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John C. Coffee, Jr.,
Stupid, Columbia Law School The Center for Law and Economic Studies
Working Paper No. 207; William W. Bratton, Enron And The Dark Side
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Of Shareholder Value, The George Washington University Law School
Public Law And Legal Theory Working Paper No. 035 2002; donald C.
Langevoort, Managing the ''Expectations Gap'" in Investor Protection:
The SEC and the Post-Enron Reform Agenda, Georgetown University
Law Center 2002 Working Paper Series in Business, Economics, and
Regulatory Law Working Paper No. 328080.
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POIYYN I, DMNNON DIIPAN DMIN DY OPAIN MNN NN (coffee) 2P 1173 /9179 PIONX TN
:1IDNND 2 '0y3a [ (gatekeeprs)

paradigmatic examples - - that is, independent
professionals who are interposed between investors and managers in
order to play a watchdog role that reduces the agency costs of corporate
governance. Absent effective gatekeepers, it is reasonable to believe that
market efficiency would be lower, the cost of capital higher, and our

:INMJohn C. Coffee, Jr., The Acquiescent Gatekeeper: Reputational
Intermediaries, Auditor Independence, and the Governance of Accounting
(Columbia Law School Center for Law and Economic Studies Working
Paper No. 191, 2001). 90X I87) www.ssrn.com(

DYV DMONNN OMP2DN DY ANPXAN DTINY NN DY |, TN HY novvd
: DNIN YDV TINYY MNONN P00 YWIT) IV IR

(3) The gatekeeper expects only nominal fees from any individual client . (p.p 9)

DDA .17IN RPN SV HY NANY INWNT PN I MANY PN 99N DININD ¥ DR DY
DN OYNYNN DIPINN 1D NYNPHN NN NIV ,NIYNT OXIT YY DIND Y NNPI AN PPN NHVN
NV WO PONINN AN NOD KXY WX (Reputational Intermediaries) VNN DY OONNN
DiLeo v. Ernst & :1X7) .JOXPYINND NPIOA MIVI AN RN IT 7NN .1HDIND dYyN1 omannvini
Young 901 F.2d 624 (7th Cir. 1990); Melder v. Morris, 27 F.3d 1097, 1103 (5" Cir. 1994); Robin v.
(Arthur Young & Co., 915 F.2d 1120, 1127 (7th Cir. 1990)
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:INT NANTNY) L2930 N1DIIN NPR TN XPY YYNT 1292 921 19,901 297 NOvY

Sean O’Conner, The Inevitability of Enron And the Impossibility of Auditor
Independence Under the Current Audit System.

Awww.ssrn.com INX2)
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auditing services in one firm is that the union of the two enables the
client to more effectively threaten the auditing firm in a low visibility
way. To illustrate this point, let us suppose, for example, that a client
becomes dissatisfied with an auditor who refuses to endorse the
aggressive accounting policy favored by its management. Today, the

client cannot easily fire the auditor. Firing the auditor is a costly step,
inviting potential public embarrassment, public disclosure of the
reasons for the auditors dismissal or resignation, and potential SEC
intervention. However, if the auditor also becomes a consultant to the
client, the client can then easily terminate the auditor as a consultant (or
reduce its use of the firms consulting services) in retaliation for the
auditors intransigence. This low visibility response requires no
disclosure, invites no SEC oversight, and yet disciplines the audit firm so
that it would possibly be motivated to replace the intransigent audit
partner. In effect, the client can both bribe (or coerce) the auditor in its
core professional role by raising (or reducing) its use of consulting of

5 2802 XYY IMN DPRYN ,N7INA OY PYINT YN NIYNN TNV D190 MY 795 1290
TODNRN 2 YY THY .0MWN PR TIANY YR D 1Y PN 1IN NN IPPAN P DY 1IN
:179N1Y 28 'nya Donald C. Langevoort

manipulation skills in the tax area, and then have gained such comfort
and familiarity with them, imported them willingly into the world of
reporting. At the very least, it has to be hard for the accountants to
advocate the legitimacy of extremely aggressive tactics in the tax area
but then resist their usewhen management wants to employ them for

NYP AN ,ONYHYN DNN VTN NPYPN2 DSNNY ORPMINND PPINKN N2 DX OPIUN

Oxley Act of -1 .07 5¥ MIPI2NN MI2ND PIYND DINYI NAYN XY OPNNPI-I1200 DOXMPYN

SY MPARM PYTN NOY MYNNHNR OOWPYNRN DY PnY Ty 30.7.02 -2 ppniv  Sarbanes - 2002
D905 MNMYTN

SEC. 201. SERVICES OUTSIDE THE SCOPE OF PRACTICE OF AUDITORS.
Except as provided in subsection (h), it
shall be unlawful for a registered public accounting firm (and any associated

person of that firm, to the extent determined appropriate by the Commission)
that performs for any issuer any audit required by this title or the rules of the
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Commission under this title or, beginning 180 days after the date of
commencement of the operations of the Public Company Accounting
Oversight Board established under section 101 of the Sarbanes-Oxley Act of

provide to that issuer, contemporaneously with the audit, any non-audit
service, including

(1) bookkeeping or other services related to the accounting
records or financial statements of the audit client;
(2) financial information systems design and implementation;

(3) appraisal or valuation services, fairness opinions, or contribution-in-kind
reports;

(4) actuarial services;

(5) internal audit outsourcing services;

(6) management functions or human resources;

(7) broker or dealer, investment adviser, or investment banking services;
(8) legal services and expert services unrelated to the audit; and

(9) any other service that the Board determines, by regulation, is
impermissible.

(h) PREAPPROVAL REQUIRED FOR NON-AUDIT SERVICES.

A registered public accounting firm may engage in any non-audit service,
including tax services, that is not described in any of paragraphs (1) through
(9) of subsection (g) for an audit client, only if the activity is approved in
advance by the audit committee of the issuer, in accordance with subsection

®.

(b) EXEMPTION AUTHORITY. The Board may, on a case by case basis,
exempt any person, issuer, public accounting firm, or transaction from the
prohibition on the provision of services under section 10A(g) of the
Securities Exchange Act of 1934 (as added by this section), to the extent that
such exemption is necessary or appropriate in the public interest and is
consistent with the protection of investors, and subject to review by the
Commission in the same manner as for rules of the Board under section 107.

0PN OYYND APINNT INY NIYN INTIY D00 NN IDVPN IWUR NPIDO PPN DMV
59,799 92YH .N12N2 NN SYYHN PY INIDYN YA PON AYYVID DYODN DTN DN GN 12WNI
DYYYND 127 199 DN N D IWOD ,DDMINN DY DNNOY APINKND NN DOPONY NAWND ONID NP
9192 NN PN DY IWARNND N2, PNN OPIY MIND HY APADINDN X .172N2 WNINNY DYD0IN
NY TIN5 NYAN NNPIN AN NY2 .NAYN ORI DY 0PN PY NNOYNY MWAN 1200 INNNn ,MYp
DINYN DN NPINT DY TSN 1N DS DOYTIN NIAYNN INXIT NN NN O HH0Y D1vyn )89
.1MANN Y-S5y BNPOYN TYNRN AN 1907 T52) 099510 NX Navdr

MNAYNT 217D, NINAYN Y=Y NPNDN NININ DY SV KD 19010 VIV DRIV Y DTN : PIN
192NN Y NaYNn N Y N2 AYOVWnY KDY NUYYn YY am nenod aNdan ,mTornn
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Understanding Enron: It s About: the Gatekeepers, Stupid

market.
Smaller competitors could not expect to develop the international scale
or brand names that the Big Five possessed simply by quoting a cheaper
price. More importantly, in a market this concentrated, implicit
collusion develops easily. Each firm could develop and follow a common
competitive strategy in parallel without fear of being undercut by a
major competitor. Thus, if each of the Big Five were to prefer a strategy
under which it acquiesced to clients at cost of an occasional litigation
loss and some public humiliation, it could more easily observe this policy
if it knew that it would not be attacked by a holier-than-thou rival,
stressing its greater reputation for integrity as a competitive strategy.
This approach does not require formal collusion but only the

litigation losses and occasional public humiliation as a cost of doing
(p-p-20)

NND MAYAN VDY Y12, DY D95 OMINT ,MIXNIVN DI 2T PR OIS DY 1HDN 19D ONYPN
.DMIP2RN MW NPNLT TN YTOIRD NPND 851D MINNIYN YTY5 ONIN ONX N P90

.(United States v. Simon 425 F.2d 796 (2d Cir. 1969) : 1YvN)

DYNYNN DMIPANT YW DMNNKY Y197 NV DX IIN TINYNN NNPXAN HY AMPHNY AMDIW
,M73NY DYPIYN PNIYN SN DMNY DIXNIPYN NN DINNY SP-9Y DN P2 ,7ONSPHRn omvn 1om
PPN NVLIN IMNNIYY N MYSHNI ,NAYNN ONIT MNINT IY MPOA SP-9Y ON PI)

MATA DOWPYHNM NDSN PN IR NOVIND ToNN T2 IND WX L,PPINKD NN DT PIY
Oxley Act -1 MYSNNI 27NIND IWNAY ITONNHD DIWNN XY ANV DIPD 179 .N1aNn DY D»90ON
:1AVN NI DY NPT N5 N2 N DYPN WK, Sarbanes - of 2002

SEC. 101. ESTABLISHMENT; ADMINISTRATIVE PROVISIONS).
(

(a) ESTABLISHMENT OF BOARD. There is established the Public
Company Accounting Oversight Board, to oversee the audit of public
companies that are subject to the securities laws, and related matters, in
order to protect the interests of investors and further the public interest in the
preparation of informative, accurate, and independent audit reports for
companies the securities of which are sold to, and held by and for, public
investors. The Board shall be a body corporate, operate as a nonprofit

(b) STATUS. The Board shall not be an agency or establishment of the
United States Government, and, except as otherwise provided in this Act,
shall be subject to, and have all the powers conferred upon a nonprofit
corporation by, the District of Columbia Nonprofit Corporation Act. No
member or person employed by, or agent for, the Board shall be deemed to
be an officer or employee of or agent for the Federal Government by reason
of such service.
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(c) DUTIES OF THE BOARD. The Board shall, subject to action by the
Commission under section 107, and once a determination is made by the
Commission under subsection (d) of this section

(1) register public accounting firms that prepare audit reports for issuers, in
accordance with section 102;

(2) establish or adopt, or both, by rule, auditing, quality control, ethics,
independence, and other standards relating to the preparation of audit reports
for issuers, in accordance with section 103;

(3) conduct inspections of registered public accounting firms, in accordance
with section 104 and the rules of the Board;

(4) conduct investigations and disciplinary proceedings concerning, and
impose appropriate sanctions where justified upon, registered public
accounting firms and associated persons of such firms, in accordance with
section 105;

(5) perform such other duties or functions as the Board (or the Commission,
by rule or order) determines are necessary or appropriate to promote high
professional standards among, and improve the quality of audit services
offered by, registered public accounting firms and associated persons
thereof, or otherwise to carry out this Act, in order to protect investors, or to
further the public interest;

(6) enforce compliance with this Act, the rules of the Board, professional
standards, and the securities laws relating to the preparation and issuance of
audit reports and the obligations and liabilities of accountants with respect
thereto, by registered public accounting firms and associated persons
thereof; and

(7) set the budget and manage the operations of the Board

01997 11
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