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A Modest Proposal for Dealing with the Enron Crisis
By Martin Lipton and Jay W. Lorsch*
The Enron/Andersen debacle has called into question our nation’s accounting and
corporate boardroom practices. Both are critical to maintaining the global preeminence of our
capital markets. Without reliable accounting and effective corporate governance the public cannot have confidence in financial statements. Without such confidence, capital markets do not
function efficiently.
We draw a sharp distinction between what is necessary to restore confidence in
the accounting profession and what is necessary to promote effective corporate governance. Accounting is in a state of crisis and requires immediate major initiatives to restore confidence of
clients and the investing public. The guidelines for effective boards of directors have evolved
over the past decade and need only be more rigorously applied in every boardroom.
The Enron/Andersen scandal is the most notorious and far-reaching of a series of
failures by the accounting profession. Unfortunately, wrongdoing and/or sloppy practices appear
to be so pervasive that it compels the conclusion that the public will no longer be willing to accept that self-regulation and peer review can be relied upon to ensure credibility. The underlying
problem is that accountants have changed over the past five decades from watchdogs to advocates and salespersons. Auditing has become just one of a number of services, services which
include various forms of consulting and tax planning and advice. In these nonaudit areas, accountants “sell” creative tax avoidance and creative financing structures. Statement on Auditing
* Mr. Lipton, partner of Wachtell, Lipton, Rosen & Katz in New York City. Mr. Lorsch, Louis
E. Kirstein Professor of Human Relations at The Graduate School of Business Administration of
Harvard University.

Standards No. 50 letters, which are used by accountants to advise clients as to how a transaction
will be accounted for under GAAP, are often used for another purpose: enabling a client to structure a transaction that complies with GAAP but is lacking in transparency and is aggressive in
maximizing earnings and minimizing debt. Accountants now compete to market creative accounting. The Big Five lobby politicians to obtain approval of the structures and transactions
that they market.
These trends are also the result of the fact that the business of auditing has become highly competitive with the result of lower fees and profit margins to the firms. As a consequence the firms partners have sought more profitable practices and have more efficient and
low-cost methods to provide auditing services, which do not ensure quality audits.
As a result of this race to shape up the bottom line in the audit function and the
failure of too many accountants to maintain the high professional standards in auditing essential
for effectiveness and credibility, we believe that the nation needs legislation creating an independent, self-regulatory organization (SRO) to oversee the accounting firms. This solution to the
crisis would leave accounting in the private sector with self-regulation, not government regulation, but would provide the government involvement that has now become critical to restore confidence. The SRO would have rule-making, inspection, oversight and disciplinary powers similar to those of the stock exchanges and the National Association of Security Dealers, and like
them would report to the SEC and be subject to its oversight. Also like those organizations, the
SRO should have a board of directors made up in part of active members of the accounting profession, but with more than half who would represent the public interest.
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If it is not possible to enact legislation creating an SRO, the SEC should use its
existing statutory authority to set accounting standards that prevent accountants from initiating or
accepting accounting principles that do not truly reflect financial results and financial condition.
Where there are several permissible ways to account for a transaction and the differences are material, the SEC should require disclosure of the range of possibilities and the differences in the
financial statements if the most conservative and the most liberal methods were applied. These
disclosures should be set forth in designated sections of the financial statements and in the
MD&A.
The problems that the accounting profession has cannot be off-loaded on to the
stock exchanges, securities analysts or the securities industry, or boards of directors or their audit
committees. They must be dealt with at the source: the accounting firms themselves and the accounting principles and standards that they apply. In light of the failure of the accounting firms
and their existing organizations to provide reliable monitoring, this can now be done only under
the auspices of a government agency and the SEC is the obvious choice.
The Enron scandal also raises questions about corporate governance by boards of
directors and their audit committees. Ten years ago, we wrote an article in The Business Lawyer
titled A Modest Proposal for Improved Corporate Governance. Our fundamental thesis was that
there was nothing wrong with American corporation laws; the problem was a failure by boards
of directors to follow procedures that would result in knowledgeable directors holding corporate
management accountable for the performance of their companies. It is still clear to us that, notwithstanding the Enron scandal, there is no need for new laws and regulation in the area of corporate governance. What is needed is even greater compliance with the guidelines we recommended ten years ago and especially the extension of the principles underlying those guidelines
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to the procedures of audit committees. Those principles are leadership, independence, information and expertise.
Leadership. The independent directors need to have a leader who is not also the
CEO. Since in almost all American companies the CEO and chairman are the same person, we
recommended, then, and still believe, that one among the independent directors should be that
leader. While we used the term “lead director” to designate that person, the title is not as important as the designation of such a leader who is acceptable to the outside directors. With such a
leader, directors who have concerns about company conditions and performance, have an individual with whom they can discuss those issues and who can cause discussion of legitimate concerns among all the directors.
We also believe that the chair of the audit committee should be completely independent and have “accounting or related financial management” experience. The rules of the
NYSE require that all members of the audit committee be independent and financially literate
and that at least one member have accounting or equivalent experience. Except in special situations, the chair should have that experience. Unless the chair is so qualified, it is likely that the
CFO or the auditing firm partner will be the dominant voice in the meetings of the audit committee. The chair must have both the requisite experience and the stature to be able to insist on full
and complete discussions until all members of the committee are satisfied that they have the information they need to make decisions.
Further, this experience and structure should enable the chairman to establish a
strong relationship with the partner of the auditing firm. The auditors may be working with, and
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compensated by management, but they should believe that they have at least an equal responsibility to the audit committee and the chair, who is its spokesperson.
Independence. The majority of the board and the members of the audit committee
must be independent. The NYSE defines independence and, if complied with in spirit as well as
letter, this definition should be sufficient. First, the audit firm and its key personnel on the company’s audit team must also be independent. They and their firm should have no unrevealed ties
to the company. While the Big Five auditing firms have exited their major consulting businesses, they continue to provide other advisory services. Accordingly, the audit committee
should consider and make an independent determination whether to insist on restricting its auditing firm to only an audit role or not and disclose its reasons for its determination. A similar determination should be made with respect to the rotation of auditing firms: whether they should be
changed every three, four or five years in order to prevent long-term, close relationships between
the management and the auditing firm. To further assure independence of the auditors, the audit
committee should consider prohibiting the company from hiring key personnel of the auditing
firm for three years after the person is no longer engaged on the company’s account. The audit
committee should also have ample opportunity for consultation with the auditor without management present; meetings of the committee should start and end with an executive session without management being present, and the committee as part of the sessions should meet alone with
the external and internal auditors.
Independence is important in a further respect. Directors must be able to maintain
an independent relationship with their CEO. As directors serve on a board for many years, it is
not surprising that they develop a close personal relationship with their CEO. The problem is
that they can become so close to the CEO that they lose their critical capacity. This is especially
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true when, as in the case of Enron and Messrs. Lay and Skilling, its CEOs, both the company and
the CEO appear to be doing well. If directors lose their independence in this sense, they are no
longer capable of evaluating the CEO’s or the company’s conduct or performance.
Information. Statement on Auditing Standards No.61 sets forth matters that must
be discussed by the auditor with the audit committee. It is comprehensive and should provide
the information necessary for the committee to perform its oversight function. Yet Enron and
other recent cases make it clear that it is not sufficient. Additionally, the committee must be
provided with information regarding alternative GAAP methods that would result in different
revenues and expenses, assets and liabilities, profits and losses and what those differences are.
The committee should also document carefully why it accepted the management’s and auditor’s
recommendations and be satisfied that the information is clearly disclosed in the financial statements and/or the MD&A. The audit committee should review all the analyst reports and any
press stories about the company’s accounting and disclosures. Where this would entail reviewing voluminous material, a member of the internal audit or compliance staff should be assigned
to highlight any negative comments. Management and the auditor should be required to explain
negative comments and the committee should make a determination whether the criticism requires changing the way the company accounts. Finally, the audit committee should do a full
review with legal counsel of its procedures and practices to make sure that they are state-of-theart.
While our focus has been on information for the audit committee, the problem of
information exists also for the full board. It is the audit committee’s duty to keep the other directors informed on these financial matters. If the audit committee is in the dark, so will be the
whole board. But directors who do not serve on the audit committee also have an obligation to
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keep themselves informed by reading company and public documents and by questioning the
audit committee, the CEO, and management when this information raises doubts.
Expertise. Finally, board members need to have the expertise to understand and
interpret the information they are receiving. For most independent directors this expertise is
built in their primary careers and as they gain it from serving on the board. As the NYSE rules
suggest, members of the audit committee have a special need to have the expertise that is usually
labeled “financial literacy.”
Of even more significance than the financial literacy of the audit committee is the
expertise of the auditing firm and its key personnel on the company’s account. The audit committee should review the resumes of these key personnel and meet with them. Further, the committee should review the quality control procedures that the auditing firm follows and obtain a
satisfactory explanation of any situations like Enron where the firm has admitted or been accused
of negligence or malpractice. There is no requirement that Andersen or any other firm be terminated because of past problems, provided the committee is satisfied that effective remedial
measures have been taken.
Where the audit committee has followed these procedures and is still in doubt, it
should consult with an outside advisor. There are academic accountants who will provide consulting services to audit committees.
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The board has a duty to monitor performance, compliance and financial reporting.
Audit committees are the board’s vehicle to monitor financial reporting. However, neither the
board nor the audit committee is a guarantor and neither has an obligation to assure perfect ac7

counting or perfect disclosure. Their obligation is to use reasonable efforts to ensure that management and the auditors are discharging their obligations. It will not be possible to obtain qualified people to serve on audit committees if we do not find a solution to the problem we face today, or exacerbate it by limiting their D&O insurance. Audit committees must have the guidelines and information they need to fulfill their function. It is not enough to give them safe harbors, exculpation, indemnity, and insurance against litigation; they need the tools to do their job
and, most important, to safeguard the reputation of the company they represent. Finally, boards
have responsibility beyond accounting and financial reporting. The board is there to oversee all
facets of the company. This requires a board consisting of directors who together in the aggregate have the expertise to accomplish this oversight.
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