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The Sarbanes—Oxley Act (SOX) of 2002 is widely argued
to be the most important piece of securities legislation since
the Securities Act, 1933 and the Securities and Exchange
Commission was created in 1934. Its substance was repli-
cated in many other jurisdictions. SOX was a response to
widespread ethical and legal failures in corporate US that
went beyond internal corruption to include complicity on the
part of the traditional watch dogs of the financial markets,
government agencies, the auditors and the regulators. At the
10th anniversary of SOX, Senator Sarbanes commented:

My hope is that the Act becomes so much a part of the
way business is done in this country; so much a part of
establishing the standards, that it is not seen as some-
thing separate and apart. It really becomes part of the
very structure of the business world. And what comes
out of that, of course, are higher standards, more ethi-
cal behavior and to the benefit of everyone.

The Objectives of SOX

SOX had the primary objective of curbing fraud and encour-
aging ethical behavior in private enterprises by company
employees, and most notably by executives and auditors of
the corporation. SOX sought to protect investors through
strengthening the corporate governance and increasing the
transparency and reliability of financial disclosures. Spe-
cifically, SOX increased whistleblowing protection and
compliance monitoring through the creation of the Public
Company Accounting Oversight Board (PCAOB) ending
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over 100 years of self-regulation. SOX required executives
to attest to the accuracy of financial disclosures through the
personal certification of corporate financial statements, and
increased the penalties for corporate and executive malfea-
sance. SOX required companies to establish and report on a
system of internal controls over financial reporting. It man-
dated independent audit committees and required issuers to
disclose whether a “financial expert” is on the audit commit-
tee. SOX required companies to disclose off-balance sheet
arrangements in financial reports, an obvious acknowledge-
ment of the Enron failure. Finally, in terms of the accounting
firms that provide audit and other functions, SOX prohibited
any one firm from performing auditing and consulting ser-
vices for the same company.

Approximately 44 other countries quickly followed the
lead of the US and passed similar legislation designed to
impose governance reform with the end objective of encour-
aging transparent financial reporting and to oversee the
accounting profession, and ultimately, to end financial fraud
and market failure, (Young 2006; Harris 2012).

SOX was passed quickly and had ambitious goals. Fif-
teen years later the effect and the effectiveness of SOX is
still being debated. In today’s changed climate where repeal
of much of the Dodds—Frank Act (2010) is a distinct pos-
sibility, the need to examine and understand SOX and other
similar legislation has never been more important.

The Impact of SOX: What We Know

What do we know about the impact of SOX? Many research-
ers have addressed this question through empirical observa-
tions of the economic impact of SOX on the stock markets,
companies and audit firms. This body of work showed that
immediately upon the imposition of SOX, the financial mar-
kets reacted negatively, most likely as a result of the costs
that were expected to be imposed by SOX on firms through
additional audit and governance requirements (Zhang 2007).
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These increased costs were in fact borne out. SOX has been
estimated by the SEC to result in an additional US$91,000
cost per company and by the Financial Executives Institute
to be 48 times the SEC estimate (McLuhan 2007).! Empiri-
cal evidence substantiates that audit fees alone rose approxi-
mately 74% in the post-SOX period, and even more where
Big 4 audit firms were used (Ghosh and Pawlewicz 2009).

As anticipated, SOX has increased the demand for and
workload of outside directors, as boards are now larger,
more independent, and required to meet more often (Linck
et al. 2008a, b). Internal control requirements have increased
as have financial and information disclosure requirements
(Gordon et al. 2006). Fewer deficient audit quality lawsuits
have been filed and the obvious inference is that this reflects
improved quality (Harris 2012). Immediately following the
implementation of SOX the number of financial restatements
increased dramatically (Turner and Weirich 2006; Chen
et al. 2014), but this trend reversed itself as early as 2005
(Harris 2012). Empirical research (Palmrose et al. 2004;
Chen et al. 2013) shows that restatements result in nega-
tive market reactions and increase the cost of firms’ capital
(Hribar and Jenkins 2004).

Despite an extensive body of research on the impact
of SOX in general, 15 years later the essential question of
whether SOX has reduced unethical actions on the part of
executives and auditors remains largely unanswered. Very
little research has considered this particular issue which
is somewhat surprising since executives and auditors are
the very individuals who were supposed to be the target
of the legislation. It therefore is appropriate to consider
now whether SOX was effective in promoting more ethi-
cal behavior in reporting in enterprises and by corporate
executives and auditors and this is the focus of this Thematic
Symposium.

SOX and Its Implications for Ethical Behavior
in Organizations

While existing research mainly focused on the economic
consequences of SOX, our forum specifically considers the
question of whether SOX has promoted ethical behavior and
transparent reporting within corporations and their auditors.
We present three papers that first appeared in draft format
at a Symposium conducted by the Centre for Accounting
Ethics, University of Waterloo, in Toronto, April 2017.
Two investigate the related areas of financial statements

' Furthermore, empirical research shows that the costs of Sox are
disproportionately felt by smaller firms (Holmstrom and Kaplan
2003), which has led to some exemptions being granted from securi-
ties regulation based on size of corporation (Gao et al. 2009a, b).
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and clawbacks, both of which are requirements of SOX
that are of particular relevance in terms of examining the
influence of SOX on the ethicality of executives’ behavior
in organizations. SOX Section 404 addresses restatements
and Section 304 requires that executive compensation be
clawed back when restatements occur. The final paper in
this Thematic Symposium considers the impact of SOX on
nonprofits’ financial reporting and ethical climate.

SOX Section 404 requires the CEO and the CFO to opine
on whether the internal controls of the firm are effective and
whether a material misstatement of the financial statements
exists. Section 404 makes executives’ responsible both for
the internal controls and for transparent and honest financial
reporting. If the financial statements contain a material mis-
statement that later requires restatement, then this may have
occurred either because management itself failed to ensure
that internal controls were adequate and by so doing, failed
to detect the mistake, or it failed to disclose the misstate-
ment itself. Perhaps, due to the increased scrutiny of finan-
cial statements and the responsibility of executives resulting
from SOX Section 404, SOX initially resulted in an increase
in the number of restatements of organizations’ financial
statements. These changes may have undermined trust in
transparency and in the audit function, which at first glance
appears to be counterintuitive to the objectives of SOX.

Our first paper by Cianci Clor-Proell, and Kaplan consid-
ers whether restatements increase or undermine the trust that
investors have in the executive team. In particular, Cianci
et al. (2018) examine the joint effects of pre-restatement
managerial reputation and the announcement of managerial
corrective actions in response to a restatement. In so doing,
they attempt to tease apart whether investors’ responses to
restatements reflect an improvement or a deterioration in
the trust of managers. Their results show that, in fact, the
corrective action that the restatement represented resulted in
an increase in investors’ trust and thereby in greater invest-
ment and CEO retention. Thus, their findings suggest that
the SOX requirement for corrective restatement is viewed
positively by investors and should consequently offset, at
least to some extent, the negative economic consequences
associated with issuing a restatement.

SOX Section 304 (Forfeiture of Certain Bonuses and
Profits), the clawback provision, allows the SEC to recover
compensation paid to CEOs and CFOs in the 12 months fol-
lowing the restatement of financial statements. The purpose
of the provision was to increase executives’ accountabil-
ity for less than honest reporting, create a positive ethical
climate, and encourage transparent reporting by the firm.
The SOX provisions were reinforced by the Dodd—Frank
Act, 2010. Surprisingly, Pyzoha (2015) presented empiri-
cal evidence that suggests that clawbacks may have the
opposite effect to that intended. By effectively imposing
a financial penalty on executives for financial restatement,
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the likelihood of financial restatements is inhibited. Accord-
ingly, it is not clear whether the reduction in number of
restatements post-2005 was a result of increases in the hon-
esty in the initial reporting by companies or due to the threat
of clawback provisions inhibiting executives and auditors
from proposing and implementing financial restatements.
The Cianci et al. (2018) paper provides more and useful
insight into the effectiveness of clawbacks and restatements.

The second paper in this Thematic Symposium, Brink
et al. (2018) investigates the effect of clawbacks on auditors
through a series of three experiments. They show, perhaps
contrary to their own initial expectations, that the pres-
ence of clawbacks does not inhibit auditors’ risk of mate-
rial misstatement nor their willingness to propose restate-
ments. Instead, and favorably, the results suggest that SOX
has resulted in a more positive ethical climate and that the
decrease in the number of restatements may be due to an
increase in financial transparency and stronger internal con-
trols in the post-SOX era.

The third paper in this series addresses a large hole in our
understanding of the impact of SOX, namely the effect of
SOX on over 1 million nonprofit organizations. Particular
provisions of SOX apply to all private organizations in the
USA including not-for-profits which have devoted consid-
erable effort to implementing SOX mandated provisions to
their operations (Nezhina and Brudney 2012). Consequently,
SOX required policies have influenced the operations of
nonprofits, and, as with the for profit sector, at considerable
additional cost including higher audit and administrative
costs (Nezhina and Brudney 2012).

Saxton and Neely (2018) examine the impact of SOX on
the nonprofit sector by considering three key policies that
are explicitly applicable to charities: (1) conflict-of-interest
policies, (2) records retention policies, and (3) whistleblower
policies. They argue that a decline in the reporting of lapses
in these three areas would suggest that the ethical climate
of charities in the nonprofit sector is improving. An empiri-
cal examination of lapses as reported by a large third-party
ratings agency, Charity Navigator, suggests that there is a
decline in lapses in all three areas. These findings suggest
that SOX has indeed improved the ethical climate and trans-
parency in nonprofit organizations.

Conclusion

The three investigations described in this Thematic Sym-
posium considered and appeared to demonstrate that by
strengthening corporate governance and increasing the trans-
parency of financial disclosures required of enterprises, SOX
has resulted in executives acting at least somewhat more
ethically. Furthermore, all three papers consider the effect of
SOX beyond that of pure economic impact on organizations

themselves by focusing on how SOX affected the ethical
behavior of investors and auditors, and the overall ethical
culture in organizations. The three studies suggest that the
goals of increasing transparency and trust in financial report-
ing appear to have been met, as trust on the part of inves-
tors has increased, and ethical climate in organizations has
improved. If indeed SOX has resulted in a positive change
on organizations, the question still remains, is the increased
cost that SOX imposes on organization economically worth
the price? This remains to be seen. The detractors of SOX
will continue to argue the costs of SOX are too high, but
the three studies included in the volume suggest that the
effectiveness of SOX in terms of increasing investors’ trust
in the transparency of financial statement reporting and in
encouraging ethical behavior and ethical climate in organiza-
tions is undisputed.

We have complied with the ethical standards of Journal
of Business Ethics, and we have not used human or other
participants in this article.
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