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introduction

of SOX, and would have done so more effi-

The Sarbanes-Oxley Act is American legislation that became law in 2002. The act affects

In the next section we give some general

both corporations and audit partnerships.

background. Then we move to the economic

While its provisions affect American corpora-

analysis, focusing on the auditor and the audit

tions and auditors, it has widespread direct

firm. We move from the theory to the empirical

and indirect spillover effects on companies

evidence, drawing on our study of Finnish audit

outside the US, including those in Finland. For

practice.

that reason, this legislation is of interest to a
broad audience.

the Act

We ask whether the changes in audit

Briefly, the Sarbanes-Oxley Act (“SOX”) was leg-

practice would have occurred without govern-

islation that was passed as a need perceived by

ment intervention. Were there economic forces

the Congress to improve corporate governance.

in the private sector that would have resulted in

The perceived need was based on a number of

changes in audit practice more effectively than

financial scandals that were attributed to inad-

by government intervention? It is at least possi-

equate corporate governance and ineffective

ble that government intervention was driven by

audits of companies’ financial reports. There are

political opportunism as well as by sound eco-

five major areas in the act.

nomic regulatory principles. We attempt to

• Public Company Accounting Oversight Board

1

separate the economics from the politics by applying economic analysis. To judge whether the
“theory” is supported by the evidence, we take
Finland as a “natural experiment.” Finland was
exposed to SOX through the avenues of Finnish
firms listed in the U.S. that implemented all of
SOX, and auditors who became familiar with
SOX through audit engagements and professional development. We collected this experience by interviews.
We give some background, both the major provisions of the Act and a brief history of
the regulation it replaced.
We conclude that market forces would
largely have achieved the auditor-directed aims
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ciently.

1 “The political environment explains why Congress would
enact legislation with such mismatched means and ends.
SOX was enacted as emergency legislation amidst a freefalling stock market and media frenzy over corporate scandals shortly before the midterm congressional elections”
(Romano 2004).

(PCAOB). This is a quasi-governmental organization that is overseen by the Securities
and Exchange Commission.2 It was created
as the principal agency to oversee auditing
standards and the quality of operations of
auditing firms. It was motivated by the opinion that self-regulation of the audit industry
had failed.
• Auditor independence. This section severely
limits the allowable consulting services that
an audit firm can offer to its audit clients. It
reflects the belief that offering both consulting and auditing services creates a conflict of
2 ”The Sarbanes-Oxley Act gives the SEC oversight authority over the Board. In addition to its responsibility for appointing or removing members, the SEC, among other
things, must approve the Board’s budget and rules, including auditing standards, and may review appeals of disciplinary actions against registered accounting firms and appeals of certain matters relating to Board inspections of
registered accounting firms.” (PCAOB annual report, 2004,
page 5)
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interest and jeopardizes the independence of

directly our focus. Only to the degree that the

auditors. It also requires that the lead audit

auditor’s role is affected by the listed company

partner for a company’s audit must be

do we consider effects on companies.

changed not less often than every 7 years.

There is a large body of literature that

This reflects the belief that after a long ten-

examines the effect of SOX on corporate

ure, the audit partner may lose some of his

governance. It uses data sets and “proxy”

or her independence and objectivity.

measures to evaluate the benefit and costs of

• Corporate responsibility for financial reports.

SOX; for example regressing “discretionary

The CEO and CFO were required explicitly

accruals” on number of independent directors,

to acknowledge their responsibility for finan-

and any number of other specifications. We do

cial statements. This addresses claims by

not assess corporate governance, and the

some CEOs and CFOs involved in the scan-

interested reader should consult a comprehensive

dals that they did not understand the finan-

study by Romano (2004).

cial statements and relied on their accountants.
• Management assessment of internal controls.
Management must explicitly acknowledge
that it takes responsibility for the adequacy
of controls designed to avoid financial fraud
and misstatement. The auditor then attests to
the adequacy based on an independent review of the controls.3
• Audit committees. The Act requires that companies form audit committees that are part of
the board of directors. Those audit committees must be composed of independent
members (not compensated by the company
except for director fees) and must include a
“financial expert.” This committee hires and
reviews the work of the auditors. These provisions are based on the belief that company
officials exercised too much power (to hire
and fire auditors, to pay the audit fees) over

history of regulation
Auditing standards board
Auditing as a well-organized and regulated activity in the U.S. began after the securities acts
of 1933 and 1934, though there had been voluntary audits as early as the mid-19th century
and licensing of auditors from 1896 (Carey
1969, chapter 2). Formal auditing standards
were set in the private sector beginning in 1939
when the first Statement of Auditing Procedure
was issued by the Committee on Auditing Procedure of the AICPA (American Institute of Certified Public Accountants, the private, professional society of auditors) (Heler et al. 2005). In
1973 the Auditing Standards Executive Committee took over, and has issued 112 Statements of
Auditing Standards.4
sec Practice section

their independent auditors (Klein 2002).

As a result of a number of audit failures in the

In this paper we address the effects on the audit

1970s, and under threat of increased govern-

industry. The effect on listed companies is not
3 A thorough summary of the auditor’s responsibility for the
state of internal controls, before and after SOX, is Heler et
al. (2005).

4 The name was changed in 1977 to the Auditing Standards
Board (ASB). The ASB survives. It continues to issue the
standards applied to audits of non-listed firms. On an interim basis its standards have been adopted by the PCOAB
until superseded.
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mental intervention, the AICPA established an

governmental controls. Now we turn to the

SEC Practice Section. This was the first time that

analysis, and consider the economics of the au-

its members gave the AICPA the right to impose

dit firm and the audit industry. Before evaluating

sanctions on its member firms, in contrast to

the need for government regulation of the audit

individual auditors. It required firms who were

industry, it is necessary to understand the forces

members of the section to adopt a system of

that audit firms and the audit industry face, and

peer review. Every three years a team of auditors

how those forces determine the business con-

drawn from other practicing firms reviewed an

duct that SOX is meant to regulate.

audit firm to determine the adequacy of the subject firm’s program for quality control (AICPA

economics of the audit ﬁrm

2004).

Product

5

The auditor has one dominant product, the “auGovernment

ditor’s opinion.” In this short communication,

SOX was by no means the introduction of regu-

the auditor expresses to the firm’s stakeholders

lation to the audit industry. For decades the fed-

its opinion on the financial stocks and flows for

eral government, primarily in the body of the

a specified period. Although consulting services

Securities and Exchange Commission, has exer-

are also offered, they account for a minority of

cised strong control over the industry. It deter-

a Big Four firm’s revenue (30% in 2000; GAO

mines which firms are allowed to conduct au-

2003).

dits of traded firms. It may restrict (and has done
so) the right of auditors to add new listed clients

Assets

(Olson 1978). State governments are the licens-

The audit firm is a bundle of assets, over which

ing authorities for the certification needed to

control is exercised by a governance mecha-

render audit opinions. These state boards of ac-

nism. The assets of an audit firm are its human

countancy regulate the right of individual audi-

capital and its brand name (Van Lent 1999).

tors to become certified public accountants and
to continue to practice in that role.

Human capital consists of general and
specific human capital, where general capital
enhances the holder’s value in the market, and

theory

the specific capital raises the value of the hold-

The history of regulation has been brief, be-

er to his or her employer (Becker 1975). In this

cause our question is whether SOX was neces-

industry, general human capital is the skill of

sary to reform the audit industry in the circum-

auditors to perform high quality audits. This skill

stances when it was enacted, and not how those

comes from university training, professional de-

circumstances evolved. We see that oversight of

velopment programs within the firms, and ap-

the industry was both by self-regulation and

prenticeship (on-the-job training). The speciﬁc
human capital is knowledge of the clients to

40

5 The peer review program survived the transfer of quality
control to the PCAOB. All auditors have non-listed clients,
and the authority of the PCAOB does not extend to those
audits. The profession continues its peer review program for
that part of the practice.

which the auditor is assigned. Auditors become
familiar with the clients’ businesses, establish
relationships with company financial people,
and learn the company’s financial processes.
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The second asset is its brand name. It is
affected by the human capital: the ability of the
audit staff to perform professionally, competently and ethically. The other main ingredient
to brand name is a reputation for independence.
Outsiders have imperfect knowledge of the audit opinion production function. The production
is guided by standards of auditing. Most countries specify national standards to be followed,
and increasingly countries are adopting a uniform set, the International Standards of Auditing
(ISA).6 The US has its own standards, the establishment of which has been changed by the SOX

Figure: Prahalad and Doz framework (as
represented by Martinez & Jarillo, 1991)

act (of which more will be said below). Beyond
the fact that most stakeholders in a firm are not

ing to local conditions, and operate quite au-

familiar with the standards (which are part of

tonomously under a “country manager.” They

the auditor’s general human capital), they can-

are the “multidomestic” firms in the figure.

not know whether they were followed. As La

Some firms closely integrate operations globally

Porta et al. (1998) have emphasized, good laws

and allow little decentralization. They are the

are only part of good legal systems; sound en-

“simple global form” firms in the figure. “Com-

forcement of those laws is also necessary. Out-

plex global firms” strive for global integration of

side stakeholders do recognize the necessity for

their businesses, but must respond to local var-

arriving at the opinion independent of the com-

iations. Drug companies sell global medicines,

pany’s desires for a “clean,” unqualified opinion

but they face local differences in pricing, qual-

that the financial statements “fairly present” the

ity standards and testing requirements. The re-

company’s position.7 Furthermore they under-

lationship is conveniently depicted in this “in-

stand that audits are costly, that audit fees are

tegration-responsiveness grid.”

paid by the companies whose statements they
audit, and that contractual arrangement creates
pressure on the auditor to act as client desires.

Where do auditing firms fit? How does it
affect their decisions?
The Big Four firms strive to be global.
There are economies of scale achievable by

Strategy

maintaining a single auditing process, standard-

The analysis of “brand name” can be developed

ized audit checklists, centralized professional

further. Prahalad and Doz (1987) and others in

training, easy rotation of personnel, etc. Com-

the field of international strategy make use of

plete globalization is limited by some local re-

the concept of integration vs. responsiveness.

quirements. For example, in Finland the audi-

Some multinationals are operated by respond-

tor’s opinion contains a paragraph about the
company having followed certain provisions of

6 Auditing standards in Finland are translations of ISA.
7 Equivalently, present a “true and fair” view.

the Finnish law. The Big Four firms are toward
the top center of the grid.
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One manifestation of their attempt to be

a large number of smaller firms. The oligopolis-

global is the organization of the firm. The Big

tist structure has raised questions about wheth-

Four firms are not a single large multinational

er there is true competition among the firms, but

firm; instead the firms in each country are af-

a study by the US General Accounting Office

filiated with firms in other countries in a global

concluded that there was no problem in the

network. Because they are not a single firm, any

competition for audit services (Bloom and

legal liability in one country does not threaten

Schirm 2005).9 The four large firms are global;

the financial assets in another.8
Another, more important aspect of this

for the most part smaller firms operate within a
region; sometimes just within a city.

strategy is the use of a common name. In Finland the Big Four firms practice as KPMG,

Product

Deloitte, Pricewaterhouse Coopers, and Ernst &

It is an unusual industry since it is charged with

Young, identical brand names as in the US. Even

a public responsibility to protect investors, yet

where the local identity of a firm is retained, the

earns its revenue by selling its product, audit

brand name association with the Big Four is

services, to its private customers. The GAO re-

highlighted. In Japan the firms practice under

port noted that the large size of the Big Four

the names KPMG Azsa & Co, Deloitte Touche

firms may make them more able to withstand

Tohmatsu Japan, ChuoAoyama PwC, and Ernst

pressures from its clients – the client has few

& Young ShinNihon. The point of this is that the

alternative suppliers and the loss of even a big

firms seek a high level of global brand equity

client has a manageable effect on the firm

In summary, the assets of an audit firm

(Bloom and Schirm 2005). This public responsi-

hold their value only if the firm can uphold its

bility has led in many other countries to put

“global brand” equity, and that brand equity

more of the operations of the audit process in-

derives from a reputation for independence

side the government. In Finland the auditing

from the audit client as well as a high quality of

profession establishes what auditing standards

human capital.

will be used.

economics of the industry

even though concentrated.

In summary, the industry is competitive,

The structure of an industry affects the need for
regulation. For instance, monopolistic industries

Assurance mechanisms

tend to be more highly regulated to protect con-

The adequacy of processes to ensure auditor

sumers from the ability of producers to capture

integrity has been a controversial subject. One

“monopoly rents.”

finds statements such as “Prior to Sarbanes-Oxley … auditors had been failing to detect and

structure
The audit industry comprises the “Big Four” and

report improper accounting…” (Coates 2007,
96). This viewpoint is rooted in a “race to the
bottom” mentality, where in an effort to retain

42
8 This is beginning to change. The practices of KPMG in
Germany and the UK are merging, and this is said to be a
step in creating an integrated European practice in the firm
(KPMG 2006).

9 “[W]e found no empirical evidence that competition in
the audit services market has been impaired to date” (GAO
2003, 4)
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clients and collect large audit fees, auditors

The yet more serious economic threat is that of

bend to the will of their clients. It ignores the

criminal liability, and that is what forced the

fact that once their product – the audit opinion

liquidation of the Arthur Andersen firm in

– becomes valueless, the audit firms cannot sur-

2002.10
The threat of economic damage is known

vive.
The fallacy of this “race to the bottom”

to firm stakeholders. This is one source of pres-

presumption has been pointed out by Rajan and

sure to uphold high quality standards, and the

Zingales (2003, 158). The New York Stock Ex-

knowledge of this threat is a source of assurance

change imposes stringent listing requirements,

to stakeholders.

and by doing so attracts high quality corpora-

A second form of pressure is the shared

tions which in turn benefit from the “brand eq-

realization among the firms that the industry

uity” value of a NYSE listing. In just the same

itself can be restructured. Though audits of pub-

way, Deloitte, for example, benefits when its

licly traded companies in most countries are

audit opinion conveys integrity.

done by private-sector auditors, it need not be

What can audit firms do to reassure stake-

that way, and the government itself could take

holders that they have not “sold” their inde-

control of the auditors. But even short of this,

pendence to their audit clients? How is the “in-

control could be tightened in a number of ways

centive compatibility” problem solved? This is

unattractive to the auditor. More of the rule-

the key question underlying this paper: must

making that determines audit standards could

this reassurance come from government regula-

be taken from the audit profession and put into

tion, or are there more effective means for the

the hands of potentially less competent govern-

industry to establish its own quality assurance

ment bureaucrats. Judgments about auditor per-

mechanisms?

formance and appropriate sanctions likewise

Realizing that the outside stakeholders

could be assigned to government regulators. The

need assurance about audit quality, a character-

high salaries of audit firm partners could be cur-

istic that they cannot observe, the audit firms

tailed. These are considerations that face not the

have both created for themselves, or faced out-

single firm, but the industry as a whole, and this

side pressures for, a means of insuring inde-

shared risk is sufficient to create self-policing

pendence.

mechanisms.

One of these means is the threat of litiga-

What are these self-policing mechanisms?

tion. Lawsuits against audit firms are frequent,

Peer reviews under the oversight of the AICPA

and often for large amounts. Often in a bank-

were mentioned above. The AICPA has the pow-

ruptcy an investor will charge that financial

er to set professional qualifications for entry to

statements caused him or her to be misled,

the industry. While the individual states regulate

which in turn caused financial damage. The
now-bankrupt company cannot supply restitution, but the auditors with their “deep pockets”
are an inviting target. The threat of economic
damage posed by claims of negligence is strong
motivation to uphold quality (Lang et al. 2005).

10 Curiously, despite the many criticisms of Andersen’s accounting complicity with Enron management, they were
charged not with any accounting malfeasance, but with
destroying documents. The U.S. Supreme Court ultimately
overturned the conviction, but this did no good for Andersen, which had been liquidated (Benston et al. 2006).
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certification, all states use the Uniform CPA Ex-

optimality of regulation

amination as the test of knowledge, and this

As described above, before SOX there was ex-

exam is prepared and administered by the AI-

tensive governmental regulation. One question

CPA. The AICPA can expel auditors who violate

that might be asked is “Was the level of govern-

the ethical rules it sets. Although it cannot with-

mental regulation before SOX optimal, consid-

draw the license to practice, being expelled

ering the internal forces for self-policing?” This

from the profession is a severe sanction.

is not, however, a question that we address, for

A second self-policing method is ethical

The level of pre-SOX regulation was in a

ards for an audit. Auditors are proscribed, for

fairly stable equilibrium, although rules were

example, from holding stock in companies that

constantly being tweaked either by the govern-

they audit; this is to eliminate a source of con-

ment or the profession. In equilibrium certain

flict of interest.

processes emerged in the path to that equilib-

A third incentive to maintain high, inde-

rium. Governmental regulation and self-regula-

pendent standards of work is the strategic ne-

tion are substitutes. For example, the SEC re-

cessity to have high brand equity. Deloitte’s

views all filings, and sometimes they are reject-

global brand is damaged when the Financial

ed. The registered company, with the assistance

Times (Michaels, 2005) writes:

of its auditor, is required to restate the financial

Italian regulators have banned from audit
work two partners who worked for Deloitte
on the accounts of Parmalat, the dairy
company that collapsed amid fraud two years
ago.
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the following reasons.

standards, which augment the procedural stand-

report.
This is sometimes cited as evidence of auditor malfeasance. Lev (2003) discusses reported earnings “in the web of misstatements and
fraudulent information…” He does note that
“not all earnings restatements reflect manipula-

Similarly, when audit failures occur in the US,

tions” (italics added), but his implication is that

not only is the American practice damaged, the

there is often a sinister background to a restate-

global brand equity is reduced. There is pressure

ment.

to maintain high standards of conduct, not just

However, we offer an alternative explana-

from the American partners but also from all the

tion. The audit firm knows that their clients’ fi-

other firms around the world. The externalities

nancial reports will receive this thorough SEC

provide a powerful force to maintain high stand-

scrutiny, and that restatements are not very

ards of independence and self-regulation.

damaging to firms’ reputations.11 (Wu (2002)

Having identified the structure of the in-

found 1,068 cases of restatements in 1977–

dustry, the market forces, and mechanisms that

2000, so they are hardly headline news.) Thus,

have developed to ensure quality, we turn to the

knowing that the government will supply a final

question, “Is increased government regulation

inspection, it relaxes its final quality control

of the industry the best way to improve audit

checks. This is optimal for the firm, but also so-

practices?”
11 The SEC reviews all filings (Kershaw 2005, 600).
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Now we turn to the establishment of audit
standards in the government sector. What are

We argue that an equilibrium solution

the costs of setting the standards too high, so

was reached before SOX, and evaluating the

high that they provide readers of the financial

optimality of that would require envisioning

statements absolute, rather than just reasonable,

what other equilibria might have existed with

assurance that the statements present a “true

which to compare the existing one, and that is

and fair” view?

a task we do not undertake. We only ask wheth-

First, we look closer at the PCAOB. Their

er, given the equilibrium that existed before

costs are covered by a levy on all publicly

SOX, the changes that result from SOX were

traded firms under their jurisdiction. If the

likely to create a more socially efficient or ef-

standards they set are so high that marginal ben-

fective equilibrium?

efits fall below marginal costs, the Board does
not internalize these costs. The excess costs are

Analysis of the regulatory process

borne by the traded firms (and ultimately by

A necessary condition for an audit firm to sur-

their investors).

vive is its reputation for integrity, even when

What, on the other hand, if the standards

faced with incentives of its customers to de-

are set too low? Then the effects are internal-

mand a “sweeter flavor” of the product than the

ized. Presuming that low standards lead to audit

vendor offers.

failures, and that at least some of these audit

In making short and long-range decisions,

failures become publicly known, then it does

the audit firms internalize the costs and benefits

not challenge the imagination to picture the re-

of their decisions. Too high a standard of qual-

sults. The collapses of Enron, WorldCom, etc.,

ity (for example, reviewing every transaction)

set off Congressional investigations, outraged

entails marginal costs in excess of marginal

investors and employees, created sensational

benefits. Too low a standard jeopardizes sur-

press coverage, and ultimately stimulated new

vival. Since the costs of production are passed

laws. Future failures (just as past ones) would be

along to the audit clients in the form of audit

attributed to laxity, incompetence or lack of in-

fees, the clients themselves create forces for op-

dependence by the regulators. Unlike the pri-

timal audit standards, neither so stringent that

vate sector, the regulators constantly confront

they raise audit fees too high, nor so loose that

legislative pressures (Posner 1975). If the gov-

their financial statements lose credibility, and

ernment regulator looks ineffective to the legis-

increase the client’s cost of capital through in-

lature, its funding might be lowered, with the

creased uncertainty and risk perceived by the

associated loss of jobs.

capital markets.

Faced with this asymmetrical loss function, it follows that standards will be set in the
government sector at a level that is not optimal

12 The trend in restatements is another matter. Levitt (2002)
and Wu (2002) point to a rapidly increasing number of restatements. Even if our proposed explanation is correct,
there must be more going on, possibly along the lines of
earnings manipulations. Possibly regulators may have become more aggressive, to avoid another Enron.

– that is, too high and too costly.
One might object that audit firms do not
internalize all the costs either. The pertinent
question is not whether all costs are internal-
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ized, any more than whether all benefits are

the industry as a whole. Thus the auditor thinks

internalized (e.g., investors’ well-informed in-

not only of the financial liability to his firm from

vestment decisions). The question is whether the

an audit failure, but must also consider that the

size of the costs is enough to overcome the risks

failure could result in restructuring of the whole

to auditor independence.

industry, a structure in which someone in his

First, auditors internalize the costs of the
audit production process. Second, they bear the

position might be paid government bureaucrat
salaries.

expected cost of an audit failure which might

The competitive pressures facing audit

include failure of the firm should the audit fail-

firms are strong. Because they bear both the

ure be disastrous enough. Third, individual au-

costs and benefits of their decisions, which gov-

ditors until recently faced costs of personal

ernment regulators do not, the optimum level of

wealth, as audit firms were organized as part-

audit quality is more likely to result from self-

nerships in which the partners were individu-

regulation and professionalism than from shift-

ally liable for the losses of the partnership.
Even now, when the form of organization
has changed to relieve the partners of personal

ing more decision-making to government regulators.

liability, their human capital would be severely

evidence

damaged. Although there is an overlap in the

We have argued that market mechanisms are

accounting knowledge required to perform an

sufficient to ensure ethical behavior by auditors.

audit and the knowledge required to work in the

Furthermore the mechanisms are more likely to

corporate sector, it is not complete. Auditors

achieve equivalence between the marginal costs

have much general human capital in audit pro-

and the marginal benefits of regulation, since

duction, but this has a lower value in the corpo-

the parties to the regulation internalize these

rate sector. Recall that auditors invest in spe-

costs more completely than the governmental

ciﬁc human capital, which has a zero market

alternative.

price should they find themselves changing jobs
as a result of an audit failure.

What is the evidence that theory works in
practice?

The damage to their reputations from be-

The historical record supplies some evi-

ing party to a spectacular audit failure would

dence of what has happened in crises where the

greatly limit their value to any company. It could

reputation of the industry have been threatened

be worse, as they could be charged with

by events that cast doubt on the ability of the

crimes.13

industry to regulate itself.

Finally, in such a concentrated industry,

The first of these was a dramatic audit fail-

the “free rider” aspects of misbehavior disappear

ure in the 1930s. The McKesson and Robbins

(Olson 1965, Lindahl 1987). A spectacular audit

Company was found to have committed a mas-

failure by one firm does have consequences for

sive accounting fraud by recording on its balance sheet amounts receivable from its custom-

46
13 David Duncan was the Andersen partner on the Enron
engagement. He pleaded guilty to obstruction of justice,
although he later withdrew his plea (http://en.wikipedia.
org/wiki/David_Duncan last viewed 17 November 2008).

ers, and inventory in its warehouses (Miller
1966). At that time auditing standards did not
require that auditors seek independent confir-
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mation of amounts due from the client’s cus-

that the number of proven audit failures is so

tomers, or that they physically observe inven-

small as to approach a rate of zero.” It is hard to

tory stocks. Subsequently the auditing proce-

find the evidence that there were systematic de-

dures were changed by the AICPA (not by the

fects in the audit process in the US. This is not

government). This is not compelling evidence,

to deny that the faults that led to the destruction

but the fact remains that without government

of value at WorldCom, Adelphia, etc., should be

legislation or increased regulation, the problem

corrected.

was solved.
A second crisis was in the 1970s when

consulting

there was a cluster of audit failures (National

For some years there was debate about the ef-

Student Marketing, Penn Central RR, among

fect of audit firms selling consulting services to

others) (Zeff 2003). At that time both houses of

its audit clients, the concern arising from the

the Congress conducted investigations and seri-

threat of conflicts of interest. A simple example

ous proposals were made to remove accounting

is the auditor firm whose consulting arm installs

and auditing standard-setting from the profes-

a financial reporting system, which then creates

sion (McEnroe and Martens 1998). Reforms

the data from which financial reports are pro-

were instituted in the wake of these scandals,

duced. Shortcomings in the system should be

most notably the Committee of Sponsoring Or-

subject to criticism by the auditor, but in this

ganizations (COSO). The government did not

case there might be some reluctance to do so.

increase regulation. However, admiration for

SOX severely restricts the nature of con-

this voluntary self-reform in the profession can-

sulting services that an audit firm can offer. How

not be taken too far. There was enormous pres-

likely is it that the firms would voluntarily have

sure from the Congress, in the form of legisla-

abandoned this part of their business? Objec-

tion proposing to take away auditors’ standard-

tions to this have been raised before. A propos-

setting. Although the legislation never became

al to spin off the consulting practice was made

law, the force of this pressure to reform cannot

in the 1970s by a leader of the auditing profes-

be underestimated. What actions might have

sion, the managing partner of Arthur Andersen

been taken absent this pressure is a counterfac-

(Zeff 2003, 203). Though the proposal was not

tual that we cannot address.

adopted, it is evidence of the awareness of the

Arguably the industry has generally been

business consequences of maintaining poten-

effective in these recent years. Holmstrom and

tially conflicting business objectives. The split-

Kaplan (2003) present a number of arguments

up, in 2000, of Arthur Andersen into separate

that American corporate governance is indeed

audit and consultancy (Accenture) firms oc-

healthy. Furthermore, while Enron, etc., have

curred before SOX or the major scandals that

attracted prolonged and high level press cover-

precipitated it. This constitutes at least weak

age and political outrage, there are over 10,000

evidence that the industry might have reorgan-

publicly traded firms in the US, and the number

ized itself without legislation. This split-up was

of scandals proportionately is almost vanish-

influenced by feuding between auditor and con-

ingly small. Francis (2004, p.34), in a review of

sultants about the division of profits (Wikipedia

“audit quality,” concludes: “The bottom line is

2006). We see a decision not driven by high
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principle, but perhaps relying on economic

data on the cost of this massive shift in a $10

consequences more than untainted ethics is

billion industry.

safer.
Romano (2004) reviews empirical evi-

evidence on beneﬁts

dence from accounting studies and concludes

If the matter of costs is to be addressed, then so

on that basis that the prohibition was not war-

should be the benefits. Are there benefits from

ranted.

the SOX legislation that would not have been
realized if self-regulation had been left to the

evidence on costs

market?

What about our claim that the costs of govern-

There have been many reports of some

mental regulation will be higher than necessary

aspects of SOX being voluntarily adopted by

to achieve the desired regulatory equilibrium of

governments and companies in other coun-

reasonable, but not absolute, audit effective-

tries.

ness?
It can hardly be taken as evidence of excessive costs that those companies who bear the
costs want them to be lower (Parker 2005).
Zhang (2007) also estimates that at the firm
level the marginal costs exceeded the marginal
benefits. When the regulator itself acknowledges the excessive level of cost, this can be taken
as more persuasive.

• “Even countries like Macedonia and Pakistan,
hardly hubs of multinational business, are
talking about keeping an eye on accountants,
empowering shareholders and increasing the
transparency of financial reporting.” International Herald Tribune, 27 Sep. 03
• “Beneath the politics, however, corporate
governance experts say many European companies are quietly adhering to the Sarbanes-

While a portion of the costs likely reflect

Oxley provisions – even firms without shares

start-up expenses from this new requirement,

traded on Wall Street, which would not have

it also appears that some non-trivial costs

to do so.” Financial Times, 26 Sep 03

may have been unnecessary, due to

• “…British clients had told him that internal

excessive, duplicative or misfocused efforts.

controls and reporting have improved. They

As a result, we heard the implementation

said, for example, that information was get-

process needs to be improved going forward,

ting more quickly and accurately to the chief

so that it is more effective and efficient (SEC

executive, who, under Sarbanes-Oxley, must

2005).14

personally certify the accuracy of a compa-

This kind of objection is always in response to
the internal control requirements, a topic that

ny's results.” International Herald Tribune, 27
Sep. 03

we have explicitly avoided by focusing on audit

It is unlikely that changes such as these would

practice. Frankly, there is not yet any economic

have occurred had the US auditing profession

48

quietly reformed itself – or at least they would
14 Auditing Standard No. 2 was replaced by Auditing
Standard No. 5 in 2007. It standard reduces the review and
documentation requirements for internal financial controls.

not have occurred so quickly. Unfortunately the
benefits cannot be measured, but should not on
that account be ignored.
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Since we raise the question of the neces-

To explore further the “costs vs. benefits” ques-

sity of SOX legislation, the first question we ask

tion, we made Finland our “case study.” This

is whether SOX imposed deadweight losses on

choice was made primarily on the basis of avail-

society. The testable implication is that if it did,

ability of information, but it also serves as a

then firms subject to the law would comply with

particularly good “test case.” The thrust of Sar-

its provisions, but all other firms would avoid

banes-Oxley is improved corporate governance.

them. But it does not follow that SOX would be

The stronger the quality of corporate govern-

counted a success only if it is absolved of dead-

ance in the period preceding SOX, a fortiori the

weight losses. We also look at the question of

less need for the kinds of improvements that

marginal costs and marginal benefits. Voluntary

SOX purportedly achieves. Finland is acknowl-

compliance implies net benefits. The question

edged to maintain high levels of corporate eth-

of any excess of marginal benefits over mar-

ics.15 If we find effects of SOX in Finland, it

ginal costs raises the question of cost.

makes it likely that other countries would be
even more affected.

The audit firms have developed, in response to SOX, a new product: assistance in

We interviewed several people in the ac-

designing and testing internal financial controls.

counting field.16 The people included three part-

It might have been that this product would be

ners and two managers in Big Four firms, the

entirely tailored to the individual client due to

General Secretary of the Auditing Board of the

the uniqueness of that company’s business and

Central Chamber of Commerce and one man-

operating policies. Alternatively, it is possible

ager of SOX compliance (a former Big Four au-

that there are economies of scale in production

ditor) at a US-listed Finnish company.

of this product. Economies of scale are what we

We tested our theoretical conjectures

found, and this implies a generally lower level

against actual experience. Since our main topic

of marginal cost than if the product were very

is the effect on audit practice (as opposed to the

firm-specific. We found that the implementation

effect on corporate activities) we felt that we

at the Finnish company involved “technology

would get reliable information from auditors

transfer” in the form of an American audit part-

who serve a wide range of clients, in some cas-

ner and a senior manager who had experience

es clients subject to SOX. By consulting several

with previous implementations at American

people we learned about audit activities as well

companies. Having now sold a number of these

as activities of a larger number of corporations

fully-SOX-compliant implementation products

that are their audit clients.

in Finland, the audit firms are now using that
experience to offer variations of the product to
its clients not subject to SOX.

15 There are a number of country rankings about business
conduct. One well-recognized ranking is the Corruption
Perceptions Index, produced by Transparency International
and Passau University (Transparency International 2006). In
the 2006 ranking of 163 countries, Finland is ranked as
#1.
16 The semi-structured interviews were from one to two
hours.

It appears that part of the benefits from
the product results from the economies of scale
that make a stripped-down version appealing to
non-SOX companies. We absolve SOX of deadweight losses, and acknowledge that there are
some net benefits.
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The second topic, in the spirit of asking

independent (where “independence” is defined

whether market forces would have achieved a

in terms similar to SOX). The duties of the audit

better result, is whether, absent the legislative

committee include “supervision of financial re-

mandate, the audit firms would have developed

porting,” “evaluation of the adequacy and ap-

this product. It is not enough to observe that

propriateness of internal control and risk man-

they did not develop such a product before

agement,” and “examination of the auditor’s

SOX, because there has been an evolution of

reports” (Central Chamber of Commerce 2003,

corporate governance processes that predated

10)

SOX. For example, the reductions of cost of

The point of this, for purposes of this anal-

capital that result from better transparency were

ysis, is that important aspects of SOX were

commented on before SOX (e.g., Pricewater-

adopted by the OMX Nordic Exchange Helsinki,

house Coopers 2001).

entirely without any external pressure. It is note-

It is nevertheless doubtful that the audit
firms would have been able to anticipate such

SOX to analyze, document, and audit the inter-

a large market. Therefore they would rationally

nal controls were not included. This can be

not have invested in the development of this

taken as evidence that SOX was a good thing,

product. There are some companies, looking for

noting voluntary adoption of some of its provi-

better governance, that would have purchased,

sions.

but others would have abstained. Without the

We discussed above the supply cost of

economies of scale that came about through

SOX-like products, but there is another cost im-

mandated SOX, supply costs would have been

plication.

higher and demand would have been less, like-

The emphasis that SOX creates on the

ly to the point that the product would likely

company’s internal financial controls is a sig-

have failed.
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worthy, however, that the onerous provisions in

nificant change in the traditional financial audit

At the level of the economy, a second im-

(the production of the auditor’s opinion on fi-

portant aspect of SOX for Finnish practice is a

nancial condition). Beyond those companies

change in recommended processes for corpo-

that are required to implement “section 404”

rate governance for listed companies. The rec-

provisions, the increased attention in other

ommendations are made on a “comply or ex-

companies to internal financial controls (which

plain” basis, which comes close to being man-

we have noted above) has cost implications for

datory. It cannot be coincidental that a report

those companies. Reviews of internal controls

recommending governance policies for listed

by auditors and reviews of internal controls by

Finnish companies was published shortly fol-

companies are substitutes. As companies volun-

lowing SOX (Central Chamber of Commerce of

tarily increase own review, one expects a reduc-

Finland 2003). A close look at the recommenda-

tion of the reviews undertaken by auditors.

tions leaves no doubt that they are modeled

Since company financial managers have a high-

after SOX.
As an example, the report recommends
the appointment of an audit committee of the
board.17 The members of the committee shall be
17 The board is “responsible for supervising the management and proper organization of the operations of the company.” There may also be a “supervisory board,” separate
from the “board.”

17 The board is “responsible for supervising the management and proper organization of the operations of the company.” There may also be a “supervisory board,” separate
from the “board.”

LTA 1 / 0 9 • A . F r e d r i k s s o n

And

F. L i n d A h L

er level of specific human capital in their own

benefits were overwhelming, the Finnish gov-

controls than do auditors, shifting this activity

ernment would have been expected to legislate

from auditor to client may reduce total audit

the same provisions. If the benefits to individu-

cost. This is a benefit that would result even if

al firms significantly increased their reputations,

there were no improvement in control.

enhanced the quality of their corporate govern-

There is another avenue through which

ance and lowered their cost of capital, then we

SOX changes Finnish audit practice. Since Fin-

would expect to see widespread voluntary

land is a member of the European Union, it is

adoption.

subject to EU directives. As the EU is influenced

What we have found is something in the

by SOX, then Finland is affected indirectly by

middle. We do not find widespread voluntary
adoption of SOX by Finnish firms, but we do

SOX.
Two examples of these indirect effects are

find a variety of evidence that firms have

auditor rotation and auditing oversight. There

strengthened their internal controls, added audit

has not been mandatory rotation of audit part-

committees, and increased their focus on gov-

ners in Finnish audit engagements, but now that

ernance. The corporate governance list of rec-

will change, and the lead audit partner must

ommendations (Central Chamber of Commerce

change at least every five years (European Un-

of Finland 2003) is one reflection of this. But

ion 2006, para. 26; Auditing Act 459/2007,

some companies have not only adopted the list

para. 27). The trail back to SOX seems clear,

of recommendations, they want to publicize

since it is one of the provisions of the act, and

their good governance. One audit partner re-

was not theretofore required.

ported that companies seek auditor attestation

The EU has directed that each member

to their adherence to the 57 recommendations

state establish a public oversight body (Euro-

in the new governance code, using their good

pean Union 2006, Chap. VIII). Historically, in-

governance for competitive advantage. At the

spections of public accounting firms have been

country level, we find governance recommen-

performed through the Central Chamber of

dations modeled on SOX, and we also note that

Commerce of Finland. That structure does not

the three of the Finnish Big Four firms have di-

fit the requirement that the inspections be con-

vested their consulting practices (as SOX in-

ducted by the state.

duced US firms to do).18

In summary we conclude that SOX has
created social benefits that have gone beyond

conclusions

the companies covered by the law. These ben-

This paper argues that a market solution to the

efits were certainly not foreseen by the law’s

relation between investors and corporations in

designers, but this positive externality has nev-

the matter of financial reporting is more effi-

ertheless occurred.

cient than governmental alternatives.

The result is a mixed one. Had SOX been

An interesting further development of this

nothing more than unjustified government inter-

topic would be a formal cost vs. benefit analy-

ference with corporate governance, the manifestation would be grudging compliance with its
requirements. On the other hand, if the social

18 SOX only prohibits the firms from performing certain
services for audit clients. Deloitte has retained its consulting practice.
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sis. The US government recognizes the desira-

from inadequate corporate governance. Devel-

bility of assessing its programs on this criterion,

oping countries strive to improve governance as

and has applied cost-benefit analysis to some

a means of attracting foreign direct investment

regulations (Hahn 1998). In general, studies of

and lowering the cost of capital. (Saudagaran

privatization and deregulation have found effi-

and Diga 1997). Close analysis of the “natural

ciency gains (Brown, Earle and Telegdy 2006),

experiment” of Sarbanes-Oxley legislation can

so this abrupt increase in government regulation

yield tentative conclusions of what works and

of a $10,000,000,000 industry deserves further

what does not in this critical area of the global

analysis.19

economy. 

This topic has implications broader than
the American audit industry. Though it is not
directly attributable to SOX, in the EU a similar
process is under way. Charlie McCreevy, the EU
European Commissioner for the Internal Market
and Services, recently remarked:
The cornerstone of the change to the EU
legislation is to require each Member State
to set up a public oversight system to regulate
auditors. They must be governed by nonpractitioners. They must also be transparent
and independently funded. Statutory auditors
will no longer be self regulated. In the EU,
the public oversight bodies of each Member
State will be responsible for registering,
inspecting, and sanctioning statutory auditors
and audit firms (2006, italics added).
An argument that the increasing concentration
in the auditor industry during the period around
SOX requires increased government regulation
is not supported. As noted, the US General Accounting Office studied market conditions in
the 1980s and 1990s and concluded that competition was not degraded (GAO 2003).
Corporate governance is a topic of great
concern. Developed countries have experi52

enced scandals and bankruptcies that stemmed

19 Amount derived from GAO (2003, p.17): year 2002 US
audit revenue only.
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