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way public corporations operated, and better oversight by boards of directors, the pace of
reforms has been painfully slow. The 1940 recommendation by the SEC that audit
committees be established by public companies that was not recommended until 1967 by
the accounting community, and then not required until 1978 by the NYSE is a prime

example.

Following are some relatively recent specific instances of corporate malfeasance,
all of which may be traced in some way to the inherent problems in the system that are

cited above:

Recent Case Studies of Corporate Governance Problems

Tyco International

Beginning in the mid 1990’s, Tyco’s CEO, L. Dennis Kozlowski, expanded what
was then a relatively small Exeter, New Hampshire, based manufacturer of security
systems, pipes and valves and other industrial products, and proceeded, primarily through
acquisitions, to build it into a multi-billion dollar diversified corporation. Kozlowski
often bragged that his company was a “fast growth, high margin collection of assets” that
he “loved to compare with General Electric”. 8In actuality, it was “what skeptics always
thought it was: a hodgepodge of consistently profitable but unconnected, slow-growth

businesses...”®

Largely through legal, but ethically questionable accounting practices, Tyco made
“its reported financial statements look far better than they otherwise might. For example,

through one-time actions immediately before a merger, the company would decrease the

% Andrew Ross Sorkin, The New York Times. 1January 2003, Cl.
69 -
Ibid.
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reported profits of an acquisition target - allowing for a sudden surge in earnings in the

first quarter after the deal was done”. 10

The problem for investors and potential investors was that the aggressive
accounting gimmicks inflated earnings, which in turn attracted investors and inflated the
stock price. When a more conservative earnings picture emerged, the stock dropped

precipitously, 74% in 2002, and investors, including pension programs that had relied on
the financial statements of the company, lost three quarters of their investment.

Not only did Kozlowski’s corporate philosophy permit him to report numbers that
deliberately misled his investors, he and his former chief financial officer, Mark Swartz,
were also accused of stealing $600 million from the company. They compiled a laundry
list of outrageously priced luxury items that they bought for themselves with company
funds and have since been convicted of theft and accounting fraud, and are currently
serving prison terms. Tyco, under its new management, has restated its past earnings, is

doing reasonably well, and its stock price has regained all of its earlier decline.

Enron

Enron, on the other hand, along with Andrew Fastow, its former chief financial
officer, is charged with actually violating “accounting rules in a wide array of
transactions that misrepresented its true financial performance and shifted billions of
dollars in assets off the books.” 71 Not only did they enrich themselves, but Enron’s senior
financial people were also able to show highly inflated earnings for the company that

initially resulted in sharply increasing its stock price. When the true earnings picture

T Kurt Eichenwald, The New York Times. 31 December 2002, C1
71 Kurt Eichenwald, The New York Times. 6 March 2003, ClI.
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became apparent, the result was a $68 billion loss in market value for the company’s
stock and financial disaster for most of its employees who had the bulk of their retirement
savings in Enron stock, as well as serious losses for several large pension funds that had
invested in the company. As former SEC Chairman Arthur Levitt wrote, “Enron
represents a lack of the kind of disclosure that is fundamental to maintaining confidence
in U.S. public markets.” Even so, it is apparently still an open question as to whether
the accounting practices used by the company were illegal or within the bounds of
Generally Accepted Accounting Practices. Moreover, “The implications of the Enron
debacle ...set off what became a cascading collapse in public confidence, sealing the

final days of an era of giddy markets and seemingly painless, riskless wealth.”73

Enron, unlike Tyco, is now a fraction of its former size, almost all its former senior
executives have either been indicted, convicted, or have plead guilty to civil or criminal

offenses, and are awaiting trial or sentencing.

Arthur Andersen and the Other Accountants

Which brings us to the accountants. Although the auditing practices of all the major
accounting firms have been criticized, Arthur Anderson, because of its handling

(mishandling?) of the Enron account, was most spectacularly in the news.

Arthur Anderson and a partner founded this prestigious accounting firm in 1913.
Anderson was head of the accounting department at Northwestern University and was

elected to the Accounting Hall of Fame upon his death in 1947. He was well respected

T2Arthur Levitt, Take On The Street: What Wall Street and Corporate America Don’t Want You to Know.
What You Can Do to Fight Back. (New York: Pantheon, 2002.)
7" Kurt Eichenwald, Conspiracy of Fools (New York: Broadway Books, 2005), 10.
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