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I. INTRODUCTION 

Immediately after the passage of the Sarbanes-Oxley Act (SOX), much of the 
commentary was about Congress' scatter-gun approach, firing at so many different 
targets at once to prompt better corporate fmancial reporting and disclosure. Executives, 
outside directors, lawyers, accountants, analysts, and others gained new obligations. 1 For 
the most part, these groups now seem to have adjusted to their new regimes without all 
that much difficulty or lingering complaint, perhaps because the changes were never 
really as draconian as portrayed . 

• Thomas Aquinas Reynolds Professor of Law, Georgetown University Law Center, Washington D.C. 
I. Academic commentaries on SOX are voluminous, from the harshly critical (e.g., Roberta Romano, 

The Sarbanes-Oxley Act and the Making of Quack Corporate Governance, 114 YALE 1.J. 1521 (2005)) to the 
mildly complimentary (e.g., Lawrence A. Cunningham, The Sarbanes-Oxley Yawn: Heavy Rhetoric. Light 
Reform (and it Just Might Work), 35 CONN. L. REv. 915 (2003)), and onto the more thoroughly supportive 
(e.g., Joel Seligman, No One Can Serve Two Masters: Corporate and Securities Law After Enron, 80 WASH. U. 
1.Q. 449 (2002)). 
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Today, the vocal criticism is largely reserved for just one piece of the legislation: 
the internal controls requirement found in section 404, which in some circles has become 
almost synonymous with SOX itself. Doubts about the balance of costs and benefits and. 
whether the result will be increased de-listings and going private transactions to avoid 
404's burdens have made this the portion of the Act that has encountered the most 
political resistance. 2 The tone of these complaints is that 404's requirements are new, 
radical, and ill-considered. Until recently, at least, the internal controls requirements have 
received less attention from legal academics than many other salient aspects of the 
legislation. 3 

Revisiting section 3.4.2 of Clark's Corporate Law4 ('Duty of Care as 
Responsibility for Systems") reminds us, however, that the internal controls story 
actually goes back many decades, and that many of the strategic issues that are at the 
heart of section 404 have long been contentious. My Article will briefly update Clark's 
account through the late 1980s and 1990s before returning to Sarbanes-Oxley and 
rulemaking thereunder by the SEC and the newly created Public Company Accounting 
Oversight Board ("PCAOB"). My main point builds on one of Clark's but digs deeper. 
Internal controls requirements, whether federal or state, are incoherent unless and until 
one articulates clearly for whose benefit they exist, and to what end. There are, in fact, a 
number of competing articulations. The failure to identify a single and coherent rationale 
creates significant uncertainty, which has been exploited by players in the legal, 
accounting, consulting, and information technology fields. Companies are probably 
spending more time and resources on 404 compliance than a reasonable reading of the 
legislation and the rules necessarily requires, heavily influenced by those who gain from 
issuer over-compliance. This rent-seeking compromises the political viability and 
substantive quality of what is at the heart a beneficial statutory reform. 

2. See William 1. Carney, The Costs of Being Public After Sarbanes-Oxley: The Irony of "Going Private" 
(Emory Law & Econ. Research Paper No. 05-4, 2005), available at http://ssrn.comlabstract=672761. 

3. Exceptions include Larry Cata Backer, Surveillance and Control: Privatizing and Nationalizing 
Corporate Monitoring After Sarbanes-Oxley, 2004 MICH. ST. L. REv. 327; Lawrence A. Cunningham, The 
Appeal and Limits of Internal Controls to Fight Fraud. Terrorism and Other Ills, 291. CORP. L. 267 (2004). My 
contribution along these lines, which is more about behavior and incentives than the actual design of internal 
controls, is Donald C. Langevoort, Resetting the Corporate Thermostat: Lessons from the Recent Financial 
Scandals About Self-Deception. Deceiving Others. and the Design of Internal Controls, 93 GEO. LJ. 285 
(2004). There are, of course, now many practitioner-oriented books and articles. E.g., ROBERT R. MOELLER, 
SARBANES OXLEY AND THE NEW INTERNAL AUDITING RULES (2004); MICHAEL 1. RAMOS, How To COMPLY 
WITH SARBANES-OXLEY SECTION 404: ASSESSING THE EFFECTIVENESS OF INTERNAL CONTROL (2004). 
Economists have done a great deal of work to assess the impact of section 404, including studying stock price 
reactions to control deficiency disclosures, questions of which investor classes benefit from such disclosure, etc. 
E.g., Michael Alles & Srikant Datar, How Do You Stop the Booksfrom Being Cooked? A Management Control. 
Perspective on Financial Accounting Standard Setting and the Section 404 Requirements of the Sarbanes Oxley 
Act, I INT'L 1. DISCLOSURE & GOVERNANCE 119 (2004); Weili Ge & Sarah McVay, The Disclosure of Material 
Weaknesses in Internal Controls After the Sarbanes Oxley Act, 19 ACCT. HORIZONS 137 (2005); Stephen Bryan 
& Steven Lilien, Characteristics of Firms with Material Weaknesses in Internal Control: An Assessment of 
Section 404 of Sarbanes Oxley (Mar. 2005) (unpublished paper, available at http://ssrn.comlabstract=682363). 

4. ROBERT C. CLARK, CORPORATE LAW (1986). 
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II. CLARK'S COMMENTARY 

Section 3.4.2 addresses the board of directors' monitoring duties with respect to 
potential corporate misconduct. It begins with an extended discussion of Graham v. Allis­
Chalmers Mfg. Co., 5 where the Delaware Supreme Court famously refused to impose 
liability on the directors for inattention with regard to illegal price-fixing behavior at the 
mid-manager level absent some affirmative showing that the directors were on specific 
notice of a problem. After critiquing the court's reasoning, Clark offers one possible 
justification for the result: in so far as the shareholders of the company are concerned, the 
extent of compliance with law is reaIly a matter of business judgment, because ex ante a 
positive expected value to noncompliance sometimes exists. A monitoring model 
designed solely to promote compliance as such does not really fit within corporate law 
(i.e., shareholder protection) as commonly understood, but should instead, if at all, be 
connected to the legislation that imposes the underlying legal obligations.6 

But Clark then says that this critique does not apply with respect to one particular 
kind of compliance regime: internal accounting controls. "Not having such a system 
might very well be thought to result in a risk of injury to shareholders that no reasonable 
director would normally incur,"7 and thus accounting controls present a distinguishable 
issue from legal compliance programs generally. At this point, his attention shifts 
("ironically," he says) from state corporate law to federal law, specificalIy the Foreign 
Corrupt Practices Act of 1977 (FCPA). Enacted in the aftermath of the Watergate 
controversy, the FCPA added to the Securities Exchange Act a specific requirement in 
section l3(b)(2) that public companies both maintain accurate books and records (with no 
materiality or intent qualifiers) and implement a reasonable system of internal accounting 
controls. After commenting on how extensive the Act's potential impact is "because of its 
generality and apparently formless wording,"8 Clark goes on to suggest a fairly 
conservative reading, tied to the accounting profession's historic understanding of the 
task of internal controls in the reporting process. An interesting footnote, however, 
acknowledges that there are many hard questions to be answered, including the extent to 
which controls relating to reporting blur into controls over general legal compliance or 
operational decision-making.9 

A few preliminary comments are in order. First, the subsection is a reminder of 
some important regulatory history. Concern about the adequacy of internal controls-and 
corporate accountability generally-was one of the most important issues in securities 
regulation in the 1970s. Because a handful of large corporations had funded the break-in 
of the Democratic headquarters, the Watergate scandal led directly to questions about the 
legitimacy of corporate managers' opaque dominion over corporate assets, especially as it 
related to foreign and domestic bribery and ilIegal political campaign contributions. An 
aggressive SEC enforcement program focusing on "management integrity" ensued, 10 and 

5. Graham v. Allis-Chalmers Mfg. Co., 188 A.2d 125 (Del. 1963). 
6. CLARK, supra note 4, at 132-33. 
7. Id. at 133. 
8. Id. at 134. 
9. Id. at 135 n.30. 

10. See SEC REpORT ON QUESTIONABLE PAYMENTS AND PRACTICES, 94th Cong., 2d Sess. (1976); Ralph 
Ferrara et aI., Disclosure of Information Bearing on Management Integrity and Competency, 76 Nw. U. L. REv. 
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with more and more misbehavior publicized, Congress responded with the FCP A. In 
1979, the SEC proposed (but later withdrew) a requirement that management evaluate 
and report on its internal controls on Form lO-K, II which is the heart of what Sarbanes­
Oxley now demands. These events were surrounded by controversy and criticism much 
like today. 12 

Second, the question of definition and scope is indeed crucial, and the "formless" 
quality of section 13(b )(2) admits a number of possibilities. Clark suggests that 
shareholders are unambiguously the beneficiaries of internal accounting controls 
legislation, and that the Act should be construed with their needs in mind. They bear the 
costs, too, so that reasonableness is a key limitation. Above all, the scope of the Act 
should not tum into something that interferes with legitimate business judgments by 
company managers, whether as to operational decisions or legal compliance generally 
(i.e., beyond financial reporting). 

This latter point will be my main interest when we return shortly to Sarbanes­
Oxley and section 404. Clark has the right intuition about the interests at stake with 
respect to internal accounting and disclosure controls, but I think he underestimates the 
difficulty of identifying the optimal scope and depth of such controls. In fact, this inquiry 
touches on a disputed question in securities law-for whose benefit, exactly, do financial 
reporting requirements exist? But before we take up the question, we should move the 
story forward fifteen years from the time Corporate Law was written to the onset of the 
Sarbanes-Oxley era. 

III. THE INTERNAL CONTROLS STORY FROM 1986 TO 2001 

If a second edition of Corporate Law had appeared in the late 1990s, it would 
surely have reported on two subsequent legal developments, and perhaps a third. The first 
two conform reasonably well to Clark's analysis. The federal Organizational Sentencing 
Guidelines were developed to make clear that corporations with a reasonable compliance 
system would get some credit at the sentencing phase even though they were found by 
imputation to have violated federal law, making some affirmative compliance system a de 
facto requirement for companies with reason to fear criminal prosecution. This 
immediately set in motion discussions about the scope, depth, and content of an 
appropriate compliance regime. 13 To many, the Guidelines were not applied with much 
rigor, so that the credit that would come from a system was largely a "check the box" or 
cosmetic matter. 14 It did, however, help create a compliance industry that assisted 

555,581-83 (1981). 
II. Statement of Management on Internal Accounting Control, 44 Fed. Reg. 26702 (proposed May 4, 

1979) (to be codified at 17 C.F.R. pts. 211, 229, 240, 249). 
12. For a contemporaneous critical review of the statute, see ABA Committee on Corporate Laws and 

Accounting, A Guide to the New Section 13(b)(2) Accounting Requirements of the Securities Exchange Act of 
1934,34 Bus. LAW. 307 (1978). 

13. E.g., Dan Webb & Steven Molo, Some Practical Considerations in Developing Effective Compliance 
Programs: A Frameworkfor Meeting the Requirements of the Sentencing Guidelines, 71 WASH. U. L.Q. 375 
(1993). 

14. See Kim Krawiec, Cosmetic Compliance and the Failure of Negotiated Governance, 81 WASH. U. 
L.Q. 487, 512-14 (2003); William Laufer, Corporate Liability, Risk Shifting and the Paradox of Compliance, 52 
VAND. L. REv. 1343, 1407-10(1999). 
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companies in checking the right boxes, thus moving the arts and sciences of compliance 
management at least marginally forward. 

The second major development was the Caremark case,15 Chancellor Allen's 
thoughtful discussion of the continued vitality of Graham under Delaware law. Times 
have changed, he said (noting the Guidelines in particular), so that it was no longer 
reasonable for directors to act as if compliance monitoring is something reserved for 
responding to danger signs that happen to appear. The board therefore has some 
affirmative obligation of compliance monitoring. Caremark has been the subject of 
extensive commentary, which need not be repeated here. Many have noted the acoustic 
separation in the opinion-rhetorically, it is a strong wake-up call to directors, but with 
very little liability threat behind it. 16 Only "sustained and systematic indifference" to 
compliance by the board would breach the duty (and by this time, section 102(b)(7) of the 
Delaware Code was in place so that there would still be no duty of care liability threat for 
directors in the majority of companies with exculpation clauses in their charters, at least 
in the absence of bad faith).17 I suspect that a second edition of Corporate Law would 
have mildly applauded Caremark as a matter of law because it follows Clark's critique of 
Graham quite closely; even though it makes legal compliance a corporate law issue, its 
liability threat is restrained enough to leave ample room for business judgment on the 
specifics of compliance design. 

The third development is somewhat more subtle, and brings us back to financial 
reporting and internal controls under federal law. After noting the anxiety over the 
breadth of section 13(b)(2), Clark observes that as of the mid-1980s, "the SEC has done 
little to substantiate those fears." 18 That is an understatement. In fact, in the face of 
threatened political backlash from the business community made more salient by the 
election of President Reagan and a Republican Senate in 1980, the SEC made an unusual 
formal statement in 1981 pledging to read the law narrowly, from which it never 
deviated. 19 From then on, the accounting controls provisions were essentially only raised 
in enforcement actions when there was evidence of actual misreporting by the issuer, so 
that any controls failure claim was largely surplusage. 

But there is a back story. In the face of continuing examples of financial 
misreporting, especially among banking institutions, the SEC continued to express 
concern about financial misreporting and made further changes to upgrade the quality of 
disclosure in lO-Ks and lO-Qs. In the mid-1980's, a private sector initiative led to the 
creation of the so-called Treadway Commission on Fraudulent Financial Reporting, 

15. In re Caremark Int'l Inc., 698 A.2d 959 (Del. Ch. 1996). 
16. See H. Lowell Brown, The Corporate Director's Compliance Oversight Responsibility in the Post­

Caremark Era, 26 DEL. J. CORP. L. I, 24-29 (200 I); Melvin A. Eisenberg, The Board of Directors and Internal 
Controls, 19 CARDOZO L. REV. 237, 261-64 (1997); Edward B. Rock & Michael L. Wachter, Islands of 
Conscious Power: Law, Norms and the Self-Governing Corporation, 149 U. PA. L. REv. 1619, 1672-76 (2001). 

17. More recently, the bad faith doctrine has developed so as to make exculpation clauses arguably less 
potent. See McCall v. Scott, 239 F.3d 808 (6th Cir. 2001), modified, 250 F.3d 997 (6th Cir. 2001) (applying 
Delaware law); Hillary Sale, Delaware's Good Faith, 89 CORNELL L. REV. 456, 482-84 (2004). But see In re 
Walt Disney Co. Deriv. Litig., No. Civ.A. 15452,2005 WL 2056651 (Del. Ch. Aug. 19,2005) (narrowing the 
scope of good faith duty). 

18. CLARK, supra note 4, at 134. 
19. Foreign Corrupt Practices Act of 1977, Exchange Act Release No. 17500 (Jan. 29, 1981), 1981 WL 

36385. 
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chaired by a newly departed SEC Commissioner, which made a series of 
recommendations to address problems in the internal controls environment. In 1988 the 
SEC again formally proposed requiring management to evaluate and report on its internal 
controls,20 though once again the proposal was never implemented. Instead, the 
Committee of Sponsoring Organizations of the Treadway Commission (COSO) 
committed to develop a private sector framework that would give more substance to what 
good internal controls should be. Its report, Internal Controls: An Integrated Framework, 
was released in 1992,21 and now plays a significant role under Sarbanes-Oxley. The 
sponsoring organizations were the major institutions in the accounting industry, including 
the American Institute of Certified Public Accountants. 

By the mid-1990s, the devolution of financial reporting quality, which had been 
worrisome for at least two decades, seemed to accelerate. The reasons for this 
deterioration are multi-faceted and have also been extensively discussed elsewhere.22 

They include (at least) the sustained bull market, which made investors pay less attention 
to issuer credibility; judicial and legislative developments making private securities 
litigation harder to bring; a reduction in SEC fiscal and political resources; conflicts of 
interest in the accounting profession and elsewhere; and financial innovation, 
technological innovation, and the explosive growth of options-based executive 
compensation, each of which provided further motive and opportunity for financial 
misreporting. Out of this came Enron, Worldcorn, and Sarbanes-Oxley. 

IV. SARBANES-OXLEY AND THE ARCHITECTURE OF INTERNAL CONTROLS 

Although section 404 is the focus of most attention, there are actually two 
provisions in Sarbanes-Oxley that impose internal controls obligations. The other, section 
302, is actually the more elaborate, requiring CEO and CFO certification of the issuer's 
10-Ks and 1O_Qs.23 Section 302 says that, in addition to certifying the accuracy of the 
disclosures, the officers must also affirm that they are responsible for internal controls; 
have designed such controls to ensure that material information is brought to their 
attention; have evaluated its effectiveness in the last 90 days; have presented in their 
report their conclusions about its effectiveness; and have discussed in the report any 
changes in internal controls during the period under review, including corrective actions. 
By contrast, section 404 simply insists that each lO-K contain management's assessment 
of internal controls, and--crucially-requires the independent auditor to attest to and 

20. Report of Management's Responsibilities, Securities Act Release No. 6789, Exchange Act Release 
No. 25925, Investment Company Release Act No. 16485,53 Fed. Reg. 28009-01 (proposed July 26,1988). 

21. See ABA Committee on Law & Accounting, Management Reports on Internal Controls: A Legal 
Perspective, 49 Bus. LAW. 889 (1994); Mark R. Simons, COSO Based Auditing, INTERNAL AUDITOR, Dec. 
1997, at 68. 

22. E.g., FRANK PARTNOY, INFECTIOUS GREED: How DECEIT AND RISK CORRUPTED THE FINANCIAL 
MARKETS (2003); John C. Coffee, Gatekeeper Failure and Reform: The Challenge of Fashioning Relevant 
Reforms, 84 B.U. L. REv. 301 (2004); Paul M. Healy & Krishna G. Palepu, The Fall of Enron, 17 J. ECON. 
PERSP. 3 (2003); Donald C. Langevoort, Technological Evolution and the Devolution of Corporate Financial 
Reporting, 46 WM. & MARY L. REv. 1 (2004). 

23. See Lisa Fairfax, Form Over Substance?: Officer Certification and the Promise of Enhanced Personal 
Accountability Under the Sarbanes-Oxley Act, 55 RUTGERS L. REv. 1,56-58 (2002). Section 302 is one of two 
certification provisions; the other is section 906, a criminal provision, which does not refer to internal controls. 


