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ABSTRACT

We evaluate the impact of the Sarbanes-Oxley Act (SOX) on shareholders by
studying the lobbying behavior of investors and corporate insiders in order to
affect the final implemented rules under SOX. Investors lobbied overwhelm-
ingly in favor of strict implementation of SOX, while corporate insiders and
business groups lobbied against strict implementation. We identify firms most
affected by the law as those whose insiders lobbied against strict implementa-
tion. Such firms appear to be characterized by agency problems, rather than
motivated by concerns over compliance costs. Cumulative stock returns dur-
ing the five and a half months leading up to SOX passage were approximately
7% higher for corporations whose insiders lobbied against SOX disclosure-
related provisions than for similar non-lobbying firms, consistent with an ex-
pectation that SOX would reduce agency problems. Analysis of returns in the
post-passage implementation period suggests that investors’ positive expecta-
tions with regards to the effects of these provisions were warranted.
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1. Introduction

Following the Enron/Arthur Andersen scandal in late 2001, the U.S.
Congress came under increasing pressure to pass legislation that would
make it more difficult and costly for corporate insiders to misrepresent
company performance and divert resources for personal gain. Bills were
introduced in the House by Representative Michael Oxley on February 13,
2002, and in the Senate by Senator Paul Sarbanes on May 8, 2002. The final
bill, the Sarbanes-Oxley Act of 2002, was passed in the House and Senate on
July 25, 2002.

There are two main competing views about the likely impact of the
Sarbanes-Oxley Act (SOX) on shareholders. Proponents of SOX argue that
it will lead to improved disclosure, transparency, and corporate governance,
thereby reducing misconduct, perquisite consumption, and mismanage-
ment by insiders (whether legal or illegal), and that these benefits outweigh
the costs of compliance. Opponents argue that SOX will be ineffective in
preventing corporate wrongdoing and/or that any benefits of SOX will not
be large enough to outweigh the associated compliance costs.

The central challenge to distinguishing between these two views regard-
ing the effect of SOX is the lack of a control group of publicly traded firms
unaffected by the legislation. In this paper, we employ two approaches in
an attempt to circumvent the lack of a control group. Our methodology
stems from the procedural process used to implement the SOX legislation.
Following the passage of SOX in 2002, Congress delegated the drafting and
implementation of the principles outlined by SOX to the Securities and Ex-
change Commission (SEC). The various sections of SOX were divided into
separate rules by the SEC, which then solicited public comments regarding
the proposed rules, prior to adopting the final releases. Letters to the SEC
commenting on the proposed rules are publicly available on the SEC Web
site or through its public reference office.

Following the main compliance-related titles of SOX, we classify the rules
on which the SEC solicited comments into groups. We focus on three major
sets of rules: provisions related to enhanced financial disclosure (including
the much-discussed section 404 assessment of internal controls), provisions
related to corporate responsibility, and provisions related to auditor inde-
pendence. Our first approach in evaluating the effect of SOX on shareholder
value is to classify the nature of the comment letters submitted to the SEC
by individual investors and investor groups. We document that individual
investors, based on their letters to the SEC, were overwhelmingly in favor
of strict implementation of SOX. Significantly, lobbying by investor groups
such as pension funds and labor unions, who presumably are more sophisti-
cated than individual shareholders, was equally supportive. These findings
allow us to speak to the perceived value of SOX for shareholders. To the
extent that investors are sufficiently informed and sufficiently sophisticated
to evaluate the costs and benefits of SOX,these findings suggest that SOX
was perceived as beneficial to individual investors and investor groups. This
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result stands in stark contradiction to the conclusions of studies such as
Zhang [2007], who studies the price movement of the market as a whole
after the passage of SOX and argues that shareholder reactions to SOX are
unfavorable.

To provide additional evidence on the value of SOX, our second approach
utilizes the comment letters sent to the SEC by and on behalf of corpo-
rate insiders. Our reading of these letters reveals that an overwhelming
majority of insiders in lobbying companies opposed strict implementation
of SOX and argued strongly for delays, exemptions, and loopholes in its
implementation. While lobbying by investors in favor of SOX is useful for
distinguishing between the improved disclosure and corporate governance
view and the costly compliance view of SOX, lobbying by insiders against
strict implementation in and of itself is not directly informative for this pur-
pose. Corporate insiders may have lobbied against strict implementation of
SOX if it was expected to succeed in improving disclosure and governance
or if the dominant effect of SOX was expected to be its high compliance
costs.1

However, lobbying by corporate insiders against strict implementation of
SOX can be used to distinguish between the competing views of SOX in two
fashions. First, we can compare lobbying and non-lobbying firms to deter-
mine whether firms whose insiders lobby against strict implementation of
SOX are firms that are likely to be characterized by agency problems or firms
primarily motivated by concerns over high compliance costs. Specifically, we
can examine whether firms whose insiders lobby against strict implementa-
tion of SOX are firms with traditional free cash flow problems: firms with
high profitability, low growth opportunities, and poor governance, charac-
teristics that make it feasible for managers to enjoy large private benefits
of control (e.g., empire building or perquisite consumption). We can also
examine audit fees, a major component of SOX compliance costs. Second,
lobbying by corporate insiders can be used as a proxy to identify compa-
nies more likely to be affected by the legislation (positively or negatively),
and thus allows us to circumvent the lack of a control group of firms un-
affected by SOX. Under the improved disclosure and governance view,
the more affected firms are those for whom the disclosure and/or gov-
ernance gain is greatest. If SOX provides a net benefit to shareholders in
the form of improved transparency, disclosure, and corporate governance,
and reduces misconduct, mismanagement, and perquisite consumption,
then companies whose insiders lobby against strict implementation of SOX
should have higher cumulative returns than otherwise similar non-lobbying
companies in the period leading up to the passage of SOX, as the market

1 Under the improved disclosure and governance view, insiders lobby against strict imple-
mentation due to SOX’s effect of reducing insiders’ ability to divert resources to themselves.
Under the compliance cost view, insiders may lobby against SOX either because they choose to
lobby in the interest of company shareholders or because they anticipate a possible reduction
in diversion of resources.
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adjusts its expectations of future cash flows for these companies relative
to their matched, less-affected, non-lobbying peers. Conversely, under the
compliance cost view, where SOX is detrimental to shareholders because it
imposes costs that outweigh any associated governance gains, the more af-
fected companies are those for whom the net costs are highest, and thus we
would expect lobbying firms to experience lower cumulative returns than
non-lobbying firms.

We find that the firms most likely to lobby are firms in mature indus-
tries, with relatively low forecasted earnings growth, high profitability, and
poor governance. These are precisely the types of firms that Jensen’s [1986]
theory of free cash flow predicts are likely to provide more opportunities
to management for expropriation, perquisite consumption, or mismanage-
ment of firm resources. In contrast, our analysis of audit fees indicates that
lobbying firms are unlikely to be those that expect a large relative increase in
compliance costs. Rather, lobbyers on average have lower audit fees relative
to initial market value pre-SOX, and their audit fees relative to size increase
by less, post-SOX, than those of non-lobbying firms.

One aspect of our research design, important for interpreting our find-
ings, is that lobbying of the SEC with regard to implementation of SOX
occurs primarily after the passage of SOX itself. For our identification strat-
egy to be powerful, it must be the case that the market could predict which
firms would be most affected based on ex ante observable characteristics of
firms, and that lobbying is a good indicator of which firms are most affected.
In addition to providing evidence supporting the improved disclosure and
governance view, under the assumption that lobbying is a good indicator
of being more affected, the examination of the economic determinants of
lobbying validates that lobbying is, to some extent, predictable based on
ex ante firm characteristics. Furthermore, we conduct an event study of ab-
normal returns observed around the submission date of a comment letter
by a given company. The event study indicates that there is no discernible
market reaction to the submission of the letter, suggesting that market par-
ticipants are not surprised to see which firms lobby (and thus, which firms
are more likely to be more affected by SOX).

Having validated our research design, we turn to analyzing the returns of
lobbying (more affected) firms relative to non-lobbying (less affected) firms
in the pre-passage period. Our portfolio analysis of returns reveals that dur-
ing the period leading up to passage of SOX (February to July of 2002),
cumulative returns were approximately seven percentage points higher for
corporations whose insiders lobbied against one or more of the SOX “En-
hanced Disclosure” provisions than for non-lobbying firms of similar size,
book-to-market, and industry characteristics. In contrast, we find no signif-
icant evidence of higher cumulative returns for those corporations whose
insiders lobbied against one or more of the SOX “Corporate Responsibility”
provisions or for those corporations whose insiders lobbied against one or
more of the SOX “Auditor Independence” provisions than for comparable
non-lobbying firms.
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Many firms who lobbied against strict implementation of the Corporate
Responsibility or Auditor Independence provisions, however, also lobbied
against strict implementation of one or more of the Enhanced Disclosure
provisions. We therefore proceed to estimate the separate abnormal returns
associated with each of the three categories by running firm-level regres-
sions. The results from our firm-level models confirm a total abnormal ex-
cess return of approximately 7% during the period leading up to the passage
of SOX for those firms whose insiders lobbied against the Enhanced Disclo-
sure provisions, and no significant abnormal excess return for firms lobbying
against the Corporate Responsibility or Auditor Independence provisions.
These relative returns suggest that while investors do not disapprove of the
Corporate Responsibility or Auditor Independence provisions, the market
expects SOX to benefit mainly the firms most affected by provisions related
to Enhanced Disclosure, rather than those affected primarily by Corporate
Responsibility or Auditor Independence provisions.

Unsurprisingly, as the majority of the corporate-sponsored letters sent to
the SEC concern Enhanced Disclosure provisions, we obtain similar results
when we do not distinguish between lobbying for specific categories of SOX
rules, but instead look at the entire set of lobbying firms regardless of which
categories of rules they lobbied against. This suggests that our return results
are not an artifact of arbitrary classification of rule categories. Furthermore,
when we look at specific subperiods surrounding events that likely increase
the probability of SOX passage or the strictness of the reform, we find that
lobbyers experience significant abnormal excess returns above and beyond
non-lobbyers during these subperiods, which is consistent with our findings
for the pre-passage period as a whole.

The results from our returns analysis in the pre-passage period are sup-
portive of the improved disclosure and governance view of SOX. Further-
more, they are consistent with the evidence provided in our research design
validation models, which indicate that firms with entrenched management
and firms that Jensen’s free cash-flow theory predicts would be more likely
to be affected by SOX under the improved disclosure and governance view
are indeed those that lobbied against its strict implementation.

In the second half of our analysis, we turn our focus to the post-passage
period. It is possible that investors had positive expectations regarding the
overall effects of the SOX implementation in the pre-passage period, but
that post-passage, during the implementation of the law, it becomes clear
that either their positive expectations with regard to improved governance
and disclosure are not warranted or that the associated compliance cost bur-
den outweighs these benefits. To examine whether investors feel that their
positive expectations in the pre-passage period are warranted, we focus on
the returns of lobbying and non-lobbying firms during the period after the
passage of SOX. If shareholders gradually become aware that the measures
introduced by the legislation do not result in higher shareholder value due
to a watering down of the rules during implementation, we expect to ob-
serve negative abnormal returns for lobbying firms relative to non-lobbyers
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in the period following SOX passage and until investor expectations settle
at a new, less optimistic level. If, on the other hand, investors’ positive expec-
tations regarding the overall effects of SOX (and in particular, its Enhanced
Disclosure provisions) are warranted, we would not expect any differences
between the returns of lobbying and non-lobbying firms in the post-passage
period. Our analysis of returns in the post-passage period indicates that the
returns for firms who lobbied against an Enhanced Disclosure rule are sim-
ilar to the returns of the non-lobbying comparison group, and, thus, that
the increase in relative stock price experienced by lobbying firms does not
reverse during the post-passage period.

Our study documents, first, that investors expected SOX to more closely
align interests of insiders and shareholders; second, that lobbying firms are
indeed those more likely to suffer from agency issues; third, that (relative)
returns during the period preceding SOX passage are consistent with the
views of investors; and fourth, that investors’ positive expectations may have
been warranted, based on returns in the post-SOX period. Consistent with
the arguments presented by Coates [2007], our results indicate that, in
the eyes of public company shareholders, the most important and effective
provisions in SOX are the Enhanced Disclosure provisions, rather than the
provisions related to Corporate Responsibility and Auditor Independence.

An obvious shortcoming of a research design that compares more affected
firms to less affected firms, without having a comparable group of firms
unaffected by the legislation studied, is that it does not speak directly to
the overall effect of SOX on the public equity market. Considering the full
period—from week 7 of 2002, when serious discussions about the legislation
start, to the end of 2004—we can say that the stocks of more affected firms
(as proxied for by lobbying firms) have outperformed those of less affected
firms (proxied for by non-lobbying firms). Based on our returns analysis
alone, we cannot unambiguously say that the net benefit of SOX for either
group is positive. That said, given data on compliance costs, it is possible
to use our lobbying methodology to circumvent the issue of only speaking
to relative effects of a law on two groups of firms. While any conclusions
from such an exercise are only as strong as our confidence in the estimates
of compliance costs, we can use SOX cost estimates to argue that the net
benefit to shareholders in the more affected (lobbying) firms may well be
positive. Furthermore, with the addition of two assumptions, we argue that
the net benefit to shareholders for the full set of publicly traded firms,
similarly, may well be positive.

A second important caveat to our analysis is that we are not able to speak to
the welfare effects of SOX, but only to the law’s effects on the shareholders
of those companies that are publicly listed at the start of our sample. For
example, our analysis cannot measure the overall welfare effect of changes
in the propensity to list or remain listed and SEC-registered on U.S. markets
due to SOX-related costs. In addition, we cannot rule out that insiders lose
an amount equal to or greater than what outside investors gain. Finally, we
note that while our analysis suggests that shareholders expect SOX to be
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value-increasing on average for publicly traded firms, the lobbying firms in
our sample are predominantly large, established organizations, and thus
our returns analysis does not provide specific conclusions as to the effect of
SOX on smaller firms.

Our study is related to an emerging literature attempting to evaluate the
effects of SOX. Insightful reviews of this literature (which has not produced
a general consensus on the effects or value of SOX) are presented in Coates
[2007], Leuz [2007] and in the discussion piece by Karolyi that follows this
paper (Karolyi [2009]). Zhang [2007] examines the reaction of the overall
U.S. stock market to legislative events leading to the passage of SOX. While
Zhang [2007] finds significantly negative returns around these legislative
events, these returns might be due to other, confounding events that are
unrelated to SOX. Jain and Rezaee [2006] also study the aggregate market
reaction to SOX, reaching a conclusion opposite to that of Zhang [2007].2

As in our paper, other studies seek to circumvent the lack of a control
group of unaffected firms by using alternative approaches or outcome vari-
ables. For example, Cohen, Dey, and Lys [2008] evaluate the impact of SOX
by examining changes in earnings management behavior and in the infor-
mativeness of firms’ earnings announcements around the passage of SOX,
and find a decline in earnings management activity following the passage
of SOX. The paper closest to ours in approach is Chhaochharia and Grin-
stein [2007], who study the announcement effect of SOX on firm value. To
overcome the lack of an unaffected control group, they look at firms in the
pre-SOX period and sort them into two groups: most and least compliant
(according to certain proposed SOX provisions). Based on a comparison
of these two groups, their study finds a positive value effect associated with
SOX for large firms, whereby firms that need to make the most changes
in order to comply with the new rules outperform firms that require fewer
changes over the announcement period. Conversely, they find a negative
effect for small firms. While Chhaochharia and Grinstein [2007] study the
perceived value of SOX for firms most affected by certain specific provisions
of SOX, our lobbying approach allows us to expand on their work by exam-
ining shareholders’ views regarding the full spectrum of SOX’s provisions as
well as differentiate more precisely between the various categories of these
provisions. Additionally, since our analysis includes the period after the law
is passed, we are also able to separate the perceived effects of SOX as passed
in Congress from the net effects resulting from the actual implementation
of those rules.

Our paper is also related to a growing literature that uses the lobbying
activities of corporations to examine the impact of regulation. The most
closely related study is that of Lo [2003], who examines the economic con-
sequences of the 1992 revision of executive compensation disclosure rules

2 A more detailed review of the more general lobbying literature is provided in the discussion
piece by Karolyi that follows this paper (Karolyi [2009]).
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by using a lobbying approach quite similar to that employed in this study.
Lo [2003] finds, in support of the value of increased disclosure, that corpo-
rations whose insiders lobby the SEC against the proposed regulation have
positive excess stock returns of about 6% over the eight-month period be-
tween the SEC’s announcement that it would be pursuing reform and the
adoption of the proposed regulation. In addition to addressing a different
reform, a key difference between Lo [2003] and this study is that we study
not only the opinions of corporations who lobby the SEC, but also the views
of non-investor groups and of individual investors and investor groups.

The remainder of this paper is organized as follows. Section 2 presents
an overview of SOX, the timeline of its adoption, and the role of lobby-
ing in the design of the resulting rules. Section 3 details our hypotheses
and research method. Section 4 presents our empirical findings. Section 5
discusses interpretation of our results. Section 6 concludes.

2. The Sarbanes-Oxley Act of 2002

2.1 THE LEGISLATIVE TIMELINE

The collapse of Enron in October 2001, followed by the subsequent expo-
sure of several accounting and governance scandals at Qwest Communica-
tions, Global Crossing, Worldcom, Adelphia, and Tyco in the spring of 2002,
triggered a flurry of legislative proposals to reform corporate business prac-
tices and improve accounting and governance systems for publicly traded
companies.

SOX resulted from the combination of reform bills introduced by Senator
Paul Sarbanes, Democrat of Maryland, and Representative Michael Oxley,
Republican of Ohio. Representative Oxley’s reform bill was first introduced
in the House on February 13th, 2002. It was passed in committee on April
16th, 2002 and was subsequently passed in the House on April 24th, 2002. In
May of 2002, the Sarbanes reform bill was circulated in the Senate Banking
Committee; the Committee subsequently passed the bill on June 18th, 2002.
The full Senate began debate on Sarbanes’ bill on July 8, 2002 and passed
the bill with overwhelming support on July 15, 2002. On July 19, 2002, the
House and Senate formed a conference committee and began negotiations
to merge the two bills. The final legislative bill, known as the Sarbanes-Oxley
Act of 2002, was passed by Congress on July 25, 2002 and was signed into
law by the President on July 30 of that year.

SOX directed the SEC to immediately begin rule-making activities, and
the SEC commenced such action in late August 2002. SOX-directed rule-
making activities continued throughout 2003 and into the beginning of
2004, with major rule-making activities completed by June 2004.

2.2 THE CONTENT OF SOX

SOX establishes the Public Company Accounting Oversight Board
(PCAOB) and establishes new rules for and restrictions on corporations,
corporate directors, and auditors. SOX is arranged into 11 titles.
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The first four titles of SOX are the most relevant for issues of public com-
pany compliance. Title I of SOX establishes the PCAOB, which is charged
with overseeing and registering public accounting firms and establishing
standards related to auditing and internal controls. Title II of SOX covers
issues related to auditor independence and places restrictions on public
accounting firms with regard to the provision of non-auditing services, as
well as mandating a periodic rotation of the coordinating and reviewing
auditing partners. Title III of SOX deals with corporate responsibilities, in-
cluding the independence of the auditing committee, improper influence
on conduct of audits, executive certification of financial reports, penalties
related to financial restatements, and rules of professional responsibility for
attorneys. Title IV of SOX deals with enhanced financial disclosure, includ-
ing disclosures in periodic reports, enhanced conflict of interest provisions,
disclosure of transactions involving management or principal stockholders,
the disclosure of the existence of an audit committee financial expert, and
the much-discussed management assessment of internal controls.

The remaining titles of SOX either primarily deal with issues unrelated
to compliance by publicly traded firms or set up criminal penalties and, as
such, are (with two exceptions noted below) not subject to interpretation
and implementation by the SEC. Title V of SOX deals with analyst conflicts of
interest, Title VI deals with SEC resources and authority, and Title VII with
studies and reports. Title VIII of SOX deals with corporate and criminal
fraud accountability and Title IX with enhancements to the penalties for
white collar crime. Title X deals with the signing of corporate tax returns
by chief executive officers and Title XI with definitions of corporate fraud
and accountability. Of these remaining titles, only Title VIII, Section 802,
on criminal penalties for altering documents, and Title IX, Section 906, on
corporate responsibility for financial reports, generated SEC rule making.
We group SEC rules related to Section 802 and Section 906 with those
related to Title III since they cover similar topics. Due to the SEC’s lack of
rule-making activities with regards to Title V, VI, VII, X and XI, we do not
deal directly with these titles of SOX.

We classify the rule-making activities of the SEC with regard to Title I
through Title IV of SOX into three broad categories. Rule-making activities
related to auditor independence, Title II of SOX, are classified as Auditor
Independence rules. Rule-making activities related to corporate responsibil-
ities, Title III of SOX, are classified as Corporate Responsibility rules. Rule
making related to issues of enhanced financial disclosure and the PCAOB,
Title IV and Title I of SOX, are classified as Enhanced Disclosure rules. We
include Title I, which establishes the PCAOB, in the Enhanced Disclosure
rules category due to the close overlap between the PCAOB’s responsibili-
ties and rule making and the disclosure items mandated in Title IV. Indeed,
a significant part of the PCAOB’s purpose is to determine and regulate the
standards for the enhanced disclosures mandated by Title IV.3

3 All our reported results are robust if the rules relating to Title IV are analyzed separately
from those relating to the PCAOB.
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In conjunction with the federal legislation, the major stock exchanges
produced their own governance-related listing requirements. In February
of 2002, the SEC called on the major stock exchanges to review their gover-
nance requirements. The New York Stock Exchange’s (NYSE) and National
Association of Securities Dealers’s (NASD) boards adopted governance pro-
posals and submitted them to the SEC for approval. The SEC solicited public
comment on two proposals and, upon reviewing the comments, approved
the NYSE and NASD proposals with some modifications. We include SEC
rule making related to the governance and listing standards of the NYSE
and NASDAQ exchanges in the Corporate Responsibilities category. Ad-
ditionally, contemporaneously with SOX rule making, the SEC issued one
proposed rule on a disclosure-related issue, “Disclosure Regarding Nominat-
ing Committee Functions and Communications Between Security Holders
and Boards Of Directors,” which was later adopted. Due to the nature of this
rule, it is included in the Enhanced Disclosure category. All our reported
results are robust to exclusion of these three rules.4

2.3 THE ROLE OF LOBBYING IN THE DESIGN OF THE RULES

SOX is a statute, and as such, can only be changed by another Act of
Congress or by a court that rules it unconstitutional. Since Congress was
well aware of the lengthy timeline required to perpetuate new or amended
legislation, SOX consists mainly of principles. The rules and enforcement
actions by which these principles are implemented were left to be deter-
mined by the SEC, which can respond rapidly to feedback and update the
rules as needed (Coates [2007]).

Section 3A of SOX grants authority to the SEC to “promulgate such rules
and regulations, as may be necessary or appropriate in the public inter-
est or for the protection of investors, and in furtherance of this Act.” The
SEC started rule-making activities in August 2002. The rule-making activities
prescribed by SOX continued into 2004. The SEC took public comments
into consideration when drafting the final rules, and indeed, sharehold-
ers, corporations, and others could and did influence how strictly SOX is
implemented.

After the passage of SOX, the relevant sections of each title were broken
down and drafted in a proposing release, which was then circulated by the
SEC for public comment. At the end of the comment period, the SEC drafted
and approved a final adopting release for each rule. In appendix A, we
classify and briefly describe all of the SOX-related rules proposed by the
SEC. We report the date of the proposing release, the date of the adopting

4 In the fall of 2003, the SEC proposed one further rule related to corporate responsibility,
which was not part of SOX, and which ultimately is not implemented. This rule relates to
nominations of directors by security holders. We do not use this rule to define lobbying firms,
and when matching lobbying and non-lobbying firms below, we exclude firms that lobbied for
or against this SEC proposal from our set of non-lobbying firms.
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release, the related SOX section, and whether the rule was adopted with or
without amendments.5

For each of the proposed rules, the SEC solicited public comments that
were to be submitted by a specific deadline prior to the adopting release
date. Comment letters submitted to the SEC by electronic means were made
available to the public on the SEC Web site, while those submitted in paper
form were made available through the SEC’s public reference section. In
section 4, we describe the content of the letters submitted to the SEC in
detail.

The major event window we employ to understand the perceived value of
SOX is the time period leading to the approval of SOX. Our event window
starts on February 8, 2002 and ends on July 26, 2002. The first week of our
event window leading up to SOX passage includes February 13, 2002, when
Oxley’s bill was introduced in the House and the SEC announced that it
intended to propose several rules designed to improve disclosure and gov-
ernance. The last week of the window includes July 25, 2002, when Congress
passed the law.6 Because most of the rule-making activity was concentrated
after the passage of SOX (after July 25, 2002), the event window allows us
to separate the perceived effect of the law from the information potentially
generated by the submission of comments to the SEC.

To understand the effects of SOX as implemented, as opposed to the per-
ceived effects of SOX as passed by Congress, we also examine the period
following the passage of SOX: July 26th, 2002 to the end of 2004. By examin-
ing returns for lobbying and non-lobbying firms in the post-passage period,
we can assess the net effect of the final SOX rules, given the strictness and
effectiveness of the implementation and the costs of compliance associated
with such.

3. Hypotheses and Research Method

There are two competing views of the likely impact of SOX. The view
on which Congress based the legislation is that SOX would improve trans-
parency, disclosure, and governance, thereby decreasing misconduct and
mismanagement by corporate insiders and increasing value for sharehold-
ers well above the associated costs of compliance. We refer to this positive
view as the improved disclosure and governance view.

The alternative view of SOX is that the main impact of SOX is to im-
pose large compliance costs on firms, with a negative net effect of the Act
on shareholder value. According to this view, SOX is either ineffective in

5 Three of the proposing releases that we list as releases generated by SOX were issued
before the actual passage of the law. These are cases where the content of the SEC’s proposed
rule was subsequently mandated by SOX and adopted as such or where the SEC’s proposed
rule was augmented by a subsequent release under SOX and adopted as such.

6 While the President signed the law on July 30, 2002, presidential approval was viewed as a
foregone conclusion once the Act was passed in Congress.
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diminishing any mismanagement or misconduct or compliance costs are
sufficiently large to outweigh any benefits. Proponents of this view argue
that private markets already lead to the shareholder-value-maximizing dis-
closure and governance structure and that government interference leads
to suboptimally large amounts of resources being spent on disclosure and
governance issues. We refer to this negative view as the compliance cost view.

3.1 LOBBYING BY SHAREHOLDERS AND CORPORATE INSIDERS

One method of distinguishing between these two views of SOX is to study
whether shareholders support or oppose SOX. Under the improved dis-
closure and governance view of SOX, shareholders should lobby in favor
of SOX; in contrast, under the compliance cost view of SOX, shareholders
should oppose SOX.

Lobbying by corporate insiders against SOX contains less direct evidence
about SOX’s average effect on shareholders. Lobbying by corporate insid-
ers in favor of SOX is informative: We should observe such lobbying only
if corporate insiders work in shareholders’ interests and SOX is beneficial
to shareholders overall. Lobbying against strict implementation of SOX,
however, could be consistent with either the improved disclosure and gov-
ernance view or the compliance cost view. On the one hand, under the
positive view of the Act, SOX may be beneficial to shareholders, but man-
agement may be more concerned with its own interests and, thus, lobby
against strict implementation. Under this interpretation, firms whose insid-
ers lobby against SOX are those whose shareholders stand to benefit the most
from SOX. On the other hand, under the compliance cost view of SOX, op-
position to the Act by corporate insiders signifies either (1) that SOX has at
least some ability to reduce insider misconduct/mismanagement or (2) that
compliance costs differ in the cross-section of firms and that firms whose in-
siders lobby against SOX are those with particularly large compliance costs.
Under this interpretation, firms whose insiders lobby against SOX are those
whose shareholders stand to lose the most from SOX.

Lobbying by insiders is still useful for distinguishing between the two
views of SOX, under the assumption that the insiders more likely to lobby
are those from firms more affected (either positively or negatively) by SOX
(see Dewatripont and Tirole [1999], Grossman and Helpman [1994]). First,
we can analyze the samples of lobbying and non-lobbying firms to determine
whether lobbying firms are those firms that are likely to be characterized by
agency problems. Specifically, we can examine whether firms whose insiders
lobby against strict implementation of SOX are firms with traditional free
cash-flow problems: firms with high profitability, low growth opportunities,
and too much cash retained in the firm. These characteristics make it feasi-
ble for managers to enjoy private benefits of control. Similarly, we can ana-
lyze the samples of lobbying and non-lobbying firms to determine whether
firms whose insiders lobby are those that are motivated by concerns about
higher compliance costs. Specifically, we can examine audit fees, which are
a major component of SOX compliance costs. If audit fees increase less for
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lobbying firms from the pre-SOX period to the post-SOX period or increase
to a similar extent for lobbying and non-lobbying firms, this suggests that
differential compliance costs are not a central driver of insider lobbying
against SOX. Conversely, if audit fees increase more for lobbying firms than
for non-lobbying firms from the pre-SOX period to the post-SOX period,
this indicates that insider lobbying is done in shareholders’ best interest and
indicates that some firms’ shareholders are hurt by SOX, which is consistent
with the compliance cost view of SOX.

Second, under the assumption that lobbying firms are those most affected
by SOX, firms can be split into groups based on whether or not their insid-
ers lobby against a strict implementation of SOX; this split can be used to
test cross-sectional predictions regarding returns during the period lead-
ing up to passage of SOX. Returns during the period leading up to SOX
passage are informative about both the motives behind the lobbying by cor-
porate insiders and the differential impact of SOX on more and less affected
firms. Under the improved disclosure and governance view, returns should
be higher for more affected, that is, lobbying, firms and thus, we should
observe positive abnormal returns for these firms relative to similar non-
lobbying firms.7 In contrast, under the compliance cost view, returns during
the pre-passage period should be lower for more affected firms and, thus,
we should observe negative abnormal returns for the firms whose insiders
lobby against strict implementation of SOX.8 Furthermore, the cumulative
abnormal returns during the period leading up to SOX passage provide an
estimate of the difference across shareholders in the net benefit from SOX,
which is particularly informative about SOX’s impact.9

3.2 THE TIMING OF LOBBYING

One aspect of our research design is important for interpreting our find-
ings. The majority of lobbying occurred after Congress passed SOX on July
25, 2002. Our approach to testing the predictions for stock returns during
the period leading up to passage will therefore be powerful only if (1) share-
holders are aware of which types of firms are likely to be most affected by

7 As the probability of legislation goes from zero to one, the price of a given company should
gradually move upward from P to P + �P sox where �P sox is the present value of the increase
in dividends due to SOX. If �Psox

P differs in the cross-section, firms with large values will be
observed to have abnormally good returns over this period.

8 We do not analyze firms whose insiders express mixed opinions or positive opinions, due
to the small number of such firms.

9 The improved disclosure and governance view of SOX also predicts that, on average across
firms, returns during the period leading up to passage should be abnormally positive (relative
to a set of firms with no news about disclosure and governance). The compliance cost view,
similarly, has predictions about the average effect of SOX across firms. Returns during the
period leading up to passage should be abnormally negative (relative to a set of firms with
no news about disclosure and governance). Given the lack of a control group of (comparable
U.S.) firms not impacted by SOX, these additional predictions are impossible to test, since they
cannot be distinguished from aggregate shocks unrelated to SOX.
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SOX (and thus, under the assumption that lobbying is a good proxy for the
econometrician as to which firms are likely to be most affected, to lobby
against strict implementation) and if (2) the relationship between lobbying
and returns is causal.

In our analysis, we take three approaches to demonstrate (1) above. First,
an analysis of the economic determinants of lobbying, based on variables
known at the start of our sample, can provide direct evidence on whether
lobbying is predictable, and thus, under the maintained assumption that
lobbying is a good proxy for being more affected, can indicate whether the
market can predict which firms are more affected by SOX. Second, a firm-
level event study of the returns for lobbying firms around the submission
date of a letter to the SEC can be used to determine whether market partic-
ipants are surprised to learn which firms lobby (and thus, which firms are
likely to be more affected by SOX). Third, to the extent that our analysis
does reveal differences in the returns over the lead-up period for lobbying
and non-lobbying firms, this provides evidence in and of itself that (1), as
well as our underlying assumption that lobbying activity is an indicator of
being more affected by the legislation, is reasonable.

While the reverse causality concern raised in (2) is a potential prob-
lem, our research design allows us to speak to this issue. Reverse causal-
ity in our setting implies that good returns cause insiders to lobby. Any
such effect, however, does not predict a significant differential in the ex-
cess returns of lobbying firms (over and above similar non-lobbyers) when
comparing the pre- and post-passage periods. To the extent that excess re-
turns of lobbyers differ in the pre- and post-passage period, this suggests
that causality goes in the direction we assume, that is, that being more af-
fected by SOX leads to excess returns, rather than it being simply the case
that better (or worse) performing firms tend to lobby without necessar-
ily being more affected by the legislation. A significant differential in the
pre- and post-passage excess returns of lobbyers thus validates our research
design.

It is worth noting that while this approach can be used to help resolve the
causality concern in our return analysis, we cannot use a similar approach to
examine changes in operating performance for lobbying and non-lobbying
groups in a causal fashion. While return data are available on a weekly or
daily basis, operating performance is only available to us on an annual basis,
which does not allow us to examine whether there is a kink in performance
around the date of SOX passage. This is a key reason for focusing on returns
rather than on operating performance.

If, indeed, lobbying is predictable, a natural question that arises is why
should we choose to use lobbying as a proxy for more affected firms, rather
than simply using the variables that predict lobbying? There are two cen-
tral advantages to a research design that employs lobbying rather than its
predictors. First, lobbying is likely a stronger proxy for being more affected
than the predictors of lobbying alone. By employing the predictors, instead
of lobbying itself, the researcher is limited to a few observable variables that
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are not likely to fully capture many aspects of a firm’s structure or manage-
ment that may cause it to be more affected by SOX (and that may be known
to the market). As econometricians, we cannot observe the state of a firm’s
internal controls, nor many aspects of its governance or management. Even
if lobbying is to some extent predictable, it is likely that a substantial amount
of the variation in lobbying is not driven by variables observable to us. It is
reasonable to assume that shareholders are able to observe more informa-
tion in real time than we can observe and therefore that they are better able
to predict lobbying than our models can. Lobbying is in essence revealed
preference and is likely to capture many more of these aspects of the firm.
Second, some of the characteristics that predict lobbying may be of types
that the empirical asset-pricing literature documents as being related to av-
erage or realized returns (such as size, book-to-market ratios, or industry).
If so, it would be statistically difficult to study the return implications based
on predicted rather than actual lobbying. Finally, some firm’s characteris-
tics may predict lobbying against all the different categories of SOX-related
rules. Using predictors, rather than actual lobbying, would therefore make it
difficult to distinguish the relative benefit of the various subsections of SOX.
In contrast, lobbying can be observed at the individual title and rule level,
thus allowing the researcher to distinguish between shareholders’ reactions
to different aspects of SOX.

4. Results

4.1 OPINIONS OF LETTER WRITERS

The opinions of commenters are tabulated in Table 1. Overall, our study
is based on 1,948 letters. The top panel shows how the letters are distributed
across various types of letter writers. Of the 1,948 letters, 629 are from corpo-
rations (or, more precisely, from corporate managers or directors). Two hun-
dred sixteen are from noninvestor groups such as the Business Roundtable
and the American Society of Corporate Secretaries. Investor groups, typi-
cally pension funds (including union pension funds), compose 125 of the
letters, and 240 are from individuals. The remaining 738 letters are from
accountants (individuals and groups), lawyers (individuals and groups), aca-
demics, or others (mainly church groups and governments). Around 90%
of the letters are submitted after July 25, 2002, the date SOX is passed, with
48% submitted in the remainder of 2002, 40% submitted in 2003, and 2%
submitted in 2004.

We classify the letters into three categories. Letters classified as positive
are those that favor the rule commented on, or that call for stronger mea-
sures than those stated in the SEC’s proposing release. Letters classified
as negative are those that oppose the rule commented on, or argue for
delays or exemptions in its implementation. The last category, neutral, is
used for letters that commented on several of the subprovisions in a par-
ticular proposing release and where the commenter is positive on some
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subprovisions and negative on others. A small number of letters that are
difficult to classify are also included in the neutral category.

The first three rows of table 1 show, for each type of commenter, across
all rules, the total number and percentage of positive letters, neutral letters,
and negative letters. It is clear that individuals and investor groups are over-
whelmingly in favor of the SOX provisions. Seventy-nine percent of letters
from individuals and 83% of letters from investor groups are in favor of the
rule commented on. The following three rows of the table provide similar
summary statistics that exclude the three rules not directly linked to SOX.
Individuals and investor groups are again predominantly positive on the
rules commented on, with about 75% of both expressing positive views.10

An important feature of the comment letters from individuals and investor
groups is that the opinions expressed are not specific to a particular firm.
In other words, the letters most likely state the author’s view of the aver-
age effect of the particular provision across stocks as opposed to its effect
on an individual firm. Of course, it is possible that some individuals may
be motivated by particularly poor disclosure/governance for a particular
firm whose stock they own. Since the provisions of SOX apply to all publicly
traded firms, however, it seems fair to consider opinions expressed as views
about the total set of stocks the investor/investor group holds or intends to
hold in the future. Under this assumption, the positive views expressed by
the vast majority of individual investors and investor groups provide support
for the improved disclosure and governance view of SOX.

The remainder of table 1 tabulates opinions by the rule and major rule
category commented on. We first present results for the major rule cat-
egory Enhanced Disclosure (SOX Title IV and Title I), then turn to the
results for Corporate Responsibility (SOX Title III), and finally to the re-
sults for Auditor Independence (SOX Title II). The Auditor Independence
rule generates many fewer comments, the majority of which are submitted
by accountants and accounting firms.

Approximately 80% of both individual investors and investor groups write
in favor of the Enhanced Disclosure rules, with similar results for individual
investors and investor groups that comment on Corporate Responsibility
rules. Investors thus appear to view both the disclosure and governance
provisions of SOX as being value-increasing, even after any compliance costs
borne by shareholders. Investor groups that lobby are overwhelmingly in
favor of the Auditor Independence rules, while the few individuals who
comment on these rules are more divided.

To our knowledge, shareholder support for SOX has not diminished since
the period covered by the letters we analyze. For example, at the SEC’s
“Roundtable Discussion on Second-Year Experiences with Internal Control
Reporting and Auditing Provisions” held on May 10, 2006, institutional
investors express continued support for SOX, specifically for Section 404

10 Our subsequent results remain roughly unchanged when we exclude the few rules not
directly related to SOX from the analysis.
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on internal controls. In her statement dated March 1, 2006, Ann Yerger
from the Council of Institutional Investors (an association of more than 130
corporate, union, and public pensions plans with more than $3 trillion in as-
sets) writes: “. . . the Council believes the benefits over time will far outweigh
the costs and will be a positive for all involved in the U.S. capital markets . . . .
In closing, Section 404 is working.”11

The opinions of corporations and of non-investor groups contrast starkly
with those of investors. Across all rules, 81% of letters written by corporations
(corporate managers or directors) and 73% of letters written by non-investor
groups argue against the rule they comment on. Roughly similar percentages
of letters from corporations and non-investor groups express negative views
about the rules in all three individual categories of SOX provisions.

Since both the improved disclosure and governance hypothesis and the
compliance cost hypothesis predict that insiders should lobby against SOX,
alternative theories are required to explain the 9% of corporations and 27%
of non-investor groups who lobbied in favor of the rule commented on or
were neutral. At least one CEO of a large publicly traded firm states that
he is in favor of SOX because compliance costs are disproportionately large
for smaller firms and therefore put these at a competitive disadvantage. An
alternative story for positive lobbying by a minority of corporations and non-
investor groups is that these CEOs act on behalf of shareholders and thus
express views in line with those of the majority of individuals and investor
groups.

For data availability reasons, our subsequent analysis focuses on publicly
traded corporations. A given letter may be signed by managers or direc-
tors of multiple companies. Seventy-nine percent of the 629 letters from
corporations are signed by at least one manager/director from a publicly
traded company. Letters that represent insiders of publicly traded firms are
even more likely to express negative views about the rule commented on.
Eighty-six percent of such letters express negative views, compared to 62%
for letters representing a non-publicly traded firm.

A given company’s managers or directors may be signatories to multiple
letters, and in total 328 publicly traded firms are represented among the
corporate letters. To ease the interpretation of our results, in our groups of
lobbying firms below we omit letters from corporations expressing neutral
or positive opinions, as there are too few such letters to allow a separate
analysis of these firms. Of the 328 publicly traded firms that are represented
among the corporate letters, 288 firms are thus classified as lobbying against
Enhanced Disclosure and/or Corporate Responsibility, and/or Auditor In-
dependence.12

With regard to the other types of letter writers, the majority of accountants
and lawyers argue against the rules they comment on, while the opinions of

11 See http://www.sec.gov/news/press/4-511/ayerger050106.pdf.
12 Of the 288 firms, 275 are included in our return analysis. The remaining 13 do not have

weekly return data available for the first week of our sample.
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academics and others are more mixed. The negative views of accountants
and lawyers often refer to cases where the letter writer points out practical
complexities of the rule commented on or where auditors lobby against
regulation that restricts the advisory role of auditing firms.

4.2 MATCHING LOBBYERS TO NON-LOBBYERS

In much of our analysis below, we need to compare lobbying firms to
appropriate groups of non-lobbying firms. The objective of comparing lob-
bying firms to a set of non-lobbying firms is to net out any effects of aggregate
shocks not related to SOX. To do this we need to decide what constitutes
appropriate comparables, that is, on what characteristics lobbyers and non-
lobbyers should be matched. We also need to decide how the matching
should be done.

A large literature in empirical asset pricing documents that small firms
(measured by market value of equity) and firms with high book-to-market
equity ratios on average tend to outperform large firms and firms with low
book-to-market ratios. Furthermore, in a particular time period, realized
returns could differ systematically across firms with different size, book-to-
market, industry, or other characteristics, and such patterns may be entirely
unrelated to the effects of SOX. It is therefore important to compare lobby-
ing and non-lobbying firms with similar characteristics along these dimen-
sions. Of course, there is a limit to the number of characteristics upon which
one should match lobbying and non-lobbying firms. In the extreme, if one
matches along all observable dimensions related to disclosure, governance,
and variables measuring likely SOX compliance costs, then it may be more
or less random which firms (within a set with similar such characteristics)
decide to lobby the SEC. Such a matching scheme would then, by construc-
tion, find no different return patterns between lobbyers and non-lobbyers
and would wrongly lead to the conclusion that SOX is irrelevant for firm
value. Based on these considerations, we consider a variety of approaches to
match lobbying and non-lobbying firms on size, book-to-market, and indus-
try (the leading variables known to be related to expected returns or likely
to be related to realized returns for reasons not related to SOX), but do
not match on variables directly related to disclosure, governance, or likely
compliance costs.

There are a number of approaches we can take to match our lobbying
firms to similar non-lobbyers. First, we could define comparison portfolios
of non-lobbying firms using grids across size; or size and book-to-market; or
size and industry; or size, book-to-market, and industry. A drawback of such
a fully non-parametric approach based on grids is that if a detailed grid is
used along each of the three dimensions, the number of firms in many of
the cells becomes small, making comparison of lobbying and non-lobbying
firms statistically less reliable. An alternative approach, borrowed from the
literature on propensity-score matching in labor economics, is to estimate
how the characteristics one would like to match on relate to lobbying and
then match a given lobbying firm with a set of non-lobbying firms that have
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the same probability of lobbying based on the matching characteristics (size,
book-to-market equity, and industry). The basic advantage of this approach is
that instead of matching directly on multiple dimensions, we match lobbying
and non-lobbying firms based on a one-dimensional “summary” variable: the
probability of lobbying as predicted by the matching characteristics (also
referred to as a propensity score). We can then allow for a detailed grid
along this dimension.

Specifically, we do the following for each of the three categories of SOX
rules. First, we estimate a probit model of lobbying against that SOX rule
category (e.g., Enhanced Disclosure). The right-hand side variables are the
firm’s log market capitalization, the square of its log market capitalization
(to allow for nonlinearities), its book-to-market ratio, an indicator for miss-
ing book-to-market ratio, and indicator variables for the 49 Fama–French
industries. The probit model is estimated using data for the first week of
our analysis. Based on the probit model, we calculate the predicted proba-
bility of lobbying against that SOX rule category for all firms (lobbying and
non-lobbying) in the sample. The predicted probability is what is referred
to as the propensity score.13 Next, we sort firms based on their propensity
scores. We are interested in comparing a given lobbying firm with a set of
non-lobbying firms that have similar propensity scores. We define 20 bins of
lobbying and non-lobbying firms as follows. We calculate the percentiles of
the propensity score with the set of lobbying firms and denote them by p5,
p10, p15, etc. All lobbying and non-lobbying firms with propensity scores
less than p5 constitute the first bin, all lobbying and non-lobbying firms with
propensity scores between p5 and p10 constitute the second bin, and so on,
up to the twentieth bin. By defining the bins based on the propensity score
percentiles for lobbyers, we ensure that each bin has a meaningful number
of lobbying firms. For robustness, we alternatively calculated both 100 bins
of equal width across the range of propensity scores (as is common in the
labor literature) and 100 bins based on the percentiles of predicted prob-
ability of lobbying for all firms in the sample rather than lobbyers alone
(analogous to the asset pricing literature approach to portfolio construc-
tion). We also run propensity-score matching on other measures of size
(assets), profitability (return on assets), growth opportunities (either firm
age or analyst long-term forecasts), and industry. Our results are robust to
these alternative approaches.

When doing propensity-score matching, it is essential to ensure that the
probit model used is sufficiently flexible that the affected and unaffected
(here, lobbying and non-lobbying firms) are truly similar within each bin.
The comparison is typically done both in terms of the propensity scores
and in terms of the matching characteristics (see Imbens and Wooldridge
[2007] for a description of propensity-score matching). Figure 1 illustrates

13 Our results are not sensitive to the use of a probit model or a logit model. They are also
not sensitive to including higher order terms of market capitalization.
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FIG. 1.—Propensity-score matching. Figure 1 illustrates the results of our propensity-score
matching. For readability, the figure focuses on the propensity-score matching for lobbying
against Enhanced Disclosure rules. The top graph plots the average propensity score within
each bin for lobbyers and non-lobbyers. The middle graph repeats this with averages of log
market capitalization and the bottom graph focuses on averages of book-to-market ratios. The
variable on the horizontal axis in each figure is the propensity-score bin. Bins are defined based
on the predicted probability of lobbying against the particular major rule category, calculated
from a probit regression of an indicator for lobbying on log market capitalization, the square
of log market capitalization, book-to-market ratio, a dummy for missing book-to-market ratio,
and indicators for the 49 Fama–French industries.

the results of our propensity-score matching. For brevity, we illustrate results
only for the propensity-score match that matches firms lobbying against
Enhanced Disclosure. The top graph plots the average propensity score
within each bin for lobbyers and non-lobbyers. The second graph repeats
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T A B L E 2
Propensity-Score Matching Diagnostics

Mean t-test

Variable Sample Lobbyers Non-lobbyers t p > |t |
Panel A: Lobbied against Enhanced Disclosure and PCAOB
Log of market capitalization ($ M) Unmatched 7.81 4.87 20.39 0.00

Matched 7.81 7.75 0.28 0.78
Log of market capitalization Unmatched 66.01 27.62 25.01 0.00

($ M) squared Matched 66.01 65.00 0.29 0.77
Book-to-market equity (winsorized) Unmatched 1.03 1.11 −0.79 0.43

Matched 1.03 1.05 −0.14 0.89

Panel B: Lobbied against Corporate Responsibility
Log of market capitalization ($ M) Unmatched 7.61 4.90 13.30 0.00

Matched 7.61 7.16 1.25 0.21
Log of market capitalization Unmatched 64.24 27.95 16.75 0.00

($ M) squared Matched 64.25 57.48 1.28 0.20
Book-to-market equity (winsorized) Unmatched 2.11 1.09 7.05 0.00

Matched 2.11 2.58 −1.28 0.20

Panel C: Lobbied against Auditor Independence
Log of market capitalization ($ M) Unmatched 8.62 4.86 10.40 0.00

Matched 8.62 7.89 1.19 0.24
Log of market capitalization Unmatched 79.82 27.66 13.44 0.00

($ M) squared Matched 79.82 67.77 1.24 0.22
Book-to-market equity (winsorized) Unmatched 1.19 0.93 1.25 0.21

Matched 1.19 1.55 −0.72 0.47

Panel D: Lobbied against any rule
Log of market capitalization ($ M) Unmatched 7.73 4.87 23.15 0.00

Matched 7.73 7.67 0.30 0.76
Log of market capitalization Unmatched 64.72 27.69 27.96 0.00

($ M) squared Matched 64.72 64.01 0.24 0.81
Book-to-market equity (winsorized) Unmatched 1.21 1.09 1.34 0.18

Matched 1.21 1.27 −0.39 0.70

This table presents propensity-score matching diagnostics. Means of the matching variables are
compared across lobbyers and non-lobbyers before and after matching. Firm market capitalization is
expressed in M $ and calculated for the end of week 6 of 2002 (Friday, February 8). Book-to-market equity
is calculated using book equity for the fiscal quarter ending in the fourth quarter of 2001 and market equity
for the end of week 6 of 2002; this variable is winsorized at the top 5 and bottom 5 percentiles.

this with averages of log market capitalization, and the third row focuses
on averages of book-to-market ratios. In general, our matching approach
appears to be good. Lobbyers and non-lobbyers have very similar average
propensity scores and sizes within each bin. The fit is less good for book-to-
market equity. This is driven by book-to-market equity being a much weaker
determinant of lobbying than size.14

In table 2 we provide a statistical analysis on the quality of the match
and on the importance of matching. The table shows t-tests for differences

14 For brevity, we do not report the probits for the propensity-score matching. They are
available on request.
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in means between lobbyers and non-lobbyers before and after matching.15

Results are shown for each of the three major rule categories as well as
for a propensity-score match that combines all lobbyers into one group.16

For brevity we focus the table on market capitalization and book-to-market
equity, and discuss but do not display in the table the results for the set of
industry categories.

For each of the three types of lobbying, and for lobbyers overall, there
are large and significant differences in log market capitalization and log
market capitalization squared between lobbyers and non-lobbyers prior to
matching. This emphasizes the need for careful matching. After propen-
sity score matching, the size differences are small and insignificant across
lobbyers and non-lobbyers. Book-to-market equity is significantly different
pre-match for firms lobbying against Corporate Responsibility. Post-match
there are again no significant differences in book-to-market equity across
lobbyers and non-lobbyers. In terms of industry, for lobbying against En-
hanced Disclosure, 13 industry dummies have significantly different means
across lobbyers and non-lobbyers pre-match at the 10% level. For lobbying
against Corporate Responsibility, 11 industry dummies have significantly
different means across lobbyers and non-lobbyers pre-match. For lobbying
against Auditor Independence, four industry dummies have significantly
different means across lobbyers and non-lobbyers pre-match. For overall
lobbying, 13 industry dummies have significantly different means across
lobbyers and non-lobbyers pre-match. After matching, no industry dummy
has a significantly different mean across lobbyers and non-lobbyers for any of
the lobbying categories. In sum, our propensity-score matching is success-
ful in eliminating differences in size, book-to-market equity, and industry

15 The t-tests of equal means are performed using the same approach as that used by the
Stata package pstest. Our matching corresponds to propensity-score-kernel matching with a
uniform kernel and 20 propensity score bins (this simply means that the control group for
a given lobbying firm is comprised of all the non-lobbyers in the bin with equal weight). To
test equality of means prematch, we regress the variable (e.g., log market capitalization) on a
constant and a dummy for lobbying using an ordinary least squares regression. To test equality
of means post-match, we run the same regression, but now weight observations (using Stata’s
importance weights) as follows. For each propensity score bin, count the number of lobbying
firms (N ) and the number of non-lobbying firms (M). Each lobbying firm receives a weight
of 1 (so the sum of weights for lobbyers is N for that bin). Each non-lobbying firm receives a
weight of N /M (so the sum of weights for non-lobbyers is also N for that bin). We code this
ourselves rather than using pstest directly since we want to define the set of lobbyers as those
not lobbying against any of the three categories of SOX rules (as opposed to those not lobbying
against the particular one of the three rules in focus in a particular panel of the table). This
corresponds to how we define the set of non-lobbyers in our subsequent analysis.

16 We use this overall lobbying propensity-score match for a firm-level analysis that seeks
to estimate the separate abnormal returns associated with each type of lobbying by including
dummies for each of the three types of lobbying as explanatory variables in return regressions.
This allows only propensity-score matching on one propensity score, rather than the three
separate matches that we use for our portfolio-level results.
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across lobbyers and non-lobbyers. In our subsequent analysis, all matching
of lobbying to non-lobbying firms follows the approach described above.

4.3 DETERMINANTS OF LOBBYING BY CORPORATE INSIDERS

4.3.1. Agency Costs. As noted in section 3, lobbying by corporate insiders is
useful in that we can analyze the samples of lobbying and non-lobbying firms
to determine whether lobbying firms (our proxy for more affected firms) are
those firms that are likely to be characterized by agency problems or high ex-
pected compliance costs. Specifically, we can examine whether firms whose
insiders lobby against strict implementation of SOX are firms with tradi-
tional Jensen [1986] free cash-flow problems: firms with high profitability,
low growth opportunities, and poor governance, characteristics that enable
managers to enjoy private benefits of control. We can also examine audit
fees, a major component of SOX compliance costs, to determine whether
high expected changes in audit fees are a motivating factor for lobbying
firms.

Table 3 presents summary statistics for our sample of lobbying and non-
lobbying firms. Panel A of table 3 presents statistics for those firms that
lobbied against the Enhanced Disclosure provisions of SOX, panel B for
those firms that lobbied against the Corporate Responsibility provisions of
SOX, panel C for those firms that lobbied against the Auditor Independence
provisions of SOX, and panel D for non-lobbyers.

Within the agency-theory framework, firm size is a key measure of the
potential amount of resources available for insiders to extract. This is the
case both in the sense that large firms have more scope (in dollar terms) for
insider mismanagement, perquisites, etc., and in the sense that size itself
may be an indicator of empire building (expansion of the firm beyond
the shareholder value-maximizing size). Under the improved governance
and disclosure view, such characteristics generate stronger incentives for
insiders of larger firms to lobby against SOX. We present three measures of
size: market capitalization, total assets, and sales. Across all three types of
lobbyers and all three size measures, lobbying firms are significantly larger
than non-lobbyers. If there is a fixed cost element to lobbying, however,
a positive relationship between lobbying against SOX and firm size may
not reflect differential effects of SOX on large firms (either good effects
via reductions in agency costs or bad effects via compliance costs), but may
simply indicate that larger firms find it easier to lobby via lower relative costs
of lobbying. We therefore study additional firm characteristics.

Jensen’s [1986] free cash-flow theory predicts that firms with high oper-
ating cash flows and low growth opportunities are more likely to suffer from
insider expropriation of cash flows or mismanagement. If SOX is expected
to reduce insider ability to expropriate or mismanage firm funds, insiders
in firms with higher free cash flow according to Jensen’s [1986] criteria may
have been more likely to lobby against its strict implementation. To cate-
gorize which firms are likely to meet Jensen’s [1986] criteria, we calculate
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T A B L E 3
Characteristics of Publicly Traded Firms That Did and Did Not Lobby the SEC

N 10th Median 90th Mean Std. Dev.

Panel A: Lobbied against Enhanced Disclosure and PCAOB
Market capitalization ($M) 196 177 2,703 42,036 16,785∗∗∗ 40,098
Assets ($M) 191 583 6,945 141,158 54,629∗∗∗ 138,293
Sales ($M) 188 139 2,664 43,727 14,054∗∗∗ 26,123
ROA, winsorized 153 0.00 0.05 0.17 0.07∗∗∗ 0.08
Long-term earnings growth forecast

(%) (winsorized)
180 7.78 13.24 22.72 14.97∗∗∗ 5.860

Book-to-market equity (winsorized) 188 0.18 0.55 2.00 1.03 1.51
Years since inclusion in CRSP 196 4.00 19.00 56.00 24.97∗∗∗ 20.46
Governance index (high = low

governance)
112 6.00 10.00 13.00 9.80∗∗∗ 2.76

Percent of shares owned by top five
executives

123 0.01 0.14 3.47 1.36∗∗ 3.38

Panel B: Lobbied against Corporate Responsibility
Market capitalization ($M) 98 58 2,662 56,766 21,968∗∗∗ 57,509
Assets ($M) 95 1,239 22,754 256,898 81,136∗∗∗ 163,335
Sales ($M) 90 489 8,054 62,818 24,452∗∗∗ 37,609
ROA, winsorized 79 −0.01 0.06 0.24 0.07∗∗∗ 0.08
Long-term earnings growth forecast

(%) (winsorized)
79 8.38 12.70 22.24 14.41∗∗∗ 5.49

Book-to-market equity (winsorized) 92 0.16 0.72 5.95 2.11∗∗∗ 2.42
Years since inclusion in CRSP 98 2.00 15.50 73.00 22.95∗∗∗ 24.38
Governance index (high = low

governance)
33 8.00 11.00 13.00 10.15∗∗∗ 2.27

Percent of shares owned by top five
executives

40 0.00 0.03 0.91 1.08 4.00

Panel C: Lobbied against Auditor Independence
Market capitalization ($M) 31 156 6,902 82,820 38,946∗∗∗ 82,715
Assets ($M) 30 1,170 20,809 315,769 87,560∗∗∗ 163,991
Sales ($M) 29 1,358 10,524 61,257 26,638∗∗∗ 38,713
ROA, winsorized 22 0.02 0.06 0.24 0.09∗∗∗ 0.09
Long-term earnings growth forecast

(%) (winsorized)
27 8.30 14.32 21.29 15.58∗∗∗ 7.68

Book-to-market equity (winsorized) 31 0.14 0.59 3.90 1.19 1.74
Years since inclusion in CRSP 31 2.00 30.00 58.00 26.52∗∗∗ 24.14
Governance index (high = low

governance)
21 6.00 10.00 13.00 9.86∗∗ 2.63

Percent of shares owned by top five
executives

22 0.00 0.04 1.03 1.93 8.23

Panel D: Non-lobbyers
Market capitalization ($M) 6,975 10 119 1,717 1,099 6,172
Assets ($M) 6,145 19 256 4,014 3,334 24,161
Sales ($M) 5,830 10 135 2,397 1,367 5,714
ROA, winsorized 5,363 −0.23 0.03 0.17 0.00 0.16
Long-term earnings growth forecast

(%) (winsorized)
3,767 10.00 20.27 40.00 22.85 10.79

Book-to-market equity (winsorized) 6,100 0.15 0.65 2.46 1.10 1.37
Years since inclusion in CRSP 6,975 2.00 8.00 30.00 11.98 12.28

(Continued)
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T A B L E 3 —Continued

N 10th Median 90th Mean Std. Dev.

Governance index (high = low
governance)

1,221 5.00 9.00 12.00 8.85 2.70

Percent of shares owned by top five
executives

1,370 0.00 0.32 8.70 2.94 7.84

This table presents firm characteristics for companies that did and did not lobby against the proposed
SOX-related SEC rule releases. Panel A examines the characteristics of firms that lobbied against the rules
on Enhanced Disclosure and the PCAOB. Panel B examines the characteristics of firms that lobbied against
the Corporate Responsibility rules. Panel C examines the characteristics of firms that lobbied against the
Auditor Independence rules. Panel D examines the characteristics of the non-lobbying firms in our sample.
We present the number of observations, the 10th percentile, the median, the 90th percentile, the mean,
and the standard deviation. Firm market capitalization is expressed in M $ and calculated for the end of
week 6 of 2002 (Friday, February 8). Total assets (Compustat item 6) and sales (Compustat item 12) are
expressed in M $. ROA is return on assets calculated as the ratio between the cash flow from assets in place
(Compustat item 308 − item 125 + item 46) and assets (Compustat item 6); this variable is winsorized at the
top five and bottom five percentiles. Long-term earning growth forecasts are the mean analyst long-term
growth forecast (from Zacks history files) during 2001; this variable is winsorized at the top five and bottom
five percentiles. Book-to-market equity is calculated using book equity for the fiscal quarter ending in the
fourth quarter of 2001 and market equity for the end of week 6 of 2002; this variable is winsorized at the top
five and bottom five percentiles. Years since inclusion in CRSP is the number of years since the firm appears
in the CRSP files, i.e. the number of years since initial public offering or since CRSP started covering the
firms’ exchange (NYSE, American Stock Exchange, and NASDAQ). Governance index is constructed by
Gompers, Ishii, and Metrick [2003] by counting the number of governance provisions a firm has. A higher
governance index indicates worse governance. Percent of shares owned by top five executives is from
ExecuComp and it is calculated as the ratio between the sum of the aggregate number of shares held by
the top five executives (excluding stock options) and the number of outstanding shares. All Compustat
variables are for the fiscal year with fiscal year-end date in 2001. ∗∗∗ and ∗∗ indicate significance at the 1%
and 5% levels, respectively, for tests of difference of mean between lobbyers and non-lobbyers.

a number of measures of profitability and growth opportunities. First, we
examine cash flows from assets in place relative to assets (hereafter, ROA)
as of the end of the fiscal year-end that ends in 2001.17 Following Richard-
son [2006], we define cash flow from assets in place as (Net cash flow from
operating activities) − (Maintenance investment expenditure) + R&D ex-
penditure. Lobbying firms across all three panels have significantly higher
ROA, consistent with the notion that lobbying firms on average are more
profitable than non-lobbyers. Second, we examine three measures of growth
opportunities: (1) long-term earnings growth forecasts calculated as the av-
erage analyst forecast in Zacks for the firm using forecasts issued 2001, (2)
the ratio of book-to-market equity, and (3) firm age, measured as the number
of years since inclusion in the Center for Research in Security Prices (CRSP)
database. In all three panels, lobbyers exhibit significantly lower earnings
growth forecasts than non-lobbyers. In contrast, book-to-market equity is
not significantly different for lobbyers and non-lobbyers, with the excep-
tion of those firms lobbying against Corporate Responsibility provisions.
With respect to firm age, older firms may have fewer growth opportunities
and may also have more entrenched management. Across all three pan-
els, lobbyers are significantly older than non-lobbying firms. The results for
profitability and growth opportunities are therefore consistent: Firms whose
insiders lobbied against SOX are more profitable than non-lobbyers and

17 All accounting measures in our study are winsorized at the 5% and 95% levels. Our results
are robust to other reasonable cutoffs.
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have lower growth opportunities. Thus, they have more scope for insider
misappropriation.18

Finally, we acknowledge that Jensen’s [1986] free cash-flow problem is a
combination of high free cash flows, low growth opportunities, and poor
managerial incentives. Table 3 indicates that lobbying firms have signif-
icantly poorer governance as measured by the Gompers, Ishii, and Met-
rick [2003] governance index, for which higher values indicate worse gov-
ernance and greater managerial entrenchment. More generally, we note
that poor managerial incentives are prevalent, especially among lobbying
firms.19 Specifically, using data from Compustat’s ExecuComp database for
2001, we can calculate the percentage of shares outstanding owned by the
top five executives for each firm. As can be seen in table 3, the mean per-
centage of insider ownership for the set of firms lobbying against Enhanced
Disclosure is 1.4%, while the median is only 0.14%. For non-lobbyers, the
mean percentage owned is 3.0% and the median is 0.3%.20 These low exec-
utive ownership fractions suggest that for most firms high free cash and low
growth opportunities imply a free cash-flow problem in the sense that exec-
utives bear only a very small fraction of the costs if cash is spent on projects
that do not maximize shareholder value. It is important to note that this
is the case even if an executive’s entire compensation is paid in stock. If a
dollar is spent on perquisites for the lobbying firm’s executives, the mean
group of executives bears only 1.4% of the cost, but enjoys all of the benefits.
This calculation does not include incentives provided by options and other
incentive pay, but the numbers are so dramatic that the main point is very
likely to be similar with a more complete measure of incentives.

Table 4 examines the industry composition of lobbying and non-lobbying
firms, using the Fama–French 49-industry classification. Consistent with the

18 A concern is that lobbying firms may have similar levels of agency problems as non-
lobbyers and lobby simply because they have lower lobbying costs. While we are unable to
control for differences in lobbying costs, the results presented above provides evidence that
agency problems are indeed larger for lobbying firms.

19 A possible concern that arises in the context of documenting a free cash-flow problem
is that if a firm has high free cash flow, few growth opportunities, and weak governance, we
might expect that the free cash flow would be spent in a wasteful manner, thus reducing the
level of observed free cash flow. Note, however, that observed free cash flow can be expressed
as (free cash-flow absent diversion) minus (diverted cash), and consider two firms, A and B,
where firm A has higher (free cash-flow absent diversion). Which firm will have the higher
observed free cash flow? As long as the insiders of firm A do not divert the entire difference in
(free cash-flow absent diversion) between the two firms, we will see higher observed free cash
flow for firm A. Another way to address this concern is to look at free cash flows in the firm’s
industry. In unreported results, we confirm that lobbyers are significantly more profitable than
non-lobbyers even based on industry-average ROA. Furthermore, the difference between firm-
level ROA and industry-average ROA is positively related to lobbying, consistent with our prior
that insiders in firm A from the example above do not divert the entire difference in (free cash
flow absent diversion) between the two firms.

20 The difference is driven mainly by the larger average size of lobbyers. Controlling for
size, lobbying firms have lower percentages owned by executives, but not significantly so. We
therefore do not include managerial ownership in our probit models below.
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T A B L E 4
Industry Classification of Firms That Did and Did Not Lobby the SEC

Lobbied
Against Lobbied Lobbied

Enhanced Against Against
Disclosure Corporate Auditor

Industry and PCAOB Responsibility Independence Non-lobbyers

Agriculture 0.00 0.00 0.00 0.19
Food products 2.04 0.00 0.00 1.08
Candy and soda 0.00 0.00 0.00 0.32
Beer and liquor 1.53∗∗∗ 1.02 0.00 0.34
Tobacco products 0.00 0.00 0.00 0.11
Recreation 0.51 2.04 0.00 0.72
Entertainment 0.00 0.00 0.00 1.00
Printing and publishing 0.51 1.02 0.00 0.82
Consumer goods 2.04 5.10∗∗∗ 0.00 1.05
Apparel 0.51 0.00 0.00 0.75
Health care 0.00∗ 0.00 3.23 1.51
Medical equipment 0.51∗ 0.00 3.23 2.57
Pharmaceutical products 3.57 4.08 9.68 4.54
Chemicals 1.53 2.04 3.23 1.30
Rubber and plastic products 0.00 0.00 0.00 0.69
Textiles 0.00 0.00 0.00 0.29
Construction materials 1.02 1.02 0.00 1.26
Construction 1.02 1.02 0.00 0.97
Steel works, etc. 1.02 0.00 0.00 1.15
Fabricated products 0.00 0.00 0.00 0.19
Machinery 4.59∗∗ 2.04 0.00 2.19
Electrical equipment 2.04 5.10∗ 6.45 2.31
Automobiles and trucks 2.55∗∗ 4.08∗∗∗ 6.45∗∗∗ 0.99
Aircraft 0.51 0.00 0.00 0.27
Shipbuilding, railroad equipment 0.00 0.00 3.23∗∗∗ 0.14
Defense 0.51∗ 1.02∗∗∗ 0.00 0.09
Precious metals 0.00 0.00 0.00 0.54
Nonmetallic and industrial metal 0.00 0.00 0.00 0.43

mining
Coal 0.51∗ 1.02∗∗∗ 0.00 0.10
Petroleum and natural gas 6.12∗∗∗ 8.16∗∗∗ 0.00 2.80
Utilities 6.63∗∗∗ 5.10∗∗ 6.45∗∗ 1.75
Communication 2.04 7.14∗ 0.00 3.87
Personal services 0.00 0.00 0.00 0.97
Business services 3.06∗ 1.02∗∗ 0.00 6.25
Computers 0.00∗∗ 1.02 3.23 2.11
Computer software 3.06∗∗∗ 3.06∗∗ 6.45 8.66
Electronic equipment 4.59 6.12 0.00 5.19
Measuring and control equipment 0.51 1.02 0.00 1.61
Business supplies 0.51 1.02 0.00 0.92
Shipping containers 1.02∗∗ 0.00 0.00 0.26
Transportation 0.51 5.10∗∗ 0.00 2.02
Wholesale 2.04 0.00∗ 9.68∗∗ 3.25
Retail 4.08 4.08 0.00 3.87
Restaurants, hotels, motels 0.00∗ 0.00 3.23 1.66
Banking 15.82∗∗ 9.18 12.90 10.32

(Continued)
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T A B L E 4 —Continued

Lobbied
Against Lobbied Lobbied

Enhanced Against Against
Disclosure Corporate Auditor

Industry and PCAOB Responsibility Independence Non-lobbyers

Insurance 4.08 8.16∗∗∗ 16.13∗∗∗ 2.38
Real estate 0.00 0.00 0.00 0.82
Trading 19.39∗∗∗ 9.18 6.45 12.87
Other 0.00 0.00 0.00 0.52

This table presents the industry classification for companies that did and did not lobby against
the proposed SOX-related SEC rule releases. We use the updated Fama–French industry classification
that reclassifies Standard Industrial Classification (SIC) codes into different industry groupings. In the
Fama–French 49-industry classification, the groups are formed in such a way that each industry is more
likely to share common risk characteristics than in other classifications. Twenty-six firms have SIC codes that
are not included in the Fama–French 49-industry classification. We allocate them across the 49 industries,
but 19 of them are classified in the Fama–French category “other” because they are not included in the
SIC code manual or because they do not fit into one of the other 48 Fama–French industries. ∗∗∗, ∗∗, and
∗ indicate significance at the 1%, 5%, and 10% levels, respectively.

characteristics documented in table 3, lobbying firms appear to be con-
centrated in mature industries such as beer and liquor, consumer goods,
machinery, automobiles and trucks, petroleum and natural gas, utilities,
shipping containers, transportation, and wholesale. In addition, there is a
concentration of lobbyers in the financial industries, likely resulting from
ex ante uncertainty as to whether SOX’s provisions would be applied to
firms in the financial sector.

To analyze the determinants of lobbying in a multivariate setting, we pro-
ceed to run probit regressions where the dependent variable is an indicator
variable taking a value of one if the firm lobbied the SEC against a SOX-
related provision, and zero otherwise. We estimate the probit models sepa-
rately for each of the three major rule categories. Table 5 presents the results
of the probit models for lobbying against the three types of SOX-related pro-
visions. The first specification controls for size (using the natural logarithm
of firm assets),21 ROA,22 and the long-term earnings-growth forecast. The
second specification adds industry indicator variables.

The univariate patterns seen in table 3 hold in the multivariate setting
as well. Size is a strong predictor of lobbying. A second strong predictor
of lobbying is profitability; firms with higher ROA are significantly more
likely to lobby, as are firms with low growth forecasts. In the last three
columns of table 5, we repeat our probit models, this time including the
Gompers, Ishii, and Metrick [2003] governance index as an additional
independent variable. We obtain a positive, significant coefficient on the
governance index variable, suggesting that firms with poorer governance
and more entrenched management are more likely to lobby against strict

21 We employ assets rather than market capitalization, as we wish to have a measure of size
that is independent of profitability, whereas market capitalization incorporates expectations of
profitability.

22 Similar results are obtained when we replace firm ROA with firm industry-adjusted ROA
and control directly for industry-average ROA.
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implementation of SOX, consistent with the improved governance and dis-
closure view.

Another approach to evaluating whether lobbying firms are more likely
to be those with large agency problems is to study the relationship between
lobbying and corporate scandals. Unfortunately, studying the relationship
between SOX-related lobbying and pre-SOX scandals is uninformative, as
the insiders of firms with pre-SOX accounting scandals have little credibility
to lobby against reform. Studying the relationship between SOX-related
lobbying and post-SOX scandals may or may not be informative, as SOX
may force problematic firms to “clean up their act,” in which case one would
not expect them to be more likely to be involved in scandals post-SOX. The
viability of such an analysis would depend on the speed at which SOX is
expected to change the behavior of affected firms. An analysis of this sort is
further complicated by the lack of any comprehensive data set of corporate
scandals for the post-SOX period.23 Furthermore, we note that, ideally, what
we would want to document is that absent SOX, lobbying predicts corporate
scandals. In the absence of a counterfactual (i.e., a group unaffected by
SOX), this is not possible.

One can use data on lobbying against pre-SOX reforms, however, to try to
get at the counterfactual of what the relation between lobbying and internal
control weaknesses or corporate scandals would be absent SOX. We obtain
data from Kin Lo on lobbying against two prior disclosure and governance
reforms in the early 1990s. The first of the two reforms is the 1992 reform of
executive compensation disclosure studied by Lo [2003]. The reform man-
dated more stringent disclosure rules, including a summary compensation
table that includes practically all forms of compensation, a comparison of
pay and stock performance, and an explanation of incentive compensation
by the compensation committee. This reform was proposed by the SEC in
June of 1992, and adopted in October 1992. The second reform is the 1992
reform of proxy rules studied by Bradley et al. [2008].24 This reform lifted re-
strictions on shareholder communication, making it easier for shareholders
to initiate change through shareholder proposals. The reform was proposed
by the SEC in June 1991, with an updated proposal in June 1992, and was
adopted in October of 1992.25

23 An examination of the correlation between lobbying against strict implementation of
SOX and subsequent reporting of internal control weaknesses indicates a negative correlation
between the two.

24 Note that the reforms explored in Lo [2003] and Bradley et al. [2008] are not far-reaching
broad reforms of the type mandated by SOX, but, rather, more specific reforms that are not nec-
essarily expected to improve overall governance or disclosure quality for the firm dramatically.
They therefore allow us to study the relationship between lobbying activity and subsequent
scandal in the absence of broad mandated improvements to overall governance.

25 Kin Lo’s data file includes all firms that sent comment letters on these two re-
forms. Lo [2003] documents that for the 1992 executive-compensation-disclosure reform,
the vast majority of corporate letters are negative. We do not have a breakdown of
the letters for the 1992 proxy reform but based on both Lo’s [2003] findings for the
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T A B L E 6
Scandal Involvement and Past Lobbying Behavior

Panel A: Determinants of lobbying against prior reforms
Size 0.3512∗∗∗

(0.0289)
ROA 1.9568∗∗∗

(0.5975)
Long-term earnings growth forecast (%) −0.0201∗∗∗

(0.0091)
GINDEX 0.0536∗∗∗

(0.0147)
Observations 5,619
Pseudo-R2 0.394

Panel B: Determinants of corporate scandals
Lobbied in the past 0.4503∗∗∗ 0.2589∗

(0.1389) (0.1518)
Size 0.1355∗∗∗ 0.1834∗∗∗

(0.0407) (0.0443)
ROA 0.4936

(0.9330)
Long-term earnings growth forecast (%) 0.0311∗∗∗

(0.0087)
GINDEX −0.0324

(0.0201)
Observations 1,435 1,435
Pseudo-R2 0.043 0.114

Panel A presents the result of a probit analysis of the likelihood of a company lobbying in the past.
The dependent variable is an indicator taking the value of one if the firm lobbied against prior executive
compensation reform (Lo [2003]) or proxy reform (Bradley et al. [2008]). Size is the natural log of assets
(Compustat item 6). ROA is return on assets calculated as the ratio between the cash flow from assets in
place (Compustat item 308 − item 125 + item 46) and assets (Compustat item 6); this variable is winsorized
at the top five and bottom five percentiles. Long-term earning growth forecasts are the mean analyst
long-term growth forecast (from Zacks history files) during 1990; this variable is winsorized at the top five
and bottom five percentiles. Governance index is constructed by Gompers, Ishii, and Metrick [2003] by
counting the number of governance provisions a firm has. A higher governance index indicates worse
governance. All Compustat variables are for the fiscal year with fiscal year-end date in 1990. Panel B presents
the results of a probit analysis of the likelihood that a company is involved in a scandal. The dependent
variable is an indicator variable equal to one if the company is involved in a class action law suit that is not
dismissed (Dyck, Morse, and Zingales [2008]). Lobbied in the past is an indicator variable equal to one if
the company lobbied against prior executive compensation reform (Lo [2003]) or proxy reform (Bradley
et al [2008]), and zero otherwise. The explanatory variables are defined as in panel A, except that they are
for the year 1993 or the fiscal year ending in 1993. All tests use White [1980] heteroskedasticity-consistent
robust standard errors. ∗∗∗, ∗∗, and ∗ indicate significance at the 1%, 5%, and 10% levels, respectively.

Panel A of table 6 presents estimates from probit models similar to those
presented in table 5, where the dependent variable is an indicator for lob-
bying against one or both of the two prior reforms. The estimates presented
in the table suggest that, as is the case with SOX, firms lobbying the SEC
against adoption of the two prior reforms were also large, profitable, low
growth-opportunity firms with poor governance. More importantly, lobby-
ing against the early 1990s pre-SOX reforms predicts later involvement in a

executive-compensation-disclosure reform and our findings for SOX lobbying, it is likely that
corporations who lobby on this reform are also negative.
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scandal, as identified by a class action lawsuit that was not dismissed (as per
data from Dyck, Morse, and Zingales [2008]).26 Panel B of table 6 presents
estimates from probit models where the dependent variable is an indicator
for a corporate scandal, and the independent variable of interest is lobby-
ing against past SEC-proposed reforms. We observe a significant, positive
relationship between lobbying the SEC and the likelihood of a subsequent
corporate scandal. Based on the second column in the panel, past lobbying
is associated with a 2.4 percentage point higher probability of scandal (rel-
ative to a mean probability of 5.6% for the sample in the regression). Both
these results lend further support to our argument that firms with higher
likelihood of agency problems are those that also tend to lobby against im-
proved governance and disclosure.

Despite this evidence, an alternative interpretation of our results is that
lobbying firms are merely large, profitable firms that would be hurt less
than non-lobbyers by compliance costs associated with SOX. Under this
alternative interpretation, lobbying firms are firms for whom the compliance
costs imposed by SOX are the least burdensome. However, this argument
runs counter to models of interest group behavior (see, e.g., Grossman and
Helpman [1994], Dewatripont and Tirole [1999]), which suggest that those
trying to change a piece of legislation are those most affected by it, not
those least affected by it. If the main impact of SOX is increased compliance
costs, and lobbying is rational, the lobbyers should be the firms for whom
the compliance costs are the most burdensome, rather than those whom
these costs hurt less. One way to deal with this concern is to verify that
our subsequent return results are robust to the matching of lobbying firms
to non-lobbying firms based on measures of size, profitability, and growth
opportunities.

4.3.2. Compliance Costs. We can also use the characteristics of lobbying
firms to test more directly the predictions of the compliance cost view, un-
der which the most affected (identified as lobbying) firms are those with
higher expected increases in compliance costs as a result of SOX imple-
mentation. Table 7 presents the findings from an examination of audit fees
for lobbying and non-lobbying firms. We obtain the audit-fee data from
Audit Analytics. The results suggest that lobbying firms are unlikely to be
lobbying due to a relatively larger expected increase in compliance costs
due to SOX. The results in column (1) and column (3) show that firms that
lobby against the Enhanced Disclosure provisions of SOX have, on average,
lower audit fees relative to market value pre-SOX than do non-lobbying
firms, and their audit fees relative to initial market value increase less, rel-
ative to non-lobbyers, in the post-SOX period. Firms that lobby against the
remaining two categories of provisions do not differ in relative audit costs

26 The Dyck, Morse, and Zingales [2008] data set covers firms with assets over $750M, so the
regressions in this panel are restricted to that subset of firms.
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T A B L E 7
Audit Fees and Changes in Audit Fees before and after SOX for Firms That Did and Did Not Lobby

(Audit Fees 2004 −
Audit Fees 2001)/ Audit Fees 2001/

Initial Market Value Initial Market Value

(1) (2) (3) (4)

Lobbied against Enhanced −1.136∗∗∗ −0.057 −1.945∗∗∗ −0.006
Disclosure and PCAOB (0.148) (0.156) (0.247) (0.258)

Lobbied against Corporate Responsibility −0.525 0.579 −0.926 0.889
(0.403) (0.437) (0.586) (0.639)

Lobbied against Auditor Independence −0.381 0.403 −0.083 1.052
(0.679) (0.656) (0.945) (0.891)

Constant 2.290∗∗∗ 2.187∗∗∗ 3.196∗∗∗ 3.038∗∗∗
(0.050) (0.049) (0.064) (0.060)

Indicators for 20 propensity score groups No Yes No Yes
Observations 4,650 4,402 5,540 5,241
R2 0.005 0.057 0.006 0.127

The table presents the level of audit fees before SOX is passed and the changes in audit fees from before
to after SOX. The firm’s audit fees (expressed in $M) are from Audit Analytics and are calculated in year
2001 and year 2004. In the first two columns, the dependent variable is the ratio between the difference
in audit fees in 2004 and 2001, and firm market capitalization, with market capitalization expressed in
$B and calculated for the end of week 6 of 2002 (Friday, February 8). Both variables are winsorized at
the top five and bottom five percentiles. Lobbied against Enhanced Disclosure and PCAOB rules is an
indicator variable equal to one if the firm lobbied against the SEC rules related to SOX Title I and Title IV
(Enhanced Disclosure); Lobbied against Corporate Responsibility rules is an indicator variable equal to
one if the firm lobbied against the SEC rules related to SOX Title III (Corporate Responsibility); Lobbied
against Auditor Independence rules is an indicator variable equal to one if the firm lobbied against the SEC
rules related to SOX Title II (Auditor Independence). In some specifications, the regression also includes
indicator variables for 20 propensity score groups. The indicator variables are derived based on the probit
for lobbying against any of these three types of rules and the 5th, 10th, . . . , 95th, and 100th percentile
of the predicted probability of lobbying. All tests use White [1980] heteroskedasticity-consistent robust
standard errors. ∗∗∗, ∗∗, and ∗ indicate significance at the 1%, 5%, and 10% levels, respectively.

as compared to non-lobbyers and are subject to similar increases as non-
lobbyers in the post-SOX period. In column (2) and column (4) we include
indicator variables for propensity-score bins to compare lobbyers and non-
lobbyers with equal probability of lobbying based on size, book-to-market
equity, and industry.27 These regressions show that controlling for charac-
teristics generally thought to be related to returns, lobbyers are no different
from non-lobbyers in terms of initial audit fees to market value or audit-fee
increase relative to initial market value.28 This suggests that it is unlikely that
lobbying is motivated by relatively larger expected increases in compliance
costs.

Overall, the estimates from our analysis of agency costs and audit fees
suggest that insiders in lobbying firms are those more likely to be concerned
about a curtailing of their private benefits or other behaviors rather than
those concerned about larger relative increases in compliance costs.

27 The bins are based on the propensity-score match that matches lobbyers against any rule
to non-lobbyers.

28 These results remain robust when scaling audit fees by assets rather than by market value.
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4.4 PREDICTABILITY OF LOBBYING BY CORPORATE INSIDERS

The analysis above indicates that lobbying by corporate insiders is pre-
dictable to some extent on the basis of ex ante economic characteristics of
firms. This suggests that market participants are able to predict, to some
extent, which firms are more affected by SOX. Our probit models of lobby-
ing in table 5 suggest a fairly substantial amount of predictability. Pseudo-R2

values for the models range from 22.5% on the low end to 38.4% on the
high end. It is likely that market participants have more detailed informa-
tion about firm characteristics and, thus, that they are able to predict more
accurately than our probit models which firms lobby (or more generally,
which firms are more affected by SOX).

To further ascertain whether investors could indeed predict ex ante who
the lobbying firms are, we supplement the probit results above with an event
study of whether abnormal returns are observed around the submission date
of a given company’s letter (and posting of the letter on the SEC Web site
or accessibility of the letter in the SEC’s public reference room).

We examine an event period of 21 weeks ([−10, +10]) surrounding the
submission of a letter to the SEC. If a firm writes multiple letters (e.g.,
lobbying against more than one rule in a given category), we include an
observation for each of the letters so long as there is no overlap in the 21-
week event period [−10, +10]. When letter event periods for the same firm
overlap, we use only the first of the overlapping letters. We examine two
sets of abnormal returns: those with and without factor adjustment. For the
returns with no factor adjustment, we first average the excess returns for lob-
bying firms relative to their matched portfolio of non-lobbying firms. This is
done for each week in event time where date zero in event time is the week
in which the letter is filed with the SEC. Average excess returns are then
summed over time (in event time), starting 10 weeks before the event date
and ending 10 weeks after the event date.29 For the factor-adjusted returns,
we follow the same approach, except that the excess return for a given lob-
bying firm relative to its group of matched non-lobbying firms is replaced
by the residual from a regression (run on the post-SOX period from week
31 of 2002 to the end of 2004) of the excess returns on the market factor,
size factor, and book-to-market factor.30 If the propensity-score matching
succeeds in lining up each lobbying firm with a set of non-lobbying firms of
very similar size, book-to-market, and industry characteristics, then the aver-
age excess-return time series directly measures the abnormal performance

29 We omit letters filed within the first 10 weeks of SOX passage so that our event study is
not affected by the news of SOX passage itself.

30 The market factor is the excess return of stocks over T-bills. The size factor is the excess
return of a portfolio of small stocks over a portfolio of large stocks. The book-to-market factor
is the excess return of a portfolio of high book-to-market stocks over a portfolio of low book-to-
market stocks. We run only one regression to obtain the residuals, as opposed to one regression
for each lobbying firm. Thus, we implicitly impose equal factor loadings for all lobbyers (over
and above their matched non-lobbyers).
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of lobbyers. If the match is less accurate, more precise measures of the ab-
normal part of any over- or underperformance of lobbyers can be obtained
by estimating a factor model and analyzing the residuals from such a model
around the date of submission of a lobbying letter. To the extent that results
differ depending on whether a factor model is used, one expects those from
the factor model to be the most accurate.

We perform our return analysis using weekly data as opposed to daily data
to avoid any potential biases in factor loadings due to differential liquidity
of the stocks of lobbying and non-lobbying firms.31 Figure 2 illustrates the
findings of our event study and includes results for all three major rule
categories. The graphs show results for abnormal returns measured relative
to a group of non-lobbying firms constructed on the basis of 20 propensity
score bins. If lobbying is not predictable by the market, we expect to see a
positive or negative reaction to the submission of a letter. Figure 2 reveals
no such reaction, suggesting that market participants are not surprised to
learn which firms lobby.

4.5 RETURNS IN THE PERIOD LEADING UP TO PASSAGE OF SOX

We now turn to the comparison of returns for lobbying and non-lobbying
firms. Under the improved disclosure and governance hypothesis, returns
should be larger for lobbying firms than for non-lobbying firms during the
period leading up to the passage of SOX. The compliance cost view of SOX
has the opposite prediction.

4.5.1. Portfolio-Level Returns. We first calculate the weekly average portfo-
lio returns for non-lobbyers within each of the propensity score bins. We
then calculate the average weekly excess return for lobbying firms over and
above their matched non-lobbying firm portfolio as

1
Nt

�
Nt
i=1

(
r Lobby

i,t − r Non−Lobby
p,t

)
,

where r Lobby
i,t is the return on lobbying firm i’s stock in week t , N t is the number

of lobbying firms for which returns are available for week t, and r Non−Lobby
p,t

is the average weekly return in week t on the portfolio of non-lobbying firms
matched to firm i.

We present both the results that do not use a factor model and the results
that use a three-factor model that regresses the excess return of lobbyers
on the weekly market factor (MKT), size factor (SMB), and book-to-market
factor (HML):

1
Nt

�
Nt
i=1

(
r Lobby

i,t − r Non−Lobby
p,t

) = α + βMKT rMKT ,t

+ βSMBrSMB,t + βHMLrHML,t + εt ,

31 We calculate the weekly market factor (MKT), size factor (SMB), and book-to-market
factor (HML) by summing daily factor data obtained from Ken French’s Web page.
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FIG. 2.—Cumulative excess returns around the date of filing lobbying letter with negative
opinion. The figures show the cumulative excess returns over and above their matched com-
parison groups for companies that lobby the SEC. The graphs illustrate excess returns around
the date of SEC receipt of the lobbying letter. Results are shown separately for firms lobbying
against one of the SOX Enhanced Disclosure rules (top), Corporate Responsibility rules (mid-
dle), or Auditor Independence rules (bottom), and are based exclusively on letters expressing
negative opinions about the particular rule. In each graph, results are shown for two different
definitions of excess returns. The lines labeled “No factor adjustment” are based on excess
returns defined as (return on lobbying firm stock) − (return on a propensity score-matched
comparison group of non-lobbying firms). The lines labeled “With factor adjustment” are based
on excess returns defined as the residual from a regression (run on weekly data from week 31
of 2002 to the end of 2004) of (return on lobbying firm stock) − (return on propensity score-
matched comparison group) on a constant, the excess return on the market, and Fama and
French’s size and book-to-market factors, SMB and HML. For each approach, excess returns
are averaged across lobbying firms for each week in event time, and then summed over time,
starting 10 weeks before the week of the letter and ending 20 weeks after the week of the letter.
Results are based only on letters filed at least 10 weeks after the passage of SOX on 7/30/2002
so that no point in the figures overlaps with the period leading up to the passage of SOX.
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where ε is an error term. In this model, the intercept (α) measures the
average abnormal weekly excess return of lobbyers over non-lobbyers and
is our main object of interest.

Table 8 presents the estimates of abnormal performance of lobbyers rel-
ative to non-lobbyers during the 24-week period leading up to passage of
SOX, beginning in week 7 of 2002 and ending in week 30 of 2002 (February
8, 2002 to July 26, 2002). Panel A shows strong evidence of positive abnormal
returns for firms whose insiders lobby against one of the Enhanced Disclo-
sure provisions, relative to their matched sample of non-lobbyers. Without
factor controls, the weekly α in column (1) is 0.0029, corresponding to a
total abnormal return for such lobbyers of 6.96% over the 24-week period
leading up to SOX passage. The α is statistically significantly different from
zero at the 5% level. Results are similar when a factor model is used. A
potentially important issue with the factor model is that if we estimate the
factor loadings using only 24 weeks of data, this could lead to overfitting
and corresponding downward small-sample bias in the estimated abnormal
excess return (α). Instead, we use the full time period from week 7 of 2002
to the end of 2004 and allow for a different α for the period leading up to
SOX passage and the post-passage period. Column (2) presents the model
using data from the entire sample period without factor adjustment, and
column (3) presents the factor model estimated using data from the entire
sample period. The α from the factor model in column (3) implies a total
abnormal return for such lobbyers of 6.24% over the 24-week period leading
up to SOX passage.32

The top graph in figure 3 illustrates the cumulative abnormal returns over
time for firms that lobby against an Enhanced Disclosure provision of SOX,
based on the portfolio-level returns described above. Two lines are shown.
The unadjusted cumulative excess return, labeled “No factor adjustment,”
is calculated by averaging the excess returns over the comparison group
across lobbying firms in each week and then summing these average excess
returns over time, starting with week 7 of year 2002. The factor-adjusted
cumulative excess return, labeled “With factor adjustment,” is calculated by
first regressing the average weekly excess return over the comparison group
on the excess return on the market and the Fama–French size and book-to-
market factors. The regression is run using weekly data from week 7 of 2002
until the end of 2004, and the intercept (α) plus the residuals are averaged
each week and then summed over time. The two vertical lines indicate the
beginning and end of the 24-week period leading up to SOX passage. It is
striking how the abnormal performance of lobbying firms relative to non-
lobbying firms ends right around the time of the passage of SOX. This
pattern further reassures us that we are indeed measuring the impact of the
law on lobbying firms.

The remaining two panels of table 8 repeat our portfolio regressions,
focusing on firms that lobby against a Corporate Responsibility or Auditor

32 We discuss the α for the post-passage period below.
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T A B L E 8
Portfolio Analysis: Excess Returns during the Period Leading Up to Passage of SOX and the Period from

the Passage to the End of 2004

(1) (2) (3)

Panel A: Lobbied against Enhanced Disclosure and PCAOB
αLead−Up 0.0029∗∗ 0.0029∗∗∗ 0.0026∗∗

(0.0011) (0.0011) (0.0012)
αPost −0.0001 0.0002

(0.0003) (0.0002)
βMarket −0.0637∗∗∗

(0.0188)
β SMB −0.0376

(0.0304)
βHML −0.0563

(0.0414)

Observations (weeks) 24 151 151
R2 0.235 0.073 0.176

Panel B: Lobbied against Corporate Responsibility
αLead−Up 0.0016 0.0016 0.0026∗

(0.0014) (0.0014) (0.0014)
αPost −0.0009 −0.0007

(0.0005) (0.0005)
βMarket 0.0220

(0.0224)
β SMB −0.1105∗∗∗

(0.0386)
βHML −0.1288∗∗

(0.0531)

Observations (weeks) 24 151 151
R2 0.058 0.033 0.165

Panel C: Lobbied against Auditor Independence
αLead−Up 0.0036 0.0036 0.0038

(0.0023) (0.0023) (0.0025)
αPost −0.0008 −0.0002

(0.0007) (0.0006)
βMarket −0.0741∗∗

(0.0367)
β SMB −0.1598∗∗∗

(0.0559)
βHML −0.1320

(0.1000)

Observations (weeks) 24 151 151
R2 0.096 0.038 0.146

The table presents the excess returns and abnormal (factor-adjusted) excess returns for firms
that lobbied against SOX-related rules relative to non-lobbying firms. Panel A reports the results for
firms that lobbied against Enhanced Disclosure and PCAOB rules; panel B presents the results for
firms that lobbied against Corporate Responsibility rules; panel C presents the results for firms that
lobbied against Auditor Independence rules. Excess returns are calculated for each lobbying firm by
subtracting the return on a portfolio of non-lobbying firms obtained by using a propensity-score matching
method based on size, book-to-market ratio, and industry. Excess returns are then averaged for each
week across the set of lobbying firms. These average excess returns are then regressed either on a
constant or on a constant and the three market, size, and book-to-market factors. This is done for the
24-week period from week 7 to 30 of 2002 leading up to the passage of SOX only (column (1)) and then
for the period starting with week 7 of 2002 and ending in the last week of 2004 (column (2) and column (3)).
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FIG. 3.—Cumulative excess returns during the years 2002 to 2004 for publicly traded firms
that lobby the SEC. The figures show the cumulative excess returns over and above their
matched comparison groups for companies who lobbied the SEC. Excess returns are shown
starting in week 7 of 2002 and up to the end of 2004. Results are shown separately for firms
lobbying against one of the SOX Enhanced Disclosure rules (top), Corporate Responsibility
rules (middle), or Auditor Independence rules (bottom), and are based exclusively on letters
expressing negative opinions about the particular rule. Two lines are shown. The unadjusted
cumulative excess return (labeled “No factor adjustment”) is calculated by averaging the excess
returns over the comparison group across lobbying firms in each week, and then summing these
excess returns over time, starting in week 7 of year 2002. The factor-adjusted cumulative excess
return (labeled “With factor adjustment”) is calculated by first regressing the average weekly
excess return over the comparison group on the excess return on the market and the Fama–
French size and book-to-market factors. The regression is run using weekly data from week 7
of 2002 until the end of 2004, and the α plus the residuals are averaged each week and then
summed over time. The leftmost vertical line indicates the beginning of serious negotiations
about SOX in Congress while the rightmost vertical line indicates the week SOX is passed in
Congress.
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Independence rule. Here, the evidence for abnormal positive excess returns
for lobbying firms relative to their matched non-lobbying firms is statisti-
cally weaker than for firms that lobby against an Enhanced Disclosure rule,
though the magnitudes of the coefficients are similar.

Interpreting the portfolio-level results presented in table 8 is not straight-
forward. Over 40% of the firms that lobby against an Auditor Independence
provision also lobby against at least one Enhanced Disclosure provision,
and 37% of firms that lobby against a Corporate Responsibility provision
also lobby against at least one Enhanced Disclosure provision. To address
this issue, we proceed to estimate the separate abnormal returns associated
with each of the three major rule categories by running firm-level return
regressions.

4.5.2. Firm-Level Returns. We run firm-level (as opposed to portfolio-level)
regressions of the following form:

�T
t=1

(
r Lobb y

i,t − r f,t
)

= δ0 + γ1 I(lobbied against Enhanced Disclosure rules)

+ γ2 I(lobbied against Corporate Responsibility rules)

+ γ3 I(lobbied against Auditor Independence rule) + X ′
iβ + ui ,

where I(.) indicates a dummy variable, δ0 is an intercept term, X is a set
of control variables, and ui is an error term. The regression is run on the
full set of firms, that is, including both lobbyers and non-lobbyers, and has
one data point per firm. In the first regression of table 9, the dependent
variable is the sum of the weekly excess returns over the riskless rate during
the period leading up to SOX passage. The regression coefficient γ on the
dummy variable for a particular type of lobbying estimates how much the cu-
mulative weekly excess return during the period differs between that group
of lobbying firms and a typical non-lobbying firm. To control for differences
between lobbying and non-lobbying firms along size, book-to-market, and
industry dimensions, and for similarity to the portfolio-level analysis pre-
sented in table 8, we include indicator variables for 20 propensity-score bins,
where the bins are calculated using the propensity-score matching which
does not differentiate between lobbying for one or another category (but
rather calculates the predicted probability of lobbying against any provision
of SOX).

Consistent with the statistical significance levels in our portfolio-level find-
ings, column (1) of table 9 indicates that the market expects SOX to benefit
the firms most affected by its Enhanced Disclosure provisions (as evidenced
by their lobbying activity), with little to no added shareholder value for
the firms most affected by its Corporate Responsibility or Auditor Indepen-
dence provisions. The abnormal excess return for firms lobbying against
an Enhanced Disclosure rule captured by the γ 1 coefficient indicates a to-
tal abnormal excess return for the lead-up period of 7.97%. These effects



EVALUATING THE SARBANES-OXLEY ACT OF 2002 565

T A B L E 9
Firm-Level Analysis: Excess Returns during the Period Leading Up to the Passage of SOX and the Period

from the Passage to the End of 2004

Cumulative Weekly Excess Cumulative Weekly Excess
Return over the Riskless Rate Return over the Riskless Rate
during the Lead-Up Period during the Post-passage Period

Lobbied against Enhanced 0.0797∗∗∗ −0.0056
Disclosure and PCAOB (0.0235) (0.0487)

Lobbied against Corporate −0.0001 −0.0554
Responsibility (0.0272) (0.0397)

Lobbied against Auditor 0.0208 −0.0487
Independence (0.0418) (0.0639)

Constant −0.1638∗∗∗ 0.7573∗∗∗
(0.0055) (0.0104)

Indicators for 20 propensity Yes Yes
score groups

Observations 6,827 6,511
R2 0.010 0.024

This table reports results for the excess returns for lobbying firms relative to non-lobbying firms at the
firm level. In the first column, the dependent variable is the sum of each firm’s excess return minus the
riskless rate during the lead-up period, while in the second column it is the sum of each firm’s excess return
minus the riskless rate during the post-SOX period. Lobbied against Enhanced Disclosure and PCAOB is an
indicator variable equal to one if the firm lobbied against the SEC rules related to SOX Title I and Title IV
(Enhanced Disclosure); Lobbied against Corporate Responsibility is an indicator variable equal to one if
the firm lobbied against the SEC rules related to SOX Title III (Corporate Responsibility); Lobbied against
Auditors Independence rules is an indicator variable equal to one if the firm lobbied against the SEC rules
related to SOX Title II (Auditor Independence). The regressions also include indicator variables for 20
propensity score groups. The indicator variables are derived based on the probit for lobbying against any
of these three types of rules and the 5th, 10th, . . . , 95th, and 100th percentile of the predicted probability
of lobbying. All tests use White [1980] heteroskedasticity-consistent robust standard errors. ∗∗∗, ∗∗, and ∗
indicate significance at the 1%, 5%, and 10% levels, respectively.

are comparable (theoretically, and in magnitude) to the effects estimated
based on the αLead-Up coefficient in the portfolio-level analysis. The γ 2 co-
efficient on lobbying against a Corporate Responsibility rule indicates little
abnormal excess return (economically or statistically) for the lead-up pe-
riod across the three regressions. The γ 3 coefficient on lobbying against
the Auditor Independence rule indicates a total abnormal excess return for
the lead-up period of approximately 2%, but with no statistical significance
at conventional levels.

In sum, the results in table 8 and table 9 support the positive view of SOX
and suggest that investors expected the legislation to increase shareholder
value. These results are consistent with our findings regarding the economic
determinants of lobbying, which suggest that lobbying firms are those char-
acterized by free cash-flow agency problems. In particular, the return results
indicate that firms most affected by the Enhanced Disclosure provisions of
SOX (as evidenced by their lobbying) experience positive abnormal excess
returns of around 7% during the period leading up to SOX passage relative
to less affected (non-lobbying) firms with similar size, book-to-market, and
industry characteristics. There is little effect experienced by the firms most
affected by the Corporate Responsibility and Auditor Independence rules.



566 Y. V. HOCHBERG, P. SAPIENZA, AND A. VISSING-JøRGENSEN

4.5.3. Robustness. We conduct a number of robustness tests to augment
our return results.

4.5.3.1 Pooling Lobbying Firms across All Categories. Since the SOX titles
were passed as a complete package, and any categorization is likely to be at
least somewhat arbitrary, we conduct a robustness check and re-estimate our
firm-level return models without distinguishing between lobbying against
the three different categories of rules. For brevity, we do not report the
results in a table. Consistent with table 9, where we distinguish between lob-
bying against the different categories of rules, we observe that firms lobbying
against any category of SOX rules experience abnormal excess returns rel-
ative to less affected (non-lobbying) firms with similar size, book-to-market,
and industry characteristics during the period leading up to SOX passage.
The full pool of lobbying firms experiences an abnormal excess return of
6.74% (t = 3.38) over the 24-week period leading up to the passage of
SOX.

4.5.3.2 Matching on Size, Profitability, and Growth Opportunities. Our return
results, both at the portfolio- and at the firm-level, are robust to propensity-
score matching directly on size (assets), profitability (ROA), growth oppor-
tunities (either firm age or analyst long-term growth forecasts), and indus-
try. In other words, lobbyers outperform non-lobbyers in the lead-up period
even when controlling directly for size, profitability and growth opportu-
nities. The main return effect for the lead-up period for lobbying against
Enhanced Disclosure (table 9, column (1)) changes from 7.97%, with our
baseline match, to 6.70% (t = 2.77) with matching on assets, ROA, and
firm age, and 6.03% (t = 2.47) with matching on assets, ROA, and ana-
lyst long-term growth forecasts.33 These results help alleviate any remaining
concerns that our results stem from lobbying firms simply being larger and
more profitable and therefore hurt less by SOX.34

4.5.3.3 Omitting Corporate Scandal Firms. Our sample contains a number
of firms that experience a corporate scandal in the pre-passage period (e.g.,
Worldcom). There are two ways in which the timing of corporate scandals
may affect our results. The first is innocuous: If news of a corporate scandal
galvanizes Congress and the SEC to move forward with reforms, it does not
affect our analysis. It simply increases the probability of SOX being passed,
and any differential returns between lobbying and non-lobbying firms are
still attributable to SOX.

The second possibility is less innocuous. If a firm that experiences a corpo-
rate scandal experiences a dramatic decrease in stock price and is included

33 The slightly smaller effects with the alternative match are to be expected, since matching
directly on the variables that drive lobbying, as predicted by agency theory, identifies the effect
of lobbying controlling for the part of the free cash-flow problem that can be measured by
observables.

34 This finding is not surprising given that our baseline propensity-score matching matches
firms on standard variables used in the asset-pricing literature to control for differences in size,
profitability, and growth opportunities.
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in the group of matched non-lobbyers, it is possible that this decline in price
could drive the lower returns of the non-lobbying group, without the lower
returns being attributable to SOX. To address this, we repeat our analysis,
dropping all firms (lobbyers and non-lobbyers) who were involved in ac-
counting scandals during the 24-week period leading up to SOX passage.35

There are 66 such firms, of which 57 do not comment on any of the SOX
rules. After omitting scandal firms, the top graph of figure 3 (for firms lob-
bying against Enhanced Disclosure) remains similar to that employing the
full sample. Under the adjustment, we obtain a total cumulative excess re-
turn for lobbying firms of around 5%, based on the portfolio analysis. Our
firm-level analysis results in firms lobbying against Enhanced Disclosure out-
performing the (updated) control group by 6.75% (t = 2.86) during the
lead-up period, as compared to 7.97% (t = 3.39) in our baseline firm-level
estimation in table 9. Overall, our finding of excess returns for lobbyers is
robust to omitting firms with scandals during the lead-up period (from both
the set of lobbyers and the set of non-lobbyers).

4.5.3.4 Returns Surrounding Probability-Changing Events. During the course
of the pre-passage period, a number of events occur that likely affect the
probability of SOX passage in Congress. There are a number of papers
that discuss these events (Zhang [2007], Li, Pincus, and Rego [2008], Jain
and Rezaee [2006]). However, as discussed in Leuz [2007], there is little
agreement among these papers as to what the right set of dates are or even
whether a given date should be associated with an increase in the probability
of passage or the severity of the disclosure and governance requirements to
be imposed. That said, there seems to be agreement that the probability of
passage and, according to some of the authors, the severity of the require-
ments increase in the last few days before SOX is passed in the Senate and
House on July 25. We therefore define our first subperiod of interest to be
the two-day period of July 24 and 25, 2002.

Additionally, on June 25, after the end of trading, Worldcom admitted
that it had inflated earnings before interest, taxes, depreciation, and amor-
tization by approximately $3.8B and would be forced to restate financials
and possibly file for bankruptcy. Worldcom stock was not traded on June 26,
27, and 28, and its stock price closed at 6c/ share on July 1, down from 83c/
on June 25. It is largely agreed upon that the Worldcom scandal increased
the likelihood that SOX (or a similar reform package) would ultimately be
passed by Congress.36 We therefore define our second subperiod of interest
as the four-day period of June 26 to July 1, 2002.

35 We identify these firms as those included in the data set of Dyck, Morse, and Zingales
[2008], for whom the authors classify the scandal as being ongoing during the 24-week period
leading up to SOX passage (i.e., the scandal begins before the end of the 24-week period and
ends after the start of the 24-week period).

36 Factiva documents over 1,000 articles mentioning Worldcom on June 25 and June 26,
suggesting that this is considered a major news event for Worldcom.
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T A B L E 1 0
Returns around Pre-passage Probability Changing Events

7/24 to 7/25 6/26 to 7/1 6/20 6/18

Lobbied against Enhanced 0.0094∗ 0.0069∗∗∗ 0.0032∗∗∗ 0.0074∗∗∗
Disclosure and PCAOB (0.0053) (0.0034) (0.0014) (0.0019)

Lobbied against Corporate −0.0047 0.0062 −0.0023 −0.0021
Responsibility (0.0080) (0.0051) (0.0019) (0.0026)

Lobbied against Auditor 0.0156 −0.0111 −0.0021 0.0013
Independence (0.0094) (0.072) (0.0028) (0.0031)

Constant 0.0140∗∗∗ −0.0062 −0.0008 −0.0043∗∗∗
(0.0011) (0.0012) (0.0006) (0.0006)

Indicators for 20 propensity Yes Yes Yes Yes
score groups

Observations 6,537 6,575 6,605 6,599
R2 0.021 0.005 0.001 0.007

The table presents excess returns at the firm level for lobbying and non-lobbying firms over subperiods
of the 24-week pre-passage period during which events occurred that are likely to have increased the
probability of SOX passage by Congress and/or the severity of SOX. Our four subperiods are July 24 to
July 25 2002, during which the Senate and House agree on the final bill and vote to pass SOX; June 26 to
July 1 2002, during which it is revealed that Worldcom has misstated earnings by $3.8B and trading in its
stock was halted; June 20 2002, when the SEC proposed the creation of an accounting oversight board;
and June 18 2002, when Sarbanes’s bill, which included an oversight board, was passed in the Senate.
Returns for the subperiod are constructed from daily CRSP returns. The dependent variable is the sum
of each firm’s return minus the riskless rate during the subperiod in question (0.01 corresponds to a 1%
excess return). Lobbied against Enhanced Disclosure and PCAOB is an indicator variable equal to one if
the firm lobbied against the SEC rules related to SOX Title I and Title IV (Enhanced Disclosure); Lobbied
against Corporate Responsibility is an indicator variable equal to one if the firm lobbied against the SEC
rules related to SOX Title III (Corporate Responsibility); Lobbied against Auditors Independence is an
indicator variable equal to one if the firm lobbied against the SEC rules related to SOX Title II (Auditor
Independence). The regressions also include indicator variables for 20 propensity score groups. The
indicator variables are derived based on the probit for lobbying against any of the three types of rules and
the 5th, 10th, . . . , 95th, and 100th percentile of the predicted probability of lobbying. All tests use White
[1980] heteroskedasticity-consistent robust standard errors. ∗∗∗, ∗∗, and ∗ indicate significance at the 1%,
5%, and 10% levels, respectively.

Finally, given that we find the largest return impact for SOX’s Enhanced
Disclosure provisions, other dates of likely significance are those related to
news about the formation of the PCAOB. Sarbanes’s bill, which includes
an oversight board, passed in the Senate on June 18 (before the end of
trading). Jain and Rezaee [2006] note that the SEC proposed the creation
of an oversight board on June 20 (the SEC vote also takes place before the
end of trading). We therefore define our third and fourth subperiods of
interest as the one-day periods of June 18 and June 20, respectively.

We rerun our firm-level regressions for these four event periods prior to
SOX passage, replacing weekly returns with the event returns for the subpe-
riods in question. The results are presented in table 10. The four events likely
increased the probability of SOX passage or PCAOB formation. Consistent
with our findings for the entire pre-passage period, we find significant abnor-
mal returns, ranging from 0.32% to 0.94% across the different subperiods,
for firms lobbying against strict implementation of Enhanced Disclosure
provisions (above and beyond those of matched non-lobbyers) surround-
ing these events, but no significant abnormal returns for firms lobbying
against Corporate Responsibility or Auditor Independence provisions.
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4.6 RETURNS DURING THE PERIOD FOLLOWING PASSAGE OF SOX

From figure 3, it is apparent that firms lobbying against one or more
of the SOX Enhanced Disclosure rules have returns during the post-SOX
period that are fairly similar to those of their matched comparison group
of non-lobbying firms. Table 8 and table 9 confirm this result. Column (2)
through column (3) of table 8 estimate the portfolio-level excess return
regressions on the full period from week 7 of 2002 to the end of 2004,
with separate intercepts (α) for the lead-up period and the post-passage
period. In panel A, which concerns Enhanced Disclosure, the intercept for
the post-passage period, αPost, is consistently close to zero in both economic
and statistical terms. Similar results are obtained in column (2) of table 9:
The γ 1 regression coefficient of the dummy variable that is set equal to one
for firms that lobbied against an Enhanced Disclosure rule is close to zero
(economically and statistically). These findings indicate that the returns for
firms that lobbied against an Enhanced Disclosure rule are similar to the
returns for their non-lobbying comparison group of firms in the post-passage
period, and thus that the increase in (relative) stock prices experienced by
lobbying firms in the pre-passage period does not tend to reverse during the
post-passage period. These findings suggest that the positive expectation of
shareholders evidenced by their letters to the SEC and by returns in the
pre-passage period were indeed warranted.

It is widely acknowledged that the compliance costs associated with SOX
are higher than initially expected. In June 2003, the SEC estimated the
aggregate annual cost of implementing Section 404 alone at approximately
$1.24 billion, or $91,000 per registrant. In January 2004, Financial Executives
International (FEI) completed the first of a string of surveys estimating
the cost of SOX, and of Section 404 in particular. The survey placed the
expected annual average total cost of SOX compliance at approximately
$1.93 million per company. Expected costs appear to increase with firm
size, with expected total compliance costs for larger firms (over $5 billion
in annual revenues) of $4.6 million per company. A first follow-up survey
by FEI in June 2004 raised these estimates to $3.15 million and $8 million
per company, respectively. A second follow-up survey by FEI in March of
2005 raised the estimates to $4.36 million and $10 million, respectively.
Finally, in March of 2006 another FEI survey estimated the expected average
total cost of SOX compliance at $3.8 million and at $10 million for larger
firms.

Our analysis of the post-passage period incorporates the effects of in-
creases (up to the end of 2004) in expected compliance costs. The lack of
a difference in returns between firms lobbying against Enhanced Disclo-
sure and their matched non-lobbyers suggests that any revisions of com-
pliance cost estimates (relative to market value) are similar for the two
groups of firms. Moreover, we can utilize the compliance cost estimates
provided by FEI to explicitly calculate estimates of compliance costs for the
full set of public firms and compare it to the benefit implied by our returns
analysis.



570 Y. V. HOCHBERG, P. SAPIENZA, AND A. VISSING-JøRGENSEN

5. Interpretation and Discussion

5.1 COSTS AND BENEFITS TO SHAREHOLDERS

Our results suggest that shareholders of lobbying firms, in particular those
firms lobbying against provisions of SOX related to Enhanced Disclosure,
experience positive abnormal excess returns during the period leading up
to the passage of SOX on the order of 7%, relative to non-lobbying firms
with similar size, book-to-market, and industry characteristics. An obvious
shortcoming of a research design that compares the returns of more affected
firms to less affected firms, without having a comparable group of firms
unaffected by the legislation studied, is that it identifies the difference in
net benefits for the more and less affected groups, but not the level of net
benefits for either group.

By utilizing information about compliance costs, however, it is possible
to estimate the level of net benefits for the set of lobbying firms, as well
as for the full set of public firms. While we emphasize that this analysis is
only as good as the compliance cost data available, the methodology we lay
out below can be useful more generally, as it allows the researcher to use
the lobbying methodology while circumventing the issue of only speaking
to relative effects of a law on two groups of firms. Here, we utilize data
from the March 2006 FEI survey of 274 financial executives regarding their
experiences in complying with SOX Section 404. The survey reports that the
average annual total cost of SOX compliance is approximately $3.8 million
per company. Panel A of table 11 reports results from the survey, broken
down by size of firm as determined by revenues. The estimates from the
survey reported in the table indicate that average costs increase with firm
size, with expected total compliance costs for the largest firms (over $25
billion in annual revenues) at $12 million per year. When combined with
our evidence on the cumulative excess returns of lobbying over non-lobbying
firms, this survey evidence on SOX compliance costs can be used to estimate
the level of the net benefit of SOX to shareholders in lobbying firms, as well
as in the full set of firms.

We start by making the assumption that compliance costs are similar for
lobbying firms and for non-lobbying firms of similar size, book-to-market,
and industry characteristics. Our previous finding of a lack of differences
across lobbying firms and propensity-score matched non-lobbying firms,
with regard to the change in audit fees from 2001 to 2004 (relative to mar-
ket value), provides support for this assumption. Furthermore, we make the
conservative assumption that there is absolutely no gross benefit from SOX
for non-lobbying firms. Under these two assumptions, the cumulative differ-
ence in the returns of the two sets of firms in the period leading up to SOX
passage captures not only the difference in the net benefit to shareholders
between the two groups of firms, but also the gross benefit of SOX for the
set of lobbying firms. We thus estimate the gross benefit of SOX for the set
of firms lobbying against an Enhanced Disclosure rule to be around 7% of
the initial market value of these firms.
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T A B L E 1 1
Cost–Benefit Analysis

Panel A: Costs of complying with SOX Section 404, by sales revenue
Internal External Auditor Total

Annual Sales Costs Costs Attestation Compliance
Revenue (Per Firm) (Per Firm) Fees (Per Firm) Cost (Per Firm)

Less than $25M $158,200 $195,688 $260,521 $614,409
$25M to $99M $136,000 $636,867 $404,615 $1,177,482
$100M to $499M $228,755 $493,155 $439,121 $1,161,031
$500M to $999M $345,700 $844,462 $750,549 $1,940,711
$1B to $4.9B $752,640 $1,057,574 $824,866 $2,635,081
$5B to $24.9B $2,461,085 $2,736,289 $2,698,801 $7,896,175
More than $25B $4,331,960 $2,865,251 $4,815,864 $12,013,075

Panel B: Aggregate compliance cost estimates for various groups of firms
Sum of Total Sum of Compliance
Compliance Market Value Costs as a

Number Cost for Firm for Firm Percentage of
Group of Firms of Firms Group ($M) Group ($M) Market Value

All firms in CRSP 7,356 13,852 13,537,172 0.102%
Firms that did not lobby 6,975 11,896 7,665,292 0.155%
Firms that lobbied against 196 1,013 3,289,819 0.031%

Enhanced Disclosure
and PCAOB

Firms that lobbied against 98 675 2,152,818 0.031%
Corporate Responsibility

Firms that lobbied against 31 241 1,207,347 0.020%
Auditor Independence

Panel C: Cost and benefit analysis
PV of Compliance

PV of Gross Costs ($M) Net Benefit ($M)
Benefit ($M)

(Based At At At At At At
on 7%) r = 5% r = 10% r = 15% r = 5% r = 10% r = 15%

All firms in CRSP 230,287 277,040 138,520 92,347 −46,753 91,767 137,941
Firms that lobbied 230,287 20,264 10,132 6,755 210,023 220,155 223,533

against Enhanced
Financial
Disclosure
and PCAOB

This table reports estimates of the cost of complying with SOX Section 404. Panel A reports estimates of
compliance costs per firm for firms of different sizes classified on the basis of sales revenues. The estimates
are from the FEI Survey on SOX Section 404 Implementation/March 2006 . Panel B calculates the total estimated
compliance costs for the full set of NYSE, AMEX, and NASDAQ firms, for the subset of these firms that
did not lobby, and for each of the three sets of lobbyers. Based on year 2001 sales, we assign each firm in
the sample the average compliance costs associated with FEI sales category. Panel B also shows the total
equity market value for each of these sets of firms and the ratio of the group’s total compliance costs to
the group’s total equity market value. Panel C calculates the present value of the benefits of SOX based on
a 7% abnormal excess return for lobbying firms and the present value of costs under different discount rates.

It is unlikely that the present value of SOX compliance costs for lobbying
firms is as high as 7% of these firms’ initial market value. We present our
calculations underlying this point in panel B and panel C of table 11. For
each lobbying firm, we assign the compliance cost average associated with its
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FEI sales category.37 The third row of table 11, panel B, shows that the total
annual compliance cost for the set of firms lobbying against an Enhanced
Disclosure rule is around $1.0 billion, corresponding to only 0.031% of their
total initial market value. Using a discount rate of 10%, the present value
of these lobbying firms’ compliance costs is only 0.31% of market value,
which is much smaller than the estimated gross benefit of 7% of market
value. This suggests that we can be relatively confident that shareholders
of firms lobbying against an Enhanced Disclosure rule benefit substantially
from SOX, with a net benefit of around 6.7% of market value. Table 11,
panel C shows that this corresponds to a dollar net benefit for these firms’
shareholders of around $220 billion (using the 10% discount rate for the
present value calculation).38

Under our two assumptions, the total benefit to shareholders from SOX
is the gross benefit of SOX for lobbying firms, which is approximately $230
billion in total. We utilize the compliance cost data presented in panel A of
table 11 to calculate the sum total of compliance costs for all firms, lobbyers
and non-lobbyers, by assigning each firm the compliance cost number asso-
ciated with the FEI sales category that its sales fall into in 2001. We then sum
the compliance costs across firms. The total estimated annual compliance
costs for the full set of U.S. publicly traded firms is approximately $13.9
billion.39 Panel C of table 11 presents the present value of these costs, using
discount rates of 5%, 10%, and 15%. Under the most conservative scenario,
where we employ a discount rate of 5%, the present value of compliance
costs exceeds the $230 billion gross benefit by $47 billion. At a discount
rate of 10%, on the other hand, the net benefit of SOX across the full set
of companies is approximately $92 billion. These calculations suggest that,
given the FEI cost estimates, with even a small positive gross benefit of SOX
for non-lobbyers, the net benefit of SOX for the overall U.S. stock market
could be substantial.

Interpretation of these numbers must be nuanced. First, we note that
interpretation of these numbers hinges critically (1) on our ability to in-
terpret the return differential between lobbying and non-lobbying firms as
the difference in the gross benefit of SOX for these two sets of firms and

37 To estimate compliance costs for firms with no sales data, we regress compliance costs on
the log of market capitalization and its square for firms that do have sales data available. We
then use the resulting regression estimates to predict compliance costs for those firms with no
sales data.

38 Our return estimations are all done weighting each lobbying firm equally. We check
whether our return results are similar for large and small lobbying firms, finding no tendency
for the return results to be stronger or weaker for larger lobbying firms than for smaller lobbying
firms.

39 Some lobbying groups, in particular AeA (formerly the American Electronics Association),
using their own internal estimates in addition to FEI data, suggest that total annual compliance
costs for SOX are higher, or approximately $29 to $35B. These groups tend to build these
estimates using a per-firm cost estimate taken as the FEI estimate for large firms, rather than
assigning each firm the cost estimate appropriate to its size.
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(2) on the quality of the compliance cost estimates. A second caveat is that
our calculations cannot account for loss of shareholder welfare due to the
decisions of some previously public companies to delist or to deregister with
the SEC due to the burdens of SOX regulation, nor can it account for any
welfare loss resulting from the decisions of private companies to remain
private or to go public on non-U.S. exchanges (see Engel, Hayes, and Wang
[2007], Leuz, Triantis, and Wang [2008], Zingales [2007]). In addition, we
cannot rule out that insiders lose an amount equal to or greater than what
outside investors gain. Finally, it is important to note that the lobbying firms
in our sample are predominantly large, established organizations and, thus,
our returns analysis does not provide specific conclusions as to the effect of
SOX on smaller firms.

5.2 MECHANISM

There are three primary channels through which SOX may increase share-
holder value. First, SOX may directly improve the operating performance of
the firm through the elimination of management ineptness, complacency,
or the improvement of operations as a result of lessons learned during the
internal control review. Second, SOX may improve operating performance
through the elimination of actual expropriation or perquisite consumption
on the part of managers who are now subject to greater disclosure and trans-
parency. Finally, SOX may lead to a lower cost of capital via an increase in
shareholder confidence. As shown in Guiso, Sapienza, and Zingales [2008],
when the average level of trust in the stock market is low, for any given level
of returns, investors are more reluctant to invest.40

Ideally, we would like to test directly for the operative mechanism(s).
However, the nature of SOX makes this difficult. One would not expect the
firm characteristics associated with agency problems to change dramatically
over a short period of time, even if governance improves immediately. For
example, for a firm that, pre-SOX, had high free cash flow and poor growth
prospects, one would not expect SOX to reduce profitability or to improve
growth prospects on an immediate basis. Rather, the impact of SOX is likely
to be an improvement in what is done with the free cash flow. For example,
if SOX leads to an improvement in internal controls, it may be harder for
corporate insiders to spend corporate resources on activities that do not
maximize shareholder value. An improvement in internal controls, however,
would not make a firm with high profits and low growth opportunities into
a firm with lower profits and better growth opportunities.

To test whether improved internal controls are the mechanism through
which SOX works, we would need data on either measures of internal
controls both pre- and post-SOX or a more direct measure of the amount

40 SOX may also lead to a lower cost of capital via a decrease in information asymmetries
between insiders and outside investors, and a resulting increase in stock liquidity (see, e.g.,
Diamond and Verrecchia [1991]).
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of resources diverted by insiders pre- and post-SOX. The latter is by its very
nature unobservable, and data collection on internal control weaknesses
and similar variables begins only after SOX.

The fact that lobbying firms have characteristics indicating likely free cash-
flow agency problems suggests that both of the first two channels are likely
to be operative. It is also worth noting that our lobbying analysis allows us
to separately study different SOX provisions, and thus provides evidence on
the more effective sections of SOX (the Enhanced Disclosure provisions),
even if it does not specifically pin down the mechanism through which they
are effective.

Finally, a third possibility is that SOX may also lead to an increase in
shareholder confidence that is reflected in a lower cost of capital. A useful
exercise is to attempt to ascertain the extent to which investor confidence
has improved since the passage of SOX.UBS/Gallup conducts an Index of
Investor Optimism Poll, which provides an indication of investor confidence
over the period spanning the passage and implementation of SOX. In May
2002, 60% of respondents to the poll indicated that questionable accounting
practices in business hurt the investment climate in the United States “a lot.”
By May 2006, that percentage dropped to 39%. Causal interpretation of such
survey evidence is, of course, not possible.

6. Conclusion

In this paper, we evaluate the impact of SOX on shareholders by analyzing
the SOX-related lobbying behavior of corporations, individuals, and orga-
nizations. We classify the rules on which the SEC solicited comments into
three major categories: those related to Enhanced Disclosure, those related
to Corporate Responsibility, and those related to Auditor Independence.
We then examine the comment letters sent to the SEC during the drafting
of the final SOX rules.

We document that individual investors, as well as large investor groups
such as pension funds and labor unions, were overwhelmingly in favor of
the SOX provisions they comment on, which speaks to shareholders’ per-
ceived value of the legislation. In contrast, our reading of letters to the
SEC by corporate insiders reveals that an overwhelming majority of insiders
in lobbying companies opposed the SOX provisions they commented on.
We then use lobbying by corporate insiders to further distinguish between
two views of SOX: the view that SOX improves governance and disclosure
and the view that SOX will not be beneficial due to high compliance costs
outweighing any potential benefits.

Our results suggest that lobbying firms are firms that ex ante are char-
acterized by traits that suggest that they are more likely to suffer from
free-cash-flow-related agency problems (legal or illegal), and less likely to
be firms primarily concerned with large increases in compliance costs as
a result of SOX. Similarly, our study of returns reveals that during the
24-week period leading up to the passage of SOX, cumulative returns were
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approximately 7% higher for corporations whose insiders lobbied against
an Enhanced Disclosure provision of SOX than for non-lobbying firms with
similar size, book-to-market, and industry characteristics. These results lend
support to the improved disclosure and governance view of SOX. Our anal-
ysis of the relative returns for lobbyers and non-lobbyers in the post-passage
period suggests that investors’ positive expectations for SOX in the pre-
passage period were warranted, since there is no evidence of differential
returns between lobbyers and non-lobbyers in the post-passage period.

In sum, our findings from analysis of returns and reading of comment let-
ters suggest that investors had overwhelmingly positive expectations about
the effects of SOX, in particular those provisions related to Enhanced Dis-
closure. These expectations appear to have been warranted, despite de-
bates regarding implementation of the rules and unexpected increases in
actual compliance costs. Our results are consistent with the view that SOX
would lead to improved disclosure, transparency, and corporate governance,
thereby reducing misconduct and mismanagement by insiders, and that for
shareholders overall, these benefits may outweigh the costs of compliance.
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