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		Abstract

		The legislation known as Sarbanes Oxley (SOX) requires firms to assess their internal controls over financial reporting and to report material weaknesses, as defined by the Public Accounting Oversight Board. Based upon early evidence, we find that firms with material weaknesses are, on average, both smaller and worse performers than their matched industry counterparts. We also find that firms with material weaknesses, on average, have higher betas, suggesting a higher discount by the market for these firms.  From a macro-economic view, the total market value of firms with reported material weaknesses is only 1.28% of the market value of the S&P 500 firms. Finally, although we document negative stock returns on the date of the announcement of the material weakness, over a narrow interval, the returns are insignificant.    

Identifying small firms that collectively constitute a minor portion of the economy at a very high cost to all public firms seems out of balance. Whether SOX will yield benefits to corporations through better operations, reduced cost of capital, or other means remains to be seen. Moreover, if these benefits materialize, whether they should, in effect, be legislated is a matter of debate. Although some maintain that SOX will reduce earnings management, firms continue to manage earnings through pro forma earnings. Furthermore, although the SEC's Reg G, also enacted as part of SOX legislation, makes the "managed disclosure system" through pro forma earnings more transparent, it fails to exercise control over the reconciliation process that firms use both to set and to meet analyst earnings estimates. 


	

	

	
		
		


	

	
	

		
		

	
	


	

	
	
	
		
	
	
	

	
	
		
		
			
				
			
		
		Keywords: Sarbanes Oxley, Section 404, Internal Control

	
	

	
    

    
	

	
	
		JEL Classification: M41, M43, M49, G12, G34, G38

	
	

	
	

























    	
	
	
	
   	
	
	
	
	
	            
	















	











    
    










    
    
    
    
















	



    




	
		Suggested Citation:
		Suggested Citation
	

	
		
			Bryan,  Stephen H. and Lilien,  Steven B., Characteristics of Firms with Material Weaknesses in Internal Control: An Assessment of Section 404 of Sarbanes Oxley (March 2005).  Available at SSRN: https://ssrn.com/abstract=682363 or http://dx.doi.org/10.2139/ssrn.682363 
		
	

	

	
	
	

	
		
	

	

	
	
		

	










    
    










    
    
    
    





















	

	


	























	
	

		

		

		
		
		

		
		
			
				
					
						Stephen H. Bryan

					
			
		

		
		
		
		

		
		
			
				
			

			
				
				
				
					
					
					
					
				
					
					
					
						
					
				
			

			
				Wake Forest University  ( email )

			

			
			
				
				
				
					7659 Reynolda Station
Winston-Salem, NC  27106
United States
336-758-3671 (Phone)

				

				
			

			

		

		
	

	

	
	

		

		

		
		
		

		
		
			
				
					
						Steven B. Lilien (Contact Author)

					
			
		

		
		
		
		

		
		
			
				
					
					
					
					
					
					
					
					
					
						
						
						


						
					
					[image: City University of New York (CUNY) - Stan Ross Department of Accountancy]
				
			

			
				
				
				
					
					
					
					
				
					
					
					
						
					
				
			

			
				
				
				


				City University of New York (CUNY) - Stan Ross Department of Accountancy  ( email )

			

			
			
				
				
				
					One Bernard Baruch Way, Box B12-225
New York, NY  10010
United States
646-312-3163 (Phone)
646-312-3161 (Fax)

				

				
			

			

		

		
	

	





	

	

	
	
		
	

	

	
	




				
				
				









	
	    












    
    






    
    







    









    
        
        
        
            
            

            

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    [image: PDF icon]Download This Paper
                    
                
            

        
    
        
    

            
            
                

                

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    Open PDF in Browser
                    
                
            

        
    
        
    
            
        

    




















	














	
	    







 



	




	







	







































				

				

				
					
						

						
						

						

						
						

					
				

			


			
				
					
						
						
	










	
	    














	
	    














	
	    







	
		Do you have negative results from your research youâ€™d like to share?

		
			

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    Submit Negative Results
                    
                
            

        
    
        
    
		

	



					

				
				
					
					


	












	
	
	








	
		
			Paper statistics

		

	


	
		
		 
			
				Downloads

				    4,867

			

		
		
		
			Abstract Views

			   24,721

		

		
		 
		
			Rank

			    3,540

		

		
	


	
		
            
            	       29 Citations
		

	

	
		
			
				       18 References
		

	



	
		PlumX Metrics

		
			
		

		
			
		

	





				


				
				
				
					

    
        
            Related eJournals

        	
                    Financial Accounting eJournal

                    
                        
                        

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    Follow
                    
                
            

        
    
        
    

                        

                        
                            

                            
                            
                                Financial Accounting eJournal

                                
                                    Subscribe to this fee journal for more curated articles on this topic
                                

                                
                                    
                                        FOLLOWERS

                                            3,566

                                    

                                    
                                        PAPERS

                                           18,574

                                    

                                

                                
                                    
                                        This Journal is curated by:

                                        Ross L. Watts at Massachusetts Institute of Technology (MIT) - Sloan School of Management

                                    

                                
                            

                        

                    

                


        
        

    


				


				
					
					

















    
        
            Recommended Papers

            	
                        
                        

                        
                        
                        Determinants of Weaknesses in Internal Control over Financial Reporting

                        
                            By
                                
                                
                                    
                                    Jeffrey T. Doyle, 
                                    
                                
                                    
                                    Weili Ge, ...
                                    
                                
                            

                        
                        
                    
	
                        
                        

                        
                        
                        Accruals Quality and Internal Control Over Financial Reporting

                        
                            By
                                
                                
                                    
                                    Jeffrey T. Doyle, 
                                    
                                
                                    
                                    Weili Ge, ...
                                    
                                
                            

                        
                        
                    
	
                        
                        

                        
                        
                        Internal Control Weakness and Cost of Equity: Evidence from Sox
Section 404 Disclosures

                        
                            By
                                
                                
                                    
                                    Maria Ogneva, 
                                    
                                
                                    
                                    Kannan Raghunandan, ...
                                    
                                
                            

                        
                        
                    


                    
                        	
                            
                            

                            
                            
                            Market Reactions to the Disclosure of Internal Control Weaknesses and to the Characteristics of Those Weaknesses Under Section 302 of the Sarbanes Oxley Act of 2002

                            
                                By
                                    
                                    
                                        
                                        Jacqueline S. Hammersley, 
                                        
                                    
                                        
                                        Linda A. Myers, ...
                                        
                                    
                                

                            

                            
                            
                        
	
                            
                            

                            
                            
                            Internal Control Weaknesses and Information Uncertainty

                            
                                By
                                    
                                    
                                        
                                        Messod D. Beneish, 
                                        
                                    
                                        
                                        Mary Brooke Billings, ...
                                        
                                    
                                

                            

                            
                            
                        
	
                            
                            

                            
                            
                            The Wealth Change and Redistribution Effects of Sarbanes-Oxley Internal Control Disclosures

                            
                                By
                                    
                                    
                                        
                                        Gus De Franco, 
                                        
                                    
                                        
                                        Yuyan Guan, ...
                                        
                                    
                                

                            

                            
                            
                        
	
                            
                            

                            
                            
                            Internal Control and Management Guidance

                            
                                By
                                    
                                    
                                        
                                        Mei Feng, 
                                        
                                    
                                        
                                        Chan Li, ...
                                        
                                    
                                

                            

                            
                            
                        
	
                            
                            

                            
                            
                            The Discovery and Reporting of Internal Control Deficiencies Prior to Sox-Mandated Audits


                            
                                By
                                    
                                    
                                        
                                        Hollis Ashbaugh Skaife, 
                                        
                                    
                                        
                                        Daniel W. Collins, ...
                                        
                                    
                                

                            

                            
                            
                        
	
                            
                            

                            
                            
                            Auditor Realignments Accompanying Implementation of SOX 404 ICFR Reporting Requirements

                            
                                By
                                    
                                    
                                        
                                        Michael Ettredge, 
                                        
                                    
                                        
                                        Jim Heintz, ...
                                        
                                    
                                

                            

                            
                            
                        



            
            
                 
            
        

    

				

			

		


		
				
					Feedback
					
				

			

			


	
		
		Feedback to SSRN

		
			
				
					Feedback
					 (required)
				
				
			

			
				
					Email
					 (required)
				
				
			

			
				Submit
				
			
		

		

		If you need immediate assistance, call 877-SSRNHelp (877 777 6435) in the United States, or +1 212 448 2500 outside of the United States, 8:30AM to 6:00PM U.S. Eastern, Monday - Friday.

	







	

	
	
		
		

	




	
	





  
  

	
	
		
	


	
	
		
			
			
		
	
		
			
				
			
			
		
	


	
	
	






		
		














	
		
			
				
                    

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    Submit a Paper
                    
                        
                    
                
            

        
    
        
    
					Section 508 Text Only Pages
				

			
			
				SSRN Quick Links 

					SSRN Solutions
	Research Paper Series
	Conference Papers
	Partners in Publishing
	Jobs & Announcements
	Special Topic Hubs


			

			
				SSRN Rankings 

					Top Papers
	Top Authors
	Top Organizations


			

			
				About SSRN 

					Network Directors
	Announcements
	Contact us
	FAQs


			

			
		

			
	
	


		
			
				
			

			
				
					Copyright
					Terms and Conditions
					Privacy Policy
				

				
					All content on this site: Copyright Â© 2023 Elsevier Inc., its licensors, and contributors. All rights are reserved, including those for text and data mining, AI training, and similar technologies. For all open access content, the Creative Commons licensing terms apply.

					We use cookies to help provide and enhance our service and tailor content.

					To learn more, visit
					Cookie Settings.
					
						
							
							This page was processed by aws-apollo-l100 in   0.079 seconds 
						
					
					

				

			

			
				
			

		

	









	
		
		
		
		


    
        
        
        

        
        
                
                
                    
                
            
    

    

    


		






    























    




    








	


		[image:  ]

		
		
		
		
		
		
		
		
		
		
	
