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AFTER ENRON: THE NEW  REFORM  DEBATE

STEPHEN B ARTHOLOMEU SZ*

I INTRODUCTION

In 1776 , A d am  Sm ith, the in tellectu a l father o f  m o d em  m arket capitalism , 
w rote that:

By pursuing his own interest [an individual] frequently promotes that of the society 
more effectually than when he really intends to promote it. I have never known 
much good done by those who affected to trade for the public good.* 1

It is  im p ossib le , o f  cou rse, to k n ow  w h at Sm ith  w o u ld  h ave m ade o f  the  
corporate scandals and co lla p ses o f  the first years o f  the 2 1 st century, but it 
w ou ld  appear the pursuit o f  ind iv idu al interest through the 199 0 s has produced  
ou tcom es that are clear ly  contrary to, and d estructive o f, the ‘p u b lic  g o o d ’.

T he pursuit o f  ind iv idu al interest, w h ich  in  its m ore in ten se and le ss  palatable  
form  m igh t be term ed sim p ly  as greed , has over the centuries produced  p eriods  
o f  e x c e ss  and con seq u en t attem pts to regulate that behaviou r.2 A fter  the South  
S ea  bubble in  1720 , the form ation  o f  n ew  com p an ies w as prohibited, in  the 
ab sen ce o f  sp ec ific  leg is la tiv e  authority, for m ore than a century. A fter the  
‘G reat C rash’ o f  1929  in  the U n ited  States, the S ecu rities and E xch ange  
C om m ission  ( ‘S E C ’) w as form ed to regulate com pan ies and m arkets, the G lass-  
S teaga ll A ct3 w h ich  separated banks from  in vestm en t banks w as p assed , a lon g  
w ith  a raft o f  other leg is la tio n  d esign ed  to  p revent su ch  e x c e ss iv e  behaviour  
recurring.

In th is ju risd iction , the P ose id on  B o o m  o f  the late 1960s led , in itia lly  in  N S W , 
to  n ew  law s aim ed  at regulating securities m arket activ ity . A fter the 1987 share 
m arket crash fo llo w in g  a d ecad e o f  increasin g ly  sp ecu la tive  activ ity  b y  the  
‘entrepreneurs’ o f  the 1980s, there w as w h o lesa le  reform , w h ich  in c lu d ed  n ew  
corporations and securities law s, m ore stringent accoun tin g  standards, a n ew  
em ph asis (w ith  force o f  law ) on  con tin uou s d isc lo su re b y  the A ustralian  S tock  
E xch an ge and a n ew  con sen su s b etw een  regulators, com p an ies, investors and
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other interested  parties on  the constitu en ts o f  g o o d  governance. T he evo lu tion  o f  
that co n sen su s, and in d eed  the p rogressive  updating o f  corporate law , con tin ues.

N o n e  o f  th ese  reform s, o f  cou rse, is d esign ed  to prevent corporate failure. It is 
an integral i f  brutal e lem en t o f  m arket cap italism , and on e essen tia l to  the  
e ffic ien t a llocation  o f  capital, that it p rovides both  opportunities to su cceed  and  
to fail. T he leg a l fram ew ork govern in g  corporate b ehaviour and regulating  
securities m arkets ought, h ow ever, to protect investors and creditors from  
d ish on est behaviou r b y  boards, m anagem ent and other participants in  the p u b lic  
m arkets for capital. M o st im portantly, it ought to  ensure that th ey  h ave su ffic ien t  
inform ation , o f  su ffic ien t in tegrity  and w ith  su ffic ien t tim elin ess , to  protect 
th em se lv es from  either d ish on esty  or reck lessn ess.

T he string o f  large and h igh -p rofile  loca l corporate fa ilu res in  2001  —  HIH  
Insurance, O n e.T el, A n sett and Harris Scarfe —  raises the q uestion  o f  regulatory  
failure, as w e ll  as seriou s is su e s  about the e ffec tiv en ess  and/or integrity  o f  the 
governan ce o f  th ese  com pan ies. W ith  on e p o ss ib le  excep tion , h ow ever , there are 
n o ob v iou s com m on alities in  the ca u ses o f  their failure. O n e .T e l’s co lla p se  w as  
due to  a fu ndam entally  fla w ed  b u sin ess  m odel. A n sett fa iled  b ecau se it w as not 
e ffic ien t en ou gh , or su ffic ien tly  w ell-m an aged  or cap ita lised , to  w ithstand  the  
e ffec ts  o f  a v ic io u s  p rice  w ar sparked b y  n ew  industry entrants. Harris S ca rfe’s 
d em ise w a s due to longstand ing  and u ltim ately  u nsustainable fraudulent 
accounting. U n til th e R oya l C om m ission  inquiring into the circum stan ces o f  
H IH ’s co lla p se  con clu d es, it is  n ot appropriate to  reach ab solu te co n clu sio n s  
about the cau ses o f  its d em ise  other than to sa y  it w ou ld  appear that it had, for  
som e tim e, co n sisten tly  and s ign ifican tly  u nderestim ated  its liab ilities , and  
under-reserved  and under-priced for risk.

O ne p o ss ib le  issu e  o f  sy stem ic  im portance p o sed  b y  th e co lla p ses  —  m ost  
substantia lly  b y  H IH ’s d em ise  —  is w heth er there w as audit failure. T his is  a 
critical q u estion , w h ich  is  as y e t unansw ered . W e  k n ow  there w a s  som e  
regulatory fa ilure in  the H IH  co lla p se  b ecau se  the A ustralian  Prudential and  
R egu lation  A uthority  ( ‘A P R A ’) has con ced ed  it. G raem e T hom pson , c h ie f  
ex ecu tiv e  o f  A P R A , said  that w ith  the b en efit o f  h indsight, ‘A P R A  cou ld  h ave  
b een  m ore aggressive  w ith  H IH  and dug m ore into its fin ancia l con d ition  on ce  
w e  had id en tified  concerns w ith  its operation in the m id dle o f  2 0 0 0 ’.4 
S u b seq u en tly  the federal governm ent has accelerated  the introduction, from  1 
July th is year, o f  a n ew  capital adequacy, so lv en cy  and prudential fram ew ork for 
general insurers.5 T he stable door has b een  shut, but o n ly  after H IH  and m ore  
than three b illio n  dollars o f  other general insurance lo sse s  b o lted  through it.

T he q u estion  m ark over the quality  o f  the audit fu n ction s a ssoc ia ted  w ith  the  
corporate fa ilures is  o f  greater con seq u en ce  b eca u se  it link s w hat has happened  
in  A ustralia  d irectly  to w h at has transpired overseas, m ost particularly in  the U S , 
w h ere debate over reform s to  the audit fu nction  are raging in  the w ak e o f  a series  
o f  accoun tin g  scandals and corporate co lla p ses. T he im portance o f  the U S

4 Evidence to Senate Economics Legislation Committee, Parliament o f  Australia, Canberra, 5 June 2001, 
237.
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eco n o m y  and m arket, and the ro les they p la y  in  the g lo b a l eco n o m y  and fin ancia l 
m arkets, ensures that any m ajor reform s in  the U S  w ill  f lo w  through to  A ustralia , 
d esp ite  the fact that the cau ses o f  corporate stress and failure appear to have  
b een  quite d ifferen t here.

T he rem ainder o f  th is article exam in es recen t d evelop m en ts in  the U S , 
fo c u sin g  on  the Enron and W orldC om  co lla p ses. It captures asp ects o f  the  
current regulatory debate in  the U S , and its im p lica tion s for A ustralia . In the  
afterm ath o f  the corporate fa ilu res, tw o areas requiring reform  are the audit 
function  and the current fin ancia l reporting m od el.

II THE SITUATION IN THE UNITED STATES

T he U S  is  exp erien cin g  system ic failure in  its regulatory fram ew ork, w h ich  
ca lls  for radical and painfu l change. T he situation  is  n ot quite so  severe in  
A ustralia . T w o im portant factors u nderlying the d iffer in g  exp er ien ces o f  th ese  
tw o  m arkets are the ro le  each  p layed  in the sp ecu la tive  b u b b les o f  the late 1990s, 
and the exten t o f  perform an ce-based  com pensation  u sed  in  each  country.

A  The Twin Booms
T he d ot-com  b u b b le o f  the 1990s had  the c la ss ica l ingred ients for a 

sp ecu la tive  bubble: the em ergence o f  a radical n ew  tech n ology /op p ortu n ity  at a 
tim e o f  lo o se  m onetary p o lic y  (and therefore ea sy  and cheap  credit) w h ich  
captured the popular im agin ation  w ith  its prom ise o f  both  a d ifferen t future and  
the opportunity for fab u lou s w ealth .

L ess rem arked u pon , but o f  larger d im en sion s than the d o t-com  bubble, w as  
an associa ted  b o o m  in the te lecom m u n ication s sector as ‘t e lc o s ’ and  
te lecom m u n ication s equ ipm ent suppliers scram bled  to b u ild  the infrastructure to  
m eet the p rom ised  insatiab le appetite o f  the Internet era for bandw idth. T he  
te lecom m u n ication s b o o m  co in c id ed  w ith  the privatisation  and d eregulation  o f  
national carriers and m arkets around the w orld .

T he d o t-com  bubble started to lo se  m om entum  early  in  2 0 0 0  and burst in  
M arch that year. A  fe w  m onths later the te lecom m u n ication s b o o m  started to  
fo llo w  suit. G eo ffrey  C olv in , a Fortune m agazin e co lu m n ist, ca lcu la ted  that the 
d eclin e  in  the m arket va lu e o f  the d ot-com  sector am ounted  to  U S $1  trillion , 
w h ile  the m arket va lue o f  U S  te lecom m u n ication s com p an ies fe ll b y  U S $ 2 .5  
tr illion .6 That d ec lin e  is  con tin u in g  and, g iv en  the le v e l o f  debt-financed  
te lecom m u n ication s over-cap acity  b e in g  exp er ien ced  around the w orld , the 
e ffec ts  cou ld  take a d ecad e to  w ork  through.

T he ep icentre o f  the d o t-com  and te lecom m u n ication  b oom s w as the U S . 
D efla tio n  o f  the tw in  b oom s h as ex p o sed  a le v e l o f  u g lin ess  in  the U S  corporate  
system , and fa ilin g s in  its governan ce and regulatory structures, w h ich  h ave  
sh ock ed  in vestors, regulators and leg isla tors and has had g lob a l ram ifications. In

6 Geoffrey Colvin, ‘When Scandal isn’t Sexy’, Fortune (Chicago), 10 June 2002, 56.
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contrast, A ustralia  w as a peripheral p layer in  the d ot-com  and  
te lecom m u n ication s bubbles.

B Executive Remuneration
Perform ance-based  com p en sation  has lo n g  b een  a feature o f  ex ecu tiv e  

rem uneration in  the U S . O ver the past decade or so , as grow th-hungry investors  
h ave dem anded better perform ance, the con cep t o f  ‘a lig n in g ’ the interests o f  
ex ecu tiv es  and shareholders em erged . T his a lignm ent w as created b y  the  
increased  u se  o f  ex ecu tiv e  op tions and perform ance in cen tives as substantial, 
som etim es dom inant, e lem en ts o f  sen ior ex ecu tiv e  rem uneration p ackages. T he  
n otion  w as that the increased  focu s o f  ex ecu tiv es  on  ‘shareholder v a lu e ’ and  
returns w ou ld  create m utual ben efit.

T he popularity o f  op tion s increased  m a ssiv e ly  during the d ot-com  era, as the 
te ch n o lo g y  start-ups substituted  eq u ity  and the p rom ise o f  eventual w ealth  for  
the cash  salaries their b u sin ess m od els d id  not a llow . T he com p etition  for  
ex ecu tiv e  talent b etw een  the ‘o ld  ec o n o m y ’ and ‘n ew  e c o n o m y ’ com pan ies  
in ev itab ly  forced  estab lish ed  com p an ies to m atch the type and sca le  o f  
rem uneration on  offer. A d d ition a lly  in  the U S , op tions are an attractive w a y  to  
p ay  ex ecu tiv es , as the accoun tin g  standards do not require th em  to  b e exp en sed  
but, w h en  exerc ised , their va lue is  a d eduction  against corporate tax.7 Issu in g  
them , as o p p osed  to p ay in g  cash  salaries, b oosts  reported earnings. A lan  
G reenspan, chairm an o f  the U S  Federal R eserve B oard , sa id  that the substitution  
o f  u n exp en sed  op tion  grants for cash  com pensation  had added an estim ated  2 .5  
percen tage p o in ts to the reported annual earnings grow th  o f  the Standard &  
P oor’s 5 0 0  com pan ies b etw een  1995 and 2 0 0 0 .8

A ga in st the backdrop o f  on e o f  the lon ger and stronger b u ll m arkets in  h istory, 
there w as an extraordinary esca la tion  in ex ecu tiv e  rem uneration. A  B loom b erg  
an alysis  o f  corporate filin g s  b etw een  31 M ay 1999  and 31 M ay 2 0 0 0  sh ow ed  
eigh t c h ie f  ex ecu tiv es rece iv ed  rem uneration o f  m ore than U S $ 1 0 0  m illion . T he  
m o stly  h ig h ly  paid , C harles W an g o f  C om puter A sso c ia te s  International Inc, 
rece iv ed  U S $ 5 1 1 m illion ! B loom b erg  fou n d  that the average total p ay  o f  the 505  
c h ie f  ex e cu tiv es  it m onitored  w as U S $ 1 2 .5  m illio n .9

W h ile  share p rices  kept risin g  there w as little  d isconten t about th is largesse , 
b eca u se  corporate ex ecu tiv e  interests and th ose o f  their investors co in cid ed . T he  
h istor ica lly  h igh  share p rices relative to earnings, h ow ever, m eant that 
com p an ies w ere under extrem e pressure to p rovide superior and con sisten t  
earnings grow th. A s  CEO  rem uneration increased , their tenure decreased . In 
A ustralia , the average tenure o f  the B u sin ess  C ou n cil o f  A u stra lia ’s ( ‘B C A ’) 90

7 Financial Accounting Standards Board, Statement of Financial Accounting Standards (SFAS) 123: 
Accounting for Stock-Based Compensation (1995).

8 Alan Greenspan, ‘Corporate Governance’ (Speech delivered at the Stem School o f  Business, N ew  York 
University, N ew  York, 26 March 2002).

9 Graef Crystal, ‘Eight CEOs Make the $100 Million Club: Bloomberg Pay Survey’ Bloomberg News wire 
service, 22 June 2000.
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c h ie f  ex e cu tiv es  h as, accord in g  to  the B C A , fa llen  from  a lm ost e igh t years a 
decade ago  to  4 .2  y ea r s .10

T he com bin ation  o f  option-provid ed  in cen tives, pressure from  institutions for  
earnings grow th  and the h igh er CEO  turnover p rovided , w ith  h in d sight, a 
destructive com bination . It en couraged  com pan ies to p u sh  the boundaries in  their  
reporting and the quality  o f  reported earnings fe ll. A  2001  study b y  the F inancial 
E x ecu tiv es International ( ‘F E I’) R esearch  Foundation  found  that b etw een  1998  
and 2 0 0 0  there w ere 4 6 4  restatem ents o f  corporate earnings, or an average o f  
m ore than 154 a year, com pared  w ith  an average o f  4 6  per year for the p reviou s  
d eca d e .11 T he m ost frequent cau se o f  restatem ents w as im proper recogn ition  o f  
reven ues. T he p ush  to  ‘a lig n ’ the interests o f  ex ecu tiv es  and shareholders had a 
fa irly  predictable, and quite unhealthy, e ffe c t  o n  corporate eth ics and practices. 
A n  e x c e ss  o f  greed  had b een  introduced, largely  uncheck ed , to the U S  system .

C Early Moves for Reform
T he SEC , con cern ed  about the increasin g  u se  o f  ‘pro form a’ earnings and  

aggressive  accoun tin g  treatm ents, increased  its en forcem en t efforts tow ards the  
end  o f  the 1990s. H ow ever , d esp ite the grow in g  con cern  about th e quality  o f  
reported earnings and deteriorating corporate eth ics, until the Enron co llap se  
there w a s  n o  great understanding o f  the exten t o f  the problem , nor o f  its 
im p lications.

Arthur L evitt, then chairm an o f  the SEC , cam paigned  u n su cc essfu lly  for 
better and tighter reporting standards, the exp en sin g  o f  op tion s, m ore  
indep en d en t auditors and m ore independent sharebroking analysts. T he b u sin ess  
and accoun tin g  lob b ies  in  the U S  su cce ssfu lly  resisted  m ost o f  h is  agenda, 
although  the m ajor accoun tin g  firm s reluctantly  b egan  sp in n ing  o f f  their  
lucrative con su ltin g  b u sin esses  to  d istance their audit fu n ction s from  the b iggest  
and m ost o b v iou s sou rce o f  co n flic ts . T h en  Enron co llap sed  and the nature and  
u rgen cy  o f  the debate about governan ce and regulatory structures ch anged  
overnight.

I l l  ENRON

A Background12
Enron w as created in  1985 from  the m erger o f  H ou ston  N atural G as and  

InterNorth, a N ebraska gas com pany. Enron rode, and ev o lv ed  w ith , the  
deregulation  o f  the U S  en ergy  m arkets through the late 1980s and 1990s. It 
b ecam e the largest trader o f  gas and elec tr ic ity  in  N orth  A m erica  and the U n ited

10 Hugh Morgan (Speech delivered at the Melbourne Mining Club lunch, Grand Hyatt Hotel, Melbourne, 
13 June 2002). This speech was reported in Ian Howarth, ‘Life Too Short For Mining Chiefs’, Australian 
Financial Review (Sydney), 14 June 2002, 64.

11 Financial Executives Research Foundation, Quantitative Measures of the Quality o f Financial Reporting 
(2001), <http://www.fei.org/download/QualFinRep-6-7-2kl.ppt> at 16 August 2002.

12 See generally, Enron <http://www.enron.com/corp/pressroom> at 16 August 2002.
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K ingd om , dom inating the m arkets. It p ro g ressiv e ly  sh ed  its p h y sica l assets to  
focu s o n  trading and the d evelop m en t o f  co m p lex  d erivative products. O ver tim e  
it  ex ten d ed  its trading a ctiv itie s  to  create m arkets for d erivative products, 
in c lu d in g  paper, coa l, m eta ls, te lecom m u n ication s bandw idth  and ev en  w eather. 
It w a s  regarded as th e m od el o f  a ‘v irtual’, n ew -a g e  com pan y and in  2001  w as  
nam ed ‘T he M o st Innovative C om pany in A m erica ’ for the six th  co n secu tiv e  
year in Fortune m a g a z in e’s annual su rvey  o f  d irectors, ex ecu tiv es  and an a lysts .13 
O ver its  15 year h istory  as Enron, its m arket cap ita lisation  grew  from  U S $ 2  
b illio n  to U S $ 7 0  b illio n . In 2 0 0 0  it reported operating profits o f  U S $ 1 .3  b illion . 
It w as the seven th  largest com pan y in  the U S .

L ast year, h ow ever, the U S  fin ancia l m ed ia  started to  fo c u s  on  the ex isten ce  o f  
thousands o f  com p lex , o ff-b a lan ce sh eet v eh ic le s , largely  m an aged  b y  form er 
Enron c h ie f  fin ancia l o fficer  A n d rew  F astow . In O ctober last year, Enron  
an nounced  a U S $ 6 1 8  m illio n  third quarter lo ss  and a w rite-d ow n  in  
sh areholders’ funds o f  U S $ 1 .2  b illio n  related  to  the o ff-b a lan ce sh eet  
partnerships. T he v eh ic le s , it appears, w ere u sed  to  h id e  debt and lo sse s  and  
m anipulate profits. A s  m an y o f  th e derivative m arkets Enron d ev elo p ed  w ere  
opaque and illiq u id , it w as a lso  ab le to u se  transactions w ith  the v e h ic le s  to  
estab lish  and in flate the va lu e at w h ich  it w o u ld  m ark-to-m arket the va lu e o f  
contracts it  held . E nron’s auditors, A n dersen , w ere aw are o f  the partnerships and  
in d eed  p rov id ed  ad v ice  on  their establishm ent. In desperation , Enron sou ght to  
m erge w ith  a com petitor, D yn ergy , but the d eal fe ll through and, last D ecem b er, 
it w a s  forced  to  f ile  for  Chapter 11 in  the b ig g e st bankruptcy in history.

T he revela tion  o f  the long-term  d ecep tion  E nron’s execu tiv es had p racticed  on  
U S  investors and regulators ign ited  an extraordinary w a v e  o f  recrim inations and  
fin ger-p o in tin g  b ecau se  it said , in  em barrassingly  v is ib le  fash ion , that all the  
ch eck s and b alan ces that w ere  su p p osed  to b e so  robust w ith in  the U S  system  
had fa iled  spectacularly . T here w a s audit fa ilure o f  the gravest m agnitude; 
regulatory failure; ch eerlead ing  for Enron b y  broking analysts w h o  fa iled  to 
q u estion  accoun ts w h ich  th ey  ack n ow led ged  th ey  d id  n ot understand; the  
in vo lvem en t o f  in vestm en t bankers, law yers and institutional investors in  
estab lish in g  and in vestin g  in  the Enron partnerships; and the fa ilure o f  the credit 
rating agen cies. E nron’s investors and em p lo y ees  —  m an y o f  w h o m  h eld  Enron  
stock s through th e com p an y’s p en sion  fund sch em es —  lost m a ssiv e ly , w h ile  the  
sen ior ex ecu tiv es  kept hundreds o f  m illio n s  o f  dollars. Form er CEO  J e ff  S k illin g  
cash ed  out U S $ 1 12 m illio n  o f  op tion s in  the three years b efore Enron failed .

W ith in  w e ek s o f  E nron’s co lla p se  its auditor, A n d ersen , w a s  a lso  in  trouble as 
it em erged  that its s ta ff  had shredded ton n es o f  Enron-related d ocum ents. 
A n d ersen , fou n d ed  b y  Arthur A n d ersen  in  the w ak e o f  the 1929  crash w ith  the  
am bition  o f  restoring som e cred ib ility  to com pan y reporting, w a s on e o f  the ‘B ig  
F iv e ’ g lob a l accoun tin g  firm s w h ich  dom inate international accou n tin g  serv ices. 
E ven  b efore its grand ju ry  ind ictm ent for obstruction  o f  ju stice  in  M arch this 
year, A n d ersen  w as in  trouble, w ith  its  corporate c lien ts f le e in g  and its  
international b u sin ess  fragm enting as partnerships b a iled  out. T he indictm ent,

13 Ahmad Diba and Lisa Munoz, ‘Who’s Up, Who’s Down’, Fortune (Chicago), 19 February 2001, 64.
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w h ich  resu lted  in  a con v iction  in  June, w as e ffe c tiv e ly  a death warrant for the 
firm . M ore than 6 0 0  o f  its U S  c lien ts, representing b illin g s  o f  about U S $ 1 .4  
b illion , have ch an ged  auditors s in ce  Enron m ade its Chapter 11 filin g .

B Implications
Post-Enron, m uch  o f  the focu s o f  the d iscu ss io n  about reform s to  the U S  

sy stem  has b een  on  the ro le o f  the auditor and on  accoun tin g  standards. The  
Enron exp erien ce h igh ligh ted  the co n flic ts  that h ave d ev elo p ed  w ith in  the b ig  
accoun tin g  firm s as their non-audit in com e stream s h ave grow n. In 2 0 0 0 , 
A n d ersen  b illed  Enron U S $ 2 5  m illio n  for audit serv ices  and U S $ 2 7  m illio n  for  
non-audit serv ices. W ith  current and form er A n d ersen  s ta ff  f illin g  m ost o f  the 
k ey  financial p o sitio n s  w ith in  the com pany, in c lu d in g  the CFO  and c h ie f  
accountant p o sitio n s, it a lso  h igh ligh ted  an u nhealthy c lo se n e ss  o f  auditor and  
clien t. It a lso  underm ined  the U S  co n v ictio n  that, in  the U S  G en erally  A ccep ted  
A ccou n tin g  P rin cip les ( ‘G A A P ’), it  had  the b est accou n tin g  standards in  the  
w orld.

A s  som e o f  the em otion  in the im m ediate afterm ath o f  E nron’s co llap se  
started to su bsid e, in itia l ca lls  for a draconian resp on se to  the shortcom ings it 
had revea led  w ere d isp laced  (w ith  con siderab le pressure from  the accoun tin g  
and b u sin ess lo b b ies) b y  a le ss  intrusive co n sen su s. T he chairm an o f  the SEC, 
H arvey Pitt (w h o  had su cce ssfu lly  h e lp ed  lead  the op p osition  to  Arthur L ev itt’s 
attem pted reform s as a lob b yist for the accountants) ad vocated  the v ie w  o f  the 
p ro fessio n  and b ig  b u sin ess  that reform s that led  to  m ore regulatory intrusion  
into the affairs o f  com p an ies cou ld  lead  to  lo ss  o f  e ff ic ie n c y  and  
com p etitiven ess.

A m o n g  P itt’s su ggested  reform s w as a n ew  private sector oversigh t body, the  
P u b lic  A ccou n tab ility  B oard, to rev iew  accoun tin g  firm s’ quality  controls and  
auditing p ractices. T he P u blic  A ccou n tab ility  B oard  w o u ld  in c lu d e  
representation  from  the firm s. Pitt d id  not p rop ose to restrict the non-audit 
serv ices  firm s cou ld  supply  their audit c lien ts, nor d id  he support the rotation o f  
auditors. T he em ph asis o f  h is  agenda w as on  im proved  corporate d isclosu re, 
in c lu d in g  a U S  version  o f  the A ustralian  con tin uou s d isc lo su re reg im e, and a 
direction  that C E O s and C FO s sh ou ld  p erson a lly  sign , and b e  accountab le  
(lia b le ) for, their co m p a n ies’ annual and quarterly filin gs. H e a lso  ad vocated  a 
m ore ‘p rin c ip les-b ased ’ approach to settin g  accou n tin g  standards.14

In A ustralia , con tem p oran eou sly  w ith  the afterm ath o f  Enron, the fin d in gs o f  a 
rev iew  o f  auditor in d ep en d en ce w ere  released . W ritten b y  Ian R am say, a d irector  
o f  the Centre for Corporate L aw  and S ecu rities R egulation , the rev iew  (the  
‘R am say report’) w as co m m issio n ed  b y  the federal governm ent after the HIH  
c o lla p se .15 A m o n g  R am say’s recom m endations w ere that form er audit partners

14 See below Part V(B) for a discussion o f  the principles-based approach.
15 Ian Ramsay, Independence o f Australian Company Auditors: Review of Current Australian 

Requirements and Proposals for Reform —  Report to the Minister for Financial Services and 
Regulation (2001), <http://www.treasury.gov.au/contentlist.asp?classification=14&titl=Publications> at 
23 July 2002.

http://www.treasury.gov.au/contentlist.asp?classification=14&titl=Publications
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sh ou ld  b e p roh ib ited  from  b eco m in g  a director o f  a com pan y th ey  had audited  
w ith in  tw o  years o f  leav in g  the audit firm; that com p an ies sh ou ld  b e  prevented  
from  h av in g  as directors an im m ediate re lative o f  their auditor; that auditors b e  
required to  d isc lo se  th e dollar va lu e  o f  non-audit work; that th ey  sh ou ld  rotate 
audit partners at lea st every  e igh t years; that A ustralian  S tock  E xch an ge rules 
sh ou ld  force a ll listed  com p an ies to  h ave an audit com m ittee and m ake auditors 
availab le to annual general m eetin gs o f  shareholders and that a n ew  A uditor  
In dependence Supervisory B oard  b e created  to  m onitor and en force ethical 
standards. T he recom m en dation s em p h asised  th e ro le  o f  th e audit com m ittee  and  
the relationsh ip  it sh ou ld  h ave w ith  the auditors, as w e ll  as self-regu la tion  b y  the  
p rofession . T he R am say report w a s  con sisten t w ith  the ev o lv in g , m oderating  
tone o f  the debate in  the U S . T hen, h ow ever, cam e W orldC om .

IV WORLDCOM  

A  Background16
W orldC om , b ased  in  M iss iss ip p i, w as a te lecom m u n ication s com pan y that 

em erged  from  obscurity  during the frenzy o f  corporate activ ity  in  the sector  
u n leash ed  b y  d eregulation  o f  the U S  te lecom m u n ication s industry. Through a 
fren etic  ser ies o f  tak eovers —  7 2  over 17 years —  the com pan y em erged  as the  
seco n d  largest U S  lon g-d istan ce carrier and d ev e lo p ed  the w o r ld ’s largest 
Internet p rotoco l netw ork. A t its p eak  it w a s  va lu ed  at about U S $ 1 8 0  b illio n . O n  
25  June W orld C om  sh ock ed  fin ancia l m arkets b y  announcing that an internal 
audit had  u n covered  w h at the SE C  d escrib ed  in  a press statem ent issu ed  a day  
later as ‘accou n tin g  im proprieties o f  u nprecedented  m agn itu d e’.17 T he  
‘im p rop rieties’ in v o lv e d  treating item s that sh ou ld  h ave b een  ex p en sed  as capital 
item s, in flating  the com p an y’s reported earnings and cash  f lo w s  b y  at least  
U S $ 3 .9  b illio n  over the fiv e  quarters to  the end  o f  M arch 2 0 0 2 . H ad th e item s  
b een  exp en sed , W orld C om  w o u ld  h ave reported lo sse s  for that period  rather than  
the U S $ 2  b illio n  o f  profits it c la im ed  to h ave earned. T he tim in g  o f  the  
d isc lo su re m ay  have b een  a co in cid en ce  but W orld C om ’s auditor, A n d ersen , w as  
replaced  b y  K P M G  in M ay  200 2 .

B Implications
I f  E nron’s co lla p se  and the circum stan ces surrounding it raised  su sp icion s  

about the integrity  o f  the U S  fin ancia l reporting fram ew ork, W orld C om  seem ed  
to con firm  them . Its d isc lo su res ga lvan ised  and ch an ged  the debate over  reform . 
W here p rev iou sly  the b u sin ess  and accoun tin g  lo b b ies  appeared to  b e  su cceed in g  
in  their effort to  m in im ise  the exten t o f  the reform s and their im pact, after  
W orld C om  the p rosp ect o f  substantial reform  strengthened  sharply. P resident

16 See generally, WorldCom <http://wwwl.worldcom.com> at 16 August 2002.
17 Securities and Exchange Commission, ‘SEC Statement Concerning WorldCom’ (Press Release, 26 June 

2002), <http://www.sec.gov/news/press/2002-94.htm> at 18 July 2002.

http://wwwl.worldcom.com
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G eorge B u sh  sa id  that he w as ‘d eep ly  con cern ed ’ about accou n tin g  p ractices in  
the U S  and said  the adm inistration w o u ld  fu lly  in vestigate  the issu e  and ‘h old  
p eo p le  accou n tab le’.18 In the U S , a reform  b ill sp onsored  b y  the chairm an o f  the 
Senate B ank in g  C om m ittee , P aul Sarbanes, had b een  floundering. T he Public 
Company Accounting Reform and Investor Protection Act o f2002,19 introduced  
to  the Senate on  25 June, had  m et fierce  op p osition  from  b u sin ess and  
R epu b lican s. It p rop osed  the creation  o f  an indep en d en t regulatory board, w ith  a 
m ajority o f  m em bers from  ou tsid e the accoun tin g  p ro fession , to  oversee  auditors 
and audit standards; it w o u ld  prohib it auditors from  o ffer in g  con su ltin g  serv ices  
to  audit clien ts; it w o u ld  in sist that audit com m ittees, com prised  o f  independent 
directors, w o u ld  b eco m e  resp on sib le  for se lec tin g  and o v ersee in g  auditors; it 
w o u ld  force ex e cu tiv es  to d isgorge b on u ses and other in cen tive  paym ents i f  
there w a s  subsequent d isc lo su re o f  audit error; it w o u ld  m ake it an o ffen ce  for an  
ex ecu tiv e  or a d irector to  m islea d  or coerce an auditor and it w o u ld  d irect the 
SEC  to  d ev ise  ru les to  address co n flic ts  o f  interests faced  b y  stockbroking  
analysts.

That latter p rop osal relates to  charges that a n a lysts’ recom m en dation s h ave  
b een  in flu en ced  b y  the investm ent banking relationsh ips their firm s had w ith  
corporate clien ts. A  lead in g  U S  in vestm en t bank and brok ing firm , M errill 
L ynch, p a id  a U S $ 1 0 0  m illio n  fin e  and undertook  to  introduce p o lic ie s  to  
in su late its analysts from  the in flu en ce o f  its investm ent banking d iv is io n  in  M ay  
after an u np recedented  inquiry and leg a l action  b y  the N e w  Y ork  State A ttorney- 
G en eral’s o ff ice . That o ff ic e  is  in vestiga tin g  at lea st f iv e  other b ig  investm ent 
banks. S ecu rities analysts h ave  b een  b lam ed  for n ot q u estion in g  E nron’s 
accou n tin g  b efore its  co llap se  and for the ab sen ce o f  o b jectiv ity  during the dot
co m  b oom , w h ere their firm s generated  m a ssiv e  fe e s  from  arranging the in itia l 
p u b lic  o fferin gs o f  shares in  com p an ies th ey  p rom oted  through their research.

V THE AFTERMATH: CONSEQUENCES FOR AUSTRALIA

In A ustralia , as in  the U S , the m ost in ten se fo cu s o f  the debate post-E nron, 
W orld C om  and the lo ca l corporate failures has b een  on  corporate d isc lo su re  and  
the ro le o f  auditors. It is  ev id en t that regulators around the w orld  h ave con clu d ed  
that the critical issu e  ra ised  b y  the Enron and W orld C om  ep iso d es is the failure  
o f  the current fin ancia l reporting m o d el and, in  particular, a lapse in  audit 
standards. M o d em  cap ita lism  has spaw ned  m assive , international corporations  
operating in  ever m ore co m p lex  environm ents and a cc ess in g  in creasin gly  
sop h istica ted  capital m arkets. T o  safeguard the interests o f  investors, a co m p lex  
fram ew ork o f  regulation  and oversigh t has b een  d evelop ed : a sy stem  w h ich  
re lie s  o n  the veracity  and quality  o f  fin ancia l reporting and, in  particular, the

18 Office o f  the Media Affairs, 'President Promises WorldCom Investigation’ (Press Release, 26 June 
2002), <http://www.whitehouse.gov/news/releases/2002/06/20020626-2.html>  at 16 August 2002.

19 S 2673, 107th Congress (2002). This was enacted on 30 July 2002: Sarbanes-Oxley Act o f 2002, Pub L 
N o 107-204, 116 Stat 745 (2002).

http://www.whitehouse.gov/news/releases/2002/06/20020626-2.html
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assurance provided  b y  the audit p rocess. C on fid en ce in  corporate accoun ts is the  
m ost im portant prerequisite for the econ om ic  sy stem  to function . That 
co n fid en ce  w as underm ined  b y  Enron, W orldC om  and the h ost o f  restatem ents  
o f  corporate earnings f lo w in g  out o f  the U S . N o t surprisingly, therefore, the  
largest part o f  the reform  effort is d irected  at the accoun tin g  p rofession . M o st o f  
the m easures m ooted  are a im ed  at rein forcin g  the in d ep en d en ce o f  auditors from  
corporate m anagem ent and ensuring th e integrity  o f  the audits.

A The Role of Auditors
B est p ractice b efore Enron w a s a governan ce structure w h ich  g ave  an audit 

com m ittee com prised  o f  independent d irectors the p ow er to hire, fire and  
m onitor auditors. That w il l  n o w  b eco m e com m on  practice, perhaps leg is la ted  or 
im p o sed  b y  stock  exch an ge lis tin g  rules. In June 2 0 0 2 , the N e w  Y ork  S tock  
E xch an ge ( ‘N Y S E ’)  issu ed  a report on  corporate accoun tab ility  and listed  
standards w h ich  p rop osed  ch an ges, and n ew  standards, for corporate governance  
and d isc losu re p ractices b y  com pan ies listed  on  the exch an ge.20 A m o n g  the k ey  
recom m endations w ere that the role and authority o f  independent d irectors  
sh ou ld  be increased , and that the d efin ition  o f  in d ep en d en ce sh ou ld  b e  tightened . 
A udit, n om ination  and com p en sation  com m ittees should  con sist so le ly  o f  
indep en d en t directors. Further, th e audit com m ittee  sh ou ld  h ave so le  authority to  
hire and fire auditors and approve any non-audit w ork  b y  the auditors. In 
addition , th e c h ie f  ex ecu tiv es  o f  the com pan ies sh ou ld  h ave to attest to the  
accuracy, com p leten ess  and understandability  o f  in form ation  presented  to  
investors. T he N Y S E  recom m endations reflect a broader con sen su s that a llo w in g  
auditors to  be ch osen  by, and report to , the m anagem ent w h o  a lso  p ay  th em  is  
ask in g  for trouble.

A  m ore con ten tiou s issu e  is  the exten t to  w h ich  p rov ision  o f  non-audit 
serv ices  b y  auditors sh ou ld  b e lim ited . A ccord in g  to  an A ustralian  Secu rities and  
In vestm ent C om m ission  study, n on-audit fe e s  accoun t for about 50  per cent o f  
the total fe e s  p aid  to auditors.21 T he accoun tin g  p ro fessio n  says, w ith  som e  
ju stifica tio n , that co m p lete ly  proh ib itin g  auditors from  provid in g  non-audit 
serv ices  w ill  not o n ly  dam age the firm s fin an c ia lly  and reduce their appeal to  
p oten tia l em p loyees, but a lso  reduce the le v e l o f  tech n ica l exp ertise  w ith in  firm s 
and therefore their com p eten ce to con d u ct audits. O n 23 M ay, the tw o  m ajor  
A ustralian  accoun tin g  p ro fession a l b o d ies  —  the Institute o f  Chartered  
A ccou ntan ts in  A ustralia  and C P A  A ustralia  —  re leased  a ‘N e w  A ustralian  
Standard for A u d it In d ep en d en ce’.22 T he standard, w h ich  w ill b ecom e  
m andatory on  31 D ecem b er 2 0 0 3 , b ans the p rov ision  o f  non-audit serv ices  
w h ere, in  con d u ctin g  an audit, a firm  cou ld  be required to ch eck  its ow n  work.

20 New York Stock Exchange, Report o f the New York Stock Exchange Corporate Accountability and 
Listing Standards Committee (2002), <http://www.nyse.com/pdfs/corp_govreport.pdf> at 22 July 2002.

21 Australian Securities and Investments Commission, ‘ASIC Announces Findings o f  Auditor Independence 
Survey’ (Press Release 02/13, 16 January 2002), <http://www.asic.gov.au> at 18 July 2002.

22 The Institute o f  Chartered Accountants in Australia and CPA Australia, Professional Statement FI: 
Professional Independence (2002), <http://www.cpaaustralia.com.au/01_information_centre/10_ 
audit/l_10_0_fl_draft.asp> at 10 September 2002.

http://www.nyse.com/pdfs/corp_govreport.pdf
http://www.asic.gov.au
http://www.cpaaustralia.com.au/01_information_centre/10_audit/l_10_0_fl_draft.asp
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T he n e w  standard a lso  requires the rotation o f  audit partners for listed  
com p an ies every  sev en  years, and a tw o  year w aitin g  period  b efore  a retired  
auditor can  b eco m e  a d irector o f  a com pan y th ey  audited. In com m on  w ith  the 
R am say report, the accoun tin g  b o d ies  sh ied  aw ay  from  p rop osals that w ou ld  
introduce m andatory rotation o f  audit firm s, as o p p o sed  to  audit partners. 
R otation  o f  firm s w as o f f  the agenda in the U S  until W orld C om  but is  n o w  again  
b ein g  ser iou sly  d iscu ssed . A cco u n tin g  firm s argue that the first tw o  years o f  an 
audit are a learning exp erien ce for the auditor after w h ich  the audit process  
b eco m es in creasin g ly  va luab le to  the c lien t and its stakeholders. M andatory  
rotation w ou ld  redu ce the quality  o f  audits and increase their cost, particu larly as 
n ot a ll firm s h ave the sam e le v e l o f  exp ertise  in  a ll sectors o f  corporate activity. 
T here is  su ffic ien t va lid ity  to  th is argum ent to ensure that, i f  m andatory rotation  
w ere introduced  in  any o f  the m ajor ju risd iction s, the period  o f  in cu m bency  
w o u ld  b e  quite lengthy.

T here are tw o  o b v iou s b en efits  from  m andatory rotation o f  firm s: w ith ou t 
unlim ited  tenure firm s w o u ld  b e le ss  vu ln erab le to in flu en ce  or corruption b y  
their c lien ts and th ey  w o u ld  w ork  in  the k n ow led ge , shared b y  their corporate  
c lien ts , that the quality  o f  their audits w o u ld  even tu a lly  b e  rev iew ed  b y  their  
su ccessor . It m ay  not b e  p o ss ib le  to  leg is la te  against b ad  audits but it ought to  be  
p o ssib le  to  reduce the risk  o f  audits b e in g  corrupted b y  a firm ’s com m ercia l 
am bitions or its relationsh ip  w ith  m anagem ent. T ougher ru les o n  co n flic ts , 
d istancin g  o f  auditors from  m anagem ent through a strengthened  ro le  for the audit 
com m ittee and som e form  o f  firm  rotation w o u ld  strengthen the audit regim e.

T he Treasurer, Peter C o ste llo , in  June an nounced  a rev iew  o f  audit regulation  
and corporate d isc losu re w h ich  w ill  incorporate the fin d in gs on  auditor 
in d ep en d en ce ind icated  in the R am say report.23 T h ese  issu e s  w il l  b e  addressed  in  
the n ex t p hase o f  the govern m en t’s C orporate L aw  E con om ic  R eform  Program  
( ‘C L E R P ’).

B Accounting Standards
I f  the ro le o f  auditors is  under severe scrutiny, so  to o  are the accounting  

standards on  w h ich  their w ork  is  based . O rdinary investors m ay  b e lie v e  that an  
auditor’s ro le is  to  attest to  som e form  o f  ob jective  truth about a com p an y’s 
fin an cia l p osition . In reality , and in law , it is  to  con firm  that the accoun ts are 
draw n up in  com p lian ce w ith  the accoun tin g  standards o f  the ju risd iction .

U n til Enron, the U S  G A A P  w ere regarded as the m ost stringent and robust 
accoun tin g  fram ew ork in the g lo b e , at lea st b y  U S  regulators and investors. U S  
standards h ave, over the years as com p an ies and auditors h ave sought greater 
certainty, d ev elo p ed  into a co m p lex , h ig h ly  p rescriptive, b lack-letter set o f  rules. 
In A ustralia  and the U K , accoun tin g  standards, w h ile  s till d eta iled  and  
som etim es ex trem ely  com p lica ted , tend  to  m ore akin to  statem ents o f  p rincip le  
and re ly  on  a p h ilo so p h y  o f  su bstance over form . B la ck  letter ru les, as A ustralian  
investors and leg isla tors d iscovered  in  the 19 8 0 s , in v ite  loop h o lin g .

23 Peter Costello, ‘Review o f Audit Regulation and Corporate Disclosure’ (Press Release, 27 June 2002), 
<http://www.treasurer.gov.au/tsr/content/pressreleases/2002/034.asp> at 18 July 2002.
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Form er U S  Federal R eserve B oard  chairm an, Paul V olck er , sa id  that w h ile  
m ost o f  the accoun tin g  p ro fession  in  the U S  still b e liev ed  the U S  had the b est 
and m ost com p reh en sive standards, ‘everyth ing  is  on  th e tab le’, in c lu d in g  ‘the  
sty le  [in] w h ich  accoun tin g  standards are set ou t —  w heth er the em ph asis is  on  
m atters o f  p rincip le or d eta il’ .24 V o lck er  is  chairm an o f  the trustees o f  the  
International A cco u n tin g  Standards C om m ittee Foundation . W ith  the  
International A ccou n tin g  Standards B oard  ( ‘IA S B ’), the F oundation  w a s created  
last year to in c lu d e the U K  and U S  in  the attem pt to  create international 
standards accep tab le to  all the m ajor capital m arkets. A ustra lia  annou n ced  in  
1996 that it w ou ld  ‘h arm on ise’ its standards w ith  the international standards 
produced  b y  the IA S B ’s p red ecessor organization , the International A ccou n tin g  
Standards C om m ittee .25 It is  iron ic that the co lla p se  o f  on e o f  A m erica ’s 
corporate icon s has produced  the greatest opportunity to  co n v in ce  the U S  to 
em brace the con cep t o f  international accoun tin g  standards. T he E uropean  
C om m ission  last year p rop osed  leg is la tio n  that w o u ld  se e  the European U n ion  
adopt the IA S B  standards from  2 0 0 5 .26 T here are ob v iou s b en efits  for  com pan ies  
and fin ancia l m arkets, and probably  regulators, i f  there is  co n sisten cy  b etw een  
accoun tin g  standards w ith in  the m ajor m arkets.

A n  ad vocate for overhau ling  U S  standards is  Joe B erardino, form er C E O  o f  
A ndersen . B erard in o’s v ie w  is  that U S  accoun tin g  ru les and literature h ave

grown in volume and complexity as we have attempted to turn an art into a science. 
In the process, we have fostered a technical, legalistic mindset that is sometimes 
more concerned with form rather than the substance of what is reported.27

H e d escr ib es the current fin ancia l reporting system  as h av in g  b een  created in  
the 1930s for the industrial age, at a tim e w h en  assets w ere  tan gib le and  
investors sop h istica ted  and few , and h igh lights the n eed  to  m ove to ‘a m ore  
dynam ic and richer reporting m o d e l’.28 T his appears to  b e occurring in  the U S , 
w ith  the SE C  m andating m ore frequent d isc losu re o f  m aterial events and better  
exp lanation  o f  critical accoun tin g  p o lic ie s .

C  Options for Reform
In striv ing for a m ore e ffe c tiv e  reporting m od el, a m ore radical approach than  

that o f  the SEC cou ld  in v o lv e  e lim in ating  audits altogether, and m aking boards 
and m anagem ent so le ly  resp on sib le  (and liab le) for their com p an y’s reporting. 
A ltern atively , it cou ld  b e  w orthw hile recon sid ering  the ro le and the approach o f  
auditors. In to d a y ’s environm ent o f  g lob a l m arkets and g lob a l com p an ies, it 
seem s perverse that w e  p la ce  such  relian ce on  an annual statem ent o f  assurance  
from  an auditor w h ich  says n oth in g  m ore than that the accoun ts con cern ed  —

24 Paul Volcker, ‘Accounting in Crisis’ (Speech delivered at the European Commission, 6 March 2002), 
<http://www.iasc.org.uk/docs/speeches/020306-pav.pdl>  at 30 August 2002.

25 Australian Accounting Standards Board, Policy Statement 6, International Harmonisation Policy 
(1996).

26 Regulation (EC) No 1606/2002 of the European Parliament and of the Council o f 19 July 2002 on the 
Application of International Accounting Standards [2002] 0.1 L 243, 1.

27 Joe Berardino, ‘Enron: A  Wake-Up Call’, Wall Street Journal, 4 December 2001, A32.
28 Ibid.

http://www.iasc.org.uk/docs/speeches/020306-pav.pdl


592 UNSWLaw Journal Volume 25(2)

th em se lv es sim p ly  a snapshot o f  a m om ent in  the com p an y’s year —  com p ly  
w ith  accoun tin g  standards. G iven  A u stra lia ’s con cep t o f  con tin uou s d isc losu re  
(on e the U S  is  introducing), the auditor co u ld  b e  in v o lv ed  in  a con tin uou s audit, 
p rov id in g  so m e lev e l o f  assurance that the b a sis  o f  any d isc lo su re is  sound.

I f  that w ere too  radical or co stly , it  w ou ld  b e a re la tive ly  straightforward  
m atter to require auditors to  produce m ore m ean in gfu l audit statem ents. T hese  
cou ld  id en tify  the k ey  accoun tin g  issu es w ith in  the fin ancia l statem ents, 
particularly any w h ich  h ave p rovok ed  sign ifican t d iscu ssio n  w ith  the board  
and/or m anagem ent, and d iscu ss the im p lica tion s o f  u s in g  a d ifferen t treatm ent. 
A  sim ilar requirem ent cou ld  b e  m ade o f  the audit com m ittee.

A d d ition al p o ss ib ilit ie s  for reform  includ e a p o s it iv e  ob ligation  on  auditors, 
and perhaps com pan y o fficers , to inform  the audit com m ittee  and the authorities 
o f  any su sp ect or unusual transaction. A uditors sh ou ld  a lso  be availab le to their  
real em p loyers —  the c lien t com p an y’s shareholders —  to  an sw er questions  
about the accoun ts at annual m eetin gs. That m igh t require granting th em  som e  
q u alified  form  o f  p riv ilege.

VI CONCLUSION

Periods o f  e x c e ss  stress test the integrity  o f  m arkets, their participants and the  
safeguards that are su p p osed  to  d isc ip lin e  their behaviour. T h ey  m ake the points  
o f  vu ln erab ility  w ith in  th ose  safeguards m ore v is ib le . Enron, W orldC om , H IH  
and the other corporate scan d als that h ave em erged  over the p ast year are not 
n o v e l —  every  len gth y  sp ecu la tive  b o o m  is  even tu a lly  characterised  b y  a lev e l o f  
u nsustainable op tim ism  and greed  that en courages reck le ssn ess  and chicanery. 
N o  doubt that w il l  be as true for the n ex t b o o m  as the last.

T he recent U S  exp erien ce has, h ow ever, cau sed  q u estion in g  o f  the practice o f  
a lign in g  the interest o f  m anagem ent and shareholders and the structure and  
quantum  o f  the rew ards availab le. T he architecture o f  the so  ca lled  ‘shareholder  
v a lu e ’ m od el o f  governan ce appears b adly  flaw ed  and alm ost d esign ed  to  
produce E nron-style d isasters. It w o u ld  appear that the pressure to p erform  in  the  
near term , w h en  cou p led  w ith  m a ssiv e  in cen tives for short-term  perform ance, 
p rod uces a destructive m ix. Investors, particularly institutional investors, m ay  
h ave had unrealistic exp ecta tion s o f  the ab ility  o f  com p an ies to d e liver  superior  
grow th  con tin uou sly , creating an environm ent w h ere ex ecu tiv es  w ere a lm ost  
en couraged  to  fin d  w a y s to  m ake it appear th ey  w ere  ach iev in g  the unachievab le. 
It w il l  n ot be easy  to  w ithdraw  from  ex ecu tiv es  the largesse  o f  the form  and sca le  
th ey  h ave  b eco m e so  accu stom ed  to.

R edirectin g  in cen tives tow ards m ore reasonable and prod uctive ou tcom es is  a 
priority o f  any post-E nron reform . A n oth er is upgrading the quality  and  
cred ib ility  o f  corporate d isclosu re. H ad the audit fu n ction  perform ed better under  
pressure; had securities an alysts, funds m anagers, ratings a g en cies  and other  
p rofession a l m arket participants b een  m ore d iligen t or le ss  com plicit; perhaps w e  
w o u ld  have seen  le ss  dam age in flic ted  on  investors, em p lo y ees, m arket 
co n fid en ce  and the U S  brand o f  m arket capitalism .
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In any event, Enron and subsequent d isasters —  and H IH  in  A ustralia  —  have  
ind icated  that the current reporting m od el and the audit fu n ction  a ssocia ted  w ith  
it are, i f  not broken, then m alfu n ction ing . There is an opportunity to th ink m ore  
crea tive ly  and laterally  about h o w  to  d ev ise  a m od el better su ited  to the dem ands 
o f  th is century and the n eed s o f  th is century’s users o f  com pan y accounts.




