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How to avoid more auditing irregularities like the ones lawmakers are looking &t in connection
with the collgpse of Enron Corp. That is the question,

and there is no shortage of suggestions.

Last week, Sen. Barbara Boxer, D-Cdif., announced one possible solution in the form of
legidation "to promote auditor independence.” Her proposa, prompted by conflict-of-interest
questions regarding Enron's relaionship with the Andersen accounting firm, would prohibit
accounting firms from providing management consulting services for the companies they audit.

"The American people have aright to expect that the firms that audit the companies they invest
in are free from conflicts of interest,” said Boxer. "These conflicts have led to the kind of hide-
the-debt shell game that took place & Enron.”

Two other senators, Christopher Dodd, D-Conn., and Jon Corzine, D-N.J., and Rep. Edward
Markey, D-Mass,, aso plan to introduce legidation to regulate accountants.

Andersen is under attack for destroying documents and overl ooking questionable accounting
practices a the big Houston energy trading company that filed for bankruptcy protection last
month. The Chicago accounting firm had a possible financid incentive to conduct what Boxer
cdlsa"softer audit. "

Enron paid Andersen, one of the nation's Big Five accounting firms, $25 million to audit its
books in 2000 and another $27 million for consulting services.

"Y ou can't have a clean audit if you have a stakein acompany -- or making a company look
good -- and you get rewarded with more consulting fees," said Boxer, aformer stockbroker.

Andersen officids, including Chief Executive Officer Josgph Berardino, insgst the company
would not risk its reputation to save $27 million, or even $100 million, in consulting fees. Many
Independent accountants and Andersen clients agree.

Answering a reporter's question about his company's relationship with Andersen at a recent
conference in Amsterdam, Oracle Corp. Chairman Larry Ellison said, "I have actudly a greet
dedl of sympathy for Arthur Andersen; | think they're a greet company.”

Although he acknowledged "big-time mistakes were made by (Andersen’s) audit group in
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Houston," Ellison said it was an insane idea to assume that because Andersenisin the
consulting business as well as the audit business, that would encourage it to give a clean audit.

"It's not the consulting business that crestes the conflict of interest,” said Ellison, whose firm
paid Andersen $700,000 in auditing fees and $6.4 million in other feesin 2000. "It's the fact
that the client is paying the auditor.”

To diminate potentid conflicts and possible bribery, "you're going to have to figure out some
way to get rid of dl money changing hands between you and your auditor,” Ellison sad.
"Maybe auditing should be a government service or something like that," he said facetioudly.

San Francisco lawyer and accountant Ron Linder agrees with Ellison that consulting fees may
meagnify the potentia conflict, but they don't cregteit.

"Frankly, auditing fees of $25 million aone are enough to creste a potentid conflict,” he said.

Even if you cut off consulting, he said, "it would cregp back in. . . . An auditor is supposed to
point out wesknessesin internal controls, but thet is aform of consulting, isn't it?!

Boxer's solution isaso "alittle on the extreme Sde' to Dick Avril, a partner with the Burr,
Filger & Mayer accounting and consulting firm in San Francisco.

"Auditing has an eement of consulting associated with it," he said. "Higtoricaly, auditors have
looked for opportunities to make recommendations to management during an audit, such as
waysto improve interna controls, reduce costs such as eiminating duplicate procedures and
find ways in the tax code to pay less taxes."

However, Reuven Lehavy, accounting professor at the Haas School of Business & the
Universty of Cdiforniaat Berkdey, sees merit in separating consulting and auditing functions.

"Consulting fees are asignificant proportion of tota fees, and this puts pressure on folks at the
audit unit to go dong, to compromise their work.

"The problem is comparable to establishing awal between the underwriting and research sdes
of aninvestment bank."

It istrue that auditors do not smply taly figures; they ask questions and consult with clients. But
Lehavy said it is possible to distinguish between issues that relate to generdly accepted
accounting principles, such as the tax implications of establishing an offshore subsdiary, and
issues more gppropriate for a consultant, such as ways to improve production lines or
telecommunication systems.

However, Lehavy said it is not clear whether separating auditing and consulting functions would
accomplish the god of avoiding future Enron debacles.

"The biggest issue isto identify the core problem,” he said. If enforcement of exigting rulesisthe
main problem, then lessening auditors conflicts of interest would do some good.
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However, Reuven Lehavy, accounting professor at the Haas School of Business at the
University of California at Berkeley, sees merit in separating consulting and auditing functions.
"Consulting fees are a significant proportion of total fees, and this puts pressure on folks at the
audit unit to go along, to compromise their work.
"The problem is comparable to establishing a wall between the underwriting and research sides
of an investment bank."
It is true that auditors do not simply tally figures; they ask questions and consult with clients. But
Lehavy said it is possible to distinguish between issues that relate to generally accepted
accounting principles, such as the tax implications of establishing an offshore subsidiary, and
issues more appropriate for a consultant, such as ways to improve production lines or
telecommunication systems.
However, Lehavy said it is not clear whether separating auditing and consulting functions would
accomplish the goal of avoiding future Enron debacles.
"The biggest issue is to identify the core problem," he said. If enforcement of existing rules is the
main problem, then lessening auditors' conflicts of interest would do some good.
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However, if the accounting rules are not sufficiently tight to ensure detection of off-baance-
sheet loans, and companies can hide large amounts of debt and underperforming assets, then,
Lehavy sad, "the coreissue is disclosure, and that can be fixed with new accounting rules.”

Thereis no shortage of suggested solutions to make audits of company financia results more
objective and less objectionable. They include:

-- Require U.S. companiesto hire new auditors every three to seven years to help ensure the
independence of accounting firms,

-- Create anew body to replace the accounting industry's Public Oversight Board to monitor
the industry. Securities and Exchange Commission Chairman Harvey Fitt proposed this, but
critics argue the new board would have alarge number of members from the accounting
industry, making it the equivalent of the fox guarding the henhouse.

-- Get rid of the uniform audit report that islong on hedging and short on opinion and red
information about unusua risks and the adequacy of internd controls.

-- Provide a scorecard of auditors based on such things as capahilities, lawsuits and Securities
and Exchange Commission actions againgt them and the frequency of earnings restatements by
dients.

-- Pass a corporate accountability act, endorsed by public-interest activist Ralph Nader, to
create an independent commission to assure adequate disclosure of corporate books and
records and a corporate decency act to strengthen public and investor access to corporate
stock trading and other information.

-- Make boards of directors, especiadly audit committees of public companies, more
independent. (Nine of Enron's 14 directors reportedly had business, investment or consulting
tiesto Enron.)

Far from a panacea, these proposas bring their own potentia problems.

For example, some experts argue that aside from the high cost of replacing auditors every few
years and bringing the new team up to speed, the more familiar you are with a company, the
esder itisto tel if things are out of whack.

Smilarly, accountant Linder argues that adding new rules and dealing with everything asa
mechanica problem would provide more things for auditors to hide behind and avoid standing
back and asking the smple question, "Does this make sense?'

For example, in thefirst quarter of last year, Enron reported $425 million of net income and
negative cash flow from operations of $464 million. To some observers, such a disparity would
rase ared flag.

Andersen's Web ste says the firm "helps clients find new ways to cregte, manage and measure
vaue"

http://mww.sfgate.comv/cgi-bin/article.cgi ile=/chronicle/archive.../BU227799.DTL & type=printabl  01/27/2002

Page30of 4


Administrator
However, if the accounting rules are not sufficiently tight to ensure detection of off-balancesheet
loans, and companies can hide large amounts of debt and underperforming assets, then,
Lehavy said, "the core issue is disclosure, and that can be fixed with new accounting rules."
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These days, that might present more a problem than a plus to those worried about accounting
chicanery.

E-mail Peter Snton at psinton@sfchronicle.com.
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