Sergiy lvakhnenkov, Ph.D., Doctor of Sciences
Professor
Department of Finance

National University of ‘Kyiv-Mohyla Academy’, Kyiv, Ukraine

Jay Christopher Thibodeau, Ph.D., Certified Public Accountant (CPA)
Professor

Department of Accountancy

Bentley University, Waltham, USA

Norms of Sarbanes-Oxley Act in the USA Auditing practice and International Auditing practice

The Sarbanes-Oxley Act (SOX), passed by the USA Congress in 2002, has had a dramatic
impact on the American business landscape. In addition, since its regulations also apply to foreign
companies which enter the American capital markets, the Act has also had a worldwide impact. The
Act regulates specific types of business activity for all issuers that have registered its bonds or equity
securities with a regulatory body in the USA, such as the Securities and Exchange Commission (SEC).
Given the Act’s requirements, what are the implementation issues that must be considered by
international (including Ukrainian) companies seeking to enter the American capital markets?

In order to defend the public from unreliable financial information, the Act requires a
company’s management team to assess the effectiveness of their own system of internal control over
financial reporting and then mandates that the company’s auditor issue an opinion attesting to the
effectiveness of the internal control system. Since one of the primary purposes of the Act’s regulations
is to strengthen the transparency and reliability of companies’ information and to increase the
effectiveness of the auditing profession, business environment would benefit from implementing the
Act’s regulations.

The majority of Ukrainian (as well as, for instance, European) companies, except those with
bonds and equity securities already registered by the US Securities and Exchange Commission (SEC),
are not subject to the Act’s requirements. However, it is very important for companies to consider
taking measures that will demonstrate good corporate governance, including the issuance of reliable
financial reports. Stated simply, the system of financial reporting and information disclosure in must
be improved.

There are three primary reasons. First, companies that plan to enter the American capital
markets have no choice; they must meet the requirements of the Act. In addition, the present
enforcement of the Act’s requirements in the USA is indicative of an emerging trend throughout the



world. It is likely that in the near future similar rules and enforcement will occur in the legislative acts
of the EU.

Second, there is an emerging body of scientific evidence which demonstrates that effective
internal controls reduce the cost of bond and equity securities for a corporation [1]. It may be that
effective internal controls are viewed by investors as an example of leading practice exhibited by the
corporate management team; which increases demand for the corporation’s securities and reduces the
cost of bonds and equity. It could also be the auditor’s independent attestation of internal control
effectiveness reduces the riskiness of the corporation in the opinion of investors. As a result this
reduction in risk, when the corporation seeks capital, investors are willing to accept a lower rate of
return in exchange for their investment. In summary, the evidence suggests that an effective system of
internal controls appears to provide a corporation’s management team with an important advantage
when investors make their final decision among investment alternatives.

Third, the Act mandated governmental regulation of the audit profession in the USA. The
newly established Public Company Accounting Oversight Board (PCAOB) in the USA is now
required to perform detailed inspections of the audit process employed by each audit firm. Prior to the
Act, the audit profession in the USA relied solely on peer evaluation; thus, auditors were only subject
to inspections by other auditors. Evidence from active USA practitioners suggests that the added
regulatory oversight on the audit process performed by the PCAOB has had an immediate and positive
impact on auditing quality.

Some have asserted that the demands of the Sarbanes-Oxley Act has helped to discourage
corporations from seeking capital from USA markets (e.g., NYSE) and instead has led them to other
world financial markets, like London; where it is generally believed that the extent of regulation is far
less burdensome to corporations. However, it is interesting to note that the research on companies that
actually delisted from the capital markets in the USA do not support this proposition [2]. In fact, the
results reveal that that the number of delistings actually declined after the Act! So, the cost/benefit
proposition is not entirely clear.

There is some evidence that suggests a clear benefit for companies from a home country with
less corporate governance regulations, like Ukraine. According to Litvak [4], the Sarbanes-Oxley Act's
effect on international companies that are currently listed in the US is dependent, in part, by the level
of regulation of the company’s home country. Companies from poorly regulated countries tended to
benefit from higher credit ratings if they complied with the stringent regulations of a country like the
USA.

According to International Standards on Auditing (ISA), which are used by Auditors in Ukraine
since 2004 and in the EU since 2005, auditors must gain an understanding of the internal control
systems, including an understanding of the business processes that are executed at a company, such as

translation, registration, processing, and recording (ISAs 315, 610). Auditors need this type of detailed



information to reach a conclusion of whether to rely on the internal control system as an important step
towards reaching the final audit report. If after gaining an understanding, an auditor decides that the
internal control system is weak, it is possible to avoid detailed testing of the internal control system. In
this situation, an auditor would have to conduct more substantive testing. A second reason may be
when an auditor decides that it is more efficient to complete the audit of financial statement with
substantive testing only, even if the internal control system might be strong.

Although ISAs are not required to be followed by USA auditors, the PCAOB standards®, which
are designed to comply with the Act, demand more than the ISAs. They require the presence of two
audit opinions in each annual report of a publicly traded company — 1) a report on the financial
statements themselves; and 2) a report on the effectiveness of a company's internal control system over
financial reporting. At present, the USA is the only country where it is obligatory for an auditor to
issue a report on the internal control effectiveness. So, when auditing a publicly traded company in the
USA, an auditor must evaluate the effectiveness of the internal control system on each audit. As a
result, internal control systems have never before faced so much scrutiny by so many professionals!

The ISAs do not require that auditors issue a report on the effectiveness of their client's internal
control system over financial reporting. However, we believe that other countries should consider the
possibility of requiring the audit of internal control systems. Indeed, the mechanisms can be spread
around the world. For example, a country which adopts ISAs as the national standards or harmonizes
national standards with ISAs has a choice to either establish its own law (like the Act) or recommend
appropriate additions to the country’s own auditing standards to add internal control auditing (ISAs
allow any country or professional auditing society use the stronger regulations than ISAs do
themselves).

Since the business processes of most companies are dependent upon a high functioning, safe
and secure IT infrastructure, an understanding of the software and technical components of the
company’s information systems is very important. And, any system of internal controls that relies on
automated application controls or automated accounting calculations must be designed and system
operating effectively in accordance with the Sarbanes-Oxley Act of 2002. It is possible that such an
investment in IT could reduce the time needed (and cost) to adopt the Act’s regulations. Indeed,
evidence from a recent the study [3] suggest that companies can improve overall financial reporting
and significantly reduce the number of accounting errors by investing in IT.

As a result of several significant frauds (e.g., Enron, WorldCom), the USA adopted the
Sarbanes-Oxley Act of 2002, which led to a number of stringent regulatory requirements. Do the
potential benefits of this set of regulatory requirements outweigh the costs? The answer to this

question depends on one’s perspective and time horizon. The two primary objectives of the Congress

! http://www.pcaobus.org/Standards/index.aspx, PCAOB standards NeNe5, 2.
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in the USA are to protect investors and maintain the integrity of the securities markets. In this light, it
is our belief that the Act has imposed necessary regulatory mechanisms in the USA that have enhanced
audit quality and improved the accuracy and reliability of financial statements. To date, there are no
other countries in the world (including Ukraine) that have adopted internal control audit requirement,
similar to the Act.

The regulations of the Sarbanes-Oxley Act would are very important worldwide in several ways:

e introduction of a new approach toward state and public regulation of business;

e introduction of a new approaches toward developing effective corporate internal
control systems over financial reporting;

e improvement of the corporate information technology infrastructures.

We also believe that successful establishment of the regulations of the Sarbanes-Oxley Act
would have essential practical value for businesses.
There are a number of areas that are in need of research. We explore several below:

e the issues associated with the possibility of implementing the normative
requirements of the Sarbanes-Oxley Act into the international and Ukrainian
business community;

e to work out the best practice of developing and implementing software applications
that are designed to work in a well controlled technological environment, which will
reduce compliance costs and result in more automation and efficiency of business

process execution for corporations.
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