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I want to thank you for that kind introduction.

I can still vividly remember the first time I came to New York in 1978 for a Coopers & Lybrand audit training class out on Staten Island.   For a young kid who had grown up on a farm and never been east of Iowa, it was quite an eye-popping experience as I walked around Times Square, Rockefeller Center and Fifth Avenue.  It left quite an impression on me.  

A few years later when the Firm asked if I would move to New York for a couple of years, my wife and I jumped at the opportunity.  We loaded up the furniture and for the first time in my life, moved east of the Missouri.  The next two years were an experience of a lifetime.   I got to work on Wall Street, meet and work with leaders of the profession at the Financial Accounting Standards Board (FASB) and spend considerable time on a project for Congress.  The work was challenging, life was exciting, and the people in New York and New England were fantastic.  

When I was asked if I would come out tonight for this dinner, I was once again excited by the chance to do so.  But as I searched for ideas for topics to talk about, I remembered the very first meeting of Certified Public Accountants (CPA’s) I attended.  It was twenty-five years ago in Nebraska where I first started practicing as a CPA.  Having graduated from the University of Nebraska, I had just passed the CPA examination.   And in typical fashion, the Society was honoring those who had earned their CPA certificates.

That night, as I sat in the room and waited for my name to be called, I had a tremendous sense of both accomplishment and pride.  In my mind, CPA’s were, and are, something different.  Unlike attorneys or engineers or other professions, I believed then, as I do now, we had a higher calling.  We were not “just” accountants.  We were certified “public” accountants.  We accepted our CPA certificates and in doing so, accepted an obligation and responsibility for the American public.  We became defenders of the public trust.  We could be trusted to make sure the numbers had integrity and if not, we would withhold our seal of approval.  We took pride in our spoken and written word.  And when we were placed in between a rock and a hard spot, as Colonel Carter told Congress in 1932, we let our conscience guide us. 

There were other things that also stood out about CPA’s.  In Lincoln Nebraska, many of the leaders of the accounting profession were also leaders in the community.  And it wasn’t just the Big Eight accounting firms.  I distinctly recall many leaders were partners in firms who bore their names on the firm’s letterhead. 

It was the combination of these and perhaps other characteristics of the profession that led me to choose it as a career path.  But it was the idea of being able to serve the public that was the biggest motivator.  There was just something about the days of John and Robert Kennedy and putting the public first that really beckoned me to serve.

But that was all twenty-five years, many pounds and more than a few gray hairs ago.  Certainly, the events of the past year have led to a reexamination by many in the profession of our heart and soul.  It was just one year ago today that the Enron analyst teleconference call occurred which would start a snowball coming down the hill.  It would gain momentum, spurred on by what became not monthly, not weekly, but daily accounts of yet further questionable business, corporate governance, Wall Street and financial reporting practices.  

Practices that I find to be unworthy of any American.  It is indescribable to say what I feel, when I see our bravest and best young people go off to war in Afghanistan. While they live in tremendous hardship, trying to protect us and our liberties at home in the states, we have watched executives in businesses and the financial communities looting from shareholders.  Perhaps even from the families who are serving us overseas.  This is an embarrassment that none of us should be willing to tolerate.

By the time we got to this past summer, we faced an avalanche of mounting negative public opinion against the accounting profession.  With companies reporting their financial statements being off by billions of dollars, the public was undeniably challenging if we as a profession had lost our conscience, had turned a blind eye - if we had sold out for money.

No doubt, a dark cloud hangs over us.  Yet to this day, I still believe that many of those who sign audit reports, have a high degree of integrity.  Auditors also take a tremendous amount of pride in their work and in their service to their communities.

But the reality is we have lost the trust of most of the 85 million Americans who invested in the U.S. capital markets.  Unfortunately, what those of you in this room, as well as what I think tonight, no longer matters.  It is the public’s perception that has become reality.  It is a perception that has for ever been altered just as has the number of Americans lives we effect when we fall short in our responsibility to them.

And the reality of the situation today, is that there is a chasm as wide and deep as the Grand Canyon between the product we as a profession are delivering and what the public is demanding of us.  Reginald Jones, the former Chairman of General Electric once said; “that a corporation will exist only as long as the public is satisfied with its performance.”  Today, Arthur Andersen no longer exists.  Laventhol and Horwath no longer exists.  I ask, how many more firms must fail before the accounting profession realizes that its customer no longer trusts it, the product it delivers, or its spoken words?  How many more lives of investors or honest hard working employees, including those in accounting firms will be destroyed?  How long before we realize it is not an issue of trying to educate the public, but one of us having to close the chasm by delivering what the customer has ordered.

Time for Changes

There is an old saying that when you are through changing, you are through.  I do not think we as a profession are through yet.  But we will surely become as outdated as a ’59 Ford Edsel and be replaced with a new version if we don’t get with the times.  This means the status quo must be thrown out, new ideas considered, and our product redesigned.  

All potential alternatives must be considered, not just those that are comfortable for us accountants.  In the end, we must deliver a high quality product that will meet or exceed in every way, the public’s expectations.

Listening to Investors – A Change In Tone

I believe the starting point for change, as we often advise businesses, is the tone at the top.  Today, we as a profession are tone deaf, we have a tin ear.

While the public is asking for audited numbers they can rely on, our leaders, both in our national trade organization and in many of the major accounting firms, are spending millions in Washington DC and the capitals of many of the States of this country, lobbying against reforms.  They are lobbying against the very desires of our customers and those who trust we must win to survive.  

Most recently, the President of the AICPA gave a speech here in New York that called for a renewed sense of public interest.  That is a call to arms we should all rise to.  

Yet within weeks, the profession was back to its same old tricks in Washington lobbying against one of the most qualified candidates for the new oversight board. One that Warren Buffet, Paul Volcker, Arthur Levitt, Jack Bogle and reportably Alan Greenspan and Secretary Paul O’Neill and many others have supported.  Not once have I heard it argued that he is not the most qualified candidate from amongst the names that have been publicly circulated.  Not once have I heard his integrity or track record on behalf of investors is tarnished.  Instead, all I have heard is his ideas are not consistent with those of the profession.  

While the leadership of the profession has spoke of reform, its actions against reforms speak louder.  It talks of one direction while walking in the opposite direction with its feet.  At this time, the selection of anyone else sends a loud and powerful message to investors that  the accounting profession has been granted a veto over the selection of the new public accounting oversight board members.  If that is allowed to happen, the new oversight board will not and cannot be independent in the eyes of investors.  It is a message neither the accounting profession nor Securities and Exchange Commission can afford to send.

If the leadership of the accounting firms and the AICPA are serious about reforms, they will publicly support members for the new board who have clearly demonstrated their service to investors and the public, who are knowledgeable about financial reporting as well as the obligations of auditors.  The leadership of the profession should publicly support a reform minded board rather than continuing to  remain silent except in the hallways of the capitals.  They must cease lobbying Congress for board members who will carry water for the profession.  Unfortunately for investors, the current leadership seems to be incapable of this and I believe must either change, or we will continue to be buried by the avalanche of negative public opinion.

Following In The Path of Dinosaurs

The opinion of those within the profession should also count.  As I mentioned earlier, I really do believe we have some great public servants among us.  And the new students seeking to make a career in accounting also want a profession they can be proud of.

But our leadership once again has a tin ear.  After many state societies challenged and questioned the AICPA leadership on their XYZ or cognitor project, they barreled ahead spending millions on a public relations campaign to convince us members we were all wrong.  In the end however, the profession spoke and spoke loudly.  Instead of getting two thirds of the votes of the members they needed to win, the leadership of the AICPA lost in a landslide by almost two thirds of the vote.  

And it was more than just a vote on a ballot issue.  It was a vote on the future of the profession and what the members of the profession desire it to be.  It seemed that Cognitor rhymed with dinosaur and the direction towards extinction was not one members of the profession had in mind.

Yet today, without giving its members a vote, the AICPA leadership continues to move what has been a proud professional organization, towards becoming a for profit business organization.  Several leaders of the AICPA have taken stock out in its affiliated ventures, again without the vote of the members.  Why does this sound to the public like all too many other stories they are reading about in the press on a daily basis?  Why is it that skeptical members of the AICPA believe the reason they are not allowed to vote as members should, is because the most likely outcome is another defeat for the leadership?  Do we really think this kind of behavior is what gives us the right to be a self-regulated industry?  Or is this type of behavior exactly the kind that has cost the profession its self-regulation?  I personally think it is the latter.

Quite frankly, I can think of no business where its CEO has:

· lead it from the heights to the gutter of public opinion, 

· seen the business ridiculed in most of the major national press,

·  pursued a strategy that ultimately is overwhelmingly rejected by its shareholders (membership),

· avoided seeking the approval of its shareholders on issues controversial to its shareholders,

· entered into agreements that some perceive as self dealing conflicts, 

· permitted the organization to lobby against the interests of its customers, and 

· received a “drubbing” through enactment of new legislation in Washington,

and the CEO remained in place.  Businesses who find themselves in such a dire strait change their CEO and executive leadership.  It is time the profession, if it wants to regain the public trust, do the same.  The Board of the AICPA should show us whether it is an independent board capable of representing the members or it should step aside as well.

That means a difficult choice for those of you here tonight.  You must chose either to support the status quo and reap the resulting crop of public opinion whatever it might be, or call for change.  I hope you will do the latter.  I challenge you to move this profession forward and let your voice be heard across the East River in Manhattan.  One way or another, whether you support our leadership or desire change, I urge you to speak up.

Our Product Don’t Work!

As I have traveled around, one thing I have heard from many in the profession is the need to improve our product.  Usually this involves a discussion about our accounting standards and a complaint they are too difficult to understand and implement.  God knows, you won’t get any argument out of me over SFAS No. 133 on accounting for derivatives.  Yet let me set the stage for what I am going to say by noting a few things you need to consider.

First, the reason SFAS No. 133 turned out so complex is because business and many of the major accounting firms, NOT the FASB, wanted numerous exceptions to the general principle of valuing derivatives at fair value.  This holds true for many of our accounting standards today.  If they are complex, it is because business or the major accounting firms asked for the complexity.  All you have to do is read the comment letters to understand how we got to where we are.

Second, the debate over using “principle-based” accounting standards or “rule-based” standards is misplaced and I believe intentionally misguided.  Let me rephrase it.  “Lets use principle based standards liked the Accounting Principles Board issued during its fourteen year existence and which in some cases were seldom followed.  Why?  Because it is more difficult for investors to win in court with these standards.” 

This is amazing to me and shows how short the profession’s memory is.  In 1969, the accounting profession screamed for more detailed rules when the U.S. Appellate Court in New York upheld the fraud conviction of three CPA’s with Lybrand, Ross Brothers, and Montgomery, for their deficient audits of Continental Vending.  At the trial, all of the Big Eight firms vehemently argued in that case that auditors could only be held accountable if an accounting standard explicitly required a disclosure or accounting treatment and that rule was not followed.  Otherwise, no rule, no conviction.  The trial judge and appellate court, as well as then U.S. Attorney Robert Morganthau, said no dice.

When you delve into Enron, Adelphia, and WorldCom, you will find that principle based accounting standards including those for related parties (SFAS No. 57), loss accruals (SFAS No. 5) and for the expensing of normal operating costs rather than treating them as part of the plant and equipment on the balance sheet were not complied with.  Yes, principle based standards have not solved the problem here in the United States.  And research on International Accounting Standards also illustrate that many companies fail to properly comply with them as well.  It is not so much the issue of the accounting standards themselves as it is the compliance with either principles-based or rule-based standards.

Third, business is complex today.  It has changed dramatically since I joined the profession.  We now have derivatives, risk management techniques, just in time inventories, global securities markets, desktop computers, the Internet and information systems that simply did not exist when I joined Coopers.  To think that we can address these issues, including in the classroom, the same as twenty-five years ago is a pipe dream.  Likewise, to think we can have the same standards we did twenty-five years, for either accounting or auditing, is also a figment of one’s imagination.

Fourth, judgment is an integral part of accounting and financial reporting practices today.  Much of what goes into a financial statement involves the exercise of reasonable judgment by management.  It also requires good faith in developing the most likely outcome for the event you are accounting for.  

However, the restatements and financial frauds we have read about in the press involve an entirely separate issue.  One of management using false and misleading numbers under the guise of a “judgment” to manipulate the numbers.  The law enforcement agencies are not challenging reasonable judgments made with due care with 20/20 hindsight.  They are challenging numbers that no reasonable person would consider to be within the “ballpark” or in some cases even on the same planet.      

Fifth, as I heard Paul Volcker state at New York University Monday night, the culture within the accounting firms has changed.  That change occurred when firms that were predominately accounting and auditing firms in the 1960’s and ‘70’s expanded into consulting.  As the consulting revenues and profits contributed increasingly to the revenue and profit lines of the accounting firms, and the draws or compensations of the partners, it affected how the firms operated and their cultures.  It does not take a rocket scientist or complex studies by academia to figure this one out.  It is just common sense to investors.  Auditors who continue to try  to argue their independence has never been shown to have resulted in a compromised audit are still living in la la land as far as investors are concerned.

Changing Audits

And it is also not rocket science that one of the fundamental changes that has to occur is the way we do audits.  Having seen the billion dollar misses on companies such as Waste Management, WorldCom, Xerox, the energy traders and others, the public wonders if we could find an error if it was sitting right under our nose.  The public’s confidence in what we do is not enhanced when they read that approximately one out of every ten actively traded public companies has had to restate its financial statements in the past half-dozen years.  And most of those restatements were the result of the detection of an error by an auditor or the company itself, not the under-staffed SEC.

Our number one problem is that we are not catching fraud or accounting errors on a frequent enough basis.  I agree that we will not always find fraud.  But I must also agree with the public that when we fail to detect an error totaling hundreds of millions or even billions of dollars, no matter how much collusion has gone on, our audits have lost their value and our franchise should be rescinded.  

We must rethink and redesign how we perform audits.  We must do more to search for and ferret out fraud. We must mandate that as part of all audits, auditors look for those manipulative devices management most often uses in executing fraud.  For example, when they exist, auditors should not only consider, but be required to search for and examine at an appropriate level:

· Large non-recurring journal entries,

· Complex revenue or sales agreements that might have accompanying side letter agreements that should be confirmed, or large bookings of revenue at the very end of a financial reporting period,

· The activity in loss accrual accounts, not just the balances at the beginning and end of the year,

· Accounting for mergers, and 

· Assumptions used in critical judgments that affect the reported numbers.

Any one that has spent much time auditing knows this is how the numbers are manipulated.  Yet the profession, has failed to require auditors to look at, or for, some of the most basic methods of engaging in fraudulent behavior.  Why?  It is simple.  If the Auditing Standards Board mandates that these steps be performed, and an engagement team does not perform up to the standard, and as a result a fraud goes undetected, they will be held accountable in a court of law.  Conversely, the public has watched accounting firms go into courts using the current wishy washy auditing standards.  Their all too common refrain is something like; “The standard does not require I do it, I only have to consider it and I did consider it.”  

Is there anyone in this room who believes this is what investors want, what will result in their having confidence in us as auditors?  Will it lead to a restoration of trust in what we do?

Instead, I believe auditors need to expand their assurance duties and the numbers they provide assurance on.  As the Sarbanes Act now mandates, auditors must start reporting on the effectiveness of internal controls.  This is long overdue as is the requirement that management also report on the controls as well.

But auditors need to expand their reports.  We need to tell like it is and call the numbers as we see them.  We need to go back to the future.  Listen to this audit report I will read to you:

“We have examined the books of the U.S. XYZ Corporation and its Subsidiary companies for the year ending December 31, 19XX, and certify that the Balance sheet at that date and the Relative Income Account are correctly prepared therefrom.

We have satisfied ourselves that during the year only actual additions and extensions have been charged to Property Account; that ample provision has been made for Depreciation and Extinguishment, and that the item of “Deferred Charges” represents expenditures reasonably and properly carried forward to operations of subsequent years.

We are satisfied that the valuations of the inventories of stocks on hand as certified by the responsible officials have been carefully and accurately made at approximate cost; also that the cost of material and labor on contracts in progress has been carefully ascertained, and that the profit taken on these contracts is fair and reasonable.

Full provision has been made for bad and doubtful accounts receivable and for all ascertainable liabilities.

We have verified the cash and securities by actual inspection or by certificates from the Depositories, and are of opinion that the Stocks and Bonds are fully worth the value at which they are stated in the Balance Sheet.

And we certify that in our opinion the Balance Sheet is properly drawn up so as to show the true financial position of the Corporation and its Subsidiary Companies, and that the relative Income Account is a fair and correct statement of the net earnings for the fiscal year ending at that date.”

I am willing to bet anyone in this room a steak dinner that if you put the report I just read along side of the current report we use in the profession, that nine or ten out of ten investors will say it is more meaningful and useful.  Yet the report I just read you is the actual audit report on U.S. Steel from their first audit by Pricewaterhouse in 1902!

We need to change how we report to be more specific as we use to be, about the procedures we are performing, the results of those procedures, the reasonableness of the assumptions used in determining numbers reported in the financial statements, and whether the financial statements do give a true and accurate picture of the financial condition and earnings of the company.  

We also need to provide investors with a grade on the quality of the accounting principles applied by the company being audited as well as the disclosures made.  This can be done using the qualitative characteristics and principles outlined today in the Concept Statements of the FASB.  These statements do set forth the broad principles used in preparing financial statements today.  If accountants are serious about using principle based accounting standards, then they should not have a problem providing greater transparency on the quality of the accounting they have just audited.  Put another way, if an auditor can’t judge the quality of the principles of accounting used, then how can investors trust an auditor to judge whether the principles have been properly applied?

Now the community of financial executives has been heard to ask who is going to pay for this additional audit work.  Eventually it is the shareholders of the company as it will ultimately affect profits and the value of the Company’s stock.  But let me point out the aggregate audit fees for the S&P 500 last year was approximately $1.2 billion or about $2.4 million per company.  Compare that to the $60 billion dollars in value that common stock holders of Enron lost, and the hundreds of billions of value lost by shareholders of such companies as Qwest, Global Crossing, Adelphia or WorldCom.  I am more than willing to debate with CFO’s in front of their investors the need to pay auditors a fair fee for a quality audit, if it will provide numbers that have integrity and greater transparency.  Quite frankly, audit fees have been coming down far too long, often because of the self inflicted competitive bidding of the profession. Its time that trend is reversed.

One other voice I have heard when it comes to audits is that of audit committee members and members of the legal profession.  As is always the case, attorneys, whom I might add have a model code of conduct that prohibits them from disclosing financial fraud even when they know it will cause substantial economic harm to investors, are running around saying the sky is falling yet once again.  They are claiming audit committee members are going to leave in droves like a heard of cattle running out to pasture.

My response to this is that perhaps it is time that we do have some turnover with respect to audit committee members who are not sufficiently financially literate.  The rash of financial frauds, restatements and members of audit committees testifying before Congress that they simply relied on management and the auditors, have given investors reason to pause.  I think it is time we find qualified candidates for the audit committees such as retired CFO’s and CPA’s who also are knowledgeable about the business operations and industry.

Improving Financial Accounting and Disclosures

Speaking of quality, we need to improve the quality and timeliness of disclosures provided to investors, analysts, lenders.

We have made a start in right direction when we adopted the certification requirements for the CEO and CFO.  By law, financial statements of public companies filed in the U.S. must now fairly present the results of operations and financial condition, without any omission of material fact and without specific reference to generally accepted accounting principles (GAAP).  GAAP can no longer be used to hide behind the statement of “where in the rules does it say I can’t do it.”  In essence, we have adopted the “ultimate” principle of financial reporting - that financial statements must show the true underlying economics of the transactions a business has entered into.

Accounting standard setters in the U.S. and internationally need to take the same approach as they establish accounting standards.  Accounting standards that today permit billions if not trillions in dollars of lease financings to remain off the balance sheet, that hide Special Purpose Entities established for the benefit of the corporation, that fail to reflect the cost of all compensation including stock options in the income statement, that permit companies to manipulate their pension costs or even report pension income, that fail to provide adequate guidance for the single largest line item in the financial statements – revenues, and that result in financial assets and liabilities being reported to investors as values other than what they are worth, need to be fixed and fixed promptly.  Until they do, both national and international accounting standard setters will, and should, share the shame and responsibility for what has happened in the world’s capital markets.

At the same time financial disclosures required today by security regulators and the capital markets need to be brought into the 21st century.  International capital markets and regulators that permit public companies to report to shareholders annually or every six months, as opposed to quarterly, are as out of date as a 45 rpm record.  In today’s global economy, all companies should have to report quarterly and exemptions from such requirements, which even the U.S. has, should be quickly eliminated.

I might insert here a piece of commentary on the argument that some business executives make that the heat has been turned up in the kitchen by analysts who press for the earnings estimates to be made each quarter.  My response, having been a Chief Financial Officer and executive is that if you can’t stand the heat, then get out of the kitchen.  Executives have been handsomely rewarded for the pressures and responsibilities they have taken on.  Yet in all too many cases, the executives willing took the compensation but failed to fulfill their responsibility to investors.  It reminds one of the saying “Take the money and run.”

Moving on again, I believe capital markets and regulators have been too slow to update many of the existing disclosures, which were developed prior to the evolution of today’s sophisticated information technology systems.  These systems allow companies to access much quicker, much more efficiently higher quality information.  Financial information, which can provide investors greater predicative capabilities.  

In particular, key performance indicators or KPI’s need to become part of every company’s disclosure regimes.  Data such as aged backlog in the semiconductor industry, plant capacity and utilization rates, revenues from new products or new stores, average passenger air mileage and revenues, and tonnages shipped should be required disclosures, as applicable for every public company.  When coupled with information from historical financial statements that provide the benchmark for whether management accomplished what they promised, KPI’s are a powerful tool in assessing the future of a company and its ability to create shareholder value.

Lastly, accounting standard setters need to require greater information with respect to cash flows.  The indirect method of reporting cash flows currently permitted by the FASB should be eliminated.  Current disclosures contained in many of the cash flow statements are not sufficient.  They need to provide greater detail as to where cash flows came from such as customers, and what they were used for, such as to pay vendors.  In addition, each company should be required to provide a disclosure setting forth the cash payments it is contractually or economically required to make for each of the next five years.

And I can’t finish my discussion of accounting standards without responding to the article in last week’s Wall Street Journal discussing the accounting standard setting by the Emerging Issues Task Force.  As Business Week noted this week; what was the FASB thinking of when it allowed a public company to cast the deciding vote on an accounting principle that has a material effect on its financial reporting to investors?  This has to change.  The chairman of the FASB was quoted in the Journal article as saying he is looking at adding representatives of investors to the EITF and getting greater involvement of the FASB in the process.  I commend Mr. Herz for these steps.  

In the end, I believe the FASB should approve each and every consensus arrived at by the EITF, just as the IASB does.  In addition, the EITF should have not fewer than four representatives of investors on the board.  It takes three votes to block a consensus.  Today, there are eight representatives from accounting firms and three from publicly traded companies giving these groups the right to block a consensus answer.  Putting just a couple of token representatives of investors on the EITF will be a clear sign that the FASB and its trustees are not interested in the views of the users of financial statements.  That would be a shame and a lost opportunity. 

Closing

I have already taken up a good part of your evening.  So let me close by noting we as a profession have long advertised our ability to fix just about whatever ails a business.  No matter what the problem, we have taken it on and found the solutions.

Yet today, we face our greatest and most difficult test.  We must find a way to fix our relationship with the 85 million Americans who question our value to society.  It is a test whose answers will not be easy to come by.  But the ultimate grade we will receive will depend on the answers we give.  And the American public will be the ultimate graders of the exam.  
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