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At the dose of businesson June 25,2002, despite the Enron revelations and a host of
other financial scandals involving puldic companies, the draft legidation that eventually became
the Sarbanes-Oxley Act was going nowhere in the US Congress Buit that all changed beginning
the very next morning: amid stories about the Adel phia bankruptcy and further investigations of
financia institutions came the ainouncement of the $3.8 billion accourting restatement by
WorldCom—then ane of the most widely held stocks in the US market.

One mornth later, the Dow Jones Industrial Average had fallen from 9126to 7532 —a
17.3% decline. And rot just coincidentally, the Sarbanes-Oxley Act was approved by the US
Congressand signed by the President “to protect investors by improving the acaracy and
reliability of corporate disclosures.” This statute was the most significant legislation regulating
corporate and financial market behavior since the Securities Acts of 1933 and 1934.

Sarbanes-Oxley was a cmmprehensive, systemic response to large-scde systemic
corruption. The Act Federalized norms of corporate governancethat previoudy had been left to
various court interpretations of the so-cdled “businessjudgment” rule adopted in Delaware and
other states. That rule had effectively shielded drectors from liability if they aded “in good
faith,” evenif their actions later might be viewed negligent or not in the best interests of their
companies shareholders.

Golden Gate University’s Ageno School of Business sirveyed CEOs and CFOs of 400
San Francisco Bay Area companies (both public and private) during 2005to assessthe dfects of
Sarbanes-Oxley. (Approximately 12% of these companies were represented in the replies.) The
central findings of the Survey point to a somewhat formal, “arms length” relationship developing
post-Sarbanes between companies and their auditors. Before examining the detailed responses to
the Survey, it isimportant to understand the circumstances that led to Sarbanes-Oxley.

The 20" century had been riddled with its own series of scandals: baseball cheating in
the post World War | era; basketball “paoint shaving” in the 1950s; quiz shows in the 19a0s;
Watergate in the 1970, and savings & loans associations and junk bondsin the 1980s. Taking
into consideration, havever, the scope of economic adivity reflecting in just apartia list of the
entitiesinvolved in more recent scandals (Adelphia, AlIG, AOL, Cendant/CUC International,
Computer Associates, Citigroup, Enron, Fannie Mag Global Crossng, HedthSouth, JP Morgan,
Krispy Kreme, Lucent, Marsh & McClennan, Nortel, Rite Aid, Tyco, WorldCom, and Xerox), the
21% century scandals that triggered Sarbanes-Oxley were far more pervasive than their 20"
century counterparts. Restatements of many companies’ previous yeas audited financial reports
also readhed unprecedented levels by 2002.

To addresswhat Senator Sarbanes call ed a “broken” system, the Act which bears his



name established two new CEO/CFO financial statement certification requirements. It included a
criminal provision requiring certification in each filed periodic report containing financial
statements affirming that such statements fully comply with the Exchange Act requirements, and
fairly present the financial condition and results of operations of theissuer. A civil provision
required certification that the financial statements#airly present in al material respects® the
company's financial condition, and that the officer aacepts responsibility for interna controls,
among other conditions.

Asaresult, CEOs and CFOs can nolonger defend themselves from acmuntability by
claiming to beblindto ‘red flags, deaf to whistleblowers, and dumb about accounting. Sarbanes-
Oxley sought to put an end to what in essence was Enron's true strategic @istinctive
competence®: akind d dronic accounting,® where the true meaning of its financial statements
was exactly the opposite of their apparent, literal meaning.

The Sarbanes-Oxley Act also set specific new standards of conduct appli cable to publicly-
traded companies; their boards of diredors and officers; their audit committees; accounting firms
and personnel; attorneys; stock research analysts, investment bankers and their firms; aswell as
national securities exchanges and the SEC.

Sarbanes-Oxley was preceded by Regulation 3D° (for &air Disclosure®), another
important reform of the financial markets, initiated in the late 1990s, which had set in motion the
disclosures that collapsed the Enron house of cards. Under Regulation FD, the SEC required
companies to release material news about their business to the market as awhole, precluding
Jorivate chats® with selected analysts or other market participants to provide amanaged, slow
le&k® of bad news that could have negative dfects on the price of the cmmpany's dares.

Regulation FD generated the so-cdled earnings awarning seasor® phenomenon, as well
as more volatility in stock prices. But it was also Regulation FD that forced significant
disclosures by Enron about the financia condtion o itsaspecia purpose®partnerships used to
finance cetain assets on an off-bodks® basis. AsEnron's share value was punctured by these
first disclosures, the status of these partnerships went into a death spiral because their funding
was coll aterali zed by Enron shares. In short order, there was a dassic ¥ur® on Enron's ares
and the Bsst-ight® company dlid into bankruptcy.

Sarbanes-Oxley built onthe ®arly warning® ethic of Regulation FD, especialy in the
now-infamous Sedion 4040of the Act, which mandated internal and external review of pulic
companies internal financia controls, and the related creation of the Public Company Audit
Oversight Board (PCAOB). The PCAOB was established specifically to
provide new Federa oversight of the acounting profession (which had blessed the Enron special
purpose, off-balance sheet structure). Its authority extended to cover auditing standard;
registration of audit firms; firm personrel practices and quality control; process; and professional
ethics.

The theory behind Section 404 is that deficienciesin internal controls constitute erly
warnings of future problems with external financial reports. The new regulations set upa
distinction between @significant deficiencies® and @material weeknesses? (defined as a
particularly severe form of significant deficiency). Auditors are required to publicly disclose and
explain @material weaknesses,® but neead to bring asignificant deficiencies® only to the atention
of management and audit committees. Whether a significant deficiency amountsto a material
wegknessdepends whether afinancia misdatement could result.




The PCAOB frames the external assesament of corporate interna controls mandated by
Sedion 404 asatrue audit, rather than merely a ¥eview.© Auditors are required to report on
management's assertions concerning control effectiveness and onthe audit firm's own
asessmnent of whether a company is maintaining eff ective internal control over financial
reporting. In additi on, ineffective audit committees can themselves constitute asignificant
deficiency or a material weaknesa provisionthat seemsto raise a2oonflict—of—interest® issue:
how can an audit firm audit the audit committeethat it reports to, and that evaluatesits
performance and continued engagement?

Asnoted at the outset of this article, the GGU Survey responses show the profound
impad of Sarbanes-Oxley on haw firms view their relationships with outside auditors. Only 11%
of respordents chose to charaderize their external auditors as &rusted advisors broadly engaged
with the company's business"Bthe way most audit firmswould prefer to be perceived, according
to their own marketing materials. By contrast, 54% saw the relationship as an 2ams
length...confined strictly to the audit mandate,® while another 19% saw the relationship as
asomewhat formal and adversarial, simil ar to regulators.° Another 11% viewed their audit firms
as neutral arbiters of accournting palicy,® while another 5% were uncertain how to characterize
the relationship.

Over two-thirds of respondents concluded that the aosts of Sarbanes-Oxley compliance
had affected overal IT and administrative expense either 2a great deal, to the extent that
flexibility for other expenses is significantly reduced® (38%), or in a way that is aignificant
short-term, but manageeble longer term® (31%). Another 31% indicated only a marginal expense
impad or none & all.

An aggregate of nearly 30% of responcents indicated that, as a result of Sarbanes-Oxley,
their companies were considering one or more of the following steps: a sale or merger of the
company (15%); going private (8%); delisting and deregistered their stock (4%); or deferring
plansto go public (2%).



With the option to choose any or al of the foll owing characteristics of the impad of the

Sarbanes-Oxley mandates on their businesses, the respondents replied as foll ows:

The costs of SOX outweigh the benefits 37%
No material impads 22%
Uncertainty has replaceal confidencein our relationship with outside auditors 1%
SOX requirement are repladng productive, open discusson and dedsion-making with | 16%
concerns about procedure, formality and personal risk avoidance

SOX mandates are helping us to get a better handle on our business 6%
SOX has resulted on closer relationships with our auditors and lawyers 4%

Asked similarly to identify the range of their concerns abou the internal control

provisions (Sedion 404 of Sarbanes-Oxley, the respordents noted the foll owing:

Uncertainty about the role of outside auditors in providing gudance on internal controls in | 23%
advance of testing

Dependence on the outside auditor for compliance 15%
Lack of cost-effedive training 13%
Lack for independent suppart for in-house audit and legal staff 9%
Lack of comfort with existing technology and software for controls 8%
None of the forgoing, or no concerns 32%

The Survey indicaed that companies are using multi ple sources for training staff,

exeautives and baard members concerning Sarbanes-Oxley requirements:

In-house personnel 34%
Outside auditing firm 22%
Outside legal advisor on SOX matters 15%
Other spedalized SOX consultants 5%
Independent institution like schools and professonal association 9%
IT consulting firms 5%




Finaly, asked to characterize the desirable &tributes of staff training in Sarbanes-Oxley
compli ance matters provided by academic institutions, the respondents again cited multiple
factors:

Cost-effective training integrating business techndogy, acourting and lega | 31%
disciplines

Broad-based perspedive onevolving SOX requirements 28%
Continuing educating, monitoring and review 22%
Famili arity with their firm's needs in term of technology and software 1%

Sedion 404 olvioudy has materialy increased the expense and time burdens of the audit
process especialy for smaller public companies. Inthefirst yea of implementation, audit firms
generally applied the same processs for testing internal controls regardlessof the mwmpany's $ze
or maturity, apparently for two reasons: (1) the statute and the PCAOB's implementing
regulations did not appea to provide any exceptions for small er companies; and (2) in their own
first experience with direct governmental regulation and supervision, the accounting firms did not
want to take any unneaessary risks in terms of their own standing with the PCAOB.

The difficulties of smaller companiesin terms of Section 404 compli ance have gained
attentionin Congress the SEC and the PCAOB. Their exeautives have amplained that auditors
are performing massve and costly reviews under Section 404that are not tail ored to a ampany's
size or specific risks. A 2004report published by the American Electronics Association (AeA),
for example, observed that @he many positive reforms® under Sarbanes-Oxley 2are being
overshadowed by one section[404] that isimposing high costs with little return in terms of fraud
detection®

aThelegiglationitself is not even the problem. Sedion 4(4's guidance has not
differentiated between large and small companies, and as aresult, auditors have been
applying aone-size-fits-all approach to implementation. Thisis having a devastating
effed on smaller business.’

The AeA found that implementation costs were 20 times greaer than the SEC originally
estimated, and also cited several examples of auditor interpretations of Section 404requirements
that it deemed #rivolous:®

Requiring that only personal attendance by an audit staff member would suffice as proof
that a particular meding actually took place(or opposed to review of official minutes)
Requiring the @elp desk® to document every cdl from any employees

Requiring proof that all keysto an office have been accounted for sincethe office first
opened

Examining spedfically how the power suppliesto computer facilities are secured
Requiring evidence of response to e-mail s as the only acceptable proof of receipt
Documenting that all employees have annual performance evaluations

Procedures like these, of course, only add to the disproportionate cost burden onsmall
companies with Section 404, nav estimated at 10times the st per employeethan at larger
firms. Cost burdens are also leading some foreign companies to consider withdrawing from the
US pulic securities market, or at least postponing their entry.



The AeA has recommended that the PCAOB provide more detailed guidanceto audit firms
concerning what constitutes a key control® onfinancial reporting, especialy intheareaof IT,
and that it also eli minate many documentation and validation requirements for non-key controls.
AeA suggests allowing companies to exclude new IT projects and systems changes from Sedion
404 certificationin the yea they areinitiated. AeA suggests elimination of reduncant testing
(once during the year, and once gyain at yea end), and that companies be allowed to rotate
testing of key controls based on reasonable risk assesaments rather than performing all tests from
scratch every yea.

In resporse to corporate amplaints about Section 404, the Federal regulatorsinitialy put
the blame on the auditing firms, saying they had become ®verly cautious® and @mecdhanicd®in
implementing Sedion 4064 for small er and medium-sized companies, and needed to become more
flexiblein their approach. The PCAOB, however, has indicated that internal controls that do not
present a significant risk of amaterial misstatement in the financials need not be tested, and hes
also dffered guideli nes to auditors to use more judgment in implementing Section 404.The
regulators have dso encouraged companies and audit firms to integrate the processesin the
regular annual audit with those relating to the audit-testing of controls under Sedion 404.

In view of the GGU Survey results sowing the somewhat formal, 2ams length®
relationship devel oping post-Sarbanes between companies and their auditors, it would sean
useful to adjust the norms governing auditor independence to allow companiesto rely to some
extent ontheir audit firms for advice onframing their internal controls.

4n the past, when a company had a cmplex accounting question, it would draw onthe
considerable tedhnical expertise of the big acaunting firms to help to decide the aurrent
course of action. In the arrent environment, companies are required to do their research
independently and then if they dedde on an incorrect course of action, they are deemed by
the external auditor to have a #eficiency® because of ladk of ac@urting expertise.® ( AeA
Report)

Applying amore 2@mmon sense® gproad would reaognize that most companies
cannot afford to hire alot of specialist help separate from their auditors, and that preduding
advicefrom the external auditor only increases the risk of accounting errors.

Overall, the documented material impad of Section 404o0n small, medium size and
foreign companies $ould, and probably will, result in delayed implementation and/or on
evolving set of practicerules specific to such companies, tying the most detailed audit procedures
to the most significant risk profilesrelating to the integrity of a particular company's financial
statements. Such evolving practice norms wil | continue to warrant a heary acalemic emphasis on
practice-based education for aspiring accountants and corporate financial and interna audit
officials.
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