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the later 1980s:% and the financial collapses of companies such as Enron.
WorldCom. Adelphia. HealthSouth, Tyco. and Parmalat at the twrn of the
century. There are three fuctors the three scandals have in common: (1)
there were alleged and established acts of fraud: (2) there were lawyers
involved in the structure of these businesses, the content of their financial
reporis and securities offerings, and in the overall corporate governance of
these companies: and (3) the lawyers involved felt sufficiently comfortable
10 continue their roles as counsel throughout what have been revealed o be
fairly novice schemes o defraud. and remained mute right through the col-
lupses of their clients.

There is a fourth factor common 10 the three great financial collapses:
intense and extensive regulation followed.* With cach densely lavered set
of new laws, regulations and coditied ethical standards, there was a
ravenesque pledee ot “never more.” The goal of the new laws, regulations,
and ethics code sections was to prevent future debacles. The pattern does
not hold much promise. The repairs are to the overall structure of markets
and the structure of hoards and corporations and all the statutes, regulations,
and rules governing these systems and institutions. However, in each of the
post-scandal reform modes, the very basic notion of individual reform is
ignored. That individual reform means a recommitment (o absolute values.
integrity. and ethics beyond codes and rules of professional responsibility.

In licu of the complex and often contradictory layvers of codified ethics
and statutory and regulatory standards. this paper proposes a return to virtue
ethics as a means of creating a simpler and ¢leaner guide for the conduct of
both luwyers and business executives as they perform their roles and duties
in the governance of the corporation. In short, individual ethical standards
and strength are the factors upon which we are ultimately dependent, no

3. For background on Michael Milken, Tvan Boesky und junk honds. see Thomas AL Smith.
Iestinngions cnd Enproprenears in American Corporate Finanee, 85 Calo T Revo | (1097 and
James B. Swewant, Den of Thivves (Simon & Schuster 1991)

4. The reforms from the Boeshy/Milken era included the frsider Trading Sanctions Aci. 15
S0 8 78u-lan (20000, which made it possible Tor the govermmnent w recover as a penalty three
tintes the amount of profit made or loss avoided front the inside deal. Alse. there was the fasider
Trading and Secririties Fraud Enforcement Act 15 USCALS T80 tWest 2002 that upped the
penalties for insider trading to 10 vears and $1.000.000. "The savings and loan collapse reforms
dre largety found in the Pinanciafl instiations Refors, Recovery and Enforcement Act of 1989, 12
LS00 § I8 Pub, Lo 101273, 103 Stat 183 tAug. 9, 1989y, which required new minimom
capital requirements for leans, sonkething that had o chilling etfect on junk bonds. Presently. the
retormis for this era’s scandal include the Serbanes-Oxlev Act of 2002, Pub. L. Na. 107204, 116
Stat. 745 (July 3L 2002, as well as changes in both the accounting and legal professions regard-
ing cthical standards. For example. Congress ereated federal oversight of the accouming profes-
sion throngh the ereation of the Public Company Accounting Oversight Bourd (PCAOB). See
gemerally PCAQB, chor Mission. htip:/www . peaobus.org (20031, Sarbanes-Oxley all bt patied
the accounting profession’s ethical standards on conflicts of interest with detailed sttutory defini-
tions an what constitutes a conflict in ternis of consulung work performed by the compuny’s
cxternal auditor. The final rule can be tound at Fiuad Rele: Revision of the Connnission s Aiditor
Independence Requirements, hitpdhaeww see.gov/rules/final/33-7919 hun (SEC Feb, 5020010,
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stages, the codified ethical standards and legal prohibitions are inapplicable.
Virtue is required and courage of convictions demanded.

A, The Enron Complexity®

Enron began as a stunning force in both the energy and broadband
markets. Prior to its collapse in 2001, Enron held twenty-five percent ot all
of the world’s energy trading contracts.” Tts aggressive trading practices
brought the company national attention and, at least in the initial years, high
earnings. However, it became impossible for the company to sustain the
initial double-digit growth in which it had basked for the first few years of
its growth explosion. There was new competition. a changing economy,
and challenges not faced in those early years when their innovation saw
them through. Maintaining earning levels, increases, and a phenomenal
share price required something more than the day-to-day trading that had
seen them rise to 4 position of the most innovative company in America. as
ranked by Fortune. Tts $100 billion in annual revenues made it number
seven on the Fortune 500 list®

Enron’s strategic plan was to utilize nuances in accounting standards
in order to preserve the status quo on their growth and solvency. These
accounting rule reprieves were undertaken with the good intentions of pre-
serving shareholder value. But even the initial decisions in those murky
areds of accounting were flawed. There were two areas of accounting prac-
tice-—at that time—that Enron used in order to make its financial state-
ments appear better than the company’s actual financial performance, The
first was mark-to-market accounting and the second was the spin-off of debt
1o oft-the-book entities.

“Mark-to-market” accounting applies to transactions that are entered
into presently, but which will realize revenue over long periods of time.
The types of transactions covered by mark-to-market accounting include
energy contracts, such as those in which Enron contracted to sell energy
over ten year periods.” Certainly the valuation of such contracts is subject
to some interpretation and discretion, and is a critical component in terms of

6. For details on the nise, fall and accounting impropricties at Epron. see Marianne M.
Jennings, A Primer on Enron: Lessons from a Perfect Storm of Financial Reporiing, Corporate
Governange and Ethical Culture Failures, 39 Cul. W, L. Rev. 163 (2003) |hereinafier A Primer
on Enron). Yor details on WorldCom and Tyco, see Marianne M. lennings, Restoring Ethicul

Gumption in the Corporation: A Federalist Paper on Corporate Governance — Restoration of

Active Virtue in the Corporate Strucrure to Curb the "Yeehaw Cuitre” in Organizations, 3 Wyo,
L. Rev. 387 (2003) fhereinafter Resroring Ethical Gumption).

7. Noclle Knox, Enron to Fire 4,000 from Headguarters. USA Today 1B (Dec. 4, 2001).

8. Enron was ranked ahead of 1BM and AT&T. Rebecca Smith & John R. Emshwiller,
Eunning on Empiy: Enron Faces Collupse as Credit, Stock Dive and Dynegy Bolts, Wall St 10 Al
{Nov. 29, 2001).

9. Most companies were affecied by FASB 133 hecause it also applied 1o derivative and
hedging financial instruments which are held by most companies in their financial management
portlolios,
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crgy trading through deregulation of their energy companies. So, Enron
was booking revenues from contracts that were illegal in many states, and
one of the managers™ assumptions in valuation of these encrgy trading con-
tracts was that deregulation would actually come to pass in that particular
state."™

A sccond area of murkiness that ripened into traud for Enron was its
extensive use of special purpose entities (SPEs), often called off-the-book
entities. The FASB standard expleited here was FASB 125, FASB 125
provides that a company need not disclose transactions with entities in
which the company holds an interest unless the company owns at least 50
percent of the rclated entity.'® At that time, under FASB 125, if a company
owned 49 percent or less of an entity, any debt obligations the related entity
carrics need not be carried as debt on the company’s balance sheet. Consol-
idation of the SPE’s losses, debts, and risk exposure into the parent com-
pany 15 not required until the company owns 50 percent or more of its
subsidiaries and other business ventures. The obvious benefit is that debt
can be spun off into satellite companies and the parent company’s financial
picture—in this case Enron’s—Ilooks much better to investors.

Enron began with one SPE, and with the blessings of its outside audi-
tor. Arthur Andersen, and the partner-in-charge, David Duncan—despite
his misgivings. In a May 28, 1999 e-mail to David Duncan, Benjamin
Neuhausen, a member of Andersen’s Professional Standards Group out of
Chicago, wrole, “[s]etting aside the accounting, idea of a venture entity
managed by CFQ is terrible from a business point of view. Conflicts ga-
lorc. Why would any director in his or her right mind ever approve such a
scheme?” David Duncan replied on June 1, 1999,

on your point 1 (i.e., the whole thing is a bad idea), I really

couldr’t agrec more. Rest assured that [ have already communi-

cated and 1t has been agreed to by Andy that CEO, General

[Counsel], and Board discussion and approval will be a require-

ment, on our part, for acceptance of a venture similar to what we

have been discussing,'

td Floyd Norris & Kurt Eichenwald, Frron's Many Strands: The Accounting: Fuzzy Rules
of Accowntting and Enron, NY. Times C1 (Jun. 30, 2002}

15, Fin. Acct. Standards Board, Statement of Acct. Standards No. 125 Acct, for Translers
and Servicing of Fin, Assets and Extinguishments of Liabilities ¢1996). FASB rules have been
changed dramatically in response to the discovery of Enron’s pushing of the envelope on these
off-the-book entitics. FASB 130, the revision of FASB 125 post-Enron, governs the consolidation
of off-the-heok entities in the parent’s financial statements. The rule provides that until the com-
pany owns 509% or more of the voling shares, consolidation reporting with the parent 15 not re-
guired. The effect of FASB 140 is to close the Enron loopholes, something that emerged as a
clear trend when Enron’s finances were finally revealed in whole. ™t lukes the FASB two youars
o issue i ruling and the investment bankers two weeks to figure out a way around it.” Mark P.
Holtzman, Elizabeth Venuti & Robert Fonfeder, Enron and the Raprors, 73 CPA I, 24 (Apr. i,
2003).

16, Sen. Rp 107-70 at 26 (July 8, 2002) [hereinufter P51 Reporr].
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In fzct. Mr. Fastow was earning commissions for brokering the sale of asset tors.%. i
deals between Enron and the SPEs. Durtng the 1999-2001 time frame, Mr, to main
Fastow, and possibly a handful of partnership associates, earned $7 million to the
in management fees and $4 million from his ownership interests in the mark-to-
SPES.ZI Oft
Those who were involved in these transactions understood the fine le- gg[?f;i
gal and accounting line that they were walking in terms of structure and venture
transparent financial reporting. The February 1999 audit comimittee meet- 5=
o . . _ . (JEDI).2
mg minutes retlect that David Duncan and other Andersen representatives ing ener
presented a harsh look at Enron’s accounting practices and financial report- © ¢
ing standards.” Within those minutes is a one page summary prepared by Inl
David Duncan, again the Andersen Houston partner in charge of the Enron back (f‘a],
account, that was titled, “Selected Observations 1998 Financial Report- $l.'6 bitli
ing.”** Duncan highlighted the key accounting issues for Enron including of JEDI't
“Highly Structured Transactions.” “Commedity and Equity Portfolio,” fo apply.
“Purchase Accounting,” and “Balance Sheet Issues.” These issues were pany inve
placed in a matrix in which Duncan characterized the accounting/reporting ment or
practices according to risk. The categories related fo financial reporting partners t
were: “Accounting Judgments,” “Disclosure Judgements [sic],” and “Rule the S]ITES
04

Changes.” Within each of these categories, Duncan determined whether the
practice was an “H” for High Risk, “M” for Medium Risk, and “L” for Low and - Ands

Risk.** Duncan had at least 2 “H’s” in every Enron practice that he re- Chewbacc
viewed. The minutes and the matrix demonstrate that the board’s and legal had to be
counsel’s claims that they knew nothing about the risky practices of Enron and any tr
management were not true. It seems that most board members understood f'““ij”” Wt
the SPEs transactions” overall effect. Notes from Enron’s corporate secre- ker for a -
tary at a meeting of one of Enron’s board’s committees reads, “[1]Joes not }}/Ir_ Kopy
transfer economic risk, but transfers P&L volatility,”* Im“;ag;i(
. . . . o mately
The relationships were actually far more complex with resulting liabil- ey o
. . T : purchase
ity exposure for Enron. In many of the SPEs, Enron was advancing the .
A o . . Calpers th
funds for the cutside party to invest in the SPEs. or the money that was
money rer

being used to finance transactions with the SPEs was borrowed from syndi-
cates of lenders who were accepting Enron stock as their security for the
loan. Additionally. Enron also served as the guarantor for front loans 1o the

other off-t

26. Kuth

SPEs partners and there was no disclosure in Enron’s financial statements Midlevel Pl

about its poteatial exposure as a guarantor—one of the factors that did 27. John

cause some discussion between company executives and Andersen audi- (N(’:;%Q-é“(;‘

249 ar

§ 78piai)

29, See

R - B . ficers” Clan:

21. Sinith & Emshwiller, supra n. 19 30, John
220 PST Reporr, supra n. 16, at 16, 20019,

230 Rdoat 30, 31, John

240 KLoal 6, 2001} Mr. K

resource for s

230 Jdow 45,
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Although the board. the auditors, and legal counsel were aware of the
complexities and the pushing ol the envelope, no action was taken to rein in
the activities. Each appeared to be hoping for someone else in the circle of
fiduciary responsibility to bring a screeching halt to the increasingly com-
plex structure and undue license with interpretation of accounting rules and
application of the law. The board was relying on the auditor’s judgment,
and the auditor was hopeful that the board would finally bring a halt 1o the
high-risk practices.™ Further, the board and legal counsel both approved
the two years of 10-Ks that were prepared with full disclosure of the
thousands of off-the-book entities.™ Joseph C. Dilg, Joe B. Allen, Thomas
P. Marinis, Ir., and Ray Hutchison were all lawyers with Vinsen & Elkins,
Enron’s law firm, and are listed as having furnished legal advice to Enren
with billings of $30 million in 2001.** Subsequent analysis of the role of
Vinson & FElkins, discussed below, has not reflected well on the diligence
of the profession or its execution of its duty to the client, the corporation.

Those who were the masterminds of this Byzantine financial empire
exhibited great chutzpah in letting the outside world know that they were
indeed capitalizing on technical interpretations of the law and accounting
stundards. Their behaviors and disclosures made it abundantly clear that 1t
was their intent 1o take advantage of the accounting standards and the laws.
Several of the off-the-book entities Enron created were named after FASB
125, as if the officers of Enron were issuing a double-dare to the linancial
community, analysts, and regulators with regard to their creative accounting
processes. For example, Raptor 125-0 was a name of one off-the-book en-
tity und the financial team referred to one group of off-the-book entities as
Hawaii 125-0.* Indeed, when Andrew Fastow was named CFO of the year
by CFO Maguazine, he was asked for his secrets in financial management.
His response was that he kept Enron’s credit rating high by spinning En-
ron’s debt off the books.*® In short, the activities were no secret, but it
appeared that no one was willing to ask for restraint or restructuring, despite
the tact that technical compliance with the accounting standards and the law
vielded a financial picture of a company that otfered little insight inlo the

wile, Kurt Eichenwald. Enron’s Many Strands: The Overview: Ex-Enron Officia! Admits Pay-
ments 1o Finanee Chief, NY . Fimes Al (Aug. 22, 2002).

320 The Muay 2000 audd commitice mecting minutes include the following, “Mr. Duncan
discussed the financial reporting arcas that [Andersen] had determined to be high priorities due to
inherent risks present. He staed that the ongoing high priority areas included stractured transac-
tions, the merchant portlolio. conmmodity trading activities, project development activities and
mtercompany and related party transactions.” PST Repore, supreer 16, a0 I8 (eiting Hrp Ex. 7o
2y

330 Enron Corp.. 1999 JO-K. supra n. 17, Enron Corp., 2000 10-K, supra n. 17,

34 Bllen loan Pollock, Limired Partners: Lawyvers for Enron Feaulted frs Deals, Didn't Foree
Fosne. Wall St L0 AT (May 22, 2002).

35, See David Barboza, Enron Fxaminer Raises More Questions. NY. Times 38 (Sepr, 22,
2002y

3. Burhorza & Schwurtz, supra no 180 at Al
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will, and the timing of expenses. Making decisions at the time of the
merger that downplayed the performance of WorldCom made it possible for
subsequent quarters to seem to offer dramatic improvement, Further, under
accounting rules, merging companies were permitted to take one-lime
charges for purposes of covering the costs of the merger and anticipated
adjustments from the expensive——employee buy-outs—to the mundane—
meshing computers and billing systems. But, those one-time charges are
discretionary decisions left to the executives of the company. Warren Buf-
fett complained mightily about such discretion and the sheer volume of
their use in financial reports, “[i]n recent years, it has seemed that no earn-
ings statement is complete without them [one-time charges]. The origins of
these charges, though, are never explored. When it comes to corporate
blunders, CEOs invoke the concept of the Virgin Birth.”*

One financial analyst described acquisition accounting as addictive,
“{t]he boost from post-acquisition accounting was like a drug. . .. But it
meant bigger deals had to come along to keep the ball rolling.”** One of
the areas the SEC investigated upon WorldCom'’s collapse was its merger
accounting.** WorldCom, like many other companies, overstated its re-
structuring charges for all the mergers. The extra charges, over and above
actual costs of the merger. went into reserves, sometimes referred to as the
“cookie jar.™* For example, if WorldCom booked $2 billion for restructur-
ing charges following a merger, earnings for the year in which the charges
were booked would look to be very poor.*® However, cash outiays for the
true and actual costs of the restructuring are spread out over time, generally
for the two lo three years it takes to restructure, Further, some of the
charges tor restructuring that were booked in the first year may never ripen
into actual cash outlay.*” Those supplemental reserves—the cookie jar—

420 Lee Clittord. Is Your Stock Addicied to Write-Offs 2. Fortune 106 (Apr. 2. 2001).

43, Lichhenleld, supra n. 39, at Al

A Andrew Backover, WorkdCom, Qwest Fuee SEC Seruting, USA Today 1B (Mar. 12
2002, WorldCom eventually settled charges by the SEC regarding its accounting processes.
Schiesel & Romero, supra n, 41, at C1,

43, The accounting term is “reserves” and they are established for had-debt losses, receiv-
ables and other anticipaied losses. For example, American Greetings Corp. maintains reserves for
anticipated returns of unsold greeting cards from retuilers. Henry Sender. Inside the WorldCom
Numhers Factory, Wall St 10 CL (Aug. 210 2002, However. the term “cookic jar”™ came about
because the reserves have become a resource for lean years, Geolfrey Colvin, Scandal Gutrage,
Pare 1, Fortune 56 (Oct. 28, 2002).

6. Nolthat lawful earnings were much of a problem during the bubble magket of the 1990s.
“Since there's no uniformity as to what goes into pro forma earnings, there’s no comparability.
Ir's just an undiseiplined number that's at the heart of the cadculation.” Jonathan Weil. Maoving
Targer: What's the PAE Ratio? Well. Dependy on Whar Iy Meant by Eqonings, Wall SC 1AL (Aug.
21,2001

7. In its investigation of these restructuring charges, the SEC found thut companies ok
charges [or services that might be rendered in the luture by lawyers, accountants, and invesument
hankers: bonuses and other compensation for officers: training expenses for retraining emplovees:
and training expenses for any employces the newly merged company might have 1o hite in order

2004]

were used b
contraventic
targeted by |
officers con
allowing the
warned abo
as question:
When
financial pe
increased ez
booked to
WorldCom,
earnings be
In fact, lik
purchases «¢
penses not
sions in ter
Howen
nary expen:
company Se
treatment.
On July 25
ing, sent a
concern abs
minded, bu
Concerned,
CEOQ, Scott
logic of ca
current ac
treatment|._
Mr. S
WorldCom
capitalize ¢

to complete
J. Loomis, Th
48. While
they can also
turing charge
a restatement
49, Arth
1998), http:ife
3. Jared
WorldCom's «
31, Kevi:
CFOUSAT
52 fd a




acowe pioTe
(TOUT 6T BNV AT ATPOL W8N 04D

SXO] S WO IPLIOAY 1T SEOmossiedd TUOSPIAN(] IR 3 0A0ymE MdIpUY SouRIy WAy C[$
(ZO0E AT 2UNL) [V T IS BAL C/PPHDOS SHIUNOISY Y04 2 f0 SULnang S 0o 321404

APISUY CRIAUHGISICE CTULAISUAWN G BIDAYAY @ UOWO[O§  Juogaq]  BIGPURS  pam[ ()8
WrOTTU Y866 1 2 ey oadsagsaadismauand oos MmN (Res |

g dag rssausny pur mp o) Dy N AN A seagiany 27 yooadg AT Inquy 6F
PEOUONEL [ § 01 NS U ¥00) IBY TUSUWDISA T
PAUGY S AL SO fLE JO BUISOERY SITPIED ) IRYM 0] UDI[IW 6RTS J9 4G [ UL AZIRED Sun)
=OTUISA0 1 NOo] POy A0y 918 i suanpae apduimeyd 1oy “sE Aumduios ¢ uays waye aq osm urd L)

U0 SUONISINhAE PUR S1a510W 0O IXDIUGD 241 UL PASSNISIP 240 SARIRUD SUMMIONSIE YA, RF
CHOOT T B0V Y QUNUOL "ddogy §] WHOPYING Ay f SO0 [
[OIR]) TUINT M SISUAA XD [PAI-UoU AuTun TS T NPIoMA IDYIo u] Fuumonasas ap Aojdwon o

Fununoosor a|queuonsanb sayio w1 afriua pue sosuadxo Amupio azieudes
01 PIII0J a1am A2UD §1 UTISII 0] paulmdI) pry AUl A8NBIAQ “WODIPIO A
I ydD JRUIOUR ‘UOSUIA ANDg PUER SABA I IM 19W UBAINSG TN
- [JIUBUNRAL)
3ununosoe Syl 10} mO[[E P[nos  Jeyl sauapind  Sununodoe jualng
ay) wiypa peddns ou pury ueo pue Anoeded ssaoxo Swizendes Jo 0150
INOA PAsSNISIP PUP PAMIIADI DARY | PUR SISAA PMABCT,. "URAI[1S 102K *OdD
U] S WODPHOA 01 SUOTIRAIISAI 1Y) Passaadxa saey JJA ‘Pauladuo))
Lo Aorded $820%0 Buizieides 1oy yied [eo150) B 998 ) upd [ Ing ‘popull
-moten 2q WS |, sasuadxa Arewipio Jo vonezijendes sy woge wiaduod
sussaIdxa “IB[[ONUOY S WODPHOA, ‘SIPAW PlABQ 0) [IBW-2 ue juas ‘gu
-JUNODIE [RISUDT JO JOIAIP S WOIPHOA ‘S plojng ‘0007 ‘ST Amf uQ
“Ajleipawinn wI2ou0d passaudxa sjruotssojoid Fununoode Ay juLwRaI]
v yons pasodoad $oANNI2XD [RIDURUL AW ISI Ay ANsST ) mes Auedwon
Ay UIYIA 2SOUL C[JE0 SulUNnoddr 10 [B323] 3502 © 10U sem—asuadxa Lreu
-1pao ue-—K)oeded Wooa[a) $$30XD d/1[eNded 01 UOISIOIP Y] I2A3IMOH
‘uolsurdxa 12YIBEW JO SULI) Ul SUOTS
-129p 2182ieas Jood NySew 0] PaAlas 1 ‘sTUILIBD paseaIdul A[uo jou sasuad
-x3 2soy) Swizipendey cpuewap o1 uosuedwon ur Anoeded jo saseyound
SII U0 Payooqdaao seam 1L BI2 STy Sunnp swooapl Ausw Ay ‘1owj uf
“AoEded SUOHEIIUNWIWOI[2] Yonl os paseydind pey 31 2snedaq STULLIBD
U0 133)fa aanisod [eralew puw JuedyIuses v pey 2onon1d B yans WwodpHIoA
04 . dvvD Jepun pantuuad jou @ouowad v ‘sanuasdl 01 payoog
10u a1am sasuadxa [en1ow asnedag ‘aouraeadde ur Jseay 1B ‘SEUIUIRS pasBaIOUL
1wyl 2onorad ' ‘sasuadxa Areurpio su uizijendeo £q sourwiiograd [Rrouruy
JO [9AD] S) 2NUNUOD O] J[QT SEM WODPIOAL ‘PAPUa SI9FJawl 33 UayMm
o $20n20Id ununoaoe Jjgruonsanb se
A0l yieg 319, a1 pue Bununoddy wousimboy aanear),, moge pauiem
CAfCNIAST INYRY URWIIRYD YFS 10WI0]  anunuod o) a0noaeid ay Sutmore
sjruorssajoad [BF3] pue FunUNOOE Yim (001 Yl SN 01 PANLHUCD SIDIJJO
§, WODPI0AL NG ‘Sununoade ajgeuonsanb jo vare ue se DFS 2yl Aq paiedie)
U2dg SUO[ PeY S$AALISAL JO $ASN yong SO JYVYD) JO UOIUSARLUOD
Ul [ "s1e2& JJO Ul $BUTIED 15004 O] JUIRTRURW WOPHOM AQ PIsT alam

LOOT XTTdWOD OS SOHLT INVIV QL LON ONINYYIT [+00T

I2RI0 UL A
wa280)dwo
[BRATHEERN]

Nool saued

R
FULop (12
“ppgraedia
0661 A1)

ALY JOE
moyge mnuns

WO PRI -
HO] S2AL831
SAIDIAL THA8

sassanord

T |

100

—Iel anyc
uadir Jeas
2] Jo AW
IS IARlEN
Yl 10 SAT
sagdaeyn a
-INJOTLE]
Ise 01 f
3A0GE pue
=31 511 pal
I381aw )1
joauQ .,
nng
“IALIppR

aesodios »
JO SUIE 1O ¢
-UIBD OU 18
Jo awnjoa
-jng uaim,
Ale sadmy:
~—auepunu
patediaue
AWM-AUO 3
Iapun gyl
10] 2]q1880C
Y1 jO 2w

1 10A)



1603 UNIVERSITY OF ST. THOMAS LAW JOURNAL [Vol. 1:2

practices, such as using reserves to mect the earnings expectations
WorldCom had already announced. Mr. Sullivan explained to the two
CPAs that they should think of WorldCom as an aircraft carrier that has
planes still in the air that needed to tand. and that they needed to work with
him on getting the planes landed betore they issued these protests or re-
signed.” He convinced them to remain and make the improper entries.
Mr. Myers, Mr. Yates, and Ms. Vinson carried out the capitalization plan.>?

There was no grey arga ot fine line in the decision-making process to
capitalize these ordinary expenses. Those who made the decision and those
who performed the actual entries into the system were fully aware that they
were violating accounting rules. In fact, accounting experts were stunned by
the lack of nuance in the conduct.™

In addition to these concerns, WorldCom used EBITDA pro forma ac-
counting, a means of reflecting financial status that optimized earnings.
EBIT (Earnings Before Interest and Taxes) and EBITDA (Earnings Before
Interest Taxes, Dépreciation, and Amortization) are labeled “non-GAAP
measures of financial performance,” and, as such. are not considered com-
plete and accurate pictures of financial performance or potential. ™ As early
as 1973, the SEC was issuing cautionary advice to companies about the use
of pro forma financial statements.® In fact, post-Sarbanes-Oxley, non-
GAAP measures cannot be used unless they are presented in juxtaposition
with GAAP measures and according to SEC ruies.

EBITDA’s popularity peaked as the du jour valuation method for the
dot-com cconomy.”™ EBITDA was so popular because it permitted
WorldCom and other companies like it to show earnings free of long-term
capital cxpenditures and loan repayment. EBITDA can provide valuable
information about the true worth of some companies. For example, not
including depreciation expense for a company that has extensive equipment
needs is misleading. Depreciation is the cost that must be reflected on an
ongoing basis in financial reports in order to provide investors with a full
and fair picture of how the company is performing. But. a company with its
value in intellectual property in internet traffic may be more accurately por-
traved in EBITDA format. However, the two firms should not look identi-

33, Susan Putlivm. A Staffer Ordered o Commit Frauwd Balked, Then Caved, Wall 8L 1. Al
tJune 23, 2003)

340 Al are awailing sentencing pending the Ebbers tnal. Mr. Yates entered a guilty plea 1o
sceuritics [raud and conspiracy and agreed o cooperate with the Justice Depurtment. Jerry
Markon. WorldCont™s Yares Pleads Guilre, Wall St J0 A3 (Oct. 8. 2002). Berty Vinson alse
entered guilty pleas o lraud and conspiracy, three days after Mr. Yates™ plea. Jerry Markon, 2 Ex-
fficials of WorldCom Plead Guifiv, NY. Times CLO (Oct 11 2002,

35, Jonwthan 1. Glater & Kurt Eichenwald, Turwioil at WorldCon: The Accounting: Audit
Lapse at WorldConmr Puzzies Some Professionals, NY. Times €38 (June 28, 2002).

56. Herb Greenberg, Alphaber Dupe: Why Ebitda Fulls Short, Fortune 240 (July 10, 20040).

57, 38 ded. Rep. 9158 (Mar. 15, 1973) (S1C release no. 33-5377)

58, Circenberg, supra . 56, at 240,
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Com’s stock price climbed dramatically, based on perceptions created by
reliance on EBITDA-reported earnings.

There was one final issue that contributed to WorldCom’s financial
demise—a factor that proved problematic in other companies—and that
was the extension of loans to officers. WorldCom had loaned its CEQ.
Bernie Ebbers, over $415 million.®* The loans were made because of Mr.
Ebbers’ personal investments. Ebbers held significant personal investments
such as a minor hockey league team (the Mississippi Indoor Bandits), a
trucking company, Canada’s largest ranch (500.000 acres). 20,000 head of
Hereford, a fly-fishing resort. a general store, an ATC dealership, a lumber-
vard, one plantation. two farms, and forest properties equivalent in acreage
to half the size of Rhode Island.®®> To obtain loans for all of these purchases
and, in some cases, their operations. Mr. Ebbers had pledged his WorldCom
shares as security for those loans.®®

When WorldCom's stock price began to drop. Mr. Ebbers’ lenders ex-
ercised their margirn calls on shares Mr. Ebbers had pledged as collateral for
these personal loans. If he could not meet the margin calls, then he would
sell his shares in the market to raise cash. If Mr. Ebbers had begun “dump-
ing” his shares on the market, given his considerable holdings of
27.000,000 shares in WorldCom stock. WorldCom’s share price would
have contributed to the ongoing slide in the value of WorldCom stock.

The board began loaning Mr. Ebbers money to mect his personal lend-
ers’ margin calls with the idea of preserving the market price of WorldCom
shares. The initial loan by the board was for $50 million, which was fol-
lowed by a $25 million loan on October 27, 2000, and loan guarantees of
$100 million on November 14, 2000. There was an additional loan of $25
million in December 2000, and loan guarantees of $150 million in January
2001, In January 2002, the compensation committee of the WorldCom
hoard approved a final $65 million loan to Mr. Ebbers. The total of $413
miltion in loans was secured by WorldCom stock, which, by the time of the
revelations about WorldCom’s accounting practices, was worth a grand to-
tal of $3 million.®’

There was one additional WorldCom behavior that now gives lawyers
and accountants pause, and explains why so much about WorldCom went
undetected and unrevealed for so long. lts internal audit function focused
on finding money on WorldCom contracts, not on ensuring the integrity of

64, Andrew Backover, Questions an Ebbers Louns May Aid Probes, USA Today 3B (Nov. 6.
2002).

65, Susun Pulliam. Deborah Selomon & Carrick Mollenkamp, Former WorldCom CEQ Built
an Empire on Mowntain of Debt, Wall SU AT (Dee. 31, 2002),

66, Jayne O Donnell & Andrew Backover. Ebbers High-Risk Act Cume Crushing Down on
Him. USA Today 1B (Dec. 12, 2002).

67. Backover, supra n. 64, at 3B.
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the company from $3 billion in agnual sales to $36 billion in 2001 by mak- never ¢
g over 200 acquisitions that cost the company about $60 billion.”™  And, twal di
of course. those acquisitions enabled Tyco 1o engage in the same type of lack of
discretionary acquisitions accounting that WorldCom had employed.” But, much
Tvco pushed the envelope on merger accounting even further.”” During its isting |
decade of acquisition, Tyco sent a fairly obvious signal about its accounting ments
loopholes. Tyco was heavily in debt despite the tact that it seemed 10 be sheet.”
awash in cash.™ The explanation rested in management’s valuation of T
“ooodwill” in the mergers and acquisitions. Management is not only in red. T
charge of valuing the assets acquired, it is responsible Tor the allocation of soldier
that value among various tvpes of assets. Tyco management focused on earning
goodwill. From 1998-2001, Tyco spent $30 billion on acquisitions and at- perfori
(ributed $30 billion of those asset acquisitions to goodwill.” rection
The result is that the hard assets acquired are not carried on Tyco's hoost |
asset portion of its balance sheet with any significant value. Physical as- manag
sets, under accounting rules, do lose their value over time. However, good- manag
will does not require depreciation. 1t stays forever young. carrying its ment.®
initial assigned value in perpetuity. Further, i Tyco sells the assets it has guired
acauired. 1t shows almost a 100 percent profit because it has booked the due. F
value of those assets near sero. The profit was phenomenal and enabled out the
Tyco to show dramatic earnings achievement. However, investors assumed pay al
that the profits were coming trom operations.  To understand how much trom E
profit was coming from the sale of assets, investors needed access to the will b
balance sheet data in order to sec the assigned value of the assets and Tyco.”
thereby back into the percentage of earnings from operations versus per- 1
centage from assets sold. Tyco. in cffect, had carnings with no cost of acquin
voods sold or expenses. Eventually, however. Tyco would restate its earn- up: “§
ings by reducing them by $2.5 billion.™ highe
But, the curnings restatement was but a small part of the revelations to execy
shureholders because Tyco had not disclosed the plethora of acquisitons to enve)
shareholders until it was forced to restate its earnings.™  There were 700 Ag
Tyco acquisitions between 1998 and 2001 for about $8 billion, but Tyco gated
inves

75, Daniel Eisenberg, Pemnis the Menace, Time 30047 (fune 17, 2002y see also Mark skiwe

Maremont ot al.. Kozlowskis Quits Under e Clond. Worserning Worries About Tveo, Wall SC )0 AY

June 4, 2002, X
76, Alex Berenson, Tyeo Shares Full us bnvestors Show Concern on Accowiting. NY. Times 8z
C1 Jan. 16, 2002, 83
77, Floyd Norris, Now Will Come the Sorting Out of the Chief Evecutive’s Leguey. NY. 34
Times C1 June 4. 2002, 8=
78, Mark Maremont. Tyeo Made S8 Biltion of Acquisitions Over 3 Years but Didi't Hsctose of thiz
Fhepn, Wall SG L0 A3 tFeh, 4 2002) maore
79, Alex Berenson, 2 Tyeo Offivials Sold Stock By Betwrning it o Company, NOY. Times O3 8E
{Jan. 30 2002). 8"
80, Kevin MceCoy, Tveo Curs Owilook, Plans 3258 Charge. USA Today 3B (Sept. 26, {Dec.
2002y range
been
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purchases, with a follow-up investigation leading to criminal charges.®
Worse, these accounting improprieties were not a surprise to lawyers han-
dling Tyco’s securities work. Outside lawyers expressed concern during
the 1999 SEC investigation of Tyco. A May 2000 e-mail from William
McLucas of Wilmer Cutler 10 Mark Belnick, general counsel for Tyco, in-
cludes the following admonition: “We have found issues that will likely
interest the SEC . . . creativeness [is] employed in hitting the forecasts.”
McLucas also refers to a “bad letter” from the chief financial officer of
Sigma Circuits, Inc., a company purchased by Tyco in 1998 for $57.8 mil-
lion, just before the acquisition “confirming they were asked to hold prod-
uct shipment just before the closing.”® The e-mail concludes that Tyco’s
financial reports suggest “something funny which is likely apparent if any
decent accountant looks at this,”™

However, it was unlikely that Mr. Belnick would issue protests about
the accounting issues because he was inextricably intertwined in an officer
loan program that Tyco offered with no approval or oversight by the board.
Tyco created a Key Employee Corporate Loan Program (KELP) that was
designed to encourage officers and other employees to purchase Tyco
shares by offering them loans for stock purchases and even loans for taxes
due when they exercised options in Tyco stock. However, the security for
the loans was Tyco stock, which placed Tyco in the same position as
WorldCom was with Bernie Ebbers. Lf the employees needed to sell their
shares in order to pay loans or for other reasons, the dumping of the shares
on the market would drive the stock price of Tyco down. The company
worked out these slight snafus in this perk by forgiving the loans or never
calling them due.”’

A second loan program, called a relocation program, was established
to help employees who were required to move from New Hampshire, the
original Tyco headquarters, to New York. The idea behind the program
wis to lessen the sting from housing prices in the New York area versus
New Hampshire. Mark Belnick, Tyco’s legal counsel, was a beneficiary of
such a relocation loan even though his move was from a law firm in Man-
hattan, just a few doors down. He borrowed 34 million from the funds to
buy an apartment in Manhattan to lessen the commute from his Connecticut
home. He then borrowed another $10 million to purchase a home in Park
City, Utah, which he said would be used for his home base and a better base

8%. Michael Schroeder & John Hechinger, SEC Reopens Tveo Investigation: Company Faces
Questions About its Accounting During Acquisition Binge, Wall St. J. A2 {June 13, 2002),

89, Laurie P. Cohen & Mark Maremont, E-Mails Show Tyco's Lawvers Had Concerns, Wall
S5t 1. CI (Dec, 27, 2002).

90. [fd.

91. This information was included in the SEC press release issued when Tyce executives
were indicted Securities and Exchange Commission, TYCO Former Executives L. Dennis Koz-
fowski, Mark H. Swartz and Mark A, Belnick Sued for Fraud, http:fiwww, sec.gov/ liligation/li-
treleases/lel 7722 htm (Sept. 120 2002).
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ments related to its existence were forgeries.”® The account represented
what was then believed o be thirty-eight percent of Parmalat’s assets.”’
But, the revelations on false assets were not done. By Christmas Eve of
2003, the figure on missing assets had grown to $9-12 billion and there
were accompanyirg accusations that nearly $1 billion in missing funds
were taken by key officers through a web of complicated transfers and
transactions tied to the beloved Cayman Islands, for which Enron officers
had shown so much fondness.”®

Italian justice being much swifter than American due process, two em-
plovees of Grant Thomton, Parmalat’s external auditor during the ninc-year
period (1990-99) when the bank account was alleged to have existed, have
been arrested.”

Reminiscent of Enron. Parmalat created a Byzaniine structure of off-
the-book entitics, and, using collateralized debt obligations. managed to
create financial statements that did not reflect the layers of debts and obii-
cations or the actual assets, which were clearly well below those reported
because of the forged bank documents.'™ As debts became due, Parmalat
needed cash for repayment and apparently began inventing assets in order
to continue to borrow funds to meet the cash payments due.'”' In addition,
it transferred assets out of the company to the complex structure of off-the-
book entities in order to create additional means for raising the cash needed.
Those assets were. in effecl. recorded two and three times. and borrowed
upon equally as many times.'" Eventually. there were no further assets to
transfer and. according to preliminary reports from a magistrate investigat-
ing the company, officers of the company forged the signature of a Bank of
America emplovee verifying the $4.8 billion account,

As with its counterpart U.S. scandals, there were those employees and
officers withip Parmalat who saw the issues, the accounting improprieties.
and the financial difficulties the company was experiencing. However, they
were refuctant to take the issuc to anyone outside the company. One
Parmalat officer described their desperation to mect numbers goals and ex-
plained that “when you’re desperate, you'll do anything.”'®® The collateral-
ized debt obligations (CDOs) that Parmalat began issuing in order to raise

96. Gail Edmondson & Laura Cohn, How Parmatur Went Sour, Here's the Skinny on Eu-
rope's Erormous Fimanciad Scandead, Bus. Week 47 (Jan. 12, 2004).

97, k. at 46-48.

98. John Tagliabue, Parmalut Suid to Create Ruse for $11 Billion, N.Y. Times Al (Dee. 24,
2003).

99, Duvid Reilly & Jonathan Weil, Top Executives Are Arrested at Parmalar Auditor, Wall
St A3 (Jan. 20 2004).

10, Henry Sender & Mitchell Pacelle, Parmalar Probers Are Likely io Focus on Role af

Banks, Wall St 1. C1 (Dec. 24, 2003).
Ol fd
102, Floyd Norris. At Purmalar, the Auditors Never Noticed, NJY. Times Al (Dec. 24, 2003).
102, Alessandra Galloni, & Peek ai the Frenzied Final Davs of Parmalar, Wall St 1AL (Jan,
L2004y
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smoaoth the effects of an earnings downturn. These are steps taken to maxi-
mize share price and hence, shareholder value. There 15 a certain sense of
comfort from simply doing what your job description mandates: increase
sharcholder value.

This reliance on accounting rules and legal standards as a means of
ensuring financial success and credible financial reports does not, however,
assure that, overall, the company is performing well or that performance
will improve. Further. compliance with the letter of the law or accounting
rules does not mean that the financial reports and disclosures are fair, forth-
right, or even explicable to shareholders, The trees were dense and ac-
counted for, but no one was providing a picture of the forest which was
showing signs of bark beetle infestation and forest fire damage. Those de-
structive forces had just not reached high levels of visibility and were easily
concealed by a caretully maintained outer layer. In short, the ethical
breaches began early, but were masked until they reached the level of legal
violations and fraud. How does 4 lawyer or an accountant allow the scena-
rio in technical compliance with the rules and the law continue until it
reaches the level of fraud?

This obsession with rules compliance created a strict interpretation cul-
ture in which no one stepped back from the full scenario to view the forest,
having carefully killed a good many of the trees, in full compliance with
regulations on tree-cutting, but ignoring the overall societal consensus on
preserving woodlands. Those associated with these companies used rules to
chip away at their companies’ financial status, never stepping back to real-
ize that the company was disappearing with each creative interpretation of
accounting rules.

However, the notion of the noisy withdrawal was, prior to Sarbanes-
Oxley, generally offensive to members of the profession.'™ Indeed, the hue
and c¢ry in opposition to noisy withdrawals has been substantial.'"” There
was a4 great deal of emphasis on technical treatment ot the trees while the
forest of fraud was largely ignored by legal counsel and accounting profes-
sionals. In fact, we have been down this road of forest and trees once
betore: during and after the collapse of the savings and loan industry in the
United States. More than 30 law firms paid government claims or suit set-
tements over misrepresentations in financial reports for those institu-
tions.'"" Liability and violations of ethical rules in those cases that went to
wrial were those in which the lawyers were actual stakeholders in the institu-

108, See Withdrawa! When o Lawver's Services Will Othenvise Be Used 1o Perpetrare a
Fraud, ABA Formal Ethics Op. 92-366.

109, ABA Hrg, Transcr. Patricia Lee Refo (Nov. 11, 2002).

110, The largest amounts paid were: $51 million (Jones, Day - Cleveland): $45 million (Paul,
Weiss — New Yorky: $41 million (Kaye, Scholer — New York: and $20 million (Troutman, Sand-
ets — Allanta). Hold Lawvers Accounjable in Corporate Froud Scundals, USA Today 11A (Aug,
15, 20043,
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as well as instruction in moral courage and the often high costs of stunding v
firm in those absolutes. While we may blame the partnership structure in '
law firms, the revenue forccast demands, and the tempting compensation
packages for performance for the scandats, such assignment of fault ignores age
the potential inherent goodness in the individual—the ability of anyone gar
within the organtzation or system to decline to participate in the types of prc
activities in which these companies engaged. Rather than training lawyers
when to blow the whistle on a client, we should perhaps be training them in th‘?
what moral courage means, when to exercise it, and how such exercise is phi
often a life-defining moment. The following subsections offer the corner- (gigg
stones of virtue ethics as well as examples and illustrations for tcaching and sup
understanding these simple principles. Mil
ing
A, Principle One of Viree Ethics: There Are Moral Absoluies thec
A survey by the National Association of Schelars of 400 college se- on |
niors finds that 75 percent of them never had a professor who gave them a
moral absolute during the course of their education.''” An examination of refle
business school curriculums around the country by the American Assembly *et
of Collegiate Schools of Business (AACSB) task force on ethics education * ;;1
:

concludes that while the curriculum of most business schools focuses on . th
. - . P - . . . . L
issues of social responsthility. there is Tittle that is done to train managers in
the realities of business pressure and the importance of drawing lines in

terms of business conduct.’'® R?Z;
The following excerpt, paraphrased from an analysis by Across the incre
Board, the magarsine of the Conference Board, provides a view of the MBA busir
curriculum: camy
The TAACSB] is the nattonal accrediting body for business they
schools. In an attempt to escape the academic stigma of being the ing ¢
least scholurly units on campus, business schools created an ac- ment
crediting body to dictate courses, content and rigor. WE W
The AACSB has been an active regulatory body for colleges of |
business. It has also managed to change the atmosphere and phi- lines
losophy of business schools in the process. When one thinks of nomi
husiness school curriculum, one thinks of accounting. marketing, the tc
management. finance and business law, But the AACSB guide- havio
ltes set a riin forest tone with the Prcamble to the guidelines skills
offering the following as the four signiticant challenges busi- ing. ¢
nesses face: lows:
* strong and growing economic global forces specit
+ conflicting values ties fr
For th
15, Nutional Associaiion of Scholars, Ethics, Erron, and American Higher Educarion: An s
NASZoghiv Polf of College Seniors, htipidhwww nas.orgfreports/209cthics-poll/zoghy_cthies re- panmies wer
porthun (July 20 20025,
I16. AACSB International. Eihics Fdwcarion in Business Schools 10-110 14, hip/fwww. 117, Jenni
aacsh edv/fecre/LETE-report-f-25-04 pdf (hune 2004). Are Business .

" ——
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shareholder value with complex financial transactions such as SPEs and
mergers. The Wall Street Journal summarized the attitudes of business
school recruiters about MBAs as follows, “schools still aren’t emphasizing
integrity enough and aren’t taking enough responsibility for having turned
out so many ‘win-at-any-cost” graduates.”''® The credentials for the Enron
executive team were as follows: Jeffrey K. Skilling, the former CEO of
Enron. held an MBA from Harvard;''"" Andrew Fastow, the former CFO,
held a Northwestern MBA:'*° Clifford Baxter, a former vice chairman who
killed himself shortly after the Enron revelations about the SPEs, held an
MBA from Columbia.'*'

Highly skilled financial wizards, these officers were not equipped with
basic virtue standards such as honesty. While 3,000 off-the-books entities
may be in compliance with GAAP and FASB. it was an act, fundamentally,
of misrepresentation about the financial condition of the company. In
WorldCom, Tyco, and Parmalat, the rationalizations were much more diffi-
cult to come by because the conduct of the officers was not in compliance
with the rules. The simple absolute values of honoring accounting stan-
dards and the law were ignored in these compantes. Since the 1980s, the
MBA curriculum has focused on financial models designed to smooth carn-
ings and produce double-digit returns for interminable stretches, a phenom-
enon both historians and economists teach us is not possible. This simple
picce of information could go & long way in preventing associates, partners.
and other professionals from succumbing to the pressure of the carrot re-
wards because of the realization that no matter what the incentives, the de-
ception grows and cotlapse is inevitable. The mandates of the curriculum
contain no specific references to issues such as honesty, disciosure, and
fairness. There was a fundamental disconnect between the financial tools
taught and the moral parameters for their use.'*

At Tyco. former general counsel Mark Belnick has been acquitted of
all charges. Former CEQ Denais Kozlowski and former CFO Mark Sullivan
had a hung jury. Technically, their spending was done with company ap-
proval. Criminal convictions are unlikely, but the law is the minimum, not
the maximum standard. Reactions of shareholders show they had crossed u
line of virtue.

118 Ronald Alsop, How to Get Hired: We Asked Recruiters What MB A Graduares Ave
Daing Wrong: Tgnore Their Advice ar Your Perfl, Wall St30 RE (Sept. 22, 20040,

119, John Schwarte, Darth Yuder, Machicvelli. Skilling Set hiense Pace. NY. Times €1
{Feh. 7. 2002,

1200 Mr. Fastow graduated rom the Kellogg School of Management of Northwestern Univer-
sity. Barbosza & Schwartz, sepic n. L8 at Al

121, Mr. Baxter's undergraduate degree was from NYU and his MBA was from Columbig.
Jim Yardley & Sheila K. Dewan. Despite His Qualms, Scandal Engulfed Execufive, N.Y. Thnes
1.33 (Jun. 27, 2002).

122, For more information on curriculum issucs. see Jennings, A Primer on Enron, supra n. 6.
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about 20 pereent, or $67.5 billion of future revenues. The “probable’™ intent
was to make the company’s reserves seem deeper and richer than they were.
Explaining this distinction and the difference between actual and real
reserves would have been important to shareholders. Disclosure would
have provided a more accurate picture of the company’s assets and financial
condition. The revelation of the real reserves now requires an accounting
resofution of a restatement.

Yet, at the time exccutives made the decision to book the reserves.
they relied on a narrow interpretation of accounting rules and the standards
for disclosure under securities laws. Were they in compliance with the law
and GAAP and FASB principles? Close to the line, but technically in com-
pliance is an apt description. The eventual resolution, as demanded by the
market, was a restatement to reflect a more stringent standard than that re-
lied upon initially. The fallout has been astonishing as the internal memos
reflecting knowledge and intent trickle from ongoing investigations, includ-
ing one hy the SEC.'>® One internal memo suggests that the accounting for
reserves was not in linc with SEC standards.'*®

Sunbeam, Inc., was struggling with the reality that it was going to be
unable to meet its earnings projections and continue on its past pattern of
double-digit growth under the notorious Al Dunlap, a CEO with a cost-
cutting reputation so renowned that he was referred to as Chainsaw Al'?’
In one guarter, when meeting the numbers was particularly critical, execu-
tives hatched a plan to meet the numbers via a4 transaction with a ware-
houseman. Sunbeam would enter into a confract with one of its
warechouscmen o sell parts in the warchouse for $11 miilion. When the
warehouseman pointed out that the parts were worth just $2 million, Sun-
heam executives assured him that it would only be an “agreement to agree™
and that the transaction would be reversed out at the first of the year.'™

Arthur Andersen served as Sunbeam’s external auditor, and the man-
aging partner for the account, Phillip E. Harlow, was aware of the planned
sham transaction and initially asked management to change earnings to
eliminate the revenue from the agrecment 10 agree. When management re-
tused, Mr. Harlow and Andersen certified the financials anyway following
the profession’s rule of thumb for materiality.'*” With regard to Sunbeam’s
level of income, the S11 million parts inventory contract was not material.

125, id.

126. Id.

127. See e.w John Byrne, Chainsaw: The Nowrious Career of Al Dunlap in the Era of Profit-
At-Any-Price (Harper Business 1999,

128, Flayd Noris, They Noticed the Fraud but Figured It Was Nor fmportant, NY . Times €1
(May 18, 2001).

129 For information on the rule of thumb. see Marianne M. Jennings, Philip M. Recker &
Dunicl C. Kncer, A Source of Insecurine: A Discussion and an Empirical Fxantination of Stun-
dards of Disclosure and Levels of Materialiey in Financial Statemenss. 10 1. Corp. 1. 638, 659
{1983).
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2004]
from a different ethical fabric and hence more susceptible 1o the temptations
of fraud. A piece in the Wall Streer Journal following the collapses of be 0;
Enron and WorldCom was entitied “How Could They Have Done 1It?” The 19);5
essence of which was the exploration of the two questions all observers com il
posed as they watched, mouths agape, when these $9 billion frauds dribbled P
out: Where were their minds when they made these decisions? What on Sfr[loc
earth were they thinking?'*? ;l?)ren?
Following Martha Stewart’s indictment, a reporter called to inquire, ;:losin
“what is the difference between us and a Martha Stewart? Or us and a Den- incoir
nis Kozlowski?® My response was very simple, “not much.” They begin as the sa
entrepreneurs with novel ideas, willing to work hard to enjoy success. They firms
end with much of their success lost and reputations tarnished from criminal ity fO’l
trials. How do intelligent and capable people find themselves reduced to sional
the behaviors that find them in felony trials? value
For example, the legendary training at Arthur Andersen included this fused
mandatory story for all new Andersen recruits: Ander
Arthur Andersen standing ramrod straight in his office, dressed, financ
as usual, in white shirt and dark suit. a fresh yellow rose tucked a little
neatly mnto his Iapc;l. Facing him, fuming, was the longtl‘l_ne presi- ing the
dent of a large railway company, one of Andersen’s first—and financ:
most lucrative—clients. While doing the audit for the company, L
_ . . , ; . imprin
Andersen noticed that it hadn’t properly accounted for mainte-
nance charges that should have been part of operating expenses. B
He pointed out the error but got no response. Finally, he told the cthical
president that if the company didn’t ¢lean up its statements, he attribu
would mention the inappropriate accounting in his repor(, Furi- tive sy
ous, the executive had come all the way to Andersen’s office in retainii
Chicago to demand that Andersen change his mind and approve “Inah
the books-—or else. tion wi
Andersen, Del.any & Co. had been in business for less than enced
a year, and one of its few clients_——a well-known company that consult
could destroy Andersen’s reputation and torpedo its search for
new business—was outraged at its style of accounting. With his A!
red hair and flushed cheeks, Arthur Andersen looked even can aff
younger than his 28 years, but he was a stubborn man and a proud confrqr
man. and he knew he wasn’t going to back down. “There’s not deviatis
cnough money in the ¢ity of Chicago.” he proclaimed, “to induce indicat
me to change that report!” Andersen lost the business. But sume 1l
months later, that railway company filed for bankruptcy. He had becanse
been right. '+
134, ¢
132, See Holman W Jenkins. dr.. Businesy World: How Could They Heve Done Ir?, Wall St )L 135, 1
AlS tAug. 28, 2002). 136,
133, Barbara Ley Tofller & lennifer Reingold, Final Accounting 12 (Broadway Beoks 2003y, 137,
The story appears in the history of Arthur Andersen as noted in Susan E. Squires, Cynthiz J, 138,
Smuth. Lorra McDougall & William R. Yeuck, Inside Archur Andersen: Shifting Valies, Unex- 139, 1

pected Consegiences 3.0, 14 (Prentice Hall 2003). )
ston Mak,
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sharcholder vatlue with complex financial transactions such as SPEs und
mergers. The Wall Street Journal summarized the attitudes of business
school recruiters about MBAs as follows. “schools still aren’t emphasizing
integrity enough and aren’t taking enough responsibility for having turned
oul so many ‘win-at-any-cost’ graduates.”''® The credentials for the Enron
execulive team were as follows: Jetfrey K. Skilling. the former CEO of
Enron, held an MBA from Harvard;''® Andrew Fastow, the former CFO.
held a Northwestern MBA:'2¥ Clifford Baxter, a former vice chairman who
killed himself shortly after the Enron revelations about the SPEs, held an
MBA from Columbia.'?'

Highly skilled financial wizards, these officers were not equipped with
basic virtue standards such as honesty. While 3.000 off-the-books entities
may be in compliance with GAAP and FASB, it was an act, fundamentally.
of misrepresentation about the financial condition of the company. In
WorldCom. Tyco, and Parmalat, the rationalizations were much more diffi-
cult to come by because the conduct of the officers was not in compliance
with the rules. The simple absolute values of bonoring accounting stan-
dards and the law were ignored in these companies. Since the 1980s, the
MBA curriculum has focused on financial models designed to smooth earn-
ings and produce double-digit returns for interminable stretches. a phenom-
enon both historians and economists teach us is not possible. This simple
piece of information could go a long way in preventing associates, partners,
and other professionals from succumbing to the pressure of the carrot re-
witrds because of the realization that ne matier what the incentives, the de-
ception grows and collapse is inevitable. The mandates of the curriculum
contain no specific references to issues such as honesty, disclosure. and
[airness. There was a fundamental disconnect between the financial tools
taught and the moral parameters for their use.'™

At Tyco. former general counse! Mark Belnick has been acquitted of
all charges, Former CEQ Dennis Kozlowski and former CFO Mark Sullivan
had @ hung jury. Technically. their spending was done with company ap-
proval. Criminal convictions are unlikely, but the law is the minimum. not
the maximum standard. Reactions of shareholders show they had crossed o
iine of virtue.

LIS, Ronald Alsop, How to Ger Hired: We Asked Recruiters Wi M.BAL Groaduates Are
Doing Wrong: fenore Their Advice at Your Peril, Wall St 1 RR (Sept. 22, 2004,

119, John Schwartz, Darth Vader. Machiovelli. Skilling Set hiense Pace, NY. Times O
{Feh. 7, 2002,

1200 Mr. Faslow graduaed from the Kellogg School of Management of Northwestern Univer-
sity. Barboza & Schwartz, supra n 180 a1 Al

121, Mr. Baxter's undergraduate degree was from NYU and his MBA was from Colunibia.
Jim Yardley & Sheita K. Dewan, Despite His Qualins, Scandal Engulfed Executive, NJY. Times
1.33 (Jun. 27, 2002).

122, For more information on curriculum issucs, sec Jennings, A Primer on Enron. supren. 6,
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about 20 percent. or $67.5 billion of future revenues. The “probable™ intent
wis to make the company s reserves seem deeper and richer than they were.
Explaining this distinction and the difference between actual and real
reserves would have been important to sharcholders. Disclosure would
have provided a more accurate picture of the company’s assets and financial
condition. The revelation of the real reserves now requires an accounting
resolution of a restatement.

Yet, at the time executives made the decision to book the reserves.
they relied on a nasrow interpretation of accounting rules and the standards
for disclosure under securities laws. Were they in compliance with the law
and GAAP and FASB principles? Close to the line, but technically in com-
pliance is an apt description. The eventual resolution, as demanded by the
market, was a restatement to reflect & more stringent standard than that re-
ticd upon initially. The fallout has been astonishing as the internal memos
reflecting knowledge and intent trickle from ongoing investigations, includ-
ing one by the SEC."*" One internal memo suggests that the accounting for
reserves was not in line with SEC standards.'*®

Sunbeam, Inc., was strugeling with the reality that it was going to be
unable to meet its earnings projections and continue on its past pattern of
double-digit growth under the notorious Al Dunlap, a CEOQ with a cost-
cutting reputation so renowned that he was referred 1o as Chainsaw AlL'%
in one quarter, when mecting the numbers was particularly critical, execu-
tives hatched a plan to meet the numbers via a transaction with a ware-
houseman.  Sunbeam would enter into a contract with one of its
warehousemen to sell parts in the warehouse for $11 million. When the
warehouseman pointed out that the parts were worth just $2 million, Sun-
beam executives assured him that it would only be an “agreement to agree™
and that the transaction would be reversed out at the first of the year.'**®

Arthur Andersen served as Sunbeam’s external auditor, and the man-
aging partner for the account. Phillip E. Harlow, was aware of the planned
sham transaction and initially asked management o change earnings to
eliminate the revenue from the agreement 1o agree. When management re-
fused, Mr. Harlow and Andersen certified the tinancials anyway following
the profession’s rule of thumb for materiality.'=” With regard to Sunbeam’s
level of income. the $11 million parts inventory contract was not material,

125 K

120, {d.

127, See e.e. John Byme, Chainsaw: The Notorious Career of Al Dimlap in the Era of Profir-
At-Any-Price (Hurper Business 1999),

128, Floyd Norris, Thev Noticed the Fraud but Figiired 1t Was Net important. NY. Times Cl
vy 18, 2001,

129, For information on the rule of thumb. sce Maranne M. Jennings, Philip M. Recker &
Duniel C. Kneer, A Sowrce of Invecuritv: A Discussion and un Empirical Examination of Stan-
dards of Discloswre and Levels of Mareriadine in Finanela! Staiesiens, 10 ). Corp. L. 639, 659
r1uR4d),
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from a different ethical fabric and hence more susceptible to the temptations
of fraud. A piece in the Wall Streer Journal iollowing the collapses of
Enron and WorldCom was entitled “How Could They Have Done It?” The
essence of which was the exploration of the two questions all observers
posed as they watched, mouths agape, when these $9 billion frauds dribbled
out: Where were their minds when they made these decisions? What on
earth were they thinking?'**

Following Martha Stewart’s indictment, a reporter called to inquire,
“what is the difference between us and a Martha Stewart? Or us and a Den-
nis Kozlowski?” My response was very simple, “not much.” They begin as
entrepreneurs with novel ideas, willing to work hard to enjoy success. They
end with much of their success lost and reputations tarnished from criminal
trials. How do intelligent and capable people find themselves reduced to
the behaviors that find them in felony trials?

For example, the legendary training at Arthur Andersen included this
mandatory story for all new Andersen recruits:

Arthur Andersen standing ramrod straight in his office. dressed,

as usual, in white shirt and dark suit. a fresh yellow rose tucked

ncatly into his lapel. Facing him. fuming, was the longtime presi-

dent of a large railway company, one of Andersen’s first—and
most lucrative—<lients. While doing the audit for the company,

Andersen noticed that it hadn’t properly accounted for mainte-

nance charges that should have been part of operating cxpenses.

He pointed out the error but got no response. Finally, he told the

president that if the company didn’t clean up its statements, he

would mention the inappropriate accounting in his report. Furi-
ous, the executive had come all the way to Andersen’s office in

Chicago to demand that Andersen change his mind and approve

the books—or else.

Andersen, DeLany & Co. had been in business for less than

a year, and one of its few clients—a well-known company that

could destroy Andersen’s reputation and torpedo its search for

new business—was outraged al its style of accounting. With his

red hair and flushed cheeks, Arthur Andersen looked ecven

younger than his 28 years, but he was a stubborn man and a proud

man, and he knew he wasn’t going to back down. “There’s not
enough money in the city of Chicago,” he proclaimed, “to induce

me {o change that report!™ Andersen lost the business. But

months later, that railway company filed for bankruptcy. He had

been right,'*

132, See Holman W Jenkins, Ir.. Business World: How Could They Have Done Ir?. Wall St )
AJS (Aug. 28, 20021,

133, Barbara Fey Tolfler & Jennifer Reingold. Final Accounting 12 (Broadway Books 2003).
The story appears in the history of Arthur Andersen as noted in Susan E. Squires. Cynthie J.
Smith. Lorra McDougall & William R. Yeack. fiside Arthur Andersen: Shifring Values, Unex-
pected Conseguences 3, n. 14 (Prentice Thall 2003y
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individuals to whom everyone turns for problem resolution. outstanding
work effort, and results. Success has been the reward for their ability.
They are the “go to” people in an organization who have always been able
1o find resolutions for problems and ways to remove obstaclkes that stand in
the way of schievement and success. Hubris consumes them when they
find that setback or obstacle they cannot conguer. Unwilling to admit that
there may not always be a legal or ethical fix. they seek ways to avoid
disclosure of a downturn in earnings. They are fuced with the harsh reality
of their human hmitations. The business person may have to release finan-
cial statements that are something less than projections. A successful law-
ver finds that trial when he cannot pull @ win from the hat. [Cis not always
areed that drives ruthless ambirion: both fiction and biography teach that
hubris spawns deceit as pride goeth before a fall.

Teaching from the classics could demonstrate the rise. fall. and costs
of hubris. Erroneous confidence and exaggerated sense of control emerge,
in fiction and non-fiction alike, in Greck mythology and in the Napoleonic
wars, as causes of poor ethical choices in high-pressure situations.

D.  Principle Four of Virtue Ethics: Virtue Is an Integral Part of Long-
Term Business Success and Capiralisni, and Business History
Teuwches Us So

The financial collapses of the companies deseribed earlier is neither
bad news for capitalism nor business cthics. While their failures are used
by many as an indictment of the inherent greed in business and capitalism
and the immoral nature of those within the system, such a facile analysis
ignores the reality that their collapses came because the markets responded
to their behaviors. Before regulators and prosecutors began their inguiries.
markets had begun to question the ability of these companies 10 maintain
their levels ot growth and double-digit earnings, and their stocks had exper-
ienced a decline in value. That these companies. with their fraudulent be-
haviors, collapsed, is the best news for virtue ethics in decades. Their
financial collapses, that followed ethical deviation, teach us that we cannot
hehave as they did and expect to survive in business over the long term.

Misrepresentations, false impressions, concealment. and other viola-
tions of the virtue standards listed in Section A were all forms of conduct in
these companies. The lesson of these collapses is that one cannol expect
success and survival in business by ignoring those virtues. Adam Smith
penned The Theory of the Moral Sentiments in 1759.'"Y seventeen years
before writing Wealth of Nations in 1776,"" because virtue is a foundation

140, Adwn Smith, The Theary of the Moral Sensfments (17593, htip//www adamsimith.org/
smith/tms/ims-index.hum.

141, Adam  Smith. Wealth of Nations (17761, hupd/www.adamsmith.org/simth/won-
mdex. htm.
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Sam’s brother, and aiso an officer of ImClone. sold $50.000,000 of Im- SUVIngs
Clone shares shortly after the memo was writien, ' APProvi
The share price for ImClone was over $70 in December 2001, but by M
December 26, 2001, the executive team at ImClone was “99 percent cer- amount
tain” that FDA approval would not be forthcoming. Their plan was to an- questio
nounce what would be the inevitable denial of approval on December 28, ——
2001, a Friday. and after the markets had closed.'*® Dr. Waksal returned aboat &
from a Caribbean vacation, during the disclosure planning for ImClone, to Shares
sell hiy shares. He told family members to do the same. Using the same selling
broker as Ms. Stewart at Merrill Lyach, a Mr. Peter Bacanovic, Dr. Waksal M. gt
tried to sell his shares but was told that he would need approval from Im- Omnim
Clone’s general counsel to do so. Dr. Waksal then transferred his shares 1o Stewart
his daughter and tried the sale through Bank of America, but was given the would 1
same requirement, Dr. Waksal forged the approval ot the ImClone general Ormnim
counsel] and the shares were sotd. Dr. Waksal entered a guilty plea to bank entered
fraud and conspiracy and is now serving seven years in tederal prison.'™ stock w
Douglas Faneuil, the assistant to Mr. Bacanovic, became concerned ings of
when Dr. Waksal became so desperate to sell his shares that be was asking Omnim
Merril! Lynch for policy waivers to do so.'”' Mr. Faneuil contacted Peter Fo
Bacanovic, who was on vacation in Fiorida, and explained the Waksal fam- Clone »
ily activity and sales. Mr, Bacanovic responded: “Oh my God, get Martha B}ew ‘t:
on the phone.”?* When Mr. Faneuil questioned whether telling Ms. Stew- ‘
art was legal, Mr. Bacanovic responded: “Of course. You must. You've b,o.drd ¢
oot to. That's the whole point.”'> Mr. Faneuil reached Martha eventually, sition ¢
who was on her way to a vacation in San Jose del Cabo, Mexico, and who Nexy Y
called from the Houston airport. IOSLN(E
Pursuant to her instructions, Faneuil ordered the sale of Ms, Stewart’s Iizbn .
3,928 shares at approximately 358 per share on December 27, 2001 for a [ion.s
total of $229,002.'"* If Ms. Stewart had waited until the next day, Decem- \tatior
ber 28, 2001, when ImClone made the announcement about the FDA lack o
of approval, she could have sold the shares for a total of $189.495. The f;:;e;:
dropp-

148, Id Harlan Waksal assured prosecuiors that he had wld the board about his planned sale
of the large black of shares “weeks” before the memo existed. See g Geela Anand & Tom

Hamburger, Leading the News: imClone Officers Stk Sutey Weren't Divclaged, Wall St 1 A3 135,
July 16, 202), The memo detailed the FDA™s concerns thut the clinical mials were “poorty Wall §
designed and shoddily conducied.” Andrew Pollack, fmClone’s Cancer Drug Is Back, and 0.5, 156
Approval Is Expected, NY. Times C1 (Feb. 11, 2004). S‘Ir}(;’s‘ ‘
149 See gererally Pollack, supra n. 148, ) c
catl®3e

150, Id. -
151, See ey Greg Farrell, Fanewd Describes imClone Stock Scles: Wimess Tolls of Buca- 157
wovie's Eagersiess o Call Stewenr. USA Todoy 1B (Feb. 4. 2004). phx.co
152, Matthew Rose & Kara Scannell, Steveart Trial Heary Key Witness, Wall 8t 3. C) (Feb. 4, 158
2004). 159

153 fa. {Nar,
154, The share price was declining and had been ut $61 per share carfier in the day, but had 1600

[ Mar.

dropped o approximately $38 per share by the time Mx. Stewart’s vades were execuled.
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Just this portion of business history teaches us the short-term profits
trom violations of moral absolutes. Ms. Stewart perhaps did not violate
ipsider trading rules. but sclling the shares without those who are buying
being fully informed of the pending and devastating conduct of the FDA
was unfair, and the sale for full price was the result of withholding informa-
tion and giving a false impression.

I Principle Five of Virtue Ethics: Ethics and Social Responsibility Are
Neot One and the Same

Virtue is more (o be feared more than vice, because its excesses

are not subject to the regulation of conscience.
-Adam Smith

In the movie Changing Lanes,'®' Ben Affleck plays a young lawyer
who works as a partner in his father-in-faw’s law firm. Through a bizarre
series of events in a single day, Affleck realizes that his law firm, and pri-
marily his father-in-law as senior partner. have embezzled from a client.
forged a power of attorney, and touched on just about every felony and
professional responsibility violation a lawyer can commit in the course of
representing a client. Unable to bear the burden of keeping it all bottled
within him any longer, Affleck confronts his father-in-law, asking how he
can live with himself after such reckless abandonment of all the tenets of
both law and ethics. His father-in-law lists his firm’s pro bono work, its
contributions to scholarships, and its construction of museums and music
facilities for children. “At the end of the day, I add up what T have done
that is good and what is bad. If the good outweighs the bad, I'm happy.”
His father-in-law presents an algebraic equation of ethics that has grown in
popularity over the last two decades. This view of ethics is that goodness in
a philanthropic sense is penance for misdeeds in a financial sense.

This odd equation ot goodness was eerily present among the compa-
nies discussed earlier. There was a frec pass mentality for business mis-
deeds so long as the community involvement and philanthropic
contributions were sufficient, Tt was akin to the principle that drinking a
Diet Coke can atone for the caloric sins of eating a cookie. These compa-
nies were touted in the ticld of business ethics as models and exemplars of
how (o do business. For example, Enron was ranked, for the last three years
prior to its financial collapse, among Formune's Top 100 Companies to
Work For. Enron appeared for the first time in the Forrune 100 list in 1999,

In 2000. it climbed to number 24 on that §ist, and by 2001 it was number
27 162

161, Changing Lanes (Paramount 2002) {motion piclure ).

162, Shelly Branch. The 100 Best Companies to Work for in Ameriea, Fortone 118 (Jan. 11,
1994); Robert Levering & Milion Moskowitz, The 100 Best Companies o Work for in Americy,
Fortune 149 (Jan. 8, 2001).
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Tyeo's Dennis Kozlowski spent perhaps the majorily of his time on gll fail
community projects and philanthropic work with boards and donations.'’! 1S5UEs
He was sought after because of his ability to raise funds for nonprofit orga- the iss
nizations.'”* United Way of America gave Mr. Kozlowski its “miltion-dol- T
lar giver” award.'™ Tyco donated significant funds to Seton Hall, Mr, change

Koslowski's alma mater, as did My, Kozlowski.'™ From 1992-2002, the were

period during which Mr. Kozlowski was Tyco's CEOQ, the compuany gave World
$35 million to charities,'”™ balancs
These were companics and officers who were generous to charities Tonyme
with both their time and their funds, although in Mr. Kozlowski’s case, they f:hang&
were primarily the company’s funds with which he exercised so much gen- Lncomg
erosity. They were following the Changing Lanes formula for virtue of bacles
compensating for any bad donc in business with all the good done in the vented
community. Philanthropic giving does not mandate the same ethical skill of a pe
set that honest financial reporting does. In the case of these companies, the P‘erha;‘)g
two proved to be mutually exclusive. While charitable work and commu- hitch ir
nity involvement are noble goals and have advanced the business aus a posed ¢
means of return on philanthropic investment, they are not absolute values As
nor 1s such conduct a4 measure of the internalization of absolute values such nies nol
as honesty in financial reports. Indeed, significant activity in one may be a that unf
cover for the lack of virtue in business operations or conduct as a lawyer. with the
This attitude produces a disconnect between ethics in life and in general and test of e
ethies at work. Among CEOs, dishonesty even reigns on the golf course as pery slo
82 percent confess that they cheat at the game.'’® Yet 99 percent believe the plar
that they are honest in business.'”” came wh
the CFO
F. Principle Six of Virtue Ethics: Ethics Are Not Difficult, But the a violati
Execurion of Virtue Is and Often Demands a Hill-You-Die-On WorldC
Stance reserves
$9 billio
Because this 1s an article about ethics, it would be unseemly to lie Stones in
about virtue. Virtue's standards are not difficult to understand, or its param- and fina
eters ditficult to set in business and law. The discussions of these compa- Hov
nies’ roads to collapse indicate that all saw the ethical issues early on, and selor wh
_ riises etl
171, Puul Tharp. Wi Tyvea Bosy Fefl: Kid from Newark had o Spending Obsesyion, NJY. Post WOrse, s
27 {.Junc “). 2(](];). ' N o ‘ tion. An
172, Carol Vogel. Kedowski's Quest for Entrée into the Art Warld, NJY. Times C1 (June 6, .
0007y, ‘ client th
173, Most of the money given 1o United Way was given by Tyeo. Mark Muremont & Laurie not fall ¢
P Cohen. How Tyeo's CEQ Enviched Himself, Wall St )0 AT (Aug. 7. 2002). the assoc

174, &b dohn Byrneo Seron Hadl of Shame?. Bus, Week Online, htup//www businessweek.

com/bwdaily/dntiash/sep2062/ni20020020_8297 htm - (Sept. 20, 2002). client wil

175, Muarcemont & Cohen, supra n. 173, Virt;

176, Del ones, Many CEOs Bead the Rides (of Golf): 82% Admir Being Less than Homest on virtee in |
Fheir Scorecards, Survev Savs. USA Today TAA (Jun. 260, 20023
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