The Sarbanes-Oxley Act and Accounting Quality: 
A Comprehensive Examination

Martijn Verleun

Amsterdam Business School, University of Amsterdam, Netherlands

E-mail: martijnverleun@hotmail.com

Georgios Georgakopoulos
Corresponding Author, Amsterdam Business School, University of Amsterdam, Netherlands 

E-mail: g.georgakopoulos@uva.nl

Ioannis Sotiropoulos
Department of Finance and Auditing, TEI of Epirus, Greece

E-mail: sotiropoulosioan@yahoo.gr
Konstantinos Z. Vasileiou
Department of Business Planning & Information Systems, TEI of Patras, Greece

E-mail: vasileiou@teipat.gr

Abstract

This paper investigates the impact of the Sarbanes-Oxley (SOX) Act on the quality of financial statement information. Where other papers have only investigated the short-term effects of SOX, this paper takes a longer post-SOX period. A distinction is also made between technology and non-technology based firms. Earnings management, conservatism and value relevance measures were used in order to examine the impact of SOX on accounting quality. A significant increase was found on both the earnings management and value relevance measures, which was persistent over a four-year post-SOX period. On the contrary, a slight increase in conservatism was observed, however these results are not significant. Moreover, the technology based firms score worse on the earnings management measure, thus, the separate investigation between technology and non-technology based firms has revealed interesting information which would otherwise have stayed undetected. 

Keywords: Sarbanes-Oxley Act, Accounting quality, Earnings management, Conservatism, Value relevance, Technology and non-technology based firms

1. Introduction 
Currently the economic world is suffering the consequences from the credit crisis which hit the financial system in 2008. Most commentators contribute the occurrence of this crisis, amongst others, to the application of overaggressive credit policies and poor financial risk ………………………………………………………………………………………………………………………………………..

2. Related Literature 

2.1. The Sarbanes-Oxley Act

On July 30, 2002 Congress passed the Sarbanes-Oxley Act, mainly as a reaction to the high-profile corporate accounting scandals of, among others, Enron, Ahold and WorldCom. Its primary purpose was to fix and enhance the quality of governance and financial statement information of U.S. listed firms (Coates, 2007). This implicit aim was derived from the fact that unqualified financial statements are the primary output of audits and that increased liability risk should ideally lead to more carefulness from executives (Black et al., 2006; Kinney et al., 2004).

………………………………………………………………………………………………………………………………………..

3. Hypotheses Development and Methods

3.1 Aim and Research Hypotheses of the study

Prior research has already shown that conservatism has increased after SOX and that the degree of earnings management has declined (Cohen et al., 2005; Lobo and Zhou, 2006). However, both studies only provide very early evidence on these consequences because of their short post-SOX periods (of only one year-data). Thus, it is interesting to investigate whether the influence of SOX on accounting quality has been sustainable or whether it was just a short-term effect. Besides, no prior research has paid attention to the influence of SOX on a third measure of accounting quality, namely the value relevance of accounting information.

………………………………………………………………………………………………………………………………………..

4. Methodology and Data Collection
4.1. Methodology

In order to test our research hypotheses we use different models for each of the accounting quality metrics employed in our study.
4.1.1. Earnings Management
There are two general ways to measuring earnings management; with discretionary accrual models or models based on the distribution of earnings. We made a choice on a discretionary accrual model since metrics based on earning distributions are ……………………………………………………………………………………………………………………………………….. because managers have been able to exercise discretion over this amount. For the measurement of discretionary accrual the total accruals have to be calculated first. This is done according to the following model (Dechow et al, 1995):

TAit = (∆CAit - ∆CLit - ∆Cashit +∆STDit – DEPit)/(Ait-1)     (1)
Where, for firm i and year t: TA = total accruals; ∆CA = change in current assets; ∆CL = change in current liabilities; ∆Cash = change in cash and cash equivalents; ∆STD = change in debt included in current liabilitie; DEP = depreciation and amortization expense; A = total assets

After the total accruals are calculated this amount should be decomposed in a discretionary and a non-discretionary part:

TAit = NDAit + DAit     (2)

Where, for firm i and year t: NDA = non-discretionary accruals; DA = discretionary accruals

………………………………………………………………………………………………………………………………………..

5. Research Results

5.1 Earnings Management

Descriptive results for the modified Jones-model are reported in table 2. As expected, for all the three sample compositions, the amount of mean discretionary accruals has declined after the enactment of SOX. It is interesting to notice that there is a difference in the degree of earnings management between technology and non-technology firms. Pre-SOX the degree of discretionary accruals is almost four times as large for technology firms as for non-technology firms, while this ratio had declined to less than three in the post-SOX period. 

………………………………………………………………………………………………………………………………………..

6. Discussion - Conclusions

In general, our results provide evidence that the enactment of SOX has had a positive effect on accounting quality. This is especially evident regarding the earnings management and value relevance measures. In accordance with the study by Cohen et al. (2005) a significant decrease in the use of discretionary accruals after the enactment of SOX was found. Furthermore, the value relevance of accounting information has also increased significantly after SOX has been enacted. 

………………………………………………………………………………………………………………………………………..

7. Study Limitations

The chosen research design is of course not free from limitations. The first major problem is that the sample period coincides with a period of heavy economic turmoil. Thus, exogenous factors have possibly an influence on the research results. However, the research design already partially controls for this effect. First of all, the subdivision of the sample in technology and non-technology firms creates the opportunity to investigate how firms which are less vulnerable to the dot-com bubble react to the SOX Act. The findings show that both samples react in the same way to the enactment of SOX. This provides evidence for the assertion that the effects which occur after the enactment of SOX are indeed, partially, contributable to the SOX Act. Furthermore, extra tests are conducted with a shorter pre-SOX period in an attempt to exclude the effects of the dot-com bubble. The results of these tests do not differ from the tests with longer pre-SOX periods. 

………………………………………………………………………………………………………………………………………..
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Table 1. Number of firms included in the different samples

	 
	 
	Sample

	Accounting Quality Measure
	
	NASDAQ
	
	S&P
	
	Complete

	Earnings Management
	
	75
	
	66
	
	141

	Conservatism
	
	61
	
	69
	
	130

	Value Relevance
	 
	72
	
	73
	
	145


Table 2. Descriptive statistics of discretionary accruals in pre- and post-SOX periods for different sample compositions.

	Sample
	Period
	N
	Mean
	Std. Deviation
	Std. Error Mean

	Complete
	pre-SOX
	563
	0,1412
	0,4763
	0,0201

	
	post-SOX
	549
	0,0557
	0,0720
	0,0031

	NASDAQ
	pre-SOX
	299
	0,1834
	0,3372
	0,0195

	
	post-SOX
	291
	0,0788
	0,0865
	0,0051

	S&P
	pre-SOX
	266
	0,0536
	0,0765
	0,0047

	 
	post-SOX
	262
	0,0295
	0,0327
	0,0020


The sample period ranges from 1998 till 2005.
……………………………………………………………………………………………………………………………………..

