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CASE 1.1

Enron Corporation

John and Mary Andersen immigrated to the United States from their native Norway
in 1881. The young couple made their way to the small farming community of Plano,
Minois, some 40 miles southwest of downtown Chicago. Over the previous few
decades, hundreds of Norwegian families had settled in Plano and surrounding
commuriities. In fact, the aptly named Norway, lllinois, was located just a few miles
away from the couple’s new hoinetown, In 1885, Arthur Edward Andersen was born,
From an earlv age, the Andersens' son had a fascination with numbers. Little did his
parents realize that Arthur's interest in numbers would become the driving force in
‘his life. Less than one century after he was born, an accounting firm bearing Arthur
Andersens name would become the world’s largest professional services organiza-
tion with more than 1,000 partners and operations in dozens of countries scattered
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steamship dilernma, Arthur Andersen

Two decades after the

I tion with an audit client that was much larger, r.‘._{'-li_u:l'x; INoe
- more profitable for his firm. Arthur ;\I'l(’-‘“ar'se.ifE S i SR
~ auditor for the giant chemical company, _du Pont. As f*? “‘“F
completion one year, members of the audit t:?.nvg;;‘z.mn;{zz'ﬂelh tea s?} £
~ Pont quarreled over how to define the comp
~ management insisted on a liberal definition of operating ir
‘come earned on certain investments. Arthur Anderser was b: UG
the dispute. When he sided with his subordinates, du Fonts mé
dismissed the firm and hired another auditor. .

Throughout his professional career, Arthur E. Andersen relied on a simple, four
word motto to serve as a guiding principle in making
sional decisions: “Think straight, talk straight”” Ande
sther personnel in his firm invoke that simple rule when dealing with clients, poten-
tjéi]%li_,g'ﬁ t%,l‘:)ankers,.regl_llat('_n'y authorities, and any other parties they interacted with
. -‘-\',’*';éﬁ'ile-'r_'@}')@r'est‘,nting* Arthur Andersen & Co, He also insisted that audit clients “talk
t"in their financial statements, Former colleagues and associates often de-
d Andersen as opinionated, stubborn, and, in some cases, "difficult? But even
readily admitted that Andersen was point-blank honest. "Arthur Andersen
put up with anything that wasn't complete, 100% integrity. If anybody did
otherwise, hed fire them. And if clients wanted to do something he didn'
hed either try to change them or quit”!
ung professional attempting to grow his firm, Arthur Andersen quickly rec-
1e importance of carving out a niche in the rapidly developing accounting
- Andersen realized that the nation’s bustling economy of the 1920s
: ly on companies involved in the production and distribution of en-
%coquﬁy grew, Andersen knew there would be a steadily increasing
ectricity, oil and gas, and other energy resources. So he focused his prac-
olpr:n_ent efforts on obtaining clients involved in the various energy indus-
en was particularly successful in recruiting electric utilities as clients. By
Arthur Andersen & Co.had a thriving practice in the upper Midwest
ng the leading regional accounting firms in the nation.
onor s p’z;egip_it@us downturn during the Great Depression of the 1930s
“_If’fdb_]éms for many of Arthur Andersen & Cols audit clients in
m%%égf%%li? A% th e Depression wore on, Arthur Andersen p'e'rso_{'la”.\"
01 the nation's largest metropolitan banks to help his clients
h esperately needed to continue operating. The bankers
clers who dealt with Arthur Andersen quickly learned of his
: f’fﬂd;‘.propen forthright accounting and financial reporting
utation for _'ihm.wf;sty and integrity allowed lenders fo use
Gata stamped with his approval. The end result was that
he ﬁflﬁl.ll(‘fing’; t'}‘),@},r needed to survive the harrowing
respect tha Arthur Andersen earned among Jeading
resulted in Arthur Andersen & Co. receiving a grow”

ients located outside of the Midwest.

Arthur Ande became a spokesperson for
sented speeches throughout th:

N

s

Hiperlant .
1 insisted that his partners and

personal and profes.

pr——

https://mail.google.com/mail/u/0f#inbox/F MfcgxwGCHBTMSnFclthzhgbwgXPRrJB?projector=1

G

£ iR

11



S

5.jpey

CASE 1.3 ENRON CORPORATION

for the emerging public accounting profession. Andersen continually urged his
fellow accountants o adopt the publie service ideal that had lorg ser arau a5 the mo-
tivating premise of the more mature professions such as law and medicine. He also
lobbied for the adoption of a mandatory conlinuing professional education (CPE)
requirement. Andersen realized that CPAs needed CPE to stay abreast of rapid devel
opments in the business world that had significant implications lor aceounting and
financial reporting practices. In fact, Arthur Andersen & Co, made CPE mandatory for
ils employees long before state boards of accountancy adopted such a requirement,

By the mid-1940s, Arthur Andersen & Co had offices scatlered across the eastarn
one-half of the United States and employved more than 1,000 accountants, When Arthir
Andersen died in 1947, many business leaders expected that the firm would disband
without its founder, who had single-handedly managed its operations over the previous
four decades. But, after several months of internal turmoil and dissension, the firm's re-
maining partners chose Andersen's most trusted associate and protégé to replace him,

Like his predecessor and close friend who had personally hired him in 1928,
Leonard Spacek soon earned a reputation as a no-nonsense professional-—an auditor’s
auditor. He passionately believed that the primary role of independent auditors was to
~ ensure that their clients reported fully and honestly regarding their financial affc‘nrs to
- the investing and lending public. bpacek continued Arthur Andersen’s campaign to
gg& lmpm\fe accounting and auditing practices in the United States during his long tenure
yis firm’s chief executive. “Spacek mpcnl\ criticized the profession for tolerating
-’emrl!idamdaslopm patchwork of accounting standards that left the investing
¢ no way to compare the financial performance of different companies.” Such
- criticism -cornpe]]ed the accounting profession to develop a more formal and rigorous
BRI Tl 1e-m i\mg,pu)cexs In the late 1950s, the profession created the Accounting Pnnuples
o :l .-I-L'!:-FV_ B@ard&,(APB) to study contentious accounting issues and develop appropriate new
T stamiards The APB was replaced in 1973 by the Financial Accounting Standards
'.Boér'd (PASB') Another legacy of Arthur Andersen that Leonard Spacek sustained
y the ﬁms professional employees to continue their educat vthmugh_-
Emng Spacek’s tenure, Arthur Andersen & Co, established the
private. university, the Arthur Andersen & Co, Center for
in St. Charles, Hllinois, not far from Arthur Andersen’s bir
n d‘QS dc@}\q.g[mng Jeadership and business skills hansformed Arthur [
i ‘rmtlonal aggounlmg ﬁrm Whon Spa< f’k ietlr@d'
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{ONaeT:

of persuading consumers to use nau nja'{ L\iﬂ f.i')_!lf:;i;.HA Li l(fl j1|r“l| fl_:l :]_

several unfortunate and widely publicized !N.Jl_lqw-. .:Y :
leaks drove away many of Northerns [‘)Ot(’,‘l’i.fli.‘ll.l .(,.11?1_1_1‘{1.1;, ?m o
on, the relatively cheap cost of natural sgas ("{"”‘1.‘,"”,“:(:\({;_ ,—”—,:—.:]»;-,'; .(i._;mmjrs
stricken and shallow-pocketed consumers to become NOMRETT S CLEEES.

i 2 F ehesns randal labar durns
. s ~ The availability of a virtually unlimited sm l(( )i (]lm(“l-!.\l\!:; ;415‘) [’J‘I;I’il;' :;1 :
b 1930s allowed Northern to develop an extensive gryig:?c.:. '.H,].\:j a8 .H 2 (_,n-u }-’;eﬁw ru \
Pl gﬁs to the residential and industrial l'ﬂ(i_l‘l’]{(:.’ls that {l sc::r}-t;»;:um ‘,’_1t:. L : ,;ti_ ?fi.eS.
' As the company’s revenues and profils grew, l\"(_')l'tl‘h::li:'.‘p_ Rid',[.fagm__’?if l L.J';,“M red
Lol ire dozens of its smaller competitors. This campaign was
! acampaign to acquire dozens of its smaller competitors. ol
prompted by managements goal of making s\s(;»‘tf‘l{i]']‘] the la rgest nf,uur(;l.l 8as sup-
‘ plier in the United States. In 1947, the company, which was siill rel:—nnv@y unknown
- outside of its geographical market, reached a major milestone when its stock was
%%% listed on the New York Stock Exchange, That listing provided the company with
o L it greater access to the nation's capital markets and the financing needed to continue
e : | its growth-through-acquisition strategy over the following r‘wo decades.
E_u, bR - During the 1970s, Northern became a principal investor in the development of the
I Alaskan pipeline. When completed, that pipeline allowed Northern to tap vast nat-

’ ural gas reserves it had acquired in Canada. In 1980, Northern changed its name to
s 'lh‘tei’Nof;th_, Inc. Over the next few years, company management extended the scope
ol the company’s operations by investing in ventures outside of the natural gas in-
EE.)'!,{inuiiI ling oil exploration, chemicals, coal mining, and fuel-trading operé.lions.
pany’s principal focus remained the natural gas industry. In 1985, Inter-
ased Houston Natural Gas Company for $2.3 billion, That acquisition
rth controlling a 40,000-mile network of natural gas ﬁipéii'n&s
it to achieve its longsought goal of becoming the largest natural gas
ited States. (oo
Ft_hé:;wﬂged its name to Enron, Kenneth Lay, the former chairman

€herged as the top executive of the newly created firm that
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Throughout their tenure with Enron, Kenneth Lay and Jeffrey Skilling el
fomlse'd on enhancing their company's operating results, In the Jeiter 1o :*i%z"!}‘zrf:i'—if"'.]fj‘
ers in Enron’s 2000 annual report, Lay and Skilling noted that "Enron iz iasz?rrw‘lﬂj'uf;w;'i
On earnings per share, and we expect o Continue sStrong earnings performs [wi
Another important goal of Enron's top executives was increasing their COMpa ;J:
stature in the business world. During a speech in January 2001, Lay reveaio 1, at h';:
ultimate goal was for Enron to become “the world's greatest company’™” 4

As Enron's revenues and profits swelled, its top executives were often guilty of a
certain degree of chutzpah. In particular, Skilling became known for making brassy,
if not tacky, comments concerning his firm’s competitors and critics, During lhé
crisis: that gripped California’s electric utility industry during 2001, numeroys
elected officials and corporate executives criticized Enron for allegedly profiteer-
. ing by selling electricity at inflated prices to the Golden State. Skilling brushed
as de such criticism. During a speech at a major business convemioh‘ Skilling

isked the crowd if they knew the difference between the state of California élnd
itanic. After an appropriate pause, Skilling provided the punch line: ‘At Jeast

- nt down, the lights were on® |

T L.a Skilling, Fastow, and thousands of Enron employees and
d to achieve his goal of creating the world's greatest company,
1g 2001, Enron quickly unraveled. Enron’s sudden collapse
wide, leading to what one Newsweek columnist described
s investors have had since 19297 Enron’s dire financial
bli'c;:j;;eye!_atipn_s- of questionable accounting and finan-
by the company’s accountants, Those decisions
d apparently approved by Andersen, the company's
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drifted lower. Publicly, Enron executives
ck price on falling natural gas prices, concerns
of electronic marketplaces such as EnronOn-
_national economy. By mid-October. the stock
om a high in the lower $80s earlier in the year.
uarterly earnings report for the third quarter
'm had suffered a huge loss during the quar-
alysts was a mysterious $1,2 billion
hat was disclosed seemingly as an
ite-down resulted from the rever-
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CASE 1.1 ExrON CORPORATION

years, wiping out approximately $600 million of profits the company had reported
over that time frame. That restatement proved to be the dealh knell for Enron.
On December 2, 2001, intense pressure from credilors, pending and threatened
litigation against the company and its officers, and investigations initiated by law
enforcement authorities forced Enron to file for bankruptey. Instead of becoming
the nation’s greatest company, Enron instead laid claim to being the largest corpo-
rate bankruptey in US. history, imposing more than $60 billion of losses on its
stockholders alone. Enron’s "claim 1o fame” would be eclipsed the following year
by the more than $100 billion of losses produced when another Andersen client,
WorldCom, filed for bankruptcy.

The massive and understandable public outery over Enron’s implosion during ihe
fall of 2001 spawned a mad frenzy on the part of the print and electronic media to
determine how the nation’s seventh-largest public company, a company that had
posted impressive and steadily rising profits over the previous few years, could crum-
ple into msolvency in a matter of months. From the early days of this public drama,
skeptics in the financial ~community charged that Enron’s earnings restatement in
ﬂmfaﬂofﬂﬁldmnmmﬂ&edﬂmtmecompmwaM£pmnmlmumgmlpwknmamw
during the late 1990s and 2000 had been a charade, a hoax orchestrated by the com-
pany’s managemen! with the help of a squad of creative accountants, Any doubt
regarding the validity of that theory was wiped away—at least in the minds of most
nwmbmsohhepm%andﬂwgmwmimﬁmG—wmmzﬂmmrmManEnmnaumun
tanthad sent to Kenneth Lay in August 2001 was discovered and reported by the
press The contents of that letter were posted on numerous websites and lengthy
qum&ndmnﬁmnuammmahnWHMMymmwnmpnmwmqmrmﬂwnmmn

Exhibit 2 contains key excerpts from the letter that Sherron Watkins wrote to
Kenneth Lay in August 2001. Watkins' job title was vice president of corporate devel-
opment, but she was an accountant by training, having worked previously with
Andersen, Enron’s audit firm. The sudden and unexpected resignation of Jeffrey
Skilling as Enron’s CEO after serving in that capacity for only six months had
mompmdﬂhmnwujwanEﬂmwlmlayBdomcmnmumc&mghacomﬁnmio
Izy“%mumhadauanpmdtodwcwstmnewmwswuhoneoﬂﬁyssmnmgubmdr
nates. When Watkins offered to show that individual a document that identified
significant problems in accounting decisions made previously by Enron, Watkins
reportedthatherebuffedher“Hesaldhedratl‘nernotseen"8

Watkins was intimately familiar with aggressive f:tccountms,j decisions made for a
series of l@rge and complex transactions involving Enron and dozens of limited part-
nerships created by the company. These partnerships were so-called SPEs or special-
purpose enlitles that Enron executives had tagged with a variety of creative names,
q_ g Braveheart Rawhide Raptor Condor and Talon Andrew Fastow, Enron’s

15 '-ut are commonly organized as | llmitﬁ“ti partnelships u_ I
Jarg -\;coz“porations began establishin g.SPE.s In most cases

https://mail.google.com/mail/u/0/#inbox/FMfcgxwGCHBTMSnF cLthzhqbwgXPRrJB?projector=1
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CASE ENRON CORPORATION

debt in their balance sheets, Fortum magazine charged that corporate CFOs were

usm(g.: aPEs as scalpels "o perform cosmetic surgery on their balance sheets”
]h}mmg the early 1990s, the Securilies and Exchange Commission (SECY and the
FASE bad wrestled with the contentious accounting and financial rv;mrr.mu; issues
posed by SPEs. Despite intense debate and discussions, the SEC and the FASE
provided little in the way of formal guidance for companies and their accountants
to follow in accounting and reporting for SPEs.

The most important guideline that the authoritative bodies implemented for SPEs,
the so-called 3 percent rule, praved lo be extremely controversial. This rule allowed
a company to omit an SPE'S assets and liabilities from its consolidated financial
statements as long as parties independent of the company provided a minimum of
3 percent of the SPE's capital. Almost immediately, the 3 percent threshold became
both a technical minimum and a practical maximum. That is, large companies using
the SPE structure arranged for external parties to provide exactly 3 percent of an
SPE’s total capital. The remaining 97 percent of an SPE's capital was typically
contributed by loans from external lenders, loans arranged and generally collateral-
ized by the company that created the SPE.

Many critics charged that the 3 percent rule undercut the fundamental principle
within the accounting profession that consolidated financial statements should be
prepared for entities controlled by a common ownership group.“There is a presump-
tion that consolidated financial statements are more meaningful than separate state-
ments and that they are usually necessary for a fair presentation when one of the
companies in the group directly or indirectly has a controlling financial interest
in the other companies”'” Business Week chided the SEC and FASB for effectively
endorsing the 3 percent rule:

Because of a gaping loophole in accounting practice, companies can create arcane
legal structures, often called special-purpose entities (SPEs). Then, the parent can
bankroll up to 97 percent of the initial investment in an SPE without having to
consolidate it. ... The controversial exception that outsiders need invest only 3 per-
cent of an SPE's capital for it {0 be independent and off the balance sheet
came about through fumbles by the Securities and FExchange Commission and the
Financial Accounting Standards Board."'

Throughout the 1990s, many companies took advantage of the minimal legal
and accounting guidelines for SPEs to divert huge amounts of their ”1|abil|t§é§§to
off-balance sheet entities. Among the most aggressive and innovative users of the
SPE stricture was Enron, which created hundreds of SPEs. Unlike most companies,
Enron did not limit its SPEs to ﬁnancirf@f;?ctivilie& In many cases, Enron used SPEs

for the sole purpose of downloading underperforming assets from its‘ﬁ‘nancial state-
" ments to the financial statements of related but unconsolidated entities, _F_‘or'g_@m-
ple, Enron %%fﬁjd”--arrang% for a third party toinvest the minimum 3 percent capital

required in an SPE and then sell assets to that SPE.The SPE would finance the pur-

 chaseof those assets by loans collateralized by Enron common stock. In some cases,
. undisclosed side agreements made by Enron with an SPES nominal owners insu-
~ lated those individuals from any losses on their investments and,in fact_,_-gua{anteed
tﬁgr&a windfail pg'g)ﬁl-_ Even niore troubling, Enron often sold assets at grossly mﬂaied

s
G

G

i i
S e
i i
i e e
] i S
e

Al “Off Bals nce"tﬁleel——m{d Out of Control” Fortune, 18 February 2002, 84, _ -
Q) Kakn, O_ ala S Y e " {11 1 s y ) POy |
‘onsolidated Financial Statements” (New York: AKJPA.'IQ‘)J}_.

l

Wil dory 2 v Suntirig Re chy Bulletin No. 51,

T 0 0. Accounting Resedrc I. .U 5 s ‘) b |

2= o % A ndt, “Who Else Is Hiding Debt?” Business Week,
L || Ll L e AT

i : I-..].l:1 : D}}4;,_11n¢"ljiﬂ§l"f!Ei.‘.‘-siS"Rdsef‘bush-‘a"d'i\

ey

1 gile” el & bt

TRRRT il i
e g Rt
j_.-" p il B BN T PL ! =
!I_'.I_ At Tl _.:.L:-:

https://mail.google.com/mail/u/0/#tinbox/FMfcgxwGCHBTMSnFcLthzhgbwgXPRrJB?projector=1

i
i
i

G
G
e
i
i

mnm



12.jpeg

SECTION ONE  CompriEnsve Cpsps

12
prices 1o their SPEs, allowing the company 1o manufaciure large "paper gaing o
those transactions.

Enron made only nominal financial statement disclosures fo
; and those disclosures were typically presented in confus
- One accounting professor observed that the inadequate disclo
- such as Enron provided for their SPE transactions meant
[investor] has no idea of the extent of the [given firms] real fiabi
Steet Journal added to that sentiment when it suggested that Enrc
:,%-;:l.lr‘e.-cliscloéures’ for its off-balance sheet liabilities and relaled-party tra:
“were 50 complicated as to be practically indecipherable”
L i Just as difficult to analyze for most investors was the integrity of the helty profits v
| ported each successive period by Enron. As Sherron Watkins revealed in the Jerey
b %hca"sent to Kenn(‘ h Lav in i\m,w;r ’)l")(')]‘manv? of I"nmn /! (ZPF‘ tra nt;ar'tér‘» ns rmul’e«([ i

ljig&lgeqtlgatlve Lommltlep nhane(l bs Wlllmm L l’mv ers, dmn uf
Sahool to atudv the(ompnny ldwe %PI transaclions In

nature of@Fnrons SPE‘ lrdnsactlons and the Enormaous rmd
transawons ploduced for the company:
@

i !O‘)‘E})Gﬂ. gama on :rs mcome srax‘em(»n(
: staek and contracts to receive Enron stack, held

rowing need fer capltal during the
stormed Enron from a fairly standard
termediary for the energy industries,
Iditional capital to ﬁnance that lranslor-

ndow dress their com-
¢ 3pnce at a high
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What made Enron's stock price so (mportani was the fact that some of the company’s
most anportant deals with the partnerships [SPEs] run by Mr Fastou:—deals that haed
aflowad Emon to keep hundreds of millions of doliars of potential losses off jis
books—iuere financed. in effect, with Enron stock. Those gansactions could fall apart
il the stock price felf too far'

As Enron's stock price drifted lower throughout 2001, the complex labyrinth of
legal and accounting gimmicks underlying the company’s finances became a shaky
house of cards. Making matters worse were large losses suffered by many of Enron’s
SPEs on the assets they had purchased from Enron. Enron execttives were forced to
pour addilional resources into many of those SPEs to keep them solvent. Contribut-
ing to the financial probiemns of Enron’s major SPEs was alleged self-dealing by
Enron officials involved in operating those SPEs. Andrew Fastow realized $30 million
in profits on his investments in Enron SPEs that he oversaw at the same time he was
serving as the company’s CFO. Several of his friends also reaped windfall profits on
investments in those same SPEs. Some of these individuals “earned” a profit of as

‘ much as $1 million on an initial investment of $5,800. Even more startling was the
fact that Fastow’s friends realized these gains in as little as 60 days.

By October 2001, the falling price of Enron’s stock, the weight of the losses
suffered by the company's large SPEs, and concerns being raised by Andersen audi-
tors forced company executives to act. Enron’s management assumed contro] and
ownership of several of the company's troubled SPEs and incorporated their dismal
financial statement data into Enron’s consolidated financial statements. This deci-
sion led to the large loss reported by Enron in the fall of 2001 and the related
restatement of the company's earnings for the previous five years. On December 2,
2001, the transformed New Age company filed its bankruptcy petition in New Age
fashion—via the Internet. Only six months earlier, Jeffrey Skilling had been buoyant
‘when commenting on Enron’s first-quarter results for 2001.“So in conclusion, first-
‘quarter results were great. We are very optimistic about our new businesses and are
confident that our record of growth is sustainable for many years to come !¢

As law enforcement authorities, Congressional investigative committees,and business
journalists rifled through the mass of Enron documents that became publicly available
during early 2002, the abusive accounting and financial reporting practices that had
been used ced. Enron’s creative use of SPEs became the primary
fardet of ¢ ‘made extensive use of other account
e mark inting me
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: s FEEAIVE INISITINGS o
The avalanche of startling revelations ri%a.f:gfl E;:?Il:“;}:gl‘i::m a”:l:: ,l
'gshﬂ"gﬁ]gf%g?f;aﬁlzlo;[ggsc:.ggﬁlgﬁnggr and criticism directed al Enron’s koy
-exégtt:;g:s, brincipa]lly Kenneth Lay, Jeffrey Skilling, fand A11f‘lr‘ff§af' er H € oMt
: ~ theme of the allegations leveled at the thre:e exectitwes WAS thdr Hl 3|
~ corporate culture that fostered, if not encouraged,“rule breaking” Forine
i ~ observed that if nothing else, Lay allowed a culture of rule breaking

e
e

i " while Sherron Watkins testified that Enron’s corporate culture was “ar
P “intimidating” and discouraged employees from reporting and investigating ethica!

‘&; : lapses and questionable business dealings." Finally, a top executive of Dynegy 5

' company that briefly considered merging with Enron during late 2001, reported tha

“the lack of internal controls [within Enron] was mindboggling.*’

Both Kenneth Lay and Andrew Fastow invoked their Fifth Amendment rights

sel

1S that corporate executives and their accountants are
o th zfnt Ji_t_y- of their company’s financial statements,
stemm fro the lack of answers provided by Enron insid-
financial reporting-related questions eventually caused
ess press,and the public to focus their atten-
or ‘?ﬂfgm‘?ﬂ‘% il;clependeﬂt‘. audit firm, Andersen,
l'epmaentah\res explain why their audits of
nsparent, if not reliable, financial statements
those critics demanded tf;a; Andersen explain
nron’s financi CIT
T al statements

ve shortly before the firm was

laps: of its second-largest
_riwith Andersen in
@ few months before
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internal Andersen memorandum, that individual relaved Watking' concerns (o seve
colleagues, mncluding the Enron audit engagement partner, David Duncan, ,:\i
point, Andersen officials in the firm's € hicago headquarters began systematic a1<
reviewing previous decisions made by the Enron audit engagement team.

In fact, several months earlier. Andersen representatives had become aware of
Enron's rapidly deteriorating Anancial condition and become deeply involved in
helping the company’s executives cope with that crisis, Andersen’s efforls included
assisting Enron officials in restructuring certain of the ¢ ompany’s SPEs so that they
could cuntmuc to qualify as unconsolidated entities. Subsequent press reports
revealed that in February 2001, frustration over the aggressive nature of Enron’s
accounting and financial reporting decisions Lduso(l some Andersen officials to
suggest dropping the company as an audit client !

On December 12,20 Gl Joseph Berardino testified before the Committee on Finan-
cial Services of the US. House of Representatives. Early in that testimony, Berardino
freely admitted that membm of the Enron audit engagement team had made one
major error while analy zing a large SPE transaction that occurred in 1999, “We made
a professional Iudgment about the appropriate accounting treatment that turned
out to be wrong™ According to Berardino, when Andersen officials discovered this
error in the fall of 2001, they promptly notified Enron’s executives and told them to
“correct it Approximately 20 percent of the $600 million restatement of prior earn-
ings announced by Enron on November 8, 2001, was due to this item.

Berardino pointed out that the remaining 80 percent of the earnings restatement
involved another SPE that Enron created in 1997, Unknown to Andersen auditors,
one-half of that SPE's minimum 3 percent “external” equity had been effectively con-
tributed by Enron. As a result, that entity did not qualify for SPE treatment, meaning
that its financial data should have been included in Enron's consolidated financial
statements from its inception. When Andersen officials discovered this violation of
the 3 percent rule in the fall of 2001, they immediately informed Enron’s accounting
staff. Andersen also informed the company's audit committee that the failure of

Enron officials to reveal the source of the SPE's initial funding could possibly be con-
~ strued as an illegal act under the Securities Exchange Act of 1934. Berardino implied

that the client’s lack of candor regarding this SPE exempted Andersen of responsibil-
ity for the resulting accounting and financial reporting errors linked to that entity.
Berardino also explamed to Congress that Andersen auditors had been only
minimally involved in the transactions that eventually resulted in the $1.2 billion
reduction of owners' eqguity reported by Enron on October 16, 2001. The bulk of

those transactions had occurred in early 2001, Andersen had not audited the 2001

R

‘quarterly financial statements that had been prepared following the initial recording
of those transactions—public gompames are not required to have their quarterly

G

financial statements audited, i

Berardino’s testnmom bdore Congress in December 2001 failed to appease Ander-
sen’s. aritics. Over the neyt sevcral months, Berardino continually found himself
defendmg Andersen against a growing torrent of accusations. Most of these ac cusa-&
tlons%emued on taree key issues. Flrslmmny critics raised the controversial and
iongstandmg “scope of services™ issue when Ll’lt]g izing Andersen’s role in the Enron
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21. S. Labaton, "SE.C. u’adg:z.(*f:s Outside Monitors for Auditing Firms” The New York Times (online),
18 January 2002, : @gg. e T Sels
22. J.Kabn and J.D.Glater, 'Eryon Auditor Raises Specterof Crimer™ The New York Times (online),
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SECTION ONE CoMIREHENSIVE CASES
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to their major audit clients. A research study fC)I(L;I.JSlII g on m;t;n y _: g
that released financial statements in early 1999 re:ve‘;alecl‘ that for ev |

fees t:hosc—:.co;npanies had paid their md‘ﬂ‘l}?}f“‘ﬁ?m éiI.J(filll.C!-r'Sj they had ;mulrr those
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i . X vt 1| e » T3 e e e O e
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m sure he'’s twirling in his grave saving, 'l told vou 0% I the ate
chairman of the SEC, had led a vigorous, one-man campaign
services that accounting firms could provide to their
ular, Levitt wanted to restrict the ability of accounting firms to
-audit services to their audit clients. An extensive and costly
1e Big Five firms carried out in the press and amohg
ose firms to defeat the bulk of Levitt's proposals,
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Page 5: 1n virtually ali of the e [SPE] transactions Fnron's a
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accounting treatment was
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pation and structuring advice from Andersen, which

HP_-a:ge 17: Various disclosures {regarding Enyois SPE transactions| were approved by one or

tAndersen] auditors and its inside and outside counsel. However,
SIS L S . » y

completely or clearly, and failed to convey the substance of what was going on hetween

Page 24: The evidence available to us suggests that Andersen did not fulfill its professional

-._,respenmblhhes in connechon%mh its audits of Enron’s financial statements, or its obligation
to bring to the attention of Enron’s Board (or the Audit and Compliance Committee) concerns
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EXHIBIT 3

SELECTED EXCERPTS \
FROM THE POWERS
REPORT REGARINNG
ANDERSEN'S
INVOLVEMENT IN
KEY ACCOUNTING
AND FINANCIAL
RepoRTING
DECISIONS FOR
ENRON'S SPE
TRANSACTIONS
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