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EXECUTIVE SUMMARY

 The Sarbanes-Oxley Act of 2002 created a powerful quasi-private agency to oversee the auditing 
of American business, the Public Company Accounting Oversight Board (PCAOB).  The PCAOB is 
responsible for a mountain of red tape, and its broad interpretation of Sarbanes-Oxley’s rules on what 
constitutes a company’s “internal controls” is costing the U.S. economy billions of dollars every year.   

 But there is a different yet related reason that the PCAOB is problematic. The structure and 
method of appointing its members clearly violates the Appointments Clause of the U.S. Constitution. 
Disregarding the Constitution’s bedrock principle of separation of powers, Congress gave the power to 
appoint the members of the PCAOB not to the President, but to the fi ve members of the Securities and 
Exchange Commission.  This method of appointment violates the Appointments Clause in numerous 
ways. The Appointments Clause gives only the President the power to appoint the nation’s principal 
offi cers, and allows low-ranking offi cers to be picked only by the President, a court, or by a single head 
of a cabinet-level department. The fi ve commissioners of the SEC, as a group, don’t fall under any of 
these categories.  

 Recent Supreme Court decisions show that a consensus of both liberal and conservative justices 
takes Appointments Clause violations very seriously. The Court has ruled that disciplinary actions can be 
overturned solely because the government body in question was improperly appointed.  Based on these 
precedents, courts can block enforcement of the PCAOB’s rules interpreting portions of Sarbanes-Oxley, 
such as the onerous “internal control” provisions.

 Above all, the authors conclude, the Appointments Clause violation creates a lack of 
accountability for rules that hurt businesses and don’t help investors. They note that England’s abuses 
with offi ces spawning more offi ces led the Constitution’s Framers to take great care to ensure that the 
power to appoint was limited to the very top offi cials of the Executive Branch. “Sarbanes-Oxley violates 
time-honored principles of democracy and separation of powers by delegating the construction and 
enforcement of the securities laws to an unaccountable entity,” The authors conclude. “The PCAOB is a 
violation of our Constitution and a threat to the rule of law.”
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INTRODUCTION

“This board is going to have massive power, unchecked power, 
by design. . .We are setting up a board with massive power 
that is going to make decisions that affect all accountants and 
everybody they work for, which directly or indirectly is every 
breathing person in the country. They are going to have massive 
unchecked powers.”1

 With these words, U.S. Senator Phil Gramm (R-TX) summed 
up the vast powers of the Public Company Accounting Oversight Board 
(PCAOB), created by the Sarbanes-Oxley Act of 2002.  The Act was 
intended to supervise the auditing of America’s public companies to 
prevent scandals like those at Enron and WorldCom.  Sen. Gramm 
hastened to add that he was “not criticizing” this feature of the law, for 
which he voted, since his own proposal for the law would have also 
granted the PCAOB “massive unchecked power.”2  Yet that is precisely the 
problem. Through this delegation, Congress ducked its responsibility for 
the messy and costly rules about to be created. And worse, the PCAOB’s 
unaccountable power violates the Appointments Clause of the Constitution 
and bedrock ideals of separation of powers.

 The PCAOB, known not-so-affectionately in the business 
community as “Peekaboo,” has broad powers to impose regulations 
controlling the auditing of all public companies.3  It supports itself with a 
tax, the accounting support fee that it levies on all public companies in the 
United States.4  It also has the power to inspect, investigate, and punish 
accounting fi rms and accountants for violating its regulations, professional 
standards, or federal laws.5  The PCAOB can fi ne an accountant up to 
$100,000 or an accounting fi rm up to $2 million for a single, inadvertent 
violation of its rules.6  

 Magnifying the PCAOB’s power is its authority to adopt rules 
greatly extending the reach of the law that created it.7  Using its powers 
under Sarbanes-Oxley, it has given auditors the power to micromanage 
corporations’ internal controls, including matters only tangentially related 
to fi nancial statements, such as what software the company uses and 
who has access to employee passwords.8   These broad rules expand the 
reach of Sarbanes-Oxley’s Section 404, which contains only a vague 
requirement that company managers assess companies’ internal controls, 
and that auditors “attest” to the assessment.9  The PCAOB interprets these 
undefi ned terms as requiring a full-blown audit and approval by auditors of 
a company’s internal operating procedures.10   

 In so doing, the PCAOB has imposed more than $35 billion dollars 
in costs on the nation’s businesses in the fi rst year alone, enriching the 
very accounting fi rms that were blamed for the Enron and WorldCom 
fi ascos.11  Moreover, such micromanagement of companies’ internal 
controls effectively requires every public company to pay auditors for a 
wide array of consulting services that Sarbanes-Oxley sought to separate 
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from auditing, by broadening the scope of auditing to reach beyond fair 
reporting of fi nancial data to regulating the most intimate aspects of a 
corporation’s daily activities. 12

 The PCAOB’s regulations have greatly harmed competition 
in the accounting industry.  The costs of its regulations have led many 
smaller fi rms to give up auditing public companies, reducing businesses’ 
range of choices among accountants, and increasing concentration in the 
accounting industry.13

 These costs may grow even larger in the future, since the PCAOB 
has the power to outlaw entire categories of services performed by 
accountants.  Sarbanes-Oxley seeks to prevent confl icts of interest by 
preventing auditors from consulting for a company at the same time 
they are scrutinizing its fi nancial statements.14  In addition to prohibiting 
accounting fi rms from engaging in eight designated forms of consulting 
with the companies that they audit, Congress also authorized the PCAOB, 
in sweeping language, to “prohibit any other service that the Board 
determines, by regulation, is impermissible.”15  This regulatory blank 
check gives the PCAOB plenty of opportunity to fl ex its muscles in the 
future.

 In addition to wielding broad investigative and rulemaking 
powers, the fi ve PCAOB members effectively have the power to set their 
own salaries.16 The PCAOB’s Chairman was paid a princely $556,000 in 
2003, while other members were paid a whopping $452,000.17  Despite 
its vast authority and the far-reaching consequences of its actions, the 
PCAOB is not accountable to our elected representatives. Its members are 
not appointed by the President or any of his top lieutenants, nor are they 
confi rmed by the Congress. Its Board members cannot be removed by the 
President or any other single administrator accountable to him.

 Sarbanes-Oxley’s construction of the PCAOB raises several 
constitutional questions, some of which were brought up during the 
legislative frenzy to pass it in response to the Enron and WorldCom 
scandals.18  Scholars have questioned the constitutionality of its broad 
delegation of rulemaking powers.19  

But the PCAOB’s clearest and most important violation is in 
how its members are appointed.  The Founders regarded the Appointments 
Clause as one of the Constitution’s most crucial provisions. They may 
not have been able to envision anything like the PCAOB, but experience 
from England taught them all too well about abuses that could result from 
the government’s unchecked power to create offi ces and appoint offi cers. 
Sarbanes-Oxley’s structuring of the PCAOB is a clear violation of the 
Constitution’s Appointments Clause, something made even clearer by 
recent Supreme Court rulings, as well as statements by the Constitution’s 
framers.

The PCAOB’s regulations 
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I.

THE PCAOB VIOLATES THE APPOINTMENTS CLAUSE

 Under Sarbanes-Oxley, the Securities and Exchange “Commission . . . 
shall appoint the chairperson and other initial members of the Board,” and fi ll 
any “vacancies on the Board,” and may remove the Board members “for good 
cause.”20  That means that all the SEC Commissioners, not just the Chairman, 
get to decide who sits on the Board, and the Commission as a whole must 
agree that removal of a PCAOB member is necessary.21  The appointment 
process is further diffused by the law’s requirements that the Secretary of 
the Treasury and the Chairman of the Federal Reserve must review PCAOB 
appointments.22

 However, this method of selection plainly contradicts the 
Appointments Clause of the Constitution. This clause gives only the President 
the power to appoint the nation’s principal offi cers, and limits the power of 
agencies to appoint even “inferior offi cers.”  When an agency is permitted 
to appoint an “inferior offi cer,” only the head of that agency can make the 
appointment.   

 The clause provides that the President “shall nominate, and by and 
with the Advice and Consent of the Senate, shall appoint Ambassadors, other 
public Ministers and Consuls, Judges of the Supreme Court, and all other 
Offi cers of the United States, whose Appointments are not herein provided 
for...but Congress may, by Law, vest the Appointment of such inferior offi cers, 
as they think proper, in the President alone, in the Courts of Law, or in the 
Heads of Departments.”23   Thus, an offi cer of the United States must either be 
appointed by the President, or, if the offi cer is an “inferior offi cer,” by either 
(1) the President, (2) a Court, or (3) a Head of Department.

 PCAOB members are clearly “offi cers” under Supreme Court 
precedent, since the powers they exercise more than fi t the Court’s criteria 
of “signifi cant authority.”24  For example, under Section 105(c)(4)(D) of 
Sarbanes-Oxley, they can fi ne accounting fi rms up to $2 million and individual 
accountants up to $100,000 for violations—even non-intentional ones—of 
Board rules and the Sarbanes-Oxley Act.  While their disciplinary actions are 
subject to plenary review by the SEC, under section 107(c) of Sarbanes-Oxley, 
the Supreme Court has found that the ability to impose substantial sanctions 
makes adjudicators offi cers of the United States even if “they lack authority 
to enter a fi nal decision.”25 And because the PCAOB’s members are offi cers, 
regardless of whether they are considered to be “principal” or “inferior” 
offi cers, the appointment method provided for them in Sarbanes-Oxley 
violates the Appointments Clause.

 Under Supreme Court precedent, members of the PCAOB are 
probably principal rather than inferior offi cers, and thus only the president 
should be able to appoint them. The members have the “authority to formulate 
policy for the Government,” and their investigative authority covers an 
entire national industry, which they can investigate on their own initiative, 
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rather than being limited to investigating a single case referred to them by a 
supervising body.26   Moreover, their enormous pay—$452,000 for PCAOB 
members, and $556,000 for its Chairman—which is higher than the salary of 
the President or the Chairman of the SEC, also weighs in favor of their being 
principal offi cers.27 
 
 It has been argued that the PCAOB members, despite their vast 
powers, are inferior offi cers, since “everything that the Board does is subject 
to the scrutiny of the Commission.”28 Under Section 107(b)(2), “no rule of 
the Board shall become effective without prior approval of the Commission.”  
Similarly, under Sections 107(c)(2)(A) and 105(e), any disciplinary action 
by the Board is automatically stayed by an appeal to the SEC, until the SEC 
decides to end the stay.   

 Nevertheless, it is not true that everything that this body does is 
subject to the scrutiny of the SEC: Its decision whether or not to initiate an 
investigation is unreviewable.29  That alone gives it enormous power, since 
a single inadvertent violation of PCAOB rules can subject an accountant to 
a fi ne of $100,000 or his fi rm to a fi ne of $2 million.30  This is yet another 
reason for viewing the PCAOB members as principal offi cers.

 It is true that the Supreme Court has stated that, “the line between 
‘inferior’ and ‘principal’ offi cers is one that is far from clear.”31  Nevertheless, 
there is an Appointments Clause violation regardless of which side the 
PCAOB members fall on.

If the PCAOB’s members are principal offi cers, then their 
appointment is plainly invalid given their failure to be nominated by the 
president and confi rmed by the Senate.  But even if the members are found 
to be “inferior offi cers,” their method of appointment is still unconstitutional. 
This is because Congress has vested the appointment power for the PCAOB 
very likely in an inappropriate agency and certainly with the wrong offi cials 
in that agency. 

 The Constitution provides that inferior offi cers can be appointed any 
of three ways: by the president, by a court, or by a head of a department.  
Plainly, they are not appointed by the president or a court, since the 
Commission is neither of these things.  Nor, on closer inspection, are 
they appointed by a head of department, since the SEC is probably not a 
“department” under Supreme Court precedent, and even if it were, only the 
SEC Chairman, not its other Commissioners, qualifi es as the agency’s head.

 The SEC does not meet the Supreme Court’s test for what constitutes 
a “department” with the power to appoint.   As the Supreme Court observed 
in 1991, the “Court for more than a century has held the term ‘Department’ 
refers only to ‘a part or division of the executive government, as the 
Department of State, or of the Treasury’ expressly ‘creat[ed]’ and ‘given 
the name of a department’ by Congress.”  As the Court explained, “We 
cannot accept the…assumption that every part of the Executive Branch is a 
department, the head of which is eligible to receive the appointment power.”  

The PCOAB’s  decision 
whether or not to initiate 
an investigation is 
unreviewable.



Page 7The Public Company Accounting Oversight Board:  Bader and Berlau

Thus, the Justices ruled in favor of “confi ning the term ‘Heads of Department’ 
in the Appointments Clause to executive divisions like the Cabinet-level 
departments” because “(t)heir heads are subject to the exercise of political 
oversight and share the President’s accountability to the people.”32    

 Further bolstering the case that the SEC is not a “department” under 
the Appointments Clause is the fact that it never had this type of appointment 
power before the PCAOB. Since its creation in the 1930s the SEC has 
overseen several preexisting self-regulatory organizations, such as the New 
York Stock Exchange, and has involved itself in the creation of other ones, 
such as the National Association of Securities Dealers. But although the SEC 
had infl uence over the appointment process for those bodies, it never had the 
power to actually appoint members to the organizations. An exhaustive review 
by Congress’s General Accounting Offi ce (now Government Accountability 
Offi ce or GAO) found only one instance of the commission ever having 
appointment power. This was for a municipal bond supervisory board formed 
in the mid-1970s. And that appointment power was only temporary, unlike 
the permanent authority Congress mandates for the SEC with respect to the 
PCAOB. 33

 Even if the SEC were somehow found to be a “department,” Sarbanes-
Oxley would still violate the Appointments Clause. This is because it vests 
the appointment power in the fi ve Commissioners collectively, when only the 
Chairman is the SEC’s head. In addition to the fact that an entity can only have 
one head, 34 the SEC Chairman has substantial administrative authority that 
the other Commissioners lack.  Moreover, it is the Chairman who appoints 
the SEC’s personnel, confi rming that he is more than the Commission’s 
nominal leader. 35  Accordingly, the SEC’s “Head” is its Chairman, not the 
other Commissioners, and, under the Appointments Clause, only he (or the 
President or a court) can pick the PCAOB members.36  Yet under Sarbanes-
Oxley, the Commission as a whole picks the members of the PCAOB. 37  This 
unprecedented process is a violation of the Appointments Clause. 38 

 Congress may have attempted to sidestep the Appointments Clause 
issue by declaring in Section 101(b) of Sarbanes-Oxley that “the Board shall 
not be an agency or establishment of the United States Government,” and that 
“no member or person employed by, or agent for the Board shall be deemed to 
be an offi cer or employee of or agent for the Federal Government.”  But labels 
accorded by Congress have no weight in determining whether an entity is a 
federal agency subject to the Constitution.39  The fact that PCAOB members 
are appointed by the government, and that the PCAOB enforces federal law, 
makes it a federal entity subject to the Constitution no matter what Congress 
says.40  

 For example, the Supreme Court held that the Amtrak passenger rail 
monopoly is subject to the Constitution, even though its enabling statute, in 
language strikingly similar to Sarbanes-Oxley, declares that Amtrak is not 
a federal government agency.41  Like Amtrak, the PCAOB was created by 
a federal law, has a board composed of federal appointees, and carries out 
federal policies.  That alone makes it a federal agency.42  Further, the PCAOB, 
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unlike Amtrak, is wholly funded through federal exactions43 and enforces 
federal laws. 44 

 The purpose of the Appointments Clause is to promote effective 
management in government by preventing lack of accountability in a multi-
member body.  Vesting appointments in the president or in a single agency 
head makes clear who is responsible for a given appointment, and makes it 
possible for the executive to demand good performance from the appointee. 45 

 That goal of effective management was undermined by Sarbanes-
Oxley’s unprecedented requirement that the SEC as a whole agree on the 
appointment of PCAOB members.  Sarbanes-Oxley triggered a messy 
and divisive process for selecting the initial Board members.  On Oct. 25, 
2002, a majority of divided SEC commissioners voted in the fi ve-member 
PCAOB. According to the GAO, “The selection process broke down in early 
October when the Commission was unable to agree on a consensus candidate 
for chairman.”  Different commissioners backed different candidates, 
and this “inability to choose a fi nal slate of candidates until the eve of the 
Commission’s vote resulted in the appointment of PCAOB members who 
had not been fully vetted.”  Retired judge William Webster, the fi rst PCAOB 
Chairman, resigned shortly after he was appointed when his service on the 
audit board of U.S. Technologies, a company under SEC investigation for 
accounting problems, became public.  The SEC’s own Chairman, Harvey Pitt, 
was blamed for withholding this information from his fellow commissioners, 
and he ended up resigning as well.  But the GAO found that no one, including 
Pitt, knew of this information before the vote, because no commissioner was 
really in charge of the selection.  The SEC’s Chief Accountant did not view 
this information as relevant and “did not inform the SEC chairman or other 
commissioners about certain matters concerning Judge Webster.” 46 

 To avoid these types of problems, Pitt’s successor, William 
Donaldson, instituted a process by which new PCAOB members must have 
unanimous approval from all fi ve Commissioners. 47 But this rule shields 
the PCAOB even further from accountability to the executive branch. As 
an independent agency, the SEC has two commissioners from the opposing 
party of the president, and this rule gives those two SEC commissioners veto 
power over executive appointees. This convoluted process can rule out many 
qualifi ed candidates and even deter others from serving if approached.

 There is yet another way in which Sarbanes-Oxley may violate the 
Appointments Clause: Section 101(e)(2) requires that two of the PCAOB’s 
fi ve members must be accountants and that three must not be members of 
the accounting profession.  As President Bush has argued in another context, 
this sort of limitation on the executive’s ability to select offi cers violates the 
Appointments Clause. 48  

 The Constitution’s framers drafted the Appointments Clause as an 
essential check on overweening bureaucracy.  As colonists of England, they 
had seen offi ces created by both the king and Parliament spawn more offi ces 
with no accountability, creating what the Declaration of Independence refers 
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to as a “multitude of new offi ces” and “swarms of offi cers to harass our people 
and eat out their substance.”49 In its 1991 Freytag decision, the Supreme Court 
cited historian Gordon Wood, who wrote that “the power of appointment 
to offi ces” was considered by the American revolutionary generation  to be 
“the most insidious and powerful weapon of eighteenth-century despotism.” 
50  Thus, “The Clause refl ects our Framers conclusion that widely distributed 
appointment power subverts democratic government.”

 With the growth of the federal government and the rise of quasi-
private bodies vested with governmental power and privileges, the 
Appointments Clause is just as essential today to ensure government 
accountability.  As the Court observed in Freytag, “Given the inexorable 
presence of the administrative state, a holding that every organ in the executive 
branch is a department would multiply indefi nitely the number of actors 
eligible to appoint.” 51  The same can be said for vesting the power to appoint 
to multiple offi cials in an agency rather than its head.  Of course, even when 
operating under the constraints of the Appointments Clause, the bureaucracy 
can be large, intrusive, and unreasonable.  But a governmental regulatory body 
unanswerable to the president or his top lieutenants is something even more 
repugnant: a throwback to the “swarms of offi cers” of the eighteenth century 
and a threat to democracy. 

II.

THE PCAOB’S UNCONSTITUTIONAL APPOINTMENT 
CAN BE USED TO OVERTURN ITS DISCIPLINARY 

ACTIONS 

 In Freytag v. C.I.R. (1991) and later in Ryder v. United States (1995), 
the Supreme Court affi rmed that an individual or fi rm disciplined by a 
government agency can challenge that discipline if agency offi cials were 
improperly appointed.  Such challenges are permitted to give citizens an 
incentive to question improper appointments, and thus ensure that agencies 
remain accountable and respectful of constitutional protections.52  

 An accountant subject to enforcement proceedings by the PCAOB 
clearly has standing to challenge its composition, as a defense to any 
disciplinary action against him, irrespective of his guilt or innocence. 53 A 
fi rm indirectly affected by the auditing rules of the PCAOB might also have 
standing to challenge policies such as the broad interpretation of Section 404, 
the assessment the PCAOB levies on public companies to support itself, or 
rules that expose an accounting fi rm to sanctions. 54  A challenger does not 
have to prove that, but for the improper composition of the Board, it would 
not have taken the action challenged.55  Its illegal appointment itself renders its 
actions invalid. 

 Nor does the SEC’s ability to review the Board’s disciplinary 
decisions render its improper composition harmless.  The PCAOB is not just 
the judge and jury, but also the rule maker and prosecutor, in its disciplinary 
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proceedings.  It is totally in the PCAOB’s discretion whether to even 
bring a disciplinary action in the fi rst place, and that threshold decision 
is unreviewable by the SEC.  Since the PCAOB can impose sanctions of 
$100,000 on an accountant or $2 million on an accountant’s fi rm for a single, 
inadvertent violation, and accountants must comply with many pages of 
arcane PCAOB regulations, its discretion whether or not to prosecute gives it 
enormous power.  

III.

CONCLUSION

 Sarbanes-Oxley’s unconstitutional appointment process for the Public 
Company Accounting Oversight Board refl ects a deep-seated contempt for 
government accountability and openness that is manifested in other aspects 
of the Act.  The law delegates the government’s powers to tax, regulate, 
and judge citizens to a supposedly private entity, although giving a private 
entity government powers constitutes what the Supreme Court has called 
“legislative delegation in its most obnoxious form.” 56  

 Fortunately, the Appointments Clause cannot be evaded by mere 
labels.  But by declaring the PCAOB private, the Congress has called into 
question whether a whole host of statutes that protect against arbitrary action 
by federal agencies even apply to it, since Congress has the power to create 
unprincipled exceptions to its own statutes.57  

 Observing that sunlight is the best disinfectant, the writers of the 
securities laws advocated full disclosure, so that investors could guard 
themselves against abuses of power by corporate managers.58  But Congress 
has shielded the PCAOB from the public scrutiny necessary to foster 
accountability.  As one observer commented, “Unlike federal agencies, which 
generally must produce materials when an investigation is no longer pending, 
PCAOB materials are to remain exempt from disclosure under the Freedom 
of Information Act or otherwise.”59  Moreover, Sarbanes-Oxley permits—and 
usually requires—the PCAOB to close its hearings to the public even when 
in dealing with issues for which the public would be entitled to attend SEC 
hearings.60  

 Sarbanes-Oxley violates time-honored principles of democracy and 
separation of powers by delegating the construction and enforcement of the 
securities laws to an unaccountable entity, and giving it the power to act as 
prosecutor, judge, and jury, all without public scrutiny.  Thus, the PCAOB is a 
violation of our Constitution and a threat to the rule of law.
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