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Abstract This article examines the overall effectiveness of financial security laws as a means of preventing fraud in the
context of the Sarbanes-Oxley Act (SOX), adopted following the financial scandals in the United States. The results show that
while this legislation reduced fraud by establishing high governance standards, it also reduced the attractiveness of American
financial markets and their ability to raise capital. Foreign companies prefer to list on less regulated exchanges.
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1. Introduction

The financial scandals that plagued the United States of
America in the early 2000s, and the ENRON and
WORLDCOM cases in particular, both of which involved
the firm of Arthur Andersen (one of the five largest audit and
consulting firms), uncovered significant financial and
accounting manipulation that was viewed with indifference
by specialized media and financial analysts, thus
undermining the supposed efficient market principle.

The logical outcome of these events, which revealed
material problems of internal control, professional conduct,
independence and ethics among preparers of financial
reports and auditors and other financial analysts alike, was a
loss of confidence by investors in the security of financial
markets. This prompted American authorities to
substantially strengthen regulatory provisions in an effort to
counter this major crisis in confidence and the fraudulent
practices (Asthana and al, 2009). The Public Accounting
Reform and Investor Protection Act of 2002, commonly
known as the Sarbanes-Oxley Act, was enacted. The
Sarbanes-OxleyAct (SOX) is the most important reform that
US financial markets have undergone since the enactment of
the Securities Act in 1933 and the Securities Exchange Act in
1934.

2. Provisions of Sarbanes-Oxley
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Adopted with the end goal of re-establishing transparency
in financial markets and rebuilding the confidence of
investors and small savers, SOX was guided by three major
principles: the accuracy and accessibility of information, the
responsibility of managers and the independence of audit
bodies (Rioux, 2003). Following these guidelines, the main
recommendations were as follows (Bédard et al., 2007):

e Creation of thePublic Company Accounting
Oversight Board (PCAOB)

Standards (section 103)
Quality control, investigations and sanctions (sections

104-105)

e Auditor independence

Other services (section 201)
Audit partners (section 203)
e Corporate responsibility
Audit committee (section 301)
Financial reports (section 302)
Internal control (section 302)
e Enhanced financial disclosures
Management assessment of internal controls (section

404)

Code of ethics for senior financial officers (section 406)
Audit committee financial expert (section 407)

While auditor independence and creation of the PCAOB
does not appear to have been controversial, the same is not
true for the two other main provisions of SOX: enhanced
management responsibility and the requirement to establish
and assessa reliable internal control mechanism to ensure
enhanced financial disclosure. These recommendations
(prescribed by sections 302 and 404 of SOX respectively)
are considered draconian and are still subject to major debate
some 10 years after the law’s adoption and enactment.
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It was these two provisions that sparked strong negative
reaction to SOX when it was introduced. A number of firms
criticized the administrative burden that it imposed on them,
fearing a drop in productivity and excessive costs.
Companies had to commit enormous resources (personnel,
time, money, knowledge) to ensure compliance. The law led
to many changes that might at first glance appear
counter-productive (documentation, controls and testing).
Moreover, numerous corporations claimed that producing
the financial information required by SOX would be very
expensive given the need to put in place a reliable internal
control mechanism and to carry out assessments to prove the
effectiveness of that mechanism.

Although supporters of SOX can congratulate themselves
for having imposed on managers of listed corporations and
their auditors a degree of formalism never before seen,
considerably reducing fraud and restoring a climate of
confidence in financial markets, it is important not to
overlook the fact that the supplementary costs arising from
the Sarbanes-Oxley Act, related primarily to the
establishment of internal control procedures associated with
financial information disclosure, are considerable and have
prompted some companies, mainly foreign ones with modest
market capitalization, to reconsider their presence in
financial markets.

3. Costs Associated with the
Sarbanes-Oxley Act

The Sarbanes-Oxley Act does not only affect American
companies. Since the legislation applies to all companies
listed in the United States and with revenue greater than
$75 million, compliance with SOX rules can become a
distinctive element in relations between companies (clients,
suppliers) or with US investors and, sometimes, even for
companies that are not directly within the scope of SOX’s
application (Xavier Paper, 2005; Litval, 2006; Berger and al,
2006).

Some companies without the means to comply with the
new burdens of the regulations chose to delist. The soaring
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costs were confirmed by an informal survey conducted in
May 2003 by the professional association, Financial
Executives International, which was repeated by Paper (2008)
with 83 listed companies with revenues of over $3.27 billion.
[Translation] “The companies interviewed reported that they
were required to devote an average of 6,700 hours to the
assessment and improvement of their internal control
procedures and an average of an additional 3480,000 for
audit software services, external consulting and employee
training. These companies also anticipated a 35% increase
in audit fees associated with the cost of their certification of
management’s  assessment  of  internal  controls.
Representation on boards of directors was also being
reconsidered. It is no longer unusual for directors to resign
from their positions given that exercising their current
mandate is fraught with more disadvantages than
advantages.”

In light of this situation, many today believe that the
drastic requirements imposed by SOX on US listed
companies are making American financial markets less
attractive than European markets, which may ultimately
impact the liquidity of the American market. This is
reinforced by the findings of Ayayi & Noél (2007) and
Hostak & al (2013) showing that the high costs arising from
SOX and the penalties imposed on managers who violate the
regulations are encouraging a growing number of companies
to deregister from the US exchange in favour of less
regulated exchanges. It is therefore quite natural to ask the
following question: Will the desire to protect investors lead
the US legislator to contribute to reducing the attractiveness
of the US financial market?

The purpose of our study is to assess the impact of the
Sarbanes-Oxley Act as an anti-fraud instrument on the
attractiveness and efficacy of American financial markets, in
the context of the evolution of listings and delistings on the
various markets in terms of the number of companies and
volume of capital, and also, the degree of commitment of
investors who, it must be remembered, determine by their
invested savings the success of a given financial market.

Methodology

The number of initial public offerings and the volume of capital raised at the time are good indicators of the
attractiveness of the financial markets. However, their efficacy relates to their ability to satisfy investors and investees in
order to fund the economy and ensure each receives an optimal allocation, while respecting information symmetry.

The objective of our study is to examine the reaction of US financial markets in terms of their attractiveness and
efficacy following the enactment of the Sarbanes-Oxley Act. Accordingly, we will first assess the cost of compliance with
the act. Second, we will analyse the evolution in initial public offerings and delistings, and the volume of capital raised on
US financial markets compared to other international markets (which have less restrictive regulations). The conclusion

will identify theextent to which these markets are able to finance the economy.
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4. L%peciﬁc Constraints of the
arbanes-Oxley Act

There are notable similarities and differences between the
regulatory reforms introduced in the United States, Canada
and Europe. Although SOX is the model used by a number of
western countries to develop their own financial security
regulations, it should be noted that Europeans and Canadians
significantly relaxed certain provisions enacted under the US
legislation.

Despite differences in the provisions relating to new
disclosure requirements on listed companies and the
operation of the audit committee, which most European
nations, and notably France, did not want to establish as a
legal obligation, SOX prescribes the personal responsibility
of chief executive officers (CEO) and chief financial officers
(CFO) for the quality and reliability of financial disclosures
(Kang and al, 2010; Adams, 2012), and substantially
increases the penalties for financial offences, as is evident
from the table below comparing the American, Canadian and
French legislation.

Table 1. Comparison of penalties for financial crimes following adoption
of SOX

Imprisonment Fine
Arper1c4an Up to 25 years $5 million
legislation
Canadian .
L Up to 10 years No limit on fines
legislation
French legislation Up to 5 years €375,000

Source: Ayayi (2007)

In light of such demanding legislation, being a company
listed on an American stock exchange amounts to a
prestigious accomplishment. To become and remain listed,
companies must qualify, comply with the federal regulations
and maintain certain standards. If they fall below those
standards or contravene the regulations, they will be delisted.

The goal of the legislator in requiring such rigour is to
ensure the quality of the companies listed and enhance the
reputation of the exchange. These enterprises would
therefore consider themselves part of an elite group
committed to higher standards, quality management and
success. For investors, the company’s ability to remain listed
would be proof that it is a stable, desirable enterprise worthy
of confidence and investment.

Normally, the greatest cost of implementing SOX is
associated with upgrading information systems to enable
compliance with the new presentation of financial reports
and control requirements (Shaw and Terando, 2013).
However, the average initial cost of compliance for most
corporations impacted by SOX was $4.36 million. This
statistic comes from Financial Executives International
(FEI),' and is based on a survey of 217 enterprises with
average revenues of over $5 billion annually. It should be
noted that, in the first year, costs are probably higher, but

1 Report of the Conseil d’analyse économique, 2007

many companies (notably large ones) gain experience
implementing SOX and over the long term require less time
and money to comply with it. Small enterprises have greater
difficulty complying.

Since SOX took effect, the internal control requirements
set out in section 404 have proven too costly for small
enterprises, especially the enormous costs of design,
documentation, audit and financial control. This has resulted
in a great many of them disappearing or voluntarily
removing themselves from the major exchanges.

For this reason, a number of analysts would consider SOX
prejudicial to the US economy in the current global economy
context (Engel and al, 2007). A study” conducted in 2006 by
Russell Reynolds Associates, an international corporate
research and evaluation firm, shows that 58% of companies
listed in the United States planned to delist from the
exchange because of the high costs of the legislation and the
cumbersome bureaucracy it generates. At the same time, of
the 145 major European companies interviewed for the
survey, 70% did not wish to list in the United States because
of the increased regulatory requirements.

Beyond the surveys and other opinion polls, what is the
real reaction of the American financial markets to the
application of the Sarbanes-Oxley Act?

5. Results

5.1. Evolution of Initial Public Offerings on US Financial
Markets

One of the most detectable variables explaining the
evolution in financial markets is the overall trend in the
global economy. Between 2000 and 2003, most financial
markets experienced a notable decline in the number of
initial public offerings following the collapse of the high tech
speculative bubble. However, 2004 marked the gradual
recovery in initial offerings in most markets, some with
stronger and faster gains than others; the US financial
markets were among those that experienced a weak recovery.
The president of a Dutch company mentioned in the survey
by Russell Reynolds Associates stated after the enactment of
SOX that [translation] “today’s global markets are very
efficient and thus the need for an American listing has
declined. European companies will not automatically invest
in American capital markets, and American companies
might choose to list in countries with weaker regulation.”

This prediction is a fairly accurate reflection of the facts,
as illustrated in the following graphs:

During the first half of the 2000s, fewer and fewer foreign
enterprises chose to list on American exchanges. In 2000, 60
foreign companies chose the United States, but the nosedive
continued until, in September 2007, only four foreign
companies had chosen to list their securities on NASDAQ or
the New York Stock Exchange, and did so with no increase
in capital. The exchanges ended the year at 42 following

2 How CFOs are managing changes in roles and expectations, February 2006
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measures taken to ease SOX, as we will see later. York Stock Exchange, a number that increased steadily.
After the initial version of SOX was enacted, foreign From 12 in 1997 (3.9% of all foreign companies listed), the

companies not only chose to remain outside the US markets number rose to 30 in 2006 (6.6% of all foreign companies

but many that had joined chose to leave. Figure 2 shows the listed on the New York Stock Exchange).

number of foreign companies that delisted from the New
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Figure 1. Listing of foreign companies on American markets, number per year
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Figure 2. Delisting of foreign companies on the New York Stock Exchange, number per year
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However, the major exodus took place in 2007. By
October 2007, 56 foreign companies (including a number of
major European enterprises) had already delisted from the
New York Exchange, representing 12.4%, compared to 6.6%
in 2006. This massive departure of foreign companies was
seen as an accumulated demand to leave, an indicator of the
non-attractiveness of US financial markets. Numerous
reports appeared seeking an easing of the legislation. By the
end of 2007, a total of 73 foreign companies had delisted.
The number of local companies delisting (reflecting mostly
mergers-acquisitions) rose slightly from 6.6% in 2006 to
7.4% in 2007.

5.2. Capital Raised on Financial Markets: The United
States’ Share

In addition to the number of companies listed and the
number delisted on US exchanges since the enactment of
SOX, we also look at the level of capital raised on American
financial markets (primary and secondary) during the
2002-2007 period, a period deemed critical for US
exchanges in light of the application of SOX in its initial
version.

The portion of capital raised by American exchanges on
global public markets, through public offerings and

transactions on the secondary markets, is a useful measure of
competitiveness. It reflects the relative interest of US public
opinion in the domestic market as well as in foreign issuers.
The United States lost significant market share as the table
below shows:

The rivalry between London and New York as the
epicentre of world finance was rekindled during the past
decade, notably during the depths of the 2008-2009 financial
crisis. In the above table, we compare the evolution in the
liquidity of US markets with that of other WFE member
markets, as well as with that of the London Stock Exchange,
their main competitor.

The United States’ share has fallen sharply since 2005,
while that of the rest of the world, after a period of relative
stability, has increased substantially. The Unites States still
maintains its advantage over Great Britain, the gap between
their shares widening by six percentage points between 2006
and 2007 (Table 2) as a result of a decline in London’s share.
However, over the period as a whole, the rate of growth in
capital raised was only 11.4% for the United States
compared to 18.2% for Great Britain and 24.9% for the rest
of the world. In other words, the downturn experienced by
London investments benefitted the rest of the world more
than the United States.

Table 2. Value of public offerings and secondary market investments

. CAGR*
In billions of dollars 2002 2003 2004 2005 2006 2007 2002-2007
United States (NYSE, NASDAQ, AMEX) 92 88.2 163.7 187.2 120.5 157.8 11.4%
% of WFE total 26.6% 24.6% 31% 31.4% 16.8% 19.2%
London (Main market, ATM?) 34.4 30.2 32.5 51.8 94.4 79.2 18.2%
% of WFE total 10.8% 8.4% 6.1% 8.7% 13.2% 9.6%
Other WFE member exchanges 193.4 240.3 332.7 357.9 501.9 587 24.9%
% of WFE total 60.5% 67% 62.9% 60% 70% 71.21%
Total WFE 319.8 358.7 528.9 596.9 716.8 824.1 20.8%
Source: 2008 report from the Committee on Capital Markets Regulation
* Compound annual growth rate
Table 3. Market capitalization on American and international markets (1997-2002)
In billions of dollars 1997 1998 1999 2000 2001 2002 CAGR
USA 11308.77 13451.35 16635.11 15104.03 13854.61 11098.10 0.38%
% USA 48.92% 49.96% 4.07% 46.93% 49.65% 47.21% e
Rest of the world 11807.62 13472.37 19473.01 17083.08 14051.65 12411.16 1.00%
% Rest of the world 51.08% 50.04% 53.93% 53.07% 50.35% 52.79% e
Source: World Bank, World Development Indicators
Table 4. Market capitalization on American and international markets (2003-2011)
n 1211(1)1111(;?: of 2003 2004 2005 2006 2007 2008 2009 2010 2011 | CAGR
USA 14266.26 16323.72 16970.86 19425.85 19947.28 11737.64 15077.28 17138.97 15640.70 1.16%
% USA 44.53% 42.79% 39.18% 36.39% 30.89% 33.63% 31.82% 31.44% 34.69% o
Re::;:(;he 17769.92 21827.63 26348.48 33949.43 44628.08 23163.24 32302.58 3737243 29442.11
% Rest of the 6.51%
° world 55.47% 57.21% 60.82% 63.61% 69.11% 66.37% 68.18% 68.56% 65.31%

Source: World Bank, World Development Indicators

3 Alternative Investment Market
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Figure 3. Evolution in market capitalization on American and international markets

Table 5. Market capitalization on American and OECD markets (1997-2002)

In billions of dollars 1997 1998 1999 2000 2001 2002 CAGR
USA 11308.78 13451.35 16635.11 15104.04 13854.62 11098.10 0.38%
% USA 54.98% 54.05% 50.65% 51.93% 55.32% 53.33% e
Rest of OECD 9258.60 11435.26 16204.91 13984.02 11188.78 9710.41 0.96%
% Rest of OECD 45.02% 45.95% 49.35% 48.07% 44.68% 46.67% R
Source: World Bank, World Development Indicators
Table 6. Market capitalization on American and OECD markets (2003-2011)
In billions of
dollars 2003 2004 2005 2006 2007 2008 2009 2010 2011 CAGR
USA 14266.27 16323.73 16970.86 19425.85 19947.28 11737.65 15077.29 17138.98 15640.71 1.16%
% USA 51.02% 49.57% 46.90% 45.18% 42.91% 45.46% 44.94% 44.95% 48.61% e
g:as::(]))f 13697.35 16605.59 19212.16 23574.98 26535.05 14082.45 18474.44 20988.82 16533.58
2.38%
o,
A)Ol::egi)of 48.98% 50.43% 53.10% 54.82% 57.09% 54.54% 55.06% 55.05% 51.39%

Source: World Bank, World Development Indicators

6. Growth in Market Capitalization on
American and International Markets

The evolution in market capitalization is an indicator of
liquidity and the depth of a financial market and, in particular,
its ability to drive the economy or sustain growth.

After considerable growth up to 2000, the level of market
capitalization in the United States fell substantially after the
high tech speculative bubble burst, as is evident from the
figures for 2001 and 2002. A slight recovery occurred
throughout the world in late 2003, but growth in the United
States was less robust compared to elsewhere (compound
annual growth rate of 1.16% compared to 6.51%).

6.1. Growth in Market Capitalization on American and
OECD markets

Between 2000 and 2010, emerging and developing
countries experienced much greater growth than most
wealthy countries, and numerous financial markets
developed in Asia in competition to exchanges in the western
world. In an effort to determine whether or not the observed
slowdown in US markets is reflective of the situation facing
all developed economies, we will now look at the evolution
in market capitalization in the United States in relation to that
of other developed countries of the OECD (Organisation for
Economic Co-operation and Development).
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Tables 5 and 6 show that although the United States’ share
within the OECD remained at over 50% until 2003, it
declined steadily from 2004 to 2010. Moreover, despite the
arrival of the Asian Dragons, the remaining OECD countries
experienced stronger market capitalization growth than the
United States markets (CAGR of 2.38% compared to 1.6%).

Figure 3 further clarifies the status of financial markets in
wealthy nations over the past 15 years. It is quite evident that,
between 2002 and 2007, OECD markets as a whole
benefitted from restored confidence in the markets after the
financial scandals, but especially after the slump that
followed the collapse of the speculative bubble. The United
States experienced a weaker recovery than OECD countries
as a whole. This is evidence — if more is required — that the
reduced attractiveness of American markets is not due solely
to the sluggish growth that most developed nations are
experiencing today.

7. Conclusions

In light of the managerial correctness it promises and its
focus on different corporate governance and profitability
mechanisms, the Sarbanes-Oxley Act was able to guarantee
elite status to the companies subject to its provisions.
Moreover, these companies saw their market value grow
between 15.7% and 34% according to rating agencies
(Switzer, 2007).

On the down side, the competitiveness of the United States
financial markets has deteriorated considerably in recent
years. From 2006 to 2007, most aggregates continued to
decline or did not improve significantly, a trend that had a
substantial negative impact on the activity of US financial
markets, including the effective generation and allocation of
capital. The number of enterprises interested in listing on US
exchanges remained quite low, along with the capital raised

B

with initial offerings, and the number of enterprises wanting
to delist at the first opportunity grew steadily during the
initial years of SOX enforcement.

With market capitalization growing at a decreasing rate,
the share of trading on world exchanges held by American
exchanges is eroding further. Despite these observations, it
can still be said that US markets have not experienced as
much delisting of foreign companies as expected in recent
years. This is due to the exit barriers created by SOX that
required any foreign company wanting to withdraw from the
US market to prove that fewer than 300 of its shareholders
were Americans. This barrier to delisting may also have led
to a reduction in initial offerings with companies worried
about being trapped and forced to remain listed.

On March 21, 2007, in an effort to restore some
attractiveness to the US market and enable it to remain
competitive, the Securities and Exchange Commission (SEC)
approved an easing of the legislation to facilitate delisting of
foreign companies. Henceforth, they would have to
demonstrate that transactions on the American market
represented less than 5% of the average daily volume
observed over the previous 12 months on all exchanges on
which the company was listed. This explains what has
happened since 2007, which amounts to somewhat of a
balance between the number of newly listed companies and
those delisted, as shown in Figures 1 and 2. Freed from
delisting requirements, a number of enterprises were able to
leave the exchange, but they were offset by an increase in
initial offerings driven by the possibility of being able to
delist more easily. Further, on May 23, 2007, the SEC
adopted measures easing section 404 of SOX with respect to
implementation of an internal control system. This change is
partially responsible for the improved market capitalization
observed after 2008 (Tables 4 and 6).
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Figure 4. Evolution in market capitalization on American and international markets
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It must be noted that, beyond the impact of the
Sarbanes-Oxley Act, a marginal portion of the downturn in
American financial markets could well be attributable to the
economic recession plaguing the United States for the past
few years, which, according to the International Monetary
Fund (IMF), brought the economy to a virtual standstill in
2007-2008. The collapse of the American dollar and the
country-wide banking crisis that existed even before the fall
of Lehman Brothers had seriously shaken markets.

This being said, and as is the custom following every
financial scandal, the Sarbanes-Oxley Act was a somewhat
over-reaction to the Enron scandal. Neal Wolkoff, Chairman
and CEO of the American Stock Exchange, had perhaps the
most apt description: “The Sarbanes-Oxley Act was good
medicine for corporate ills, but even good medicine
prescribed without due care for side effects can be toxic.”
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