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Executive Summary

The overnight implosion of Enron has exposed gaping holes in the system of investor safeguards
designed to ensure that investors receive full and fair disclosure about the companies in which they
invest.  It is now the job of Congress to determine what went wrong and fix those parts of the system
that are broken.  This report provides an outline of investor protection short-comings related to
corporate financial disclosures that have been highlighted by the Enron collapse and offers suggestions
for solutions.

The Enron case provides a graphic illustration of the harm that can befall investors when
corporations file financial statements that fail to provide an accurate picture of company finances. 
Auditors are supposed to provide the first line of defense against misleading financial disclosures, but in
the Enron case auditor Arthur Andersen failed to fulfill its public watchdog function.  One obvious
reason is that Arthur Andersen's audit of Enron was independent in name only.  Hefty audit and non-
audit fees, Andersen's lucrative role apparently helping to structure some of the most questionable
partnerships, an endlessly revolving door between the two firms, and the close personal relationship that
had grown up between Enron and Andersen employees over their long association all compromised
Andersen's independence.

This lack of independence was not unique.  Similar conflicts have been revealed in the wake of
other major audit failures, such as those at Waste Management, MicroStrategy, and Phar-Mor. 
Auditors' growing practice of also providing consulting services to audit clients has dramatically
escalated the level of conflicts in recent years.  Today, most large companies pay their auditors
significantly more for non-audit services than for the audit itself.  In the most extreme cases, companies
may pay up to 30 times as much for consulting services as they do for the audit.  

If auditors have strong incentives to adopt a flexible attitude when reviewing company
disclosures, they have little fear of regulatory sanction if they are caught bending the rules.  Most
regulatory oversight is in the hands of the industry, which lacks real investigative authority and has been
extremely reluctant to find fault or impose meaningful sanctions.  In addition, passage of the Private
Securities Litigation Reform Act in 1995 significantly reduced the threat of large damage awards in
private lawsuits. 

The Enron case also highlights the ineffectiveness of board audit committees in overseeing the
work of outside auditors, the inadequate funding for SEC review of financial disclosures, and the need
for reform of certain accounting rules.

This broad failure of investor safeguards has understandably shaken investors' confidence in the
reliability of the disclosures they receive.  Uncertainty has spread well beyond Enron and is adding an
unhealthy level of volatility to our financial markets.  To restore confidence, Congress must act
forcefully to reinforce and restore meaningful safeguards.  Such a response must include steps to:
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Restore independence to the outside audit.  The heart of any reform proposal must be
strong provisions to restore real independence to the audit.  If Congress is serious about
eliminating all conflicts, which start with the fact that auditors are hired and fired by the audit
client, it should consider creating a government sponsored enterprise to perform all audits of
public companies or making exchanges responsible for hiring and firing the auditors of public
companies that trade there.  There are also less comprehensive steps Congress could take to
significantly reduce conflicts.  At a minimum, Congress should ban auditors from providing non-
audit services to audit clients, require periodic rotation of auditors, and impose a cooling off
period before auditors could work for audit clients.

Improve oversight of the auditing industry.   Whether Congress chooses to enhance SEC
responsibility for auditor oversight or create a self-regulatory organization to assume that
responsibility, it must ensure that the regulator is completely independent of the accounting
industry, is adequately funded, has rule-making authority, and has strong investigative and
enforcement authority.

Restore liability for auditors who abuse the public trust.  Restoring reasonable liability for
culpable accountants should be part of any reform plan.  This should include provisions: to
enable plaintiffs to gain access to documents through discovery before having to meet the
heightened pleading standards regarding state of mind; to restore joint and several liability
where the defendant's reckless misconduct contributed to the fraud and the primary wrong-
doer is bankrupt; to restore aiding and abetting liability for those who contribute to fraud but are
not the primary culprit; and to extend the statute of limitations for securities fraud lawsuits.

Enhance independence and expertise of corporate boards.  While it may be unrealistic to
suppose that corporate boards will ever serve as an effective check on outside auditors who
collude in misleading disclosures, steps can and should be taken to enhance board oversight. 
At a minimum, exchanges should be pressed to strengthen their watered down independence
standards for board members, then require a majority of board members, and all audit
committee members, to meet those standards.

Provide adequate funding to the Securities and Exchange Commission.  Congress should
provide a significant funding increase to the SEC.  Such an increase should be based on a
realistic assessment of the SEC's workload, which has grown exponentially over the past two
decades while its staffing level has remained relatively static.  In the area of full disclosure, the
goal should be to provide sufficient staffing to allow regular, in-depth reviews of the financial
statements filed by public companies.  Congress should also fund already authorized pay
increases to help the SEC hire and retain qualified personnel.

Spur improvements to accounting rules.  Accounting rules that allow companies to mask
massive amounts of debt in special purpose entities and other off-balance-sheet transactions
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must be improved.  Also in need of attention is the rule that allows energy trading companies to
inflate their revenue figures by recording the full face value of their trades as revenue, instead of
just the profit or loss on the trade.  Just as important, the independence of the Financial
Accounting Standards Board and its ability to produce rules in a timely fashion must be
enhanced.

Only a comprehensive package of reforms, with true auditor independence and oversight at its
heart, will be adequate to justify renewed investor confidence in the reliability of corporate disclosures. 
Because the Enron disaster has so graphically exposed the short-comings in existing investor
protections, an opportunity now exists for real reform.  If Congress misses that opportunity, it will have
failed its responsibility to the millions of investors who entrust their savings to the financial markets and,
in so doing, provide the capital that keeps our economy growing.
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Introduction

The overnight implosion of Enron last year represents not just the failure, however massive, of
one company, but also the failure of the safeguards that are built into our financial system to prevent just
this sort of unpleasant shock.  The auditors, the board of directors, and the Securities and Exchange
Commission (SEC) all failed in their responsibility to ensure the accuracy and integrity of Enron's
financial statements.   The credit rating agencies and the securities analysts provided no advance
warning to the public of possible problems at the energy firm.  And the Financial Accounting Standards
Board proved unable to produce needed improvements to accounting standards in a timely fashion. 
Congress, meanwhile, had helped to create the environment that made the Enron collapse not only
possible, but likely, by loosening the reins on the kind of overly optimist projections corporations use to
boost their stock price, lessening the accountability of those whose job it is to keep corporate
management honest, interfering with both the SEC and the FASB when they attempted to impose
reasonable standards, and passing the law that enabled Enron to conduct much of its business without
appropriate regulatory oversight.

It is now the job of Congress to study what went wrong with the system and to fix those parts
of the system that are broken.   Federal regulators, where they already have the necessary authority,
also have an important role to play in this process.  The goal should be not simply to boost investors'
confidence in the system's fairness and integrity, but to provide the strong structural protections that
make confidence in the system justified.  Congress must not make the same mistake it has made in
previous such scandals, of walking away without providing a solution as soon as the glare of media
attention fades.

The following paper provides an outline of investor protection short-comings related to
corporate financial disclosures that have been highlighted by the Enron collapse and offers suggestions
for solutions.  

1) The "independent" audit wasn't independent.

Among the first questions many people have asked in the wake of Enron's fall is how the
auditors could have missed the danger signs.  After all, financial reporters poring over the company's
financial statements in the wake of the collapse have found no shortage of red flags, including wide
discrepancies between the company's reported earnings and its retained earnings, negative cash flow of
$2.56 billion in 2000 once proceeds from asset sales and other one-time activities not a part of its core
business are deducted, and actual revenues on energy trading that were a mere fraction of those
accounting rules let the company claim.1  How could the auditors, part of whose job it is to look for just
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such clues, have failed to pick up on these signs that Enron was not as healthy as its financial statements
made it out to be?

The answer, of course, is that they didn't.  Although Andersen now claims to have been misled
about key transactions, the evidence that Andersen was well aware of Enron's financial artifice is
overwhelming. 

! Arthur Andersen CEO Joseph F. Berardino acknowledged in congressional testimony
that auditors had identified serious problems with Enron's financial statements as early
as 1997 and suggested "adjustments" that would have cut its net income that year from
$105 million to $54 million.  When Enron resisted making the recommended changes,
Arthur Andersen signed off on the financial statements anyway.2  

! References to some of the controversial partnerships that helped Enron keep debt off
its balance sheet appeared in the firm's financial statements as early as 1999.  This is a
clear sign that Andersen had to be aware of at least some of Enron's more questionable
accounting by then.  

! An internal Arthur Andersen memo dated last February, which recaps a meeting
involving Andersen partners in both Houston and Chicago headquarters, lays out nearly
every accounting issue that later played a role in Enron's collapse.3

! As early as 1999, it apparently took a team of PricewaterhouseCoopers accountants,
reviewing Enron's SEC filings and other public information on behalf of a prospective
merger partner, only two weeks to determine that the company's finances weren't all
the financial statements made them out to be.4  

! Most tellingly, the recently released Powers Report indicates that "in virtually all of the
transactions [reviewed in the report], Enron's accounting treatment was determined
with extensive participation and structuring advice from Andersen, which Management
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reported to the Board.  Enron's records show that Andersen billed Enron $5.7 million
for advice in connection with the LJM and Chewco transactions alone, above and
beyond its regular audit fees."  In other words, Andersen not only knew about the
questionable partnerships, according to the report, but actively participated in
developing them.5  (Andersen disputes this allegation.)

Lack of Independence Compromised Andersen's Judgment

The real question, then, is not how Andersen failed to see the warning signs, but why, having
seen the signs, they agreed to put their seal of approval on the company's misleading financial
statements.  One reason is that Andersen's audit of Enron was independent in name only.  The Enron
account was simply too big an account to lose, first because of the $52 million that it brought into the
firm (and the $100 million it was expected to produce in the near future), but also for its symbolic value
to Andersen's image as the lead auditor for the energy industry.  

That conflict was compounded by the fact that Andersen had for a number of years served as
both internal and external auditor for Enron.  When the SEC proposed to ban auditors from also
performing internal audits for audit clients, it stated that: "... performing an internal audit function results
in the auditor assuming a management function and, during the audit, relying on a system that the auditor
has helped to establish or maintain."6  Thus, performing internal audits violates at least two of the four
key factors the commission identified as impairing an auditor's independence -- functioning as
management of the audit client and auditing the accounting firm's own work -- and possibly a third,
having a mutual interest with the audit client.  If, as the Powers report maintains, Andersen also helped
to structure some of the most controversial partnerships, the conflict is overwhelming.

The audit firm's independence was also compromised by the unusually close relationship
between Andersen and Enron employees.  Andersen had served as Enron's auditor since 1985 and
maintained permanent office space in the Enron building.  Over the years, there had been a constant
flow of employees from the accounting firm to Enron, and both Enron's chief financial officer and its
chief accounting officer were Andersen alumni.  Enron employees describe a chummy environment in
which Andersen employees dressed in Enron golf shirts, attended Enron office parties, and even joined
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a Colorado ski trip for Enron employees.7  The two groups were so intermingled, Enron employees
have said, it was hard to tell who worked for whom.8

Similar Conflicts Are Pervasive

The picture painted of the Enron-Andersen relationship stands in stark contrast to the standard
set by the Supreme Court, when it stated that the auditor's "public watchdog function demands that the
accountant maintain total independence from the client at all times."9  But the relationship was not
unique.  A similar lack of independence can be found in other high profile accounting scandals of recent
years.  Transcripts from a lawsuit following the accounting failure at Phar-Mor Inc., for example,
showed its Coopers & Lybrand auditor received bonuses and performance evaluations based, at least
in part, on his success in cross-selling the firm's non-audit services.10  A lawsuit against MicroStrategy,
which in March 2000 disavowed years of financial statements that hid extensive losses, uncovered the
fact that a senior PricewaterhouseCoopers manager assigned to the audit was applying for a job as
chief financial officer of a MicroStrategy subsidiary while working on the audit.11  

The high-profile accounting scandal at Waste Management, in which the SEC accused Arthur
Andersen of repeatedly signing off on financial statements it knew to be misleading, bore many of the
hallmarks of the Enron disaster.  Arthur Andersen had been the company's auditor for 30 years.  From
1971 to 1997, all of Waste Management's chief financial officers and chief accounting officers were
former Andersen auditors.  The partner assigned to lead the audit  was responsible for coordinating
marketing of non-audit services, with compensation directly influenced by the volume of such services
sold.  And Andersen was billing Waste Management more than twice as much for non-audit work as it
was for the "independent" audit.12

A recent analysis of proxy statement revelations of non-audit fees shows such conflicts are
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widespread, at least among large companies.13  The study, conducted by University of Illinois professor
Andrew D. Bailey, looked at the first 563 proxy statements filed by Fortune 1000 companies after new
disclosure rules went into effect in February 2001.  Among the 563 companies examined, only two
paid no non-audit fees to their auditor, and, on average, clients reported paying their accountant $2.69
in fees for non-audit services for every dollar spent on audit fees.  In some cases, however, the
imbalance was far greater.  In the most extreme examples, Puget Energy paid PricewaterhouseCooper
$17 million for non-audit fees and just $534,000 for its audit, and Marriott International Inc. paid $30
million to Arthur Andersen for non-audit services, compared with only $1 million for its audit.  The
evidence is clear: conflicts that impair auditor independence are rampant.

Why Independence Matters

The whole point of requiring public companies to obtain an independent audit is to ensure that
outside experts have reviewed the company books and determined that they not only comply with the
letter of accounting rules but also present a fair and accurate picture of the company's finances.  Unless
the auditor is free of bias, brings an appropriate level of professional skepticism to the task, and feels
free to challenge management decisions, the audit has no more value than if the company were allowed
to certify its own books.

The independent audit is arguably more important today than it has been at any time since the
requirement was first imposed in the 1930s.  More than half of all American households today invest in
public companies, either directly or though mutual funds, primarily to save for retirement.  At the same
time, corporations today are under great pressure to keep their stock prices on a smooth upward
trajectory.  As one writer has noted: 

"No longer is a higher stock price simply desirable, it is often essential, because stocks
have become a vital way for companies to run their businesses.  The growing use of
stock to make acquisitions and to guarantee the debt of off-the-books partnerships
means, as with Enron, that the entire partnership edifice can come crashing down with
the fall of the underlying stock that props up the system.  And the growing use of the
stock market as a place for companies to raise capital means a high stock price can be
the difference between failure and success."14

As a result, corporate managers have a strong incentive to manage their earnings in order to
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present the picture of steadily rising profitability that Wall Street rewards.  And, as the Enron case
clearly illustrates, murky accounting rules that rely on numerous subjective judgments make it easier
than it should be to construct a false picture of financial health.  The Enron case also makes it
abundantly clear that an auditor whose independence is compromised may be all to willing to sign off on
financial statements that conceal, rather than reveal, the company's true financial state.  At least one
study, conducted by professors at Massachusetts Institute of Technology, Michigan State University,
and Stanford University has found that auditors that receive more in non-audit fees than in audit-fees
from a particular client are more likely to stretch the bounds of accepted accounting practices.15

Finally, Enron's dramatic collapse, and Arthur Andersen's obvious complicity, have shaken
public confidence in the reliability of companies' financial statements.  That adds an unhealthy element of
uncertainty to financial markets.  As the SEC noted when it proposed its auditor independence rules in
2000: "Investors are more likely to invest, and pricing is more likely to be efficient, the greater the
assurance that the financial information disclosed by issuers is reliable.  Independent auditors play a key
role in providing that assurance."

How to Make the "Independent" Audit Truly Independent

The message for Congress is clear.  It must act, and act aggressively, to restore real
independence to the audit and, with it, investor confidence in the reliability of financial statements.  In
doing so, it must attack all the factors that compromise independence, including, but not limited to, the
provision of non-audit services to audit clients.

1. The government audit model.

Auditors' lack of independence starts with the fact that they are hired, and can be fired, by the
companies they audit.  The $25 million Andersen received from Enron just for the audit would have
been hard for the firm to walk away from, even without the additional fees Andersen was receiving for
non-audit services.  That is why Congress, when it first established the audit requirement for public
companies in the 1930s, gave serious consideration to establishing a corps of government auditors to
perform the mandatory reviews.  The issue was raised again in the 1970s, following accounting
scandals surrounding the collapse of Penn Central Railroad, and again when it became clear that nearly
every savings and loan that had to be bailed out by the government had recently received a clean bill of
health by its auditor.

A government audit offers a straightforward means of protecting the audit from any taint of
conflict.  It also offers the added potential benefit of greater consistency in the application of accounting
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rules and earlier identification of accounting rule shortcomings.  Proponents of such an approach have
traditionally advocated having the SEC perform all audits of public companies.  Such a system could
only work, however, if adequate funding to ensure rigorous, thorough audits were guaranteed without
robbing funding from other essential agency responsibilities.  

Given the funding problems inherent in bringing audits in-house at the SEC, a more attractive
option may be to create a quasi-governmental entity -- e.g., a government sponsored enterprise along
the lines of Fannie Mae -- operating under SEC oversight, with responsibility for conducting all audits
of public companies.  This auditing GSE would be free to charge corporations an appropriate fee to
cover the cost of the audit, thus taxpayers would assume no additional burden.  The auditing GSE
would also operate outside the civil service pay system, and therefore would be free to pay its auditors
a competitive salary.  To prevent any possibility of conflicts, it would be precluded from performing any
service other than audits of public companies.  And the company being audited would have no ability to
fire the auditor if it did not like its findings or to refuse to make changes to its financial statements
ordered by the auditor.16  

2. A private sector independence model.

Another option that has been put forward to ensure auditors' independence from their audit
clients would make exchanges responsible for hiring auditors to review the books of the companies
whose stock trades there.17  That model anticipates that the exchanges would pay auditors, by billing
audited companies directly, by imposing a small surcharge on trading transactions, or through a
combination of the two methods.  This would help to ensure that auditors view themselves as working
for investors, as they are intended to do, rather than for the company being audited.  Also, auditors
would have a greater incentive to report inadequate accounting rules to FASB for revision.  Such an
approach, which preserves the private sector audit firms but divorces them from direct reliance on audit
clients deserves serious consideration.

3. Other, less comprehensive reforms.

The recent dramatic increase in the number of companies forced to restate their earnings, and
the hundreds of billions of dollars investors have lost as a result, certainly warrant consideration of
fundamental reform.  However, there are other steps that could be taken, short of the solutions outlined
above, that would significantly enhance auditor independence and, with it, the reliability of companies'
key financial disclosures.



18 Proposed Rule: Revision of the Commission's Auditor Independence Requirements.

19 "The Private Sector: Audit Thyself," by George F. Loewenstein, Don A. Moore and Max H.
Bazerman, Pittsburgh Post-Gazette, January 15, 2002.  "Accounting in Crisis," by Nanette Byrnes

8

a. Ban auditors from providing non-audit services to audit clients.

If private accounting firms are to retain the lucrative franchise of auditing public companies and
continue to be employed directly by their audit clients, the minimum step Congress must take to ensure
their independence is to ban them from providing non-audit services to audit clients.  Such a ban must
include a cooling off period, after the accounting firm has ceased to function as auditor, during which the
former auditor would be prohibited from providing consulting services.  

In enacting a ban, Congress should adopt a total ban, rather than relying on the kind of itemized
list of banned services that the SEC proposed when it considered this issue in 2000.  As the SEC noted
at the time, an outright ban on firms' providing non-audit services to audit clients offers a cleaner
solution, since it attacks not just the particular conflicts associated with certain practices -- such as
conducting internal audits or performing valuations of in-process research and development -- but also
the substantial conflicts that arise as a result of the auditor's vulnerability to economic pressures from an
audit client when other fees start to eclipse revenue from the audit itself.18  Furthermore, some services
will inevitably fall between the cracks of even the best drafted rules.  As a result, without a total ban,
auditors will be responsible for determining on a day-to-day basis what services they can and cannot
provide audit clients.  Their unwillingness thus far to accept any responsibility for maintaining a
professional level of independence clearly makes them unreliable arbiters of what services might create
a conflict.

Finally, a total ban is essential to maintaining the auditor's independence of management.  While
the auditor is supposed to work for the audit committee of the board of directors, consultants work for
company management.  If an accounting firm has, or is seeking, a lucrative consulting contract from
company managers, the auditor may come under enormous pressure within its own firm to please those
company managers by signing off on questionable accounting practices.  This is exactly the type of
pressure that has been brought to bear on securities analysts, whose companies expect them to support
investment banking operations with positive analysis.  No attempt to erect firewalls -- by requiring that
auditors' consulting contracts be board approved, for example, or by prohibiting auditors from being
paid based on their ability to cross-sell non-audit services -- is likely be effective in protecting the
auditor from pressure if the firm has a large enough financial stake in the audit client.

b. Require periodic rotation of auditors.

To increase their independence, auditors could be hired for a set term, such as five years, after
which they could not be hired again for some time.19  Because the auditor would be less vulnerable to
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having its contract terminated in the interim, it should be more willing to be aggressive in challenging
management over questionable practices.  A mandatory rotation system also would help to prevent the
kind of excessive intimacy between auditors and company managers that can spring up over the long-
term relationships that often exist and that can make the auditor more reluctant to challenge
questionable accounting.  Finally, knowing that their work will soon be reviewed by a competitor
should make auditors anxious to avoid slipshod work.  Some companies, such as TIAA-CREF,
already rotate auditors voluntarily, on the grounds that they benefit from periodically getting a fresh
perspective on their financial statements.20  Congress should seriously consider making such an
approach mandatory.

c. Close the revolving door.

The revolving door that existed between Andersen and Enron, and between Andersen and
Waste Management, clearly helped to create the environment in which external auditors were viewed
as just another part of the corporate family.  Such intimacy is not conducive to true independence.  If,
for example, a member of an audit team is actively seeking employment with the audit client, how willing
to challenge management is that auditor likely to be?   One solution would be to require a cooling off
period before a member of the audit team could seek employment with an audit client.  In 1993, an
American Institute of Certified Public Accountants board reportedly suggested just such an approach.21 
Although the SEC did not include a cooling off period in its proposed revisions to auditor independence
rules, Congress should reconsider the issue.

2) Auditors are subject to virtually no meaningful regulatory oversight.

If auditors face numerous pressures to sign off on questionable accounting practices, they face
relatively little fear of sanctions if they do.  Although a variety of groups including the SEC, state
accountancy boards, and the AICPA all have power to discipline auditing firms and their employees for
ethical and legal infractions, even serious violations typically receive little more than a hand slap.

The current "regulatory" system is under-funded, ineffective, and captive of the industry.

In theory, the real authority over auditors lies with the SEC.  It has the power to bar individuals
and firms from auditing publicly traded companies.  It also has authority to impose potentially substantial
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fines.   In reality, however, the agency does not routinely review how auditors perform their audits, and
instead delegates that responsibility to the AICPA and its Public Oversight Board.  Furthermore,
according to past agency officials, the SEC only has the resources to tackle the very worst cases of
alleged accounting abuse, and it typically settles even those cases without an admission of wrongdoing. 
It took no action, for example, against a former Arthur Andersen managing partner whom the SEC said
had allowed persistent misstatements on Waste Management's financial reports to go uncorrected.22 
Similarly, a PricewaterhouseCoopers partner ordered by the SEC in 1999 to cease and desist violating
securities laws didn't even lose his position as lead partner on the audit in question.23

The AICPA sets audit standards, oversees through its affiliated Public Oversight Board a peer
review system to determine compliance with those standards, and has disciplinary authority over its
members for violations.   According to former SEC chief accountant Lynn Turner, however, the audit
standards adopted by AICPA are "so general that, as a practical matter, it's difficult to hold anyone
accountable for not following them."24  The POB,25 which is responsible for overseeing the industry's
peer review system and other ethics investigations, is notable for having never sanctioned a major
accounting firm in its 25 years of existence, even when peer reviews have uncovered serious short-
comings in a firm's audit procedures.26  Furthermore, the POB can't act against a firm without the
AICPA's cooperation.  In one case where, at the SEC's prompting, the POB did attempt to investigate
possible stock-ownership violations at the major firms, the AICPA refused funding for and cooperation
with the investigation, which as a result went nowhere.27  

Even if they had the will to act, the AICPA and POB are also hampered  by a severe lack of
investigative authority.  They cannot subpoena evidence, for example, and as a result are forced to rely
on the public record in building a case.  If the SEC settles a case confidentially, with neither a public
ruling nor an admission of guilt, there is no public record the AICPA or POB can rely on in bringing its
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own enforcement actions.  Where the AICPA does act, its maximum sanction is expulsion from the
organization, which can have serious consequences, but does not prevent the individual from continuing
to practice.

In reality, however, AICPA has shown itself to be a reluctant regulator.  According to a
Washington Post investigation, the AICPA took disciplinary action in fewer than a fifth of the cases in
which the SEC imposed sanctions over the past decade.  Even when AICPA determined that SEC-
sanctioned accountants had committed violations, they closed the vast majority of ethics cases without
disciplinary action or public disclosure.28  The disciplinary action AICPA was most likely to take,
according to the Post investigation, was issuing a confidential letter directing the offender to undergo
additional training.  Ethics committee member Dave Cotton has reported seeing "ethical lapses that
resulted in millions of dollars of losses get punished with as little as 16 hours of continuing education."29

A complete overhaul of the system is needed.

Despite these obvious, serious short-comings, the AICPA has argued that no major overhaul of
the system is necessary.  They are, however, fighting a defensive action with few outside the industry
supporting that view.  Even SEC Chairman Harvey Pitt, who helped the accounting industry make its
case against enhanced regulation when he was in private practice, has come forward with a proposal to
create a "tough, no-nonsense, fully transparent disciplinary system, subject to independent leadership
and governance."30  As envisioned by Chairman Pitt, that new body would be responsible for both
discipline and quality control (although AICPA would apparently retain authority for setting audit
standards) and would be empowered to perform investigations, bring disciplinary proceedings,
publicize results, and restrict individuals and firms from auditing public companies. Its actions would be
subject to SEC oversight, and the SEC would retain authority in cases of legal violations.  

Others have argued that this proposal does not go far enough.  Sen. Jon S. Corzine (D-NJ) is
among those who has suggested that the SEC should perform the oversight function itself, as a private
sector organization will be largely dependent on the accounting industry for its survival.31  Other
members of Congress have expressed an interest on expanding on and strengthening the SEC's SRO
proposal.  Regardless of which approach is adopted, it is clear that improved oversight is needed.  The
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following are some principles that must be incorporated in any such plan.

1. It must be independent of the accounting industry.

As one former SEC official observed to Business Week, "The accounting profession is very
creative at taking over every group that's ever tried to rein it in."32  For a self-regulatory organization to
have any credibility, therefore, its independence must be unassailable.  At a minimum, a super majority
of board members must have no ties whatsoever to the accounting industry, and they must be subject to
conflict of interest rules that prohibit ties to the industry for a significant period after they leave the
board.  Just as important, funding for the organization must be totally free from threat by industry
members.  The AICPA and the Big Five firms have shown their willingness to use strongarm tactics to
head off potentially embarrassing investigations in the past.  They must have no such hold over any
SRO that is created to provide enhanced oversight in the wake of the Enron-Andersen disaster.

Because of the tendency of self-regulatory organizations to identify with the industries they
regulate, rather than the public, CFA has generally favored direct government oversight over the SRO
approach.  In this case, that would take the form of direct SEC regulatory oversight of accountants. 
However, such an approach does not offer a perfect solution.  The accounting industry has shown itself
to be more than capable of influencing SEC actions, the most recent example being the industry's ability
to force the agency to back off the toughest components of its proposed auditor independence rules by
lining up members of Congress to intervene.  

If the industry was able to rein in the SEC when it was headed by an avowed industry reformer,
that job would appear to have just gotten easier.  The commission is now headed by Chairman Pitt,
who was an effective anti-regulatory advocate for the accountants before he was appointed SEC
chairman.  President Bush has nominated an additional two accounting industry members -- Paul Atkins
of PricewaterhouseCoopers and Cynthia Glassman of Ernst & Young -- to serve on the Commission
and has given Glassman a recess appointment with no prior opportunity for Senate review.  While both
Glassman and Atkins may otherwise have excellent qualifications for the job, the potential dominance of
the commission by the accounting industry seriously undermines its credibility as a strong,
uncompromising accounting industry regulator.

2. It must be adequately funded.

Whether the SEC or an SRO assumes responsibility for rule-making, inspections,
investigations, and disciplinary actions against auditors, the effort must be generously funded.  Because
the SEC's budget has for two decades failed to keep pace with the growth in its workload, the SEC
today is severely underfunded.  By passing SEC fee-reduction legislation last year without first raising
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the agency's budget to an appropriate level, Congress increased the likelihood that the agency will
continue to be hampered by a shortage of funds in the future.  This raises serious concerns about
Congress's willingness to adequately fund enhanced SEC oversight of auditors without robbing other
high priority agency activities.  One of the most favorable aspects of an SRO proposal (provided it is
unassailably independent) is that it offers the opportunity to ensure both adequate funding and the higher
pay scales that make it easier to attract top investigation and enforcement staff.  

3. It must have rule-making authority.

Chairman Pitt's proposal appears to anticipate leaving authority for developing auditing
standards with the AICPA.  This is unacceptable.  Rules on how to conduct audits clearly need to be
strengthened and clarified.  That is the job of an independent regulator, not an industry trade
association.  Either the SEC or an SRO operating under SEC supervision must be given authority to set
both auditing and quality control standards.  The AICPA, as a trade association, should have no
government-recognized role in the regulatory process.

4. It must have strong investigative and enforcement authority.

If oversight of accountants is delegated to an SRO, that SRO must have the ability to conduct
routine, thorough inspections of audit firms to determine their compliance with auditing standards.  It
also must have extensive powers to conduct timely investigations of suspected abuses, including the
power to subpoena witnesses and records from both auditors and the public companies they audit. 
And it must have the ability to impose meaningful penalties for violations.  

Former SEC chief accountant Lynn Turner has also suggested that, in cases where companies
are forced to restate their earnings, a team of forensic accountants be dispatched immediately to
investigate.33  At the end of their investigation, they would issue a public report on what went wrong
and what is being done to correct the problem.  Possible recommendations might include revisions to
accounting rules, revisions to auditing standards, changes in audit practices at the firm under
investigation, etc.  The SRO would then have authority to ensure that those changes were made.  We
believe this offers a good model for appropriate corrective action where problems are exposed either at
a particular firm or in the system more generally.

3) Auditors faced a reduced threat of liability.

Private litigation has long been viewed as an important supplement to regulation, since the threat
of having to pay significant financial damages provides an incentive to comply with even poorly
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enforced laws.  In 1995, however, Congress passed the Private Securities Litigation Reform Act,
which significantly reduced auditors' liability in cases of securities fraud.34  It did so, both by making it
more difficult to bring a case against accountants and by reducing their financial exposure where they
are found to have contributed to fraud.

It is not enough, in a securities fraud lawsuit, to show that an auditor made a materially false
statement.  You must also show that the auditor acted with an intent to defraud or a reckless disregard
for the truth or accuracy of the statement.  PSLRA set pleading standards with regard to state of mind
that create a Catch 22 for plaintiffs' attorneys.  They must present detailed facts showing the defendant
acted with requisite state of mind, and they must do this before they gain access through discovery to
the documents they need to establish state of mind.  If plaintiffs can't meet the pleading standards, the
case is dismissed.

In addition to making it more difficult for securities fraud victims to bring private lawsuits against
accountants, PSLRA reduced accountants' liability when they are found to have contributed to fraud. 
The primary way it accomplished this was by replacing joint and several liability with a system of
proportionate liability.  Thus, accountants who are found to have contributed to securities fraud no
longer have to fear being forced to pay the full amount of any damages awarded should the primary
perpetrator be bankrupt.  Under proportionate liability, the culpable accountant cannot be forced to
pay more than their proportionate share of damages.   As a result, according noted securities law
expert Professor John C. Coffee, Jr., accountants will rarely be forced to may more than 25 percent of
the losses.35

PSLRA was also notable for what it didn't do.  It failed to extend the very short statute of
limitations for securities fraud of no more than three years from the time of the wrong-doing.  This
rewards those who are able to cover up their fraud for the relatively short period of three years and
guarantees, for example, that some claims against Enron and Andersen will be time-barred.  PSLRA
also failed to restore aiding and abetting liability under securities fraud laws, which the Supreme Court's
1994 Central Bank of Denver decision eliminated as a potential cause of action.  Thus, accountants can
only be sued as primary perpetrators of securities fraud, not for their role in aiding and abetting that
fraud.

The result is that the threat of private lawsuits now poses a diminished deterrent to accounting
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fraud.  Restoring reasonable liability for culpable accountants should be part of any overall reform plan. 
This should include provisions: to enable plaintiffs to gain access to documents through discovery before
having to meet the heightened pleading standards regarding state of mind; to restore joint and several
liability where the defendant recklessly violated securities laws and the primary wrong-doer is bankrupt;
to restore aiding and abetting liability for those who contribute to fraud but are not the primary culprit;
and to extend the statute of limitations for securities fraud lawsuits.  

4) The board audit committee failed to effectively oversee the auditors.

Enron's independent board members, and particularly the board audit committee, have come in
for considerable criticism for authorizing some of the company's more controversial partnership deals
and for failing to ensure clear, accurate financial disclosures.  While it may be unrealistic to suppose that
board audit committees will ever be equipped to closely scrutinize and challenge the outside auditor's
work, steps can and should be taken to enhance the independence and expertise of independent board
members.  

As a first step, exchanges should adopt tough standards for determining the independence of
board members, then require that a majority of board members for listed companies meet these
standards.36  A starting point should be the 1999 recommendations of an SEC-appointed blue ribbon
commission.  Among other things, that commission recommended that all audit committee members be
financially sophisticated independent board members, and that at least one member have expertise in
accounting or financial management.37  Unfortunately, those standards have never been fully embraced
by the major exchanges.  Under its listing rules, for example, the New York Stock Exchange permits
directors on the company payroll to serve on the audit committee, along with former employees and
their families after a three-year cooling off period, and board members with significant business
relationships with the company, if the board determines those ties won't interfere with the board
member's judgment.38  If the exchanges fail to act voluntarily to improve board member independence
standards, Congress and the SEC should call them to account.

5) The SEC had not recently reviewed Enron's financial statements .

The SEC's division of corporate finance has responsibility for reviewing financial statements of
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publicly traded companies to ensure that they clearly explain the company's operations, financial
condition, and risks.  For some time now, however, the division has lacked adequate personnel to
review financial statements more than once every several years.39  That problem was exacerbated in the
late 1990s by the enormous growth in the number of IPO registration filings that the division was also
charged with reviewing.

As a result, the SEC apparently last reviewed Enron's financial statements for 1997.40  
According to an account in the Wall Street Journal, Enron's 2000 financial statements had been
scheduled for review, but a decision was made to delay the review for a year.  Two reasons were
given.  The staff was overwhelmed with IPO reviews and knew the Enron financial statements would be
a huge and time-consuming job.  And the staff knew Enron's financial statements would be among those
affected by new derivatives disclosure requirements that were due to take effect for 2001 filings and
would need to be reviewed again then.  Had the division been provided with adequate personnel, it
might not have been forced to make these sorts of resource-driven decisions.   Despite already over-
taxed agency resources, however, the FY 2002 budget approved for the agency is expected to require
a reduction in staff, including a reduction in staff devoted to full disclosure,41 and the president's
proposed budget for FY 2003 includes no money to increase staffing.

In adopting last year's SEC fee reduction legislation, Congress highlighted the discrepancy
between SEC fee income and the agency's budget.  It failed to note, however, the degree to which this
is the result of the agency's budget having failed to keep pace with its workload.  If the SEC is to
provide effective oversight of the securities industry, including financial disclosures by publicly traded
corporations, Congress must provide a significant funding increase to the agency based on a thorough
and realistic assessment of its workload.

In addition, the SEC's review of Enron's 1997 financial statements failed to uncover errors that
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Enron has since acknowledged as part of the earnings restatement it announced last fall.  A study
should be undertaken, perhaps by the General Accounting Office, to determine what methods the SEC
uses in reviewing financial statements, whether those methods are adequate to uncover problems, and,
if not, what should be done to enhance the agency's review procedures.

6) Existing accounting rules are inadequate.

In the wake of Enron's collapse, Arthur Andersen has tried to blame inadequate accounting
rules -- rather than its own poor performance as auditor -- for Enron's less-than-transparent financial
disclosures.  This ignores the fact that Enron's financial statements have been shown to contain several
violations of existing rules.42  It also ignores Andersen's responsibility as auditor to ensure not just that
Enron's disclosures complied with the letter of existing rules, but also that they presented an accurate
picture of Enron's overall financial status.  However, this is not an either-or proposition.  It is in fact the
case that Andersen failed in its responsiblity as auditor and existing accounting rules are inadequate.

There are several areas that deserve attention.  Clearly, the accounting standards that allow
companies to mask massive amounts of debt in special purpose entities and other off-balance-sheet
transactions must be addressed.  To be useful, accounting standards must expose the degree to which a
company is vulnerable, as Enron was, to sudden implosion should its stock start to fall or its credit
rating be lowered.  In addition, it makes no apparent sense for accounting rules to allow energy trading
companies to record the full face value of their trades as revenue, instead of just their profit (or loss) on
those trades.  According to a New York Times analysis, Enron would have been able to claim only
$6.3 billion in revenue in 2000, rather than the $101 billion in revenue it was able to claim under existing
rules, if it had been subject to the more realistic standards that govern how brokers record revenue on
trades.43  It might have been more difficult for Enron to take on tens of billions of dollars in debt had it
been forced to present a more realistic revenue picture.  

Just as pressing a problem is the inability of the Financial Accounting Standards Board to
produce strong rules in a timely fashion when faced with entrenched opposition from large corporations
and accounting firms.  It is difficult to criticize FASB for moving too slowly on improved accounting
rules governing SPEs, for example, when their past efforts to pass similarly controversial rules --
regarding pooling of interest accounting for mergers, derivatives disclosures, and accounting for stock
options, for example -- have met strong resistence, not just from business, but also from members of
Congress.

Something needs to be done to enhance FASB's independence.  It is unclear how to resolve
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that problem, however, since FASB is a private entity not subject to government oversight.  One
approach that deserves consideration would be to give FASB a quasi-governmental role, as an SRO
responsible for developing accounting standards, and to create an independent funding mechanism and
impose requirements for independent governance in the process.  Another possibility might be for
Congress to set independence standards that FASB must meet in order to continue to be recognized as
the entity that develops accounting standards for publicly traded companies, just as the SEC sets
standards for credit reporting agencies that are recognized to rate the debt of public companies. 
Whatever approach Congress determines to take to enhance FASB's independence, members of
Congress must recognize that they have played a key role in undermining FASB's independence in the
past and should refrain from interfering inappropriately in the future.

Conclusion

Enron provides a graphic illustration of the central importance of clear, reliable financial
disclosures to our financial system.  Individuals who have never read a financial statement saw their
pension funds and mutual fund accounts take a hit because Enron was able to present an incomplete
and misleading picture of its finances to the investing public.  Uncertaintly about the reliability of financial
statements has spread beyond Enron and is adding an unhealthy level of volatility to our financial
markets.  

Congress must act forcefully to restore confidence in our financial disclosure system.  Such a
response must include steps to restore independence to the independent audit, improve oversight of the
auditing industry, restore liability for auditors who abuse the public trust, enhance independence and
expertise of corporate boards, provide adequate funding to the Securities and Exchange Commission,
and spur improvements to accounting rules.

Faced with similarly compelling evidence in the past of fundamental flaws in the public audit
system, Congress has walked away without enacting needed reforms.  It must not repeat that mistake. 
To do so would be to abandon its responsibility to the millions of Americans who have entrusted their
savings to the financial markets and risk a fundamental loss of faith in the integrity of those markets.


