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Since December 2, 2001 the accounting industry has been in turmoil. Stories of 
suspect accounting practices and the largest bankruptcy in the history of our economy 
have caused a loss of investor confidence in the securities markets and shaken the 
core of the industry. The aftershocks have wounded the "Big Five" and brought stricter 
accounting measures into many levels of corporate America. Repercussions have 
already led to drastic changes in the accounting industry. In order to examine the 
ramifications on the industry, we must first understand the causes. 

Beginnings  

The accounting industry began with a laissez-faire regulatory structure. The Securities 
and Exchange Commission (SEC), since its inception with the Securities Act of 1933, 
has left the role of establishing auditing standards to the accounting profession. Over 
the years, the AICPA has evolved to create the standards that govern the industry. Due 
to measures such as peer review and public oversight boards, it was assumed that the 
system worked. Currently, the framework of self-regulation is nearly 25 years old, and 
critics believe it needs changing. 

The Great Repair 

The issue of overhauling the industry regulations has been addressed by both Houses 
of Congress and the White House. On July 30, 2002, President Bush signed into law 
the Accounting Industry Reform Act that had been pushed through Congress in order to 
enact a bill before the August recess. The law creates harsh new penalties for 
corporate fraud with terms of up to 20 years imprisonment if convicted for destroying or 
altering documents. The company directors will now be held responsible for validity of 
the financial reports. CEOs and CFOs can face prison terms of 10 to 20 years and fines 
of $1 to $5 million if they certify false company financial reports. It also increases 
penalties for wire fraud and prevents payment to executives involved in any corporate 
impropriety. The executive also faces a prohibition against receiving personal loans 
from companies, such as in the WorldCom debacle. Finally, the executives that violate 
securities laws can no longer use bankruptcy protection to avoid paying defrauded 
investors and victims when a judgment is rendered. 

To uphold executive accountability, a five-member board has been created in the 
private sector. The board will be comprised of two accountants and three others who 
must never have been an accountant, and all will be appointed by the SEC in 
consultation with the Federal Reserve Board and the Treasury Department. The SEC 
would have subpoena authority as well as disciplinary powers, such as the ability to 
ban corporate law-breakers from serving as officers or directors of any public company. 
To accomplish these goals, an additional $300 million will go to the SEC to hire 
approximately 200 auditors and investigators as well as the fees paid by publicly traded 
companies. 
The Accounting Industry Reform Act restricts the ability of accounting firms to provide 
non-auditing services, such as consultation and legal services, to their audit clients. 
Also, it imposes new rules on financial analysts to prevent a similar conflict of interest. 
The House had passed the measure with a vote of 423-3 and the Senate approved it 
99-0. President George W. Bush applauded the law, saying, "Today I sign the most far-
reaching reforms of American business practices since the time of Franklin Delano 
Roosevelt." 

Impact on the Profession 



Impact on the Profession 

The events of the last eight months have shown us the fragility of our economic 
structure, but they have also given us the opportunity to learn from past mistakes. With 
accounting and legal exposure rising to epidemic proportion, it is a professional 
obligation to both a client and oneself to comprehend all that will arise. 

The current market is still reeling from corporate misdeeds and accounting malpractice. 
With investor confidence down and accounting liability on the rise, knowledge and 
integrity are going to play an integral role in survival. As knowledge is key, we can learn 
from the mistakes of others. 

Adelphia Communications Corp. 

The SEC is currently investigating the cable television provider’s financial records. It 
was revealed in March that the Rigas family (owner, founder) engaged in off-the-books 
borrowing to use an estimated $3.1 billion in company assets to invest in personal 
items, including a golf course. John J. Rigas and his two sons have been arrested on a 
variety of charges, including the RICO act and could face 100 years each if found 
guilty. 

Arthur Andersen LLP 

The 89-year old accounting firm was found guilty in June 2002 on charges of 
obstruction of justice for destroying Enron documents. It was also the auditor involved 
in Worldcom, Qwest, and Global Crossing accounting scandals. Andersen’s Boston 
office, which had more than 800 employees before the news of the scandals broke, 
now employs less than 100 and is expected to shut its doors within weeks. 

Enron 

Enron filed for Chapter 11 bankruptcy on December 2, 2001, due to overstated 
earnings from money transfers involving special purpose entities that were created to 
allow Enron to show artificially inflated net income. According to Mark Cheffers of 
Director Malpractice.com, "Taken together with other financial manipulations these 
SPEs created a circumstance where it is now questionable whether Enron had any real 
net income from 1997 and forward." Due to the accounting impropriety, thousands of 
investors and employees with 401(k) plans lost their life savings. 

Global Crossing 

The bankrupt telecommunications giant, which filed for bankruptcy in January of this 
year due to alleged accounting malpractice, currently face two federal probes into their 
finances. They allegedly exchanged network capacity with other firms to inflate 
revenue. It is scheduled to auction off certain assets on July 31, 2002. 

Halliburton 

The SEC is investigating the oil services company’s accounting policies. Vice President 
Dick Cheney was the CEO from 1995 to 2000. It faces at least 10 securities fraud 
lawsuits. 

ImClone Systems, Inc.  

Sam Waksal (former CEO) was arrested June 12 on charges of insider trading and 
perjury. It is suspected that Waksal informed family and friends to sell due to an FDA 



perjury. It is suspected that Waksal informed family and friends to sell due to an FDA 
refusal to consider its application for Erbitux, a new cancer drug. The SEC is expected 
to take civil action for alleged improper disclosure of information about Erbitux. 

Martha Stewart Living Omnimedia 

Martha Stewart is currently being investigated for alleged insider dealings by selling 
nearly 4,000 ImClone shares one day before the FDA announcement that it would not 
consider the application for Erbitux. CEO Sam Waksal was a close friend of Stewart 
and telephone records indicate that they had spoken to each other that same day. 
Waksal also attempt to unload his 72,000 shares after his daughter sold hers for $2.5 
million. 

Merck & Co., Inc. 

Merck overstated its earnings by more than $12.4 billion due to the Medco pharmacy-
benefits unit. The Medco unit manages pharmacy-benefit programs for employers and 
health insurers and included as part of its revenue the co-payments collected by 
pharmacies from patients, even though Medco does not receive those funds. These 
nonexistent co-payments represented nearly 10 percent of Merck’s overall reported 
revenue during this period. 

Rite Aid Corp.  

Four top Rite Aid executives were indicted on charges of inflating earnings to boost 
stock price. Three of these executives also falsified contracts to give themselves 
millions in extra severance pay, and two are accused of perjury and witness tampering. 
The CEO, Martin L. Grass, allegedly moved $2.6 million in company funds to a real 
estate business that he owned. 

Tyco International Ltd. 

Dennis Kozlowski (former CEO) is currently under investigation for using corporate 
funds to buy personal items, including art and a house. He also allegedly had empty 
crates shipped to the corporate warehouse in New Hampshire in order to avoid paying 
$1 million in sales tax on $13.1 million in art that currently resides at his Manhattan 
apartment. 

Qwest Communications Inc. 

Qwest is being investigated in relation to network capacity swaps with companies such 
as Global Crossing. It has admitted to accounting improprieties and $1.16 billion in 
improper revenue, which it is currently restating. According to Dick Notebaert, chairman 
and CEO, "Accounting errors were made. They will be corrected." 

Xerox 

Xerox announced in June that it would restate up to $2 billion in revenues over a five-
year period due to improper accounting. This is in response to pressure from the SEC, 
which said Xerox had inflated results and defrauded investors. 

WorldCom Inc.  

The telecommunications giant had overstated its earning by more than $3.8 billion in 
just five quarters — the largest case of accounting fraud ever. 



just five quarters — the largest case of accounting fraud ever. 

Civil charges have been filed by the SEC, and its co-founder and CEO Bernard J. 
Ebbers resigned with an investigation continuing on both his involvement in cooking the 
books and the $366 million in personal loans that he received from the company. 
WorldCom, which is the second largest long distance company, filed for Chapter 11 
bankruptcy protection on July 22, 2002. 

The result of these scandals remain to be played out in criminal trials, bankruptcy 
proceedings and civil law suits. Whatever the outcomes, Donovan Hatem LLP will 
continue to keep abreast of liability and risk management issues created by the 
sweeping industry changes. 
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