Sarbanes Oxley Act  

The Sarbanes Oxley Act is a U.S. Federal Regulation enacted in response to the accounting irregularities at Enron and other companies which led to their financial demise.  SO was put in place to help ensure transparency and accountability, so that investors could be more confident in the market.  Sarbanes Oxley has many requirements:
1. Consequences for Issuers

If your securities are registered with the SEC, then you must 

a. have well funded audit committee  

b. supply testimony or papers on request  

c. be held responsible for associating with barred auditors  

d fund Oversight Board  

e. may not offer 9 services to their audit clients  

f. must disclose off balance sheet transactions 

g. no loans to officers or directors  

h. code of ethics for officers  must disclose material changes on Real Time basis  

I . longer statute of limitations  

J. whistleblower protections  

K. enhances penalties

2. Audit Committee Requirements

a. Must have independent authority and Pre-approve all Audit and non-Audit services

b. Oversight: Receive regular Reports from Auditor

c. Establish complaint procedures

d. Must be notified by lawyers if gen counsel or other officers ignore legal counsel regarding SEC rules, etc

3. Board and Corporate officer Requirements

a. Must form audit committee or be it

b. CEO and CFO must certify financial reports

c. CEO/FGO must forfeit bonuses etc if restatement is due to midconduct

d. SEC can bar unfit officers and directors, or freeze their pay.

4. Accounting Firm Requirements

a. Must register with oversight board

b. must submit annual reports/updates, and pay fees

c. must comply with professional codes and quality control standards

Consequences to Firms:

a. investigations and Disciplinary actions may occur by OB

b. OB can require testimony

c. Sanctions, including suspensions, are possible from OB

d. Must retain documents

e. Must have second partner review of each report

f. Rotate lead and review Audit partners every 5 years

g. May not offer audit and consulting work to same firm

h. Accounting firms are responsible to audit committee, not management
Restated Earnings: Limited Options-- John C. Coffee
In recent years, there has been a rise in the number of instances of companies restating their earnings. Companies who restate their earnings are seen as having problems by investors, journalists and analysts, and the share price of a company which restates earnings usually drops by at least 10%.   .
· From 1990-95 only 50 companies restated earnings per year.

· But between 1997-June 2002 10% of companies restated earnings, resulting in average 10% drop in stock price

· According to Glass Lewis, which provides research to institutional investors, 971 public companies restated their earnings in the first 10 months of 2005, vs 619 for 2004, 514 in 2003, 330 in 2002, and 270 in 2001.  

Why was there this increase?

Some negative: Deterrence failed: auditors, securities analysts, and debt rating agencies


Some positive reasons

· Implementation of Section 404 of the Sarbanes-Oxley Act
· Newfound assertiveness among auditing firms

· Greater sensitivity on the definition of "material" differences in earnings. For years, companies have avoided restatements by convincing their auditors that accounting errors weren't big enough to be "material." In theory, an error that distorted a key accounting figure by as much as 5% could be dismissed by a company as "not material."

Companies began to misreport earnings prior to Sarbanes Oxley for a number of reasons: 

1. Law was weakened: 

a. Central Bank of Denver v First Interstate Bank: ruled that secondary participants like auditors and investment bankers couldn’t be held liable by investors for “aiding and abetting” securities fraud (reversing most prior laws)

b. Private Securities Litigation Reform Act (1995) was passed over Clinton’s veto: chilled private securities litigation and protected the auditing firms (who had lobbied for it)

2. Auditing Firms Income from Consulting Rose Dramatically

As laws were weakened to punish secondary parties like auditors, auditing companies began to make much more of their income from consulting rather than their auditing.

3. Executive Compensation Packages in the 1990’s Changed

In 1990: Executive package was 92% cash and 8 percent equity

2001: 34% cash  66 percent Equity

This dramatic shift towards equity-based compensation led to basic change in managerial incentives.  In 1980s under cash-focused pay, companies got huge because the amount of cash compensation correlated to the size of the company usually.   But investors wanted leaner companies which produced higher dividends and stock gains, so the new compensation plans focused on equity/value.  

SEC compounded the problems by deregulating stock options as pay to executives in early 1990’s

Key Problem: Senior corporate managers of late 1990’s had ‘excessive liquidity” the ability to exploit short-term market windows and bail out.  

Solutions: 

a. Boards can adopt retention ratios, where the recipient officer has to hold some defined percentage of the stock while employed with the company 

b. Restricted Stock: restricted period enforced where stock cannot be sold, but dividends and voting rights are granted to holder during that restriction.  Such stocks can be forfeited if certain conditions are met. 

c. SEC continues to try to shift some of the power from the boards to stockholders.

d. Accountants: Public Company Accounting Oversight Board will largely supersede the American Institute of CPAs

e. Analysts were subject to Nat Ass of Sec Dealers and SEC and now those rules have been strengthened by Spitzer et al

f. Lawyers are now responsible to report seen  problems to general counsel and up to the audit committee if necessary.  

