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Abstract

This paper explores how Sarbanes-Oxley is affecting internal auditors, specifically, as well as public accounting firms and public companies, which shape the internal audit environment. This research project included a combination of a literature review, four focus groups, and nine in-depth interviews.

Because of Sarbanes-Oxley, hundreds of audit clients are leaving Big 4 accounting firms. Some do not meet the firms’ tighter standards and other are leaving because of higher audit fees. Some smaller firms are dropping auditing services completely to avoid Sarbanes-Oxley or because they see a better business opportunities in providing Section 201 prohibited services and in-depth Section 404 services that accounting firms cannot provide to their audit clients. On the other hand, some firms are aggressively pursuing new audit clients. For those firms conducting audits, they are rethinking their approaches to risk-based auditing and internal control evaluations. These accounting firm changes are having consequences for companies. Audit fees are increasing and the relationships between the auditors and company management is becoming more formal. Companies have had to hire new third parties to provide prohibited services that were provided by their auditors. 

The direct effects of Sarbanes-Oxley on companies are systemic in that it is affecting all levels and functions within companies. Boards and audit committees are conducting longer, more-frequent meetings with different people on their agendas. Companies have a significant number of people directly involved in Sarbanes-Oxley activities. Sarbanes-Oxley has taken some responsibilities away from CEOs and CFOs and assigned other responsibilities to them, such as Section 302 certification. For most companies, Section 404 seems to be requiring the most resources. Some big companies are spending millions of dollars and thousands of hours to become Section 404 compliant. IT is a key component of Sarbanes-Oxley compliance that must be documented and tested for Section 404, certified for Sections 302 and 906, and provides rapid information distribution under Section 409. IT is also critical in meeting accelerated filing requirements. 

Internal auditors have become a major resource for Sarbanes-Oxley. Sections 302 and 404 focus on internal controls, which is the internal auditors’ primary domain. The internal auditors are now part of the audit committee’s agenda, the CEO and CFO want the internal auditor’s assurance before their Section 302 certifications, operations managers want to make sure their internal control are working properly, and the external auditor wants to coordinate their activities with the corresponding activities of the internal auditors. These positive feelings toward the internal auditors are reflected in approvals to hire more auditors, to pay competitive salaries, and to provide larger budgets for travel, technology, and training.

There are also potential problematic issues. In the past, internal audit has been offering non-traditional and consulting services and it is going to be assumed that these services are going to be available in the future—even though there are more demands to be involved in Sarbanes-Oxley activities. The CAE is going to have to manage those expectations by hiring more staff members and/or help company managers set priorities for consulting projects. A more subtle potential issue is the fluid image of internal auditing. Many audit departments have been slowly changing their image from company police officer to consultant or partner. Sarbanes-Oxley activities can pull the image back toward company police officer. How internal audit’s image is affected by Sections 302 and 404 activities is going to depend on how those projects are structured. If internal auditors are part of multidisciplinary project team that includes people outside of internal audit or if the internal auditors are advisors to the project teams, any negative findings are not solely attributable to just internal audit.

A related issue is who owns the internal controls. It would be easy for the internal auditors to assume that ownership role because they are the recognized experts on internal controls. However, there was a strong consensus among internal auditors that they should never be the owners. Instead, every business process should have an owner who is part of the process and that person should also be the internal control owner.

One thing is clear from this research project; public companies that are moving toward Sarbanes-Oxley compliance are spending lots of money. Right now some vendors, lawyers, and accountant are making money from Sarbanes-Oxley. Maybe five or ten years from now, researchers will look back to 2003 and 2004 and attempt to calculate the actual tangible benefits of Sarbanes-Oxley to public companies, investors, and the public. Only then will we know whether the benefits outweighed the costs.

I Introduction

Over the years, many external and internal forces have affected companies, which, in turn, have ultimately influenced the charter, structure, planning, staffing, and procedures of internal audit departments. As significant as many of those forces were, during 2002, companies and the internal audit profession experienced a major paradigm shift due to substantial financial debacles, corporate governance failures, and audit failures that eroded public trust in capital markets and resulted in the passage of the Sarbanes-Oxley Act of 2002 (Sarbanes-Oxley) [Sarbanes-Oxley, 2002].

This paper explores how Sarbanes-Oxley is affecting public accounting firms and public companies, in general, and internal audit, specifically. As this paper illustrates, Sarbanes-Oxley is truly a paradigm shift for those companies and accounting firms that have had to implement major changes in their organizations and how they do business. The affects are systemic in that it is affecting all levels within companies including the Board of Directors, chief executives, senior and middle managers, and many rank-and-file employees, and essentially all the functions within companies as they all move toward Sarbanes-Oxley compliance.

Sarbanes-Oxley was the result of a harmonic convergence of the sequence of several events. It almost died along the way toward passage, but then subsequent events kept it moving through Congress until it became law. The House and Senate bills that eventually became the Sarbanes-Oxley Act moved through Congress during the first half of 2002 in response to the several major corporate debacles starting with Enron’s bankruptcy in December 2001.  The House and Senate bills were originally quite different [Solomon 2003]. Representative Michael G. Oxley’s (Republican, Ohio) bill that passed the House was considered the weaker of the two bills.  On the other hand, Senator Paul S. Sarbanes’ (Democrat, Maryland) bill was advancing much slower in the Senate.  While these bills were under consideration in Congress, terrorism and the war in Afghanistan were becoming more critical public issues and the public was loosing interest in the pending Sarbanes-Oxley legislation. However, after the second wave of debacles involving Global Crossing Ltd., WorldCom Inc., and other companies leading up to the summer 2002, Congress believed that they had to do something quickly.  Fearing a backlash in the upcoming 2002-midterm elections, both houses of Congress and the President accepted the stronger Senate version of the bill and on July 30, 2002, the Sarbanes-Oxley Act became law with President Bush’s signature [Schroeder 2003]. 

Disruption is a Good Thing

A word that is frequently associated with Sarbanes-Oxley Act is profound, as in; Sarbanes-Oxley is having the most profound effects on companies since the passage of the Securities Exchange Act of 1934. This research project has found that those effects frequently have been very disruptive to companies, their internal auditors, and the accounting profession. The purpose of this research project was not to determine if Sarbanes-Oxley was good or bad law, and the term disruptive is not being used here completely in a pejorative sense—just a reflection of the paradigm shift associated with Sarbanes-Oxley. In management courses, professors teach that disruptions can be a good thing in that it unfreezes the company and makes management more open to implementing major changes that would not be considered under normal circumstances. For example, some of the focus group participants mentioned that their companies were using Section 404 as an impetus for making changes that go beyond the minimum requirements of that section. On a larger scale, DaimlerChrysler management is using Sarbanes-Oxley as a starting point to make major organizational changes throughout its worldwide operations.

The effects of Sarbanes-Oxley are not temporary. Since Sarbanes-Oxley has quarterly and annual financial reporting implications, it will be a significant part of the business environment for the foreseeable future. In addition, Sarbanes-Oxley is still a work-in-progress. Sarbanes-Oxley required the SEC and PCAOB to create new rules, regulations, and standards as well as amend and modify existing rules, regulations, and standards. All of these required activities resulted in hundreds of pages of new pronouncements from the SEC and the PCAOB. Sarbanes-Oxley also mandated that the SEC and GAO conduct several studies. The resulting studies, in turn, have recommended additional legislation beyond Sarbanes-Oxley’s initial requirements.

The effects of Sarbanes-Oxley will probably not lessen in the future. In fact, some focus group participants believed that a Sarbanes-Oxley II might be enacted in the future that would go beyond the current Sarbanes-Oxley in terms of the scope of the requirements. For example, a future version of Sarbanes-Oxley might include the other two internal control categories of COSO, namely, effectiveness and efficiency of a company's operations and a company's compliance with applicable laws and regulations that are not encompassed in the current PCAOB standards.

The remainder of this paper briefly synthesizes and summarizes the information collected during this research project. Section II summarizes the research methodology. Section III provides an overview of the focus group findings that helped focus the follow-up interviews and research. Section IV focuses on how public accounting firms are changing because of Sarbanes-Oxley and the major consequences of those changes on companies. Section V summarizes the direct effects of Sarbanes-Oxley on public companies. Section VI summarizes how Sarbanes-Oxley is affecting entities outside of the direct scope of Sarbanes-Oxley, including private companies and not-for-profit organizations. Section VII focuses on the effects of Sarbanes-Oxley directly on internal audit. The concluding section includes some final observations and conclusions based on this project. The section also suggests some broad future research opportunities.

II Research Methodology

The primary objective of this research study was to explore how Sarbanes-Oxley and subsequent rules, regulations, reports, and other pronouncements from the SEC, the PCAOB, and others have been affecting internal auditors and their companies. As posited by The IIA, internal audit is one of the four cornerstones of the foundation on which effective corporate governance is built—the others being, the board of directors, management, and the external auditors. The board and management are going to need guidance and assurance from internal audit that the new Sarbanes-Oxley requirements are being met by their companies, which has the potential to improve the visibility and status of internal audit. 

One of the issues that the study also explores was how internal auditors are balancing the new Sarbanes-Oxley-related requirements, management’s expectations, and their historical mix of services. In the past, internal auditors were expanding their services towards consulting, non-traditional assurance services, and other value-added services. Once internal auditors started offering these expanded services, it is implied that these services will be available in the future. However, now, time and resources (e.g., training/orienting internal audit staff to new regulations and organization policies and procedures) are needed to respond to the new Sarbanes-Oxley rules, regulations, and guidelines, which, in turn, are going to put pressure on internal auditors to reduce or eliminate some existing services—or for internal auditors to make a strong case to management to allocate more resources to the internal audit department. 

The following paragraphs provide an overview of the research tasks that were used to achieve the objectives of this study. 

Task 1: Compile Background Materials

The primary purpose of this task was to identify the external and internal standards, requirements, and issues related to internal audit, specifically, and companies, in general, to broadly define the contemporary internal audit environment. The review of the literature also identified issues to explore in the focus groups. First, a variety of pertinent literature published by The IIA was reviewed, including International Standards for the Professional Practice of Internal Auditing [IIA, 2001],  Assessment Guide for U.S. Legislative, Regulatory, and Listing Exchanges [IIA, 2003], and Recommendations for Improving Corporate Governance [IIA, 2002]. In addition, The IIA Web site (www.TheIIA.org) was revisited periodically, as the project progressed, to review additional postings that were relevant to this project. 

The SEC Web site (www.sec.gov), the PCAOB Web site (www.pcaobus.org), and the GAO Web site (www.gao.gov) were explored and periodically revisited for relevant postings. In addition to the regulatory Web sites, Web sites for other organizations were also monitored, including: the AICPA, the Big 4 accounting firms, FEI, various business newspapers and publications, and various vendors. CFODirect.com, which is operated by PwC, has a very robust collection of Sarbanes-Oxley materials. A Web site, www.pcaob.com, has useful information—some of it collected from other sources and some new materials.
 Do not confuse this last Web site with the official PCAOB Web site at www.pcaobus.org.

Task 2: Focus Groups
Focus groups have proved to be a cost-efficient strategy for gathering preliminary information.  In this study, focus groups served several purposes: (a) to obtain a broad overview of internal auditors’ opinions regarding Sarbanes-Oxley and other related pronouncements; (b) to obtain overviews of how their companies are being affected by and reacting to these new pronouncements; and (c) to obtain an overview of how internal audit departments are being affected by and reacting to these pronouncements.

Four focus groups were conducted for this project. The first focus group was conducted in New York City with the Chief Internal Auditors roundtable of the New York City chapter of The IIA.  The second was conducted in Los Angeles with members of the local ISACA chapter to obtain a more IT perspective. The third was conducted in Los Angeles with members of the Los Angeles and San Fernando Valley IIA chapters. A fourth was conducted at The IIA International Conference in Las Vegas.

Task 3. In-depth Interviews

Several steps were taken to identify volunteers for in-depth interviews to discuss example of what companies are doing in response to Sarbanes-Oxley or what companies have done prior to Sarbanes-Oxley that could be useful to companies working toward Sarbanes-Oxley compliance.  Tasks 1 and 2 yielded some potential candidates for these interviews.  In addition, The IIA and The Research Foundation helped identify other potential candidates from The IIA membership. The final volunteers for interviews included high-level representatives
 from:

· Alcatel

· American International Group 

· AXA Financial 

· DaimlerChrysler 

· Eli Lilly

· IBM 

· Kinko’s 

· MetLife 

· Toys R  Us 

· Tyco 

III Focus Group Summary

The following is a summary of the keys comments made by the focus group participants.

Corporate Governance

Board of Directors

· Most frequently heard word during the focus groups was “scared” as in, “We are scared we might miss something in Sarbanes-Oxley, which will lead to bad publicity or even penalties.”

· No one reported board members leaving out of fear, however, changes are being made such as moving some people off because of independence rules or the need to add a financial expert to the audit committee.

· Independence rules are particularly affecting family-dominated public companies where one or more family members are on the board. At minimum, these family members must resign from the audit committee.

· Existing financial expert seem to be OK with designation, but if no one on the current board fits the required characteristics, recruiting financial expert can take longer than expected.

· Audit committees are meeting more frequently, for longer durations, and talking to more people.

· Premiums and deductibles are going up significantly for D&O insurance.

New Committees & Taskforces Have Been Established in Response to Sarbanes-Oxley

· Sarbanes-Oxley Compliance Steering Committee oversees and monitors Sarbanes-Oxley activities. Usually, the Committee includes senior executives and, sometimes, the external auditors.

· Sarbanes-Oxley Taskforces conducts specific projects such a Section 404 project. Typically, a multidisciplinary team is used.

· Disclosure Committee ensures that quarterly and annual financial reports include all the proper disclosures. Composition varies between companies.

· Whistle-blowing Committee receives and reviews incoming whistling-blowing calls. For some companies this is a new function and for others this function requires some modifications to existing functions or procedures. Some companies are using outside third parties. 

Changing relationship between Audit Committee and External Auditors

· The audit committees are asking more questions to the auditors regarding fees and audit approach.

· The audit committees are specifically asking the auditors if anyone in the company tried to influence their auditing activities.

Changing relationship between Audit Committee and Internal Auditors

· Sections 302 and 404, in particular, are generating strong interest in the internal audit function and their activities.

· Internal auditors are frequently on the audit committee’s agenda.

· In terms of reporting relationships, usually there is a “solid line” from the internal audit department to the audit committee, reflecting a functional relationship, and “dotted line” to the CFO (sometimes, CEO), reflecting an administrative relationship.

Inside the Internal Audit Department

· There are changes in hiring, including adding more staff from both external and internal sources, adding more IT people, and paying competitive salaries (which are going up)

· The skill mix is also changing, with more emphasis on GAAP and internal controls skills and less emphasis on operational and consulting skills

· Internal audit is receiving budgets that are more generous for people, technology, and travel.

· Internal audit’s roles are shifting within the company. More “Back to basics” activities such financial and accounting cycle audits and less operational audits and consulting (except for Section 404 best practices).

· Internal audit’s image may be shifting back to company police officers instead desired image of partner or consultant.

· There has been increases requests from management for internal audit projects and less interest in outsourcing internal audit 

· There has been more utilization CAAT and technologies to improve efficiency to help ameliorate increases in demands for the auditor’s time.

Changing Relationships Between Internal & External Auditors

· Relationship seems to be getting stronger. 

· Mutual support (while both move into the unknown world of Sarbanes-Oxley)

· Less competitive, since external auditor cannot provide internal audit services to the same client.

The Future

· With all the money being spent on Sarbanes-Oxley, the big question is will the future benefits ever out weight current and future costs? What are the measurable benefits to the company? What are the measurable benefits to society?

· Outside accountants, lawyers, and consultants appear to be making lots of money.

· Future SEC regulations are expected to conflict with current Sarbanes-Oxley activities, therefore, some current company activities will have to be reversed.

· The quality of external audits will improve because of less push back from clients (because of Sarbanes-Oxley).

· Some predict a Sarbanes-Oxley II will appear in the future that will go deeper than just financial reporting (e.g., include more COSO internal control categories).

· The requirements for more rapid reporting will stress IT people and technology.

· There will be an increased interest in forensic accounting.

IV Public Accounting Firms

The primary focus of Sarbanes-Oxley is public companies and public accounting firms. This section summaries how Sarbanes-Oxley is changing public accounting firms. The latter part of the section summarizes the consequences of these changes on their audit clients (public companies).

Changes in the Service Mix

Auditor independence has always been a topic of debate. Over the years, accounting firms have dropped various services, such as executive search services, to reduce the appearance of conflicts of interest. A particularly troublesome area has been consulting services. Starting back in 1989 when Andersen Consulting became a separate organization from Arthur Andersen,
 except for Deloitte & Touche, the then Big 5 accounting firms sold or divested portions of their consulting practices: PricewaterhouseCoopers’ consulting practice was sold to IBM Corp.; KPMG’s consulting practice became BearingPoint; and Ernst & Young sold its practice to Cap Gemini Group USA. These actions may have been fortuitous since Sarbanes-Oxley, Section 201 puts strict limits on the non-audit services that accounting firms can offer to their audit clients. Because of Sarbanes-Oxley, financial auditing is once again becoming the core business of public accounting firms.  Considering that the auditors now report directly to the audit committee, the stature and importance of the audit has also increased.

Changes in Audit Approach

It will be interesting to monitor how audit approaches change in the future in response to the various financial debacles and the resulting Sarbanes-Oxley requirements. In their search to perform audits more efficiently, many firms moved to risk-based auditing. This top-down approach was considered more efficient than the more transactions-oriented, bottoms-up approach. However, in the post-Enron era, risk-based auditing has been subject to negative comments.

In a September 2003 speech at the 2003 Tax & Accounting Conference, Daniel L. Goelzer, PCAOB Board Member, listed three factors that seem to contribute to the erosion of trust in auditing: (1) the rise of non-audit, consulting services, (2) downward pressure on audit fees, and (3) increased reliance on more cost efficient means of auditing.
 Under his third factor, he focused on potential problems with risk-based auditing. For example, he said, “While sound in theory, this process [risk-based auditing], if not judiciously applied, can have [negative] consequences…particularly if the underlying judgment about risk turns out to be incorrect.” He then goes on to describe how Arthur Andersen’s use of risk-based auditing at WorldCom missed “elementary falsifications” of accounting entries because, “Arthur Andersen failed to uncover them because it misjudged the risk that management would engage in fraud of that nature. Andersen did not perform meaningful, substantive tests in the critical areas of capital expenditures, accruals, and revenue.”

A March 25, 2004 Wall Street Journal article [Weil, 2004], “Behind the Wave of Corporate Fraud: A Change in How Auditors Work,” had the provocative subtitle, “’Risk Based’ Model Narrowed Focus of Their Procedures, Leaving Room for Trouble.” Like Goelzer’s speech above, this article was generally negative on risk-based auditing. It gives examples of where the risk-based approach seems to have missed critical distortions in accounting transactions or information that contributed to the subsequent company collapses and audit failures. 

The speakers and writers seem to agree that the risk-based approach could work in theory, but it is the implementation that can be problematic. The Wall Street Journal article quoted Professor Charles Cullinan as saying, “The problem is that there’s not a lot of evidence that auditors are very good at assessing risk.”
 

Accounting firm representatives quoted in the article indicated that they plan to continue to use risk-based auditing and that no audit approach is going to be perfect if there is broad collusion between top-level executives to commit fraud.
 

Changing Audit Skills. In addition to reviewing their overall approach to auditing, accounting firms also are addressing the change in auditor skills. For example, the emphasis on internal controls in Sarbanes-Oxley means an increased emphasis in internal control training for the current audit staff. In addition, because of the growing emphasis on fraud detection, auditors are going to have to improve their forensic auditing skills. Auditors are also expected to use more computer assisted audit techniques (CAATs), data mining, and data analysis software as auditing and fraud-detection tools. 

Dropping Audit Clients 

Public accounting firms are also conducting audits under closer scrutiny by their clients’ audit committees, the PCAOB, and the SEC, which are bringing about some other adjustments. For example, according to a Business Week story, PwC and Deloitte & Touche have each dropped about 500 clients in the last 18 months because of liability concerns. The clients dropped by PwC represented about $52 million in fees. Ernst & Young has dropped more than 200 clients, representing about $100 million in fees. KPMG did not release any numbers. Some of the clients were dropped because of concerns that the client’s accounting did not meet the firm’s new, tighter internal standards. On the other hand, some clients left on their own because they did not want to pay the higher audit fees that the firms were requesting to conduct added audit activities [Hindo 2003].

Dropping Audit Services 

In addition to the Big 4 dropping some audit clients, a number of regional and local CPA firms have already stopped providing financial auditing services to public companies and many other firms are still reviewing their options. These firms see their future in providing accounting, tax, consulting, and estate planning services. This does not necessarily mean that these firms have totally stopped providing audits of any kind. Some continue to provide financial audit and attestation services for non-public companies and/or they provide non-financial audits and attestation services to public companies. 

As the following paragraphs describe, there are several potential reasons why non-Big 4 firms are dropping financial auditing services for public companies. 

Reasons for Changing Services

Profit Maximization. One reason is that the services prohibited in Section 201 are more profitable to these firms than the audit services, so it may make economic sense to drop audit services and to continue to offer the other services. Historically, this would generally be a bad business decision because the firm that took over the audit engagement would eventually try take over all the other services provided to that client by the original accounting firm. However, under Sarbanes-Oxley, the firm that takes over the audit could not take over the prohibited services, thereby, leaving those services to the original firm.

Regulation Costs. Another reason for dropping audit services is that some firms do not want to hassle with the PCAOB registration process. For example, a senior partner at Aronson & Co., which has 12 audit clients, said he spent more than 100 hours preparing the registration information. He also had to confer with an outside lawyer to make sure that the answers to some registration questions did not violate employment privacy laws. Even though the registration process took time and money, Aronson & Co. decided to continue to offer audit services [Johnson 2003].

Too Many inspections. Registration also opens the firm to new PCAOB inspections that will also take time and resources. A brewing issue that is affecting both large and small firms is the potential number of inspections an accounting firm will have to endure. In the current environment, an accounting firm could be subject to the following inspections:

1. PCAOB inspection if the firm audits public companies.

2. AICPA peer review if the firm audits private companies.

3. GAO inspection if the firm audits federal agencies or federally funded organizations.

4. State inspection if the firm audits state agencies or state-funded organization in a state that its own inspection requirements.

5. Inspections by non-U.S. governments or organizations if the firm conducts audits for companies outside of the U.S.

There is nothing in Sarbanes-Oxley that says the PCAOB inspections replace or override other inspection requirements or laws (or vice versa). Therefore, unless the different inspection bodies change their own inspection laws or requirements to accept the PCAOB inspection as a substitute for their own inspections, accounting firms are going to be subject to multiple inspections. Accounting firms have expressed their displeasure with this prospect. Recognizing this issue, the PCAOB, GAO, and AICPA have informally agreed to have a “U.S. Auditing Standards Coordinating Forum” to discuss ways to reduce these multiple inspections.

Too Many Standards. Each of the organizations listed above also have their own audit and attestation standards. The PCAOB adds one more set of standards that the firms must follow and keep current.

Malpractice Insurance. Another reason for dropping auditing services is the significant increase in liability insurance premiums and deductibles for auditing services.

Negative Consequences of Dropping Financial Auditing 

There are potential long-term consequences related to dropping audit services, including:

· Since the firm’s professionals are no longer gaining hands-on experience doing financial audits for public companies, those professionals are going to have difficulty maintaining technical skills and the firms will loose their institution knowledge. 

· There is the unintended consequence of automatically loosing audit engagements to new accounting firms when clients go public. 

· Since accounting students, particularly top accounting students, want to obtain their CPA certificates as quickly as possible after college; in those states that require audit experience to be certified, it is going to be difficult to attract these students to firms that cannot offer the appropriate audit experience. 

New Opportunities 

Audit Opportunities. On the other hand, with the Big 4 and a number of other firms dropping some audit clients, they are creating many business opportunities for those firms still offering auditing services. Some accounting firms are actively pursuing these public companies. For example, Yoon (2004) indicated that while PwC had a net loss of 91 clients, E&Y had a net loss of 76, D&T had a net loss of 65, and KPMG had a net loss of 51; Grant Thornton picked up more than 1,000 new clients including many who left the Big 4. In general, for last year, about 55% of the clients who left one Big 4 firm went to non-Big 4 firms.

The non-Big 4 firms that have decided to actively pursue auditing services view those services as a growth area.  Sarbanes-Oxley has increased the scope of the financial audit, thereby, raising the hours and fees associated with a financial audit.  Because an audit is now essentially a stand-alone product to audit clients, accounting firms no longer consider auditing as a loss leader and, therefore, the total audit fees are less likely to be discounted. 

Non-Audit Opportunities. There also are many other opportunities for smaller CPA firms to obtain additional non-audit work because of Sarbanes-Oxley.  Since accounting firms are very limited in what additional services that they can provide to their audit clients; companies have to look elsewhere to find firms to provide the services that are no longer being provided by their audit firms. In addition, Section 404 activities seem to be particularly lucrative for small and medium firms.  Some firms are reducing their audit services business to provide more Section 404 services.
  For example, Larsen, Allen & Weishair reportedly resigned from several public company audits so they can do more Sarbanes-Oxley consulting. Several firms have reported reassigning some people from other activities and some firms have reported significant increasing hiring to meet the increased demand for Sarbanes-Oxley-related activities.  

Mergers & Consolidations 

As the accounting firms realign their service mix, for the small- and medium-size firms, there is still significant consolidation activity as these firms consolidate to be a larger force in either the consulting or audit market place.  

It will be curious to see how the final distribution of audit clients will eventually settle in the future. Some believe that the trend of accounting firms dropping audit services altogether will continue. Allan D. Koltin, a Chicago-based accounting management consultant, expects the number of firms offering financial audits for public companies to drop from 850 firms to 100 firms over next two years [Johnson 2003]. Whether the number falls to 100 or not, does this mean that someday, we will start using the terms Big 5 or Big 6 again? That does not look very probable in the foreseeable future. As Table 1 shows, total revenue falls off quickly when moving from Big 4 to second tier firms.

	Firms
	Total Revenue
(millions)

	1. Deloitte & Touche
	 $      6,511 

	2. Ernst & Young
	 5,260

	3. PWC
	 4,850

	4. KPMG
	 3,793

	5. H&R Block
	 3,695

	6. RSM McGladrey/McGladrey & Pullen
	 596

	7. Grant Thornton 
	485

	8. Jackson Hewitt Tax Inc 
	397

	9. American Express Tax & Business Svcs. 
	368

	10. Century Business Services Inc. 
	354


(Source: Accounting Today, 2004)




Table 1. Total Revenue of Top Ten Accounting Firms.

Using the term accounting firm in the broadest sense, H&R Block is the fifth largest accounting firm. There revenue is approaching Big 4 levels, but that firm does not provide financial audits itself. H&R Block owns RSM McGladrey, which, in turn, works with McGladrey & Pullen, LLP, a CPA firm that does provide auditing services. The revenue of the sixth-largest firm is about 16% of the revenue of the fourth-largest firm and is not likely to close soon. The Big 4 currently audit 75% of the largest public companies. A recent GAO [2003] report referred to the Big 4 as an oligopoly and stated there is nothing on the horizon to change that. In addition, 88% of the respondents in the GAO study indicated that they would not consider non-Big 4 firms if they were looking for a new auditor.

V Consequences for Companies From Accounting Firm Changes

As accounting firms are making a multitude of business and organizational adjustments, their clients are making complementary adjustments. As discusses in the following paragraphs, in general, the consequences have included increases in audit fees, changing relationships, and the need to find other third parties to provide services that are now prohibited for their audit firm to provide.

Audit Fees

Since Sarbanes-Oxley expands the scope of audits, audit fees are generally increasing, but the magnitude of the increases vary widely in different studies. At the high end, one survey by the Johnsson group, a Chicago-based finance and accounting consulting firm, indicated that auditor fees are tripling this year for companies with revenues greater that $3 billion—with the typical audit fees increasing from $2 million to $6 million. For companies with sales over $15 billion, fees are expected to increase from $2 million to $8 million [Schroeder 2003]. Other studies are showing increases that are more modest. For example, a study by Gartner indicated that they expected audit fees to increase by 35% to 50% [Logan 2003, 1]. According to the AICPA [Telberg 2003], audit fees for the S & P 500 companies rose 35% last year and estimates range from 50% to 100% more this year and next year.  

Some Big 4 firms are reporting their own estimates. Ellen Masterson, PwC, indicated that the anti-fraud component of an audit alone has increased audit fees by 15% to 20% and the internal control component could add another 30%. Greg Weaver, Deloitte & Touche, indicated that controls testing for a well-run company could increase audit hours by 20% to 25% and total audit fees could increase 30% to 40% [Katz & Schneider 2003]. 

As this paper was nearing completion, actual numbers (as opposed to estimated numbers in the above discussion) are being reported. A March 31, 2004 Wall Street Journal article [Weil 2004a] reported on 21 of the Dow 30 companies who have filed their proxy statements as of the date of the article. For those companies, 

· Combined (not average) audit fees increased 18% from the prior year. 

· The total fees paid to their audit firms actually decreased 11%, reflecting the drop in tax and consulting services.

· Fees paid for “audit-related services” (e.g., internal control evaluations) increased 17%. 

More discussions on Sarbanes-Oxley costs are provided later in this paper under the heading, “What is the bottom line?”

Partner to Adversary? 

Titles I and II of Sarbanes-Oxley are changing the dynamics and relationships between auditors and their clients. Gone are the days—like at Enron—when the auditor and client referred to each other as partners. Knowing that the PCAOB will be inspecting audit firms plus the increased emphasis on auditor skepticism, fraud detection, and internal control evaluations, the relationships are likely to be more formal. Since the auditors will be hired by and report to the audit committee, the relationships between the audit partner and company management will become more distant and formal. 

However, just like the auditors have the PCAOB and SEC monitoring their activities, company management has the SEC keeping a closer watch on corporate governance and financial reporting and disclosures. Therefore, the auditors and company management do have similar quality objectives and do want the relationship to work for both parties.

New Service Providers

For those companies where their audit firms were providing one or more of the prohibited services listed in Section 201 or any other service that could affect the auditor’s independence, companies have had to engage other organizations to provide those services. Engaging new organizations can be inconvenient and time consuming. For example, the processes associated with changing the internal audit outsource firm starts with writing a request for proposals (RFP), reviewing the submitted proposals, interviewing personnel from different firms, and writing, reviewing, and approving the service contract. It then takes significant time for company’s personnel to familiarize the new internal audit firm personnel with company operations and personnel. 

Proprietary Work Products 

In addition, beyond these usual start-up and learning curve efforts, there are new, less obvious but potentially serious problems that can occur. For example, traditionally, in-house internal auditors freely shared their work papers and other internal audit documentation with the external auditors. If the internal audit services were outsourced to the external audit firm, then sharing of documents was a moot point since the documents were already internal to the audit firm. However, problems arise when the services are provided by two different firms and each believes that their work products are proprietary. Company employees must be cautioned not to automatically pass documents from one firm to the other. Agreements must be negotiated and be written as to what documents and other audit products are proprietary and cannot be shared with other parties without prior written permission. To prevent unexpected surprises, these product-sharing agreements should be part of the initial service agreement negotiations. 

Competitors? 

Initially, there may be a concern that there will be some competition between the two accounting firms if one is the external auditor and the other is the internal auditor—maybe to the point of the two firms becoming somewhat adversarial.  Fortunately, that does not appear to be a likely situation. It would not be logical for the two accounting firms to act negatively. Considering just the Big 4 firms, there are only 12 possible combinations of how the four firms can provide external auditing and internal auditing services to companies. As such, whatever relationship they have with one company (e.g., KPMG is the external auditor and PwC is the internal auditor), they are very likely to have the opposite relationship with another company (e.g., PwC is the external auditor and KPMG is the internal auditor). Therefore, the firms are going to recognize that if one firm was difficult (e.g., claiming too many work products as proprietary) at one company, the first firm could then retaliate at another company.

Possible Synergy 

Actually, it is possible from the company’s perspective that after the initial investment of time to pass along institutional knowledge, a synergy between the three parties (the client and the two accounting firms) could develop that would be valuable to the company. For example, at many meetings, representatives of two major accounting firms will be present, each of which have significant resources behind them that can be tapped when questions and issues arise. However, this potential synergy must be carefully managed. It is unfair to put the representative from the internal audit firm on the spot by expecting an immediate answer to a question related to some aspect of the external audit and vice versa.

VI Direct Corporate Effects

One thing that is clear from this research project is that Sarbanes-Oxley’s effects on companies are systemic. Starting from the top of the company (the board, officers, and senior executives) down through the middle managers, and some rank-and-file employees, many people are being affected by Sarbanes-Oxley. From a functional perspective, it would be hard to find a box on a company organization chart that is not affected by Sarbanes-Oxley.

The following paragraphs summarize the effects of Sarbanes-Oxley on public companies that surfaced during this research project.

Corporate Boards

Turnover & Recruiting. A common word that was heard at the focus groups regarding the boards was “scared” as in “We are scared we are missing some requirement buried in Sarbanes-Oxley.” Or “We are scared that some final rule from the SEC or PCAOB will conflict with or negate something we have already done.” However, most of the focus group participants indicated that there had not been significant turnover of board members. There was some planned or required turnover or repositioning at a few companies to achieve the required independence. This was particularly true at family-dominated public companies. 

Outside of the focus groups, there was mixed opinions on the impact of Section 301’s board and audit committee membership requirements. For example, Tom Neff, the head of Spencer Stuart, a large executive search firm, said that they are looking for candidates to fill 300 board seats—up 50% from last year. On the other hand, the National Association of Corporate Directors (NACD) says its registry has 2,000 potential candidates for board seats and the FEI says it has a list of 300 CFO-qualified members to serve on audit committees [Schroeder 2003]. Therefore, on one hand, there appears to be an increased demand for new board members, but, on the other hand, there also appears to be a large supply of potential board members. However, those focus group participants who were looking for a financial expert, said the search was taking longer than expected.

Meetings. Everyone seems to agree that the boards and audit committees are conducting longer meetings, are including more people on their agendas, and are meeting more frequently.

New Bureaucracies

As heard during the focus groups and from other sources, companies have a number of people whose full-time responsibilities are related to Sarbanes-Oxley activities. Some of these responsibilities are new, permanent, full-time positions that exist only because of Sarbanes-Oxley. In addition, a number of people are temporarily assigned to committees or task forces related to Sarbanes-Oxley. In response to Sarbanes-Oxley, companies have had to create new (or modify existing) organizations and infrastructure, such as:

· Creating or expanding a Disclosure Committee (not required by Sarbanes-Oxley, but is popular response to Sarbanes-Oxley’s disclosure requirements in Section 401)

· Creating or modifying whistle-blower processes and procedures (sometimes outsourced to an accounting firm or other third parties) to comply with Section 301

· Creating a Sarbanes-Oxley Steering Committee or a Sarbanes-Oxley Compliance Organization with top-level management to monitor company-wide Sarbanes-Oxley activities

· Creating Sarbanes-Oxley taskforces or project teams to conduct Section 404 activities

· Creating an audit committee if none existed (Sections 205 and 301)

· Creating an internal audit department if none existed (not mentioned in Sarbanes-Oxley, but more companies now see an internal audit department as a necessity) 

CEO’s & CFO’s Certifications

Along with the board and audit committee, CEOs and CFOs (or equivalents) are a major focus of Sarbanes-Oxley. On one hand, Sarbanes-Oxley has taken some responsibilities away from them. For example, the audit committee is now explicitly responsible for hiring, managing, and firing the external auditors and approving any work that they perform for the company. On the other hand, Sarbanes-Oxley has explicitly assigned specific responsibilities to the CEO and CFO. Maybe one of the most visible and potentially problematic sections is Section 302, which requires the CEO and CFO to each certify quarterly and annual financial reports.

Companies are implementing a wide variety of approaches to comply with Section 302. One technique that appears popular is sometimes called cascading where the applicable managers in the company hierarchy levels below the CEO and CFO must first provide their own applicable certifications. In other words, lower-level managers (i.e., department level) create their own certifications and then forward their certifications up to their supervisors (i.e., division level). Those supervisors create and forward their certifications up to the next level (i.e., subsidiary level). Finally, these subsidiary-level executives create and forward their certifications up to the CEO and CFO. In the mean time, staff functions, such as human resources and IT, are also creating and forwarding their certifications to the CEO and CFO. 

Corporate Decision-Making.

Although the issue did not surface during the focus groups, several commentators in various articles indicated that they worry that Sarbanes-Oxley stifles risk taking and makes management too conservative. On the one-year anniversary of Sarbanes-Oxley becoming law, the two co-sponsors of Sarbanes-Oxley disagreed as to what the impact has been.  In a Wall Street Journal article on July 24, 2003 [Solomon 2003], Oxley indicated that he was concerned that companies had become more risk adverse and ‘extra cautious’ because of Sarbanes-Oxley, which could be also hurting the economy. On the other hand, Sarbanes indicated that he thinks the rules are forcing companies to clean up their acts and the negative consequences are “not as many as many people feared.” In a strong statement supporting Oxley’s view, Robert Elliott, a former partner of KPMG and former chair of the AICPA, said that Sarbanes-Oxley has resulted in a “the criminalization of [corporate] risk taking, which is the same as criminalizing capitalism.” In a different Wall Street Journal article, Treasury Secretary John Snow and J. T. Battenberg, CEO of Delphi Corporation would agree with Sarbanes in that Sarbanes-Oxley has not really changed how companies approach risk and make decisions [Schroeder 2003]. 

Both Congressmen also discount the criticism that the act is expensive and onerous for corporations. 

Going Private 

To avoid the hassles and costs associated with Sarbanes-Oxley, one alternative for companies is to privatize. None of the focus group participants said that their companies were contemplating that option. However, there has been some reporting of companies going private primarily because of Sarbanes-Oxley.  The exact extent of this activity and the motivation are not known.  According to Thomson Financial, in 2002, 83 companies, out of approximately 15,000 public companies, went private.  That is a 63% increase from 2001, but is actually less than the 89 companies that went private in the 2000, which is before the enactment of Sarbanes-Oxley. As of July 2003, 41 companies have gone private [Schroeder 2003].

Sarbanes-Oxley is not necessarily the motivating factor for all of the companies to privatize. For example, David Hochberg, at Lillian Vernon Corporation, said that, “Sarbanes-Oxley is not even among the top 10 reasons” of why they decided to go private. For some of these companies, independent of Sarbanes-Oxley, the benefits of being a public company did not outweigh the ongoing costs of being a public company.  For example, InvestorsBancorp, which recently went private, was paying $115,000 annually for expenses related to SEC financial reporting. 

Privatizing does not necessarily free a company from Sarbanes-Oxley requirements. Some banks, insurance companies, and government agencies are requiring that all companies that do business with them to be Sarbanes-Oxley compliant.

De-listing as an Alternative to Sarbanes-Oxley Compliance

Sarbanes-Oxley specifically applies to any company whose securities are traded in the U.S. That means Sarbanes-Oxley also applies to foreign-based companies whose securities are traded in the U.S. As such, those foreign companies had to evaluate the option of de-listing their securities from the U.S. market vs. taking on the added expenses and scrutiny associated with Sarbanes-Oxley. In an interview with Hubertus M. Buderath, V.P. Corporate Audit, at DaimlerChrysler (DCX), he said his company evaluated whether they should de-list DCX’s ADRs from the New York Stock Exchange. To help make its decision regarding Sarbanes-Oxley compliance vs. de-listing, DCX management consulted several sources, including:

· Corporate Audit

· Finance and Control (FC) Department

· Office of the Legal Council

· Outside legal advice from international attorneys from both U.S. and German legal firms.

· The external auditor (KPMG)

· Several international consultants in Germany and throughout the world were contacted to discuss the implications and to review DCX’s proposed approach. (Two of those consulting firms were subsequently engaged to provide assistance to DCX on an ongoing basis to define and implement new systems.)

· Other U.S. and European companies (in both Finance and Control Departments and Corporate Audit Departments) were contacted to learn what they are doing so as to provide a benchmark in terms of what they are doing in internal auditing and in finance and control. Companies consulted included IBM, GE, Unilever, Telecom plus others. (There are 22 major German companies to which Sarbanes-Oxley applies.)

· The IIA (the DCX CAE is an IIA board member)

· Local university professors

The main conclusion that came out of these discussions was that de-listing just did not make economic sense and becoming Sarbanes-Oxley compliant was the best alternative. In fact DaimlerChrysler management decided to use Sarbanes-Oxley as the impetus to make changes in its worldwide operations.

Impact on IT

As stated before, the affects of Sarbanes-Oxley is systemic. Since IT is an integral part of most business process, IT is a key component of Sarbanes-Oxley compliance that must be documented and attested for Section 404, and certified to for Sections 302 and 906.  It is these systems that must also be capable of rapid distribution of material information under Section 409. In addition, IT is going to be a critical component in meeting Sarbanes-Oxley accelerated filing requirements, which will be phased-in over a three-year period and require that 10-Qs filing times be reduced from 45 to 35 days and 10-K filing time be reduced from 90 to 60 days after the close the applicable accounting periods. 

In highly diversified, international companies, IT activities can be very complex.  On one hand, a company could have a large company-wide ERP installation, which is very complex and includes numerous general and application controls. Much of the audit trial exists only as bit and bytes on numerous disk drives throughout the company.  Another typical situation is the opposite of the company-wide ERP environment in that some large companies have isolated islands of technology with a large collection of dissimilar systems that came about through decentralized operations or through acquisitions and mergers.  In this environment, the portfolio of general and application controls can be quite different from location to location. For companies who are currently going through major software conversions, they are going find Sarbanes-Oxley compliance particularly onerous. 

Because of IT’s critical roles in Sarbanes-Oxley, CFO and CIO are (or should be) working closely to meet the applicable requirements. IT publications and trade associations are encouraging CIO’s and other IT managers to take a proactive role in Sarbanes-Oxley initiatives.  Sarbanes-Oxley provides a great opportunity for IT managers to increase their visibility because of Sarbanes-Oxley-related projects.

XBRL. Meeting Sarbanes-Oxley requirements is going to mean system upgrades, more real-time processes, and better ways to consolidate accounting information from disparate legacy systems on a timely basis. XBRL technology should help here. XBRL (eXtensible Business Reporting Language) is a specification for using XML for the electronic tagging of financial and other business information. XBRL-tagged information could be used for a variety of purposes, such as, posting data to a Web site, for middleware inside a company, or for electronic reports to government agencies. XBRL International, which is a worldwide consortium of over 200 accounting firms, software companies, financial intermediaries and reporting organizations, and government organizations, is developing and supporting the XBRL specification and related activities. Major companies and government agencies are incorporating XBRL into their organizations’ operations or products.

IT Auditing. Part of filing Form 10-Ks faster is finishing the audits faster. One way to do that is to have highly reliable IT internal controls. As stated before, various forms of continuous auditing or monitoring could improve audit efficiency. In addition, data mining, data analysis, and business intelligence tools will also be valuable in detecting potential problems in the systems. For example, in an interview, Jim Thornton, Director of Internal Audit at Kinko’s indicated that data analysis and Benford’s Law have been power and productive fraud-detection tools. As he said, “It makes a big impression on other employees when a loss prevention person arrives at a store and fire an employee suspected of fraud.” In an interview regarding continuous auditing with John Langford, Manager, Internal Audit, at IBM Corporation, he indicated that “on-demand audit” was considered a “spectacular success,” because: (1) travel time to conduct one audit dropped from three weeks to zero travel time; (2) the number of auditors assigned to the audit dropped from four to two; and (3) the time that had to be invested by the client was reduced from three weeks to slightly more than one. 

IT Growth? IT vendors are taking advantage of the interest in Sarbanes-Oxley by promoting new products or repackaging/re-purposing existing products.
  Because of the strong relationship between Sarbanes-Oxley requirements and IT, IT vendors expected that IT investment would increase to meet Sarbanes-Oxley requirements. However, so far, there has not been a jump in IT expenditures that can be specifically associated with Sarbanes-Oxley. It is possible that there may be a spike in IT expenditures when companies have time to decide how they want to improve their internal controls in the future.  IBM calls this the compliance life cycle.  Since the Sarbanes-Oxley compliance deadline is relatively short, companies are focused on it just being compliant with Sarbanes-Oxley by the June 15, 2004 deadline.
 Since Sarbanes-Oxley compliance is an ongoing process, after initially achieving minimum Sarbanes-Oxley compliance, companies can then go back and evaluate their processes and procedures to improve their efficiency, effectiveness, and strategically, which would be the second part of IBM's compliance life cycle.  IT expenditures could increase during the second part of this life cycle.  

Section 409 and IT

Section 409 requirements are also worrisome to IT departments. They are going to be responsible to post material items quickly to the company’s Web site, but  they are well down the chain of communications to receive the necessary information for the posting. In other words, there can be a long time delay between the occurrence of the potentially reportable event, the evaluation of the event by top management to determine if it material under Form 8-K requirements, and the appropriate disclosure information is written and forwarded to the IT department—all within the mandated two-day deadline. For example, if a company’s major distribution center was destroyed in a fire, first the information would have to flow to the CEO and CFO for them to decide if this event would require a Form 8 K filing, and then the appropriate wording of the disclosure regarding the fire would have to be developed and then passed along to the IT department for Web posting. The multi-step process means that IT is not going to have two full days to do the posting. Probably by the time IT receives the disclosure information, the posting requirement will be close to immediate. 

Because many CFOs are already experiencing information overload due to other Sarbanes-Oxley requirements, a new position may start to appear—the disclosure officer, whose job will be to monitor company-wide communication channels to watch for an event that could potentially trigger a Form 8 K filing.

Software vendors are offering products related to Section 409. For example, PeopleSoft offers its Material Event Manager and Global Consolidations for consolidating data across financial systems, both of which are part of their Sarbanes-Oxley suite of software. Hindisoft has launched the Sarbox Accelerator, which sets up a notification process and tracks whether or not an open issue is resolved [Schwartz 2003]. 

What is the Bottom Line for Public Companies? 

The magnitude of the costs to become Sarbanes-Oxley complaint varies considerably from company to company.  Since the passage of Sarbanes-Oxley, several organizations have surveyed various groups in an attempt to determine the costs associated with Sarbanes-Oxley. According to a survey taken in the first half of 2003 by a PwC [Katz & Yoon 2003], 56% of respondents said that their initial compliance with Sarbanes-Oxley was not very costly while the other 44% said compliance was at least somewhat costly. A closer look at the survey results indicated that the executive’s view varied based on company size, with 58% of executives from companies with revenue less than $1 billion thought that compliance was going to be costly compared to 38% of executives from companies with revenues greater than $1 billion.  In addition, about 72% of the executives believed that the cost would stay the same or go down in subsequent years.  In terms of where the money will go, the respondents indicated that they expected about 76% to be spent on internal resources and the other 24% spent on external assistance. 

In a later study by Gartner [Logan 2003, 1], companies with more than $1 billion in revenue were expected to spend an average $2 million by the deadline of June 15, 2004. 
 However, the range of their estimate went from less than $10,000 to over $4 million. Gartner indicated that 50% to 75% of corporate spending on Sarbanes-Oxley compliance could go to the company’s audit firm. 

According to Ed Nusbaum, chief executive of Grant Thornton, complying with Sarbanes-Oxley could increase expenses by $750,000 to more than $1 million. A survey of mid-cap companies by Foley & Lardner found that the costs of being a public company would increase from $1.3 million per year to $2.4 million per year after Sarbanes-Oxley compliance is fully implemented [Richards 2003].

Section 404 Costs 

For most companies, Section 404 seems to be requiring the most resources to implement. When the SEC published its proposed standards, they estimated that Section 404 compliance would take 4 to 5 hours per filing. In the final Section 404 release (33-8238), the SEC stated that they expect companies to spend an average 383 hours in the first year to meet Section 404 requirements. However, the SEC does recognize that for very large, highly-diversified, international companies, Section 404 compliance activities could take thousands of hours and run hundreds of millions of dollars. 

In terms of the hours companies are actually expending on Section 404 activities, an informal survey by the FEI found that some large companies are expecting to use more than 6,000 of hours on compliance activities. 

In terms of dollars being spent, a search of articles related to Section 404 did not find specific examples of companies reporting that they are spending hundreds of millions of dollars, but there are many companies reporting spending millions of dollars. For example, according to a survey of CFO’s by CFO magazine, 48% of companies in survey estimated that Section 404 compliance would be greater than $500K. The same article gave a some specific examples, including EMC, which estimated that its Sections 302 and 404 compliance will cost more than $1M, and Borland Software Corp estimated that its compliance costs will be more than $3M [Nyberg 2003].

In January 2004, the Financial Executives International [FEI 2004] published the results of their study of Section 404 implementation.
 For their survey, the FEI received 321 responses, 50% of the companies having revenue greater than $ 1 billion. Table 2 includes some of the results from the FEI survey.

	
	Average
	Companies with revenue < $25 million
	Companies with revenue >$5 billion

	Internal People Hours
	12,265
	1,150
	35,000

	External People Hours
	3,059
	846
	6,197

	Money for external consulting, software, and other vendors (excluding auditor’s fees for attestation).
	$732,100
	$170,000
	$1,390,100

	Additional audit fee for Section 404 audit
	$590,100
	$52,200
	$1,531,400


© 2004. Financial Executives International (FEI). Reprinted with permission from Financial Executives International, 200 Campus Drive. Florham Park, NJ 07932-0674. 973.765.1000; www.fei.org.

Table 2. Selected Results from FEI Survey.

As this paper was being completed, the deadline for Section 404 compliance was still in the future, therefore, the final first-year expenditure tallies for Section 404 are not yet complete. A survey of attendees at a PwC Sarbanes-Oxley Section 404 Conference [PwC 2004] in January 20-22, 2004 indicated that there are still unknowns on the road toward Section 404 compliance. Nearly 75% of respondents indicated that they have seen significant increases in the level of effort to become Section 404 compliant compared to their original estimates. While 95% of the respondent expect their companies to meet the Section 404 deadlines, nearly two-third of those 95% believe it will be difficult to do. [Note: this survey was conducted before the SEC extended the deadlines on February 24, 2004, to November 15, 2004 for accelerated filers and July 15, 2005 for non-accelerated filers.]

Benefits of Section 404? As heard at the focus groups, the big question with Section 404 is whether the benefits will ultimately outweigh the costs of becoming and staying Section 404 compliant. In the CFO magazine article [Nyberg 2003], 30% of CFO believed that benefits derived from Sarbanes-Oxley would outweigh the costs. 

In the discussion accompanying the PCAOB Audit Standards No. 2, the PCAOB stated their view regarding the benefits as follows:

Strong internal controls provide better opportunities to detect and deter fraud. Regular assessments, and reporting on those assessments, can help management develop, maintain and improve existing internal control. Assessments can identify cost-ineffective procedures, reduce costs of processing accounting information, increase productivity of the company's financial function, and simplify financial control systems. It also may result in fewer financial statement restatements and less litigation. The primary benefit of evaluations, however, is to provide the company, its management, its board and audit committee, and its owners and other stakeholders with a reasonable basis on which to rely on the company's financial reporting. The integrity of financial reporting represents the foundation upon which this country's public markets are built. [p.5]

Approaching Section 404. How Section 404 activities are approached can have a major affect on costs. For this research project, representatives from Eli Lilly, MetLife, and Toys R Us were interviewed regarding their approaches to Section 404. Although the details of their approaches (e.g., project leaders, team compositions, and project infrastructure), their overall philosophies were quite similar. First, they identified critical or significant accounts. Then identified the significant processes related to those accounts. Finally, they identified the controls related to those processes. Since controls are associated with processes, it may have seemed more logically to focus on processes first. But trying to identify internal control over financial reporting at the process level first would have been more difficult (and costly) than starting at the account level first. All of these companies started their Section 404 projects before the PCAOB published their proposed and final Section 404 rules, so it is interesting to note that this account-first approach is the approach included in those standards.

VII Additional Observations

In addition to public accounting firms and public companies, as the following paragraphs summarize, other people and organizations are being affected by Sarbanes-Oxley.

Investor Confidence. 

One of the primary motivating factors for the passage of Sarbanes-Oxley was to restore investor confidence after the collapse of Enron in December 2001 and the other debacles that occurred after Enron. Stock prices have increased since the passage of Sarbanes-Oxley, however, how much of those increases can be attributed to Sarbanes-Oxley is debatable.  In fact, some critics argue that stock market prices would be even higher if it was not for Sarbanes-Oxley-related costs, which are holding down corporate profits. 

Affecting Private Companies

As discussed earlier, some public companies are going private to avoid Sarbanes-Oxley requirements. On the other hand, some private companies, particularly larger companies, are voluntarily adopting parts of Sarbanes-Oxley. These companies are making changes to their boards and are evaluating their accounting procedures and internal controls. For example, Marilyn Carlson Nelson, chair and CEO of Carlson Companies, Inc.—a private company with $20 billion in sales—said she is more closely monitoring the external auditors and expanding internal control and disclosure requirements [Murray 2003].

According to a survey of CFOs of private companies conducted by Robert Half International Inc. (2003), 58% of respondents were already implementing Sarbanes-Oxley measures such as reviewing or changing accounting procedures, creating or expanding the internal audit function, and hiring an independent firm for consulting work, and/or restructuring executive compensation plans.  In a separate survey, 38% of the respondents agreed that privately held companies should implement “the same type of governance and control practices” required by Sarbanes-Oxley, while another 38% were undecided, and 24% disagreed.  If a large number of companies voluntarily implement key aspects of Sarbanes-Oxley, this may take some of the pressure off states governments to expand the requirements of Sarbanes-Oxley to companies not covered by Sarbanes-Oxley. 

Requiring Sarbanes-Oxley. Not all of the private companies that are adopting Sarbanes-Oxley requirements are doing so voluntarily. Some banks and insurance companies are imposing Sarbanes-Oxley requirements on their customers.  Sometimes the larger partners in a supply chain are also imposing Sarbanes-Oxley requirements on the other trading partners. The larger private companies have boards of directors who could face the same liabilities as boards of public companies. These boards, like public-company boards, are experiencing increases in their D&O insurance, which in turn, has made the boards more sensitive to corporate governance issues. Some government agencies may impose Sarbanes-Oxley requirement on any (public or private) company that receives funds from those agencies.

Going Public. If a company plans to go public in the future or to be acquired by a public company, management will have to start evaluating how their company is going to become Sarbanes-Oxley compliant. If the acquiring company is a public company, they are going to have to do a comprehensive evaluation of the private company’s internal control over financial reporting to ensure the controls are Section 302 and 404 compliant, and, if not, what will it take to bring them into compliance. Some commentators believe this requirement will stifle meager and acquisition activities. 

Cascading Affect

One of the fears of public accounting firms and corporations was that the state's would expand the Sarbanes-Oxley requirements, thereby, creating even stricter laws and regulations in individual states.  This fear has been coming true with California and Connecticut already adopting additional certification requirements and at least 35 other states have approved or have pending bills related to public accounting firms and corporate activities [Schroeder 2003].

World View

Sarbanes-Oxley has resulted in some complaining from non-U.S. subsidiaries of U.S.-based companies and from non-U.S.-based companies that have issued securities in the U.S. Because of their situations, these non-U.S. companies and subsidiaries must be Sarbanes-Oxley-compliant. That is, the whole company must be Sarbanes-Oxley compliant because weak internal controls in an foreign subsidiary could have a material detrimental affect on the company’s consolidated financial statements.

On the other hand, in the future, new laws similar to Sarbanes-Oxley may start appearing in countries outside of the U.S. In fact, the enactment of new laws may accelerate after the Parmalat bankruptcy in Italy. International regulatory bodies, such as International Federation of Accountants (IFAC) and the International Accounting Standards Board (IASB), are reviewing their regulations in light of Sarbanes-Oxley. The IIA is reviewing its standards. Recently, the Organisation for Economic Co-operation and Development (OECD) published a draft revision of the OECD Principles of Corporate Governance. It is quite possible that the resulting laws, regulations, and standards from non-U.S. countries and international organizations will be more demanding than Sarbanes-Oxley. For example, current European Union (EU) laws regarding privacy and spam are stricter than U.S. laws.

VIII Concluding Comments for Internal Auditors

The discussion so far in this paper focused on corporations and public accounting firms. Many of the points discussed are having direct or indirect affects on internal auditors and their departments. The following paragraphs take a closer look at how Sarbanes-Oxley is affecting what is happening inside the internal audit departments.

The Go-To Group 

Sarbanes-Oxley means both good news and bad news for internal auditors and internal audit department. The key is to exploit the good news while minimizing the bad news through pro-active planning and actions. As stated at the beginning of this paper, Sarbanes-Oxley is very disruptive—but disruption can be good in that it unfreezes the status quo the company and makes management more receptive to changes. On the good news side, as one focus group participant said, “Internal audit is the go-to group.” Sections 302 and 404, which seem to be the most resource intensive sections of Sarbanes-Oxley, focus on internal controls. Internal auditors should be the company’s best resource when it comes to designing and testing internal controls. Plus, the internal auditors have a unique company-wide perspective, so they can best understand company processes that cross multiple functions.

Based on the focus group discussions and other research, audit committees, senior executives, other managers, and the external auditors want to talk to the internal auditors. The internal auditors are part of the audit committee’s agenda, the CEO and CFO want the internal auditor’s assurance before they sign their Section 302 certifications, operations managers want to make sure their internal control are working properly, and the external auditor want to coordinate their Section 404 activities with the corresponding activities of the internal auditors.

According to the focus group participants, the interviewees, and from other sources, the positive feelings of the audit committee toward the internal auditors are reflected in approvals to hire more auditors, to pay competitive salaries, and to provide larger budgets for travel, technology, and training. These positive encouragements are timely because the marketplace for accountants and auditors is growing more competitive. Whether for accounting firms or for companies, several search organizations have reported that accounting hires has been one of the more robust segments of the current slow-growth economy.  

Internal Auditor Skills

With these accolades, it is important to meet and exceed the audit committee’s and management’s expectations. For example, the CAE has to make sure that he or she has the staff with the right mix of skills. This will probably mean hiring additional staff members. Since the needed skills have shifted to financial auditing skills, some of the focus group participants have looked to public accountants for those skills. On the other hand, CAE must not neglect the current staff and needs to look for outside and in-house training opportunities to impart the needed skills to the existing staff. 

Improving IT skills is critical. IT’s role in Sarbanes-Oxley compliance means more potential opportunities and responsibilities for internal auditors, which is reflected in the following paragraph added to the latest IIA Standards:

1210.A3 – Internal auditors should have knowledge of key information technology risks and controls and available technology-based audit techniques to perform their assigned work.  However, not all internal auditors are expected to have the expertise of an internal auditor whose primary responsibility is information technology auditing.
Internal auditors will also need to improve their forensic and CAAT skills. Because of their inside advantage, internal auditors are likely candidates to implement (or suggest the implementation of) various forms of continuous auditing techniques such as embedded audit modules to detect accounting anomalies on a near real-time basis.
 This view is reflected in the latest IIA Standard that states:

1220.A2 - In exercising due professional care the internal auditor should consider the use of computer-assisted audit tools and other data analysis techniques.
Turnover Happens 

However, CAEs should not be surprised if all of the auditors to not get on board. In the years leading up to Sarbanes-Oxley, many internal audit departments were moving away from financial auditing and moving toward operational auditing and consulting. Reflecting this shift in services, the education and experience backgrounds of people that were hired also shifted. Instead of hiring the traditional people with accounting backgrounds, the internal audit departments were hiring MBAs and people with backgrounds other than accounting. These people may not be interested in the new post-Sarbanes-Oxley environment. If there is not enough work for them to continue to provide the same services they have provided in the past, they will either look for places to transfer to inside the company or look outside the company for new positions.

Managing Demands

There is also a potential problematic side to Sarbanes-Oxley. As said before, internal audit has been offering non-traditional and consulting services. Company management is going to assume that these services are going to be available in the future—even though the audit committee and management are making more demands on internal audit to be involved in Sarbanes-Oxley activities. The CAE does not want to disappoint management’s expectations. As such, the CAE is going to have to manage those expectations by hiring more staff members, help company managers set priorities for consulting projects (and postpone the lower priority projects), or some combination of these two approaches.

Fluid Image 

A more subtle potential problem is the fluid image of internal auditing. As Gray and Gray (1994) indicated, there is no one “best” image for an internal audit department, whether it is police officer, partner, consultant, or something else as long as there is convergence between company management’s expectations and the internal audit’s roles in the company. With that said, many audit departments have been slowly changing their image from company police officer to something different, such as a consultant or partner. As some of the focus group participants indicated, Sarbanes-Oxley activities can pull the image back toward company police officer. That is, the company police image first came about because company personnel saw the internal auditors as someone who came into a department trying to find what people were doing wrong, which would reflect poorly on the department personnel and, particularly, the department manager. Now, with the internal auditors involved in internal control evaluations under Sections 302 and 404, negative findings regarding those controls is going to make internal audit look like the police officers again.

How internal audit’s image is affected by Sections 302 and 404 activities (as well as other Sarbanes-Oxley activities) is going to depend on how Sections 302 and 404 projects are structured and implemented. For example, in the Toys R Us case, internal auditors were part of multidisciplinary Section 404 project team that includes people outside of internal audit as part of the team. In the MetLife case, the internal auditors were advisors to the Section 404 project teams. With multi-disciplinary teams or with internal auditors acting as advisors, any negative internal control findings are not solely attributable to just internal audit. In fact, since a company cannot have material weaknesses in their internal control over financial reporting and receive an unqualified opinion from their external auditors, the internal auditors are the most likely candidates to recommend how to fix the internal controls before the external auditors do their own attestation. Hence, in the end, the internal auditors still have the potential to showcase their consulting skills and image.

Control Ownership 

An issue somewhat related to the above image issue, is who owns the internal controls. It would be easy for the internal auditors to assume that ownership role because they are the recognized experts on internal control design and evaluation. However, there was a strong consensus among the focus group participants and other internal auditors interviewed for this project that the internal auditors should never be the owners. Instead, every business process should have an owner who is part of the process (i.e., an operations manager) and that person should also be the internal control owner. Because Sarbanes-Oxley requirement will be affecting companies into the foreseeable future, monitoring the quality of the internal controls is an ongoing process that needs to be performed by those closest to those processes and controls. Therefore, the best people to do that ongoing monitoring is the business process owners—not the internal auditors, who only periodically (i.e., annually) evaluate the controls.

Keeping Momentum 

Finally, most internal auditors who contributed to this project see Sarbanes-Oxley as a great opportunity for internal auditors to improve their visibility and status in their companies. One of the focuses of Sarbanes-Oxley is internal controls, which falls right into internal audit’s expertise. In addition, some audit committees, CEOs, and CFOs are realizing that some of the things internal auditors were suggesting in the past, but may have been ignored or discounted by the board members and officers, is being validated by the Sarbanes-Oxley requirements. Therefore, internal audit is elevated now, but, as some participants stated, there is a danger of complacency. Some auditors are excited to be on Sarbanes-Oxley-related projects. They like evaluating parts of the company they do not normally evaluate and they are interfacing with and giving advice to senior managers well above them on the company’s organization chart. On the other hand, some project participants said that there has also been some grumbling among some internal auditors. Some Sarbanes-Oxley projects are stressful, requiring lots of time in a compressed time schedule. Some internal auditors do not want to be internal control evaluators even if it improves their visibility. They like being consultants doing operational projects. As such, as a final suggestion, it is going to be critical that the CAE carefully monitor his or her department’s Sarbanes-Oxley projects to ensure that the department does not loose the momentum of Sarbanes-Oxley visibility and status and does not burn out or chase out good internal auditors. 

IX Conclusions

Suddenly, Everybody is an Accountant

The paradigm shift that is associated with Sarbanes-Oxley has created significant cultural changes in companies. Sarbanes-Oxley’s requirements regarding financial reporting, and the criminal penalties for violating some of those requirements, have made everybody in the company more aware of accounting, financial reporting, and internal controls. Board members, officers, senior executives, middle managers, and other employees are trying to improve their knowledge in these areas.

In terms of changing cultures, probably the most remarkable aspect of Sarbanes-Oxley is how it has moved accounting and auditing to the forefront of executive consciousness and corporate governance.  Before Sarbanes-Oxley, to improve their career opportunities, controllers were encouraged to become less inside-oriented (i.e., focused on accounting activities) and more outside-oriented (i.e., involved in merger and acquisition activities). CFOs, to whom controllers reported, had also become less focused on accounting issues and more focused on strategic issues and finding more creative forms of outside financing.  CEOs and boards were even further removed from accounting and auditing.  

The roles and image of internal auditors were also changing.  They were moving away from traditional financial auditing and moving toward more consulting and operational auditing. Internal auditors wanted to change their image from that of the company police officers to that of company partners. There was an uptick in internal audit visibility and status with the passage of the Foreign Corrupt Practices Act in 1977—but that was nearly three decades ago.  Since then, internal audit departments have been experiencing downsizing and outsourcing as their perceived strategic importance seemed to be decreasing in many organizations.  

Now, because of Sarbanes-Oxley, CEOs and CFOs must each certify their company’s financial statements and the internal control over financial reporting. Audit committees must have a financial expert and they are directly responsible for hiring and monitoring the company’s external financial auditors. Internal audit departments are shifting away from consulting and operational auditing and are returning to their traditional financial auditing activities.  In terms of status, they are now reporting directly to the audit committee and are a greater part of the agenda of the audit committee’s meetings. 

Back to the Future

One thing is clear from this research project; public companies that are moving toward Sarbanes-Oxley compliance are spending lots of money inside and outside the company. Right now some vendors, lawyers, and accountant are making money from Sarbanes-Oxley. Maybe five or ten years from now, researchers will look back to 2003 and 2004 and attempt to calculate the actual tangible benefits of Sarbanes-Oxley to public companies, investors, and the public. Only then will we know whether the benefits outweighed the costs.
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� A law can be downloaded at: � HYPERLINK "http://www.pcaobus.org/rules/Sarbanes_Oxley_Act_of_2002.pdf" ��http://www.pcaobus.org/rules/Sarbanes_Oxley_Act_of_2002.pdf� 


� For examples of the many new rules, regulations, and studies from the GAO, PCAOB, and SEC, see the entries for those organizations in the References section at the end of this paper.


� Full disclosure: I know the creator of pcaob.com personally. 


� In the research report, these interviews were presented as case studies.


� Usually the interviews were with high-level representatives from internal audit departments. For MetLife the interview was with representatives from the corporate controller’s office and for Tyco the interview was with the Executive Vice President of Corporate Governance. 


� An arbitrator’s decision in August 2000 severed the contractual ties between Andersen Consulting and Andersen Worldwide Société Coopérative (AWSC) and on Jan. 1, 2001, Andersen Consulting changed its name to Accenture.


� The complete text of the speech is available on the PCAOB Web site (www.pcaobus.org).


� See Cullinan, C. P. and S. G. Sutton. (2002).


� Full disclosure: this researcher developed a case study based on KPMG’s risk-based audit approach that was funded by KPMG.


� The existence of this forum was announced by Jeanette Franzel, Director, of the GAO at the AAA Mid-Year Audit Meeting, January 2004.


� A company’s audit firm is allowed to provide some help with a company’s Section 404 activities, however, the audit firm cannot be too heavily involved in the design, implementation, and documentation of a company’s internal controls. It is these activities where the other accounting firms are getting involved. The PCAOB Auditing Standards No. 2 requires the audit committee to approve any Section 404 work performed by the company’s auditors.


� For more information on XBRL, see � HYPERLINK "http://www.xbrl.org" ��www.xbrl.org�. Full disclosure: I have been a member of XBRL International since January 2000. I will be creating a research report that explores the potential issues and opportunities related to XBRL for internal auditors in the future.


� See Lanza, R.B., “Making Sense of Sarbanes-Oxley Tools” in the February 2004 edition of Internal Auditor for an overview of many of these IT tools.


� On February 24, 2004, the SEC changed the dates to November 15, 2004 for accelerated filers and July 15, 2005 for non-accelerated filers.


� On February 24, 2004, the SEC changed the dates to November 15, 2004 for accelerated filers and July 15, 2005 for non-accelerated filers.


� The FEI report, FEI Survey on Sarbanes-Oxley Section 404 Implementation, is available at � HYPERLINK "http://www.fei.org" ��www.fei.org�. The executive summary and associated press release can be downloaded by anyone. The full report is available for FEI members.


� For a discussion of continuous auditing, see Continuous Auditing: Potential for Internal Auditors, written by J. Donald Warren Jr. and Xenia Ley Parker and published by The IIA Research Foundation in 2003.
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