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Re: Request for Pablic Input by Advisory Committee on Spaaller Public Companics;
File No, 265-26, 70 Fed, Regs, 45446 (August 5, 2005).

Dear Mr, Katz:

"The American Bankers Assaciation’ ("ABA") appreciates the opportunity to
comment on the curtent securities regulatory system for smaller companies,
including the itnpact of the Sarbanes-Oxley Act of 2002 (“Satbanes-Oxley” or "the
Act") on the system. In response to the request for poblic input by the Securities
and Hxchange Commission's Advisory Committes on Smaller Public Companies
(hereinafter, referred 1o as the “Committee™), we respectfully subrnit these comments
with particulay focus on comnmunity banks and savings associations (hereinaftes
collectively referred to as “banks™),

At the outser, the ABA would like to take this opportunity ta sndorse
wholeheartedly the Committes’s recent recommendations to the Commission.*
Specifically, the Committee has recornmended that the Commission delay Section
404 reporting requirements for non-accclerated filers for an additional year, As we
discuss below, Section 404 of Sarbanes-Oxley requires management to report on
internal control over financisl reporting, This section, more than any other section
of Sarbanes-Oxley, has caused public companies to incur huge regulatory burdens.
Delaying Section 404 reporting requirements for an additional yeax for non-
accelerated filers’ will allow companies additional ime to benefit from the guidance
put forth earlier this year by the Cornmission and the Public Company Accounting
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Ovessight Board (“PCAOB™), as well a5 any forthcoming rule changes
recommended o the Comrmission by the Committee, In addition, cfficiencies
developed through accelerated fllex compliance will genersally inure to the benefit of
non-accelerated filers,

While we strongly support this recommendation, the ABA notes that for all
practical purposes, the recommendation, if adopted by the Commission, is
meaningless for many community banks, whose market capitalization is approaching
§75 million. Consequently, we would urge that the definition of non-accelerated filer
be tevised significandy to provide meaningful relief for these smaller public
companies,

The Committee has also recormmended that the Comumission petmanently
exempt smaller public companies from complying with its aceelerated filing time
periods for filing annual reports on Form 10-K and quarterly reports on Form 10-Q.
The Committee has generally defined smaller public companies as those with Jess
than $§700 million in market capitalization, If the Comenission wete to adopt the
Committee’s recommendation, staller public issuers would have 75 days, rather thar
60, to file annual reports and 40 days, rather than 35, to file quarterly reports.

The ABA specifically recommended that this action be taken when it testiffed
before the Committee carlier this year. Often, small banks have only one person
charged with regulatory reporting for the company, In addition to having
responsibility for filiag Forms 10-K or 10-Q, this person may also be respansible for
filing, on a quartetly basis, call reports with the primary bank regulator, and perhaps
holding company reports with the Federal Reserve Board. Purthermore, this person
is often tasked with internal reporting, general accounting matters, interest rate
sensitivity analysis and investing,

Many community banks can little afford the informaton technology ro
compile these periodic reports in an automared fashion. Consequently, many of
these docements are compiled using manually created spreadsheets. Shortening the
current filing requirements for reports required under the Securities Exchange Act of
1934 (“Exchange Act”) will present additional personnel and ingreased technology
expenses, Although we understand the Commission’s desire for catly filings, we
believe that the increased costs are not justified for smallér companies.

Consequenty, we gr¢ extremely pleased that the Committee has agreed with our
recomnendation ta exempt: permancntly smaller public comnpanies from being
subject to these accelerated filing requirements,

yeneral Impact of Sarhanes-Oxley Act

As the Cornmittee is aware, the Sarbanes-Oxley Act imposes considerable
financjal and oppertunity costs on smaller public companies. Direct financial
expenditures for audirs, legal services, and liability insurance have all increased—
expenditures that are ultimately borne by the company's sharsholders, For example,
one of our member banks reported that the bank had spent 2y much as six percent



of its revenues on complying with the Act alone, By far the greatest increase has
come from auditing expenses, especially for smaller companies with revenues of less
than §1 billion. According to a Foley & Lardner study, smell company auditing
expenses rose by 96 percent from 2003 to 2004.° However, for firms with more
than §1 billion in revenues, the increase in auditing fees rose 1 significant, but more
modest, 58 percent. Clearly, audidng fees have risen in all cases, but bave had 4
disproportionate impact on smaller companies,

In response to growing tesponsibilities, director and officer liability insurance
and compensatory fees have also increased. According to Grant Thornton's
Eleventh Annual Survey of Community Bank Executives, three-fourths of the
responding community banks experienced an increase in their liability insurance.’
Costs associated with added liability insurance expenses are again ultimately bomme by
the community bank’s sharehalders,

Lepal costs assaciated with complying with the Act have also increased. Asa
result of Sachanes-Oxley, public campanies have had to hire additional legal connsel
to assist them in drafting committee charters, corporate governanee principles, codes
of ethics, director independence sutveys, and board of director and committee
assessments. While no one would dispute that these documents are itnportant in
ensuring director independence and focusing disector and senios management on
thelr respective responsibilities, the new costs associated with preparing these
documents, particularly for smaller public companies, should not be overlooked.

The Act has also imposed significant opportunity caost on banks by
dampening the growth of business and diverring staff from their regalar
responsibilities. For example, some banks, wishing to expand their business by
opening new btanches, have determined that they canaot afford the regulatory costs
that would follow the initia} public offering needed to raise the requisite capital for
expansion. Still other banks have had to sacrifice developing and providing new
products for theit customers to channel resources toward compliahee with the Act.
Furthermore, staff at cornrmunity banks are spending an extraordinary amnount in
ensuring compliance with the Sarbanes-Oxley Act—time that mighs have othexrwise
been spent on meeting with new and existing customers and developing producrts
and services for those clients, According to the aforementioned Foley & Lardner
study, "lost producuwty" from corpliance with Sﬂrbanea-Oxley cost an average of
$1 million for companies with revennes under $1 billion.”

Given these enormous financial and opportunity costs, the Sarbanes-Oxley
Act has clearly influenced smaller public companies and their decisions to hecome or
remain g public company. In response to rising costs, many small institutions have
publicly announced their decision to “go private” by teducing the number of
shareholdets of record to Jess than 300. Once "deregistered”, these private
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companics may avold ¢complying with some of the mote onerous cotrporate
governance provisions of Sarbanes-Oxley, most specifically Section 404’
requirement for management assessment of internal conrrols, but often af the
expense of reduced resources available for expanding their business and reaching
more customers,

This situation is particularly nue for the banking industry, Since January
2003, ABA estimates that forty-one banks and eighteen savings institutions have
reduced the number of shareholders of record ta below 300 in order to become
private companics.” In many cases, the banks and savings institations, particulatly
those with low trading volumes, have explicitly stared that the cost of complying
with Sarbanes-Oxley and the concomitant decrense in earnings per shate no longer
justified remaining publicly traded, Interestingly, many of these banks and savings
associations pledged to continue o have their financial statements audited and to
make quarterly and anoual financial information available to the public. These baals
were not trying to avoid public disclosure, but, mther, excessive corollary costs.

Community banks are, however, generally reluctant to engage in the stock
buybacks required to reduce the number of record holders to below 300, As Daniel
Blanton, President and CEO of Georgia Bank Financial Corporation, testified before
the Commitiee on June 17, 2005:

We are reluctant to [de-register] because the Bank was founded on the
belief that the Augusta (Georgia] aren needed a locally owned and
operated, relationship-based bank, Most of our shareholders live
within our market aad all bur a few do some business with the bank.
This localized ownership is quite common at community banks across
the U.5, Often times, investing in the local bank is the only remaining
investment members of 4 community can still make.”

For those community banks that cannot reasonably go private due to a lasge
sharcholder base, many are foreed to merge with a larger partner in order to spread
out the cost of compliance. This merger aption denies the investor the chance to
invest in a local small business because, often times, the acquiring company is lacated
some distance from the local community. In these sitwations, the communiry suffers
4 double blow in that the community loses a local business in which to invest and
also local jabs, as the out-of-area acquirer consolidates headquarter opetations away
from the locul community,

For this reason, the ABA previously advocated™ that the Commission revise
the shareholder threshold for registration under Section 12(g) of the Exchange Act.
Fos the banking industry, the $10 million asset threshald is inconsequental, becavse
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39 pereent of all banks have assets in excess of $10 million. Without intention to
offer shares publicly, many communiry banks have seen their shareholder base grow
as successive gencrations distributed their stock holdings among their descendents,

While the asset size parameter has been incrementully increased from the $1
million level initially required in 1964 to $10 million in 1996, the 500-shareholder
threshold has never been adjusted. Yer, because the $10 million asset threshald is |
nconsequential, the 500 shareholder patameter is the critical crirerion for
determining which banking organizations are subject to the Exchange Acr reporting

- requirements. ‘This curtent indicator of a public market should be increased to some
level between 1,500 to 3,000 shareholders. This level would appropriately establish a
registration threshold comparable to the one enacted in 1964, The 300 sharcholder
of record fequirement for de-registering should be revised to somewhere berween
900 to 1,800 shareholders of tecord.

In this repard, we understand that the Committee is considering revising the
current shareholder threshold to measure the number of beneficial shareholders," as
opposed to record holders, We believe this revision would be a grave mistake, A
survey of ABA’s Community Bankers Council revealed that many comnmunity banks
have a significant pumber of beneficial owners, not all of whorn bepeficially hold
through company-sponsored 401(k) or ESOP plans, Consequently, any
determination to move from record to beneficial ownership for counting
sharcholders for Section 12(g) registration purposes could force into the petiodic
reporting system many banks that currenty are not in the system. Such a result
would be rotally contrary to the position the banking indusiry has advocated before
the Commission and the Committee.

The ABA would also aote that any move to count beneficial, and not record,
ownership is inconsistent with the Comrnission's own shareholder cornmunication
rules which give beneficial owners the right to withhold identfying information from
issuers, Many banks that hold securities in nominee name repart that beneficial
owners razely approve the release of identifying information to issuers.

"The banking industry has had sigpificant experience with management
reporting on internal controls and auditat attestations. The FDIC Imptrovement Act
of 1991 (FDICIA) and the corresponding banking regulations have long required
this type of reporting for banks with total assets of $500 million and tnore. Given
our industry's extensive experience, we ean offer many usefial comments on the
Section 404 process, because tnany of thess provisions of Sarbanes-Oxley were
modeled on the FDICIA requireinents. We note that the EDIC, which is
sesponsible for FDICIA reporting regolations, has recently proposed that the
threshold Be rised for internal control reporting.” If finalized, such reporting
would only be required for banks over $1 billion in total assets rather than $500
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million. Although this proposal dees not affect the Commission and Section 404
reporting, it illustrates the banking regulators' interest in regulatory relief for
community banks, We do, however, strongly encourage the Comumirtee 20d the
Commission to similgrly consider permanenidy exempting stall public companies
from Section 404 requirements, For example, all companies with less than §700
million in market capitalizaton mighe be the appropriate measure of 2 smaller public
company exempt from both accelerated filing of Forms 10-K and 10-Q and from
Section 404 requirements.

In addition to te-thinking the need to be a publicly-traded company, tnany
small banks are being forced to incur huge new expenses associated with eomplying
with Section 404, despite the fact that banks have been subject to similar FDICIA
requirsments since 1991, For example, while many community banks prefer to use
the acconnting fism with which they have long dealt because of its banking expertise,
the costs have in many cases become prohibitive, This unintended consequence of
Section 404 often forces smaller institutions to hire an audit firm with less banking
experience generally and Jess farailiarity with its pardeular business model.

The bigerest challenge for community banks is meeting the staffing
needs for Section 404, In some cases, community banks have had to contract
with third-party vendots to complete this work. One community bank with
$140 million in assets noted that its biggest problem is finding the manpower
with expertse to do the job. As this bank noted, the amount of work required
to comply with Section 404 is the satne for it 2s it is for a bank ten times its
sizg.,

This lack of adequate manpower can be attributed to the fact that small banks
often compete with andit firms and larger companies that can offer greater benefits
to hire the same people. Some small husinesses must hire “vendors”, which are very
costly both in terms of financial resources and training to learn the small company’s
particular processes and work flow. For small businesses in small communities, the
experienced vendors are generally not local, leading to additdonal large out-of-pocket
reimbursements.

Banks of all sizes are pleased with the new guidance PCAOB issued on May
16, 2005, Although that guidance addressed many concerns and promises o
simplify somewhat the wotk required of both large and small cotnpanies, the jury is
still our as to whether it will; in fact, reduce costs. Believing that further changes are
still erucial for small businesses, the ABA offers the following additional
recomnmendations for reform:

Recommendation | — Reguire Astestations Ratber Than Both Attsstativns and Audits

As we have previously advocated, the ABA suggests that the Commission
simply require attestations rather than both attestations and audit opinions on
internal cantrols.” For the purpose of repotting on internal controls by
management and the related attestations by anditors, the requirements of FDICIA
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and the Sarbanes-Oxley Act are virtually identcal, both requiring attestations rather
than audit opinions, Sitilarly, the regulations that implement these laws™ are the
same, with the exception of the definition of the reporting entity, the tequitements
relating to material weaknesses, and certaln quarterly procudures.

Unfortunately, the similarities beoween FDICIA and Section 404
implementation diverge under the rules issued by the PCAOB, When the PCAOB
developed its new auditing standard, Audidny Standard No. 2, “An Audit of Internal
Contzol Over Finaneial Reporting Performed in Conjunction With an Audit of
Financial Statements™ (“AS 2”), 1o help auditors provide the Section 404 attestations,
it expanded the Section 404 requirement from an attestation by external auditors on
management’s assessment of interaal controls to include an additional stand-alone
opinion by external auditors on internal controls,

The PCAOB appeats to have based its declslon to require audits'® on Section
103(z) of the Act. The ABA does not believe that Section 103(a), which describes
the tules the PCAOB must establish, requires audits, Instead, Section 404 cleatly
states that attestations'*—not audirs of internal controls—ate required in, the
reporting process,

The requirement for attestations in addition to audits of interngl
controls has led auditors to re-test management’s testing of internal controls
and then perform new tests of those same areas for the audits of internal
contrals. For smzll banks especially, this unneeessary duplication of effort is
costly and provides litrle corresponding benefic. We believe that these
redundant tests are unnecessary,

Recommondation 2 — Efininate Tysiing by Mariggerent

The segregation of dutles in major risk areas of o small company is possible.
However, sepregating the duties of performing a control, checking the control, and
testing the control Is extremely difficult for small businesses with few employees,
Often, small companies must hire an expensive independent fitm to perform the
Section 404 testing — in somne ¢ases, a waste of shareholders” investment in the
business.

The ABA encourapes the Committee to examine the lack of employee
resources by evaluating the necessity for management to perform independent
testing, For example, investors in small banks may find it acceptable to know that
management has controls in place thar are documented. Management could teport
on intetnzl controls, based on the dogumentation it receives from the company’s
various business areas, and auditors could attest to management’s asserons, The
documentation would also be the basis for the auditors’ testing and reporting,
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If the Committee does not adopt this recommendation, as an altermative, we
sugpest that the Committee recommend that the Commission clarify the scope of
testing for small companies. Without such clarification, the coverage may be in
practice inconsistently applied and extremely high for many small businesses.

Recomemendation 3 ~ eAlow Testing at Variows Times During the Year

The ABA also recommends that the Commission consider a 90-day window,
ptior to a company’s fiscal year-end, during which 2 company could establish its “as
of” assessment date. Closing procedures are generally the same for third and fourth
quarter, and this regulatory relief could vase some of the staff work overload at year-
end for both the accounting firms and banks,

Many small busingsses have great difficulty completing the work ac year-end
while continuing te focus on business needs. Again, this issue concerns manpower,
and either the above tecommendation or a variation of it could reduce the stain on
small cotnpanies. For example, some small businesses would like to perform testing
eatlier in the year, but additional work looms at year-end. In some cases, small
businesses over-test because they are uncertain as to how much to do initjally as well
as duting re-performance of the testing. For example, could the entity perform
certain tests during a specific quarter, 4s Jong as such testing is performed during the
same quarter each year, and not prepare 2 rollforward of testing? If so, could the
suditors also attest to those specific tests as of management’s testing date and
disclose the timing in its attestation? This flexibility would be extremely useful to
companies, which are busy at year-end, as well as to audit firms, which are often.
thinly staffed at year-end.

The ABA recopnires that the law specifies the "as of date. However, the
Commission could require that companies use 2 consistent "as of” date (along with
very limited rollforward procedures at year-end relating to significant changes) to
engnre compliance with the latw,

Recommendasion 4 ~ Baquire Reporting Lass Often Than Annaally

The banking industry is highly regulated from a risk perspective, which
mitigates the need for annual assessments of Internal controls. The Commission
should require these assessments every other year with the focus on actvites
surtounding the core busioeis or high risk areas and on frcquency and severity of
material losses or misstatements.

Recommendation 5 ~ Improve the Relationship Bunween Meanagement and Auditors

The role of external audirors needs to return to a trusted — albeit arms-length
— advisor role, Although the Act cleadly increases the tension between an auditor’s
role as both an advisor and independent exarniner, it appears that the division may in
practice have shifted too far, The ABA believes there are at least two reasons for
this: (1} the new reporting telatianship berween the auditor and the audic comemittee;
and (2) the rules relating to auditor independence. In the past, auditors provided
management with helpful tecommendations for improvemenis, However, in the



currént environtnent, this relationship has shifted heavily toward ¢nforcernent, with
the almost complete loss of the auditor as a valued advisor to management. Often
smaller institutions are particularly affected by this situation because they do not
have a wide range of outside advisors on rerainer.

The PCAOB’s May 16, 2005, guidance addresses patt of this concern by
clarifying that audit firms can parteipate in draft financials and discussions abou the
approptiate accounting. However, there is room for further improvement, For
example, external auditors should evaluate the frequency of contact with audit
commirtees, consider whether the issues presented to the audit committees are
significant enough to require the aadit committee’s attention and whether the issues
ralsed are 2 wise use of the audit committee’s time. The appropriate level of audit
cominittee involvement is important so that therte is no blurrng of the distinction
between the responsibilities of the audit committee and fundamental management
responsibilities and alsa so that the audit cornmittee can address those issues that
matter most,

Regommanclation 6 — Carefully Review Accounting Standards for theiv Effect on Small Buslnesses
Prior to Isuayce

The Committes has ralsed some difficult questions on accounting standards.
Most community banks would probably respond that the current accounting
standards are in many ways inappropriate for smaller companies. However, many
would also prefer not to learn wwo different sets of standards to evaluate borrowers’
financial staternents.

The best example of an ovetly complex standard for small companies is
accounting for derivatives, Statement of Finaneial Accoundng Standards No. 1331
‘This standard aad the many Derivatives Implementation Group decisions fill pages
and pages, making it virrually impossible for a stall company to digese sll those
rules. Some have argued that sinall businesses should not be involved in dedvadves,
which may be true for some businesses but certaiply aot for an industry such as
banking that daily faces interest-rate, credit, and curtency-exchange risks,

An example of an unnecessaty accounting standard for small banks is fair value
disclosures.” Analysts do not even question the largest banks about such
disclosures, making it difficult to believe that full compliance with SFAS 107 is
necessary for small companies — especially becanse so many of the values lack
sufficient reliability, simply due to the nature of the fimancial instrarment.

In addition to the application of some of the standards for small banks, there
are problems relatdng to the frequency of change in accounting standards for
financial instinations. "The Financisl Accounting Stndards Board ("FASB")
continues to develop many new rules and new interpretations of existing rules
relating to financial instruments, resulting in many changes for small financial
institntions, Many of the proposals or final rules ejthet have the potential to or
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actually do result in major changes for small banks, resalting in costly new
procedures, Often, the costs of implementation outweigh the henefits for stmall
banks.

As part of the Commission's oversight of the FASB, the ABA encourages the
Comtnission to work with the FASB to priczitize the new accounting changes
needed and evaluate the costs and benefits for both large and stnall companies. We
have worked with the accounting standard setters on small bank concerns, We
appreciate the many changes the Commission hag made to proposed rules as a result
of those ¢fforts. However, further evaluation of costs versus benefits are needed,
including not only the consideration of dollar costs, but alse
titne costs,

Extended effective dates for accounting standards sometime provide small
businesses with the opportunity 1o leatn from the experiences of larger companies,
Similagly, the stnaller andir firms thar work with small businesses have the
opportunity to learn from the experiences of larger audit firms. Extensions also
provide smaller companies with a longer time frame in which to employ thelr scarce
resources for implementaton, Although this is beneficial, it should not be viewed as
a substitute for evaluating the costs versus benefits of proposed rules,

Because fipancial institutions have experenced many significant changes in
accounting standards, we believe that auditors' assistance with accounting and
reporting may be necessary for many small insttutions. This situation is true not
only for unusual or infrequent rransactions, but 2lso for common ttansactions for
which the accounting has heen in existence for years, Small businesses cannot read
the minds of audit firms and others as new inferpretations of old rules unexpectedly
atise. Some small businesses find it virtually impossible to keep up with both the
formal and informal changes to accounting for finaneial instruments, Therefore, the
inwerests of investors are best served if small businesses are permitted aceess to their
audir firms” expertise,

Resomamendaifon 7 ~ Establish & Rasonres Center for Smnll Business Quostions

Some of the problems reported 1o us by our members for 2004 Section 404
reporting rmay seem fajrly minor from a latge company perspective, but they are not
for smaller companies. Often, the small companies must rely on information on
these matters from their accounting firms, which may or inay not be correct.

Some small banks informed us of disagreements with external auditors over
whether certain controls were in place and were working. Ofien they would disagree
on whether certain controls existed and whether mitigating controls wess sufficient,
A small company has no ability to second guess the final decision of the external
auditor in these sitnations. One inight argue whether it is appropriate to second
guess 2 particular decision; however, the point fs that it is a very frustrating process
for 2 small company.

Small companies are also finding it difficult to determine how tnuch work
and testing avé requited in connection with quarterly certifications, For o larger
company that has 2 deep accounting bench, the company can make this decision on

10



its own. However, for sinall companies, this decision is more difficult and can result
in wasted time being spent on quartedy certifications.

Alhough the ABA does not have 2 specific proposal to address this concern,
the Comrmnission should consider providing technical guidance or esrablishing 4
technical resource center available to smaller companies.

/1 isting Requirements

Many publicly-traded community banks are not listed on any eschange and,
thus, are not required to comply with the vatious exchanges’ lsting requirements,
Nevertheless, communiry hanks are still significantly affected by these listing
requirements due to the Commission’s requirement that companies not listed on an
exchange disclose in their proxy statements whether or got audit and nominating
committee directors are independent,” In addition, the community bank’s proxy
disclosure must make clear which exchange’s director independence definition it is
employing. Consequendy, the various exchanges listing standards regarding dizector
independence are very important 1o our members,

Banks are in the business of providing eredit and other services, often ta
customers thar often include board members and their companies, 1t is very
common for directors to obtain home mortgage loans, credit cards, checking and
savings accounts, or personal and company lines of credit through the same bank or
savings institution on whose board they sir. If these setvices when offered at an
atm's length basis to a ditectot's company were to render that director "not
independent”, our members would cither lose valuable and legidmate business or
would significantly reduce the mambet of qualified business leaders available to sit on
banking organizations’ boards. These concerns are especially true for comtunisy
baalss, which typlcally have a narrower geopraphic presence and thus have access to
a smaller pool of potential candidates.

Both the New York Stock Exchange (“NYSE”) and the NASDAQ have
recognized the unique nature of banks and have provided that certain oxdinary
course of business transactions with both direcrors and theis affiliated copipanies will
not impair a ditectar’s independence, It would be helpful, however, if the NYSE
wete to amend its Listed Company Manual Section 303A to recognize that loans,
including interest paytnents and other related foes paid on extensions of credit, to
director-affiliated companies that are in aceordance with the non-preferential lending
tequirements set out in the Pederal Raserve Board's Regulation O will not impair a
director’s independence,

Section 303A.02(b)(v) defines "independence” ra exclude "a directoy who is
an executive officer or an emplovee, or whose immediate family member is an
exceutive officer, of 2 company that makes payments to, or receives payments from,
the listed company for property or services in an amount which, in any single fiscal
year, exceeds the greater of $1 million, or 2% of such cotnpany's congolidated gross
reveres.” In 2004, the NYSE clarified that loans from financial institutions to listed

19 S eyr, e 7 o Schdale 144, 17 CER 240.140-101,
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companies woukl not be considered “payments” for purposes of Section 303A.02
but that the interest payments or other fees paid in association with such leans would
be.

While we ate very appteciative of the NYSE’s efforts to recognize the unique
nature of banks, this interpretation requires those community banks that follow the
NYSE director independence standard to Incue significant compliance burdens.
Specifically, once a bank identifies and eatalogs loans made to affiliate companies of
directors, it must then separate principal and interest payments for that year and add
any associated fees to the interest payment recebved to caloulate whether monies
received from a director's company or family member's company comes within the
2%/$1 tmillion limitation. It would be much simpler if banks, espacially those with
fewet resources, did not have to perform this analysis with respect to any loans that
they knew were petmissible under the Federal Reserve's Regulaton O.

Regulation O requires that extensions of credit made to companies that are
related interssts of a director must be made on substandally the same terms and
conditions as compatable extensions of credir to comparable botrowers. We would
submit that because Regulation O achieves the same purpose as the listing standards,
namely ensuring thet director independence is not impaired, no newd exists to apply
Section 303A.02 against loans that are in compliance with Regulation O,

Both the Congtess and the NASDAQ have recognized the importance of
Regulation O, Specifically, the NASDAQ recognizes that loans purmitted undes
Section 13(k) of the Bxchange Act will not impair a director’s independence. Section
13(k) was added to the Exchange Act by Section 402 of the Sarbanes-Oxley Act.
That section generally prohibits publiely-held companies from making personal loans
to any director or execurve officer of the company. This prohibition dogs not apply,
however, to loans made by an insured depository institution, if the loan is subject to
the ingider lending sestrietions of Regulation O,

In this connection, the Committes has asked whether Secton 402 is creating
hardships for smaller public companies. While, as noted sbove, loans made in
accordance with Regulation Q are exempt fiom the prohibition, there is stil mach
confusion as to what constitutes “a personal loan.” For example, tnany banks ate
unsure a5 to Whether a split-dallar life insurance plan would be considered a
"personal loan" under Section 402. These life insurance arrangements are offen an
important part of an executive officer's compensation package, Numerous other
questons abound regarding the definition of “personal loan.”

Unlike large public companies, smallér companies, including banks, often do
not have the extensive lepal resources necessary to interpret all the ambiguous
staturory and regulatory languape that affects them. SEC guidance regarding the
limirs of Section 402 and the definition of "personal loan", as well as what activities
constiture "arranging” for an exrension of credit, would be most welcome and might
alleviate some of the legal expenses of smaller instinitions.
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Eleatronie Deolivery of Proxcy Statsmants

In implementing the small business {nitiatives in the early 1990s, the
Cominission recognized that the federal securities Jaws and their disclosure
requirernents create very significant costs for seart-up and small business companies
seeking to raise capital. Despite the regnlatory relief of those initiatives, smaller
institutions are still concerned about the disclosure requirements and the costs of
compliance. As a case in point, the costs of preparing and distributing printed paper
versions of proxy staternents and annual reports to shareholders ate indeed more
burdensome to smaller companies. Without the advantage of large economies of
scale, printing and distribudon is far more expensive per unit for smaller banks.
Implementing an optional electronic delivery system would greatly bencfit those
institations that have the requisite systems capabilities,

Regulation $-B

Regulation S-B provides that cornpanies that meet the definition of “small
business issuer™ are permitted 10 use Form SB-2 for registration of their seenrities
under the Securities Act of 1933 and Porms 10-KSB and 10-QS88B for their annnal
and quartetly reports under the Exchange Act. These forms are somewhat
abbreviated versions of Forms 10-K and 10-Q.

One of the critedia for using these abbreviated forms is that the “smail
business issuer” must have revenues of less thaa §25 million or 2 public floar (the
agpregate marltet value of the issuer’s ourstanding voting and nos-voting common
equity held by non-affiliates) of $25 million or more. While Regulation $-B does
provide meaningful relief for a small number of banks, it should be available w0 2
much larger group of cominunity banks. 1n 2004, only 197 federally-chartered banks
and 101 state-chartered banks were able to file 2 10-KSB under Repulation S-B.*
These community banks represent less than three and a half percent of the total
number of FDIC-insured depository {astdtutions.”

Over the years, these simplified disclosure requirements have become less
effective in moderating the filing burdens of cornmunity banks than when they were
first issued in 1992, As with the 500 shareholder threshold limit ander Secton 12(g),
it is now appropriate to revise these numbers upward,

Alternatively, the Comumission can adopt an alternative definition of “stnall
business issuer” under Regulation $-B, Specifically, the ABA suggests that the
Commission define small business issuer by referencing asset size. The bank
regulators define a small bank for purposes of the Community Reinvestment Act as
%1 billion in assets.® Finally, the Commission could use the number of employees as

20 Search of EDGAR Dambase, SEC (Aug, 30, 2005) (seazch fur records conmining "10IKSB" and 81C swmbars:
"EOR1", "G0Z2", "6035, nad "6036M,
21 Seareh of FDIC Instmbon Dizgperory (Aug. 30, 2008) (suatveh for all FI3IC-insured iosdations),
22 Sec oy 12 CFR. §228.12 (u),
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the criterion for small business statas. The SBA has defined stmall, mediom and large
businesses by refexénce to the number of full-time employees, ¢.g,, small firms (less
than 20 employees), mediym (20-499 employees), and lazge (500 or more
employges).” Sixty-three percent of the industry's 5,600 banks and savings
associations have 50 or fewey employees. The average asset size for this group is
approxmarely $100 million.

Conclusion

The ABA appreciates the opportunity to comment on the effect of the
Sarbanes-Oxley Act of 2002 on small baoks. These comnments are n addition to
those we previously provided to the Commission on issues affecting community
banks.® Corporate governance and the reguleroty framework in general have
become an increasingly important issue for our member banks, both larpe and small,
However, given their more limited resources, the community banks have
propottionally expedenced the heaviest burden from the requirements, 'We hope
that our comments will assist the efforts of the Committee in drafring jts
recomunendations for the Commission’s consideration. Please do not hesitate to
contact the undetsigned should you wish to disenss these martters further.

Sincerely yours,

MN;\.Q-\

Sarah A. Miller

24, Mark Crain snd Thome . Hopldns, The Impracr of Reglatory Coss on Small Fiems, Report for the Office of
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