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H.R. 3763—THE CORPORATE AND AUDITING
ACCOUNTABILITY, RESPONSIBILITY AND
TRANSPARENCY ACT OF 2002

WEDNESDAY, MARCH 13, 2002

U.S. HOUSE OF REPRESENTATIVES,
COMMITTEE ON FINANCIAL SERVICES,
Washington, DC.

The committee met, pursuant to call, at 10:00 a.m. in room 2128,
Rayburn House Office Building, Hon. Michael G. Oxley, [chairman
of the committee], presiding.

Present: Chairman Oxley; Representatives Roukema, Bereuter,
Baker, Lucas, Ney, Kelly, Weldon, Biggert, Shays, Cantor, Grucci,
Hart, Capito, Rogers, Tiberi, Royce, Gillmor, Ose, Green, LaFalce,
Waters, Sanders, C. Maloney of New York, Watt, Sherman, Lee,
Inslee, Jones of Ohio, Kanjorski, Moloney of Connecticut, Lucas of
Kentucky, Clay, Israel, and Roso.

Chairman OXLEY. Good morning and welcome to the committee’s
first legislative hearing on the Corporate and Auditing Account-
ability, Responsibility and Transparency Act of 2002 or CARTA.
This legislation makes important changes in the accounting profes-
sion, in the way public companies report their financial results, and
the manner in which investors access their information. These
issues are among the most serious in our jurisdiction. They have
percolated for some time. Now, the bankruptcies of Enron, Global
Crossing, and others have pushed them to the forefront.

Hearings held in this committee over the past few months have
demonstrated yet again the need for modernizing our financial re-
porting and disclosure system. Also, it is clear that we must have
strong oversight of the accounting profession. There should be no
question that the Federal securities laws need to be updated to en-
sure that investors have access to transparent, and meaningful in-
formation concerning public companies. Enhancing the public’s
faith in financial statements is absolutely critical. They serve as
the bedrock of our capital markets.

Our legislation, CARTA, addresses these fundamental issues by
strengthening our markets in a very careful way. We avoided the
temptation some apparently feel to blanket market participants in
a sea of red tape. This legislation creates an entirely new oversight
regime for public accountants, requiring accountants to be rigor-
ously reviewed to ensure that they meet the highest standards of
competence, independence, and ethical conduct.

CARTA also recognizes the need for corporate leaders to act re-
sponsibly and holds them accountable if they fail to do so. The leg-
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islation makes important improvements in the area of corporate
transparency, requiring that company’s disclose to investors impor-
tant company news on a real time basis. It also directs the SEC
to require companies to disclose the use of off-balance sheet trans-
actions.

CARTA’s provisions are designed to increase public confidence in
the U.S. capital markets. It is important that they remain the
world’s most efficient means of promoting economic growth and
providing retirement security.

President Bush recently announced the 10 Point Plan to improve
corporate responsibility and protect America’s shareholders. I am
pleased that the plan’s core principles, providing better information
to investors, making corporate officers more accountable, and devel-
oping a stronger more independent audit system are embodied in
our legislation.

I look forward to continuing our close collaboration with the Ad-
ministration on this vital capital markets issue.

I also would like to mention Fed Chairman Alan Greenspan’s re-
cent testimony before this committee. Discussing the implications
of the Enron collapse, Chairman Greenspan noted that it has al-
ready sparked a very significant shift toward more corporate trans-
parency and more responsible corporate governance practices.
While it does not in my view obviate the need for Government ac-
tion, the market’s self-correcting mechanism certainly does under-
score the danger of overreacting to the Enron matter.

I am pleased that CARTA reflects Chairman Greenspan’s sup-
port for more transparent financial reporting and for strengthening
the independence of the audit.

I want to thank all the Members of this committee for working
so diligently on this important legislation. Let me also thank all of
our witnesses in advance for their important participation here this
morning.

I turn now to Ranking Member LaFalce for his opening state-
ment.

[The prepared statement of Hon. Michael G. Oxley can be found
on page 176 in the appendix.]

Mr. LAFALCE. Thank you very much, Mr. Chairman. I ask unani-
mous consent that the entirety of my opening statement be in-
cluded in the record.

Chairman OXLEY. Without objection, all the Members opening
statements will be made part of the record.

Mr. LAFALCE. I thank you. Our committee assumed jurisdiction
over securities and insurance for the first time in January of 2001.
And the Chairman has indicated that he is concerned that we not
overreact to the problem. Well, I think that that is a reasonable
concern. But I think that it is also true that we under reacted to
the problem historically and that was a much greater concern. At
the beginning of 2001, I began talking about the problem of earn-
ings manipulation. That is when we assumed jurisdiction. The
SEC, as you know, was tripling the number of mandated restate-
ments, which was at least some indication that something might
well be wrong.

And there was too much of an incentive it seemed to me within
corporate America, particularly because of the compensation mech-
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anisms that have evolved over the years, for earnings manipula-
tion, for revenue recognition when it should not be recognized, for
channel stuffing, cookie jar reserves, and so forth, and so forth.
Very often, unchecked by the board of directors for one reason or
another, because of a policy passivity that may have existed at too
many boards, because of the same stock options to a lesser extent
to be sure that corporate officers, their chief desire is not a better
product or a better service, but market capitalization, to drive cap-
italization.

And then enter the accounting profession that was responsible to
the public as a public fiduciary for auditing these companies and
making sure that the books by the CFO and the CEO, and so forth,
and the audit committees were done right. And there was a dif-
ficulty there. They too had evolved over the years so that in a good
many respects they would make more money through consulting
than through auditing. But also independent of that they just had
obviously a vested interest in being retained and then staying re-
tained by the firm because it was an employer/employee relation-
ship and you want to make the client happy so you have this ten-
sion.

And then enter Wall Street. Wall Street got into an attitude of
stock hype, there is actually no question about it. Certainly the
number of recommendations went down precipitously from what it
previously had been. And then too we witnesses a number of bla-
tant conflicts that existed.

Now nobody was paying attention in this committee when we
were considering the SEC fee reduction bill, I said what we should
be considering in the first instance is not a 2 or 3 percent increase
in the SEC budget, but a 200 or 300 percent increase in the SEC
budget, because of what is going on. And I made the same argu-
ment before the Rules Committee, and I made the same argument
on the floor of the House. But nobody was paying attention until
Enron. And then when Enron happened, people started paying at-
tention.

Now, the Chairman is correct, we ought not to overreact, but we
ought to act. And we have to find that balance, what is the right
way. We ought to keep that pendulum. But we want good action,
strong action.

To restore confidence in the integrity of our markets, I think we
have to do at least the following. Enact legislation that will address
the serious deficiencies in our current system. Now, I have recently
introduced a bill, the Chairman had called a hearing on his bill,
but there is at least one other bill. There are many other bills actu-
ally. And there are good ideas in all of them. We have to sort
through them and try to come to some consensus. I hope we can
do that. If we don’t, we will just vote them up or vote them down,
not bill by bill, but issue by issue.

We should at least consider these particular proposals. The ap-
propriate separate of audit and consulting functions; the concept of
auditor rotation; and other proposals that address the relationship
of the auditor to its audit client. We must also provide for meaning-
ful oversight of the audit profession. And that means a strong and
credible regulator. And you have to have individuals who are on
this board, whatever it is going to be, that will instill some con-
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fidence in the investing public and restore the concept of integrity
to the accounting profession that is so richly deserved over the
years. We must reform the functioning of audit committees and the
boards of directors of public companies to ensure that independent
directors are truly independent and that auditors are working for
the shareholders, not for the management. And I think we need to
reconsider liability issues. Did we go a bit too far in 1995 and
1998? I think we need to reopen that issue, not in toto, but at least
in part.

I said early last year, and Lynn Turner, the Chief Accountant of
the SEC at that time, said that what we have witnessed so far was
just the tip of the iceberg. I am afraid that what we witnessed so
far too is still the tip of the iceberg, that there is a lot more out
there. Now I know that corporate officers and board of directors
and accountants are much more zealous today than they were in
October and November and earlier, but I think that having good
legislation will enhance that.

Second, and this is something that I think we can now agree on,
and I will finish up, I called for the 200 to 300 percent increase
in the SEC budget. I certainly called for pay parity, and the Chair-
man and I are going to team up I am sure with Mr. Baker and Mr.
Kanjorski and push the Administration and the Congress to give
the SEC the resources that it so desperately needs to do the job
that all America wants it to do.

I thank the Chairman.

Chairman OXLEY. The gentleman’s time has expired. The Chair
now recognizes the Chairman of the Capital Market Subcommittee,
the gentleman from Louisiana, Mr. Baker.

Mr. BAKER. Thank you, Mr. Chairman. I want to commend you
for the hearing and start by putting what I believe is our mutual
perspective about this problem on the record. By and large, day to
day, most professionals engaged in the business of running corpora-
tions, auditing corporations, analyzing corporations, and reporting
on corporations are doing the best job in the most professional ca-
pacity they know how to achieve those ends for the benefit of all
stockholders, including shareholders.

And the problems we are addressing today, I do not believe are
systemic or a condemnation of the business free-enterprise system
in the United States. I do believe that the rules now written some
60-70 years ago, are inadequate in light of the technological change
and the speed with which business is conducted, but it is apparent
to me that most individuals who are here today to testify are com-
ing with helpful suggestions in how they believe we can improve
the legislation before us. But generally, everyone agrees we are on
track. We have not missed it. It is time to act. Every stakeholder
wants these issues resolved. We want to ensure investor and public
confidence in the credibility of our markets. And it is in our mutual
economic interest to see that occurs as quickly as possible.

To that end, I want to point out, Mr. Chairman, that you took
decisive action with regard to suggestions for treatment of analyst
conduct, together with the regulators and members of the profes-
sion, and announced mandatory, not voluntary, changes that
should be implemented which is now subject to public comment.
And they were sweeping in their effects. Research departments
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may not be subject to supervision or control of the investment
banking department. The subject company may not approve prior
reports prior to distribution. The firm may not tie compensation to
specific investment banking practices. A firm must disclose if the
analysts receive compensation based upon the firm’s investment
banking revenues and establish certain quiet periods. No analyst
may purchase or receive an issuer’s securities prior to an initial
public offering. No analyst may trade securities issued by the com-
pany the analyst follows for a period beginning 30 calendar days.
And it goes on. A firm must disclose in research reports and an an-
alyst must disclose in public appearances if they have a financial
interest in the securities of the company. A firm must disclose in
research reports and in public appearances whether or not the firm
or its affiliates beneficially own 1 percent of any class of common
equity securities of the subject company. And it goes on.

The point being that these are mandatory changes in analyst
conduct subject to penalties up to and including disbarment from
practice, which will, I believe, significantly alter the method and
manner in which analyst reports are issued and the public can
view the information contained therein.

The legislation before us here today is similar in its effect. I had
suggested that we analyze the consequences of having exchange-
based engagement of audits. There has been any number of sugges-
tions to radically alter the relationships between audits and their
corporations. And on reflection and consultation with the SEC and
many others who have expert opinion, I believe the bill before us,
with perhaps slight modification here or there, is an excellent vehi-
cle for appropriate reform in light of the circumstance we face.

Just examine the GAQO’s own report. I think they make two ex-
cellent statements that are worth repeating this morning. One is
go carefully. We are engaged in discussions that affect the entire
capital markets of this Nation and consequently internationally
have some significant potential for repercussions if we get it wrong.

And, second, that we need to make it clear that the financial
statement belongs to the shareholder. I was somewhat taken aback
when the CEO of Andersen Consulting said in response to a ques-
tion before our hearing, “T'o whom does the financial statement be-
long?” He said, “To management and the shareholder.” Manage-
ment 101, the financial statement should reflect accurate financial
condition of the corporation based upon management’s performance
for the shareholder. Once we return to that, and we ensure that
there is independence in the preparation of that audit statement,
and that we enable a good auditor to do good work despite what
management might choose for them to report, the consequences for
our capital markets, the auditor, the shareholder, and everyone
will be greatly enhanced.

I think you have got it right, Mr. Chairman. I think this is an
excellent start. Perhaps there is a change to be made here or there,
but in the overall picture and the risk we would take by going fur-
ther faster, I think it is not warranted in light of the circumstances
we face, and I commend you for calling this hearing.

Chairman OXLEY. The gentleman’s time has expired. We now
turn to our distinguished panel. And let me introduce them. Mr.
Marc E. Lackritz.
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Mr. SANDERS. Mr. Chairman, will others be allowed to make
opening statements?

Chairman OXLEY. Just the Ranking Member and the sub-
committee.

Mr. SANDERS. We were told otherwise.

Mr. SHERMAN. That is not what we were told by staff by the way.

Chairman OXLEY. Staff informs me that you are correct. The gen-
tleman from Vermont, Mr. Sanders.

Mr. SANDERS. Thank you very much, Mr. Chairman. And thank
you and Mr. LaFalce for holding this important hearing. I find my-
self in agreement with the Chairman and Mr. LaFalce and Mr.
Baker, but I would go further than they, because I think we have
a very, very serious problem, which the United States Congress has
got to address.

Let me just for a moment do a Dave Letterman Top 10, if I
might, in terms of failed audits. This suggests that while Enron
has gotten all of the publicity, the problem is a lot deeper than
Enron.

One: Arthur Andersen and Enron. We all know that.

Number two: KPMG failed in its audit of Rite-Aid causing a $800
million loss in stock value after recalculation of profits.

Number three: Arthur Andersen failed in its audit of Sunbeam,
causing a $1.2 billion loss in stock value after the recalculation of
profits.

Four: PriceWaterhouseCoopers failed in its audit of Micro Strat-
egy, resulting in a $10.4 billion loss in stock value after their recal-
culation of profits.

Five: Arthur Andersen failed in its audit of Waste Management,
resulting in a loss of $900 million in stock value after their recal-
culation of profits.

Six: Arthur Andersen failed in its audit of McKessen HBOC, re-
sulting in a $7.9 billion loss in stock value.

Seven: Ernst & Young failed in its audit of Cendant, resulting in
a loss of $11.3 billion in stock value.

Eight: KPMG failed in its audit of Greentree, resulting in a loss
of $1.1 billion in stock value.

Nine: while Global Crossing executives cashed in on some $1.3
billion in Global Crossing stock, Arthur Andersen’s failed audit of
this company has caused many of their employees to lose their en-
tire life savings.

Ten: Arthur Andersen failed in its audit of the Baptist Founda-
tion of Arizona.

The point is, Mr. Chairman, we have a serious problem. And I
think, Mr. Chairman, we need a serious solution. Mr. LaFalce
touched on the inherent conflict of interest between those who con-
sult for the company, and that is kind of obvious and I would hope
that most of us would want to end that practice immediately. Mr.
LaFalce also touched upon the employer-employee relationship. If
you are working for a company and you are getting paid well by
that company, are you going to go up to that company and say: “By
the way, you are cooking the books and you are ripping off the
stockowners of your company.” Apparently, many of the large au-
diting firms are not prepared to do that.
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So it seems to me that at the very least we need to significantly
beef up the SEC, but, in fact, we may want to go a lot further than
that. When people invest in the stock market, when people who
represent pension funds, who are representing the retirement sav-
ings of millions of American workers are investing in a company,
they have the right to know that the books are being honestly kept.
And, unfortunately, that has not been in many cases the record up
to today.

So I think we are going to need some very bold solutions to this
very serious problem.

Thank you, Mr. Chairman.

Chairman OXLEY. The gentleman’s time has expired. There are
other opening statements. The gentleman from California, Mr.
Sherman, is recognized for 3 minutes.

Mr. SHERMAN. Thank you, Mr. Chairman. We need not only to
be concerned with the culture of the business world, which I don’t
think we can change, but rather design strong rules and clear rules
rather than simply rely on adding more ethics courses to business
school curricula.

We ought to look at the scope of service that auditing firms pro-
vide. But keep in mind, if Arthur Andersen had just been an audit-
ing firm, they would have collected only $25 million from Enron,
not $50 or $52. But they would have been a firm of half the size.
And if our concern is the size of the fee having an effect on the
auditor and the auditor’s judgment, we ought to perhaps limit the
total fee for all services provided to 150 percent of the audit fee so
that some incidental services could be provided.

We ought to look at the structure of accounting firms to ensure
that the technical review department always makes the final deci-
sion. That is not what happened with Arthur Andersen, which un-
like the other Big Five firms, decided to have the decisions made
in Houston in effect by the sales partner.

We need to have minimum capitalization requirements so that if
you sue an accounting firm, you don’t collect absolutely nothing.
You can’t drive in most States without liability insurance, but you
can practice accounting and be responsible for trillions of dollars in
market reliance without adequate malpractice insurance or ade-
quate capitalization.

If we are going to rotate auditors, perhaps we also ought to give
them tenure as well. Because if you are in the first year of what
is a maximum of 5 or 10 years of auditing a firm, you are subject
to pressure from the client, loosen your accounting interpretations
or you may lose your last 9 years of a contract. If instead these
were 6 or 10-year contracts, auditors would be free without finan-
cial pressure to be able to make the judgment decisions.

The SEC should have been here asking us to quadruple their
budget or double their budget. Instead the SEC was not even read-
ing Enron’s financial statements. If tiny companies, going public for
the first time, get a review of their filings by the SEC and have
to answer questions and make their documents clear and complete,
certainly we should require the same kind of scrutiny of the thou-
sand largest firms in America.

We ought to have the FASB come before us, Mr. Chairman, to
talk about how the accounting standards were so loose that people
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at Arthur Andersen and Enron could convince themselves that they
were even close to compliance. And we ought to hear more from in-
stitutional investors, who frankly I think have under investigated
in their Washington presence. When it comes to reducing capital
gains, we have thousands of lobbyists. When it comes to other
things that would help investors, we tend not to hear from them
nearly as loudly.

I yield back.

Chairman OXLEY. The gentleman’s time has expired. Are there
further opening statements?

Now, I turn to our distinguished panel. The gentleman, Mr. Marc
Lackritz, president of the Securities Industry Association; Mr.
Barry C. Melancon, president and CEO, American Institute of Cer-
tified Public Accountants; Mr. James Glassman, resident fellow of
the American Enterprise Institute; and Mr. Ted White, director of
Corporate Governance, California Public Employees’ Retirement
System.

Gentlemen, welcome to all of you. And Mr. Lackritz, we will
begin with you.

STATEMENT OF MARC E. LACKRITZ, PRESIDENT, SECURITIES
INDUSTRY ASSOCIATION;

Mr. LACKRITZ. Thank you, Mr. Chairman.

Mr. Chairman, Congressman LaFalce, and Members of the com-
mittee, I am pleased to testify before you today on H.R. 3763. We
commend you, Mr. Chairman, and Members of the committee for
your ongoing efforts to ensure that investors will continue to be
well served and well protected.

SIA is deeply concerned about the implosion of Enron and the
corrosive effect this event is having on the public’s trust and con-
fidence in our country’s corporations and financial markets. Public
trust and confidence is the bedrock of our financial system, the core
assel‘f:1 underlying why our financial markets are the envy of the
world.

Although Enron’s collapse appears to be a massive failure in the
accuracy of information that flowed into the marketplace, the secu-
rities industry’s regulatory structure remains fundamentally
strong. Although we are still learning the full story behind Enron’s
collapse, we strongly support responsible reforms that will ensure
that financial information, the lifeblood of our markets, is honest,
accurate, and easily accessible.

SIA welcomes the reforms in pension laws announced by the Ad-
ministration in February. We support, for example, prohibiting in-
siders from selling their securities during a blackout period, requir-
ing prior notice of blackout periods, and the concept of permitting
participants to sell company stock in their 401K plan after a rea-
sonable period.

We also encourage the Senate to follow the House’s lead in pass-
ing legislation to allow retirement plan administrators to provide
individual financial advice to employee participants. Giving inves-
tors greater access to information will help them make more in-
formed decisions about their retirement accounts.

SIA also supports full funding of pay parity for the Securities
and Exchange Commission’s professional staff. The SEC has been
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a tough, effective cop on the beat. We have been profoundly trou-
bled by the huge turnover in experienced staff that the SEC has
suffered in recent years. Congress should fund pay parity and in-
crease the agency’s funding to ensure that the SEC has the staff
and resources it needs to be an effective regulator.

SIA believes that H.R. 3763 includes a number of important im-
provements to the current regulatory system. The bill sets up a
strong statutory framework for public oversight of the independent
audit function. It is a sensible, appropriate reaction to the shadow
the Enron debacle has cast on the current performance of outside
auditors.

We also support giving the SEC authority to prosecute senior ex-
ecutives of a public company that willfully mislead an independent
auditor. Although the SEC already has strong authority in this
area, the committee should consider President Bush’s proposal to
grant the SEC the statutory authority to require senior executives
to disgorge bonuses and other incentive-based forms of compensa-
tion in cases of accounting restatements resulting from misconduct.

Although SIA generally supports H.R. 3763’s provisions for more
timely and better disclosure of corporate information, we note that
the SEC has already announced its intention to act in this area,
we believe that the best action here is to provide the SEC with the
flexibility to make the necessary judgments about the timing and
content of required disclosures.

Similarly, the bill’s provisions to improve transparency in finan-
cial statements generally overlap with the recent SEC statement to
issuers regarding certain disclosures. Since those disclosures have
just been mandated, we believe it is premature to legislate at this
time in this area.

Our written statement includes additional recommendations, Mr.
Chairman, for improving corporate disclosures. Further, special
purpose entities play a critical role in a number of important finan-
cial markets, especially in the case of securitization programs. Reg-
ulatory or legislative actions should be considered carefully in light
of the significant adverse impact upon financial markets that might
result from inappropriate restrictions on SPEs.

Finally, SIA supports the provisions directing the SEC to conduct
a study of any final SRO rules regarding conflicts of interest by eq-
uity analysts. SIA developed a set of best practices for research a
year ago that we believe have been very useful and constructive.
The NASD and the New York Stock Exchange have recently pro-
posed regulations in this area. And while we have some serious
is&ues 1With some aspects of these proposals, we support their over-
all goal.

SIA believes our system of securities regulation and corporate
disclosure is second to none. Our financial markets are envied
worldwide for their efficiency and integrity, and we now have the
opportunity to develop sensible, responsible reforms that will im-
prove the markets for everyone.

Certainly Enron has brought us a new set of challenges to ad-
dress. We look forward, Mr. Chairman, to working with you, the
SEC, and the Administration to develop a reasonable measured re-
sponse to those challenges.

Thank you very much.
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[The prepared statement of Marc E. Lackritz can be found on
page 184 in the appendix.]

Chairman OXLEY. Thank you, Mr. Lackritz.

Mr. Melancon.

STATEMENT OF BARRY C. MELANCON, PRESIDENT AND CEO,
AMERICAN INSTITUTE OF CERTIFIED PUBLIC ACCOUNTANTS

Mr. MELANCON. Thank you, Mr. Chairman. Chairman Oxley,
Ranking Member LaFalce, and Members of the committee, I am
Barry Melancon, a CPA and president and CEO of the American
Institute of Certified Public Accountants. I am here today on behalf
of the 350,000 members of the AICPA and for the almost 1,000
firms that perform audits for public registrants and 45,000 firms
that service small business throughout America.

CPAs across this country and the Members of this committee
share a common goal, to restore faith in the financial reporting sys-
tem and reassure investors that they have access to the most up-
to-date, relevant, and accurate financial information.

Our profession has a long history of dedication of maintaining
and improving the quality of financial disclosures. We require it,
investors demand it, and the strength of our financial markets de-
pends upon it. We take that responsibility very serious, and we
have zero tolerance for those who break the rules.

I would like to be clear: We support meaningful change, because
thoughtful improvements are needed. But we all should be wary of
proposals that can lead to unintended consequences. We ask that
this committee and Congress evaluate legislative proposals with an
eye to a straightforward public interest test, a test that asks four
important questions:

Will it help investors make informed investment decisions?

Vgill it enhance audit quality and the quality of financial report-
ing?

Will it increase confidence in the capital markets, our financial
reporting system, and the accounting profession?

Will it be good for America’s financial markets and economic
growth?

We support a robust private-sector regulatory body for auditors
of public companies dominated by members who are not account-
ants, with SEC oversight, and a clear charter to undertake profes-
sional discipline and quality review. A highly effective disciplinary
and quality review body will alleviate the need for individual pre-
scriptive proposals.

Audit quality is another issue that I would like to discuss today.
New and more complicated financial instruments and the speed
and complex nature of business transactions has significantly in-
creased the challenges facing auditors. The competency and experi-
ence needed to conduct today’s audit are vastly broader than they
were just even a few years ago. And those requirements will be
ever more far-reaching in years to come.

I would like to take a moment here to discuss the very real risk
that broad proposals that restrict services provided to audit clients,
whether intended or not, could lead to a profession comprised of
firms that provide narrowly defined audit services and little else.
This will have unfortunate, unintended consequences. The ripple
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effect of such action could hurt businesses of all sizes and all com-
munities. Such statutory restrictions will substitute informed and
reasoned decisionmaking by companies in their audit committees
with Government fiat.

Next, the issue of corporate governance. We should all recognize
that the financial reporting process is a complex system of checks
and balances that begins with the creation of the financial state-
ment by the company. To enhance this first step in the process, the
audit committee should also have the sole authority to approve the
company’s financial statements and require business disclosures in
the annual report and other public documents. And the audit com-
mittee should be responsible for the hiring and firing of the com-
pany’s auditor. Equally important, it should be composed of outside
directors with auditing, accounting, or financial experience.

We hope that policymakers recognize that it would be harmful to
cast a dark cloud over all services outside the statutory audit by
establishing a negative presumption that an auditor cannot be
independent if any such services are provided to an audit client
even if that presumption could be overridden by an audit commit-
tee’s affirmative action.

Mandatory rotation of audit firms has been proven to increase
the potential for fraud. The COSA study of financial statement
fraud shows that client fraud is three times more likely in the first
2 years of a client-auditor relationship. Safeguards are already in
place. All firms that conduct audits for publicly traded companies
are currently required to take the lead engagement partner off en-
gagements after 7 years for a period of at least 2 years. Finally,
I must mention that at one time Canada, Greece, Spain, and Italy
all required mandatory audit firm rotation in one form or another.
Three of those four countries subsequently dropped the require-
ment. In short, given the known risk, why follow these failed ex-
periments.

On another note, it is ludicrous to suggest that accountants are
off the liability hook. One simply has to read the newspaper today
to see that the opposite is true. The past few years have seen
record numbers of lawsuits and record settlements from accounting
firms.

And now to the reforms that the AICPA has advocated for many
years.

Chairman OXLEY. Can you sum up, Mr. Melancon.

Mr. MELANCON. Yes, sir. Reforms in our 70 year old financial
system. The current system is no longer adequate in the informa-
tion age. Efforts to modernize business reporting must be acceler-
ated.

On behalf of the CPAs around the country, I thank you for the
opportunity to present our views today and commend the com-
mittee for what we trust will be a thoughtful approach to these im-
portant and complex issues.

[The prepared statement of Barry C. Melancon can be found on
page 199 in the appendix.]
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STATEMENT OF JAMES K. GLASSMAN, RESIDENT FELLOW,
AMERICAN ENTERPRISE INSTITUTE

Mr. GLASSMAN. you, Mr. Chairman. Mr. Chairman and Members
of the committee, thank you for inviting me to testify today. My
name is James K. Glassman. I am a Resident Fellow with the
American Enterprise Institute and host of techcentralstation.com.
Since 1993, I have been writing regularly on investing for a broad
audience. I am a financial columnist for The Washington Post. My
second book, “The Secret Code of the Superior Investor,” was pub-
lished in January.

I believe that my usefulness to this committee lies in my under-
standing of what makes small investors tick and of the con-
sequences of financial policies on the economy and markets. In the
current over-heated atmosphere, H.R. 3763 is admirably level-
headed, especially in comparison with the Comprehensive Investor
Protection Act. Still, some of the bill’s provisions are troubling.
Rather than protecting investors, these provisions may harm them.

First, understand that investors do a remarkable job protecting
themselves. Investors reward good corporate citizens with higher
stock prices and they punish miscreants with lower. Recent aca-
demic research confirms this fact, as I show in my written state-
ment. Investors have their own unwritten set of rules and when
companies violate them, the retribution is swift. Investors do not
tolerate lying. In Enron’s case, as soon as it became clear that the
firm had deceived them, investors entered a verdict of guilty and
applied “capital” punishment. They didn’t wait for a trial. They
didn’t wait for an SEC investigation. Similarly, clients of Arthur
Andersen, Enron’s accounting firm, did not wait for an indictment
or a Government report. Delta Airlines, Merck & Company,
Freddie Mac, among others, fired Andersen as their auditor. In ad-
dition, of course, Enron and Andersen executives face possible
criminal penalties.

In the face of such a ferocious reaction, why is Congress consid-
ering at least 30 pieces of legislation in the Enron matter? Con-
gress has played an important role in exposing the details of the
scandal to the public and in calling the participants to account pub-
licly. This committee deserves particular praise. But much of the
legislation itself is unproductive at best.

Let me comment briefly. Auditor independence: H.R. 3763 would
bar accounting firms from providing clients with both external
audit services and financial information services or internal audit
services. The CIPA goes further. Both approaches are harmful to
investors.

First, Zoe Palmrose and Ralph Saul show in an extensive article
in the winter issue of Regulation, which I would like to enter into
the record, the issue of auditor independence has been extensively
studied with almost no empirical evidence of abuse. The theory put
forth by advocates of independence rules is that companies use the
high fees involved in contracts for non-audit services in order to
bribe accounting firms to produce deceptive audits that favor the
company. But Enron actually paid low non-audit fees relative to its
audit fees. And why should forbidding non-audit work solve the
problem? After all it is just as easy to bribe accountants, if you be-
lieve this theory, directly. Just pump up the fees for audit work.
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While evildoers lurk in the corporate world as well as outside it,
the main reason that respected companies use the same firms for
audit and non-audit is not that this combination provides some
kind of nefarious leverage, but that it makes sense economically in
an age of high technology. Forcing this highly artificial separation
will add expenses, lower profits, and inevitably lower stock prices,
and that hurts investors. It does not help them.

Increasing the complexity of accounting rules: You should under-
stand that the complex nature of American corporations means
that every loophole cannot be plugged, every possible deception and
distortion cannot be remedied with a new rule. The answer is not
more numbers and legalese, but more leeway for auditors and cor-
porate executives to explain the truth health of a company, along
with strict accountability from companies and auditors.

So what should be done? Well, I strongly agree with Section 4
of H.R. 3763, which requires officers and directors to disclose sales
of company stock to the SEC within two days after the transaction.
I would go further and say that this information should be contem-
poraneous. I also concur with blackout provisions and with stricter
laws against companies interfering with audits.

Another remedy, which is beyond the scope of this committee, is
this: Cash dividends are the clearest, most transparent evidence of
corporate profits. An investor who sees dividends increasing every
year can properly have confidence in a company. But dividends are
taxed twice and mainly as a result fewer public companies now pay
dividends ever in history. Ending double taxation of dividends
would increase pay-outs and vastly increase investor confidence.

Repealing litigation reform: Congress, in 1995, overrode Presi-
dent Clinton’s veto of the Private Securities Litigation Reform Act,
a bill that scaled back the excesses involved in often frivolous secu-
rities fraud cases brought by a small group of politically generous
plaintiffs’ lawyers. Now some in Congress have decided that these
moderate reforms were responsible for the Enron excesses. In fact,
the law does not prevent such lawsuits. Cendant, for example, set-
tled the class action lawsuit after the new law for $2.8 billion. And
its former auditor, Ernst & Young, settled another suit for $335
million. Attorneys could have sued Enron earlier and they are cer-
tainly suing Enron and its auditor, Arthur Andersen, today.

Repealing this reform would not protect shareholders. It would
hurt them by forcing their companies to make payments of tribute
and distracting executives who should be focusing on managing
their firm. Indeed, in my opinion, the bar should be raised higher
to deter more frivolous suits.

After the Enron scandal entered full public consciousness in De-
cember, the media carried stories claiming that as a result inves-
tors were losing faith in the stock market in general. Instead, while
investors have certainly become much more vigilant, to their credit
they have not responded by dumping shares across the board. In
fact, in January 2002, according to the Investment Company Insti-
tute, investors added $20 billion more to equity mutual funds than
they took out, the largest such net gain in many months.

Chairman OXLEY. If you could sum up.

Mr. GLASSMAN. Yes, sir. I do have to mention something. I was
not aware that CalPERS was going to be testifying today, but let
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me say this. For this discipline that I have talked about, the dis-
cipline involved with investors enacting retribution against Enron
and other firms, for it to work, investors must act responsibly. Un-
fortunately, that is not always the case. The New York Times re-
ported on February 5th that while the large California Public Pen-
sion Fund, CalPERS, was alerted to the abuses at Enron, in De-
cember 2000, 9 months before the company started to announce to
write-offs, was alerted to these abuses, executives “did not confront
Enron’s board,” or “publicize its concerns.” Instead it continued to
profit from dubious partnerships like Jedi.

Instead of concocting new laws, this committee should use its
bully pulpit to exhort accountants, corporations, and pension funds
to act responsibly. Finally, in times of scandal, emotions run high.
And the urge to rush in with legislative remedies is understand-
able, but it should be resisted. Parts of H.R. 3763 are admirable,
but market discipline and current criminal and civil laws provide
powerful remedies and protections against another Enron already.

Thank you, Mr. Chairman and Members of the committee.

[The prepared statement of James K. Glassman can be found on
page 183 in the appendix.]

Chairman OXLEY. Thank you, Mr. Glassman.

Mr. White.

STATEMENT OF TED WHITE, DIRECTOR OF CORPORATE GOV-
ERNANCE, CALIFORNIA PUBLIC EMPLOYEES’ RETIREMENT
SYSTEM

Mr. WHITE. Thank you. Chairman Oxley, Ranking Member La-
Falce, and distinguished Members of the committee, I am Ted
White. I am the Director of Corporate Governance for the Cali-
fornia Public Employees’ Retirement System or CalPERS. On be-
half of the CalPERS’ board and myself, I would like to thank you
for the opportunity to testify today regarding issues that are of
such importance to our capital markets.

CalPERS is the largest public pension system in the world, with
approximately $155 billion in assets. We represent over 1.2 million
members. Over $67 billion of our assets are invested in the U.S.
stock market alone.

CalPERS has long been a vocal, leading advocate for effective
corporate governance. We strongly believe that as owners of the
companies we invest in, shareholders have a right and a duty to
attempt to hold management and boards of directors accountable
for their performance. The concepts of accountability and trans-
parency have long been recognized as the cornerstones of a success-
ful corporate governance model. Unfortunately, the events of the
last few months have demonstrated all too clearly that basic ethics,
something that we may have all taken for granted, must also be
a concern for today’s investors.

With this background, I would like to focus on two key legislative
issues, auditor independence and audit industry oversight and sev-
eral regulatory matters.

CalPERS was pleased to see both Chairman Oxley’s bill and
Ranking Member LaFalce’s bill include provisions on these impor-
tant topics. Thank you both for recognizing the need for Congress
to address these issues.
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On the issue of auditor independence, CalPERS believes there is
currently a crisis of confidence with the accounting industry. The
independence of the auditor must be beyond reproach. Investors
must be able to trust when an auditor says the books are accurate,
then they are accurate. The Enron/Andersen situation, as well as
many others, have prompted this erosion in investor confidence due
in large part to the very obvious conflicts that exist when an audi-
tor is simultaneously receiving fees for non-audit work. How can
investors trust the discretion that is inherent in audit work while
the auditor may be influenced by the desire to keep a well-paying
client happy.

We understand that there is much debate over when to draw the
line between audit and non-audit services. As one investor,
CalPERS believes that there should be a bright line ban on exter-
nal auditors providing consulting work or internal audit services to
audit clients. A firm should be an auditor or a consultant, but
never the same for the same client.

CalPERS is also advocating a system of mandatory auditor rota-
tion of company external auditors. We have suggested a 5 to 7-year
limit. Although we recognize there is a cost inherent in this pro-
posal, we believe the cost is far outweighed by the benefits, benefits
that can bring a fresh perspective and renewed investor confidence
in the industry.

I would note for your reference that CalPERS is mandatorily re-
quired to rotate its auditor every 5 years. And while this is not
easy for a financial institution of our size and complexity, we do
it nonetheless.

Turning to the oversight of the accounting industry, we again ap-
plaud the efforts of this committee, SEC Chairman Pitt, and Presi-
dent Bush for identifying the need to strengthen the oversight of
auditors and accountants. We believe it is time to update the over-
sight of this industry.

To achieve a goal of rebuilding the market’s confidence, we must
create an effective oversight body. To be effective, we believe that
the oversight body should be created with the following principles
in mind. It must represent the interests of end-users. The gov-
erning body should be dominated by independent public members.
It should have a stable and independent funding source. It should
have the power to effectively oversee the industry, which means
conduct investigations and discipline. And it must have standard
setting capability. We also believe that while the SEC should over-
see this new entity, the creation, its charter, and its scope of au-
thority at a minimum must be established by Congress.

We recognize that the current forms of the Oxley bill, as well as
the LaFalce bill, contains several elements that are consistent with
CalPERS existing reform package and we appreciate that you are
addressing these issues. For example, requirements on auditor
independence, mandatory auditor rotation, revolving door provi-
sions, requirements that the auditor be hired by the auditor com-
mittee, provisions related to director independence, and the cre-
ation of the oversight body with a secure funding service, investiga-
tive and disciplinary power, and the ability to set standards.

Finally, CalPERS would like to express our strong desire that
pay parity for the SEC staff be fully funded by Congress this year.
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In conclusion, CalPERS is pleased that the Members of this com-
mittee are taking such a thoughtful and constructive approach to
addressing the financial reporting issues stemming from the Enron
collapse. We believe Congress must play an important role in help-
ing restore investor confidence by improving auditor independence,
enhancing accounting industry oversight, providing regulators with
the power and resources to effectively regulate the industries, and
encourage interested market participants to assist them when prac-
tical.

Thank you. And I would be pleased to answer any questions.

[The prepared statement of Ted White can be found on page 226
in the appendix.]

Chairman OXLEY. Thank you, Mr. White and thanks to all of our
panel.

Let me begin by asking Mr. Lackritz, and this was also men-
tioned by Mr. Glassman, there have been media reports and
sources from the trial bar that the Securities Litigation Reform Act
of 1995 has reduced the number of shareholders’ suits or the aver-
age settlement amount. Would you care to comment on the num-
bers as they are reflected today after passage of that Act?

Mr. LACKRITZ. Yes, I would be happy to, Mr. Chairman. In fact,
the number of lawsuits that have been filed in the 4 years since
the Act became effective have actually gone up, and gone up pro-
portionately, to the number of suits that were filed actually before
the Act was passed. And in addition the average settlement
amount has actually gone up, so that indicates that the quality of
the lawsuits that have been filed have probably improved signifi-
cantly. And the purpose of the Act, which is to deter abusive prac-
tices by lawyers that didn’t have any clients, is being served quite
well. And I think that the examples that Jim Glassman cited are
further evidence that the law is actually working very much as it
was intended to work.

Chairman OXLEY. Thank you. Mr. Glassman, you had indicated
even that you would have perhaps gone further in the pursuit of
limiting those frivolous lawsuits. Is that correct?

Mr. GLASSMAN. Yes, sir. I think that when you talk to people in
Silicon Valley today, these lawsuits, the threat of these lawsuits is
hanging over their heads. The notion that just because the stock
price has declined, somebody did something wrong, which by the
way is the wrong signal always to send to investors, they have to
understand that stock prices do decline and they need to protect
themselves against that, I think in part has put a chill on that in-
dustry and distracted many of its executives. And it is not a good
thing. But certainly when companies like Cendant do the things
that Cendant has done, they ought to be punished for it in the
courts and perhaps in criminal activities.

Chairman OXLEY. I thought your comments were most appro-
priate. And I am speaking now to Mr. Glassman, particularly in
view of Chairman Greenspan’s comments that the markets have a
remarkable way of making corrections, punishing wrongdoers and
the like. One of the biggest fears that I have frankly, and it was
expressed by you and Mr. Melancon, at least obliquely, is what
would be worst, doing nothing, that is the Congress, or overre-
acting and passing overly restrictive legislation? I obviously know
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your answer, Mr. Glassman. Let me ask Mr. Melancon what his
perception of that is?

Mr. MELANCON. Mr. Chairman, I would certainly agree with you
that in effect Congress has done something through its bully pulpit,
through these hearings, and a whole host of others that have
caused changes to occur, due diligence to occur, a greater aware-
ness by everybody involved in the process. And that is a positive
thing and that is an indication, as Mr. Glassman has said, of the
marketplace’s unique capabilities in our economy to be responsive.

With that as a basis, if you are asking me specifically on would
it be better to have far-reaching unintended consequences through
legislation or no legislation, I think our economy would be better
served because it has responded to your activities and others with
the more restrained approach because the unintended con-
sequences could be extraordinarily negative.

Chairman OXLEY. One of the things you learn after being around
here awhile is that sometimes laws are forever, or at least seem-
ingly so. It took us 70 years to repeal Glass-Steagle and some of
us have the wounds to prove it. That is, when the Congress enacts
even bad legislation, it tends to take us a long time for it to correct.
And clearly the intent of our legislation was to provide a broad
framework for corrective action, but essentially to allow the regu-
lators and to allow the market to work this out.

Mr. Greenspan even indicated that he thought, even at this early
going, that 50 percent of the problems inherent with the Enron de-
bacle have already been dealt with. And in my discussions with
CEOs from various industries, it also leads me to think that that
is happening. Clearly, the actions taken by a number of boards re-
cently regarding Andersen, by Andersen hiring Paul Volcker, by
Volcker’s announcement just recently, all would indicate that there
is a heightened awareness of corporate responsibility. There is
heightened awareness of auditor independence and their need to
provide an accurate and fair audit.

And there is indeed, obviously, the need with the changes taking
place in technology for virtually instantaneous information to be
placed before the investing public. Mr. Glassman, for example,
thought 2 days was perhaps too slow, that it ought to be instanta-
neous, maybe we ought to look at that. Maybe there are some other
issues that can be brought up. But, I have to say the more I discuss
these issues with people in the private sector, the more I am con-
vinced that we have to tread very carefully in this arena.

I thank you, and my time is just about up. Let me recognize my
good friend from New York, Mr. LaFalce.

Mr. LAFALCE. Thank you, Mr. Chairman. And of course we must
always act deliberately and carefully, but we must act. And we
must not act with timidity. And we must act in the public interest
as opposed to listening primarily to the voices of the private special
}ntelrests. Discerning the difference between the two is often dif-
icult.

I am struck by a number of comments that have been made. Mr.
Lackritz praised the 1995, 1998 legislation, saying that number
one, lawsuits have gone up. Number two, settlement dollar
amounts have gone up. Number three, the quality of the lawsuit
has gone up. And that the intention of the Congress has worked.
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I didn’t know that the intention of the Congress was to increase the
number of lawsuits, increase the settlements. Some people said it
was indeed to the contrary. Some people who authored the legisla-
tion of 1995, 1998 may actually have wanted to see the number of
lawsuits gone down, may have actually wanted to see the settle-
ment figures go down. But that is I supposed historical perspective.

There has also been quite a bit of talk too about the markets will
punish the wrongdoers. The markets will make corrections. Well,
there is a certain amount of truth in that. But to what extent will
the markets, number one, obtain redress for the victims of wrong-
doing. And, number two, to what extent will the working of the
marketplace in and of itself prevent future difficulties, future earn-
ings manipulations?

That is where I think that you do need—in order to make the
market work, you do need a good system of laws and a good system
of regulation. That is the whole concept of law and regulation, to
make the market work. We have a good public capital market, the
public can invest on it. But I don’t think we can rely on the concept
of buyer beware, which is if I were to summarize Mr. Glassman’s
testimony in two words, which would be very unfair, Mr. Glass-
man, because you were thousands of times more nuanced than
that, but basically it sounds to me as if you are saying, “Let the
buyer beware.” And we have to go beyond that. Now how far be-
yond that, we need to discuss and debate.

Clearly, the accounting industry has come in with its own pro-
posals. Clearly, there have been countless recommendations from
corporate America for corporate governance changes. Clearly, the
securities industry, the regulator, the NASD, has come in with
some changes. They are good as far as they go. Other major securi-
ties firms have gone even further, and maybe that is the best prac-
tice and maybe we should codify the best practice. This is what we
certainly need to debate.

But I don’t think it is good to just put our head in the sand and
say the marketplace is going to take care of it and to warn us all
about overreacting. I have not seen too many individuals so far
who have been overreacting. And I don’t think when the comp-
troller for the State of New York, for example, calls for mandatory
rotation, when the former controller of the city of New York calls
for mandatory rotation, when one of the former chairmen, at least
one, of the SEC calls for that concept, that is something that
should be considered seriously. When the Chairman of the Capital
Markets Subcommittee does not call for mandatory rotation, but
calls for at least a consideration of the concept of the exchanges
being responsible for the determination of the auditors, that is
something that merits very, very serious consideration.

And I look forward to working with the Chairman, maybe his
idea is better. It ought to be on the table. When CalPERS can ro-
tate its auditors every 5 years, that shows it can be done. When
companies fire one auditor and hire another, as they have been
doing the past several weeks, it shows it can be done. And it is
done hopefully to improve things. It is done for a whole slew of rea-
sons even though they may have been satisfied with the auditing,
they think it is necessary to restore investor confidence, which is
a good value in and of itself too that should be weighed along with



19

whatever learning difficulties there might be. So if we have prob-
lems, learning difficulties, whether it is a new Congressman,
whether it is a new chief of staff, and so forth, that goes with the
territory, but it should not create a paralysis on our part.

I thank the Chair.

Chairman OXLEY. The gentleman’s time has expired.

The gentleman from Louisiana, Mr. Baker.

Mr. BAKER. Thank you, Mr. Chairman.

Mr. White, in reviewing your testimony, I found it very helpful
in this sense, that you obviously manage a system that is finan-
cially significant, with a significant responsibility for a large num-
ber of people’s retirement futures. In your remarks you talk about
the adequacy of the audit committee construction and point out
that having only one member possess financial literacy skills is not
sufficient. I agree with you and think that the provision in the un-
derlying legislation that allows for public members to be part of the
regulatory body is an advisable thing, but only if we can assure
that the appointment of these individuals to this incredibly impor-
tant responsibility have financial literacy as an asset. I think it
goes beyond the ability just to read the financial statement itself.
I think it creates an environment where there is much more likely
to be independence in making judgments because you then under-
stand what the facts are saying.

And that really gets to one of the principal concerns I have about
whatever system we adopt, to what extent is there assurance that
when the auditor is within the structure, doing the work that is re-
quired at the direction of the audit committee, the audit team has
to engage with management to understand what is going on almost
always. Based on Mr. Melancon’s comment that fraud is most likely
to occur when an auditor is new to the business structure.

At the same time, I don’t know on how many occasions that the
audit team is asked by the audit committee has management asked
you to modify, alter, change, in any way indicate that the financial
report you are presenting to us was inaccurate and have a respon-
sibility for that auditor to disclose what relationships may have oc-
curred with management beyond the normal due diligence required
to prepare the financials?

Is that a customary practice in your view?

Mr. WHITE. That is a good question. First, your opening com-
ments about the applicability of how we feel about the role of the
audit committee and the expertise there and the expertise needed
on the oversight body I think are excellent points. What we would
stress on the oversight body is that the independence of those
members is of extreme importance, along side with their expertise
and that they will obviously hire audit staff that would carry out
{she feviews and you would need a greater level of expertise at that
evel.

Your question about the role of the audit committee, it would be
our strong desire that chairmen of audit committees and audit
committee members would hold the audit firm’s feet to the fire on
exactly those issues. I have no statistics to represent to you how
often that happens. In my conversations with audit committees and
audit committee chairmen, I think it is a mixed bag of how well
they fill that role. One of the things that we have learned out of
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this is we are going to put additional pressure on audit committees
to do exactly the types of things that you mentioned right there.
It is one of the reasons that we want the audit committee to have
the absolute responsibility to hire and fire the auditors and to ap-
prove any non-audit services, whether there be a ban or come from
another angle.

Mr. BAKER. Thank you. Mr. Glassman, I always respect your de-
fense of free enterprise and generally are right there with you on
most of these observations. One point that I think needs to be
made in the current environment though is that short-term earn-
ings pressures on corporate management are enormous. And if you
don’t beat the street numbers by a little, something is wrong. And
if you invest for the long-term profitability of a corporation’s life at
the expense of the short-term quarterly report, you enter that cat-
egory called fired.

I think we need to incentivize in some method a way for manage-
ment to look to the long term, not to the short-term quarterly re-
port. One of the ideas was to indicate where a no-cost option is ex-
ercised by an executive and through manipulations of reports helps
to bump the stock price up, either by whisper numbers or whatever
is out there that can be done accordingly. And subsequent, in some
time period, 3, 4, 5, 6 months, there is a restatement of earnings.
Today, the individual profits greatly while the shareholders take
the hit for that write-down of value.

Is there any kind of scenario, if it is a no-cost option, give back
of profits in that environment, is there anything we can do to lock
down and incentivize executives to return to the old fashioned way
of making product?

Mr. GLASSMAN. I agree that that is a big problem. And I know
that Chairman Greenspan said the same thing. I believe, and I say
this in my written testimony, that one step that can be taken is,
in fact, to expense options immediately, the majority of options. I
know that is a controversial issue. I know that there are especially
technology companies that say this would be terrible for them. I
don’t believe that. I understand their concerns. But I think that
would go a long way toward addressing exactly what you are talk-
ing about. In other words, there is no reason why there should not
be a level playing field between options and cash compensation so
that companies are making economic decisions about how com-
pensation should be awarded to executives. And I think that that
is a step that I would take.

Chairman OXLEY. The gentleman’s time has expired.

The gentleman from Vermont, Mr. Sanders.

Mr. SANDERS. Thank you, Mr. Chairman. The issue that we are
discussing is really not very complicated. And the issue is if some-
body invests in the stock market or Mr. White helps invest billions
and billions of dollars representing workers in the stock market, do
they have a right to know that the financial reports that they are
reading, talking about the conditions of the company are accurate
and who is going to help us determine that. That is the issue.

I think the evidence is pretty clear that we cannot simply trust
the industry or the accountants under the present scenario to pro-
vide us with that information.
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I would like to ask Mr. Melancon a question. Mr. Melancon,
while the AICPA has the power to discipline auditing firms and
their employees for ethical and legal infractions, my understanding
or my observation is that it does not seem to be doing that job.
Now I read a little while ago 10 instances of where the top five au-
diting firms screwed up. Can you tell me the kind of punishment
that your organization levied on any of them? You said in your re-
port, as I understand it, we have zero tolerance for those who
break the rules. Now tell the American people exactly how you
have sanctioned Arthur Andersen and the other companies for re-
peated violations of the rules, and, in fact, in situations where they
were sued for huge sums of money and, in fact, even fined by the
SEC. Now tell us what the self-governing regulatory body did in
terms of sanctions to those companies?

Mr. MELANCON. Congressman, we discipline hundreds of CPAs
each year. In addition to that, I think as you talk about moving to
different types of bodies, there are obviously issues of individual
due process rights that come into play. And clearly we have sup-
ported an enhancement to the disciplinary process that has been
talked about because there are some weaknesses in private sector
bodies being able to discipline primarily concerns in the liability
areas, and so forth.

However——

Mr. SANDERS. Excuse me, Mr. Melancon, may I ask you this. In
the last 25 years, has your public oversight board once sanctioned
a major accounting firm, one time in the last 25 years?

Mr. MELANCON. The public oversight board oversees peer re-
views. There have been firms in the top 20 firms in this country
that have gotten modified reports, yes.

Mr. SANDERS. In the top five?

Mr. MELANCON. The firms in the top five have had

Mr. SANDERS. Who account for a huge amount of the volume.

Mr. MELANCON. There have been individuals that have been
sanctioned in the Big Five, yes, sir.

Mr. SANDERS. In the last 25 years?

Mr. MELANCON. Yes, sir.

Mr. SANDERS. Can you tell me who they are?

Mr. MELANCON. I cannot tell you who they are right now. We
will be glad to provide you that information.

Mr. SANDERS. My understanding, and I stand to be corrected, is
that, in fact, in the last 25 years of existence your supposed regu-
latory board has never once sanctioned a major accounting firm.

Mr. MELANCON. There has been disciplinary action against mem-
bers of the Big Five absolutely in that 25-year period. And in addi-
tion to that, Congressman, we have a system that——

Mr. SANDERS. Can you describe what—my understanding of that
may mean retraining of auditors. Fines? How much have they been
fined?

Mr. MELANCON. We do not have the power to fine, Congressman.

Mr. SANDERS. You don’t have the power. What do you do, do you
re-train? Do you slap them on the wrist? Do you give them a talk-
ing to? What do you do?

Mr. MELANCON. We publicly, in an egregious situation, they are
publicly dismissed from the AICPA, which would——
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Mr. SANDERS. Any of the Big Five publicly dismissed from the
AICPA?

Mr. MELANCON. Individual members have been, yes, sir.

Mr. SANDERS. Top members? Mr. Chairman, I would say——

Mr. MELANCON. Partners have, yes.

Mr. SANDERS. Mr. Chairman, I would say that here is a situa-
tion, some people talk let the industry regulate itself. You don’t
need Government to play a role to protect investors or pension
funds. I would give an example, I would just simply say that the
record is fairly clear that the self-established regulatory group, the
AICPA, has not done the job that is necessary. And in fact, wheth-
er we like it or not, the Government is going to have to play a
much stronger role to protect American investors.

I yield back, Mr. Chairman.

Chairman OXLEY. The gentleman yields back.

The gentlelady from New Jersey, Mrs. Roukema.

Mrs. ROUKEMA. Thank you, Mr. Chairman. I, unfortunately, did
not hear all your testimony, but I have reviewed some of it. And
I do have a question for Mr. Lackritz. If I understand his testi-
mony, I believe he said, “We believe that as part of the effort to
improve disclosure, it would be beneficial to look at the earnings
estimates that firms release.”

Could you elaborate a little bit more and with more specificity
with g‘espect to how this proposed legislation would deal with that
issue?

Mr. LACKRITZ. Sure, I would be happy to. The issue here is how
to improve the quality of the information in the marketplace. And
while the legislation for example would accelerate reporting re-
quirements that are necessary under SEC regulation, the really
relevant and important reporting comes with the earnings releases
that happen about 21 days after the end of the quarter, not state-
ments to regulators. What we were suggesting was that there
might be a means of suggesting a best practices for releasing earn-
ings estimates into the marketplace that would provide a common
set of practices for firms to follow in addition to the regulatory re-
quirements.

Mrs. ROUKEMA. Well, does this legislation adequately deal with
that subject or how would you suggest that we would refine it and
close any potential loophole there?

Mr. LACKRITZ. We were suggesting that it might go further than
it did and that is why the suggestion was in there.

Mrs. ROUKEMA. Well, if you have anything more that you would
contribute with a specific proposal as to how we would do that, I
would be more than happy to accommodate you and work with you.

Mr. LACKRITZ. Great.

Mrs. ROUKEMA. In defining that. And I must say that I do look
to the SEC for leadership here.

I thank the Chairman.

Chairman OXLEY. The gentlelady’s time has expired.

The gentleman from Washington, Mr. Inslee.

Mr. INSLEE. Thank you, Mr. Chair. From my neck of the woods,
the CPAs are people of integrity and the people I know have acted
very professional. And yet since the Enron collapse, when I have
been thinking about how the accounting industry is structured,
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where you essentially have one team paying the referee and the
referee being able to go to work for one of the teams afterwards at
a good salary, and the referee being sort of working in tandem with
just one team like the Harlem Globetrotters for 30 years, it is real-
ly amazing to me that we have done as well as we can. So this has
been a real eye-opener for me in the Enron situation.

And one thing I think that many of us are considering are how
to gain the independence that we need from auditors while not
having unnecessary dysfunctions in their services, and that is what
I think all of us are looking for.

Mr. Melancon, I was really struck by your testimony. I read your
testimony. I don’t know if you said this verbally, but you had some-
thing that really caught my eye. You said that, “Lower paid, less
skilled accountants may staff audit-only firms, harming the ability
of lead audit partners to go toe to toe with the modern corporate
financial executive.”

And the reason it struck me is that what I think you posited
there is that we need auditors who can go toe to toe with their cli-
ents, if you will, which is a difficult thing to do when the client is
paying you to go toe to toe with the client. But we need, because
we are unwilling to have the market pay for the auditing services,
we are all sort of agreed that we are going to continue the situation
where the client pays the service, and that has obvious huge prob-
lems for an auditor to go toe to toe with the guy who is paying him.
And it seems to me we need to look for ways to reduce the disin-
clination to go toe to toe like that.

Now in your testimony you told us that some auditing firms now
have rules about rotation of lead auditors internally, that that is
a rule. And I assume if you rotate a lead auditor, you would have
the same difficulty of getting up the knowledge bank as you would
if we imposed this rotational requirement. I just wondered should
we look at those differently somehow, if internally companies im-
pose the rotational requirement for their lead auditors, it is a much
greater problem to have a rotational requirement for the firm itself.
And don’t exactly the same reasons to impose a rotational require-
ment for lead auditor, shouldn’t those same reasons exist for a firm
in itself?

Mr. MELANCON. Congressman, the requirement for rotating a
lead auditor is a profession-wide requirement. It is not a company
requirement. It is, in fact, a requirement that we have put on the
profession.

And on your sort of dilemma issue that you raised, that is why
the audit committee is particularly important in the process, be-
cause the audit committee is the buffer if you will in that environ-
ment that you described in the pay.

When you look at an audit engagement, there is a team of peo-
ple, these are multi-national companies in large part today, there
are literally hundreds and hundreds of people involved in learning
curves and understanding the business complexities. To rotate that
whole team of people actually creates a greater risk from an audit
quality perspective. The fact of the matter is is that by changing
the lead partner, which is a requirement again as I said of the
firm, of the profession, we are trying to have, and through standard
setting in the past, have tried to set up a system that approaches
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the appropriate balance. And that is really—and you sort of de-
scribed it and captured that very well, it is the appropriate balance
in all of these issues. And so the system that we have in place is
we try to extract the best of knowledge of the enterprise, knowl-
edge of the details, so that the quality of auditing is good, with re-
quirements to take some different look from a lead audit perspec-
tive.

We also have a series of requirements if, in fact, someone goes
to work for an engagement that requires the audit—for a client
that the auditor take certain steps.

So it really is all about balance, Congressman.

Mr. INSLEE. So what do you think of this analogy of the referee
situation. I think it would be unhealthy if NBA