Should the Requirements of the Sarbanes-Oxley #2002 (SOX) be
Applicable for Universities and Colleges?

Dr. Gene Smith, Eastern New Mexico University,U.S.A

ABSTRACT

SOX’s primary intent was to increase corporatgesibility and accountability. Responsibility and
accountability are key concerns also for universitiand colleges’ internal and external custome3tould SOX
requirements be applicable to universities andegels given annually the significant revenue dollarsl
expenditures received and disbursed by these aafions? A ten question survey was developed teraéne the
current observations of universities and collegaga officers concerning SOX. The differences pingon among
university and college business officers for nirfettee ten questions were statistically significanQuestion 5
concerning audit partner rotation was the only tjoeswhere there was not statistically significalifferences of
opinion. The percentage of respondents that slyasrgmoderately disagreed with implementing SOXtalteges
and universities was 51.5%. The percentage oforefgnts that agreed or strongly agreed with impigime
selected sections of SOX at colleges and univessitias 52.5%. If certain sections of SOX are m@ul®4.6% of
the respondents agreed or strongly agreed thaib8ei@3 should be mandated, 51.6% of the resposdegreed or
strongly agreed that Section 404 should be mandateti 40.4% of the respondents agreed or strongglea that
Section 203 should be mandated.

INTRODUCTION

The Sarbanes-Oxley Act of 2002 (SOX) requirementsently only apply to publicly-traded corporations
SOX requirements represented the most significaahges to federal securities laws since 1934. yjked by
the President of the United States, George W. Bushjuly 30, 2002, resulted from poor corporateegoance by
publicly-held corporations and accounting scandatsurring during the 1990s. SOX contains reformsighed to
change corporate governance within publicly-heldpocations. SOX addressed numerous items including
management responsibilities, punishment for frdimdncial reporting, disclosures, and recordkeemiogcerning
publicly-held companies.

The SOX provisions were implemented to provide §oEs, potential investors and regulators confidenc
that publicly-held companies were undertaking tkeeassary steps to increase corporate governancerawvent
accounting frauds. SOX increased significantlystendards for publicly-traded corporations’ diogstand officers,
external auditors, securities analysts and legahsels. SOX requirements not only monitored theoanting
industry as a whole, but also increased penaltiegifectors, officers and employees (Summary ob&aes-Oxley
Act of 2002).

Currently, publicly-held companies’ executives, @stment analysts, investors and potential investogs
debating Sox’s ongoing merits. SOX’s advantagesdisadvantages to date are as follows:

Advantages of SOX
*  Publicly-held companies are required to presentrate financial
statements to external users
e Publicly-held companies officers and employees raduired to maintain an effective internal control
system over financial reporting



* Internal control over the financial reporting presds an effective deterrent to fraud and a ketofain
preventing financial misstatements

e Company personnel know what accounting controldbeneg performed and by whom

* Management obtains a better understanding of theiness work processes and methods to improve thei
effectiveness

 Management can more effectively consider and mariagéMcGladrey.com/Resource_Center)

Disadvantages of SOX
e High implementation costs
* Implementation issues concerning specific SOX miowis are currently being developed by the regrdato

Research Question
Should SOX requirements be applicable to univesigind colleges given annually the significant meree
dollars and expenditures received and disbursetdse organizations?

Background for the Question

SOX’s primary intent was to increase corporate @asjbility and accountability. Responsibility and
accountability are key concerns also for univegsitand colleges’ internal and external customers.

Some SOX implementation advantages and disadvanfaganiversities and colleges are as follows:

Implementation Advantages — Universities and Collezs

» Increased accountability over expenditures

» Universities’ and colleges’ officials can be heldnm responsible for errors, fraud, or other acts of
malfeasance

» Strengthen penalties and accountability for indieild found to have committed fraud violations.
(Securities & Exchange Commission)

» Reduced potential for conflicts of interest by wrsities’ and colleges’ employees and officials

* Increased financial disclosures

e Formalized ethics policy required

» External auditors conflict of interest risk reduced

» All universities’ and colleges’ personnel held azatable to a consistent uniform financial and ingér
control regulations

Implementation Disadvantages — Universities and Clages

* Inconsistency in accounting and reporting requingisi@mong Financial Accounting Standards Board
(FASB), Public Company Accounting Oversight BoarBCAOB), Governmental Accounting
Standards Board (GASB) and Federal Accounting StatsdAdvisory Board (FASAB)

e High implementation costs

» Reforms for publicly-traded corporations are baimpdified and adjusted as necessary by the PCAOB

* Minimal manpower in small universities and colle@esuring compliance with additional regulatory
requirements

e The most relevant sections for universities andegek are Sections 303 and 404 which are also the
most complicated sections

* Enforcement difficulties

« Difficulty in assessing criminal penalty liabiliare preserved.

The Corporate and Criminal Fraud Ac802 and White-Collar Crime Penalty Enhancement



Act of 2002, which are included in SOX, strengtlpemalties and accountability for individuals
committing fraud violations (Summary of Sarbanede®»ct of 2002). The same penalties should
apply to individuals committing such acts while dayed by universities and colleges. Sox’s Title IV
"Enhanced Financial Disclosures" contains disclestandards providing increased safety measures to
universities’ and colleges’ constituents.

The term, code of ethics, is mentioned throughdDXS Code of ethics is defined in Sec. 406 (3) as:
honest and ethical conduct, including the ethiealdiing of actual or apparent conflicts of interestween personal
and professional relationships.

Code of ethics requirements should be appliediterdities regardless whether their status is pmfinot-
for-profit, private or public, or governmental. B@ddresses conflicts of interest by external audiin Section
206 and sets forth rules for auditing, quality cohtand independence standards in Section 108tioBe 206 and
103 provide guidelines preventing professionalliaffons between external auditors performing audihd the
organization itself or any affiliate or subsidiarf/the organization, either currently or within tlast year (Summary
of Sarbanes-Oxley Act of 2002). Assurances thtraal auditors are objective and honest are egaalimportant
for universities and colleges as for publicly-trdd®rporations.

Arguments for applying SOX requirements to collegexd universities are significant. There are
disadvantages, however, which could arise if SOfuirements are required for colleges and univessiti If
universities and colleges are required to adher8@X requirements, GASB and FASB accounting guiesli
would need adjustment to compensate for inconsigenbetween SOX, GASB and FASB. These potential
circumstances could be very time consuming andresipe for impacted colleges and universities.

Universities and colleges, with ongoing budget pasonnel constraints, could experience significant
implementation costs. Funding is often limitedyexsally for small universities and colleges. Adtial
appropriations and funding to assist in implemantincounting reforms seldom occur. GASB 34, BRsiancial
Statements and Management’s Discussion and Andtysitate and Local Governments, implementaticgico
were significant which therefore took dollars avimym the universities and colleges ongoing progrereds. The
General Accounting Office (GAQO) points out "thatamns are still being implemented and the GASB (@4 f
impact is still uncertain” (North Carolina Officé the State Auditor, 2006).

Additional SOX compliance costs would regldunds available for universities and collegestiiize in
accomplishing their primary mission. Many smalivemsities and colleges have few employees anéhttigiduals
managing the operations are not financially literaf he officials may not be aware of significaotarrences from
a financial and internal control perspective.

Small universities and colleges have btglgad committees watching over the activities thedfunding of
those activities. Many small universities and egdls do not have personnel needed to implemenkshaad
balances to detect fraud or funds misappropriatiddopting SOX would assist their constituents’ ersdanding
and confidence in the universities’ and collegagiinal controls and financial information. Budgate another
difference between universities and colleges amdazations. Budgets are not the controlling daibguiment for
corporations. Budgets however are the controtiogument for universities and colleges.

RESEARCH DESIGN

A ten question survey was developed to deterntieectrrent observations of universities and coiege
senior officers concerning SOX. The following taregtions/statements represented the content stitivey:
1. The requirements of the Sarbanes-Oxley Act 622B0X) should be applicable to colleges and usities?
2. Selected sections of SOX should be applicabtmlieges and universities?
3. Has your university or college voluntarily adegtportions of SOX?



4. If selected portions of SOX were applicable tdleges and universities, you would support mamgathe
requirements of Section 103 — Auditing, Quality @oh and Independence Standards and Rules.

5. If selected portions of SOX were applicable tdleges and universities, you would support mamgathe
requirements of Section 203 — Audit Partner Rotatio

6. If selected portions of SOX were applicable tdleges and universities, you would support mamgathe
requirements of Section 204 — Audit Reports to A@timmittees.

7. If selected portions of SOX were applicable tdleges and universities, you would support mamdgathe
requirements of Section 301 — Public Company AGdinmittees.

8. If selected portions of SOX were applicable tdleges and universities, you would support mamgathe
requirements of Section 302 — Corporate Respoitgifor Financial Reports.

9. If selected portions of SOX were applicable tdleges and universities, you would support mamgathe
requirements of Section 402 (a) — Prohibition orsBeal Loans to Executives.

10. If selected portions of SOX were applicablectdleges and universities, you would support mandathe
requirements of Section 404 — Prohibition on Pesisbnans to Executives.

For all ten questions with the exception of questihree, a Likert scale of 1 to 5 was utilized whé =
strongly disagree, 2 = moderately disagree, 3 =araidly agree, 4 = agree and 5 = strongly agragestipn three
requested the participants to answer either ye®dp the question. The yes/no responses for iguettree were
converted to a quantitative response based onan2grale where a “no” response = 1 and a “yesfjoase = 2.

Emails were sent to 978 senior business officesnfr896 universities or colleges requesting the
completion of the SOX questionnaire. The selestador business officers were from all the two yaaat four year
educational institutions that are members of Natiokssociation of College and Universities Busin€ficers
(NACUBO), Western Association of College and Ungiges Business Officers (WACUBO), Southern Asstioia
of College and Universities Business Officers (SAQ) or Central Association of College and Univeesit
Business Officers (CACUBO). The selected univasiand colleges were located in the western tialfeoUnited
States. For the purposes of the study, the sdnismess officer positions of Chief Financial Oéfic VP for
Finance and Controller were selected for each wsityeor college. If none of the specific positooexisted for the
university/college, the highest ranked employedlingl an equivalent position was selected.

The selected senior business officers that are raesmif NACUBO and WACUBO were retrieved from
the NACUBO Members Directory 2005 and from the NABN website directorywww.nacubo.oryy For the
members of CACUBO and SACUBO, the data were retdefvom the organizations’ websitesuww.cacubo.org
and www.sacubo.ory Both sites had downloadable files, PDF for C/AIJ and Excel for SACUBO, that
contained the name and state of the institutiod,the name, position and email of one senior bgsioéficer.

RESEARCH RESULTS

A t test, utilizing SPSS and an alpha rate of 0.05 pe&rformed on the responses for each questioe. Th
mean, standard deviation, standard error megam,and significant statistical difference werecoédted for each
guestion.

1. The requirements of the Sarbanes-Oxley Act 62AFOX) should be applicable to colleges and usities?

Response

Percent
Strongly disagree 29.3%
Moderately disagree 22.2%
Moderately agree 35.4%
Agree 9.1%
Strongly Agree 4.0%



Mean 2.36

Standard deviation 12
Standard error mean A1
t -5.65

p .000
Statistical difference Yes

There were significant statistical differences pinion as to whether SOX should be applicable teeges
and universities. Only 13.1% of the respondent®ed) or strongly agreed that SOX should be appicéd
colleges and universities. The percentage of medguts that strongly or moderately disagreed withlémenting
SOX at colleges and universities was 51.5%.

2. Selected sections of SOX should be applicabt®lieges and universities?

Response

Percent
Strongly disagree 8.1%
Moderately disagree 10.1%
Moderately agree 29.3%
Agree 40.4%
Strongly Agree 12.1%
Mean 3.38
Standard deviation 1.09
Standard error mean .04
t 3.52
p .001
Statistical difference Yes

There were significant statistical differences pfnion as to whether selected sections of SOX shbel
applicable to colleges and universities. The pasge of respondents that agreed or strongly agrédd
implementing selected sections of SOX at collegas @niversities was 52.5%. Only 19.2% of the reslenmts
strongly or moderately disagreed that selectedmsecbf SOX should not be applicable to colleges amiversities.
3. Has your university or college voluntarily adegportions of SOX?

Response
Percent
Yes 73.2%
No 26.8%
Mean 1.27
Standard deviation 44
Standard error mean .04
t -16.39
p .000
Statistical difference Yes

There were significant statistical differences qfinion as to whether colleges and universities had
voluntarily adopted portions of SOX. The perceetad respondent universities and colleges volugtadopting
SOX was 73.2% whereas 26.8% of the responding tsifiess had not voluntarily adopted SOX.

4. If selected portions of SOX were applicable tdleges and universities, you would support mamgathe
requirements of Section 103 — Auditing, Quality @oh and Independence Standards and Rules.



Strongly disagree
Moderately disagree
Moderately agree
Agree

Strongly Agree
Mean

Standard deviation
Standard error mean
t

p
Statistical difference

Response
Percent
8.1%
12.1%
25.3%
44.4%
10.2%
3.36
1.08
A1
3.34
.001
Yes

There were significant statistical differences pinton as to whether SOX Section 103 should be ragsut]
if selected portions of SOX were applicable toegds and universities. The percentage of resptstieat agreed
or strongly agreed that Section 103 should be ntaddéselected portions of SOX were applicabledtieges and
universities was 54.6%. Only 20.2% of the respaiglstrongly or moderately disagreed that SOX 8rdD3
should be mandated if selected portions of SOX \apmdicable to colleges and universities.

5. If selected portions of SOX were applicableafieges and universities, you would support mamdgitne
requirements of Section 203 — Audit Partner Rotatio

Strongly disagree
Moderately disagree
Moderately agree
Agree

Strongly Agree
Mean

Standard deviation
Standard error mean
t

p
Statistical difference

Response
Percent
13.1%
22.2%
24.2%
32.3%
8.1%
3.00
1.19
12
.000
1.00
No

There were no significant statistical differencdsopinion as to whether SOX Section 203 should be

mandated, if selected portions of SOX were appleab colleges and universities. The percentagesondents
that agreed or strongly agreed that Section 208IdHme mandated if selected portions of SOX wengieable to

colleges and universities was 40.4%. The percentdgespondents that strongly or moderately desagjthat SOX
Section 203 should be mandated if selected portd&OX were applicable to colleges and universitias 35.3%.
6. If selected portions of SOX were applicable tdleges and universities, you would support mamgathe

requirements of Section 204 — Audit Reports to A@dimmittees.

Response

Percent
Strongly disagree 5.1%
Moderately disagree 16.3%
Moderately agree 19.4%
Agree 40.8%
Strongly Agree 18.4%



Mean 3.51

Standard deviation 1.12
Standard error mean A1
t 4.50

p .000
Statistical difference Yes

There were significant statistical difference ofrdpn as to whether SOX Section 204 should be mizada
if selected portions of SOX were applicable to @gdls and universities. The percentage of resptstieat agreed
or strongly agreed that Section 204 should be nmaddéselected portions of SOX were applicabledbdeges and
universities was 59.2%. Only 21.4% of the respotglstrongly or moderately disagreed that SOX 8ecii04
should be mandated, if selected portions of SOXeve@plicable to colleges and universities.

7. If selected portions of SOX were applicable tdleges and universities, you would support mamdgathe
requirements of Section 301 — Public Company AGdinmittees.

Response

Percent
Strongly disagree 18.4%
Moderately disagree 38.8%
Moderately agree 17.3%
Agree 17.3%
Strongly Agree 8.2%
Mean 2.58
Standard deviation 1.21
Standard error mean A2
t -3.43
p .001
Statistical difference Yes

There were significant statistical differences pfnion as to whether Section 301 should be mandéted
selected portions of SOX were applicable to cokbegied universities. The percentage of respondkatsstrongly
or moderately disagreed with mandating Section\884 57.2%. Only 25.5% of the respondents agreetirongly
agreed that SOX should be mandated if selecte@bpserof SOX were applicable to colleges and unitiess
8. If selected portions of SOX were applicable tdleges and universities, you would support mamdgathe
requirements of Section 302 — Corporate Respoitgifor Financial Reports.

Response

Percent
Strongly disagree 7.1%
Moderately disagree 17.3%
Moderately agree 29.6%
Agree 35.7%
Strongly Agree 10.2%
Mean 3.24
Standard deviation 1.08
Standard error mean A1
t 2.24
p .028
Statistical difference Yes

There were significant statistical differences pinbon as to whether SOX Section 302 should be raget
if selected portions of SOX were applicable to @gdls and universities. The percentage of resptstieat agreed



or strongly agreed that Section 302 should be nmtaddéselected portions of SOX were applicabledbdeges and
universities was 45.9%. Only 24.4% of the respotglstrongly or moderately disagreed that SOX 8ecB02
should be mandated if selected portions of SOX apmdicable to colleges and universities.

9. If selected portions of SOX were applicable tdleges and universities, you would support mamdgathe
requirements of Section 402 (a) — Prohibition orsBeal Loans to Executives.

Response

Percent
Strongly disagree 3.0%
Moderately disagree 11.1%
Moderately agree 10.1%
Agree 35.4%
Strongly Agree 40.4%
Mean 3.99
Standard deviation 1.11
Standard error mean A1
t 8.86
p .000
Statistical difference Yes

There were significant statistical differences pinbon as to whether SOX Section 402 (a) should be
mandated, if selected portions of SOX were appletdcolleges and universities. The percentagesgondents
that agreed or strongly agreed that Section 402h@)ild be mandated if selected portions of SOXevegplicable
to colleges and universities was 75.8%. Only 14af%e respondents strongly or moderately disabtieat SOX
Section 402 (a) should be mandated if selectedomsrbf SOX were applicable to colleges and unitiess
10. If selected portions of SOX were applicableatieges and universities, you would support mandahe
requirements of Section 404 — Prohibition on Peasbnans to Executives.

Response

Percent
Strongly disagree 13.1%
Moderately disagree 13.1%
Moderately agree 22.2%
Agree 35.4%
Strongly Agree 16.2%
Mean 3.28
Standard deviation 1.26
Standard error mean .13
t 2.23
p . 028
Statistical difference Yes

There were significant statistical differences pinton as to whether SOX Section 404 should be ragsut]
if selected portions of SOX were applicable toegdls and universities. The percentage of resptstieat agreed
or strongly agreed that Section 404 should be naddaselected portions of SOX were applicabledatieges and
universities was 51.6%. The percentage of respaadkat strongly or moderately disagreed that Sextion 404
should be mandated if selected portions of SOX apmicable to colleges and universities was 26.2%e
percentage of respondent universities and colldggshave not voluntarily adopted portions of SOxsw3.2%.
The percentage of respondents that agreed or $fragreed that Section 204 should be mandatedei€ e
portions of SOX were applicable to colleges andiersities was 59.2%. The percentage of respondesits
strongly or moderately disagreed with mandatingi8e@01 was 57.2%. The percentage of respondeats



agreed or strongly agreed that Section 302 shaaiithdndated if selected portions of SOX were apiplécto
colleges and universities was 45.9%. The percentgespondents that agreed or strongly agre¢dstetion 402
(a) should be mandated if selected portions of S@ke applicable to colleges and universities wa8%5

RESEARCH CONCLUSIONS

The differences of opinion among university andeg# business officers for nine of the ten question
were statistically significant. Question 5 condegnaudit partner rotation was the only questioresghthere was
not statistically significant differences of opinio The percentage of respondents that stronglynoderately
disagreed with implementing SOX at colleges andrensities was 51.5%. The percentage of respondbats
agreed or strongly agreed with implementing setesictions of SOX at colleges and universities 88%. If
certain sections of SOX are mandated, 54.6% ofd@bBpondents agreed or strongly agreed that Setfidrshould
be mandated, 51.6% of the respondents agreedomgstragreed that Section 404 should be mandatet4@.4%
of the respondents agreed or strongly agreed #atdd 203 should be mandated.

Conclusions

The issues publicly-held corporations encounteréti ®OX are miniscule when compared to problems
universities and colleges would have in implemen®OX requirements. At the same time, the conegpblding
universities’ and colleges’ leaders personally oesjible for inaccurate accounting is very appealitiniversities
and colleges are not free from corruption, fraudn@suse of funds. Universities and colleges atéies American
citizens should be able to trust. These organinatiare responsible for managing receipts and disbugnts.
Universities and colleges must manage their affaithe constituents’ best interests. If accoumtipplications are
being misused, procedures should be implementedssist the public in detecting irregularities anulding
appropriate individuals accountable for their at$io The biggest question is whether universitias @lleges can
afford to completely comply with the SOX requirerteen Several universities and colleges are voligtar
complying with some SOX requirements simply becaitise prudent business. For universities andegabs to
completely comply, funds normally designated fdrestpurposes would be expended for SOX compliance.

Implementing all the SOX requirements would be lgomhd time consuming, considering the variousssize
of universities and colleges, straining existingteatrapped budgets and further aggravating egistitiget deficits.
As publicly-held companies have already conclud®@X is costly and time consuming. Temptation torsfut
SOX implementation procedures would be great eafiedor smaller universities and colleges. Figalssessing
responsibility and/or possible criminal liabilitfor universities and colleges personnel would béreexely
problematic.

Recommendations — Limited Implementation of SOX

Congress and the President of the United Statesidimot require all the current SOX requirements fo
universities and colleges. SOX, in the presenmfowould be detrimental to smaller universities awdeges.
However, a modified version should be passed byg@ms pertaining to large universities and colleg8maller
universities and colleges should be exempted froynpaioposed legislation. Larger universities antleges have
significant dollars going through their budgetsqRieing parts of SOX for universities and collegesild raise their
constituents’ confidence.

Although SOX could not be used entirely in curregiislative format for universities and collegd® t
current legislation was a good starting point. Blarger universities and colleges would benefitrfra) additional
measures designed to maintain reasonable finamwatds, b) more involvement from upper level mamagnt in
the financial reporting process and 3) universigesl colleges’ chief operating and financial offis having direct
responsibility for financial information accuracsopided to the public.



Four topics addressed by SOX should bsidered by Congress including audit committeesépehdence,
external auditors’ independence, management'sxdadchal auditor's responsibilities regarding ingdrcontrol and
fraud. The fraud subject is closely related taficial reports and disclosures accuracy. McGlaé&reyllen, CPAs
(McGladrey.com/Resource_Center) make the pointH'f@nd trust placed in government units is goidany
believe they can no longer rely on a community-serethic driving the actions of public employeesnagement,
committee members, and/or their governing boards."

Another SOX provision prohibits publicly-held conma@s extending personal loans to officers or daesct
This prohibition is a very sound policy. Eliminadi this potential area for abuse makes good consense and
large universities and colleges would benefit fibis same prohibition. SOX prohibits publicly-temticompanies’
external auditors from also providing additiona¢sific services, such as the companies’ bookkeeminggal
services, as well as financial system design ampdementation. Again, this provision would be adegeous for
large universities and colleges.

Large universities and colleges shouldehawdit committees. Even though large universéies colleges
may have difficulty in forming audit committees pessing the necessary financial literacy to undedstinancial
statements, evaluate external auditing firms’ peafi®and make sound financial decisions as paheaf fiduciary
responsibilities, an effective audit committee’vantages exceed the difficulties of creating aifjedlaudit
committee.

SOX limits lead audit partners involveméortpublicly-traded companies to five years. Msure ongoing
objectivity, independence and service quality frexternal auditors, this provision should be appliedor large
universities and colleges. Impacted universitied @lleges may incur increased costs to comply vétjuirements
for preparing accurate financial reports and imswan adequate internal financial reporting corgystem.
However, benefits from compliance should exceeceimental implementation costs.

Specific requirements of Title Il - Corporate Respibility should be applicable to larger univaesitand
colleges.  Section 302, Corporate Responsibilitty Financial Reports, would require an organizaiochief
executive and financial officer to certify the acmey of financial statements and internal contiser financial
reporting. Requiring certification from an orgaatibns chief executive and financial officers shbirhprove the
accuracy of the financial reporting process. ®ac805, Officer and Director Bars and Penaltiesuitadple Relief,
establishes the possibility senior executives avatrd of directors could be removed from their positand never
permitted to serve on other boards. These prawssstiould be applicable for universities and celteg

SOX’s purposes were not just to regulatblip companies and their external auditors bub dts boost
confidence by the public in these companies andettternal auditing profession. This is the primaegson a
modified SOX version should occur for large collegad universities. The public is served whends$som fraud,
abuse, and neglect are prevented, detected arettamron a timely basis. Theft, misuse, wastecaugption can
be more easily accomplished in universities antegek because there are no stockholders with adialastake to
put pressure on management to do what corporaimsupposed to do, which is to increase sharetsoldealth.
SOX sections mentioned above certainly can progigddelines for increasing accountability of largetleges and
universities
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