: Well, okay, let's focus on that, if you

would like to at this point. Again, my major point is the SEC
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is not the constitutional actor involved here, it's the
president. But let's see look at what the SEC can do relative
to the PCAOB.

For example, my client, Beckstead & Watts, who has been
subject to an enormous inspection and investigation that's gone
on year after year, published on their web site about how he had
violated basic auditing standards in a way that seriously hurts
him; what can the SEC do about that? Under anybody's
interpretation, absolutely nothing. They have no control over
the inspection and investigation functions of the PCAOB because
they have no power to direct them on how to == which people to
control.

They couldn't call up tomorrow and say, drop the
Beckstead & Watts inspection. All they can do is review -~
after the PCAOB has acted in terms of rules and sanctions, it
can review those. It can veto some bad things it does, but it
can't control what the PCAOB does. And this is an enforcement
agency, and they have no power over how they exercise that
discretionary enforcement.

Let's go further. Let's assume that the PCAOB decided
that there would be no sanctions involved. We keep talking
about overenforcement. But underenforcement, that they decide
in a case that the SEC think warrants sanctions or review, they
drop the case and impose no sanctions. SEC has no power to

review that because they haven't imposed things that they do.
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In other words, they can direct nothing that the PCAOB
does. They can supervise only in the sense that after the fact
review comes in, they can veto rules that they don't like and
they can stop them from doing bad things. But that's not
supervision, that's after-the-fact checks.

When this court engages in de novo review of what an
agency does on a gquestion of the law, 1t 1s not supervising the
agency, even though it can stop the agency from doing anything
that is contrary to law, because, of course, this court is the
ultimate arbiter of what the law says. But that doesn't put
this court in the position of supervising it --

THE COURT: No, this court is not the ultimate arbiter.

MR. CARVIN: Which makes my point about inferior and
other officers.

But no, the point being obviously that vetoing and
stopping bad things is entirely different from requiring them to
do good things. No prosecutor at the U.S. Attorney's Office or
the Justice Department would be supervised, or an auditor at the
IRS, to use your example, would be supervised if he could launch
whatever investigation he wants for as long as he wants and do
whatever he can, drop the case without anybody being able to see
it.

Indeed, in the supplemental filing we put with the
court, they can issue these advisory opinions; how they're going

to interpret the various auditing standards that have been
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10

approved in the rules. And just like when the EEOC issues
guidance through its uniform guidelines, or the IRS issues
advisory opinions, that's obviously going to be controlling for
anybody regulated by them. Again, not subject to SEC review.

Let's assume they settle the case and don't even impose
any sanctions. And, of course, they've got enormous incentives
to settle these, auditors who are trying to stay in business and
do this. Then the auditor who has been sanctioned or ordered to
change his requirements doesn't bring that to the attention of
the SEC to challenge the sanctions.

All of these kinds of things that never even rise to
the level of the SEC have a very profound impact on American
citizens, impose cognizable injuries on them, and the SEC
exercises no enforcement authority over them.

But again, let's assume that we would think that the
SEC's relationship to the PCAOBR would be satisfactory if that
was the president's relationship to the PCAOB. But the SEC is a
buffer, an independent buffer between the PCAOB and the
president. The president, again, if he decided that a board
member was engaging in a willful violation of the law, which
would be one of the grounds for removal, and he had
extraordinarily solid evidence; he calls the SEC and says, 1
want you to exercise your removal authority over these people.
The SEC says no. What can the president do about it? Again,

nothing. That's a discretionary decision by the PCAOB.
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Even if you elevated 1t, for argumentative purposes, to
some duty that the PCAOB had -- or that the SEC had to remove a
board member, all they would have to do is express some
reasonable grounds for disagreeing with the president's
judgment. They would say, sure, this board member violated the
law, but we don't think it was willful, we don't think he did it
intentionally. Yes, he did unreasonably fail to enforce the
law, another ground for removal, but we think he had an excuse,
a reasonable excuse, because he had personal problems, and
therefore we're not going to remove him in those circumstances.

So the chances of the president proving to anybody that
the SEC had a duty to remove a board member would only be, at
most, 1in circumstances where it is absolutely indisputable that
the board member had violated these very onerous removal
standards. In other words, something akin to grounds for
impeachment. These things are willful violations of the law,
willful abuse of authority, unreasonable failure to enforce.
These are analogous to sanctions that the house ethics committee
could impose on Congressional members for censure. If you've
done any of those things, the house ethics committee could
censure a member of Congress.

But nobody thinks that that disciplinary function by
the house ethics committee gives the committee the ability to
supervise and control the votes of the congressmen. It simply

ensures that you won't have absolute miscreants or law violators
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