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Presentation Notes
The Sarbanes-Oxley Act was passed by the United States Congress on July 30, 2002, to address problems revealed by the Enron, WorldCom and other accounting scandals.  Now in its second decade, the Act appears to have changed corporate operations in substantial ways, including: 1) reformation and empowerment of the board of directors; 2) increased adoption of corporate codes of ethics; 3) clarification of the role of the in-house counsel; and 4) oversight of independent auditors by a new board (i.e., the Public Company Accounting Oversight Board).  On the downside, the Act appears to have made operations of corporations more expensive and strengthened SEC oversight (and in doing so, placing prosecutors in a stronger position).  Given these outcomes, it would be expected that SOX processes would have mitigated potential problems in the financial marketplace during the years following its passage.  Unfortunately, even with implementation of SOX, markets experienced a tremendous financial bubble and bust during 2008 that revealed further problems in the financial markets.  Countrywide, Wachovia Bank, Fannie Mae, Freddie Mac, and Washington Mutual (to name only a few) were all public companies that were subject to the processes and structures required by SOX legislation.  



Definition of Abuse/Fraud

In the broadest sense, fraud can
encompass “any crime for gain that uses
deception as its principal modus
operandus”.

More specifically, fraud is defined by
Black’s Law Dictionary as “A knowing
misrepresentation of the truth or
concealment”.

Source: http://www.acfe.com
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http://www.acfe.com/search.aspx?SearchText=definition+of+fraud


Asset Financial
Misappropriation Statement Fraud

Corruption

Conflicts of Asset/Revenue Asset/Revenue
Interest Overstatements Understatements

Inventory and All
Other Assets

Theft of Cash Theft of Cash Fraudulent
on Hand Receipts Disbursements




Rationale for Study

e

Society depends on individuals and
organizations with financial and accounting
expertise to maintain integrity in financial
markets and to support sustainable markets.

—

Legislation has been the primary vehicle by US
government for creating a floor for meeting this
public expectation.




Approach to Study of SOX

Three of SOX’s eleven titles are emphasized.

Academic/ trade publications are combined with credible
activist literature to explore perspectives on outcomes.

Data on actual outcomes is incorporated when available.

Extrapolation is used to develop future scenarios.




Titles: SARBANES OXLEY ACT OF 2002

TITLE 1: PUBLIC COMPANY ACCOUNTING OVERSIGHT BOARD
TITLE 2: AUDITOR INDEPENDENCE

TITLE 3: CORPORATE SOCIAL RESPONSIBILITY

TITLE 4: ENHANCED FINANCIAL DISCLOSURES

TITLE 5: ANALYST CONFLICTS OF INTEREST

TITLE 6: COMMISSION RESOURCES AND AUTHORITY

TITLE 7: STUDIES AND REPORTS

TITLE 8: CORPORATE AND CRIMINAL FRAUD ACCOUNTABILITY
TITLE 9: WHITE COLLAR CRIME PENALTY ENHANCEMENTS

TITLE 10: CORPORATE TAX RETURNS

TITLE 11: CORPORATE FRAUD AND ACCOUNTABILITY




Selected Titles for Review

Title Il amends the Securities Exchange Act of 1934 by
prohibiting certain activities.

To ensure that the firm is independent of the audit client, a
registered public accounting firm and specific persons
associated with that firm may be prohibited ...from providing
certain services, including bookkeeping or other services
related to the accounting records or financial statements of the
audit client; financial information systems design and
implementation; appraisal or valuation services, fairness
opinions, or contribution-in-kind reports; actuarial services;
internal audit outsourcing services; management functions or
human resources; broker or dealer, investment adviser, or
investment banking services; legal services and expert services
unrelated to the audit; and any other service that the Board
determines, by regulation, is impermissible.




Selected Titles for Review

Title lll: amends the Securities Exchange Act of 1934 by setting
standards related to audit committees.

Places responsibility for the appointment, compensation, and
oversight of the work of a registered public accounting firm that
is employed by the issuer on the audit committee... requires that

members of the audit committee be a member of the issuer’s
board of directors but “otherwise be independent.” It requires
that the principal executive officer(s) and financial officer(s)
certify that they have read reports, that the statements contains
no untrue statements not omissions of a material fact, and that
proper internal controls are in place. They are prohibited from
taking actions that fraudulently influence, coerce, manipulate, or
mislead any independent public accountant engaged in
performance of a financial audit.




Selected Titles for Review

Title IV mandates that an issuer’s published financial
statements be accurate, scrutinized and transparent.

Mandates that an issuer’s published financial statements
be accurate and that they must include material off-
balance sheet liabilities, obligations and transactions.

Generally accepted accounting principles and regulations
must be scrutinized to ensure that they result in

transparent reporting.




Changes Due to SOX

greater internal control of financial reports \

Th increased expertise and independence among
€ ways more-focused boards, committees and directors

that 0).4 new reporting, audit, disclosure and ethics
requirements and infrastructures

whistleblower structures (upon which the Dodd-
Frank Wall Street Reform and Consumer
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public
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Foundation for new language on executive
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CHANGES TO THE ACCOUNTING
PROFESSION



Public Company Accounting Oversight
Board

SOX Mandates the Establishment of a Not-For-Profit, Non-
Governmental Public Company Accounting Oversight Board

The protection of the interests of the public as well as investors

Duties of the Board include

— Registering Public Accounting Firms That Prepare Audit Reports For
Issuers;

— Establishing and/or Adopting, By Rule, Auditing, Quality Control,
Ethics, Independence, and Other Standards Relating To The
Preparation of Audit Reports for Issuers;

— Conducting Investigations and Disciplinary Proceedings and Imposing
Appropriate Sanctions When Justified.

The Board is Mandated to Enforce Compliance With The Act, The
Rules of The Board, Professional Standards, and The Securities Laws
Relating to The Preparation and Issuance of Audit Reports.



Public Company Accounting Oversight
Board continued
e The Board Composition

 Funding of the PCAOB
* International Authority of the Board



New Roles for Audit Committees &
Auditors

Auditors Report
Approval of Services Performed by Auditor
Auditor Reporting of New Information

Offering of Specified Non-Audit Services
Prohibited

Audit Partner Rotation

Employment Implications



Criminal Penalties and Protection for
Whistleblowers

Failure to Maintain Working Papers
Document Destruction

Securities Fraud

Fraud Discovery

Other Provisions



Financial Reporting and Auditing
Process Additions

e Second Partner Review and Approval of Audit
Reports

e Management Assessment of Internal Controls
* Audit Reports — New Content Required



Areas For The Profession To Watch

Consulting Services
Implications for CPAs with Tax Practices
Cascade Effect

Additional Burdens for CPAs in Business and
Industry



IMPACTS ON NOT-FOR-PROFITS
AND PRIVATE COMPANIES
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We will also demonstrate how the expectations of public concerning how the roles of the SEC and the PCAOB in protecting financial markets are important in evaluating the successes and failure of SOX in regulating financial markets more than 10 years after implementation of the Act.  Information will thus be sought on the role of shareholder activism in events leading to and following passage of SOX.  Special attention will be focused on response to unintended impacts, including reinterpretations of the Act, implementation the new regulations, and impact on industries or companies that are not covered by the SOX legislation.  



Impacts on US Not-for-profit
Organizations

Adopted SOX provisions as best

practices

e Independence of directors

e Audit committee procedures

e Transparency values

e Solid organizational governance
e Accountability




National Association of College and
University Business Officers (NACUBO)

ON ACCOUNTABILITY

Public awareness of how quickly financial wrongdoing and a lack of
effective controls can devastate some of America's largest and
most well-known companies is at its peak. The Sarbanes-Oxley Act
of 2002 (Sarbanes), was essentially a formal response to major
corporate and accounting scandals. Although Sarbanes applies to
companies that register securities with the Securities and Exchange
Commission (SEC), NACUBO believes that college and university
business officers should regard Sarbanes as an opportunity to
further the business officer's defining core objectives, namely,
the enhancement of institutional accountability and
responsibility.
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The National Association of College and University Business Officers (NACUBO) is a membership organization representing more than 2,500 colleges, universities, and higher education service providers across the country and around the world.
NACUBO specifically represents chief business and financial officers through advocacy efforts, community service, and professional development activities. The association's mission is to advance the economic viability and business practices of higher education institutions in fulfillment of their academic missions.
NACUBO membership is institutionally based and runs from June 1 through May 31 of the next year. Staff members of a member institution are eligible to receive benefits, including discounted products and services. Students and retired business officers may purchase an individual membership. �



B

Example: SOX at DePaul University

Since DePaul is a non-profit university, not governed by the same rules as a
corporation, the Sarbanes-Oxley Act has minimal impact. However, there
are several examples of how DePaul is taking the initiative to adopt many
of the same principles outlined in Sarbanes-Oxley, and applying them to its
stewardship practices.

...(NACUBO) released ...recommendations for higher education based on the
Sarbanes-Oxley Act... NACUBO says colleges and universities should
consider the act "as a framework to help evaluate overall financial risks..."

—

At the request of the audit committee of the board of trustees, DePaul
formed the Office of Institutional Compliance to lead such efforts. A
university compliance officer was named, and in the spirit of the Sarbanes-
Oxley Act, the compliance department created supporting programs...
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What is the Sarbanes-Oxley Act and how does it affect DePaul?  The Sarbanes-Oxley Act became law in July 2002, in response to the corporate scandals at Enron, WorldCom, Arthur Andersen and others. The act establishes new standards for corporate accountability and seeks to improve the accuracy of financial reporting for publicly traded companies. �So how does this affect DePaul?Since DePaul is a non-profit university, not governed by the same rules as a corporation, the Sarbanes-Oxley Act has minimal impact. However, there are several examples of how DePaul is taking the initiative to adopt many of the same principles outlined in Sarbanes-Oxley, and applying them to its stewardship practices.�The National Association of College and University Business Officers (NACUBO) released an advisory report with recommendations for higher education based on the Sarbanes-Oxley Act. In the report, NACUBO says colleges and universities should consider the act "as a framework to help evaluate overall financial risks, and not simply comply with accountability concepts that stem from structures, and circumstances that differ fundamentally from the stewardship responsibilities and public obligations they face."�     At the request of the audit committee of the board of trustees, DePaul formed the Office of Institutional Compliance to lead such efforts. A university compliance officer was named, and in the spirit of the Sarbanes-Oxley Act, the compliance department created supporting programs such as Management Standards Training, general compliance training, risk assessments, monitoring plans and Quality Assurance Reviews.�Other non-profits and higher education institutions are also following suit, with the expectation that the Sarbanes-Oxley Act may eventually apply to them as well.�     Many colleges and universities may face closer scrutiny for institutional transactions and relationships by board members; greater enforcement by state agencies, the IRS and other regulatory groups; increased reviews of transactions and financial statements by institutional auditors; and greater oversight of the auditors themselves.�Fitch Ratings, a credit rating agency, says it views the increasing voluntary adoption of the Sarbanes-Oxley Act in higher education as a best practice for improving accountability, transparency and disclosure within the sector.�Fitch goes on to say that internal controls within higher education are viewed as critical in reducing the risk of fraud and other activities that could jeopardize an institution's assets and financial position.�   Failure to comply with the Sarbanes-Oxley Act can result in steep penalties for those in corporations who commit fraud, fail to report fraud or destroy records. Such behavior can now result in criminal felony charges. The act also provides protection for corporate whistleblowers.�   While these penalties don't necessarily apply to DePaul now, they're proof of how seriously the Federal government is taking fraudulent behavior at the corporate level.���



A Comparison of The United State’s Sarbanes-Oxley Act of 2002 (SOX)
and The European Union’s 8t" Company Law Directive (8t Directive)

INFLUENCE ON EUROPEAN
BUSINESS



Comparison of SOX and The 8t
Directive

Registration of Accounting Firms, Auditors, and Audit Firms

The Audit Committee

Responsibility For Auditing, Quality Control, and Independence
Standards and Rules

Rotation of Auditors

Competent Authority




The 8t Company Law The Sarbanes-Oxley Act of
Directive 2002

Approval, Continuing
Education & Mutual
Recognition of Statutory
Auditors and Audit Firm

Registration of Statutory
Auditors and Audit Firms

Public oversight systems
approve auditors & audit
firms if conditions laid
down in Article 3(4) to 10

Public oversight systems in
Member States register
auditors and audit firms
with the information
required in Articles 16 and
17

PCAOB approves auditor
firms after reviewing
application for registration
with details the Board
specify in Section 102(b)



SOCIETAL AND CONSUMER
IMPACTS



The Dodd-Frank Wall Street Reform
and Consumer Protection Act (2013)

Creates new regulations for companies that extend credit to
consumers and a new Consumer Financial Protection Bureau

Exempts small public companies from Sarbanes-Oxley section
404(b)

Makes auditors of broker-dealers subject to PCAOB regulation
and change registration requirements for investment advisers

Articulates new language for whistleblowers and executive
compensation/governance
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The Dodd–Frank Wall Street Reform and Consumer Protection Act (Pub.L. 111–203, H.R. 4173; commonly referred to as Dodd-Frank) was signed into federal law by President Barack Obama on July 21, 2010 at the Ronald Reagan Building in Washington, DC.[1] Passed as a response to the Great Recession, it brought the most significant changes to financial regulation in the United States since the regulatory reform that followed the Great Depression.[2][3][4] It made changes in the American financial regulatory environment that affect all federal financial regulatory agencies and almost every part of the nation's financial services industry.[5][6]
As with other major financial reforms, a variety of critics have attacked the law, some arguing it was not enough to prevent another financial crisis or more bailouts, and others arguing it went too far and unduly restricted financial institutions.[7]
The law was initially proposed by the Obama Administration in June 2009, when the White House sent a series of proposed bills to Congress. A version of the legislation was introduced in the House in July 2009. On December 2, 2009, revised versions were introduced in the House of Representatives by Financial Services Committee Chairman Barney Frank, and in the Senate Banking Committee by former Chairman Chris Dodd. Due to their involvement with the bill, the conference committee that reported on June 25, 2010,[1] voted to name the bill after the two members of Congress.[8]



BUREAU OF CONSUMER FINANCIAL
PROTECTION (BCFP)

Consolidates most federal regulation of financial services offered to
consumers

Replaces the Office of Thrift Supervision’s seat on the FDIC board

‘Covers most credit providers, including mortgage lenders, providers of
nonbank financial companies, and banks and credit unions (assets over $10
billion)

Has authority over CPAs providing “customary and usual” accounting
activities

Covers other services “incidental” to such usual and customary accounting
activities
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FINANCIAL STABILITY OVERSIGHT COUNCIL
The legislation creates a new systemic risk regulator called the Financial Stability Oversight Council. The council, chaired by the Treasury secretary and whose members will be heads of regulatory agencies, including the chairmen of the Federal Reserve, FDIC and SEC among others, will identify any company, product or activity that could threaten the financial system.
 
The Federal Reserve will supervise the companies identified by the council, and the FDIC would carry out instructions by the council to close large entities under a new orderly liquidation authority. The council, through the Federal Reserve, will also have the power to break up large firms, require increased reserves, or veto rules created by another new regulator—the Bureau of Consumer Financial Protection—with a two-thirds vote.
 
BUREAU OF CONSUMER FINANCIAL PROTECTION
The Bureau of Consumer Financial Protection consolidates most federal regulation of financial services offered to consumers and replaces the Office of Thrift Supervision’s seat on the FDIC board. Almost all credit providers, including mortgage lenders, providers of payday loans, other nonbank financial companies, and banks and credit unions with assets over $10 billion will be subject to new regulations.
 
CPAs providing “customary and usual” accounting activities, including the provision of “accounting, tax, advisory, or other services that are subject to the regulatory authority of a [s]tate board of accountancy” are carved out from the bureau’s authority. In addition, other services “incidental” to such usual and customary accounting activities, to the extent that they are not offered or provided separate and apart from such customary and usual accounting activities or to consumers who are not receiving such customary and usual accounting activities, are also carved out. Refund anticipation loan providers are not exempt.
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Whistleblower Provisions: Section 922

* Prohibits retaliation against employee who complains to SEC, regardless of
whether employee reasonably believes the conduct violates the law. (SOX - only if
they reasonably believe the conduct is unlawful.)

* Provides for double back-pay damages to prevailing whistleblowers who sue
alleging retaliation for participating in SEC investigation.

e Amends SOX to cover both publicly-traded companies and any subsidiary or
affiliate.

 Doubles SOX’s 90 day statute of limitations for filing retaliation claim to 180 days.
(Statute of limitation for retaliation for participating in SEC inquiry: 6 years from
the date of the violation; 3 years from the date violation is discovered.

 Allows employee to file a retaliation complaint directly in federal court, bypassing
the current DOL administrative process, when whistleblower participated in SEC
investigation.

e Gives claimants a right to jury trial in federal court, i.e., does not allow mandatory
arbitration agreements to whistleblower retaliation claims.

e Gives the BCFP the authority to investigate and commence civil actions against
financial services industry employers who retaliate against whistleblower
employees.
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One of provisions of the Dodd-Frank Act is in Section 922 – the “whistleblower provision” – and arguably one of the most significant components of the Act. SOX required public companies to establish a confidential channel for Dodd-Frank whistleblowers to report financial misconduct to the SEC and prohibit retaliation. Dodd-Frank builds on that, and in Section 922, also sets up a “bounty program,” allowing whistleblowers who report “original” information to the SEC about securities violations to obtain between 10 and 30 percent of any monetary sanctions awarded in excess of $1 million recovered against the company.
Compare the Whistleblower Provisions of Dodd-Frank and SOX
Some deem Dodd-Frank and Section 922 as a necessary evil (and some say just plain evil), but either way it will have a significant impact on public companies. As the SEC comes fully online with various enforcement components, it will become increasingly crucial to have an effective, credible and comprehensive whistleblower program and case management reporting structure in place, and well integrated, across the corporate structure.
The SEC and the Commodity Futures Trading Commission (CFTC) have issued statements regarding just how Section 922 will be enforced. Specifically, before approaching the SEC, the whistleblower should address the matter internally to their company, through whatever ethics reporting structure is in place. This could serve to dissuade, rather than persuade, a would-be whistleblower from coming forward, unless of course they know that their company’s corporate governance policy is sound and trustworthy.  A corporate whistleblower program provides the organization with the ability to quickly respond to issues. By doing this, concerns about fraud and financial misconduct are reported, so corrective action can be taken before a securities law violation occurs and the SEC becomes involved, thereby protecting the company’s interests.
Read more: http://www.tnwinc.com/resources/dodd-frank-whistleblower/#ixzz33lxUwPGh

Section 922 of Dodd-Frank expands the protection accorded to whistleblowers under SOX in the following ways:
Retaliation against an employee who complains to the SEC is prohibited, regardless of whether the employee reasonably believes the complained-of conduct violates the law. SOX protects internal complainants only if they reasonably believe the conduct is unlawful.
Dodd-Frank provides for double back-pay damages to prevailing whistleblowers who sue alleging retaliation for participating in an SEC investigation.
Dodd-Frank amends SOX to expressly cover both publicly-traded companies and any subsidiary or affiliate.
SOX’s 90 day statute of limitations for filing a retaliation claim is doubled to 180 days. For those alleging retaliation for participating in an SEC inquiry, the statute of limitations is lengthened to six years from the date of the violation or three years from the date the employee discovers the violation.
An employee now may file a retaliation complaint directly in federal court, bypassing the current DOL administrative process, when the whistleblower participated in an SEC investigation.
Mandatory arbitration agreements, common in the financial services industry, do not apply to whistleblower retaliation claims; claimants have a right to jury trial in federal court.
Finally, Dodd-Frank creates the Bureau of Consumer Financial Protection, which has the authority to investigate and commence civil actions against financial services industry employers who retaliate against whistleblower employees.
Read more: http://www.tnwinc.com/resources/sox-whistleblower/#ixzz33mfarAPs


EXECUTIVE COMPENSATION,
CORPORATE GOVERNANCE

Requires a nonbinding shareholder vote on executive pay. Listing exchanges will
enforce the compensation policies.

Requires directors on compensation committees to be independent of the
company and its management

Requires new disclosures regarding compensation.

Requires the SEC, within 180 days after enactment, to issue rules requiring
companies to disclose in the proxy statement why they have separated, or
combined, the positions of chairman and CEO.
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EXECUTIVE COMPENSATION, CORPORATE GOVERNANCE
The act requires a nonbinding shareholder vote on executive pay. Compensation based on financial statements that are restated must be returned for the three years preceding the restatement in an amount equal to the excess of what would have been paid under the restated results. Listing exchanges will enforce the compensation policies.
 
“Management focus on accounting accuracy may be enhanced, but in the end compensation committees may still set compensation at the board’s discretion,” said AICPA Technical Manager Sharon Strother. “Companies may need to review existing compensation contracts.”
 
The act also requires directors on compensation committees to be independent of the company and its management, and requires new disclosures regarding compensation.
 
The act requires the SEC, within 180 days after enactment, to issue rules requiring companies to disclose in the proxy statement why they have separated, or combined, the positions of chairman and CEO.



FINDINGS



FYI: Whistleblowing

Figure 13: Source of Tips
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FYl: Restatements

Total Restatements by Year

BUniquefilers  wRestatements

2007 2008 2009 2010 2011 2012

Revision Restatements

B Percentage Revision
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http://www.auditanalytics.com/blog/2012-financial-restatements-review/


Restatements continued

Average Issues per Restatement
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http://www.auditanalytics.com/blog/wp-content/uploads/2013/03/Average-Issues-Per-Restatement.png


Summary: Major Impacts of SOXs and
Related Legislation on Accounting

Relationship with General counsel

Auditor fees

Major changes to how firms are being
assessed for covered public firms

Financial Stability Oversight Council

Sox 404(b) exemption (See Dodd-Frank Wall
Street Reform and Consumer Protection Act)




Management/Governance

e Code of ethics

— Encouraged and further strengthened by:
e Federal Sentencing Guidelines

e SOX requirement regarding senior execs and financial
officers

e Dodd-Frank Act

* Empowerment
— Empowered board of directors
— In-house counsel — shift in focus to organization

— Shareholder activism — “say on pay” (being continued
thru Dodd-Frank Act)

— Empowered SEC




Beyond the Public Company/Issuers

US not-for-profits and private organizations are
adopting the standards articulated through SOX

legislation.

It appears that the number of organizations that have
statements of commitment to SOXs is trending
upwards (though there is not database that provides

this data).

Awareness of fraud and abuse is increasing

— SOX encourages the use of anti-fraud initiatives and
detection and prevention tools for stopping fraud in
organizations by providing for greater communication
about accountability and transparency.




Conclusions

SOX has encouraged implementation of
more transparent accounting systems and
new government regulatory protections.

Substantial problems with accounting-
related fraud continue to exist.”
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http:/mayrsom.com/2013/07/12/regulatory-measures/


Conclusions

Performing all tasks mandated by SOX
continues to plague efforts to fully implement
SOX. Unfortunately, what has been
encountered is what is often termed an

expectations gap (i.e., the expected impact
and related outcome of SOX when it was
passed in 2002 does not meet the reality of
what is being seen twelve years later).
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