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Not since the 1964 expansion of the mandatory disclosure system to over-the-counter
traded securities has there been a more significant action enhancing the quality of financial
disclosures Congress’ enactment of section 404 of the Sarbanes-Oxley Act of 2002. Section 404
not only mandates management’s annual assessment of the firm’s internal controls, but
subsection (b) of the provision requires annual attestation by the firm’s independent auditors of
management’s assessment. Internal controls are not just the first line of defense to financial
frauds but more importantly have long been understood to be the bedrock by which the external
auditor builds her audit program. Unfortunately, for the quarter century leading up to SOX
internal control procedures atrophied in response to auditors pursuing market share and lucrative
consulting profits at the expense of higher quality, but pricey, audits. The multiple reforms
introduced by SOX addressed the environment that had corrupted the auditors and the financial
reporting process. A major innovation in this reform was the requirement for auditors to
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Section 404(b), however, never applied to firms with a market float of less than $75
million, the so-called non-accelerated filers. The SEC provided repeated postponements to SOX
becoming fully applicable to all reporting companies. Just as the last dispensation was about to
disappear, the historic Dodd-Frank Wall Street Reform and Consumer Protection Act of 2010
permanently removed non-accelerated filers from the reach of section 404(b); the exempted
group represent approximately sixty percent of all SEC reporting companies. Moreover, DoddFrank mandated that the SEC to consider whether further exclusions are in order1 and continue to
consider whether regulations is adopts disproportionately impact small issuers.
Last summer’s exclusion of non-accelerated filers from the internal control attestation
requirement is a significant step backwards in the march toward improved disclosure for publicly
traded firms. That this occurred within what is seen as one of the most sweeping financial
regulatory laws since the New Deal makes the exclusion perversely curious. This paper examines
the repeal of section 404(b) for non-accelerated filers in the context of what regulatory strategies
may better have prevented the firestorm that accompanied the implementation of section 404(b).
Part I reviews the empirical data capturing the multiple benefits of section 404(b), particularly
for non-accelerated filers, and also reviews the costs companies incurred to experience those
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benefits. Part II explains the reasons for the significant compliance costs associated with section
404(b). In light that the SEC (and other regulatory agencies) frequently changes course and
introduces a new regulatory paradigm, Part III reviews two such changes, the elimination of offboard trading restrictions and the up-tic rule that for decades regulated short selling, where
profound change was introduced to markets but without the level of discontent that accompanied
the implementation of section 404(b). In each of these changes the change was preceded by a
long-experimental period in which only a few companies were subject to the new rule. Thus,
what lessons might be drawn from the earlier staged introductions of regulatory change. Part IV
examines another feature of regulatory change, namely that compliance, and particularly initial
compliance, with a new regulatory requirement, or simply regulation, impacts more severely
smaller firms. We see that regulation inherently has a fairly fixed cost component, i.e., a
significant portion of any regulatory burden does not vary with the size of the particular firm’s
assets or its annual revenues. Thus, Part IV considers whether some regulations can be “scaled”
as well as staged. The paper concludes with a call for thoughtful experimentation in both staging
and scaling regulatory change.
I. The Benefits and Burdens of SOX 404(b) for Small Issuers
As a generalization, non-accelerated filers and more broadly yet, small cap companies (most
market professionals consider a market capitalization of less than $1 billion to be small), have
more limited product lines, possess fewer financial resources, trade in thin markets (frequently
on the non-regulated OTCBB market), are followed by few, if any analysts, and enjoy a limited
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across firms. This is an inefficiency that breeds opportunity both for investors, but also insiders.
Accordingly, and somewhat more positively, returns for small cap firms historically are higher,
reflecting their need to yield greater financial rewards to investors to compensate for their greater
risk.2
It is hard to say that Section 404 was without material social benefits.3 For example,
studies of accounting restatements consistently track significant increases in the number of
accounting restatements following partial implementation of Section 404. The restatements
peaked in 2006 with 1,564 [888] reporting issuers recording material restatements and have
declined each year since that time to reach 630 [374] restatements in 2009.4 The numbers in
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brackets report the number of non-accelerated filers reporting restatements. The data reflects the
well-documented phenomenon that the number of restatements is inversely related to market
capitalization.5 Moreover, nearly 70% of firms reporting material weaknesses in their internal
controls that had not been remediated within the study period were firms with market
capitalizations less than $75 million.6 Even more disturbing, in the years 2004-2007, the vast
percentage of firms receiving a qualified audit opinion on their internal controls were firms with
a market capitalization below $75 million and this group also experienced the highest percentage
of auditor changes among all reporting companies.7 Since there seems little basis to contest the
notion that greater accuracy in financial reporting leads to improved pricing of the company’s
securities, reduction in the number of restatements should be viewed positively. Moreover, there
is evidence that SOX introduced reporting requirements also reduced “financial slack” in
complying firms where post-SOX implementation studies report that mandatory filers cut total
CEO compensation (most through reductions in stock-based compensation), increased payouts to
shareholders, and reduced investment and employment) relative to what occurred with
comparable non-404 filers.8 Also, post compliance with section 404 mandatory filers
experienced longer maturities for their debt than was the experience for non-filers.
While the earlier report that significant numbers of restatements occur with nonaccelerated filers may suggest that restatements will be detected even though there is no
mandated compliance with section 404, there has long been a good deal of concern that absent
formal independent assessment of a firm’s internal controls that weak systems will exist and
substantial numbers of reporting problems are going undetected.9 To be sure, not all reports of
material weakness in internal controls elicit strong market adjustments; markets more likely
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improving the quality and trustworthiness of financial reporting came at a significant cost.11
These costs were greater in the early years of section 404, reflecting not just the “deferred
maintenance” that had to be addressed with the SOX-imposed requirements, but also the poor
implementation of section 404 by the regulators and the auditors.12 There were plenty of
problems in the early years of implementing section 404 for accelerated filers. Indeed, it is likely
that the now permanent exemption for small issuers, as well as the broader recognition that
financial reporting regulation disproportionately impacts small issuers, would not have occurred
had there been a less troubled experience in the early years of section 404. In any case, concern
for regulation and particularly reporting requirements having a disproportionate impact on
smaller companies is well document. For example, median audit fees in 2003 and 2004 that
implemented internal control reports were 1.14% of reported revenues for non-accelerated filers
but 0.13% for firms with a market capitalization greater than $1 billion.13 Interestingly, for nonaccelerated filers not providing a report on internal controls their fees were 0.35 less than their
reporting cohort whereas this difference was 0.06 for filers with a market capitalization greater
than $1 billion. Thus, it is not surprising that while cost of being a reporting company was
identified by 12 percent of the companies as a reason for deregistering that percentage jumped to
62 percent in 2005.14 Interestingly, less than 20 percent of the companies deregistering were
listed on either the NYSE or NASDAQ; the largest percentage traded on the OTCBB (36.9%) or
had no formal market (24.8%).15
On special concern for reporting in small companies is that among public companies with
a market capitalization of $125 million or less, the SEC Office of Economic Analysis reports that
insiders own an average of 30 percent of the company’s shares. To the extent one of the goals of
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large block holders can reap rewards at the expense of outside owners through a variety of
strategies. One such strategy is going private. Many have reported that the number of going
private transactions increased following the passage of Sarbanes-Oxley. Share prices of firms
announcing in their Exchange Act section 13(e) filing that they would be going private
increased. This prompted some to reason that the observed increase reflected, at least in part, the
cost of being a public firm.16 Another interpretation is part of the price change is the cost socalled unresolved agency problems between the minority and controlling insiders. The going
private transaction in effect reverses the valuation discounts that were caused by unresolved
agency problems. 17 There is a small but growing body of evidence that heightened reporting
post Sarbanes-Oxley have improved the quality of disclosure and reduced the negative effects of
unresolved agency costs. Examples of this work include studies reflecting declines in earnings
management18 and reductions in the firms’ costs of capital.19
Because of the substantial insider ownership that frequently exists among non-accelerated
filers, there are greater challenges confronting activist investors seeking to alter prior practices
that are believed to adversely impact shareholder value. This occurs not solely because the
insider’s holdings pose a serious obstacle to wresting control but also because the smallness of
the firm combined with the insiders’ holdings likely tend to attract to the board friends and
associates of the insiders rather than more independent representatives of the shareholders at
large.20
There is also evidence that firms not only exited Sarbanes-Oxley by going dark, but that
many public firms have pursued strategies to remain non-accelerated filers. That is, firms below
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accelerated filer to a mandatory filer, and firms that remained a non-accelerated filer, each
increased their percentage of independent directors after the passage of Sarbanes-Oxley but also
decreased the size of their boards. It also appears that firms more likely to pursue strategies to be
a non-accelerated filer were more complex with more international operations so that they likely
would incur greater internal control auditing costs than firms that crossed to become a mandatory
filer.
A further reflection of the risk posed by small companies is the migration of nonaccelerated filers away from Big 4 accounting firms to other auditors. This migration picked up
pace after SOX and is in part identified as being a reflection of the Big 4 firms’ decision to
manage their risks by ridding themselves of smaller companies that were believed to pose serious
audit risks.22 This is not to suggest that second- or third-tier auditing firms are less professional,
skillful or diligent than their Big 4 counterparts; the migration supports the view that firms
discarded by the Big 4 are believed ex ante to pose risks that do not justify from the accounting
firm’s perspective sufficient rewards to justify continuing the relationship.
As seen, non-accelerated filers operate in an environment that is quite different from that
of mandatory filers. Because of their small market capitalizations, they do not attract
institutional owners and similarly they are not closely followed by analysts. Thus, they trade in a
less informationally rich environment than do mandatory filers. They trade largely in the more
unregulated market of the OTCBB and overall there is reason to believe their securities are not
priced efficiently. To be sure, such OTCBB traded companies are reporting companies, but those
reports do not have the reassurance of the CPA’s attestation of internal controls. Moreover, for
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provision will, like section 404 meet a series of delays beyond the three-year introductory period.
We have yet to see what other dispensations will be accorded small issuers.

II. Why So Expensive?
Compliance with SOX 404(b) is expensive, and initially was even more so. The call for
SOX 404 was driven by the belief that firms and their accountants had long neglected internal
controls. The above-reported figures for compliance costs document these fears, but also is
consistent with other contributing causes. Regulatory guidance and requirements had their own
hand in substantially driving up the compliance costs. The template for the auditors’ assessment
of internal controls was Auditing Standard No. 2 issued by the newly minted board of the newly
established Public Company Accounting Oversight Board. AS 2’s broad commands, unqualified
calls for support, and open-ended nature was an invitation for what occurred: overkill in many
instances and particularly a failure to focus on material lapses in internal controls. The errors of
AS 2 were later corrected by Accounting Standard No. 5, but by then the reputational injury to
SOX 404(b) had been done.
2222
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A further contributing feature to the high compliance cost was the dearth of experience at
all levels of public accounting to carry out a probing examination of internal controls. In the
decades preceding the enactment of SOX, the accounting profession systematically had passed
on assessment of internal controls, rightly believing that to do so would increase audit costs and
either reduce the auditor’s profits or drive the client into the hands of a competitor. Hence, the
wisdom: better to retain a client than produce a good audit. Moreover, audit clients, generally
working through their audit committees, complemented the auditors slackness by measuring the
committee’s worth by how low the audit fee was rather than by the quality of the audit. You get
what you pay for and they did not pay much, or enough. Thus, in the wake of SOX 404(b) there
was not a lot of experience within public accounting in evaluating internal controls. Auditors
thus faced a steep learning curve in their compliance with SOX 404(b) and were more than
happy to pass their costs on to their captive clients.
A third, and perhaps most significant of all, contributing factor is that across all public
companies there was a lot of deferred maintenance on internal controls due to the lack of
attention to internal controls prior to 2002. Auditors confronted problematic reporting and
operational problems that mandated that additional inquiry and testing be conducted to overcome
lacunae and other problems that arose from weak internal controls. Clients were required to
reorganize not just their records, but personnel, and to document transactions and processes that
had a long history. This required a good deal of client and auditor time. As a result, internal
control portion of the audit fee was significant. Playing catch up always is an expensive process.
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Exchange was the NYSE. This was not because of any natural forces; it was because the NYSE’s
Rule 390 that prohibited off-board trading. This comfortable monopoly, comfortable for the
NYSE and its members, less comfortable for others, began to weaken when the SEC in June
1980 adopted Rule 19c-3, permitting securities listed after April 26, 1979, to be traded
elsewhere. In this way, the SEC created natural conditions for observing the pricing and general
market effects for securities that were traded exclusively on the NYSE and those that were traded
in multiple venues, including the NYSE.
More recently, the SEC purposely created a climate for a natural experiment when, in
May , 2005, it commenced a Pilot Program whereby one-third of the Russell 3000 Index
constituent stocks with high levels of liquidity were exempted from the uptick rule. The uptick
rule, former Exchange Act Rule 10a-1, was designed to prevent short sellers from accelerating a
declining market by providing that a listed security might be sold short only at either a price
above the immediately preceding sale was effected (the plus tick) or at the last price if it was
higher than the last different price (zero-plus tick). With very limited exceptions, short sales were
prohibited on the minus tick or zero-minus ticks. Collectively these are known as the Uptick
Rule.
[insert history of empiricism surrounding each of the above]
IV. The Benefits of Staging
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Both Rule 19c-3 and the Pilot Program preceded radical changes in the operating rules of
trading markets. The Uptick Rule had been a feature of American securities regulatory policy
since 1938; the bar to off-board trading has an even longer history since exchanges historically
embodied this anticompetitive feature. Thus, the SEC, perhaps timidly, but certainly wisely,
tested the waters before launching these reform efforts. This not only made good politics, but as
reviewed below better informed regulatory policy.
The most obvious benefit of staging is it informs the ultimately embraced regulatory
policy. The SEC’s actions with both Rule 19c-3 and the Pilot Program created a natural
experiment by which the impact of differing regulatory treatments could be empirically tested.
Not only did this make the careers of many an academic for whom the currency of the realm is a
working paper focused on a real problem, but their work produces valuable input to the
regulator, and free of charge. To be sure, the SEC has a very able and relatively well supported
group of economists who regularly opine on the costs and benefits of a proposed rule. But, one
empirical study rarely can be expected to reflect the full field of possible inputs on a matter. The
SEC’s budget is limited in the number of studies it can launch, and the internal time constraints
for the agency to consider a single issue all weigh in favor of creating an environment for others
to carry out the empirical inquiry, invites the assistance of tenure- and chair-bound empiricists.
Staging has another virtue. Each of the securities laws mandate, among other matters,
that the SEC “consider” the costs and benefits of a regulation, consider its impact on
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must exceed its costs, will promote competition, and not harm small companies. That is, the
D.C. Circuit is not content that the SEC reflect on these questions; the wake of D.C. Circuit
opinions rejecting SEC initiatives make clear that administrative reflection alone is not sufficient
but rather a convincing record must be compiled supporting regulatory action under each of these
litmus tests. While this seems not to be a fair interpretation of “consider” it nonetheless means
that in today’s climate the SEC faces much greater challenges sustaining its rulemaking than it
has in a more supportive D.C. Circuit. Thus, within the D.C. Circuit maelstrom for review of
agency rules, the SEC and other regulatory agencies are well advised to get their regressions in
order. Heretofore, there were no regressions since rule making was pretty ad hoc and with only
good or bad assumptions to support surmises on the question of costs, benefits, competition and
disparate impact on small companies. Staging fosters an environment where much more will be
at hand before the final regulatory step is taken.
Costs are very different from benefits. Costs are tangible, can be not just observed but
measured, and pose few doubts about correlation versus causation. Benefits are quite the
opposite, particularly ex ante. Ex parte research on both of these might well be seen as more
credible and what is observed ex post is likely to be received as even more credible than what is
conjectured ex ante. Discrete staging allows evidence to be gathered as to costs and allows the
researcher to gather information as well as to the probable benefits.
V. Can the Public Interest be Scaled?
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Business groups and blue ribbon advisory groups have long advised that regulation shoud
be scaled to firm size. Indeed, the earlier report of the Advisory Committee on Smaller Public
Companies called for scaling of disclosure regulation. The Advisory Committee’s report was
short on details except their view of scaling for internal controls was to exempt 97 percent of all
public companies from the requirement.
Scaling regulation so as to provide important dispensations to smaller companies
immediately confronts serious public interest concerns because studies continue to reflect, as
captured above, that there is a higher frequency of financial fraud and more generally reporting
weaknesses in smaller companies than larger companies. That is, reporting problems are in a
sense reverse scaled.
Another problem with scaling is that the SEC has really only dabbled in the experiment,
and episodically. Its last entry into this area was in 2007 when it tweaked some of its disclosure
requirements so as to lighten somewhat the demands on smaller issuers. Just where to begin in
shedding the detailed requirements of SEC Regulations S-X and S-K that guide general
disclosures and financial statements, respectively, is not an easy undertaking to begin?
There is, of course, the threshold question whether the costs small issuers identify with
disclosure are largely linked to the issuer’s financial statements. That is, the financial statements
are the most essential link that a public company has to its owners and potential investors. It is
unlikely that compromises on their quality can be justified for a public company. Thus, if the
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Thus, any effort toward scaling regulation likely needs a good deal of information on the
precise reporting areas that small companies incur costs if they are a reporting company. That is,
any serious discussion of scaling regulation must isolate the various sources of costs of being a
public company. Absent this input, it is not likely to be possible to scale the public interest in fair
and complete disclousure.
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